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Executive Summary 
When a homeowner adds an accessory dwelling unit (“ADU”) 
to their property, they not only gain financial and lifestyle ben-
efits, but they also help close the housing shortage in the Unit-
ed States with homes that typically rent at prices below the 
median. Though many homeowners want to build an ADU, 
they are often prevented from doing so because they have dif-
ficulty financing the upfront costs. While ADUs have poten-
tial to be a tool to bridge the racial wealth gap and add finan-
cial stability for lower- and moderate- income homeowners, 
to date, comparatively affluent and, in many regions, whiter, 
homeowners have disproportionately built ADUs.

Informed by a literature review and interviews with 30+ experts 
in the field, this paper maps the existing ADU construction fi-
nancing landscape and identifies promising financial prod-
ucts, barriers to their utility, and recommendations to help en-
sure that the benefits of ADUs are realized by all homeowners. 

Of homeowners who have built an ADU, most have leveraged a 
combination of cash and a mortgage to finance construction. 
Mortgages, loans backed by real estate, are popular as they are 
widely available, feature relatively low interest rates, and have 
the potential to produce substantial cash for the homeowner 
to cover the cost of ADU construction. There are a few main 
mortgage products that homeowners typically use: 1) first lien 
products such as purchase loans, cash-out refinance, or reno-
vation loans and 2) second lien products such as home equity 
lines of credit (HELOCs) or home equity loans. Homeowners 
who hold significant equity in their home are generally well 
served by purchase loans, cash-out refinances, and second 
lien loans. Renovation loans, which are sized based on the ex-
pected post-renovation value of the home, are theoretically 
well suited to help homeowners without significant equity but 
remain relatively unused. 

Type of Product Examples
Mortgages

First lien Second lien

Purchase 
loan

Cash-out 
refinance

Renovation 
loan

HELOC

Home equity 
mortgage

First lien loans get repaid before second liens.
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Of homeowners who 
have built an ADU, 
most have leveraged a 
combination of cash and 
a mortgage to finance 
construction. 

We found that renovation loans, with reforms, may be a useful 
tool to enable some homeowners who are currently excluded 
from the financing market to build an ADU. Our team investi-
gated renovation loans backed by government agencies, such 
as Fannie Mae and the Federal Housing Administration, to 
identify issues that reduce their efficacy for the construction 
of ADUs. We found three specific inhibitors: 

• first, that agencies do not recognize income that an ADU 
may produce; 

• second, that appraisals often undervalue ADUs; 

• and finally, that agencies have constrictive guidelines which 
limit where and who can build an ADU. 

Further,  we identified other issues with renovation loans 
which help explain why they are a generally unpopular 
mortgage product including that they tend to be expensive for 
borrowers, can take a long time to close, have relatively high 
rates of denial, and often make finding a qualified contractor 
more difficult as contractors tend to disfavor projects funded 
by renovation loans. 

Finally, we found other non-government-backed products for 
financing an ADU such as bridge financing, ground leases, 
personal property loans, and shared appreciation models 
that hold promise for the longer term and could be scaled 
up to better serve homeowners. This paper highlights these 
financial instruments to encourage further research and policy 
discussion.
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Introduction 
The US has a housing deficit of 3.8 million units.1  This deficit 
has resulted in a rapid run-up in home prices and rents, and 
decreased housing affordability for many Americans. The me-
dian sales price of homes sold in the United States increased 
24% between January 2020 and October 2021 alone.2  Between 
2000 and 2019, the share of renters who are rent-burdened, or 
whose housing costs account for more than 30% of their in-
come, increased from 39 to 49%.3  The crisis requires tackling 
the problem from multiple angles–preserving existing afford-
able housing, protecting vulnerable individuals from eviction, 
and producing new housing. 

