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April 2005

On behalf of the IBM Center for The Business of Government, we are pleased to present this report, 
“Federal Credit Programs: Managing Risk in the Information Age,” by Thomas H. Stanton.

Credit programs (direct loans and loan guarantees) are one of the “tools” that governments can use to 
achieve public purposes. The federal government extends credit for a broad range of purposes, from over-
seas activities to the needs of people caught in a disaster. In FY 2004, the government had $250 billion  
of direct loans and over $1.2 trillion of loan guarantees outstanding. Home buyers, farmers, and students 
are the most frequent recipients of government loans. 

The last 10 years have seen a remarkable expansion of information technologies and their application. For 
government credit programs, these developments bring both opportunities and challenges. Opportunities 
occur as federal credit agencies can now develop new risk management systems that might have been 
unavailable or unaffordable in the past. New technologies also bring challenges because the private sector 
can now increasingly apply its information capability to compete effectively to attract the more creditworthy 
borrowers from government programs.

This report highlights the fundamental tensions that federal credit programs face between doing good and doing 
well. On the one hand, the government provides support through loans and loan guarantees to borrowers who 
are not considered adequately served by commercial credit markets. On the other hand, the government cannot 
afford to lose large amounts of money by paying for an unacceptable number of defaults on federal loans.  

The report concludes with 10 recommendations for federal credit agencies, as well as several core lessons 
from research conducted for the study: (1) federal credit agencies must establish management information 
systems and risk monitoring systems; (2) the availability of positive models shows that this can be done;  
(3) effective risk management also requires processes to allow senior managers to review relevant informa-
tion and take action to deal with emerging risks; and (4) a sound statutory framework is needed to help 
many credit programs succeed. The report also includes case studies of promising practices in risk manage-
ment. Stanton concludes that federal credit programs have much to teach one another.

We trust that this report will be informative and useful to all public managers grappling to improve their 
credit programs and the risk management of those programs.  

Paul Lawrence Jonathan D. Breul 
Partner-in-Charge Partner and Senior Fellow 
IBM Center for The Business of Government IBM Center for The Business of Government 
paul.lawrence@us.ibm.com jonathan.d.breul@us.ibm.com
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E X E C U T I V E  S U M M A R Y

The past 10 years have brought a remarkable expan-
sion of information technologies and their applica-
tions. Each stage of the credit management cycle 
has benefited from the development of a broad array 
of approaches that are applied based on analysis  
of information databases. Competitive superiority  
is increasingly derived from the quality of informa-
tion management.

For government credit programs, these develop-
ments bring both opportunities and challenges. 
Opportunities occur as federal credit agencies 
develop risk management systems that might have 
been unavailable or unaffordable in the past. These 
risk management systems are based on improved 
business processes as well as the application of  
new technologies to those processes. New technolo-
gies also bring challenges because the private sector 
increasingly can apply its information superiority  
to compete effectively against government programs 
and to attract the more creditworthy borrowers  
from those programs. 

Credit is one in a range of tools that government 
may use to achieve public purposes. The U.S. gov-
ernment extends credit for a broad range of pur-
poses, from overseas activities to the needs of 
people caught in a disaster. The federal government 
in FY 2004 had $250 billion of direct loans and 
over $1.2 trillion of loan guarantees outstanding, 
especially to home buyers, farmers, and students. 
Over the past 20 to 30 years, the volume of federal 
loan guarantees has grown significantly, while the 
volume of direct loans outstanding has remained  
at a more constant level. With its emphasis upon 
up-front disclosure of the likely costs of credit, the 
Credit Reform Act has increased the financial 
accountability of credit programs. 

Several types of risk particularly affect federal credit 
programs. Two of the most important are operational 
risk and credit risk. Operational risk is the risk that the 
government agency may lose control over part or all of 
its program. The other major risk factor is credit risk—
that is, the chance that borrowers in a particular credit 
program will default in large numbers and thereby 
cause unacceptable losses. The third kind of risk is mar-
ket risk, such as competition from a private sector that 
is increasingly able to apply information-based pro-
cesses and technologies to attract the most creditworthy 
borrowers away from a government program. 

Perhaps the most important opportunities presented 
by information systems relate to the ability of federal 
credit managers to manage the operational risks in 
their programs. Promising practices here are the 
Executive Dashboard and Project Scorecards of the 
Office of Federal Student Aid (FSA) of the U.S. 
Department of Education, and the Asset Management 
System of the Export-Import Bank of the United States.

Increasing, widespread use of the Internet has helped 
to foster electronic processes for loan applications 
and loan origination. Here a promising practice is 
the E-Tran loan guaranty origination system of the 
Small Business Administration (SBA).

Information-based systems, utilizing reports from 
lenders and other information, allow federal credit 
agencies to monitor the state of their portfolios of 
guaranteed loans and to obtain early warning about 
lenders whose performance merits special attention. 
The SBA has developed a lender monitoring system 
that uses commercially available information to assess 
the agency’s portfolio of guaranteed business loans 
and to monitor lenders that participate in the pro-
gram. The SBA’s Office of Lender Oversight provides 
a promising practice in the way that it uses the infor-
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mation from its monitoring system to decide the fre-
quency with which lenders will be subject to reviews 
and to inform senior management about portfolio risks.  

For many years, many federal credit agencies,  
especially those serving housing, were unable to 
obtain significant recoveries from defaulted loans.  
A promising practice with considerable evidence  
of success is the Loss Mitigation Program of the 
Federal Housing Administration (FHA) Single Family 
Program. This program helps borrowers to avoid 
foreclosure and keep their homes and also saves 
money for the government.

At some point, a federal agency must ensure that 
defaulted loans are sent to collection. A promising 
practice is the Collections Group of the Department 
of Education’s Office of Federal Student Aid. Some 
federal programs may involve government loans or 
loan guarantees based on collateral such as a home 
or small business. When a borrower defaults, the 
collateral may come into government hands. An 
interagency promising practice is theHomeSales.gov 
common portal for sales of homes owned by the 
Department of Housing and Urban Development 
(HUD), Department of Veterans Affairs (VA), and 
Rural Housing Service (RHS) of the Department  
of Agriculture (USDA). 

The application of new technologies also poses a 
serious challenge to some federal credit programs, 
particularly to the single-family mortgage pro-
grams of the FHA and VA. In recent years, the con-
ventional mortgage market has attracted creditworthy 
borrowers who earlier might have sought an FHA or 
VA mortgage. Just 3.3 percent of home buyers took 
out an FHA-insured mortgage in 2004, down from 
almost 10 percent of mortgage originations in 1999. 
At the same time, the private mortgage market has 
been able to use new information-based systems  
to improve the credit quality of conventional mort-
gages compared to those insured by FHA. In 1986, 
FHA mortgages were 1.9 times more likely than 
conventional mortgages to become 90 days past 
due. By 2000, FHA mortgages were five times more 
likely than conventional mortgages to become 90 
days past due. This trend is unsustainable.

Each credit program is different, with different risks, 
risk management practices, and management struc-
tures. However, some recommendations arise from 

this survey of risk management and promising  
practices that credit agencies might wish to con-
sider adopting and adapting to the particular needs 
of their programs. The report contains the following 
recommendations:

1.  Develop a process to analyze pertinent informa-
tion about the nature and dimensions of risks of 
each loan program.

2.  Create a risk management office responsible for 
creating and overseeing effective risk management 
systems and for reporting important risk issues 
to top agency management. 

3.  After consultation with other federal agencies 
and the private sector, develop and maintain  
an effective portfolio risk-monitoring system.

4.  Require the risk management office to prepare 
regular and special reports concerning significant 
risk factors and the state of the program and 
portfolio. 

5.  Establish a credit committee or similar body, 
chaired by a top agency official, to review risk-
related information regularly and on special 
occasions.

6.  Review the ability of the agency to address major 
forms of risk that potentially could emerge. 

7.  Develop internal documents that spell out appro-
priate responses to different types and severity of 
risk problems.

8.  Make recommendations to the agency’s leader-
ship about new or amended regulations to deal 
with risk problems.

9.  Make recommendations to Congress about  
legislation that could help to fill gaps in the  
statutory framework. 

10.  Keep a continuing eye on market risk and con-
sider recommending to Congress appropriate 
changes in law and program structure.

Finally, a lesson of the promising practices in this 
report is that federal credit agencies have much to 
teach one another.
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The past 10 years have brought a remarkable 
expansion of information technologies and their 
applications. Each stage of the credit management 
cycle—loan origination, servicing, monitoring  
of lenders or other private parties, loss mitigation,  
and default management—has benefited from the 
development of a broad array of approaches that 
are applied based on analysis of information data-
bases. Competitive superiority is increasingly 
derived from the quality of information manage-
ment rather than other traditional factors such as 
the cost of funds.

For government credit programs, these develop-
ments bring both opportunities and challenges. 
Opportunities occur as federal credit agencies 
increasingly develop risk management systems  
that might have been unavailable or unaffordable  
in the past. These risk management systems often 
are based on improved business processes as well 
as the application of new technologies to those  
processes. New technologies also bring challenges 
because the private sector increasingly can apply  
its information superiority to compete effectively 
against government programs and to attract the 
more creditworthy borrowers from those programs. 

This report begins with a discussion of federal credit 
programs as tools of government, the establishment 
of credit budgeting, and the developments that have 
followed. This is followed by a discussion of risk 
management and the types of risk that a federal pro-
gram must manage. The next six sections review 
examples of promising practices and the kinds of 
major improvements made by federal credit agen-
cies in the application of information-based business 
processes to the management of their programs. 

Following that is an examination of the challenges 
posed by new information technologies and their appli-
cations, especially to federal programs in the residential 
mortgage market. The report concludes with lessons 
derived from the review of the challenges and opportu-
nities, and provides policy recommendations. 

Several core lessons emerge from this survey:

• To continue to succeed in the information age, 
federal credit agencies must establish manage-
ment information and risk monitoring systems.

• The availability of positive models among  
federal credit programs shows that this can  
be done effectively.

• Effective risk management also requires the 
establishment of processes to allow senior  
managers to review the relevant information 
and take action to deal with emerging risks.

• A sound statutory framework is needed to help 
many credit programs succeed. Credit agencies 
can use the information they gather from their 
systems and processes to make a good case for 
statutory improvements. 

Introduction
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AMR group:  The Asset Monitoring and Restructuring 
group of the Export-Import Bank of the 
United States

CCC:  Commodity Credit Corporation

CFO:  Chief Financial Officer

ExIm Bank:  The Export-Import Bank of the United States

FHA:  Federal Housing Administration

FSA: Office of Federal Student Aid of  
the U.S. Department of Education

FY: Federal Fiscal Year, which runs from 
October 1 to the following September 30

HR:  A loss mitigation technique that involves  
retaining the borrower’s home

HUD:  Department of Housing and Urban 
Development

LM:  FHA’s Loss Mitigation program

LMPA:  Loss Mitigation Performance Analysis score 
of the FHA’s Loss Mitigation Program

MBA:  Mortgage Bankers Association of America

NHR:  A loss mitigation technique that does not 
involve retaining the borrower’s home

OLO:  Office of Lender Oversight of the Small 
Business Administration

OMB:  Office of Management and Budget

RHS:  Rural Housing Service of the U.S. 
Department of Agriculture

SBA:  Small Business Administration

TRS: Tier Ranking System of the FHA’s Loss 
Mitigation Program

VA:  Department of Veterans Affairs

USDA:  U.S. Department of Agriculture

XML:  eXtensible Markup Language
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The Size and Scope of Federal Credit 
Programs
The federal government provides loans or loan guar-
antees as a way to encourage funding for borrowers 
or activities that are considered important. Credit 
is one of a range of tools that government may use 
to achieve public purposes.1 As with the other tools 
of government, credit programs must be carefully 
matched with the public purposes that they are sup-
posed to serve. The U.S. government extends credit 
for a broad range of purposes, from overseas activities 
to the needs of people caught in a disaster. In appro-
priate circumstances, it can be extremely effective 
to extend government credit to borrowers who are 
capable of using the funds and then repaying their 
debt obligations; by contrast, provision of credit to 
borrowers who are not creditworthy can be costly 
both to the government that must take the losses on 
the defaulted loans and to the borrowers themselves. 

