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Summary

The Department of Veterans Affairs (VA) has been providing home loan
guarantees since 1944. Under this program, an eligible veteran may purchase a home
through aprivate lender and the VA guaranteesto pay the lender aportion of the losses
if the veteran defaults on the loan. From the program’s inception in 1944 through
September 30, 2002, VA has guaranteed the purchase or refinancing of more than 16.9
million homes for veterans. This report discusses the features of the VA home loan
guaranty program. The report will be updated as suggested by changes in law or
regulation.

The VA Home Loan Guaranty Program

TheServicemen’ sReadjustment Act of 1944 established theV A homeloan guaranty
program. Theprogram authorized 20-year |loansat a4% interest rate under whichthe VA
guaranteed to pay the lender the lesser of 50% of the loan amount or $2,000 if the
borrower defaulted. Theloan term, interest rate, and the percentage and dollar guaranty
limitations have been increased over the years.

The VA loan guaranty program was an alternative to cash bonuses for the millions
of men and women who served in the Armed Forces during World War 1I. Therewasthe
feeling that veterans, during their service to the country, had missed the opportunity to
accumulate savings or to establish a credit rating which could be the basis of borrowing
to acquireahome or establish abusiness. In defense of the Nation, many had risked their
lives and deferred their dreams. The loan guaranty program was an attempt to put them
on par with their nonveteran counterparts. The program also provided an investment
outlet for thelarge savings which had been accumulated. Under thisprogram, an eligible
veteran may purchase a home through a private lender and the VA guaranteesto pay the
lender a portion of the lossesiif the veteran defaults on the loan.
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Whileinitially established to benefit veterans who had served during war times, the
program has been amended to extend eligibility to all parties who are on active duty or
honorably discharged from the services. Themain objective of the current VA homeloan
guaranty program is to help veterans finance the purchase of homes on favorable loan
terms.

Features of the Program

Eligibility. Eligibility for VA-guaranteed housing loansisgenerally based uponthe
period and length of active duty service of honorably discharged veterans. Veteranswho
served more than 90 days of active duty during World War 11, the Korean conflict, the
Vietnam Era, or the Persian Gulf War are eligible for VA-guaranteed housing loans.
Veterans whose service fell entirely within (1) 7/26/47 to 6/26/50, (2) 2/1/55 to 8/4/64,
or (3) 5/8/75 to 9/7/80 (enlisted) or to 10/16/81 (officers) must have served at least 181
days of active duty. Veterans whose service began after 9/7/80 (enlisted) or 10/16/81
(officer) must have completed 24 months of active duty or the full period (at least 181
days) for which they were called or ordered to active duty. The unmarried surviving
spouses of veterans whose deaths were service connected and the spouses of veterans
listed for 90 days or more as missing-in-action or prisoners-of-war are also eligible for
V A-guaranteed homeloans. V eteranswho receive adischarge other than honorable may
apply to the Secretary of the Department of V eterans Affairsfor acertificate of eligibility.

Under current law, aveteran’ s entitlement to aV A-guaranteed housing loan isgood
until used.

Through September 30, 2009, veterans who have had at least 6 years of servicein
the reserves are eligible for VA-guaranteed housing loans.

Through December 31, 2005, Native American veteransmay qualify for direct loans
from VA to purchase, construct, or improve homes on trust land.

Maximum Mortgage. VA places no limits on the maximum mortgage that the
veteran may obtain, except that the mortgage may not exceed the home' s value plus any
loan funding fee which is financed, and the payments must be within the means of the
borrower. Asarule, however, lenders will not make VA-guaranteed loans in excess of
4 times the maximum loan guaranty. Since the maximum guaranty is now $60,000,
lenders usually will not make a VA-guaranteed loan in excess of $240,000.

Loan Term. VA-guaranteed |oans may be obtained for mortgages with terms of
up to 30 years and 32 days.

Owner Occupancy. In general, veterans obtaining VA-guaranteed loans to
purchase or refinance a home must certify that they intend to occupy the property as a
primary residence. Property that has been acquired by VA as a result of default or
foreclosure by a veteran may be sold to owner-occupants or investors.

