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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 entittement. 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 for the study raised several policy issues, pertaining to:
» Multiple use of the VA Home Loan entitlement
» Indexing of maximum loan amount
» Funding fee increases
» Availability of Adjustable Rate Mortgages
» Lack of use of Native American Direct Loan program.

Multiple Use. While the legislation gives explicit authority for multiple use, some
stakeholders raised the question of whether there is any particular need for multiple use.
Since military members generally transition only once from military to civilian status, an
argument is made that multiple use is not especially needed. However, VA borrowers
perceive multiple use as a valuable benefit. The multiple use feature received the highest
satisfaction score. In addition, multiple users have a favorable foreclosure rate, which is 40%
lower than one-time borrowers, and they pay a higher funding fee.

Policy Recommendation P1: Retain the multiple use feature of VA Home Loan program.
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Maximum Loan Amount. One approach to consider for indexing the maximum loan
amount is to apply the FHA insured loan ceiling formula, or a modification of the formula, to
the maximum VA loan amount. The statutory FHA loan ceiling is set at 87 percent of the
Freddie Mac conventional or “conforming” loan limit. For each county, the FHA loan
maximum is the lesser of the national ceiling and 95 percent of the county median housing
price as measured by HUD.

The FHA national loan ceiling has been higher than the effective VA limit for the past several
years. Given the current VA loan guarantee structure, the statutory change could include a
provision to establish the loan guaranty maximum at 25 percent of the conventional loan
maximum. Therefore, the maximum guaranty would change simultaneously with changes in
the conventional loan maximum.

The Study Team examined three alternative scenarios for applying this limit to the VA loan
maximum, setting the maximum at 85, 90, and 95 percent of the conventional loan limit. The
maximum VA loan amount would have been $274,300, $290,400, and $306,600,
respectively, in 2003, compared to the actual VA loan limit of $240,000 or the FHA loan
ceiling of $280,700 in 2003. We determined that these loan limits, even at 95 percent of the
conventional loan limit, to be substantially less than the median price for a single-family in
certain high-cost areas such as Boston, Honolulu, New York, and San Diego.

Policy Recommendation P2: Base the maximum loan amount on automatic indexing and set
at 100 percent of the conventional loan limit.

Automatic indexing would prevent the maximum loan amount from lagging behind increases
in housing costs, help more veterans obtain loans, and add stability to the program by
eliminating the need for Congressional action.

The only compelling reason for setting the loan limit at less than 100 percent of the
conventional loan limit or adjusting for geographic differences is increased claim costs. The
evidence refutes the notion that the claim costs would be higher. Overall, claim costs for VA
loans, net of offsetting revenues, have been virtually zero over the past 10 years.
Furthermore, foreclosure rates are lower for higher income households who would be taking
advantage of a higher VA loan limit and paying a higher funding fee.

Geographic adjustment is not necessary given the experience that VA Loan Guaranty
program participants are generally not borrowing at the maximum loan limit in low cost
areas. In other words, VA average loan amounts are lower in low-cost areas and higher in
high-cost areas, reflecting prevailing average income and housing price levels in different
locales. Geographic adjustment would complicate administration and add complexity to the
VA loan program.

Funding Fee Increases. Funding fee increases in the past have had substantial negative
effects on veteran participation in the VA Home Loan Guaranty program and detract from
the benefit value of the program. Increases in the funding fee in the past have not been tied
or linked to particular requirements or conditions of the VA Home Loan program.
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Policy Recommendation P3: There is no need to increase the funding fee, particularly when
the program cost to the taxpayer is relatively little or zero.

Adjustable Rate Mortgages (ARMs). Another important policy issue is whether to make
the ARM type of loan available to veterans with the VA Home Loan program. Historically,
the default rates on the ARM type of loan are higher than conventional loans. However, the
hybrid type ARM, which has an initial fixed rate period of at least 3 years before being
subject to annual adjustments, is less risky than other ARM programs. The hybrid ARM is
currently being offered to veterans in a pilot program. When data are available on the results
of the current pilot ARM program, the success or failure of this program can be fully
assessed to make a determination whether to make the program permanent.

Specially Adapted Housing Program. VA may want to look closely at the rising cost of
construction, as that would be a leading factor as to why the maximum grant amount may
not be sufficient in the future.

Policy Recommendation P4: Our recommendation is to increase the maximum SAH
amount based on annual increases in construction costs. There are several indices
available on construction labor and materials measuring the change in construction costs.
The increase in the SAH amount should be based on the average annual construction cost
increases.

Program Operations Recommendations

Customer inquiries via the VA toll-free telephone number or Web-transmitted inquiries are
still being routed to 58 VA Regional Offices, based on the geographic location of the
customer. VA staff handling the inquiries are responsible for answering questions that
pertain to the several different VA benefit programs, not just the VA Loan Guaranty program.
Hence, there is potential for consolidation, efficiency, and consistency gains in this area.

Operations Recommendation O1: Consolidate customer call/femail inquiry operations into
two centers.

By offering more education opportunities similar to those for lenders and appraisers, VA can
improve awareness among real estate personnel. Professionals will also be more likely to
endorse VA loans if they are more familiar with VA rules and guidelines. One possibility is to
collaborate with National Association of Realtors (NAR) by offering certification programs or
participating in annual national and regional conferences. Another option is to develop the
current lender portal capabilities to include appraisers and real estate professionals.

Operations Recommendation O2: Provide more training opportunities for real estate
professionals.

Real estate professionals indicated that lenders and NAR were their primary sources of
information for VA rules and guidelines. VA can coordinate with NAR and make information
accessible through its Web site and national and regional offices.
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Operations Recommendation O3: Make information more accessible to real estate
professionals.

Many lenders and appraisers reported the Lender's Handbook as their primary source of
information and the VA Web site as a secondary source of information. By having more
detailed information available to lenders, appraisers, and real estate professionals, the less
opportunity there will be for noncompliance due to a lack of available information. As
mentioned previously, one significant complaint by lenders was the description of the fee
schedule in the Lender’'s Handbook and on the Web. By expanding this description in both
the handbook and the Web, there may be less mistakes made by lenders and greater
compliance with VA guidelines.

Operations Recommendation O4: Add more detail to handbooks and Web site.

To maximize the effectiveness of audit samples, the Study Team suggests developing a
stratified sampling plan. Sampling strata can be defined to minimize the oversampling of
certain groups of lenders and incorporate new strata to target groups of lenders who are
most likely to be noncompliant. Additionally, the strata should include sampling of loans with
a higher risk, such as ARMs.

Operations Recommendation O5: Develop a stratified sampling plan for lender audits.

As VA does with lenders, the Study Team suggests conducting an annual survey of
appraisers and real estate professional to better gauge the strengths and weaknesses of the
program from their position in the loan process. This is especially important since all of
those interviewed by the Study Team suggested specific problems relating to both
appraisers and real estate professionals.

Operations Recommendation O6: Conduct an annual satisfaction survey of appraisers and
real estate professionals.

Technical Recommendations for Outcome and Performance Measures

The Study Team recommends that the outcome measures listed in Table 2-2 at the end of
Chapter 2 of this report be produced annually for ongoing review of program outcomes.
These outcomes and measures pertain to home ownership, overall utilization of the
program, multiple use, awareness and understanding of the program, foreclosure
avoidance, financial benefit for veterans, and cost efficiency. These measures, data
sources, methods of analysis are reported in detail throughout the report.

In order to obtain a valid comparison of home ownership rates between veterans and the
general population, it is necessary to make adjustments in the demographic composition of
the two populations groups. A good source of data for this is the annual Current Population
Survey data collected by the Census Bureau. Multivariate statistical analysis at the individual
level would be applied.

Technical Recommendation T1: Statistically analyze differences in home ownership rates
between veterans and the general population, controlling for demographic differences.
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One source of information on program participation, awareness, and access is NSV.
However, this survey is conducted only once every several years, and because of its
comprehensiveness, it is a complex, expensive undertaking.

Relatively small sample sizes and brief questionnaires covering the VA Home Loan program
and possibly other VBA programs would insure an economical approach to the
measurement effort. The U.S. Census Bureau is using a similar strategy of more frequent
surveys that cumulatively replace the long form of the decennial census. The VBA short
form questionnaire could be constructed to facilitate comparisons in the level of participation
and awareness across programs and over time. Market share information could also be
obtained from survey respondents.

Technical Recommendation T2: Implement a shorter, smaller mini-survey on an annual
basis that includes both non-participant and participant veterans.

VA LGY has resident data systems that can yield information on multiple use, default and
foreclosure rates for different population groups, foreclosure avoidance rates, and cost-
efficiency indicators. However, except for the FATS ratio, current systems and processes do
not readily produce such measures on an ongoing routine basis.

Technical Recommendation T3: More vigorously utilize or enhance VA LGY loan and VBA
financial data systems to provide ongoing monitoring of outcome measures.

Technical Recommendation T4: Conduct statistical analysis of default and foreclosure rates
and the FATS ratio on a regular recurring basis in order to determine differences in these
measures affected by variations in local economic conditions and state laws and regulations
on foreclosure.
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1. INTRODUCTION

Overview of VA's Home Loan Guaranty Program

The Department of Veterans Affairs (VA) Home Loan Guaranty program provides a
permanent benefit that can be used multiple times over a lifetime 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 for their service to the country. It is not designed to
fulfill general economic or social objectives.

Table 1-1 gives a brief overview of VA home loan programs. Except for the Direct Loan
Program for Native Americans Living on Trust Lands, VA does not directly loan money to
veterans; instead, it provides a partial guaranty to the lender against loss if borrowers fail to
repay the loan. VA loan guaranties are made to servicemembers, veterans, and reservists,
to purchase, construct, repair, or improve a dwelling as their homes. Homes include
townhouses or condominium units in projects that VA has approved. Loans may also be
made to refinance an existing loan on a home that the veteran owns and occupies. A down
payment is generally not required if the purchase price is equal to or less than the
reasonable value of the property.

Table 1-1. Overview of Programs

Direct Loan Program for Native Specially Adapted Housing (SAH)

Home Loan Guaranty Program Americans Living on Trust Lands Grant Program

Purpose
Assist veterans in becoming Provide direct home loans for Assist disabled veterans with
homeowners. Native American veterans to specially adapted housing
purchase homes on Trust Lands. assistance.

Eligible Populations

Veterans, active duty military, Native American veterans living on | Veterans with certain permanent,
reservists, and certain surviving Trust Lands. total, and compensable disabilities.
Spouses.

Number of Participants

Since inception, 16,797,867 Since inception, about 350 Since inception, about 32,000
(includes multiple loans)

Source: Research by Study Team and VA Officials
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The VA Home Loan program offers certain advantages to encourage home ownership by
veterans, active duty personnel, certain surviving spouses, and reservists relative to
conventional loans, including the following:

» No down payment

» Limitations on closing costs (less than borrowers would pay for a conventional
loan)

» No prepayment penalty
» Less stringent credit standards to qualify for a loan
» Default assistance to avoid foreclosure.

VA Loan Guaranty Service (LGY) is the organization within the Veterans Benefits
Administration responsible for administering the VA Home Loan program. Their stated
mission is to help veterans and active duty personnel purchase and retain homes in
recognition of their service to the Nation. LGY strives to operate as efficiently as possible to
minimize costs and ensure the best use of the taxpayer's dollar.

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. In particular, the evaluation—

» Assesses the impact of statutes, regulations, significant court decisions, and
operations on achieving desired program results

» Evaluates the current program outcome measures and recommends revision if
necessary

» |dentifies and reports on comparisons of the VA Home Loan Guaranty program
with other similarly sponsored Federal programs

» Examines pertinent issues related to the VA Home Loan Guaranty program

» |dentifies opportunities for the program to better achieve its mission through the
development of new loan guaranty products, modification of existing products,
and process redesign
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» Recommends changes in laws or regulations that should occur to enable the VA
Home Loan Guaranty program to more effectively achieve its mission.