ADUs are a means of producing a meaningful amount of new 
housing units, by some estimates up to 1.8M in California alone.4  
ADUs, often incorporated inside existing homes or on existing 
parcels, are not given the same community scrutiny as larger 
apartment buildings, and are often politically insulated from 
neighbors’ objections that otherwise successfully block larger 
scale housing projects. When rented, ADUs often are leased at 
rents that are affordable to households earning below the area 
median income; for example, in the high property-value areas 
of Alameda, Marin, and San Mateo counties, between 29-67% 
of ADUs are affordable to a family of two making 80% of the 
area median income.5  

Beyond increasing the supply of housing, ADUs provide bene-
fits to homeowners. ADUs often house family members, allow-
ing children to care for aging parents or grandparents to help 
with childcare.6  Other homeowners opt to rent out their ADU 
to earn supplemental income as renting an ADU can provide 
an outsized financial return to homeowners compared to oth-
er investments.7  Finally, ADUs can provide income diversifica-
tion that can help homeowners remain housed during an in-
come shock, such as a loss of employment. ADUs can provide 
homeowners lifestyle flexibility and can help them to increase 
financial stability, making them an especially powerful tool 

for low-income / wealth and BIPOC homeowners, the latter of 
which are at the highest risk of losing their homes in a short 
sale or foreclosure after purchase.8 

Recognizing the benefits of ADUs, lawmakers across the coun-
try in states such as California and Oregon, and cities such as 
Seattle; Boston; Minneapolis; Washington, DC; Salt Lake City; 
among many others, have legalized second (and sometimes 
third or fourth) units. Many of these localities have also enact-
ed reforms that promote project feasibility such as lowering or 
eliminating parking requirements, reducing impact fees, lib-
eralizing size and occupancy requirements, among others. 

The appetite for future reform also appears to be high, even 
from the top of the federal executive branch: in May 2022, the 
White House released a 5-year strategic plan aimed at making 
rent more affordable and homeownership more attainable, 
especially for low- and moderate-income families. ADUs are 
key to the White House’s  plan:  they assert that ADUs can ac-
count for 1 million of the 1.5 million housing units needed in the 
United States and recommend new financing mechanisms to 
cover gaps in the ADU market. 

ADUs, though less expensive than other forms of housing, re-
quire significant financial resources to construct—the medi-
an cost to build an ADU in California in 2018 was estimated 
at $150,000 while 13% of ADUs were estimated to cost more 
than $300,000 to build.9  For lower-income and lower-wealth 
individuals, ADU construction requires financing. For many 
of these homeowners, though, there is limited access to ade-
quate financing to construct an ADU.10  Perhaps, as a result, to 
date, ADUs have disproportionately been built in high-income, 
high home-value, and, oftentimes, whiter areas.11  

To better understand the opportunities to expand credit for 
low- and moderate-income households to build an ADU, we 
conducted a literature review, one-on-one interviews with ten 
subject matter experts, and group roundtable discussions with 
20+ government regulators, local government professionals, 
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loan originators, ADU advocates, appraisers, ADU startup exec-
utives, academics, and real estate agents (the “interviewees”), 
all of whom have various perspectives on the challenges and 
the opportunities in the ADU construction financing space. In 
particular, we sought to understand: 

• The current ADU financing landscape for homeowners.12  

• The government-backed loans with the highest poten-
tial to facilitate ADU construction.15   

• The specific barriers built into each of these loan prod-
ucts for their use towards ADU construction.

• The opportunities for improving utilization of these loan 
products for ADU construction. 

In addition, we sought to identify promising ADU financing 
solutions outside of government-backed loans that might 
warrant further research. 

Findings 
Existing ADU Financing Landscape
In a 2021 UC Berkeley survey of 800+ homeowners in California 
who built a permitted ADU, respondents were asked how they 
financed the cost of ADU construction. Their responses fell 
into four broad buckets: liquid assets, mortgages, unsecured 
debt, and “other” as shown in Figure 1. Most homeowners use, 
at least in part, cash or other liquid assets to build their ADU. 
Those who do not have enough liquid assets to finance the 
full cost of ADU construction require other sources of funds. 
Mortgages–loans secured by real property–are the most fre-
quently utilized source of debt for ADU construction as they 
have wide availability, relatively low interest rates, and bor-
rowing limits are typically high enough for the homeowner to 
borrow enough money to cover most or all of the cost of ADU 
construction. Homeowners less frequently use other forms 
of debt, including credit card loans and personal loans which 
carry high interest rates and can generate a limited amount 
of cash. Other non-debt sources of funds–government grant 

Utilization16

Figure 1

programs, ground leases, and equity share models–are as of 
yet a small piece of the ADU financing landscape. 