Eligible Loan Purposes. VA-guaranteed |oans may be used to purchase single-
family detached homes, townhomes, rowhouses, two-to-four family buildingswhere the
owner will occupy one or more of the units, manufactured homes and lots, and
condominiums in developments approved by VA.
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The loans may also be used to build a home; to repair, alter, or improve a home; to
refinance an existing home |loan; to refinance an existing VA-guaranteed |oan to reduce
the interest rate; to simultaneously purchase and improve a home; or to install a solar
heating and cooling system or other weatherization improvements.

Federal Guaranty. An eligible veteran may finance a home through a private
lender, and the VA guarantees to pay the lender a portion of losses that may be suffered
asaresult of default by the borrower. The guaranty amount depends on the date on which
theloan was closed. For loans closed on or after December 18, 1989, the maximum VA
guaranty is as follows. (1) 50% of the loan amount for loans of $45,000 or less, (2)
$22,500 for loans between $45,001 and $56,250, (3) the lesser of $36,000 or 40% of the
loan for loans between $56,251 and $144,000, and (4) the lesser of $60,000 or 25% of the
loan for loans in excess of $144,000.

Program Funding. From 1962 until 1990, the VA home loan guaranty program
was funded by the VA Loan Guaranty Revolving Fund (LGRF). The LGRF was
authorized to fund all operations of the loan guaranty program except administrative
Costs.

The LGRF was never designed to be self supporting. It was developed as a
convenient meansof paying the costs of theloan guaranty program and receiving program
collections. The LGRF had been operating at adeficit since 1981 and had operated at a
surplus in only 6 years since its inception. Prior to 1984, deficits in the LGRF were
funded by transfers of unobligated balances from the VA Direct Loan Revolving Fund,
so the loan guaranty program was abl e to operate without appropriations from Congress
(except for administrative expenses). For a variety of reasons, in the 1980s, those
balances were no longer available at the level needed to fund the deficits in the LGRF.
Since 1984, deficits in the LGRF have been funded primarily by appropriations from
Congress. Since 1982, the user fees paid by borrowers have aso been used to help fund
the program.

P.L. 101-237 made major changes in the home loan guaranty program. A new
revolving fund, the Guaranty and Indemnity Fund (GIF), was established in the Treasury
to fund the program for all new loans. For each VA loan guaranteed after October 1,
1990, the government would pay into the GIF afee of 0.25% of the loan amount for the
first 3 years of the loan. User fees paid by veterans would be credited to the GIF and the
government would pay thefeeson behalf of veteranswho were exempt from paying fees.

The Veterans Programs Enhancement Act of 1998, P.L. 105-368, eliminated the
Guaranty and Indemnity Fund, the Direct Loan Revolving Fund, and the Loan Guaranty
Revolving Fund, and all amounts in these funds were transferred into the Veterans
Housing Benefits Program Fund — a new fund established in the Treasury. Other than
administrative expenses, all operations of VA housing programs are now financed out of
this fund.

Interest Rates. Inthe past, VA has determined the maximum interest rate that
lenderscould chargefor VA-guaranteed housing loans. Theratevaried fromtimetotime
based on changes in the mortgage market. Once a loan was made, however, the rate
stayed the same for the life of the loan.
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Through December 31, 1995, VA was authorized to let the borrower, home seller,
and lender negotiate the interest rate that is charged for a VA-guaranteed loan. That
authority was made permanent by P.L. 104-110.

User Fees. Todefray part of the cost of the program, certain veteransarerequired
to pay loan funding fees to VA when obtaining V A-guaranteed home loans. For most
veterans, the loan fee is currently 2% of the loan amount when the downpayment isless
than 5% of the property value, 1.5% of the loan amount when the downpayment is 5% to
9%, and a 1.25% of the loan amount when the downpayment is 10% or more. Persons
who assume a VA guaranteed loan are required to pay aloan fee of 1.25% of the loan
balance. Veteranswho obtain aV A-guaranteed |oan to refinance an existing VA loan are
required to pay aloan fee of 1% of the new loan amount.

Veterans who are eligible for loans as aresult of service in the reserves pay higher
loan fees. For such veterans the loan fee is 2.75% of the loan amount when the
downpayment is less than 5%, 2.25% of the loan amount when the downpayment is 5%
to 9%, and 2% of the loan amount when the downpayment is 10% or more.

A veteran may sell an existing V A-financed home and purchase another home with
aVA-guaranteed loan. The loan fee for the new loan would be 3% of the loan amount
if the veteran makes a down payment of less than 5% of the home value.