Table 1 on page 10 presents an overview of federal 
direct loan and loan guarantee programs for fiscal 
years 1999 and 2004. As can be seen from the table, 
the bulk of credit programs serve constituencies  
in housing (Federal Housing Administration [FHA], 
Department of Veterans Affairs [VA], and rural housing), 
education (direct and guaranteed student loans), and 
agriculture (Farm Service Agency and rural programs).

The federal government borrows money to fund 
direct loans and provides loan guarantees that 
are backed by the full faith and credit of the U.S. 
Treasury. Given the financial strength of the U.S. 
government, the federal government thus can main-
tain very large direct loan and loan guarantee pro-

grams. Table 1 shows that the federal government in 
FY 2004 had $250 billion of direct loans and over 
$1.2 trillion of loan guarantees outstanding, espe-
cially to home buyers, farmers, and students.

Figure 1 on page 11 shows the volume of federal 
direct loans and loan guarantees outstanding in 
recent decades. Over the past 20 to 30 years, the 
volume of federal loan guarantees has grown signifi-
cantly, while the volume of direct loans outstanding 
has remained at a more constant level. 

Figure 1 captures several trends. First, starting in the 
late 1960s, the government greatly expanded federal 
credit programs. The federal government responded 
to urban unrest with new FHA mortgage insurance 
programs, both for single-family homes and for apart-
ment buildings. Many of these programs involved 
heavily subsidized interest rates, as a way of helping 
to lower housing costs for low-income home buyers 
and renters. The government created the guaranteed 
student loan program in 1965 and greatly expanded 
its coverage in subsequent years. Credit programs  
of the Farmers Home Administration (now succeeded  
by the Rural Housing Service) multiplied sixfold in 
outstanding volume between 1973 and 1984, to  
$61 billion. This resulted from more generous loan 
terms and also from an expansion of the types of loan 
program that the agency offered.

With the advent of the Reagan administration, the 
federal government began a serious effort to curtail 
domestic budget resources. Figure 1 shows how, for 
federal credit programs, budget constraints caused a 
shift to loan guarantees rather than a constriction in 
the actual volume of credit outstanding.

Credit as a “Tool” of Government
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Program Outstanding FY 1999 Outstanding FY 2004

DIRECT LOANS

Federal Student Loan Programs 65 107

Farm Service Agency (excluding CCC), Rural 
Development, Rural Housing

45 43

Rural Utilities Service and Rural Telephone Bank 29 32

Housing and Urban Development 14 13

Agency for International Development 11 8

Public Law 480 11 9

Export-Import Bank 12 11

Commodity Credit Corporation 7 7

Federal Communications Commission 8 4

Disaster Assistance 7 3

Other Direct Loans 22 13

Subtotal: Direct Loans 234 250

LOAN GUARANTEES

FHA Mutual Mortgage Insurance Fund 411 384

VA Mortgage 221 351

Federal Family Education Loan Program 127 245

FHA General/Special Risk Insurance Fund 93 91

Small Business 39 57

Export-Import Bank 25 36

International Assistance 19 21

Farm Service Agency and Rural Housing 17 24

Other Loan Guarantees 23 23

Subtotal: Loan Guarantees 976 1,232

TOTAL LOANS AND LOAN GUARANTEES 1,210 1,482

Table 1: Federal Credit Programs (Outstanding Loans and Loan Guarantees, in Billions of Dollars)

Source: Office of Management and Budget, Executive Office of the President, Analytical Perspectives, Budget of the United States 
Government, Fiscal Year 2001, Table 8-1, p. 208 (February 2000), and Analytical Perspectives, Budget of the United States Government, 
Fiscal Year 2006, Table 7-1, p. 109 (February 2005). The totals exclude double counting such as when Ginnie Mae guarantees securities 
backed by pools of FHA, VA, or RHS loans.
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The Importance of Credit Budgeting 
Before the enactment and implementation of the 
Credit Reform Act of 1990, the government budgeted 
for direct loans as if they were cash outlays for the 
full loan amount in the year that the loan was dis-
bursed. The government then scored loan repayments 
as budget receipts in the year that the government 
received them. 

By contrast, loan guarantees were virtually unchecked 
by the budget process. The government did not 
score loan guarantees when they were issued; 
rather, the government scored the amount of a claim 
on the guarantee in the year that an agency actu-
ally paid off a lender in response to a default on the 
guaranteed loan. 

In this distorted budget context, budget constraints 
in the mid-1980s led congressional policy makers 
simply to shift the form of federal credit from direct 
loans to loan guarantees. The volume of outstand-
ing loan guarantees rose while the volume of direct 
loans declined. 

The Credit Reform Act changed budget scoring for 
credit programs. The government now accounts for 
both direct and guaranteed loans by calculating 
the present value of expected future outlays to pay 
for all of the direct or guaranteed loans that are 
originated under a particular federal program for 
each fiscal year. In general terms, for a direct loan 

program, the present value calculation is the outlay 
of federal funds to make the loans in a fiscal year 
minus the present value of repayments of that cohort 
of loans and any program fees or other returns to 
the government, including recoveries on any of those 
loans that default. For a guaranteed loan program, 
the present value calculation is the amount of money 
the government pays out for claims for defaulted loans 
minus any program fees or other returns to the gov-
ernment on the cohort. 

In other words, if a credit program makes $1,000 
in direct loans in a fiscal year and later receives 
repayments, fees, and recoveries amounting to $900 
(on a present-value basis), then the program has 
a credit subsidy of 10 percent. For a guaranteed 
loan program, the calculation is similar. If a credit 
program guarantees $1,000 of loans in a fiscal 
year and claims from defaults, net of any fees the 
government may collect, amount to $100, then the 
credit subsidy is 10 percent. To extend that $1,000 
in direct loans or loan guarantees, a program with a 
10 percent subsidy rate requires an appropriation for 
the $100 that will not be returned when those loans 
have been paid off or defaulted, as the case may be.

The major costs for any federal credit program 
involve the costs of defaulted loans and the costs 
of any interest rate subsidies that the government 
may provide to reduce the borrowing costs for a 
federal loan program. Interest rate subsidies turn out 
to be especially expensive for some programs. Also 

Figure 1: Face Value of Federal Credit Outstanding (FY 1970 to FY 2005)

Source: Budget of the United States Government: Analytical Perspectives, Fiscal Year 2006, Chart 7-2, p. 108 (February 2005)
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expensive are favorable loan terms such as the loan 
deferral or loan forgiveness features of federal student 
loan programs. 

Credit budgeting has helped to place direct loan 
programs and loan guarantees on a more equal 
footing. However, the budget treatment is not com-
pletely equal. The credit subsidy does not include 
the costs of administering a credit program; those 
costs are budgeted separately each year. Because 
it costs a government agency more to administer 
a direct loan program than a guaranteed loan pro-
gram, guaranteed loans often may be favored in 
their budget treatment. 

With some exceptions such as the direct student 
loan program, Congress has tended to use direct 
loan programs to serve less creditworthy borrowers 
and to authorize guaranteed loan programs for the 
more creditworthy eligible borrowers. Figure 1 shows 
how loan guarantees have continued to expand, 
compared to federal direct loans, despite the estab-
lishment of credit budgeting.

With its emphasis upon up-front disclosure of the 
likely costs of credit, the Credit Reform Act has 
increased the financial accountability of credit pro-
grams. The new budget treatment creates an incen-
tive for policy makers to avoid program elements 
that could cause high default rates. Another con-
sequence is the creation of an incentive to provide 
unsubsidized credit so that scarce budget resources 
can serve a greater number of constituents than 
could be served through heavily subsidized credit. 
To take the example used above, if a federal agency 
can reduce its credit subsidy from 10 percent to  
5 percent, then a given level of appropriations will 
fund twice as many loans or loan guarantees.

Thus, in the past the federal government often  
provided subsidized interest rates to borrowers. 
Today the government provides an increasing 
proportion of its credit at unsubsidized, that is, 
near-market, rates of interest, thereby allowing 
limited budget dollars to extend much farther. 
Also, increased federal attention to reducing the 
incidence of defaults—for example, by exclud-
ing schools with high default rates from eligibility 
to participate in the student loan program—also 
reduces the amount of subsidy involved in provid-
ing these increasing volumes of federal credit.

Loan guarantees rather than direct loans have tended 
to benefit from these trends. Private financial institu-
tions are a powerful constituency that favors loan 
guarantees because of the fees and interest income 
that a lender can earn from a federally guaranteed 
loan and the way that a lender can use the federal 
loan to nurture a borrower relationship (for example, 
a student who later may take out a consumer loan or 
home mortgage from the bank). Lenders have wel-
comed the increase in volume of outstanding federal 
loan guarantees and also may welcome the growth 
in borrowing at less subsidized interest rates.

Indeed, some of the most successful federal pro-
grams have involved extensions of unsubsidized 
credit for new types of loans. FHA single-family 
mortgage insurance originally involved the creation 
of the 30-year self-amortizing mortgage to allow 
borrowers to obtain long-term funding for their 
homes. The 30-year FHA mortgage replaced the 
earlier form of financing, through a balloon mort-
gage that the homeowner was required to refinance 
every few years. The successful experience of FHA 
mortgage insurance over several decades permitted 
the development of a private mortgage insurance 
industry to take similar kinds of risks with 30-year 
mortgages. The Export-Import Bank and Overseas 
Private Investment Corporation similarly tend to lead 
the private market by providing longer-term financ-
ing, compared to the private commercial market, for 
exports and investments, respectively, for borrowers 
in particular countries. The expectation is that the 
private sector may follow as those countries become 
more developed economically.
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Risk Management as the Key  
to a Successful Credit Program

The Tension in Federal Credit 
Programs
It is not easy for government to provide credit 
effectively. Programs must be carefully managed to 
limit risk. Credit programs have an inherent tension 
between the initial provision of credit to borrowers, 
which can be very automatic, and the much greater 
effort that may be required to collect on loans 
once they have been made or guaranteed. Credit 
programs must manage the tension between doing 
good—providing funds for favored constituencies 
and purposes—and doing well—avoiding unaccept-
ably high costs from defaults.

The provision of credit tends to occur quite auto-
matically once borrowers establish their eligibility. 
When a credit program is an entitlement, borrowers 
merely need to establish their eligibility to receive 
the loans for which they qualify. Thus, eligible stu-
dents at eligible educational institutions, as the law 
defines eligibility, can receive federal direct stu-
dent loans from their schools or federal guaranteed 
student loans from an eligible lender, as the case 
may be. Veterans may apply to a mortgage lender 
to receive VA guaranteed home loans once they 
establish their eligibility. When a credit program is 
an entitlement, Congress has created a permanent 
indefinite appropriation to ensure the government 
will in fact fund all direct or guaranteed loans for 
eligible borrowers.