Survey respondents were further asked about the type of loan 
that they took out. The three main types of mortgages used 
for ADU construction are cash-out refinances, home equity 
lines of credit/home equity loans, and renovation loans. 
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Home equity lines of credit (“HELOCs”) and home equity loans 
(collectively, “second lien loans”) are loans collateralized by real 
property but are subordinate to a homeowner’s first mort-
gage (hence they are in the second lien position). The main 
difference between a HELOC and a home equity loan is that 
a borrower can draw the funds of a HELOC down as desired 
whereas, with a home equity loan, all of the funds are dis-
bursed to the borrower at loan closing. Being in the second 
lien position makes second lien loans riskier for lenders than 
first lien loans, and therefore, they carry higher interest rates. 
Second lien loans are attractive to homeowners who have an 
interest rate on their first mortgage which is lower than one 
they could obtain through a cash-out refinance. As mortgage 
interest rates have sat at historic lows for much of the recent 
past, these second lien loans have represented a small por-
tion of the overall mortgage market in the United States; of 
the 14.5 million mortgages originated in the United States in 
2020, only 850,000, or 5.9% were second lien loans.18  Second 
lien loans are, however, the most common method for home-
owners who have built an ADU to date. 

A cash-out refinance is a first-lien mortgage which a home-
owner uses to replace their existing, smaller, mortgage. Cash-
out refinances are available to people with existing equity in 
their home (which is built by paying off principal over time or 
through home appreciation). Interest rates on cash-out refi-
nances are generally higher than those on non-cash-out re-
finances and purchase loans but lower than those on second 
lien loans and renovation loans. 

In order for a borrower to take out a second lien loan or a cash-
out refinance, they need to have equity in their home which 
is not the reality for many, including those who have recently 
taken on a new mortgage. Though rising home prices have 
increased home equity for many, similar appreciation in the 
future is not certain. 

A renovation loan is a first lien loan that is designed to provide 
homeowners with the cash they need to purchase a home 
or refinance an existing mortgage, plus cash to complete a 
home renovation such as fixing a roof, remodeling a kitchen, 
building an ADU, among other types of eligible improvements. 
Renovation loans work similarly to other types of mortgages 
with a few exceptions. When originating any loan, an apprais-
er values the property to determine the maximum loan that a 
borrower can borrow. In the case of a renovation loan, an ap-
praiser determines the value “as-if” the renovation project has 
already been completed. By contrast, for other types of loans, 
an appraiser determines the value of the home “as-is.” By us-
ing a renovation loan, then, a borrower can typically borrow a 
greater sum of money than with other products such as a pur-
chase loan or cash-out refinance. At loan closing, the borrower 
receives a certain portion of the loan and other money is held 
back for the renovation. The lender will release the renovation 
funds to the borrower once an inspector comes to ensure that 
the required work has been completed as agreed. Once the 
renovation is completed, then the loan functions like other first 
lien mortgages. FHA, VA, Fannie Mae, and Freddie Mac all offer 
renovation products. Renovation loans are, at present, a com-
paratively small share of the ADU financing landscape: only 
6.3% of the homeowners surveyed who used a mortgage to 
finance their ADU construction used a renovation mortgage. 

Having identified the ADU financing landscape, our team 
sought to understand how government-backed mortgag-
es could better facilitate ADU construction. We heard in our 
initial one-on-one interviews that none of these mortgages 
will be a silver bullet for ADU construction financing. We also 
heard near-unanimous agreement from the interviewees that 
renovation loans have the potential to be a far stronger tool in 
the ADU financing toolkit.19  
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Government-Backed Renovation 
Loans 
There are four renovation government-backed loans available 
in the market: Fannie Mae HomeStyle renovation; Freddie Mac 
CHOICERenovation, FHA 203(k) Rehabilitation, and the VA 
renovation loan. As detailed in the sections below, we found 
from our interviews that there are three main issues that im-
pede utilization of renovation loans by homeowners who want 
to build an ADU. First, while an ADU generates rental income, 
agencies generally do not allow ADU rental income to count 
towards a borrower’s income, therefore limiting the amount 
of funds they can borrow. Second, appraisals often undervalue 
the ADU, again limiting the amount of the loan. Finally, agen-
cies limit the types of properties on which an ADU can be built, 
what the ADU looks like, and the characteristics of the bor-
rower. Outside the context of ADUs, there are various reasons 
for the lower market share of renovation loans: they are often 
more costly than other forms of debt, they have high denial 
rates, are administratively burdensome for lenders and con-
tractors, and they are often impractical for borrowers when 
purchasing a home. 