VA contracted with Economic Systems Inc. (ESI) in 2002 to conduct an evaluation of the VA
Home Loan Guaranty program. VA'’s Office of Policy, Planning and Preparedness oversaw
and coordinated with other VA offices, other Government entities, and Veterans Service
Organizations. ESI served as prime contractor with the support of two subcontractors, ORC
Macro and The Hay Group.

Study Methods

The study uses diverse methods to address the research questions. They include compiling
and analyzing data from several sources, including stakeholders, VA administrative data, a
survey of participants in the program,” and 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, General Accounting Office); the House and Senate
Veterans Affairs Subcommittees staff; mortgage industry representatives; and minority and
special program representatives. Secondary sources include documents from VA, literature,
and administrative or survey data from governmental and private sources.

The VA Loan Survey of VA home loan borrowers addresses 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. Participants with refinanced loans are
excluded from the home loan population; only loans that were active in VA’s administrative
files as of June 1, 2003 are included. The VA Loan Survey population consists of four
groups: 1) veterans, 2) active duty military personnel, 3) reservists, and 4) borrowers who
received default assistance from VA (cured loans). The first three groups in the population
are independent and do not overlap. The fourth group—cured loans—is part of the first
three groups. A total of 1,755 responses were received.?

Table 1-2 lists the principal measurement approach used for each of the study’s several
research issues.

' See Appendix A for survey methods and nonresponse analysis.
2 Appendix B presents the survey tabulations.
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Table 1-2. Research Issue and Measurement Approach

Research Issue Measurement Approach

1. Statutory Intent Document Analysis, Stakeholder Interviews

2. Program Outcomes Document Analysis, Stakeholder Interviews, Survey Data
Analysis

3. Outcome Assessment Logic Modeling, Synthesis of Study Results

4. Profile of Program Participants Descriptive Statistical Analysis, Survey Data Analysis

5. Multiple Use Descriptive Statistical Analysis, Survey Data Analysis

6. Participant Satisfaction Survey Data Analysis

7. Barriers to Home Ownership Literature Review, Secondary Data Analysis, Survey
Data Analysis

8. Maximum Loan Amount Document Analysis, Survey Data Analysis

9. Remove Barriers to Home Ownership Literature Review, Secondary Data Analysis

10. Success of Default Intervention Document Analysis, Stakeholder Interviews, Survey Data
Analysis

11. Profile of Defaulted Loans Administrative and Secondary Data Analysis

12. Certifying Appraisers Document Analysis, Stakeholder Interviews

13. Adjustable Rate Mortgages Document Analysis, Stakeholder Interviews, Survey Data
Analysis

14. Energy Efficiency Improvements Document Analysis, Stakeholder Interviews, Survey Data
Analysis

15. Adherence to VBA Rules Document Review, Stakeholder Interviews

16. Program Costs and Benefits Survey and Administrative Data Analysis, Budget
Analysis

17. Native American Loans Document Review, Administrative Data Analysis

18. SAH Grant Program Document Analysis, Stakeholder Interviews, SAH Survey
Analysis

19. Availability of Housing Synthesis of Study Results, Stakeholder Interviews,
Survey Data Analysis

20. Impact on Program Results Synthesis of Study Results

Report Organization

This report contains 11 chapters addressing the key study findings, plus appendices
containing supporting documentation. The following topics are covered in this report:

>

Program goals, outcomes, and measures

Program operations

Profile of program participants

Program participation and access

Home ownership rates

14
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» Defaults and foreclosures
» Role of lenders, appraisers, and real estate professionals
» Satisfaction of participants

» Specialty program areas (Specially Adapted Housing grants and Native
American Direct Loan program)

» Recommendations.
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2. PROGRAM GOALS, OUTCOMES, AND
MEASURES

Chapter 2 presents an overview of the legislative history of the VA Loan Guaranty Program
and an independent assessment of the goals, outcomes, and performance measures
developed by VA Loan Guaranty Service (LGY), as part of the study’s broad evaluation of
VA Home Loan Guaranty program. It provides an assessment of the extent to which the VA
Home Loan Guaranty program outcome measures adequately measure legislated program
results consistent with the requirements of PL 103-62. The assessment of outcomes
includes suggestions for revisions and the development of new outcome measures.

Legislative Intent
Overview

The program’s intent has evolved from its original conception for transition assistance for
World War Il veterans into the premise that housing assistance can be 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 sought to expand coverage, to improve features and 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.

History

The VA Loan Guaranty Program, enacted by Public Law 78-346, June 22, 1944, began as a
simple housing assistance benefit, within a larger package of readjustment benefits, to help
World War Il veterans quickly transition to civilian life following discharge from active service.
In its original inception, it was neither evident nor intended that the program would survive as
an enduring benefit.

As the Nation moved into the second half of the 20" century, the program grew in
complexity and size as housing options, financing markets, and veterans’ options and needs
for housing expanded. Eligibility was opened to veterans of later periods of conflict including
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Korea, Vietnam and the Persian Gulf, and to veterans of the cold war and 'peacetime’
periods between those conflicts.

The Veterans’ Housing Act, Public Law 91-506, enacted on October 23, 1970, made several
fundamental changes in the VA housing benefits for veterans. The most significant change
was to permanently restore unused entitlements for all WWII and Korean veterans. The
statute accomplished this by deleting the sections of law containing the expiration dates and
substituting language stating the benefits are restored and will not expire until used. Another
significant expansion in the new law was authority for veterans to use loan guarantees to
refinance existing loans. In addition, the law significantly expanded the types of housing and
the purposes for which loans could be guaranteed or direct loans approved.

One inference from the statute and the Committee reports at the time of this legislation is
that it reflected Congress’ view that the readjustment period is not limited to the immediate
period following military service. In this 1970 act, the Congress acknowledged that the
individual circumstances of the veteran and of the mortgage market may result in exercise of
the entitlement long after service is completed. By expanding the types of housing
qualifying for assistance, the law made the benefits more flexible and adaptable to veterans’
needs, and more reflective of external market trends.

With Public Law 93-569 four years later in 1974, Congress continued the expansion of VA
housing benefits for veterans. A far-reaching change was authority for VA to restore the
entitlement to a guaranteed, direct or insured loan of any veteran provided the veteran had
either: (1) repaid the loan in full and disposed of the property; or (2) another eligible veteran
assumed the loan and substituted his or her entitlement. Previously, restoration had been
available only in limited cases where the veteran had disposed of the property for a
“‘compelling” reason, or the property had been taken through condemnation or destroyed by
fire or other natural hazard.

The impact was to codify the conversion of the loan guaranty and direct loan programs into
entitlements that could be reused innumerable times, provided the requirements for
repayment or disposal were satisfied. In its report on this provision, the Senate Veterans’
Affairs Committee commented:

“The amendments providing for the restoration of entitlement recognize the fact
that we live in a highly mobile society and also that many veterans desire or find
the need for a different or larger house for personal reasons. The Committee
believes that if prior loans of these veterans have been paid off or properly
assumed by another veteran with eligibility, the veteran should have his
entitlement restored in full for the purchase of another home.”’

Although restoration of entitlements had been authorized under special circumstances
in previous legislation, the more general restoration provision in this Act essentially
converted the housing benefit from a one-time use program to a potentially permanent
entitlement that could be used for multiple home purchases.

! United States Senate, Veterans’ Housing Act of 1974, 93" Congress, 2" Session, Report No. 93-1334,
December 11, 1974. p.10.
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The Veterans Housing Amendments Act of 1976, Public Law 94-324, made additional
changes affecting the permanence of the VA housing benefit. Key among these were
provisions making the benefit permanent for all veterans serving after January 31, 1955,
and permitting use of the program by members still serving on active duty.

The Presidential Proclamation marking the official termination of the Vietnam era on
May 5, 1975 raised the question of whether the loan guaranty program should be made
permanent.? The Senate Veterans’ Affairs Committee response referenced the
importance of the program for veterans:

“After careful deliberation, the Committee has concluded that the loan guaranty
program should be continued and made permanent.

“Over the past 30 years the VA loan guaranty program has in fact been
transformed into a permanent on-going housing program. Through a series of
amendments enacted by Congress ... the home loan program has been
converted to a lifetime housing benefit program for generally all veterans
released since September 16, 1940.

“This group of more than 27 million veterans now have their entire life to utilize
this home loan benefit and can use the benefit as many times as they wish if the
property has been disposed of and the loan has been paid in full.?

Making the program permanent was implemented by including language in Chapter 37
of Title 38 that any veteran who served on active duty after January 31, 1955 would be
eligible for the benefits in Chapter 37.

The Veterans’ Housing Benefits Act of 1978 continued the expansion of VA housing
benefits by increasing the covered benefit, adding coverage, and increasing the number
of eligible veterans. The House Veterans’ Affairs Committee, in describing the purpose
of the loan guaranty program, did not attribute to it any transitional features. In its report
on the bill to increase the loan guaranty, the House Veterans’ Affairs Committee stated
its view of the program’s purpose:

“The objective of the loan guaranty program is to facilitate and encourage the
extension of credit on favorable terms, by private lenders, to eligible veterans for
the purchase, construction, repair, alteration, or improvement of homes to be
occupied by veteran purchasers.”

2 Public Law 91-506, enacted on October 23, 1970, permanently restored unused housing entitlements for
WWII and Korean Conflict veterans. This action has been identified as making the loan guaranty “permanent,”
which it did for these groups of veterans. Public Law 94-324, enacted on June 30, 1976, made the VA housing
benefits permanent for all veterans serving on active duty after January 31, 1955, including those still on active
duty.

® United States Senate, Veterans Housing Amendments Act of 1976, 94" Congress, 2™ Session, Report No.
94-806, May 11, 1976, pp.9-10.

* House of Representatives, Veterans’ Housing Improvements Act of 1978, 95" Congress, 2" Session, Report
No. 95-1332, June 29, 1978, p.3.
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In the Spring of 1991, following cessation of Operation Desert Storm hostilities,
Congress passed legislation addressing a number of personnel issues arising from the
deployment of the armed forces. Section 332 of Public Law 102-25, enacted on April 6,
1991, included the Persian Gulf War within the meaning of a “period of war”. The law
defined the period as beginning on August 2, 1990 and ending on a date as yet to be
prescribed by the President. This action placed veterans serving during this period on
the same footing as veterans of WWII, the Korean Conflict, and the Vietnam era.

Section 341 of the Act established eligibility for VA-guaranteed home loan benéefits to
Gulf War veterans who served for at least 90 days and who also met the requirement
for veterans entering active service after September 7, 1980. During House
consideration of the Conference Report, Rep. Montgomery traced the history of the loan
guaranty program from its inception in 1944. His comments were repetitive of similar
historical tracings by other Members on other occasions. His comments follow:

“As World War Il drew to a close, Congress sought ways to ease the economic
and sociological readjustment of service men and women to civilian life. The
program was an innovative means of affording veterans favorable credit that
would allow them to purchase a home. Many of these veterans, because of their
service in the Armed Forces, had missed an opportunity for establishing personal
credit or for accumulating enough money for a substantial down payment on a
home. By substituting the guaranty of the United States, with little or no down
payment, these veterans were better able to enter the home buying market on a
competitive level with their non-veteran counterparts.

“Although the objectives of the legislation were designed to assist in the
readjustment of returning veterans, rather than to influence the economy as a
whole, the Home Loan Guaranty Program was perceived as a means of
stimulating the economy and averting to some degree the possibility of postwar
depression.