When a credit program is not an entitlement, eli-
gible borrowers will receive direct or guaranteed 
loans only if money has been appropriated to fund 
the particular program for which they are applying. 
This can create queues in some programs toward 

the end of a fiscal year, in the event that Congress 
has not appropriated enough money to provide the 
volume of direct loans or loan guarantees that the 
market demands during the fiscal year.

Thus, so long as the funding is available, the provi-
sion of credit through direct loans or loan guaran-
tees is fairly easy to implement. By contrast, the 
collecting on loans and avoidance of defaults on 
direct loans or loan guarantees is far less automatic, 
and can be difficult for a federal credit agency. The 
government has had to make a substantial effort to 
collect on defaulted direct and guaranteed loans.

The world of finance is filled with water metaphors, 
such as the term insolvency, and a water metaphor 
is appropriate here. In providing direct or guaran-
teed loans, the government finds that credit flows 
easily downhill from the federal source to lenders 
and borrowers. By contrast, much more effort is 
required to make the water flow back uphill and to 
ensure that borrowers replenish the federal supply 
by making complete repayments on their loans. 

Credit budgeting has had a salutary effect on risk 
management for many federal loan guarantee pro-
grams. Lenders may be concerned that limited fed-
eral appropriations may limit the number of loans 
that may be originated under some loan guarantee 
programs. The arithmetic of credit budgeting means 
that a reduction in the default rate on government-
guaranteed loans can reduce the credit-subsidy 
estimate for that program. Conversely, an increase 
in loan defaults can increase the credit subsidy, 
thereby reducing the number of loans that can be 
supported by a given level of appropriated funds. 
To expand the number of guaranteed loans they can 
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make, lenders have an interest in limiting program 
losses from defaults that could have been avoided 
with improved financial management.

For example, the Small Business Administration 
(SBA) met with a range of lender representatives 
before it created the Office of Lender Oversight (for 
a more detailed discussion, see the section “Risk 
Management: Lender Monitoring,” beginning on 
page 22). These people generally were pleased that 
the office would help monitor lenders who had 
exceptionally high rates of default on their SBA 
loans. By eliminating high-default lenders, SBA 
would be helping to reduce the subsidy estimates 
for its business loan programs so that average lend-
ers with more reasonable default rates would not be 
penalized in their access to the SBA to make their 
loans. The lender community had no objection to 
the creation of SBA’s Office of Lender Oversight, as 
long as it was concentrating its efforts on the minor-
ity of low-performing lenders that otherwise might 
make the program more expensive and less accessi-
ble for everyone else.

Limiting the Risk in Federal Credit 
Programs
Three types of risk particularly affect federal credit 
programs: operational risk, credit risk, and market 
risk. Two of the most important are operational risk 
and credit risk. Operational risk is the risk that the 
government agency may lose control over part or all 
of its program. For direct loan programs, operational 
risk involves the risk of improperly originating, ser-
vicing, or collecting on a federal loan. For guaranteed 
loan programs, operational risk involves the risk that 
lenders who originate and service guaranteed loans 
do so poorly. Operational risk also involves the chance 
that either a lender or the government, as the case 
may be, will fail to collect properly on loans that may 
default. Limitations in a program’s statutory frame-
work sometimes can increase the likelihood of oper-
ational risk in a federal program.

Operational risk is a factor in any loan program, 
whether for lending in the private sector or in a gov-
ernment program. However, operational risk may be 
more difficult to manage for government. Often the 
government program involves extending credit to 
borrowers who are not as demonstrably creditwor-

thy as borrowers who take out private consumer or 
commercial loans. For example, one of the justifica-
tions for the federal student loan program is the fact 
that students may need to borrow thousands of  
dollars for their schooling before they have estab-
lished the credit history that allows the private mar-
ket to score its borrowers so effectively. Similarly, 
many small businesses may need start-up loans 
before they have established themselves and their 
creditworthiness. Such a lack of information can 
reduce the benefits of credit scoring and loan scor-
ing that have been so effective for private lenders. 
Instead, the government must also use other opera-
tional measures to limit the risk of its programs.

The other major risk factor is credit risk, namely,  
the chance that borrowers in a particular credit  
program will default in large numbers and thereby 
cause unacceptable losses. Again, government  
agencies face greater difficulties in this regard than 
private lenders do. 

Government programs usually are intended to  
complement, rather than compete directly with, the 
private sector. That means that programs such as the 
SBA’s section 7(a) business loan program require that 
their borrowers be turned down for nongovernment 
loans before they become eligible to take out a gov-
ernment loan. Alternatively, government programs such 
as the FHA single-family mortgage program may involve 
greater fees or longer processing times than borrowers 
face if they take out a conventional loan instead. 

It is much harder to underwrite a loan to borrowers 
who cannot or do not wish to avail themselves of a 
private sector loan than it is to underwrite a comparable 
loan in the private sector. This is especially true if the 
borrowers in the government program cannot provide 
adequate information about their creditworthiness. 

Despite these difficulties, the record of federal credit 
agencies in recent years generally has been one of 
increasing success at managing both the operational 
and credit risks inherent in their programs. A major 
reason, besides the changed incentives created by 
credit reform, has been the increased availability of 
information-based practices and technology systems 
that federal agencies have been able to apply to 
management of their programs.
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The third kind of risk might be called market risk.2 
This can be difficult for credit agencies to detect 
and address because it involves factors beyond their 
direct control. One form of market risk is competi-
tion from a private sector that is increasingly able to 
apply information-based processes and technologies 
to attract the most creditworthy borrowers away from 
a government program. Another form is a change in 
the economy that reduces the number of eligible bor-
rowers for a federal program or otherwise limits the 
public purposes that a program is supposed to serve. 
A number of rural credit programs come to mind in 
this regard. Often the only remedy for market risk, 
if it is detected and addressed in time, is a change 
to the statutory structure of a federal credit program 
to enable managers to limit their losses or otherwise 
adjust the nature of their programs. 

The next six sections offer promising practices, 
culled from a large number of agency practices that 
are worthy of recognition, that show how federal 
agencies have used information-based systems and 
processes to address both operational risk and credit 
risk in their programs.3 
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Perhaps the most important opportunities presented 
by information systems relate to the ability of federal 
credit managers to manage the risks in their programs. 
In the private sector, lenders or financial guarantee 
firms establish an appropriate risk management envi-
ronment through use of a credit committee of senior 
management to ensure that appropriate policies are in 
place and that the institution is following those poli-
cies. One leading private mortgage insurance com-
pany, for example, utilizes a senior management 
committee, backed up by quarterly reviews to ensure 
that (1) the company’s portfolio performance reflects 
the anticipated parameters, or (2) corrective actions 
have been taken to address unforeseen problems. 
Managers understand that they must act to deal with 
problems as soon as possible because the state of the 
relevant portfolio or product performance indicators 
will be reviewed as a part of the quarterly review. 

Technology is an important tool in management’s 
oversight of its risk exposure. An increasing number  
of firms maintain a “digital cockpit,” also called an 
electronic dashboard, to allow access by senior man-
agers at any time to screens that indicate credit quality 
and other metrics, both by customer and by product. 
It is the combination of a sound process for manage-
ment oversight, backed by appropriate information 
technologies, that makes these companies effective  
at managing their credit and operations risks.

In the federal government, at least two federal agen-
cies display useful examples of this approach. One, 
the Office of Federal Student Aid (FSA) of the U.S. 
Department of Education, involves an immense pro-
gram, including oversight of some $107 billion of 
direct and $245 billion of guaranteed student loans  
in FY 2004. The other, the Export-Import Bank of the 
United States (ExIm Bank), involves outstanding loans 

or loan guarantees totaling $47 billion in FY 2004. 
While individual student loans are smaller in amount 
and tend to fall into fairly standard patterns, ExIm 
Bank loans tend to be large and to differ in significant 
respects from one another. The application of effective 
management information systems for two such differ-
ent programs shows that this is indeed a promising 
practice for federal credit agencies generally.

Promising Practice: The Executive 
Dashboard and Project Scorecards  
of the Office of Federal Student Aid  
of the U.S. Department of Education
The practice. FSA inaugurated its Executive 
Dashboard in the summer of 2003. The FSA group 
that administers the dashboard, the Enterprise 
Performance Management Services Group, took per-
haps two to three months to get the project started. 
The group began with a one-page summary of key 
program performance indicators, which soon grew 
into a several-page report as managers sought to be 
informed about additional indicators. 

The dashboard report appears weekly. The group pub-
lishes the dashboard each Thursday on the agency’s 
internal website as the basis for discussion at the 
Monday meeting of the FSA’s Management Council, 
which includes the chief operating officer and her top 
managers. If all indicators seem to be moving in 
expected and positive directions, the discussion might 
last only 15 minutes or so, to hit some of the high-
lights. If the indicators reveal disturbing or unex-
plained trends, the discussion can go much longer, 
and may result in requests for more information. FSA 
officials in each of the agency’s operating areas, or 
business units, also utilize the reports. 

Risk Management:  
Management Oversight
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Key dashboard performance indicators relate to loan 
applications (for example, the percentage of applica-
tions that are submitted electronically rather than on 
paper), program disbursements, direct loan servicing 
(for example, the percentage delinquent more than 
31 days), loan consolidation activity, collections, 
accounting and program management, budget, proj-
ect status (a summary of the number in each status 
category, for example, those coded green, yellow, or 
red), overdue control mail, call-center performance, 
and status of internal audits. 

FSA reports that producing the dashboard has 
required refinement of data elements and standard-
ization of definitions. Each business unit produces the 
data for the part of the dashboard report that relates 
to its performance. The compilation of the data each 
week helps program managers to detect issues of per-
formance quality or data quality in each of the sub-
areas that they aggregate for the report. Program 
managers also add notes to explain anomalies in 
their reported information. The head of the FSA 
Enterprise Performance Management Services Group 
reports that, in addition to the time spent by manag-
ers in the separate business units, his office spends 
perhaps one person-day a week preparing the dash-
board report, plus clerical help.

One other FSA performance report also deserves 
mention. This is the monthly project scorecard, 
which provides management with easy-to-read indi-
cators of schedule, cost, quality, scope, and the 
elapsed time compared to the period of performance 
specified in a contract. (FSA administers most of its 
work through contractors.) Each performance cate-
gory is scored with a green, yellow, or red indicator 
of the degree of risk in terms of schedule to comple-
tion, cost, and other issues. A second page of the 
scorecard goes into more detail, including major 
issues, corrective actions taken, needed management 
support, accomplishments over the past month, and 
activities upcoming over the next month, along with 
information about the responsible officials, business 
unit, and contractor. 

Similar to the Executive Dashboard, FSA managers 
actively use the project scorecard as a management 
tool. Project scorecards are considered as part of the 
weekly meetings of the FSA Investment Committee, 
which is also chaired by the chief operating officer 
and attended by senior FSA managers. The Investment 

Committee hears requests for approval to spend 
money that has already been budgeted for the fiscal 
year. The committee also reserves time at each meet-
ing to review scorecards of approved projects and 
review the status of each ongoing project at least 
quarterly. As a result of the review, the committee 
may allocate support to a troubled project or other-
wise help project managers to deal with problems. 
The committee’s meetings are open to FSA managers 
generally. Project managers gain an incentive to 
report accurately on their scorecards because of the 
likelihood that senior FSA managers will ask ques-
tions and raise issues that could reveal inaccuracies.