Some of the experts we interviewed, including ADU advocates 
and mortgage originators, tended to lean towards more ex-
pansive reforms to address these impediments while other 
interviewees, including those from the agencies, tended to 
lean towards more modest reforms due to wanting to bal-
ance greater access to credit with ongoing robust consumer 
protection. The recommendations presented herein are ones 
that were generally agreed upon by participants along the risk 
spectrum. 

Consideration of ADU Rental 
Income 
One of the criteria that lenders use when underwriting a loan 
is the borrower’s “stable” income–income that one can rea-
sonably expect to continue into the future. They do so because 
they want to ensure that the borrower has enough income to 
service their anticipated mortgage payments for the entirety 
of the loan term.

For many loans, agencies consider some or all of the rental 
income generated by a property as stable; for example, on a 
mortgage for a duplex where one or both sides are rented, 
part of the rental income is considered stable. Despite the 
widespread nature of this practice, government-backed loans 
either prohibit ADU income from being considered stable or 
make it so that ADU income can only be considered stable in-
come in limited situations:

Only 6.3% of the 
homeowners surveyed 
who used a mortgage 
to finance their ADU 
construction used a 
renovation mortgage. 
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• Fannie Mae’s selling guidelines state that “a borrower must 
qualify for [a] mortgage without considering any rental in-
come from the ADU.20  A limited carveout exists for low-in-
come borrowers.21  

• Freddie Mac, as of June 1, 2022, allows rental income from 
an existing ADU to count as stable for an ADU within a sin-
gle-family, owner occupied property, granted the ADU is le-
gal and the loan is either for a purchase or a non-cash out 
refinance. However the rental income can account for no 
more than 30% of the borrower’s total stable income and 
the borrower must either have landlord experience or have 
taken a landlord training course. Finally, Freddie Mac re-
quires an appraisal that shows a comparable property with 
a rented ADU that has recently sold as well as three compa-
rable rentals, including one that is an ADU. Freddie Mac will 
also consider income from an ADU as stable for investment 
properties–either if the entirety of the subject property will 
be an investment property or if the borrower has ADU in-
come from another investment property.22  

• While the VA does not have any specific limitations on ADU 
income, the lender’s handbook states that, when consider-
ing rental income on a single family property (the only type 
of property that can have an ADU per their guidelines), it 
can only be considered stable if the borrower has two years 
of rental history documented on their tax returns.24  

• FHA features similar guidelines as the VA, though they may 
consider ADU income from a different property without in-
come documented on the borrower’s tax returns if the bor-
rower has 25% equity in the property and obtains specific 
appraisal reports.24  

These rules are not only a constraint for borrowers who want 
to build an ADU with a renovation loan, they can limit the po-
tential loan amount for borrowers of other types of mortgages 
who either already have an ADU at their property or who are 
going to purchase a home with an existing ADU. Interviewees 
suggested that agencies consider three types of ADU income 
as stable: 

1. Income from an existing ADU with an in-place lease. 
Agencies today consider income from a rental unit on a 2-4 
unit property for which there is an in-place lease, as stable. 
The interviewees suggested that income from an ADU with 
an in-place lease should be treated no differently than a 
unit on 2-4 unit property. For loans on 2-4 unit properties, 
to compensate for the risk of non-professional leasing and 
property management, agencies discount the value of the 
rental revenue stream–a practice that could be replicated 
for ADU income. With the recent changes it made to its sell-
ing guide, Freddie Mac has gone the furthest in allowing 
income from an existing ADU to be considered stable for up 
to 30% of the borrower’s stable income. 

2. Income from an existing ADU without an in-place lease. 
Agencies today consider income from a unit on a 2-4 unit 
property that is currently vacant as stable–discounting the 
value of the rental revenue stream to take into account the 
risks associated with leasing-up the unit. Again, the inter-
viewees suggested that income from an existing ADU with-
out an existing lease should be treated no differently than a 
vacant second unit in a 2-4 unit property.  

3. Income from a yet-to-be built ADU. Agencies today do not 
consider rental income from a yet-unbuilt unit on a 2-4 unit 
property as stable. For properties with 5+ units, however, 
agencies will consider the value of rental income of a yet 
unbuilt unit. There are risks with lending against the rent-
al income of a yet unbuilt unit; from loan closing, the bor-
rower must successfully build the unit and find a qualified 
tenant who will begin paying rent. With loans on 5+ units 
construction, lenders underwrite the future rental income 
of a yet-unbuilt structure at a discounted amount, taking 
into consideration defensible assumptions on vacancy and 
operating expenses and only funding the loan after the 
borrower obtains necessary entitlements and construction 
permits from local jurisdictions, a guaranteed price con-
tract from a licensed contractor, and a property manage-
ment agreement from a qualified property manager. Inter-
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viewees suggest that agencies enact similar guidelines for 
renovation loans, discounting the potential revenue from a 
yet-unbuilt ADU based on comparably defensible assump-
tions. 