“Over the years, Congress has enacted many changes to the program to
enhance its viability and to respond to developments in the economy and to
changes in the needs of veterans. There is now no delimiting date for a veteran
to make use of this benefit, and entitlement may be regained once the veteran
has paid off the initial loan in full...

“Historically, wartime veterans were eligible for this benefit if they had served at
least 90 days. With the advent of the All Volunteer Force during peacetime,
eligibility requirements were changed to require completion of 24 months of
continuous active duty or the full period — at least 181 days — for which the
person was called or ordered to active duty.

“The compromise does not change current law on the amount of time a person
must have served on active duty to be considered a veteran; however, it does
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provide ... guaranteed home loan eligibility for service in the Persian Gulf war
after 90 days on a similar basis as other wartime veterans.”

Public Law 102-547, enacted on October 28, 1992, included significant changes to the
loan guaranty program. One outcome was to expand coverage to include qualified
members of the reserve components and to provide direct loans to Native Americans.

Congress noted several reasons for extending loan guaranty benefits to the Selected
Reserve. First, the reserve components had served well during the Gulf War, and the
reserves were carrying out an increasingly large share of the national defense mission.
As these members were more frequently serving along side active duty members, and
experienced some of the same vicissitudes of service, they should be afforded some of
the same benefits. As the House Veterans’ Affairs Committee Report indicated:

“The change to afford home loan entitiement to reservists is needed at this time
to recognize the expanded responsibilities of the reserves in this Nation’s
defense. An overwhelming majority of reservists responded willingly to the call to
active duty, but the recent call-up (Gulf War) did disrupt lives and in many cases
caused real economic hardship.”

As the reserves continued to absorb more of the defense mission, the House
Committee also viewed the loan guaranty benefit as a potential recruiting and retention
tool for the reserve components. Again quoting from the House report:

“Whether or not members of the guard and reserve continue to serve in the
reserve components depends, in part, on the relief and benefits that are made
available to them. With the reduction of the active military forces, the reserve
components will be relied on to provide an adequate, cost effective Total Force.
Hence, incentives to recruit and retain reservists and national guardsmen may
become even more important, particularly in light of the personal sacrifices
required of recently recalled reservists.”’

Coverage of reservists further diluted the transition objective of the loan guaranty
program as it was originally established. Since most reservists who would qualify for
the benefit were primarily rooted in a private sector occupation with all the stability that
that life afforded, their “transition” needs following completion of six year in the Selected
Reserve would be, in most cases, minimal compared with those of a veteran ending a
full enlistment on active duty. Consequently, the “recognition” factor of the growing
defense role of the reserve forces and the need for reserve recruiting and retention
incentives were prominent motivators for including reservists.

° Congressional Record — House, March 21, 1991, p.H1995.
® House of Representatives, Veterans’ Housing Amendments of 1991, 102™ Congress, 18t Session, Report No.
302-292, Part I, November 6, 1991, p.6.

Ibid.
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Conclusion

Through several legislative actions, Congress modified its original intent of the VA
Home Loan program as a one-time transitional benefit for World War Il veterans. The
current program intent is to provide a permanent benefit for all veterans, reservists and
active duty military that is available for multiple use. While it recognizes that veterans
are adversely affected by military service in establishing the credit needed to secure a
conventional home loan, the intent of the program is NOT to provide a benefit to low-
income individuals. It is intended as a benefit to all those in the all-volunteer service,
including reservists who have made substantial economic sacrifices during and since
the Gulf War era.

A more detailed discussion of the legislative history is provided in Appendix C.
Current Goals, Outcomes, and Measures

Table 2-1 presents the current program goals, outcomes, performance measures, and data
sources that VA LGY developed for the VA Home Loan Guaranty program. The current set
of goals, outcomes, and measures focuses on home ownership for veterans, decreasing the
rate of foreclosed VA loans, improving the quality of life for disabled veterans, and providing
financial assistance to veterans who do not qualify for conventional financing to purchase a
home. The Study Team generally supports these goals and measures but suggests certain

adjustments, refinements, and additions. Additional measures include utilization of the
entitlement, awareness, and efficiency-related measures.

Table 2-1. Current Program Outcomes and Performance Measures

Goal
A. Increase home
ownership.

Program Outcome
The home ownership rate of
veterans will be higher
compared to that of the
general population.

Performance Measure
The home ownership rate of
veterans will be 12 percent
higher than that of the
general population.

Data Source
Program and Census data

B. Decrease rate of
foreclosures.

VA intervention will help
veterans avoid termination of
home ownership.

Forty-five percent (45%) of
veterans who would
otherwise face foreclosure
will avoid it because of VA
intervention activities.

FATS ratio

C. Improve the quality of
life for disabled
veterans.

Survey respondents report
that the Specially Adapted
Housing assistance grant
has led to an improved
quality of life for disabled
veterans.

At least 95 percent of
disabled veterans surveyed
will report an improved
quality of life as a result of
receiving a Specially
Adapted Housing assistance
grant.

Special survey and focus
groups

D. Provide financial
assistance to veterans
seeking to purchase a
home.

Assist veterans whose
limited financial resources
would preclude conventional
financing.

At least 80 percent of VA
loans are to veterans whose
limited financial resources
preclude conventional
financing.

Mortgage loan servicer data

Source: VALGY
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Home Ownership

A stated goal of the VA Home Loan program is to increase home ownership among
veterans. The respective program outcome is: “The home ownership rate of veterans will be
higher compared to that of the general population.” The corresponding performance
measure is: “The home ownership rate of veterans will be 12 percent higher than that of the
general population.” The ensuing implication is that the VA Home Loan program is intended
to produce higher home ownership for veterans than would occur otherwise.

VA program officials informed the Study Team that the current measure for home ownership
is based on home ownership data obtained through the Department of Housing and Urban
Development (HUD) and the National Survey of Veterans (NSV). HUD statements of home
ownership rates are based on Bureau of Census data.

However, the performance measure of a 12-percent-higher home ownership rate for
veterans compared to that of the general population is problematic because it does not
account for demographic differences or shifts in the different population groups. Veteran and
non-veteran populations have different characteristics that affect comparisons of their home
ownership rates to that of the general population. For example, veterans, on average, are
older and have higher household incomes than non-veterans do. Since the groups are not
directly comparable, the outcome goal should be based on a measurement that can account
for the differences in demographic characteristics between the two groups.

The 12-percent-higher home ownership rate for veterans compared to that of the general
population is what it has been in recent years. However, based on the study results, when
controlling for the demographic and socioeconomic composition of the general population, a
veteran household is only 5 percent more likely to own a home than a comparable general
household.

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 attach the home ownership goal to the relative demographic and
socioeconomic composition of the two populations. Statistical analysis, as demonstrated in
the study’s analysis of home ownership rates, can be used to adjust for the demographic
and socioeconomic differences.

In addition, veterans use non-VA lending sources to obtain mortgages; therefore, an overall
home ownership rate for veterans does not necessarily reflect the performance or outcome
of the VA Home Loan program. Another consideration is that the decision to rent or
purchase a home depends on several factors, not just the availability of the VA Home Loan
program for veterans. These factors include socioeconomic variables, such as age, race,
marital status and household composition; economic variables, such as household income
and labor market conditions; financial variables, such as housing prices, mortgage cost, and
credit constraints; and geographic variables such as urban and rural locations. Some
factors, such as home prices and mortgage interest rates, are out of people’s control, yet
they play a significant role in the housing purchase decision. For example, mortgage
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interest rates have dropped from about 8 percent in mid-2000 to under 6 percent at present,
thereby increasing the purchasing power of households.

Benefit to Veterans

As stated previously, 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 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 Home Loan program derives from specific unique
features offered by the program. The VA Home Loan program, in particular, offers certain
advantages to veterans, active duty personnel, and reservists relative to conventional loans
or other available alternatives, including the following:

» No down payment

» Limitations on closing costs (these are less than veterans would pay for a
conventional loan)

» No private mortgage insurance (PMI)

» Easier credit standards to qualify for a loan

» Default assistance to avoid foreclosure

» Special housing adaptation assistance for veterans with certain disabilities.

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.®

While the VA Home Loan program may result in a higher homeownership rate for veterans,
other significant benefits accrue to veterans. These benefits include the fact that veterans—

» Obtain credit more readily, even with credit-constrained history

» Own a home sooner

® The reader is referred to Chapter 6 for additional comparison of VA and FHA loans.
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» Avoid private mortgage insurance
» Use limited financial assets for purposes other than a down payment

» Avoid having to borrow money for a down payment from relatives or other
sources

» Associate the VA Home Loan program with recognition for service to country.

The Study Team analyzed financial information on borrowers contained in the VA Home
Loan administrative records to assess what percentage would not qualify for conventional
loans. For this analysis, conventional loans are defined as loans that are not insured or
guaranteed by a Government agency (i.e., Federal Housing Administration (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.

A current program goal that VA currently 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.”

The study analysis of 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 measure. 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.

While the percentage of borrowers who would not qualify for a conventional loan is a very
insightful measure, a performance target of 80 percent seems to be an overly arbitrary cutoff
point. While the VA Home Loan program certainly is designed to help veterans who are
credit-constrained, the program is also available for all veterans. The participation of
veterans who qualify for conventional financing should also be viewed as a positive
outcome. An alternative measure is to estimate the number of veterans with a VA loan as a
percentage of the total population of veterans who do not qualify for conventional financing.
However, the Study Team did not find any readily available data sources for this measure.

Study survey results also support the premise that the VA Home Loan program provides
significant benefit to veterans. 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. Eighty-three percent of the
respondents indicate that the VA program makes them feel that the Nation recognizes their
service.
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Program Utilization

The previous discussion assesses the uniqueness of the program and its financial benefit. In
addition to this assessment, measures of the utilization of the program further substantiate
the value of the program to veterans. Outcomes that reflect a high level of utilization confirm
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.

Overall Utilization

On the basis of the results of the 2001 NSV, 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. Since most veterans use the loan program, it is a valuable
benefit. Furthermore, this percentage remains about the same for different age groups of
veterans. The important implication is that the program retained its high benefit value over
the past decades as we observe the same high participation rate ranging from the youngest
age group (less than 35 years) to the oldest age group (75 years or older). Chapter 5
presents this finding in tabular results.

Market Share of VA Loans

The relative share of total VA loans in a Metropolitan Statistical Area (MSA) is another
measure of program participation. Market share of VA loans reflects the demand for VA
loans relative to the demand for non-VA loans. VA loans compete in the market for their
share. The Study Team analyzed the market share of VA loans for 30 selected MSAs where
market share is expressed as a percentage of VA loans originated in 2001. It also reports
the percentage of veterans in the total population for each MSA as a factor qualifying the
relative market share.

Results reveal that market share has a very wide range across the MSAs, varying from only
0.2 percent for the New York MSA to 24.1 percent for the Norfolk, Virginia MSA. Market
share for all 30 MSAs is approximately 4 percent. Numerous factors affect market share,
including the relative size of the veteran population, maximum VA loan amount, average
cost of homes, and demographic composition of the local veteran and active duty
population. The market share measure used in this study is based on the number of loans
originated, as opposed to the actual number of loans for all borrowers. The latter measure,
for which data are not readily available, would be a preferred measure because it is a
broader, more inclusive measure.

Study analysis of the maximum VA loan amount indicates that it affects participation in high-
cost housing versus low-cost housing areas. Analysis of the funding fee that borrowers are

required to pay reveals that increases in the funding fee over time have a negative effect on
participation. Hence, maximum loan amount and funding fee are two important policy areas
that affect the benefit value of the VA Home Loan program and consequently market share.
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Multiple Use of the Loan Guaranty Benefit

In measuring utilization of the loan guaranty benefit, we can distinguish between one-time
use and multiple use. Multiple use is defined as borrowers reusing their entitement to obtain
a purchase loan, whereas one-time use is defined as not having a previous VA loan.

