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f all the topics I've written
about for Home Energy, energy-
efficient mortgages (EEMs)
have generated the most questions.
There seems to be a Jack of under-
standing about this Federal Housing
Administration (FHA) program among
home buyers, lenders, and real estate
agents. For home buyers or homeowners,
it's a great way to finance energy-efficient
upgrades without (in theory) paying
anything out of pocket. In this article

1 cover EEM basics and explain how
HERS raters and homse performance
contractors fit into the picture.

The FHA

The FHA is the department of the U.S,
government that insures mortgages
(contrary to popular belief, it doesn’t
lend money). It guarantees the lender
that if the homeowner defaults on the
mortgage, the federal government will
step in and make good the default.

It does this by reviewing the loan
package before the close of escrow to
make sure that the package conforms
to FHA guidelines.

You might think that FHA guide-
lines would be remarkably strict, but
that’s not the case, Overall, the quali-
tying requirements are guite reason-
able compared to those of other loan
programs. You can get 2 FHA-insured

loans to purchase one- to four-unit
properties, condominiums, and manu-
factured homes,

Currently, approximately five
million new mortgages are written
in the United States every year, down
from a high of seven million in 2005.
Only 200,000 of those mortgages were
FHA insured in 2007. There are two
reasons why that number is so low, The
first is that, until the recent mortgage
crisis, there were quite a few sources
for subprime mortgages. It was possible
to get a very flexible loan without
adequately documenting your income.
Lots of folks who shouldn’t have had
mortgages got them.

Second, untii recently, the FHA had
fairly low limits on the size of the mort-
gages they would insure. Higher-priced
real estate markets really couldn’t take
advantage of the program. Fortunately,
those limits were recently revised to
reflect current market conditions. As
in the past, the limit amounts vary by
region. 2008 FHA statistics reflect the
elimination of subprime lenders and
the increase in FHA loan limits—as
of November 2008 FH A-insured loans
had more than doubled to 400,000
units. That number is expected to
increase in 2009,
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Cualifying for an EEM

If you qualify for a FHA mortgage,
you automatically qualify for an FHA
EEM, with no additional require-
ments. (Fannie Mae, the Veteran's
Administration and other groups also
offer EEMs, with different funding
limits, regulations, and so on, but as of
this writing the FHA program is the
most popular) The FHA EEM lets you
borrow more money for energy-efh-
cient improvements. Typical upgrades
include increasing insulation levels,
sealing ducts and the building envelope,
upgrading mechanical equipment and
lighting, and replacing windows. You
cannot use the EEM to replace inefi-
cient appliances.

The amount you can borrow with
an FHA EEM is limited to the lesser of
5% of the appraised value of the home
or $8,000, with a minimum of $4,000.
This money is rolled into the mortgage.
The assumption is that the increase
in the monthly payment wil} be offset
by a reduction in the utility bills. For
$8,000, it’s possible to replace a furnace,
upgrade windows, increase insulation
levels, and so on.

You have to have the house analyzed
by a RESNET-certified HERS rater
(see Figure 1). The rater enters the
house’s characteristics into an approved
software application, such as EnergyPro
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little as 3%. You can also have less-
than-excellent credit. However, you
have to be able to document your
income. Your total housing cost,
including taxes and insurance, cannot
exceed 29% of your total income, and
your total debt, including credit cards,
auto loans, and so on, cannot exceed

41% of your income. You can use FHA
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Figure 1.The FHA EEM letsyou horrow more money for energy-efficient improvemerts.
Typical upgrades include increasing insulation levels, sealing ducts and the building enve-
lope, upgrading mechanical equipment and lighting, and replacing windows.
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and the predicted reduction
in energy-related expenses.
[f the improvements pay
for themselves during their
usefu] lifetime, you can add
them to the EEM.

The HERS report
and the homeowner-selected set of
improvements become part of the
escrow process. Once escrow closes,
ihe homeowner or 2 qualified project
manager (typically a general contractor)
hires licensed contractors to complete
the upgrades. They are paid with money
held back in escrow. When the work is
completed, the HERS rater inspects the
upgrades to make sure they are done
correctly. The final inspection may
involve blower door and duct testing
to verify improvements. Note that the
HERS rater may be able to do some of
the improverments, depending on the
certification and conflict-of-interest
guidelines of the HERS provider and
the local permitting authorities.

Figure 2 shows a sample EEM
report. The full set of recommended
improvements costs almost $8,900,
with a lifetime savings of over $11,0090.
The homeowner would have to select
a subset of those improvements that
is less than the EEM ceiling for the
property, either 5% of the appraised
value, or $8,000, as I explained above.
Note that each individual improve-
ment does riot have to realize a lifetime
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| savings; only the combined package of

i improvements has to do so.

i Typically, EEMs are used to purchase
| or refinance existing homes. You can
also use an EEM to purchase a new,
already energy-efficient house. In those
circumstances, the only real benefit is
that the qualification ratios are stretched
from 29% and 41% to 31% and 43%,
letting you qualify for a larger mortgage.
There are also EEM programs, with
higher limits and different requirements,
for renovating properties.