Several interviewees conjectured that considering some or all 
ADU income as stable could improve the underlying ability of 
a borrower to repay a loan. Further research should be con-
ducted to evaluate the relative safety of mortgages backed by 
ADU rental income–specifically, default prediction modeling 
that includes ADU income as an explanatory variable for great-
er financial resiliency. This work may be done internally at the 
agencies or by outside researchers. Currently, default models 
include such characteristics as loan-to-value ratios, a borrow-
er’s credit score, length of time in a job, among other factors. If 
having income from an ADU reduces default probability, it will 
be evidence of the safety of loans backed in part by ADU in-
come.  Even if the addition of an ADU has a marginally positive 
impact on the likelihood of default, this risk might be reason-
ably priced into the loan pricing which could result in a loan 
that is still less expensive to borrowers than other non-govern-
ment backed loan options.

As previously noted, some homeowners do not treat an ADU 
as a rental unit, instead using it as additional living space for 
themselves or a family member. If, and as, future  research on 
loan performance indicates that ADUs, no matter the tenure, 
increases the safety of a loan, the agencies may choose to have 
borrowers certify as a condition of their mortgage that they 
plan to lease their ADU for a minimum period of time after 
loan closing to help ensure that the ADU will, in fact, gener-
ate rental income.25  Alternatively or additionally, the agencies 
may require that the homeowner contract with a third-par-
ty property management firm that professionally leases and 
manages the unit for a certain period of time after closing. 

Changing if and how ADU income is underwritten can be done 
by the agencies through updates to internal underwriting, 
policies, and guidance and does not require statutory change 
nor action by the Federal Housing Finance Agency or other 
regulatory body). 

Appraising ADUs
Another criterion that lenders use when underwriting a loan is 
the loan-to-value ratio which is calculated by dividing the loan 
amount by the appraised value of the property. For a renova-
tion loan, an appraiser will value the property as if the ADU has 
already been built (the “as-if complete appraised value”). As 
a lender will not lend above certain loan-to-value ratios (typ-
ically 80%), for the borrower to receive the right sized loan to 
build the ADU, it is important appraisals are accurate. Howev-
er, interviewees reported that some appraisers lack appropri-
ate data and others lack experience in the specific nuances of 
evaluating the contributory value of an ADU. 

Most appraisers of residential properties use the sales compa-
rable approach of appraising homes–the method by which the 
value of the subject property is arrived upon by comparing it to 
similar nearby homes that have recently sold. In some geogra-
phies, there are few properties with ADUs that have transacted 

The interviewees believe 
that considering the income 
of a yet-unbuilt ADU as 
stable would go the longest 
way in making renovation 
loans more useful to 
borrowers.
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in the market, making it challenging to appropriately assess 
the added value of the ADU. In other markets, while proper-
ties with ADUs might have transacted, appraisers might not 
be able to find them as multiple listing services (MLS’) across 
the country do not have a standardized method to identify if a 
property includes an ADU. The MLS’ that do identify if a prop-
erty has an ADU do not always indicate if an ADU is legal per 
local zoning and do not always report other pertinent ADU in-
formation, such as number of bedrooms, square footage, or 
whether or not the ADU is a conversion or new construction. 
Complicating matters, no centralized body exists to regulate 
MLS’, leaving it to entities like HUD or the National Associa-
tion of Realtors to provide the necessary technical assistance 
to MLS’ across the country to incorporate standardized ADU 
data inputs, which to date has not been done. 

Agencies also allow appraisers to use the income approach–
whereby the rental income of the property is analyzed–to help 
value a property. Though agencies do allow appraisers to use 
rental income from an ADU in the income approach calcula-
tion, we heard that many appraisers erroneously believe that 
they are prevented from doing so. The interviewees suggested 
that the agencies explicitly clarify this point in their guidelines. 
In addition, the interviewees suggested that the appraisal 
forms provided by the agencies be updated to accommodate 
the unique needs of appraising a single family home with an 
ADU. Whereas 2-4 unit appraisal forms allow the appraiser to 
arrive at rental rates for each unit, the single family appraisal 
forms only allow the appraiser to come up with the rental rate 
for the whole property–that is, it does not allow the appraiser 
to break out the ADU and the primary home rental rates. Fred-
die Mac, in their recent selling guide update, provides some 
guidance to appraisers by suggesting that ADU comparable 
data can be provided either in narrative form or as a separate 
schedule. 