The legislation gives clear and explicit authority for multiple use. The legislative history of
the program shows that it underwent numerous changes to make the use of housing
benefits easier and more appealing. One of these changes is that eligible veterans or
servicemembers could reuse their entitlement if they paid their previous loan in full and
disposed of the property. Veterans were later allowed a one-time entitlement restoration if
they paid the loan in full but did not dispose of the property.

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 received the highest satisfaction score compared to other
features of the program (see Chapter 9 on satisfaction of participants).

Multiple use is another indicator of the value and desirability of the program for veteran
borrowers. As such, we recommend that routine reporting of multiple use be conducted
annually. VA’s primary administrative data file on loans does not contain a data field that
reports the number of times participants use their entitement. We recommend that this
feature be added to the database.

Awareness

Awareness of the VA Home Loan program consists of veterans and servicemembers
knowing and understanding their entitlement and eligibility for the VA Home Loan benefit. An
important element of VA’s overall strategic plan is to provide an environment that fosters
effective communication about and effective management 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 VA Loan Survey addresses the awareness of veterans and servicemembers who
participate in the program. It does not obtain views from eligible nonparticipants. The Study
Team examined results from the 2001 NSV and 1992 NSV to determine 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%).
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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.

Awareness and understanding is an important goal for all VA programs, and as such, VA
should have mechanisms in place to measure at least the participants’ general awareness
of each program on an ongoing basis.

Default Assistance

A significant proportion of VA loan staff resources is devoted to providing assistance to
borrowers in default to help them avoid foreclosure. This can be viewed as an operational
issue for the 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 corresponding current performance measure is:
“Forty-five percent of veterans who would otherwise face foreclosure will avoid it because of
VA intervention activities.”

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.

Significant improvement in the FATS ratio occurred between 1996 and 2003 for all of the
Regional Loan Centers (RLCs) except one.? Explanation for the general improvement
relates to the consolidation of RLCs from 45 to 9 during that period. It is better to oversee 9
RLCs than to oversee 45 RLCs. Many new supplemental servicing employees were hired
as part of the consolidation. New staff generally require about 3 years of training experience
to become fully competent. In addition, renewed emphasis has been placed on the FATS
ratio, and the newly implemented policy of rewarding employees with cash awards is an
incentive for better performance.

GAO Report 01-610 (May 2001), Improved Measures Needed to Assess Supplemental
Loan Servicing Program, was critical of the FATS ratio measure. It concluded that the FATS
ratio is not a meaningful measure for the following reasons:

» The measure does not take into account differences in local economies
» The measure is not sensitive to changes in the quality of servicing

» The measure does not include or address cost savings associated with
supplemental servicing

® Reader is referred to Chapter 7 for detailed analysis of the FATS ratio.
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» VA computer system has not been able to generate timely management reports
for managing the supplemental servicing program.

The Study Team disagrees with the conclusion of the General Accounting Office (GAO) that
the FATS ratio is not a meaningful measure. The FATS ratio, as currently measured,
certainly provides useful information to VA management at both the central and the regional
loan centers. The FATS ratio is a broad, aggregate measure of foreclosure avoidance,
which is certainly an important program outcome. Since GAO’s 2001 report, VA has
improved on the timeliness of its management reporting. FATS ratio reports are generated
monthly with less than a 30-day lag between the occurrence of the results and the
dissemination of the reports.

Certain improvements or refinements in the measure could provide additional insights. For
example, differences in local economies present an uncontrollable factor in VA’s efforts to
perform default intervention. Taking this factor into account is not a straightforward exercise
and would require more advanced analysis than VA currently performs. By statistically
controlling for certain factors such as the conditions of local economies and workload and
staffing ratios, separate targets for the FATS ratios for the different RLCs can be set more
appropriately.

The FATS ratio is a useful broad measure of servicing effectiveness. Allowance for possible
adjustment in the FATS ratio goal of 45 percent could be explicitly stated in VA’s statement
of goals, outcomes, and measures. Numerous factors that vary over time and across
regions—some of which are controllable by management and many that are not—affect
default rates, foreclosure rates, and intervention efforts. Statistical analysis of VA loan
defaults and foreclosures could be conducted on an ongoing or periodic basis to understand
trends, variations, and causal factors.

A general recommendation is to expand the development and application of statistical
analysis of VA loan defaults and foreclosures to better inform management and
stakeholders of trends, variations, and causal factors on an ongoing basis.

In addition to the FATS performance measure for foreclosures, VA could also introduce
outcome measures for default rates. One might argue that VA management has little control
over defaults because it does not decide who qualifies for loan origination. However, VA
does monitor the lenders participating in VA loan origination. Stakeholders, for example, are
particularly interested in default rates for active duty members. Hence, we recommend that
VA continuously monitor default regularly for different population groups, including veterans,
active duty personnel, and reservists.

Specially Adapted Housing Program

Another key outcome of the VA Home Loan Guaranty program is: “Survey respondents
report that the Specially Adapted Housing (SAH) assistance grant has led to an improved
quality of life for the disabled veteran.” The corresponding current performance measure is:
“At least 95 percent of disabled veterans surveyed will report an improved quality of life as a
result of receiving a Specially Adapted Housing grant.”
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The Study Team administered a questionnaire to all current SAH grantees that includes an
item pertaining to the program outcome of improved quality of life for disabled veterans.
Also included is a question that addresses independent living as a therapeutic or
rehabilitative advantage of the program. Key results are that 99 percent of participants say
that the adaptations improved their quality of life and 98 percent say that the adaptations
help them live more independently.

Cost Efficiency Outcomes

Outcomes for VA programs typically focused on the benefits for the program recipient or
beneficiary, not on the efficiency of the program. However, the Program Assessment Rating
Tool (PART), of the Office of Management and Budget (OMB),'® draws more attention to
measures that relate to efficiency, budget, and the taxpayer. For example, the following
questions related to program results on cost and efficiency are in an extensive list of
questions to complete PART:

» Does the program demonstrate improved efficiencies or cost effectiveness in
achieving program goals each year?

» Were programmatic goals (and benefits) achieved at the least incremental
societal cost and did the program maximize net benefits?

» Were program goals achieved within budgeted costs and established schedules?

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 implemented have occurred, allowing for the downsizing of full-time
equivalent VA administrative staff from about 1,800 to 900 without a decrease in the
services being provided or quality. In addition, during this period private industry has taken
on a continually increasing role in the VA Home Loan program.

Within the past few years, dramatic increases in speed of service complement increases in
administrative efficiency. For example, for many borrowers, eligibility determination is made
online in a matter of a few minutes rather than in 2 weeks or several days as before.
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, affect this cost.

19 hitp://www.whitehouse.gov/omb/part/index.html
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Management of claims losses is so effective now that the loan subsidy rate is nearly zero or
negative for loan cohorts. While claims costs vary over a given period, the program has
been making money for the taxpayer in recent years rather than costing the taxpayer
money.

For VA to get credit and recognition for such an achievement, it needs to have a continuous
reporting systems in place that measures cost effectiveness and efficiencies achieved that
relate to program goals and strategies for improving operations.

Recommended Goals, Outcomes, and Measures

Table 2-2 summarizes the Study Team’s recommendations for revised and additional
program goals, outcomes, and performance measures, which were discussed in detalil
throughout this chapter.

The Study Team recommends that the outcome measures listed in Table 2-2 be used
annually for ongoing review of program outcomes. These measures and data sources are
reported in detail throughout the remainder of this report. VA LGY has resident data
systems to produce some of the measures, but not all of them.

One source of information on program participation, awareness, and access is the NSV.
However, this survey is only conducted once every several years, and because of its
comprehensiveness, it is a complex, expensive undertaking. While it may be too involved
and costly to conduct the NSV every year, a shorter, smaller mini-survey could be
implemented on an annual basis that would include both nonparticipant and participant
veterans. Relatively small sample sizes and questionnaires covering all or several VA
programs would insure an economical approach to the measurement effort. The
questionnaire could be constructed to facilitate comparisons in the level of participation and
awareness across programs and over time. Market share information could also be
obtained from survey respondents.

Reporting capabilities of VA LGY and VBA financial data systems could be enhanced to
provide more readily certain measures, including multiple use, default and foreclosure rates
for different population groups, and cost-effectiveness indicators.
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Chapter 3. Program Operations

3. PROGRAM OPERATIONS

Chapter 3 describes the operations of VA Loan Guaranty program. It highlights the
significant advances made in operations over the past 10 years, and it also describes new
initiatives in program operations. Finally, the chapter reviews and recommends certain
measures of cost-effectiveness and performance.

Overview of Operations

The VA Home Loan Guaranty program is designed to provide veterans, reservists, and
active duty personnel competitive financing terms for home purchases and refinances
through private lenders. Eligible veterans' who seek to buy a home typically contact a real
estate agent or other real estate professional when they are ready to purchase. If the
veteran has not already done so, the real estate professional will suggest that the veteran
contact a lender who can recommend the best type of loan program for them. Not all
veterans who purchase a home opt to take advantage of the VA loan program. In some
instances, there are comparable programs offered through private investors and other
government sponsored entities (GSEs) that the veteran takes advantage of. VA offers fixed
rate financing and has recently introduced a Hybrid Adjustable Rate Mortgage option for
veterans to take advantage of in an effort to stay competitive with other conventional
financing options. The VA Interest Rate Reduction Refinance Loan (IRRRL) is a popular
program used by veterans who already have a VA loan and wish to refinance.

In administering the VA loan program, VA’s Loan Guaranty Service (LGY) sets out certain
guidelines and standards that lenders and other third party service providers must adhere to
in order to participate. Only VA-approved lenders can originate and service VA loans.
Appraisers must be VA approved to issue appraisals, and veterans must be eligible to
obtain a VA loan. VA performs the administrative functions of eligibility determination of the
veterans, collection of the funding fees, monitoring and oversight of lenders and appraisers,
and servicing loans that are in default. VA also provides various technical solutions/systems
that allow lenders to obtain certain services or information electronically.

Loan Operations

Lenders have primary responsibility for the origination of the mortgage loan. Lenders with
automatic authority can underwrite loans without VA’s prior approval. Lenders without
automatic authority must submit all loans to VA for underwriting except nondelinquent
IRRRLs. In addition, there are certain types of unusual loans that require VA’s prior
approval for underwriting.

Lenders require eligibility determination of military service from the veteran in order to
originate a VA loan. In about half the cases, lenders can use VA’s online system (referred to
as Automated Certification of Eligibility or ACE) to determine eligibility within seconds or

'To simplify presentation, we use the term veterans to include all program eligibles including reservists and
active duty members.
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minutes. The system currently does not handle eligibility determination for National Guard
personnel or reservists due to limitations in documentation received from the Department of
Defense.

If eligibility cannot be established online, then VA loan candidate applies for a Certificate of
Eligibility (COE) for Loan Guaranty Benefits using VA application form VAF 26-1880. The
veteran fills out the application form and sends it along with proof of military service (usually
the DD214 military record form) to one of two VA eligibility centers. If the applicant is
eligible, the eligibility center sends the COE back to the veteran in a few days or less than
two weeks. The COE (VA Form 26-8320) establishes the veteran’s entitement and allows
him/her to apply for a VA loan with a lender.