Next steps. FSA has just created a risk analysis unit 
within the Enterprise Performance Management 
Services Group. This group will identify areas of risk 
and investigate data anomalies, with a special focus 
on identifying areas of fraud, waste, or abuse in the 
program. The risk analysis unit is not yet looking at 
issues of program design or external factors affecting 
the success of FSA programs, although these may 
become areas of interest in future years. One likely 
result of the activities of the new group may be the 
addition of data elements to the Executive 
Dashboard that better highlight relevant risk factors. 
One wonders whether FSA would find it useful to 
add a one-page cover sheet to each weekly report 
that flags the most important information, as a way 
to return to the original concept of the dashboard. 

Promising Practice: The Asset 
Management System of the Export-
Import Bank of the United States
The practice. The ExIm Bank’s Asset Management 
System tracks all loan activity starting once the ExIm 
Board of Directors approves a loan. The system is 
managed by the Asset Monitoring and Restructuring 
group (AMR group) of the Asset Management 
Division of the bank. Members of the division add 
information to the loan file on any analyses they 
perform, any contacts with the borrowers, any trips 
overseas to inspect the status of funded projects, any 
change in risk rating of a loan or borrower, changes 
in loan terms negotiated with the borrower, and  
virtually any other changing circumstances with 
respect to an outstanding loan. The group makes 
these additions promptly after the activity or change 
in status occurs. 
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The critical importance of the Asset Management 
System is that it maintains all portfolio data in a sin-
gle place. The system interfaces with other bank sys-
tems such as the document management system 
(where the legal documents on a loan are main-
tained) and the bank’s systems that record the pay-
ment history of loans and loan guarantees.

The AMR group adds all information to the Asset 
Management System starting with information from 
the documents backing an approved loan. The sys-
tem is available throughout the ExIm Bank so that 
people in other units—for example, senior manage-
ment or the people who originated a loan—can fol-
low changes in the portfolio or in a single loan’s 
status over time. Initially the system produced quar-
terly risk assessment reports on the entire loan port-
folio. However, the system now produces portfolio 
reports twice a year, which seems to represent a 
more appropriate interval. 

Loans that exhibit declining credit quality—for 
example, because of a drop in the risk rating of a 
particular borrower or of the country where the loan 
has been made—may be placed on credit watch sta-
tus. Credit risk is assessed by reviewing expected 
future cash flows from a loan, with a 12-month time 
horizon, and issues of credit quality such as the 
emergence of new competition for a borrower. Any 
downgrade or upgrade of a loan triggers an e-mail 
report to the chief financial officer (CFO), deputy 
CFO, and the person who originated the loan for  
the bank. The system generates exception reports  
on loans falling outside of expected parameters as 
well as quarterly reports to the CFO. 

One of the benefits of the system is the richness of 
insight that it can provide about why a loan is facing 
a decline in credit quality. An ExIm Bank official 
reports that the experience of generating a compos-
ite portfolio report has helped to catch problem 
loans earlier and generally to ask more of the right 
questions about potential issues. 

The Asset Management Division began working on 
the system in 2000 and took delivery in March 
2002. As occurred with the Executive Dashboard  
of the Office of Federal Student Aid, the issue of 
data definition was important in helping to ensure 
the quality of the ExIm Bank system and its reports. 

Here the key questions revolved around factors 
relating to the credit quality of loans. The people 
who originated loans at the bank did not want to be 
surprised by a credit downgrade that might occur as 
early as six months after the board approved a loan. 
This led to a process of collaboration between the 
unit of the bank that originates loans and the AMR 
group, so that both offices could come to agreement 
about the likely credit quality of the loan at the  
time of origination. The result of this collaboration  
is that ExIm Bank officials who originate loans now 
apply the definitions that are used for the Asset 
Management System when they rate the risk on their 
new loans and generally come to the same risk 
assessments. That means that loans can be struc-
tured appropriately to address risk concerns at the 
time of origination rather than only afterwards. 

Next steps. The Asset Monitoring and Restructuring 
group is considering establishing a brief report, per-
haps one or two pages in length, which summarizes 
the status of the loan portfolio for ExIm Bank senior 
managers. This would accompany the longer semi-
annual portfolio report that the group currently gen-
erates. Another question is whether the inputting  
of data could be made easier by performing more  
of the task at the time the loan is being developed 
rather than only after board approval. These issues 
are currently under consideration. 

Lessons Learned 
While the FSA Executive Dashboard and project 
scorecard, and the ExIm Bank Asset Management 
System all are different in their purposes, they  
provide useful insights about the development  
of management information systems:

1.  These systems are management tools. Each of 
these systems is responsible for generating infor-
mation that top management needs. They add 
considerable value compared to the cost of 
building and maintaining the system. 

2.  Information quality is important. Management 
will use the information to make decisions. 
Because the information will be used in actual 
business decisions, prompt feedback is available 
from a variety of users to help detect inaccura-
cies, to correct them, and to improve the pro-
cesses that generated the information.
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3.  One office is responsible for maintaining a sys-
tem and ensuring its quality. On the other hand, 
that office does not work alone. Collaboration 
with other business units ensures that the system 
continues to evolve to meet the agency’s needs. 

4.  These systems interface with those of other busi-
ness units. The Executive Dashboard depends 
on data generated by other FSA units. The ExIm 
Bank Asset Management System accesses data 
from a number of other systems of the bank. Yet, 
it was possible in each case to build a new sys-
tem without disrupting the other systems.

5.  These are simple systems. In FSA, management 
determined that its information needs were not 
being adequately met and devised the new 
dashboard and scorecards to meet those needs. 
In the case of the ExIm Bank, an official coming 
from the private sector determined that there 
was a gap among the existing ExIm Bank sys-
tems and knew how that gap could be filled 
with minimal disruption. 
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Risk Management: Loan Origination 

Increasing widespread use of the Internet has helped 
to foster electronic processes for loan applications 
and loan origination. In particular, large lenders 
have developed electronic systems to manage their 
loan portfolios from the time of origination to the 
end of a loan. Federal agencies such as the Small 
Business Administration need to make their pro-
cesses electronic and compatible with the electronic 
processes of their participating lenders, both to keep 
transaction costs down and to encourage participa-
tion in their credit programs. Electronic loan origina-
tion also improves the quality of the data that SBA 
uses to manage the risk in the agency’s portfolio  
of loan guarantees.

Promising Practice: The E-Tran Loan 
Guaranty Origination System of the 
Small Business Administration
The business loan programs of the Small Business 
Administration have been evolving over time. Today, 
over half of all SBA-guaranteed business loans—the 
so-called Section 7(a) program, named after the sec-
tion of the Small Business Act that authorizes the 
program—are processed through a channel known as 
SBA Express. SBA Express reduces the documentation 
that otherwise would be required for a Section 7(a) 
lender and, in return, requires the lender to accept a 
50 percent share of the risk on the guaranteed loan. 
This is a much higher percentage of risk than lenders 
take on the traditional Section 7(a) program. 

The practice. The SBA traditionally has received 
loan origination requests by fax. Lenders fax the 
borrower’s information to the SBA, and a clerk enters 
the information into a database and requests a loan 
number. The SBA then faxes a loan number back out 
to the lender. This process takes approximately 24 

hours to complete. Although SBA performs limited 
validation checks on the information, it is possible for 
the SBA to generate a loan number to permit a lender 
to obtain the SBA’s guarantee even if the application 
contains incorrect information.

E-Tran greatly streamlines this process. Lenders enter 
information electronically. Edit checks help to catch 
erroneous information at an early stage. Once SBA 
receives the application, the E-Tran system checks  
for completeness and accuracy, checks for availability 
of the guarantee within the SBA’s credit budget, and 
allows the SBA to respond in minutes with an SBA 
loan number that signifies approval of the request for 
the agency’s guarantee. Information from approved 
loans is transmitted to SBA’s mainframe systems. 

E-Tran is also a lender reporting system. It allows 
lenders to use E-Tran documentation to extract the 
information from their systems that is required to be 
reported to SBA. SBA staff use this information both 
to monitor the portfolio of SBA loans of each lender 
and to monitor the SBA Express guaranteed loan  
portfolio as a whole. 

SBA provides lenders with several electronic options:

• A web page where lenders can enter loan infor-
mation for single loans 

• A secure website capable of accepting multiple 
applications simultaneously via an XML (eXtensible 
Markup Language) file transfer 

• Access to software intermediaries that include  
E-Tran loan submission capability in the services 
that they provide to lenders
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These alternatives allow each type of lender, small or 
large, to select the form of E-Tran access that is most 
appropriate for its business needs. The provision of  
E-Tran’s specifications to software vendors has 
allowed them to include E-Tran in the suite of prod-
ucts and services they offer to lenders. Vendors 
have produced software that contains the necessary 
forms that lenders need to originate SBA loans. This 
documentation software resides on lenders’ desktop 
computers and facilitates standardized document 
preparation and transmission to the SBA. This is 
helpful because it allows E-Tran applications to be 
integrated into the processes that the lender uses to 
manage its larger loan portfolio, including loans that 
may not be SBA guaranteed. 

SBA officials note several advantages to using ven-
dors to facilitate the E-Tran loan origination process. 
Because many lenders use the services of such 
vendors, SBA can use them as a channel to help dis-
seminate changes in documentation or policies so 
that lenders remain current on any SBA-mandated 
changes. This saves the SBA time and money in noti-
fying its large pool of lenders.

One hundred and fifty-five lenders currently have 
signed on to originate loans via E-Tran. Many of these 
lenders have reported enthusiastically back to SBA  
on the benefits of the new process, especially because 
of the ability they gain from E-Tran to originate SBA 
loans quickly and to increase their volume of SBA 
lending without increasing labor costs.

Next steps. SBA worked with lenders for over two 
years to develop E-Tran, first as a pilot and now as a 
full-fledged program. SBA is expanding the scope of 
E-Tran and plans to make it available for applications 
from lenders participating in the traditional Section 
7(a) business loan program and, eventually, to par-
ticipants in the SBA’s Section 504 program, which 
permits small businesses to finance major assets such 
as land and buildings.

The SBA also has embarked on a multi-year project 
to standardize the data elements associated with 
E-Tran. Standardizing of data elements allows the 
SBA to publish a single XML data dictionary for E-
Tran, which helps the SBA maintain strict guidelines 
regarding how lenders define terms and report them. 
SBA has done this in close collaboration with indus-
try users. The benefit of the XML language is that it 

permits documents to be shared on the Internet in 
a manner that allows for data exchange across plat-
forms and applications. It is likely that the financial 
industry will widely adopt XML as a means to format 
data for exchange. The SBA’s largest lenders would 
potentially realize the greatest benefit from using 
XML technology, because XML facilitates economies 
of scale and a significant increase in the volume of 
file transfers between lenders and the SBA. 

Because of the SBA focus on promoting lender par-
ticipation in SBA programs and the large number of 
lenders who originate only a handful of SBA loans, 
the SBA has no plans to require lenders to adopt 
electronic filing. 

Lessons Learned 
The SBA’s E-Tran system provides a number of useful 
lessons for other agencies:

1.  Users can make an important contribution to the 
design of a system. In the E-Tran case, SBA was 
careful to work with the lending community to 
determine what kind of system would best fit with 
the lenders’ own systems.

2. Systems are easier to adopt if they accommodate 
user needs. The SBA is not ready to require that 
lenders use an electronic system for obtaining 
their loan guarantees. Instead, SBA has provided 
three different options for lenders to use the sys-
tem, including making the E-Tran software avail-
able to vendors who serve the community of 
lenders who make SBA loans. 