As ADUs are a relatively new and geographically limited phe-
nomenon, we heard that many appraisers are unfamiliar with 
the ADU-specific appraisal guidelines set forth by the agen-
cies. Appraisers have considerable latitude in determining the 
contributory value of an ADU, but conversations with apprais-

ers suggest that appraisers often err on the side of caution and 
value the ADU overly conservatively. Lenders or the agencies 
could require that appraisers (or at least those appraisers who 
value ADUs) complete certain trainings or certifications to en-
sure that they have the necessary tools to appropriately value 
them. These trainings already exist: for example, the Appraisal 
Institute, a national association of real estate appraisers, offers 
a continuing education course, “Valuations Overview of Acces-
sory Dwelling Units,” that teaches the techniques for appropri-
ately valuing ADUs.  Similarly, the Northern California Chapter 
of the Appraisal Institute offers a continuing education course 
to navigate appraising ADUs in California specifically (which 
could be used as a model for similar courses nationwide to 
help appraisers align local land use laws and patterns with the 
appraisal standards). 

Renovation Loan Eligibility 
Each agency has different guidelines which specify the char-
acteristics of mortgages that they will purchase. These guide-
lines are the result of many influences, including the vaga-
ries of enabling statutory authorization, regulatory mandates, 
market conditions, and agency responsibility to reduce the 
risk of the loans on their balance sheet. This section details key 
barriers to ADU uptake for each of the mortgage product and 
spotlights whether changes could be made through agency 
updates to guidelines vs. statutory or regulatory change. 

Single-family dwelling only. Fannie Mae, FHA, and VA define  
an ADU as a dwelling on a parcel improved with a single family 
home (i.e., a one unit property). A borrower who owns a two or 
three unit property, then, could not use a renovation loan to 
build an ADU, even though single family loan programs allow 
for financing of structures with up to four units. Freddie Mac, 
as of June 1, 2022, stands alone in purchasing loans secured 
by two and three-unit properties that are improved with an 
ADU.26 The interviewees believed that there is no indication 
that an ADU on a property improved with two to three units 
is any riskier for lenders than an ADU on a property improved 
with a single family home. Several states, such as California 
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and Oregon, have recently expanded their ADU laws beyond 
single family properties to allow them on multi-unit proper-
ties, suggesting a mismatch between local efforts to expand 
supply and existing definitions. 

One ADU only. All four agencies state that only one ADU is 
permitted per property, limiting those who seek to build a sec-
ond or third ADU, as is increasingly being allowed by state and 
local jurisdictions. Interviewees noted the absence of any evi-
dence suggesting that multiple ADUs on a property decrease 
the safety of the loan. Agencies may wish to consider a pilot to 
study the loan performance of mortgages on properties con-
taining up to three ADUs (four being the maximum number of 
units on a property eligible for agency financing). 

Attached only. FHA, under its 203(k) guidelines, states that 
any addition of a unit must be attached to an existing hous-
ing unit–which means that detached ADUs and certain ga-
rage conversion ADUs are not financeable under the 203(k) 
program.28  Per interviewees at the FHA, this regulation stems 
from FHA’s historic interpretation of the 203(k) enabling stat-
ute which states that acceptable uses of funds are for “the re-
habilitation of an existing one- to four-unit structure which will 
be used primarily for residential purposes.”29  FHA is reportedly 
reexamining their interpretation of this passage to determine 
if a detached ADU may be applicable under the 203(k) pro-
gram. If it turns out that the existing interpretation holds, the 
interviewees recommend that Congress amend section 203(k) 
of the National Housing Act (12 U.S.C. 1709(4k)) to allow for the 
addition of a detached ADU. 