After eligibility determination, the lender orders an appraisal from a VA-fee or approved
appraiser. The appraiser is assigned to the case according to a rotation system rather than
selected by the lender. This appraisal rotation practice is unique to VA and is in contrast to
conventional and FHA loan requirements. In the case of Lender Appraisal Processing
Program (LAPP) approved lenders, appraisal reports are given directly to lenders for review
and approval. The lender’s Staff Appraisal Reviewer (SAR) has the responsibility to review
the appraisal and determine the reasonable value of the property and any conditions that
must be met before VA loan guaranty. In most cases, lenders require any conditions be met
before closing to insure the loan can be properly guaranteed. In the case of non-LAPP
approved lenders, appraisals are sent directly to VA for review and determination of value
and conditions. After review by VA, the appraisal is then forwarded to the lender. This
process can result in delays of the loan closing for the veteran.

Within 15 days after closing, the lender deposits the funding fee paid by the borrower into
the U.S. Treasury Electronic Transfer Fund, using the on-line VA Funding Fee Payment
System. The funding fee was waived for about 15 percent of the cases in 2003 because of
the veteran’s disability status. This represents an increase of 5 percent from about 10 years
ago because more veterans are adjudicated as disabled.

After closing and payment of the funding fee, the lender sends the loan package to the
respective Regional Loan Center (RLC) for guaranty. Lenders can also submit loans
electronically to VA through VA'’s Electronic Data Interchange (EDI) system. By using the
electronic process, lenders can obtain their guaranty within 48 hours. The electronic
process also eliminates the need to send a paper file in for guaranty. This represents a
significant time savings over the manual process. Lenders can access the EDI system
directly, or through CC Pace’s LGXpress™, an independent third party system that provides
a Web-based interface to VA’s EDI system. The guaranty is required for the lender to sell
the closed VA loan to an investor.

Loan Servicing

The loan servicer’s primary responsibility is to accept and process payments, report 1098
information, and pay the mortgagor’s insurance and taxes. Servicers also perform collection
and foreclosure activities when a loan is delinquent. Once the loan is guaranteed, VA is not
typically involved in servicing the loan unless the loan has been in default for 105 days.
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As in the case of loan origination, VA empowers servicers through its Servicer Loss
Mitigation Program (SLMP) to approve alternatives to foreclosure on VA'’s behalf. VA
responds to numerous questions from borrowers and lenders throughout the entire loan
process, but more VA staff is concentrated in the loss mitigation area than any other major
function performed by VA. After Notice of Default is received from the lender, VA enters the
information into the Loan Service and Claims System for supplemental servicing, and a
letter is sent to the veteran requesting the veteran to contact VA for help. Although it makes
the request, VA does not wait for the veteran to contact them; instead, VA attempts to make
contact to assess the situation, determine reasons, and remedy the default.

About 80 percent of the defaults never go to foreclosure. If the loan default cannot be
remedied, VA honors the loan guaranty and pays the claim. Different courses of action are
taken to avoid foreclosure and prevent or minimize financial loss.

Loan Service Representatives (LSRs) at VA Regional Loan Centers (RLCs) emphasize
alternatives to foreclosure when speaking to veterans who are delinquent on their VA-
guaranteed loans. They provide counseling to veterans and in appropriate cases intercede
directly with loan holders to obtain reasonable repayment plans on behalf of veterans. If a
loan holder cannot extend additional forbearance, and VA believes the case warrants
additional consideration, VA will buy the loan from the holder and the veteran will make
future payments to VA. This is called a refunding. If the veteran’s situation reveals that he
or she has little, if any, chance of maintaining the loan payments, LSRs encourage a private
sale of the home to avoid foreclosure. When a home cannot be sold for enough to pay off
the loan, VA considers paying a compromise claim for the difference between the sale price
and the loan indebtedness. LSRs also review each default for the possibility of approving a
deed in lieu of foreclosure. Each of these alternatives is usually less costly than foreclosure.

VA Offices and Staffing

Regional Loan Centers (RLCs) perform loan production and loan servicing for participants in
the VA loan program. There are nine RLCs located throughout the country—Atlanta,
Georgia; Cleveland, Ohio; Denver, Colorado; Houston, Texas; Manchester, New
Hampshire; Phoenix, Arizona; Roanoke, Virginia; St. Paul, Minnesota; and St. Petersburg,
Florida. In addition, two small Regional Offices, Honolulu, Hawaii and San Juan, Puerto
Rico, perform a full range of loan functions. RLCs are divided into three areas: Loan
Processing (LP), Construction and Valuation (C&V), and Loan Administration (LA). A
contractor with VA oversight performs the Property Management (PM) function.

LP handles activities involving home loan origination, including loan guaranty certifications,
monitoring, and training of lenders. C&V handles the valuation of properties, manages VA
loan fee appraisers, and supervises the construction of Specially Adapted Housing. LA
conducts supplemental servicing of loans in default, manages the foreclosure process, and
processes claims.

The PM function is management of properties acquired from lenders resulting from
foreclosures. PM operations include acquisition, marketing, sale, and settlement of
foreclosed properties. An A-76 cost study of the PM function resulted in award of a PM
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contract to Ocwen Federal Bank FSB (Ocwen) in August 2003. Savings are projected to be
$14.25 million over four and a half years.

As of January 2004, 901 full-time equivalent (FTE) staff worked in VA Central Office (VACO)
and field offices. Of these staff, 187 FTEs worked in LP, 335 FTEs in LA, and 165 FTEs in
C&V. Seventy-four VA staff remain in PM, awaiting their reassignment to other positions.
The remainder of the 901 FTEs are in management, files, administration, and other areas,
including 98 in VACO LGY, 42 in Office of Chief, and 12 in LG files. Approximately eight
staff work in Information Technology (IT) in VACO. VA also has an ongoing IT maintenance
contract for its loan operations center in Austin, Texas (annual cost is approximately $2.5
million).

The Property Management Oversight Unit provides oversight of the PM function. It has 18
VACO FTEs and is based in Nashville, Tennessee. The Monitoring Unit, also based in
Nashville, audits the lenders and has 14 VACO FTEs. The Quality Control Team, based in
Washington, DC, performs internal audits of VA field operations and has 3.5 FTEs. The
Portfolio Loan Oversight Unit, based in Indianapolis, Indiana, audits Countrywide servicing
of portfolio loans.

Changes in Operations over the Past 10 Years

Over the past several years, the VA loan program has undergone a considerable amount of
consolidation and implemented significant technology advances. Program operations place
great emphasis on the use of e-commerce. VA has also shifted more responsibility for the
loan underwriting and production process to approved lenders. These changes have
resulted in great success in terms of increasing speed and accuracy and reducing
foreclosures and costs. The number of VA FTEs has decreased dramatically from more
than 1,800 ten years ago to about 900 today, while the loan volume, on average, has
increased. The changes have occurred mostly during a period of positive economic climate.

Determination of Eligibility

An initial step in VA loan process is the COE, which certifies that the loan applicant is eligible
to apply for a VA loan. Two eligibility centers, one in Los Angeles, California, and the other
in Winston-Salem, North Carolina, take applications for and issue the COE. VA’s recently
implemented ACE system provides for online issuance of COEs for simple cases. The two
eligibility centers still handle the complex cases. With ACE, certificates can be printed
immediately at the lender’s office. ACE also provides an online facility for lenders to check
on the status of the lender’s Loan Guaranty Certificate (LGC).

VA also has a streamlined procedure in place for IRRRLs where a Web-based procedure is
used in place of the COE. Participating VA lenders use the Loan Inquiry Internet application
to verify veterans’ existing VA loans in connection with processing applications for VA
refinancing loans. Implemented nationally in January 2003, this application enables the
lender to process a loan for refinance without requesting a COE because the lender can
submit the Loan Inquiry verification document with the guaranty package. The procedure
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has a 24-hour turnaround time and frees up the eligibility center for purchases, restorations,
and more complex cases.

VA eligibility centers and RLCs use the Guaranteed and Insured Loan System (GIL) to track
veteran use of entitlement and verify that loans are guaranteed, have been paid off, or are in
some other status. GIL stores data on about 16 million loans dating back to 1944. Gl Loans
is an enhanced version of GIL that enables access online. The new system eliminated the
use of microfiche and clerical or administrative staff at the eligibility centers.

Loan Application and Production Process

The VA loan underwriting function has been transferred almost entirely to the lenders with
automatic authority. Automatic processing of a VA loan application occurs in about

99 percent of the cases where lenders underwrite and close the loan without VA
involvement. This is an increase from about 92 percent underwritten by the lenders 10
years ago and only 45 percent 20 years ago. This transfer gives control of the underwriting
process to the lender and eliminates VA as a potential bottleneck.

VA'’s Electronic Lender Folders (ELF) system, started in 2002, tracks lender participation,
annual renewal fees, and loan deficiencies. It also generates letters, faxes, and e-mail.
Other programs have been put into operation that further move the whole process towards
paperless operation, including the Automated Loan Processing System (ALPS), Right-Fax,
and E-loans. E-Loans enables RLC employees to scan documents and create electronic
files, eliminating the need to set up physical loan files or pull files to review information. It
has enabled the electronic recording of lender requests for agent and underwriter approvals
and has helped to reduce duplicate funding fee refund payments on old loans.

The old system for lender payment of the funding fee to the government did not
communicate with any other system. Evidence that the funding fee had been paid was
made only by hard copy communication. The new Web-based funding system, VA’s
Funding Fee Payment System (FFPS), enables VA to notify lenders electronically within 24
hours that it received the funding fee, in contrast to the previous time lag of 10 to 12 days. It
has also resulted in hundreds of thousands of dollar in savings in terms of mailing costs and
associated paper management costs. The new system calculates funding fees based on
cohort year of loan, veteran category, and loan amount and is designed to eliminate lender
calculation error. VA’s FFPS was launched on a national basis in 2002, resulting in greater
consistency and accuracy. The system provides a better tool for VACO and RLCs to
exercise oversight of or follow-up on lender payment of funding fees.

Loan Appraisal Process

Lenders and servicers access a VA assignment system in order to obtain a VA appraisal.
The system assigns a VA case number to the property and assigns the case to a VA-
approved appraiser. VA’s appraisal system for requesting an appraiser was recently
transformed into a Web-based production program that allows access by all program
participants.
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The current VA appraisal system, referred to as The Appraisal System (TAS), was started in
2001 and reached full implementation in 2003. TAS is a centralized Web-based application
that replaces the previous region-based system, tracks the status of appraisals, provides
online veteran eligibility information for Specially Adapted Housing (SAH), and tracks loans
and grants used for SAH. Information is stored in a single national database housed at VA’s
Austin Automation Center. The new system enables the shifting of workloads across RLCs
because all RLCs have access to the same system via the Internet. Many of the VA staff
previously involved in the appraisal production process were moved to oversight functions.

LAPP allows the lender to receive appraisals directly from the appraiser and issue the
Notice of Value without VA involvement, thereby speeding up the process for loan approval
for the veteran. Approximately 90 percent of appraisals are done this way, as opposed to
VA first approving the appraisal. VBA’s goal is to rely on LAPP in the maximum number of
cases possible.

Improvements in VA's appraisal process have speeded the appraisal process by about 75
percent. This is attributable to lenders being able to issue the Notice of Value without VA
involvement and the implementation of e-commerce in the process. When e-commerce for
the appraisal process was implemented in 2001, mail time and handling of about 12 days
was eliminated or drastically reduced. Previously, the customer service standard had been
20 days to complete the appraisal process. Today, there is no uniform national standard,
but one that varies according to the local conventional market speed. In Houston, for
example, the typical waiting period for the appraisal is five days.

Electronic Loan Guaranty through EDI

VA introduced the Electronic Loan Guaranty program in 1999. Electronic Loan Guaranty
allows paperless processing of loans for guaranty. Lenders can directly take advantage of
the paperless process with VA if they are EDI capable or through LGXpress™, an
independent third party vendor system that allows lenders access to VA EDI process
through a secure Web-based system. For 2003, about 25 percent of all loan guaranties
were processed through the EDI system.