3.  Piloting can be an important aspect of system 
development. SBA used the pilot phase not only 
to work out kinks in E-Tran, but also to establish 
a track record that it could use to show SBA lend-
ers the benefits and ease of use of the system.

4.  Data definitions should be standardized. This is 
a recurring theme across federal agencies’ infor-
mation systems. Standardizing the data definitions 
for E-Tran will allow SBA to use XML to pull 
lender data from E-Tran into its larger portfolio 
monitoring system without suffering a degrada-
tion of data quality because of the input from 
many different users.  
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Risk Management: Lender Monitoring

When a federal agency provides a government guaran-
tee of a loan, this changes the incentives of the lender 
that makes that loan. Economists call this phenom-
enon “moral hazard.” Because the government bears 
some or all of the risk of default, the lender loses the 
incentive to originate and service the loan with the 
same care that it would use if its own money were 
entirely at stake. In the first year or two after originat-
ing a loan, the lender may gain enough income from 
fees and interest charges that it becomes indiffer-
ent to the risk of later default. After taking losses in 
many programs, federal credit agencies are devoting 
increased resources to monitoring the performance 
of lenders who participate in their programs. Ginnie 
Mae has been a leader in developing lender monitor-
ing systems, starting in the early 1990s and continuing 
today with its Ginnie Mae Portfolio Analysis Database 
System (GPADS).4 Other federal credit agencies have 
also developed lender monitoring systems tailored to 
the laws that define their particular programs.

Promising Practice: The Lender 
Monitoring System of the Small 
Business Administration’s Office of 
Lender Oversight
The Small Business Administration makes loans to 
small businesses that are unable to obtain credit on 
comparable terms from the private financial market. In 
order to maintain its lending program within the limits 
of the subsidy estimates of the agency’s credit budget, 
the SBA must be proactive in monitoring its guaran-
teed loan portfolio and the performance of the lenders 
participating in SBA’s business loan programs. This is 
especially important for the main SBA loan guarantee 
program—the section 7(a) program, which has been 
budgeted for a zero credit subsidy starting in FY 2005.

The practice. In 1999, the SBA created its Office of 
Lender Oversight (OLO) to institutionalize the risk 
management function within the agency. OLO is 
responsible for overseeing lenders that participate 
in SBA section 7(a) and 504 loan guaranty programs 
and also for monitoring and analyzing the condition 
of the agency’s outstanding portfolios of section 7(a) 
and 504 loans. 

OLO monitors lender performance with systems 
at its headquarters and also conducts reviews that 
involve visits to lenders. The office has retained the 
services of a contractor to provide a commercial  
off-the-shelf package to monitor the financial risk  
of individual SBA loans and to score lenders accord-
ing to the credit quality of the SBA loans that they 
have originated. OLO ranks the lenders on a five-
part scale according to the credit quality of their 
loans. Lenders in the top three tiers are overseen 
by the SBA’s Office of Financial Assistance, which 
is responsible for promoting SBA services and loan 
programs to lenders. Lenders in the bottom two 
tiers—about 10 percent of the total—are shifted to 
direct oversight by OLO. These lenders are subject 
to more intensive reviews. The two SBA offices are 
working together to try to grant additional discretion 
and expedited processing to the highest-performing 
lenders in the two top tiers.

Using its headquarters system, OLO monitors lenders 
quarterly. The review process allows OLO to iden-
tify those lenders whose risk profiles have changed 
significantly since the last quarter and to identify 
lenders that merit special attention. The OLO system 
generates exception reports to flag lenders whose 
origination of SBA loans has greatly increased in  
a short period of time or to flag where the credit 
quality of its SBA loans shows signs of deterioration. 
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A particular measure of concern involves an increase 
in early defaults, that is, loans that default within 18 
months of the first dispersal.

When its monitoring identifies issues or concerns, 
OLO staff follow up directly with the lender to 
ascertain the basis and implications of the lender’s 
changed performance. OLO may request that the 
lender provide additional information such as the 
business profile of its SBA-guaranteed loans and any 
plans for growth or contraction of its SBA business. 
OLO also may compile additional information from 
public annual reports or regulatory reports concern-
ing the lender.

Although the SBA’s monitoring relies to a significant 
extent on information provided by the lender, the 
agency is able, as the Government Accountability 
Office points out, to use the combination of a rec-
onciliation process, lender incentives, and the SBA’s 
program of loan asset sales, to help ensure data qual-
ity. Lenders have an incentive to report section 7(a) 
loan data accurately because of SBA’s policy of deny-
ing partial or full payment of a claim for payment 
under the section 7(a) guarantee on a defaulted loan 
if the reported loan data were not correct.5 

Besides monitoring lenders, OLO is responsible for 
conducting analyses of the SBA’s portfolios of section 
7(a) and 504 loans and for detecting trends. OLO 
accesses six different SBA databases to compile its 
portfolio analyses. 

OLO has determined, for example, that lenders who 
have originated less than 10 SBA loans do not pose  
a concentration of risk for the agency. Of some 5,000 
lenders, 7 percent, or 350 institutions, are respon-
sible for originating 84 percent of outstanding SBA 
loans, amounting to about $25 billion. The remaining 
4,792 lenders are responsible for only $4.9 billion 
of outstanding SBA loans. Of these, 3,443 lenders 
originated just over $1 billion of SBA loans. OLO can 
factor this assessment into its allocation of the office’s 
scarce resources. It has decided, for example, to con-
centrate on conducting more frequent reviews of the 
small number of lenders who have the greatest partici-
pation in the SBA’s loan programs and whose activities 
therefore pose a potential concentration of risk. 

The SBA has institutionalized its processes to review 
the portfolio analysis and trends. The SBA’s Portfolio 

Analysis Committee, chaired by the SBA’s chief oper-
ating officer and including the heads of OLO and the 
Office of Financial Assistance, plus the associate dep-
uty administrator for capital access (who supervises 
both offices) and his or her deputy, meets monthly to 
review the portfolio analyses that OLO generates. In 
addition, the SBA’s Lender Oversight Committee, also 
chaired by the SBA’s chief operating officer, meets 
bimonthly and as needed to review OLO enforce-
ment recommendations as well as OLO’s budget, 
staffing, and operations. 

The institutionalization of the process for top man-
agement, backed by analysis from OLO, to review 
periodically the SBA’s credit exposure and portfolio 
trends is very important if the agency is to keep 
risk within intended limits. Early detection of issues 
can permit SBA to respond with a range of tools 
that would not be nearly as effective if the agency 
waited until problems turned into greater or more 
widespread losses. The SBA also may have time to 
turn to Congress for additional tools if trends indi-
cate the need. 

Next steps. GAO has called upon SBA to define its 
enforcement powers and the array of tools that it 
will apply to deal with problem lenders. SBA has 
requested Congress to provide added enforcement 
powers. OLO meanwhile is working to refine its 
lender scoring and the application of lender score-
cards to lenders so that OLO can apply SBA’s scarce 
oversight resources most effectively.

Lessons Learned 
The SBA’s experience with lender monitoring reveals  
a number of important lessons:

1. Proven technology now exists, either in available 
products or through commercially available data 
services, to help federal credit agencies deploy 
effective portfolio monitoring systems. 

2. Effective risk monitoring requires an agency to 
institutionalize processes for receiving risk-related 
information and acting on it. Stakeholders in 
that process include both the parts of the agency 
that try to encourage lenders to use the agency’s 
programs and those parts responsible for alerting 
top management about the emergence of serious 
risk issues.



IBM Center for The Business of Government24

FEDERAL CREDIT PROGRAMS

3.  Federal credit agencies are well served by creat-
ing offices with the responsibility for developing 
and deploying risk management systems and  
for analyzing risk problems as they are detected. 
Regular reporting from the risk management office 
to a risk management committee that meets regu-
larly and is chaired by a senior agency official can 
help to focus top management on emerging 
problems before they potentially grow out of 
control. 

4.  Risk management systems and processes alone 
are not enough. Agencies also need to have the 
enforcement tools and other statutory authority 
to address problems they detect.
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For many years, many federal credit agencies, and 
especially those serving housing, were unable to 
obtain significant recoveries from defaulted loans. 
Agencies such as the Federal Housing Administration 
and the Small Business Administration engaged in 
loan asset sales programs that helped to increase 
returns from defaulted loans or the seized collateral 
from such loans. Mortgage loans pose special diffi-
culties because of the many different state laws and 
procedures relating to foreclosure and the time and 
substantial cost that is often involved in actually fore-
closing on a home that secures a defaulted mortgage. 
In addition, of course, federal credit agencies are 
reluctant to have lenders foreclose on people’s homes 
because of the human toll that this takes on borrowers 
who had tried to benefit from a federal loan program.

Promising Practice: Loss Mitigation 
by Lenders in the Federal Housing 
Administration Single Family Program
As the administrator of the nation’s largest federal 
credit program, the FHA was especially sensitive to 
the costs of mortgage foreclosure both to the borrow-
ers involved and to the program. An early attempt to 
reduce foreclosures, the assignment program permitted 
a lender to assign a defaulted mortgage to FHA with 
a forbearance plan that offered reduced or suspended 
payments for up to three years. FHA concluded that 
the program generated substantial losses without cur-
ing a sufficient number of mortgage defaults.

The practice. In 1996, FHA terminated the assign-
ment program and began to implement the Loss 
Mitigation Program. Under the Loss Mitigation 
Program, FHA scores the performance of lenders who 
use loss mitigation techniques to reduce default rates 
and the cost to FHA of claims made. Loss mitigation 

tools are of two kinds: those that offer some form of 
temporary or long-term debt relief to a borrower so 
that he or she can come back into repayment status 
and those that result in the borrower giving up the 
home without going through the foreclosure process. 

Loss mitigation includes a range of home retention 
tools. Partial reinstatement provides for a borrower 
to resume regular payments and to catch up on 
missed payments through a repayment plan for the 
following 12 months. Special forbearance allows for 
the lender to suspend or reduce payments and for 
the borrower to make up the forbearance up to 12 
months later. These two approaches would be suit-
able for a borrower, for example, who lost his or her 
job and defaulted on the mortgage but who found 
new employment and was able to resume payments. 
A loan modification allows for the negotiation of 
new, less burdensome monthly payments for borrow-
ers who may not qualify for refinancing of the mort-
gage. A partial claim workout provides for a lender 
to advance funds on behalf of the borrower for up to 
12 months so that the loan can become current. The 
borrower then signs a subordinate mortgage to FHA. 
Currently such subordinate mortgages carry no inter-
est due and are payable only when the borrower pays 
off the first mortgage or sells the property. This last 
approach would seem appropriate where a borrower 
has had a medical or other financial emergency and 
can resume paying on the mortgage but cannot afford 
to make up the missed payments by adding to the 
monthly payments due. 

Loss mitigation that involves sale of the home 
includes a range of approaches (non-home retention 
tools) that permit a borrower to give up title to the 
home or to sell it without going through foreclosure. 
A workout mortgage assumption allows a new owner 

Risk Management: Loan Servicing
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to take over the property from a borrower who is cur-
rently delinquent or in danger of default because of 
some involuntary inability to pay, such as a medical 
emergency. Giving up title to the home would occur 
when the borrower has little or no equity in the prop-
erty; otherwise, one assumes that a troubled borrower 
could simply sell the home and recoup any equity 
from the property.6 

Thanks to scoring-based technology systems that 
allow lenders statistically to test the likelihood that 
a particular form of loss mitigation will be success-
ful for a particular type of borrower, lenders have 
become quite adept in recent years at applying  
loss mitigation.7 The Loss Mitigation Program rec-
ognizes this and, within broad limitations, leaves 
considerable discretion to the loan servicers as to 
whether or what kind of loss mitigation they will 
apply in particular circumstances.