All loan fees are paid into the VA Guaranty and Indemnity Fund (GIF). Certain
veteranswith service-connected disabilities (or their surviving spouses) are exempt from
paying theloan fees, but the GIF is credited with thefeesthat would have been paid in the
absence of the exemption.

Credit Limits. The VA-guaranteed home loan program now has permanent
indefinite budget authority and VA may guarantee any volume of loans requested by
veterans during a given fiscal year.

Downpayment. The downpayment is a matter of negotiation between the
borrower and thelender. Standard lender practiceisto permit eligibleveteransto borrow
up to $240,000 with no downpayment.

Assumption of Loans. VA loans may be assumed by nonveterans. The
conditions governing the assumption of V A-guaranteed mortgages depend on the date on
which the mortgage was closed. In general, loans closed prior to March 1, 1988 may be
assumed without restrictions. For loans closed after March 1, 1988, the party who seeks
to assume the loan must be proven creditworthy by the lender holding the loan, and the
assumption must be approved by the VA or its authorized agent. This credit review is
required for thelife of theloan. If the assumption isapproved, the new borrower paysa
fee of 1.25% of the outstanding loan balance. If an unapproved assumption occurs, the
lender may, within 30 days, demand immediate and full payment of the loan.

Other restrictions apply to assumptions of VA-guaranteed mortgages which were
generated from proceeds of astate or local mortgagerevenuebond issue. Generally, these
mortgages may only be assumed by first-time homebuyers who meet the income
guidelines established by the respective bond programs.
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Multiple Purchases. By paying off an existing loan, either directly or by selling
the property, a veteran becomes éligible for another VA-guaranteed loan. So the VA
program permits a veteran to purchase a “starter home” and a number of “move-up”
homes as long as the previous loans are repaid.

If aveteran sells the home and the loan is assumed by a nonveteran, the veteran's
entitlement for a new VA-guaranteed loan will not be fully-restored until the loan is
repaid. If, however, theloan isassumed by aveteran, the purchaser and seller may apply
to VA for substitution of entitlement and the selling veteran’s entitlement could be used
to obtain another VA-guaranteed loan.

Under limited conditions, aveteran may obtain asecond VA loan whilethe existing
loan is outstanding. The maximum VA loan guaranty is set by law and has been
periodically changed by the Congress. That guaranty amount isconsidered an entitlement
to eligible veterans. If aveteran purchased a home when the guaranty was lower than it
is under existing law, then the veteran is eligible to purchase another home with the
unused guaranty. The maximum loanin such acasewould be 75% of the appraised value
of the home plus the unused guaranty. Of course, the new home would have to become
the principal residence of the veteran and in most cases the mortgage could not exceed
$240,000.

Underwriting Guidelines. Statutory credit criteria provide that VA may not
guarantee a loan unless (1) the veteran is a satisfactory credit risk and (2) the
contemplated |oan termsare within the means of theveteran, asindicated by theveteran’s
present and anticipated income and expenses. In underwriting loans for approval, the
VA’sloan analysis form is used to evaluate the veteran's personal and financial status,
the estimated monthly shelter expenses, the debts and obligations, and the monthly
income and deductions. The veteran’'s residua income and debt-to-income ratio are
calculated and used as guides in making a decision on the loan. The VA stresses,
however, that no single factor should be used as a determinant in any applicant’s
qualification for a VA-guaranteed loan.

Residual income is determined by subtracting taxes, the proposed shelter cost, and
other obligationsfrom the veteran’ smonthly income. TheV A has prepared atablewhich
shows the minimum residual income, by region, for families of various sizes. The
applicant’ sresidual incomeshould equal or exceed the stated minimum for theapplicant’s
family size.

The veteran’s debt-to-income ratio is another factor used in evauating the
application. If theratio of monthly debt payments (including the proposed mortgage) to
the monthly income s greater than 41%, there must be compensating factors that justify
approval of theloan. If theratio isgreater than 45%, approval by the Chief of VA’sLoan
Processing section is needed. If the ratio is greater than 50%, approval by VA’s Loan
Guaranty Officer is needed in addition to that of the Section Chief.

Program Activity. During FY 2002, VA guaranteed more than $40.1 billion in
loans to finance the purchase or refinancing of 317,250 homesfor veterans. From 1944
through September 30, 2002, VA has guaranteed about $748 hillion in loans for the
purchase or refinancing of more than 16.9 million homes for veterans.