Consolidation

VA consolidated loan operations in 46 VA Regional Offices (VAROSs) into nine Regional
Loan Centers. The consolidation took place over a period of 6 years, starting in 1995. The
consolidation achieved significant cost savings by decreasing the field staffing level.
Previous consolidation of field offices since the early 1990s also resulted in significant
reductions in FTEs as well. VA LGY reports a reduction in total FTEs from 1,890 in
December 1994 to 912 FTEs in December 2003. The consolidation resulted in greater
consistency and accuracy as well as reduction in 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.
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The eligibility center in Winston-Salem, started in 1997, and the eligibility center in Los
Angeles, started in 1998, as part of the overall consolidation of 46 VAROs into nine RLCs
and two eligibility centers. The consolidation of the eligibility determination function resulted
in greater consistency, accuracy, and efficiency as many of the original 46 offices had only
one or two eligibility clerks.

Management of the C&V function was transferred from VAROs to RLCs in 2002 and 2003,
while continuing to deploy fieldwork employees from the VAROs. The number of FTEs in
the C&V function has declined from about 230 before consolidation to 165 in January 2004.

The LA function with the largest number of resources experienced the greatest reduction in
staff affected by consolidation. As with the other loan functions, its efficiency has increased
with the use of certain technology advances, including e-mail communication and Web
portals for information dissemination.

Customer inquiries via the VA toll-free telephone number or Web-transmitted inquiries are
still being routed to 58 VAROs, based on the geographic location of the customer. VA staff
handling the inquiries are responsible for answering questions that pertain to the several
different VA benefit programs, not just the VA Loan Guaranty program. Hence, there is
potential for further consolidation, efficiency, and consistency gains in this area as well.

Operations are performed similarly in the RLCs, but full standardization has not yet been
attained. Consolidation into nine RLCs has followed the trend toward consolidation in the
private mortgage industry. For VA to keep pace with the changes in private industry, it
needs to operate on a standardized national level.

Ongoing and Future Initiatives
Loan Production

An initiative is currently underway to review, assess, and make recommendations pertaining
to the loan production area. The Loan Production Redesign Task Force is conducting a
study of legislation, regulations, manuals, and procedures and will make recommendations
in the near future. Possible outcomes of the redesign effort in loan production include:

» Increased standardization of procedures among the nine RLCs

» Enhanced attractiveness of a VA loan by eliminating unnecessary differences
between VA and other loan programs

» Greater efficiency

» Improved communication with the mortgage industry and the real estate
professional industry.

Proactive e-mail communication, consolidation of e-mail listings of lenders at the national
level, and giving lenders the ability to design the type of e-mail communication they receive
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from VA are examples of more effective communication. This is being developed through
VA's Web portal.

Redesign Project for Loss Mitigation

VA LGY has a major reengineering initiative underway involving a comprehensive review of
policies, procedures, systems, and interactions with industry partners for the loss mitigation
function. The general direction of changes in VA loan servicing is to delegate more
processes to lenders and for VA to provide more oversight, lender training, and customer
service.

The National Loan Administration Redesign Team has documented the current LA
environment, identified industry best practices, and designed the to-be LA environment. It
has obtained input from mortgage industry leaders (loan servicers, technology providers,
attorneys, and other parties) on best practices. Based on this study, VA has drafted a new
model for operations in the future, which encourages the mortgage industry to continue
trends of the past few years to mitigate losses, while putting VA in more of a role of an
overseer to ensure that all alternatives to foreclosure are explored.

Under the new program, LA will delegate more responsibility to the private lenders to service
delinquent loans, manage information as a strategic resource, and conduct standardized,
ongoing training. In delegating increased responsibility to the private sector servicers, LA
will increase decisionmaking authority, provide clear guidelines on program administration,
and provide financial incentives to lenders to perform increased servicing. Private servicers
will have more authority to facilitate home retention and loss mitigation options and manage
the foreclosure process. Servicers will work more vigorously to cure delinquencies early and
analyze alternatives for foreclosure. LA will focus on exception cases.

VA expects the new program to begin rollout in 2005. New standards and regulations will
be in place for industry to assume more responsibility for loss mitigation. In addition, a new
rules-based Web interactive system will be implemented for facilitating and standardizing
loss mitigation efforts. The investment in the redesign is relatively small compared to the
expected cost savings. Savings will stem primarily from two factors. One is shortening the
time to foreclosure and thereby saving on interest costs in cases where foreclosure cannot
be avoided. Another source of cost savings is the avoidance of foreclosure in more default
cases and consequent claims costs. Each claim costs the government roughly $20,000.
Conservative estimates on shortening the time to foreclosure (e.g., reducing the time by only
1 week) and reducing the number of claims (e.g., reducing claims by only 1 percent) reflect
significant cost savings such that investment costs are recovered in the first year after
implementation.

For private industry to be a full partner in servicing VA delinquent loans, VA loan IT systems
need to be modernized and made accessible to the lender servicers. The objective of LA is
to operate in an e-Government environment that eliminates manual entries and paper-
oriented outputs and makes accurate information available on a timely basis. lts vision for
the new system is to have a secure, single repository for LA where data would be accessible
for VA staff. At the same time, selected information would be available for servicers and

3-8 July 2004



Chapter 3. Program Operations

veterans. Most transactions and monitoring of servicer activity and the status of veteran’s
loans would be done through a Web portal.

Workload Distribution and Standardization

Workload is not distributed evenly among the RLCs, and tasks are not necessarily
performed in a standardized manner across RLCs. Staffing levels in relation to workload are
not evenly balanced, and staff competency levels vary among RLCs as well. VA managers
of the VA Home Loan Guaranty program face constraints on resource levels and
reallocations. An objective of the redesign project is to implement standards and processes
consistently across RLCs and move and assign work as needed around the country.

Systems

VA LGY has established a systems vision to consolidate redundant functionality, eliminate
unnecessary data duplication, improve systems integration, and improve accessibility of
both functionality and data. Key elements of the vision include:

» Provide centralized access to core business applications through the Veterans
Information Portal (VIP)

» Consolidate all production data and warehoused data on the VBA Sun computer
at the Austin Data Processing Center in Austin, Texas

» Eliminate unnecessary functionality and data redundancy
» Integrate systems to streamline workflow and processes.

Initiatives stemming from this vision include plans to migrate applications off the mainframe
computer in the Austin Data Processing Center and onto the VIP by 2005 and to consolidate
loan data in the corporate data warehouse on the VBA Sun Enterprise 10000 computer also
located in Austin.

As a result of the VA-initiated Business Process Reengineering (BPR) effort begun in
August 2001, a major initiative is underway to replace the Loan Service and Claims (LS&C)
system with a Commercial-Off-the-Shelf (COTS) package representing industry best
practices. LS&C is a nationwide client/server application used by LA for case management,
claim payment tracking, and servicing of guaranteed loans. After 12 years of development
and implementation, LS&C still has not reached full functionality, particularly with regard to
fulfilling reporting requirements.

The vision for the new system, VA Loan Event Reporting Interface (VALERI), is to have a
secure, centralized repository for loan administration data accessible through a Web portal
with selected information available to servicers and veterans. This project is intended to
support the objectives of VA LGY’s vision for the LA Redesign Project described previously,
which include:
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» Promote two-way access with industry, while complying with applicable privacy
laws

» Provide easy access to timely and reliable reports and data that supports
informed decisions

» Establish a measurably efficient organization

» Ensure financial transactions and accounting events are recorded properly and in
a timely manner

» Establish an organization with standard processes that operates consistently
across RLCs

Maximize internal and external paperless environments

Promote two-way communication within and across VA systems

v vy

Be able to move and assign work as needed across the country
» Produce all written materials in Reader Focused Writing format.

Currently, VA LGY is responsible for 19 production systems, 16 of which are centrally
controlled and 3 of which are field supported. These systems reside in disparate locations
with inconsistent or nonexistent interfaces. Some interfaces are manual, and some systems
lack functionality to support core functions. Different systems contain varying amounts of
data based on go-live dates. All systems must be taken together in order to follow the loan
through its lifecycle, from origination through acquisition or liquidation. Applications and data
resident in the Austin, TX, Automation Center (AAC) are backed up off site. The
Philadelphia, PA, Information Technology Center (ITC) provides disaster recovery capability
for AAC IBM mainframe applications. The Hines, IL, ITC provides disaster recovery
capability for the AAC SUN applications. Web-based applications resident in the
Philadelphia ITC are backed up off site. These web-based applications have high
availability features to ensure continuous operations in the event of local hardware/software
failures. Full disaster recovery capability for Philadelphia ITC web applications is being
developed. An interim disaster recovery solution for Loan Guaranty web applications is
expected to be in place by September 2004.

Realization of VA LGY’s systems initiatives will result in a reduction of the production
systems from 19 to 7. These 7 front-end systems will be accessible from the VIP and
include ACE. The target date for completion is the end of 2005.

This reduction of the number of production systems will achieve VA LGY’s vision to
consolidate redundant functionality. The elimination of unnecessary data duplication will be
achieved by the associated collapsing of redundant data feeds and storage into the
corporate database on the Sun computer in the Austin center. The major initiative driven by
the BPR project to replace LS&C with VALERI is the keystone for improving systems
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integration and improving accessibility to data. The effective management of these
initiatives by VA LGY will be essential to the successful realization of VA LGY’s vision.

Appendix D provides summaries of systems and the impact of current initiatives on them.
Communication

Communication between VA and the mortgage industry is critical to the program’s success
because the program is a collaborative effort among all interested parties to the real estate
transaction. Industry understanding of VA program rules and timely communication of
changes in rules and guidelines are important. Updates are posted on the “What’'s New”
section of the VA Web site. As there is no notification system or e-mail distribution list, users
must continually check the site for updates. To improve communication, VA is developing a
Web portal for program participants. This system will have the capability to push e-mail to
users and supply lenders with any updated information. Since the portal only has a
100,000-user capability, VA would need to purchase an enterprise-wide license for the
portal, costing up to $2 million. Funding for such an endeavor would need to be approved at
a VBA-wide management level.

Since the programs offered by VBA are highly dependent on effective communication with
program participants, the Study Team believes that this would be a worthwhile investment.
The Study Team recommends implementing a subscription-based service where
participants could essentially sign up for the types of e-mail updates they are interested in
receiving. E-mail communication should occur immediately after changes occur to avoid
potentially costly mistakes. (Recommendations on communication with program participants
are discussed in greater detail in Chapter 8 of this report.)

Performance Measures

VA LGY currently uses certain measures for monitoring performance of operations. These
include the FATS ratio for the loss mitigation program as discussed in the Interim Report on
Defaults and Foreclosures and speed and accuracy measures for other parts of the
operation.

Cost Measures

OMB's Program Assessment Rating Tool (PART)? draws certain attention to measures that
relate to efficiency, budget, and the taxpayer. For example, among an extensive list of
questions required to complete PART are the following questions relating to program results
on cost and efficiency:

» Does the program demonstrate improved efficiencies or cost effectiveness in
achieving program goals each year?

» Were programmatic goals (and benefits) achieved at the least incremental
societal cost and did the program maximize net benefits?

2 hitp://www.whitehouse.gov/omb/part/index.html

July 2004 3-11



Chapter 3. Program Operations

» Were program goals achieved within budgeted costs and established schedules?

VA should have reporting mechanisms in place on an ongoing basis that measure cost-
effectiveness and efficiencies achieved that relate to program goals and strategies for
improving operations. Measures relating to total program costs, cost per loan, speed of
service, and accuracy, for example, would document results and provide a basis for
establishing targets for management initiatives in the future.