In support of the Loss Mitigation Program, FHA  
provides quarterly loss mitigation training for lenders 
and housing counselors. In the five years from  
FY 2000 through FY 2004, the FHA provided train-
ing to over 9,000 people.

FHA provides both positive rewards and the possibil-
ity of sanctions to lenders to promote their participa-
tion in the Loss Mitigation Program. The agency uses 
one lender performance score, the Loss Mitigation 
Performance Analysis (LMPA), to determine which 
lenders will receive annual incentive awards. 

The LMPA performance score measures the lender’s 
success in keeping its rate of mortgage defaults low 
and in keeping the costs of those defaults low, rela-
tive to comparable types of lenders with comparable 
types of loan portfolios. FHA divides its participat-
ing lenders into peer groupings (high, medium high, 
medium low, and low volume). It calculates each 
lender’s performance score, standardizes it, and 
makes adjustments based on the extent that the 
lender services riskier loans, that is, loans for first-
time home buyers and minority borrowers, and in 
underserved areas. Then FHA determines for each 
category of lender the best performers who service 
up to 25 percent of the loans in each lender category. 
These lenders receive the annual incentive awards. 
FHA publishes the annual list of lenders who achieve 
the best performance scores. 

In addition, FHA has available strong sanctions to 
apply against lenders who fail to apply loss miti-
gation to their defaulted loans. The law provides 
that such lenders may be subject to damages in an 
amount equal to three times the amount of claims 
they make with respect to any FHA-insured mort-
gage where they failed to engage in loss mitigation.8 
To implement the law, FHA began the Tier Ranking 
System (TRS) in 2000 to determine which lenders 
were using FHA loss mitigation tools. 

Essentially, the TRS performance score measures 
the number of loans where the lender exercises loss 
mitigation divided by the number of the lender’s 
loss mitigation loans plus the lender’s loans that 
went into foreclosure. FHA then separates lenders 
into four tiers according to their TRS performance 
scores. Lenders who rank in the lowest two tiers 
are subject to training, investigation, or audit. FHA 
also flags those lenders that rely on one loss mitiga-
tion approach exclusively or that use a particular 
approach more than three times the national aver-
age or less than one-third the national average. 
The agency believes that lenders with numbers far 
outside the national average may indicate servicer 
abuse or lack of training. FHA releases TRS perfor-
mance scores to lenders quarterly, based on data 
from a rolling 12-month rating period. FHA does  
not publish the TRS performance scores.

The Loss Mitigation Program has shown dramatic 
success in reducing the number of defaults that turn 
into claims on the FHA fund and in reducing the 
cost of those that do turn into claims. Table 2 shows 
that in FY 1999, for example, FHA had almost 
26,000 mortgage loans in loss mitigation (“Total 
LM Claims”) and over 73,000 foreclosures. In other 
words, only 26 percent of defaulted loans were 
resolved through workouts rather than foreclosure 
(“Workout Ratio”). The numbers steadily improved 
over the subsequent years until in 2004 (the last 
year for which complete data are available) there 
were over 84,000 mortgage loans in loss mitiga-
tion and over 71,000 foreclosures, for a workout 
ratio of 54 percent—over twice as high as six years 
earlier. (As will be discussed in the section “Adverse 
Selection and the FHA Single Family Program,” 
beginning on page 34, these numbers also reveal  
a significant increase in defaults of FHA loans).
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Fiscal Year HR Claims NHR Claims
Total LM 
Claims Foreclosures

Total Claims 
(LM and 

Foreclosures) Workout Ratio

FY1999 20,815 4,961 25,776 73,371 99,146 26.00%

FY2000 31,120 4,306 35,426 68,668 104,094 34.03%

FY2001 50,385 3,347 53,732 60,204 113,936 47.16%

FY2002 68,755 4,361 73,116 64,218 137,334 53.24%

FY2003 68,003 4,300 72,303 73,215 145,518 49.69%

FY2004 78,528 5,694 84,222 71,273 155,495 54.16%

Table 2: Loss Mitigation Claims Paid Annually, FY 1999–2004

Source: FHA 
Note: “HR” means those home-retention loss mitigation techniques that allow a borrower to keep the home. “NHR” means those  
non-home-retention loss mitigation techniques that do not allow a borrower to keep the home.

What is especially heartening about these numbers 
is that home-retention workouts account for the bulk 
of the growth in loss mitigation over the six years. 
Home-retention claims rose from almost 21,000 
in FY 1999 to almost 79,000 in FY 2004. Taking 
the six-year total, almost 418,000 people who had 
defaulted on their mortgages and who in prior years 
probably would have lost their homes instead were 
able to keep their homes and come back into repay-
ment status. 

Each federal credit agency operates with a dual mis-
sion: (1) to serve borrowers by providing credit that 
they might not otherwise obtain on the same terms 
from the private market, and (2) to protect taxpayers 
against unacceptable losses, especially from loan 
defaults. The FHA Loss Mitigation Program, by help-
ing defaulted borrowers to keep their homes—or at 
least to sell their homes with minimal loss—and by 
protecting the FHA insurance fund against the cost 
of claims, provides an excellent example of service 
to both of those objectives.

Next steps. Since the inception of the Loss 
Mitigation program, FHA officials have worked 
actively to refine the scoring of lender performance. 
A number of further improvements to the LMPA 
and TRS performance scores would seem to suggest 
themselves. First, it would seem useful to combine 
the two sets of performance scores into a single 
score that would be used both to make incentive 
awards and as the basis to recommend training  
or apply sanctions. Second, it would seem that  
the score should be set quarterly. This conforms  

to the practices of lenders, which provide incen-
tive bonuses to their managers and employees on 
a quarterly basis. Finally, because loss mitigation 
works best in a market with stable or appreciating 
house prices, it would seem prudent for FHA  
officials to consider the program implications if 
home prices were to decline, as is discussed in  
the section “Adverse Selection and the FHA Single 
Family Program.”

Lessons Learned 
The FHA loss mitigation program is building on a 
record of demonstrable success. Among the lessons:

1.  Working with stakeholders can help an agency 
avoid dilemmas that otherwise could beset its 
programs. FHA’s loss mitigation program works 
well because the incentives of the agency—to 
save money lost from foreclosures—overlap with 
those of participating mortgage lenders who can 
profit more if FHA shares the gains from loss 
avoidance with them. This is a superior approach 
to the earlier loan assignment program that failed 
to work with the common interests of lenders. 

2.  A federal credit agency requires prompt, accu-
rate, and verifiable information to administer its 
programs. To succeed, FHA needed to develop 
lender reporting requirements and systems to 
compile and digest the reported information. 
FHA also needed to be able to verify reported 
information, which it does at the time a lender 
files a claim.
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3.  For broad-based approaches such as loss mitiga-
tion, an agency needs to experiment with a vari-
ety of approaches. FHA started loss mitigation by 
creating incentives for high-performing lenders.  
It moved to a complementary program of sup-
porting or sanctioning low-performing lenders. 

4.  Once again, the FHA experience shows the 
importance of having a well-crafted law in place. 
Here the law allows FHA to assess treble dam-
ages against lenders that make claims against the 
FHA fund but fail to engage in loss mitigation. 
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At some point a federal agency must ensure that 
defaulted loans are sent to collection. This is needed 
because of the problem of moral hazard. If borrowers 
came to believe that the federal government never 
collects on its loans, then many could lose the incen-
tive to stay current in their payments. Also, agencies 
need to address the recovery rate on their defaulted 
loans in order to keep their credit subsidy amounts 
within reasonable bounds. The credit subsidy calcula-
tion for a program depends not only on the default 
rate, but also on the amount that the agency recovers 
from each defaulted loan. 

Federal credit agencies have adopted several differ-
ent approaches to collection. Under a law that took 
effect in 1997, the Small Business Administration 
now requires lenders to resolve defaulted business 
loans and to make a claim on the SBA’s guarantee 
only once the lenders have the recovered amounts  
in hand. This can be much more efficient than turning 
a defaulted loan over to the government to collect.  
A second very effective approach is for a federal 
credit agency to sell nonperforming loans and recov-
ered property through a carefully structured loan 
asset sale program. The SBA was able to sell 187,000 
older nonperforming loans, amounting to over  
$5 billion in unpaid principal balance, in a loan  
asset sales program that freed up SBA staff to be able 
to support a significant increase in the volume of SBA 
loans outstanding.9 Another example of an asset sales 
program, the Department of Housing and Urban 
Development’s HomeSales.gov, is discussed in the 
next section, “Sales of Acquired Properties.” 

When neither of these two options is attractive,  
a federal credit agency may need to supervise col-
lection of defaulted loans itself. That can occur, for 

example, if the federal government has more effec-
tive collection tools at its disposal, such as the fed-
eral Treasury Offset Program, than are available to 
collectors on privately owned debts. In such cases,  
a critical issue is the way that the agency rewards  
its contractors and ensures that the collectors’ incen-
tives are aligned with those of the agency. 

Promising Practice: The Collections 
Group of the Department of 
Education’s Office of Federal  
Student Aid
The FSA Collections Group oversees a portfolio of 
2.4 million in defaulted student loans, amounting 
to $18 billion of outstanding principal balance. 
Fifty-five percent of these are defaulted guaranteed 
student loans that have been put back to the agency 
and another 41.4 percent are defaulted direct stu-
dent loans. In FY 2004 the group collected $1.8  
billion on its portfolio of defaulted loans. 

The practice. As with most federal credit agen-
cies, FSA relies heavily on contractors to perform 
tasks such as collections. The Collections Group 
began to apply performance-based contracting in 
1979 and has been refining its approach ever since. 
Performance-based contracting is needed to avoid 
counterproductive activities that might result from 
a contract system that misaligned the contractor’s 
incentives and the interests of the agency. Some fed-
eral agencies, for example, have found themselves 
paying contractors according to the size of the loan 
portfolio that they manage; this can create an incen-
tive for the contractor to hold and churn the portfo-
lio rather than actively collect on it.

Risk Management: Collection
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FSA wants to do business only with the best collec-
tors in the business. For FY 2005, FSA has selected 
17 private collection agencies, including five small 
businesses, to receive task orders. Collection con-
tractors are paid a percentage of the accounts that 
they recover. FSA must receive payments on a col-
lected account before the contractor is paid out of 
the proceeds. The solicitation provides a schedule of 
commissions and fees for different types of collection 
activity. FSA has set these based on close study of the 
collection industry as to appropriate remuneration. 

With the compensation schedule essentially set, the 
competition for contract award consists of a demon-
stration of the contractor’s past experience. If a con-
tractor is already serving FSA, it must be one of the 
top performers to obtain a new award; if it is not an 
incumbent, it must have performed well compared 
to other collectors working for a company that simi-
larly creates a competitive environment for its col-
lection contractors. 

The FY 2005 contract is for a base period of 30 
months with renewals at the option of FSA for up to 
a total of five years. FSA begins the contract period 
by allocating 20,000 defaulted student loans to each 
successful collection agency and 5,000 to each suc-
cessful small-business collection agency. 