The Ohstacles

I According to David McEvoy, manager of
. mortgage-related products at mortgage-
dataweb.com, approximately 400,000
FH A-insured mortgages were written
as of the end of October 2008, Although
[ am unable confirm exact numbers,
interviews with industry participants

! confirm that a very small percentage

of those mortgages were EEMs. Weils
Fargo Bank, one of the largest FHA

| lenders, originated more than 50,000

| FHA mortgages in 2008. Of those,
approximately 500 were for EEMs tor
new homes. The FHA provided me with
numbers suggesting that only about
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the biggest reason home
buyers don’t take advan-
tage of EEMs is that they
just don’t know abaut them.
Although FH A-certified
lenders are required to give
mortgage applicants infor-
mation about EEMs, it gets lost in the
stack of paperwork accompanying a

mortgage transaction. In addition,
lenders and real estate agents are
remarkably uninformed about EEMs.
According to Maddux, “there needs to
be a paradigm shift in the real estate
market” before EEMs become more
popular. That shift would involve
educating everyone in the transac-
tion—home buyers, real estate brokers,
lenders, and perhaps even inspec-
tars. All the real estate professionals
I talked to for this article agreed that
Jack of easily digestible information
about EEMs is the biggest problem.
Fven with clear, widespread infor-
mation, an EEM can be a tough sell.
Elise Groves, senior mortgage advisor
at Creekside Morigage in Sanfa Rosa,
California, says that she tells all her
FHA clients about EEMs as part of
the disclosure process. Most are not
interested, for a variety of reasons.
1n the mild California climate, many
purchasers don’t see any real benehit
to a more energy-efficient home. The
dollar savings just aven’t that compel-
jing, and the green component just isn't

o
that important. Additionally, in the
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current economic climate, most lenders

are operating in survival mode. Dealing -

with one more item that doesn’t earn
them extra compensation just isn’t
worth the hassle,

Another problem, cited by real estate
brokers, is that the EEM inspection is
another cost for home buyers to deal
with during escrow, on top of the typical
home inspection, termite inspection,
and other regional requirements. In fact,
that shouldn’t be a barrier—the fees for
the initial HERS inspection and rating,
along with the final inspection, can be
included as one of the EEM improve-
ments, as long as the costs are reason-
able, Unfortunately, home buyers tend to
think about what’s coming out of their
pocket today, not the savings they will
realize over the long term. For a typical
EEM, the long-term savings can be
substantial, even if you pretend that fuel
prices will never increase.

A final negative that is often
mentioned is that the HERS report
only predicts utility savings. There is
no research or follow-up to confirm
that the real savings actually match the
estimated savings. Homeowners could
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end up paying more per month with an
EEM than they would have paid other-
wise, even with the energy improve-
ments. Why spend hard-earned money
today for the promise of savings? Until
the FHA decides that it’s important to
foliow up after the purchase to confirm
the savings, it will be tough to counter
this argument,

In fact, some lenders are starting
to do this. Stuart Tyrie, head of Wells
Fargo’s National Builder Division, says
that Wells is starting to track post sale
energy savings. He claims this informa-
tion is critical in order to really make
peopie understand the value of an EEM.
More importantly, lenders and mortgage
insurers need to factor into their pricing
strategies the fact that energy-efficient
homes carry less risk than conventional
homes. Once that happens, EEMs will
become more popular.

There are quite a few obstacles to
the widespread adoption of energy-
efficient mortgages. The number of
EEMs originated each year, compared
Le the total number of mortgages
written, is proof of those obstacles.
Unfortunately, we live in an era of

For more information:

rising fuel prices, global warming, and
peak oil. Existing residential buiidings
are responsible for a large part of U.S,
energy consumption and greenhouse
gas admissions. EEMs are one vehicle
for improving the energy efficiency of
those homes. Hopefully, lenders, real
estate professionals, and homeowners
will become better informed about
EEMs and start taking advantage of
the pregram whenever they purchase
or refinance a home.

Contact the author at steve@green-
IMAann.com.

To learn more about EEMs, go to
www.tha.gow.

To learn more about EnergyPro, go to
www.energysoft.com.

For more about REM/Rate, go to
www.archenergy.com.

For statistical information about the
mortgage market, go to
www.mortgagedataweb.com.

To learn more about the CHEERS
Existing Homes program, go to
www.cheezrs.org.