A cost-effectiveness analysis can be applied to measure the cost of production during a
period to determine if costs per unit of output is declining or increasing. It also measures the
cost of alternative modes of delivery and determines which mode achieves a desired or
optimal level of output for the lowest cost. OMB Circular A-94, Guidelines and Discount
Rates for Benefit-Cost Analysis of Federal Programs, defines cost-effectiveness as: a
systematic quantitative method for comparing the costs of alternative means of achieving
the same stream of benefits or a given objective. If the comparison involves making a
particular investment and achieving greater productivity from the investment, net present
value analysis may be applied to determine the difference between discounted present
value of benefits and costs, particularly if costs and benefits occur over a period of several
years.

The cost measure currently used for budgeting purposes is referred to as a subsidy rate.
The subsidy rate is the projected cost to the government for a cohort of VA loans over the
life of the loans originated in a given budget year. The Federal Credit Reform Act of 1990
changed the budgetary treatment of credit programs, including the VA Home Loan
Guarantee program. VA is required to estimate the net costs to the government of insuring
new mortgage loans by cohort year. A cohort year is the fiscal year in which VA loans
originate.

To calculate the subsidy rate, VA uses a cash flow model to produce the data that goes into
the OMB credit subsidy calculator. OMB’s calculator discounts the cash flow data back to
the present and produces a subsidy rate. The subsidy rate is the cost to the government for
administering these loans for 30 years after loan origination (as required by OMB). The cost
includes payments made by the Government for foreclosures and activities to avoid
foreclosures, net of payments to the Government including funding fees, penalties, and
recoveries.

Table 3-1 reports the subsidy rates for cohort years 1992 to 2003. Original estimates of the
subsidy rate were recently revised downwards based on new OMB approved foreclosure
rates for the different cohorts. The Variable Default Model uses historical data from VA’s
Home Loan Guaranty program to forecast default rates for use in budget formulation and
reestimates. Through regression analysis, the model evaluates annual default data from
1970 to the present as well as other factors including treasury rates, mortgage rates, and
housing market data to produce projections of future loan performance.

For example, the subsidy rate was originally estimated for FY 2003 at 0.81 percent of the
dollar volume of VA loans and then reestimated at 0.44 percent, almost half of the original
estimate. The original subsidy rate for FY 1994 was 1.36, which was revised to negative
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0.02. The negative result means that the Government is actually accruing positive cash flow
from making VA loans. This is affected by relatively low claims costs and high revenue from
funding fees and other sources. The projected rate for FY 2005 is a negative subsidy of -.32
percent. Lower foreclosure rates than expected can be attributed to a strong housing
economy (rising property values), interest rates declining to all-time lows, and more effective
VA supplemental servicing.

Table 3-1. VA Loan Subsidy Rates, 1992-2003

Subsidy Rates Guaranteed Initial

FYO03 Loan Levels (in Subsidy (in

Original Reestimate thousands) thousands)
1992 2.19% 1.72% $26,473,457 $579,796
1993 2.33% 0.31% 44,040,055 $1,026,133
1994 1.36% -0.02% 44,630,046 $606,969
1995 1.18% -0.13% 24,514,642 $289,273
1996 1.56% 0.00% 32,082,686 $500,490
1997 0.74% -0.25% 27,191,137 $201,214
1998 0.49% 0.01% 44,709,106 $219,075
1999 0.45% 0.01% 47,235,321 $212,559
2000 0.68% -0.03% 21,799,649 $148,238
2001 0.29% 0.44% 34,064,438 $98,787
2002 0.39% 0.29% 38,871,184 $151,598
2003 0.81% 0.44% 65,790,521 $532,903

Source: VA LGY data

To give readers a general sense of the relative magnitude of the finances involved, Table
3-2 shows revenues and costs by major categories, including funding fees received from
borrowers, proceeds from vendee and acquired loans, default claims paid, property
acquisition costs, and administrative costs for the past few years. It displays costs on an
annual, not cohort, basis. It does not include subsidy payment or VA payments to the
general fund account because the subsidy payment is a fund transfer from the U.S.
Treasury general account to a VA funding account. The subsidy payment is intended to
compensate for non-administrative loan costs, particularly costs arising from loan defaults
and foreclosures.
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Table 3-2. Annual Revenues and Costs

Revenues
Proceeds
Net from
Funding Property Sales & Acquired Proceeds from
Fees Other Income Loans Vendee Loans Interest
2003 | $627,581,047 $784,794,597 | $132,362,469 $372,659,341 $298,659,199 | $2,216,058,656
2002 | $487,685,718 $545,307,893 | $244,350,183 $700,684,022 $277,412,244 | $2,255,442,062
2001 $506,009,589 $614,816,317 | $227,331,688 $907,101,695 $283,207,458 | $2,538,468,748
2000 | $423,246,802 $633,157,392 | $255,844,866 $977,191,190 $285,778,000 | $2,575,220,250
$612,512,950 $506,528,019 | $239,348,737 $1,111,514,622 $245,083,000 | $2,714,989,327

Capital & Operating Costs

Default Property
Claims Acquisitions & Acquired Administrative
FY Paid Expenses Loans Costs

2003 | $290,704,110 $1,164,787,010 | $158,216,237 $168,280,000 $1,781,989,360
2002 | $298,512,235 $1,293,453,885 | $272,368,900 $165,442,000 $2,029,779,022
2001 $364,796,019 $1,349,612,284 | $333,763,646 $162,174,000 $2,210,347,950
2000 | $484,329,583 $1,549,326,188 | $235,441,290 $157,478,000 $2,426,577,061
1999 | $518,439,708 $1,554,447,148 | $239,348,736 $159,636,000 $2,471,873,591

Source: VA LGY data

Administrative costs constitute a relatively small portion of the total capital and operating
costs, that is, less than 10 percent. The predominant costs are claims costs and other costs
associated with foreclosure and alternatives taken to avoid foreclosure. When a VA home
loan is foreclosed, VA typically purchases the property from the loan holder and then
markets the property to the public through its contractor. VA provides financing for about 75
percent of the properties sold. These types of loans are referred to as vendee loans. The
vendee loans are placed in VA’s national loan portfolio and then sold under VA’s Vendee
Mortgage Trust Securitization Program, which usually takes about 6 months.

To avoid foreclosure, VA sometimes purchases VA loans from the lender and works out
new terms for the borrower. Two other alternatives incur costs as well, but the costs are
less than if foreclosure were to occur, including:

» Accepting deeds on the house for borrower to avoid foreclosure

» Paying the parts of loans not satisfied from proceeds of private sales, so those
sales can be completed and foreclosure avoided.

Offsetting the cost is collection of funding fees, sale of acquired properties, payments on
vendee and acquired loans, proceeds from vendee loan sales, and interest. The funding
fees and other collections that have been deposited to the guaranteed loan financing
account earn interest. VA uses the interest earned to pay for future defaults and other
expenses. The total revenues shown in Table 3-2 exceed the total costs for each year from
1999 to 2003 except for 1999. The implication of this is that the funding fees and the fiscal
management of the default and foreclosure process have, in recent years, effectively
mitigated the need for taxpayer money for VA loan program.
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While the claim and related costs dominate the total cost picture, certain measures may be
used to examine the cost-effectiveness of different administrative functions of the VA Home
Loan Guaranty program. Breaking down administrative cost per unit of functional activity,
such as loan certification, appraisal, defaulted loans serviced, and claims, enables the
analyst to capture costs per unit of certain outputs being produced and facilitates a basis for
comparison.

VBA developed an Activity-Based Costing (ABC) method of calculating the administrative
costs of its six business lines (i.e., Compensation, Pension, Education, Loan Guaranty,
Vocational Rehabilitation and Employment, and Insurance), which is not used very often.
With ABC, resources are assigned to activities, then activities are assigned to cost objects
based on their use. Table 3-3 shows the Loan Guaranty Administrative Costs for activities
reported in FY 2001. For example, costs associated with loan defaults and foreclosures are
Proc3-Loan Service and Claims and Proc4-Property Management. They constitute 43
percent of the total costs. Customer service under Proc13-Provide Information on Benefits
constitutes 17 percent of total costs. Reviewing Credit (Activity 22 under the heading of
Proc6-Loan Processing) constitutes 10 percent of the total costs.

The ABC tracking of costs does not include measures of output such as COEs generated or
defaults serviced, but adding such measures would help to establish a basis for tracking
cost-effectiveness on an ongoing basis. Cost per unit of output in a given functional area
could then be readily calculated and tracked over time. The ABC data also do not include
non-administrative costs such as claim costs, which can be very significant when compared
to the administrative costs, as reflected above.
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Table 3-3. FY 2001 Loan Guaranty Administrative Costs (Direct and Indirect)

Loan Guaranty Process/Activity LG Total LG %
All Activities $149,620,677 100.0%
CORE1—Manage and Award Benefits 114,120,849 76.3%
PROC1—Process Claims 4,859,020 3.2%
9—Determine Eligibility (Non-C&P) 4,859,020 3.2%
PROC2—Appellate Review 222,388 0.1%
11—Process Notice of Disagreement 55,348 0.0%
12—Process Substantive Appeal 37,257 0.0%
13—Schedule/Conduct Hearing 129,783 0.0%
PROC3—Loan Service and Claims 34,886,271 23.3%
14—Defaults Processed 27,209,182 18.2%
15—Process Claim Against Guaranty 7,677,089 5.1%
PROC4—Property Management 29,583,607 19.8%
16—Acquire Property 7,779,646 5.2%
17—Prepare Property for Market 10,365,319 6.9%
18—Sell Property 11,438,642 7.6%
PROC5—Construction and Valuation 23,307,207 15.6%
19—Issue Notification of Value 12,793,574 8.6%
20—Manage LAPP Program 5,808,516 3.9%
21—Assess/Process SAH Grant 4,705,117 3.1%
PROC6—Loan Processing 16,306,445 10.9%
22—Review Credit 14,811,211 9.9%
23—Conduct Lender Review 1,495,234 1.0%
PROC7—Manage Portfolio Loans 4,955,911 3.3%
24—Service Portfolio Loans 2,921,232 2.0%
25—Sell Portfolio Loan 2,034,679 1.4%
CORE2—Inform and Educate VBA, Stakeholders,
and Beneficiaries 33,701,042 22.5%
PROC13—Provide Information on Benefits 24,968,480 16.7%
52—Provide Customer Services—Telephone 16,153,902 10.8%
53—Provide Customer Services—Walk-In 3,301,629 2.2%
54—Provide Customer Services—
Correspondence 4,190,014 2.8%
55—Conduct Veterans Outreach 1,322,934 0.9%
PROC14—Training 8,732,562 5.8%
56—Prepare/Present Training 4,444,701 3.0%
57—Attend Training 4,287,862 2.9%
Other 1,798,785 1.2%

Source: VBA Program Officials

In the absence of ABC data, one could examine the relation between loan program output
and FTEs as a rougher approximation of cost-effectiveness. At the highest level of
aggregation, total loan volume and total FTEs can be measured. The Table 3-4 shows total
VA loan guarantees issued, total actual FTEs in field offices, and loans per FTE for each
year over the past 10 years. While FTEs have steadily declined during this period, the
volume of loan guaranties fluctuates widely, neither declining nor increasing significantly
over the last 12 years. Hence, we would tend to rely more on the average of loan

3-16 July 2004



Chapter 3. Program Operations

guaranties over a multi-year period in calculating the ratio of loan guarantees to FTEs. Our
conclusion is that field office productivity has more than doubled over the past 12 years.