Starting with the first allocation of loans, FSA 
applies a balanced scorecard to assess its contrac-
tors’ performance. Currently it assesses contractor 
performance according to three measures: total dol-
lars collected in the quarter (70 percent), percentage 
of accounts serviced (20 percent), and percentage 
of accounts resolved administratively (10 percent). 
In addition, FSA may award bonus points (up to 10 
percent) from time to time for outstanding customer 
service. Each quarter, FSA calculates both a quar-
terly performance scorecard and a long-term score-
card that measures each contractor’s performance 
over the life of the contract. 

FSA pays each contractor a specified percentage 
of the dollars that it collects. Based on long-term 
performance, FSA awards bonuses each quarter to 
the top three performers, plus bonuses based on 
performance in that quarter. FSA has experimented 
with different performance incentives. For example, 
it now caps at 6 percent per quarter the total bonus 

that high-performing contractors may receive for 
their performance in any quarter. 

In addition to bonus payments, high-performing 
contractors are rewarded with increased allocations 
of loans to collect. By contrast, FSA reserves the 
right to recall accounts from low-performing con-
tractors. FSA also can and will cancel the task order 
with low performers. The contract solicitation itself 
warns that the task order for a contractor is likely 
to be canceled if it scores poorly and is within the 
lowest two performing collectors for three consecu-
tive quarters. 

FSA monitors the collections process closely. The 
Collections Group includes a small headquarters 
staff and staff in three regional offices. These include 
about 55 people in the Atlanta Regional Office 
who oversee the private collection agency con-
tractors. About the same number of people in the 
Chicago Regional Office maintains the Department 
of Education’s (ED) call center operations. ED main-
tains a complaint tracking system based on calls to 
the call center. The contract with each collection 
agency specifies that if ED receives two or more 
complaints that raise concerns about an individual 
working for the collection agency, then the collec-
tion agency shall immediately remove that person 
from working for ED on the task order. The quality 
of collector contacts with borrowers is important to 
FSA. The agency would like to collect money from 
defaulted loans, but also wants to ensure that all 
borrowers are treated fairly and with respect. 

FSA makes the process as transparent as possible. 
The agency is determined to maintain credibility 
with its contractors. Thus, while it maintains close 
communications with its own contractors, FSA 
makes clear that a contractor will not get a spe-
cial advantage because of such discussions. The 
agency closely monitors practices of the collections 
industry and seeks feedback on whether its perfor-
mance measures create the best incentives. For the 
Collections Group, collections are the subject of 
continuous process improvement.

Next steps. The FSA Collections Group uses an old 
legacy system to monitor the FSA collections port-
folio. This system has limitations in terms of func-
tionality as well as the number of years of data that 
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it can store. FSA plans to replace this system with 
a new integrated data system, which is intended to 
consolidate the FSA’s direct loan servicing functions 
and loan consolidation processes with information 
concerning collection activities. A contract for the 
new system was let in early FY 2004, and the sys-
tem is scheduled to be complete in FY 2006.

Lessons Learned 
The FSA collections experience is another case 
where good results have been demonstrated over 
many years. Among the lessons:

1.  Learn from the private sector. Starting with its 
predecessor organization, FSA has actively 
solicited lessons from the private sector about 
the best practices of companies that need to 
collect on a large volume of consumer loans.

2.  Competition is a key part of performance-based 
contracting. FSA not only structures its contracts 
to reward performance, but also fosters compe-
tition among the contractors it employs. High-
performing contractors thrive in such an 
environment. FSA weeds out low performers.

3.  Ensure information about performance is  
verified. FSA has structured collections so that 
collected funds are paid by the borrower to a 
separate contractor. This allows FSA to pay its 
collectors on the basis of actual funds collected 
rather than on the basis of unverified reports.

4.  Keep learning. FSA communicates frequently 
with its contractors and others in the industry, 
and changes its rules according to lessons 
learned.

5.  With adequate oversight, an agency can apply  
a balanced performance scorecard. FSA wants 
to collect as much as it can from defaulted stu-
dent loans, but not at the cost of mistreating 
borrowers. While encouraging collections, the 
collection contract also seeks to prevent abuses. 
FSA maintains an office that oversees the collec-
tion contractors and ensures their performance 
according to this balanced set of measures.
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Asset Management: Sales  
of Acquired Properties

Unlike student loans, other federal programs may 
involve government loans or loan guarantees based 
on collateral such as a home or small business. If a 
loan moves to foreclosure and if the lender has the 
right to put the defaulted loan and foreclosed prop-
erty back to the agency, then the agency must sell it. 
As was noted earlier, federal agencies have taken a 
variety of approaches to carrying out this function. 

Promising Practice:  
The www.HomeSales.gov  
Common Portal
The three housing credit agencies—the Federal 
Housing Administration at the Department of 
Housing and Urban Development (HUD), the 
Department of Veterans Affairs (VA) Loan Guaranty 
Service, and the Rural Housing Service (RHS) of the 
Department of Agriculture (USDA)—together hold 
some 10,000 homes in their ready-for-sale invento-
ries. This amounts to about 99 percent of all single-
family homes that the government holds. Until 
2004, each of the three agencies simply listed the 
homes that it holds on the agency’s own website. 
However, this reduced the economies of scale that 
normally make a property listing system effective. 

The practice. The three agencies met and decided 
to create a common portal to allow potential home 
buyers to visit one website and have access to prop-
erties held by all three agencies. Working together, 
the three agencies soon produced the common 
portal. RHS and HUD IT staff mocked up the initial 
web page design with working links to the three 
agencies’ web pages. RHS then offered to create 

and host a professional website for the portal. HUD 
IT staff completed the process by tapping the data 
sources of the three agencies, transforming the data 
to XML and then testing the site for functionality, 
stability, and accuracy.

The website was opened to the public in late 2004. 
A visit to the site (see Figure 2) reveals how a pro-
spective home buyer can select first the state and 
then the locality where homes are located. Thanks 
to the common XML for the datafeeds from all three 
agencies, property listings are properly distributed 
so that all of the three agencies’ homes in a locality 
appear together. If the prospective buyer is inter-
ested in pursuing a property, the website provides 
the information needed to contact the agency field 
office or contractor that has the property available 
for sale. Creating and implementing the portal 
(including interagency coordination) required only 
about 500 staff-hours total from a dozen HUD, 
USDA, and VA federal employees, plus another  
500 hours from various contractor staff who support 
the agencies’ back-end and web-based systems.10 

Next steps. Now that the website is operational, the 
three participating agencies plan to offer access to 
the properties of other federal agencies that hold 
smaller numbers of single-family homes, including 
the Federal Deposit Insurance Corporation, General 
Services Administration (GSA), Internal Revenue 
Service, U.S Army Corps of Engineers, Customs,  
and the U.S. Marshals Service. HUD is also explor-
ing with GSA the possibility of creating a similar 
new website, RealEstate.gov, to help sell some 200 
commercial and multifamily properties now held by 
over a dozen federal agencies. 
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Lessons Learned
The portal www.HomeSales.gov provides a number 
of lessons:

1.  With careful thought about business processes, 
even a small systems change can make a 
difference.

2.  A new, very useful system need not cost a huge 
amount. While the experience of a number of 
federal credit agencies suggests that acquisition 
of off-the-shelf systems can avoid pitfalls, it 
sometimes can be useful for an agency just to 
build a system in-house, especially if it is not a 
large system.

3.  In the world of e-government, interagency coop-
eration is more valuable than ever before. The 
three major housing agencies worked closely 
together to make HomeSales.gov a success. 
Because the agencies worked in a collaborative 
mode, they could build the new system in a 
way that bridged differences in the way each 
agency conducts its home-sale business. 

Figure 2: Homepage of www.HomeSales.gov
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Challenges Posed by Developments in  
the Application of Information Systems  
by the Private Sector

Return again to the fundamental tension that federal 
credit programs face between doing good and doing 
well. On the one hand, the government provides 
support through loans and loan guarantees to bor-
rowers who are not considered adequately served by 
the commercial credit markets. On the other hand, 
the government cannot afford to lose large amounts 
of money paying for an unacceptable number of 
defaults on federal loans.

For many years, major federal credit programs, and 
especially the unsubsidized single-family mortgage 
insurance program of the FHA and the home loan 
guaranty program of the VA, together were able to 
provide hundreds of billions of credit without incurring 
budget costs. They were able to perform this budget-
ary feat because they helped to overcome market 
imperfections: They provided funding for creditworthy 
individuals, including disadvantaged minorities and 
borrowers in disadvantaged communities, who were 
underserved by the conventional mortgage market. 

The growing conventional mortgage market,  
now backed by the implementation of automated 
information-based underwriting systems, has changed 
this. Through more accurate assessment of the cred-
itworthiness of borrowers and mortgages, the con-
ventional mortgage market has been able to attract 
an increasing proportion of creditworthy borrowers 
and to leave FHA and VA with an increasingly con-
centrated pool of less-creditworthy borrowers.

This process, called “adverse selection,” has been 
happening over many years. However, it appears that 
the balance may be tipping, especially for FHA. In 
metaphorical terms, the conventional mortgage mar-
ket has been skimming the cream of mortgage loans 
for years; with automated underwriting and improved 
information, the conventional market is also taking 

the milk and, indeed, some of the better skim milk as 
well. That process, ultimately unsustainable for FHA, 
provides a valuable case study of the increasing diffi-
culty that many federal credit programs face when 
carrying out their missions in today’s increasingly effi-
cient information- and technology-driven credit markets. 

Adverse Selection and the FHA 
Single Family Program
The FHA unsubsidized single-family mortgage insur-
ance program dates back to the Great Depression and 
the need for the federal government to intervene to 
restore the confidence that investors had lost. By pro-
viding federal mortgage insurance, the government 
could reassure investors that, regardless of the possibil-
ity that borrowers might default on their mortgages 
because of hard times, the investment would be safe 
because it was backed by the federal government. The 
paradox was that the government was able to do this 
on a financially self-sustaining basis: The program 
relied on strict underwriting to make loans predomi-
nantly to creditworthy borrowers and recouped from 
fees sufficient amounts to pay for losses from defaults 
as well as resale of properties securing any defaulted 
mortgage loans. Over the years, the financial sound-
ness of the program rested heavily on the fact that, from 
their depths around the time that the FHA came into 
being, home prices appreciated substantially over sub-
sequent decades. That meant that the collateral back-
ing FHA mortgage insurance was of very high quality. 

At the time that the FHA began, the private mortgage 
insurance (PMI) industry had completely failed. It was 
only in 1957 that the private market again ventured 
to re-create private mortgage insurance. The private 
market began cautiously by insuring only the best 
credit risks. (The market for privately insured mort-
gages, and mortgages without insurance, is known 
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as the conventional mortgage market.) As private 
mortgage insurance companies found they could 
emulate the FHA and be financially self-sustaining, 
the industry offered PMI to an increasing share of 
the home mortgage market. 

For many years, this process of adverse selection posed 
no threat to the fundamental viability of the FHA pro-
gram. Indeed, the FHA was considered a pioneer whose 
experience helped to encourage the re-emergence 
of a private mortgage insurance industry.