Table 3-4. Loan Guaranties and FTEs

Fiscal Year Loan Guaranties Field Staffing Level Loans Per FTE
1992 266,021 1,998 133
1993 383,303 1,965 195
1994 602,244 1,861 324
1995 263,130 1,719 153
1996 320,776 1,621 198
1997 258,775 1,426 181
1998 343,954 1,330 259
1999 485,610 1,282 379
2000 199,161 1,237 161
2001 250,009 1,130 221
2002 317,251 1,022 310
2003 508,436 803 633

Average 466,519 1,450 322

Source: VA LGY data

Since VA staffs are actually involved in different stages of the loan process, it would be more
insightful to break down the loan volume and FTEs into the different functional areas such
as certification of eligibility and supplemental loan servicing. The respective output for a
given functional area then would be compared to the respective FTEs in each functional
area over time. VA LGY is in the process of developing measures for administrative cost
per loan guaranty issued, administrative servicing cost per default processed, and
administrative cost per property sold.

Other Performance Measures

Other performance measures used by VA LGY include veteran satisfaction percentage,
statistical quality index percentage, percentage of VA loan borrowers who could not have
purchased a home without VA assistance, and foreclosure avoidance through servicing.
Table 3-5 shows the measurements for 2000 through 2005. The FATS ratio measure
receives the most management attention and is the only measure reported in the VBA
Annual Performance Report. Chapter 7 (Defaults and Foreclosures) discusses this
measure in detail.

Table 3-5. Selected Performance Measures

Performance Measures

2000 2001 2002 2003 Strategic
Actual Actual Actual Actual Target
Veterans satisfaction % 93 93 93 94 96 96 95
Statistical quality index % 94 96 97 97 97 97 98
Foreclosure avoidance 30 40 43 45 47 47 47
through servicing (FATS)
ratio %

Source: VA LGY data
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The statistical quality control index is a measure of the accuracy of field office cases and
affects the bonus awards in field offices. It is based on a Yes/No response of accuracy
provided by both field and VACO reviewers. VA examines accuracy in several different
quality schedule areas, including COE, underwriting, appraisal, servicing, alternatives to
foreclosures, property disposition, and SAH. For example, the reviewer assesses the
accuracy of eligibility determination on a Yes/No basis. Statistical sampling is conducted for
each schedule with a minimum of ten cases per month and a minimum of 150 cases per
month for each eligibility center.

A balanced scorecard approach applies weights to a set of different measures (e.g., 40% for
speed, 35% for accuracy, and 25% for customer satisfaction for COE). VA LGY
management, however, does not place much emphasis on the aggregation of the
measures, only the individual measures. That is, management is focused more on
examining the individual measures such as speed or accuracy , as opposed to a single
measure that combines the different measures.

Summary

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 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.

Management of claims losses is so effective that the OMB loan subsidy rate has been
virtually zero for loan cohorts over the past ten years.

VA LGY has a major reengineering initiative underway involving a comprehensive review of
policies, procedures, systems, and interactions with industry partners for the loss mitigation
function. The general direction of changes in VA loan servicing is to delegate more
processes to lenders and for VA to provide more oversight, lender training, and customer
service. Servicers will work more vigorously to cure delinquencies early and analyze
alternatives for foreclosure.

VA expects the new program to begin rollout in 2005. New standards and regulations will
be in place for industry to assume more responsibility for loss mitigation. In addition, a new
rules-based Web interactive system will be implemented for facilitating and standardizing
loss mitigation efforts.

For private industry to be a full partner in servicing VA delinquent loans, VA loan IT systems
need to be modernized and made accessible to the lender servicers. A major initiative is
now underway to replace the LS&C system with a COTS package representing industry
best practices. The vision for the new system, VALERI, is to have a secure, centralized
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repository for loan administration data accessible through a Web portal with selected
information available to servicers and veterans.

Another initiative is currently underway to review, assess, and make recommendations
pertaining to the loan production area. The Loan Production Redesign Task Force is
focused on: increasing standardization of procedures among the nine RLCs; enhancing the
attractiveness of a VA loan by eliminating unnecessary differences between VA and other
loan programs; and improved communication with the mortgage industry and the real estate
professional industry. Proactive e-mail communication, consolidation of e-mail listings of
lenders at the national level, and giving lenders the ability to design the type of e-mail
communication they receive from VA are examples of more effective communication.

The Study Team recommends that VA LGY more vigorously utilize their current VA program
and financial data systems to routinely report cost-efficiency indicators described in this
chapter. These indicators include:

» Annual administrative costs per unit of output in the different functional areas
such as eligibility determination, property management; loss mitigation; and
customer service

» Annual average claim costs net of offsetting revenues from sale of acquired
properties, proceeds from acquired loans, and proceeds from vendee loans.

» Annual OMB loan subsidy rate (this is already required for the budget process,
but could be more widely reported as a performance measure).
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4. PROFILE OF PROGRAM PARTICIPANTS

This chapter provides a profile of VA Home Loan program participants using both VA
administrative records on borrowers and VA Loan Survey data. It describes the population
of program participants, including their demographic profile, health status, and military
status.

Profile of Program Participants—Administrative Data

We first provide a profile of the program participants for the loans that were originated in
October 1, 1999 through June 1, 2003. Our data source is the Guaranteed and Insured
Loan (GIL) Master file containing information on Purchase' loans and Refinancing loans
including Interest Rate Reduction Refinancing Loans (IRRRLs). The Purchase loans are
used when a participant wishes to purchase a home and the Refinance loans are used
when a participant wants to refinance an existing mortgage. A specific type of refinance
loan, IRRRL, does not require any underwriting; therefore, information on finances, such as
assets, gross monthly income, residual income, and income-to-debt ratio, are not collected.
Some loan and housing information is not collected (i.e., purchase price and type of
appraisal). Table 4-1 shows the distribution of loans by type. Almost two out of three
(63.9%) loans are Purchase loans.

Table 4-1. Percent Distribution of Loans Originated between 1999-2003,
by Loan Type

Active Surviving Total
Veterans Duty Spouses Reservists (%)

Loan Type

Total (N)

Purchase loan 60.8% 78.7% 60.4% 75.6% 63.9% 734,938
IRRRL 36.4% 20.5% 33.7% 23.0% 33.7% 387,202
Cash-Out Refinance 2.4% 0.6% 5.5% 1.2% 2.1% 24,556
Refinance under conditions of Public
Law 0.3% 0.1% 0.4% 0.3% 0.3% 3,061
Total Number of Records (% & N) 100.0% 100.0% 100.0% 100.0% | 100.0%

(942,372) (168,016) (2,836) (36,533) 1,149,757
Total of Study Group (%) 82.0% 14.6% 2% 3.2% 100.0%

Source: VA LGY GIL Data

The participants in the program were mostly veterans (82.0%), followed by active duty
personnel (14.6%), reservists/national guardsmen (3.2%), and surviving spouses (0.2%) as
shown in Figure 4-1.

' Purchase loans also include Construction loans.
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Figure 4-1. Percent Distribution of Loans Originated
between 1999 and June 2003, by Entitlement

Reservist

3.2%
Active Duty
14.6%

Note:
Spouse 0.2% Veteran

82.0%

Source: VA LGY GIL Data

Purchase and Refinance loans have different participant populations, and the data collected
by GIL on the two types of loans are different as well. Therefore, we present two profiles:
one for Purchase loans and one for Refinanced loans.

For Purchase loans, all data are based on information gathered at the time of the loan. For
example, purchase price and gross monthly income are relevant to a person’s ability to be
approved for a loan at the time of the loan. For IRRRLs, gross monthly income, assets,
residual income, income-to-debt ratio, and type of appraisal are not collected as of the
refinancing date (these fields have a value of zero or the default value for IRRRLs);
however, these fields are current for the other refinancing loans. To present the most
accurate information, zeros (in select fields as mentioned above) were recoded as missing
for the IRRRLs.

Table 4-2 provides a summary table of the program participants’ demographics, financial
situation, and home and loan characteristics. A brief overview of the profile of the program
participants is presented below.

Profile of Purchase Loan Borrowers

The majority (52.9%) of participants are first-time homebuyers. A large percentage (93.1%)
of participants are male. The majority (62.2%) of surviving spouses are female. Active duty
personnel and reservists are, on average, younger than veterans and surviving spouses.
Overall, the median age for purchase borrowers is 37 years old at the time of loan
origination. Veterans have a median age of 38 years old, active duty personnel have a
median age of 33 years old, reservists have a median age of 32 years old, and surviving
spouses have the oldest median age at 54 years old.

The median gross monthly income for participants is $4,171 and they have a median of
$4,995 in assets. Most participants (88.9%) pay a funding fee. Existing conventionally
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constructed, single-family homes account for most of the loan guaranties (88.7%, 99.8%,
and 99.3%, respectively). Most of the loans (93.7%) are based on sole ownership. The
median purchase price of a home is $118,900, while the median loan amount is $120,258.
This difference indicates that participants could have an upside-down mortgage, meaning
that the amount of their loan is greater than the value of their property. This leads to a
median loan-to-purchase ratio that is greater than one.

Profile of Refinance Loan Borrowers

Overall, the median age for refinancing borrowers is 43 years old at the time of the
refinancing. Veterans have a median age of 44 years old, active duty personnel have a
median age of 37 years old, reservists have a median age of 36 years old, and surviving
spouses have the oldest median age at 56 years old. Most of the participants are male
(94.1%). The majority of surviving spouses are female (55.6%). The median original loan
amount of a refinanced loan is $109,923. Existing, conventionally constructed, single-family
homes account for the majority of the loan guaranties (99.9%, 100.0%, and 99.8%,
respectively). Most of the loans are based on sole ownership (97.6%).
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Chapter 4. Profile of Program Participants

Profile of Program Participants—VA Loan Survey Data
Demographic Characteristics

Table 4-3 through Table 4-6 contain a demographic profile of the VA Home Loan program
borrowers, based on survey responses.? In some of these tables, we compare the
demographic profile of the program participants to the veteran population overall. Since
veterans are the most dominant group of participants, we limit our comparison to the veteran
population in the United States only. In general, VA Home Loan program veteran
participants are younger; more educated; have more minority group representation,
including females, African Americans, and Hispanics; and are in better health than the
veteran population overall.

Veterans represent the oldest population, with 33 percent being 50 or older (Figure 4-2).
Conversely, active duty personnel are younger, with only 5 percent of the active duty
personnel being 50 or older. The average age of all borrowers is 43 (Table 4-3). Overall, 91
percent of borrowers are male. Most (78%) of the participants surveyed identify themselves
as White, while 14 percent are African American. Eight percent of the respondents are of
Spanish, Hispanic, or Latino descent.

Most (80%) of the respondents are married (Table 4-4). The percentage of reservists who
never married is higher (11%) compared to other sample groups. Nearly 1 out of 2
respondents have an associate degree or higher. About a third of veterans with a VA loan
have a Bachelor's degree or higher. Almost all (92.8%) of participants have full time jobs.

Overall, most (86.2%) of the participants rate themselves as being in good or very good
health. Among the 13.7 percent of the participants who rate themselves as being in fair,
poor, or very poor health, more than 1 out of 3 (68.2%) indicate that they have service-
connected disabilities (Table 4-5).

Overall, 41.1 percent of respondents served in the military between 2 and 5 years (Table
4-6). The numbers vary depending on the borrower group. For example, 1 out of 2
veterans served in the military 2-5 years, while 2 out of 3 active duty members served more
than 10 years, and 1 out of 2 reservists served more than 5 years. The respondents are
predominantly enlisted personnel (86.5%).

% Since surviving spouses make up only 0.2% of total borrowers, this group was substituted with the sampling of
successful default intervention cases.
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