In recent years, the conventional mortgage market 
attracted more creditworthy borrowers who earlier 
might have sought an FHA or VA mortgage. The con-
ventional mortgage market made steady incursions 
into the market share of federal mortgage programs, 
and especially the market traditionally served by 
FHA. Using one measure of market share, Inside 
Mortgage Finance reported that just 3.3 percent of 
home buyers took out an FHA-insured mortgage in 
2004, down from almost 10 percent of mortgage 
originations in 1999.11 

At the same time, the private mortgage market has 
been able to use new information-based systems to 
improve the credit quality of conventional mortgages 
compared to those insured by FHA. There has been 
a pattern of generally increasing 90-day delinquency 
rates for FHA and VA mortgages and generally declin-
ing 90-day delinquency rates for conventional mort-
gages. In 1986, FHA mortgages were 1.9 times more 
likely than conventional mortgages to become 90 days 
past due, and were 1.7 times more likely to begin 
foreclosure. By 1996, these ratios had jumped to 4.4 
times and 2.3 times higher, respectively, for FHA com-
pared to conventional mortgages. Credit quality of VA 
mortgages compared to conventional mortgages also 
declined, but not as starkly. 

These changes occurred before the widespread private 
use of credit-scoring and mortgage-scoring systems for 
origination of new loans. Starting in the mid-1990s, 
the mortgage industry adopted scoring and automated 
underwriting systems.12 Tables 3 and 4 show how 
electronic adverse selection has continued the trend. 
By 2000, FHA mortgages were five times more likely 

FHA VA
Conventional 

Mortgages
Ratio FHA/ 

Conventional

1986 1.29% 1.24% 0.67% 1.9 times

1991 1.25% 1.11% 0.46% 2.7 times

1996 1.40% 1.10% 0.32% 4.4 times

2000 1.61% 1.22% 0.32% 5.0 times

Table 3: 90-day Delinquencies for FHA, VA, and Conventional Mortgages (1986–2000)

Source: MBA National Delinquency Survey, reproduced in HUD Office of Policy Development and Research, U.S. Housing Market 
Conditions, Table 18, November 2004.

FHA VA
Conventional  

Prime
Ratio FHA/Prime  

Conventional

1998 1.50% 1.23% 0.28% 5.40 times

1999 1.50% 1.23% 0.24% 6.25 times

2000 1.61% 1.22% 0.22% 7.30 times

2001 2.12% 1.47% 0.27% 7.80 times

2002 2.36% 1.61% 0.29% 8.10 times

2003 2.64% 1.75% 0.30% 8.80 times

Table 4: 90-day Delinquencies for FHA, VA, and Prime Conventional Mortgages (1998–2003)

Source: MBA National Delinquency Survey, reproduced in HUD Office of Policy Development and Research, U.S. Housing Market 
Conditions, Table 18, November 2004.
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than conventional mortgages to become 90 days past 
due. One can see from Table 3 a substantial accelera-
tion in FHA delinquencies compared to the conven-
tional market, which accelerates around 1996, when 
Fannie Mae and Freddie Mac deployed their auto-
mated underwriting systems to process increasingly 
large volumes of mortgage originations. 

Indeed, the trend is even stronger than it appears 
from these numbers. This is seen in Table 4. Starting 
in 1998, the Mortgage Bankers Association began 
separating the conventional market into its prime 
and subprime components, to reflect the increased 
willingness of the conventional market to serve 
borrowers whose mortgage loans were below tradi-
tional credit standards. Looking at the comparison 
of the prime conventional segment of the mortgage 
market and the FHA and VA segments shows how 
the process of adverse selection has played out in 
recent years as the more-creditworthy FHA and VA 
borrowers turned to the conventional prime market 
instead. 

It is not clear how the FHA program can sustain  
a 90-day delinquency rate that is approaching  
10 times that of the conventional prime market. 
Figure 3, prepared by the Mortgage Bankers 
Association, shows how FHA’s mortgage delinquen-
cies of 90-plus days have grown since 1979. As the 

subprime market develops further, it remains to be 
seen whether, as the graph shows, FHA delinquen-
cies will remain above those of conventional sub-
prime as well as prime mortgages. 

The application of new technologies thus poses a 
serious challenge to federal mortgage programs of 
the FHA and VA, as well as to other programs that 
may face increasing adverse selection from the pri-
vate sector. There is a good argument that the form 
of the FHA program should change to adapt to the 
new reality rather than continuing current trends.

Dealing with Market Risk 
Cases of serious market risk sometimes can be slow 
to emerge. On the other hand, they can be particu-
larly hard to address because they seem to be outside 
the purview of the agency’s management responsibili-
ties. In the FHA single-family program, for example, 
Congress might want to consider changing the form 
of some or all of the FHA program. 

At some point, to diminish the potential impact of 
adverse selection, policy makers may want to explore 
options for changing the form of some credit programs. 
The Office of Management and Budget (OMB) already 
raised this idea many years ago. In OMB’s FY 1996 
budget passback concerning the FHA single-family 

Source: Mortgage Bankers Association of America, Department of Research and Economics. 
Note: “SA” means that the numbers are seasonally adjusted.
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mortgage insurance program, OMB proposed that 
FHA replace its traditional single-family mortgage 
insurance with a program of credit enhancements:

The administration will propose legisla-
tion to change the mechanism for ensur-
ing access to credit by buyers who cannot 
obtain traditional financing. Under the pro-
posal, FHA will no longer insure individual 
mortgages. Instead, FHA will provide credit 
enhancement for pools of high LTV [loan-
to-value] and other high-risk mortgages 
securitized by Fannie Mae, Freddie Mac,  
or other securitizers. The enhancement,  
in the form of a loss reserve, will ensure 
that the cash flow to investors is not inter-
rupted by defaults. FHA will continue to 
charge borrowers a fee to fully fund the loss 
reserves and cover its administrative costs.13

This proposal met with opposition from stakehold-
ers, and the idea was not included in any subse-
quent budget document. Some have expressed 
concern, for example, that FHA serves its subprime 
borrowers differently from the way conventional 
subprime lenders serve them. Moving to a private 
guarantee program would lose the special treatment 
that FHA provides for such borrowers and also end 
the market channel that has developed to serve 
FHA. Nonetheless, the proposed change provides a 
useful model of how the transformation of the form 
of a credit program, here from a loan guarantee to 
a grant, can improve the ability of government to 
manage and budget for credit programs in today’s 
environment. The proposal’s demise also provides 
an illustration of the fact that stakeholder issues may 
prevent policy makers from adapting programs until 
the status quo for some of them becomes untenable.
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Each credit program is different, with different risks, 
risk management practices, and management struc-
tures. However, some recommendations arise from 
this survey of risk management and promising prac-
tices that credit agencies might wish to consider 
adopting and adapting to the particular needs of 
their programs.

1. Develop a process to analyze pertinent informa-
tion about the nature and dimensions of risks of 
each loan program.
The first step in effective risk management is to be 
able to assess program risks systematically and on 
a continuing basis. This requires development of an 
ongoing process to gather, quantify, and evaluate 
information about risks. 

2. Create a risk management office responsible for 
creating and overseeing effective risk management 
systems and for reporting important risk issues to 
top agency management.
In most agencies, effective risk detection and assess-
ment is likely to require the work of a small office. 
An important part of the responsibilities of this office 
is to ensure that top managers always have a clear 
picture of the risks inherent in the programs they 
manage. On the other hand, more important than 
whether an agency has a special office or not is to 
ensure that processes are in place so that risk infor-
mation flows to top management. 

3. After consultation with other federal agencies 
and the private sector, develop and maintain an 
effective portfolio risk-monitoring system. 
Good risk management requires that good processes 
be supported by effective systems. Fortunately, in 

many cases the private sector may have developed 
systems that can be adapted to the somewhat dif-
ferent needs of federal credit programs. One lesson 
that emerges from many different parts of govern-
ment is that it is much easier to develop small 
systems that focus on a single function such as risk 
monitoring, compared to large systems that attempt 
to serve a multiplicity of different functions. Once 
an agency has established a focused risk monitoring 
system, it may be able to integrate that system with 
others. FSA currently is undertaking the integration 
of multiple operating systems on a major scale. 
While the process is not yet complete, the prelimi-
nary results are promising. 

4. Require the risk management office to prepare 
regular and special reports concerning significant risk 
factors and the state of the program and portfolio.
As in the examples of FSA and the ExIm Bank,  
top management needs access to regular reports  
on the nature and level of program risks as well  
as special reports when risks emerge at higher  
levels or in new forms. 

5. Establish a credit committee or similar body, 
chaired by a top agency official, to review risk-related 
information regularly and on special occasions.
In some agencies, the program offices responsible 
for outreach and program development may not 
welcome the risk management function. The prob-
lem with risk assessment in this view is that it may 
bring bad news; the best that risk assessment can 
do is provide assurance that nothing serious has 
been detected. It is important for agencies to master 
the tension between program development and risk 
monitoring. A useful way to contain and utilize the 
tension is to create a credit committee that grapples 

Recommendations for Federal 
Credit Agencies 
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with the trade-offs that must be made between pro-
gram development, on the one hand, and protection 
of the program from unacceptable risks and surprises, 
on the other. 

6. Review the ability of the agency to address 
major forms of risk that potentially could emerge. 
A risk management system has little value if the 
credit agency does not have the tools available to 
address the risks that are detected. In some cases, 
enforcement tools may be needed to address pro-
gram partners that create unacceptable risks. In 
other cases, an agency may need backup systems  
or procedures to ensure an effective response to 
operational risks. 

7. Develop internal documents that spell out appro-
priate responses to different types and severity of 
risk problems.
Once an agency has identified the major risks that 
it faces, it can be helpful to consider scenarios for 
addressing those risks. If an agency does face a chal-
lenge, it helps to have a game plan available that 
can be adapted to provide an effective response.

8. Make recommendations to the agency’s leader-
ship about new or amended regulations to deal 
with risk problems.
One of the most important functions of scenario 
analysis is to identify gaps in an agency’s ability 
to deal with potentially serious problems. In those 
cases, it may be necessary to issue new regulations 
or amend guaranty agreements with lenders or take 
other steps to improve the agency’s position in case 
serious risk problems do emerge. 

9. Make recommendations to Congress about leg-
islation that could help to fill gaps in the statutory 
framework.
Sometimes, as in the case of GAO’s recommenda-
tion that the SBA clarify its supervisory and enforce-
ment powers over Section 7(a) lenders, an agency 
may need to go to Congress to obtain improvements 
in the laws that authorize its programs. FHA, for 
example, obtained strong enforcement authority 
from Congress that has helped to create incentives 
for lenders to participate more actively in its Loss 
Mitigation Program.

10. Keep a continuing eye on market risk and 
consider recommending to Congress appropriate 
changes in law and program structure.
Market risk causes problems that are especially dif-
ficult for federal agencies to handle proactively.  
This is because market changes may take a long time 
to emerge fully. Market risks often are also a matter 
of probabilities rather than certainties. On the other 
hand, once market risk does build up to the point 
that it is clearly perceptible, it may cause significant 
harm. Preemptive changes in program structure can 
help to deal with market risk while it is still at a point 
where it can be addressed more easily. 

Finally, a lesson of the promising practices in this 
report is that federal credit agencies have much 
to teach one another. The advent of new technol-
ogy systems has allowed credit agencies to make 
improvements in program management systems  
that might not have been possible, or at least afford-
able, in earlier years. The Office of Management 
and Budget has just created a new federal Credit 
Council, composed of representatives from the fed-
eral credit agencies. It appears that the new coun-
cil will be able to provide a supportive forum that 
fosters the ability of federal credit agencies to learn 
from one another and, where useful, to collaborate 
with one another to develop and manage systems 
that provide mutual benefits. This is a very positive 
step that can help federal credit agencies to improve 
not only their risk management practices but also 
many other aspects of program management.
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