Limited funds for manufactured homes. Fannie Mae and 
Freddie Mac limit the loan amount from a renovation loan for 
properties for which the primary residence is manufactured 
(i.e., factory built to HUD specifications). For these properties, 
the loan amounts are the lesser of $50,000 or 50% of the ‘as 
completed’ appraised value. For all other properties, the loan 
amounts are 75% of the ‘as completed’ appraised value.30  How-
ever, if the borrower would like to build an ADU on their prop-

erty that has a primary residence that is manufactured, their 
eligible loan amount would be lower than a neighbor in the 
same position with a site-built primary residence. Interview re-
spondents said that there does not appear to be a clear ratio-
nale for this rule. As of June 1, 2022, Freddie Mac updated their 
guidelines to clarify that the lower loan proceeds do not apply 
to ADUs that are manufactured. 

Owner occupied only. Except in very limited circumstances, 
FHA and VA loans, including renovation loans, require that 
the borrower occupy the property for at least one year after 
loan closing. The reason for this is that one of FHA’s and VA’s 
mandates is to help borrowers achieve homeownership, not 
necessarily to help borrowers build an investment portfolio. 
In the case of FHA, changing this requirement would require 
an amendment to the National Housing Act which states that 
mortgage can be insured “only if the mortgagor is to occupy 
the dwelling as his or her principal residence or as a secondary 
residence.”  Similarly, for VA loans, changing this requirement 
would require an amendment to 38 U.S. Code § 3704(c) which 
states that “the veteran intends to occupy the property as the 
veteran’s home.”31

In addition, as agencies update their guidelines or seek statu-
tory changes, some interviewees emphasized the importance 
of keeping language broad to accommodate local zoning that 
permits additional units but does not call them “ADUs”. For 
example, California’s SB9 legislation allows for “two residential 
units” within a single-family residential zone. Though the sec-
ond unit is not called an ADU under local law, in physical and 
practical form, there is no distinction. Given this, some inter-
viewees advocated for agencies to replace the term ADU in 
favor of more generalizable terms such as “additional unit[s].” 

Figure 2 summarizes restrictions imposed by the guidelines 
which the interviewees believe limit the applicability of reno-
vation loans for would-be ADU builders without increasing the 
loan risk for the agency. Figure 2 summarizes which agency 
guidelines feature the limitation and with whom the power to 
amend the guideline rests. 
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Non-ADU related challenges 
with renovation loans 
Beyond the specific use case of ADU construction, issues 
remain with renovation loans generally which may also limit 
their usefulness to borrowers. Specifically, interviewees told us 
that these products are often more expensive for borrowers, 
can take a long time to close, have relatively high rates of denial, 
and often make finding a qualified contractor more difficult. 

All of the interviewees noted that the process for originating 
and servicing a renovation loan is administratively onerous 
for lenders, requiring a significant amount 
of paperwork and coordination with HUD 
inspectors, contractors, and homeowners. 
The requirements mean that the loans re-
quire more staffing than is needed for oth-
er types of mortgages and lenders will often 
charge additional points or higher interest 
rates on renovation loans than on purchase 
loans to compensate themselves for this ad-
ditional work. Other lenders, given the chal-
lenges, opt to not offer renovation loans. The 
interviewees suggested that the agencies 
review the origination process to determine 
areas for streamlining. For example, instead 
of basing the loan amount off of plans and 
specifications that are unique to each proj-
ect, lenders could be permitted to offer a 
standardized amount based on the type of 
work that will be completed (e.g., a kitchen 
remodel generates loan proceeds of a cer-
tain set value). Alternatively or additionally, 
and more targeted towards ADUs, agencies 
can work with ADU manufacturers to deter-
mine a standardized loan amount for adding 
a specific ADU model to a property. Finally, 
one interviewee suggested that updates to 

the underwriting software, including allowing HUD consul-
tants to directly input information into underwriting portals, 
would save significant lender and contractor time and effort 
by removing the need for  significant paperwork and manual 
input of data. 

The administrative requirements of renovation loans also 
make them imperfect products for borrowers purchasing 
their home, particularly in competitive markets, as renovation 
loans can take a long time to close. According to interviewees, 

Figure 2
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it takes at least 30 days to close a renovation loan in a best-
case scenario, but achieving that quick time frame requires 
a savvy borrower and doesn’t allow for unexpected hiccups. 
Typically, according to our interviewees, renovation loans take 
60-90 days to close, whereas conventional purchase mortgag-
es close in 45 days or less. The process of closing requires the 
borrower to secure plans from a licensed contractor before an 
appraiser values the property so the lender can determine the 
maximum loan amount. In hot housing markets, buyers often 
offer short closing timelines in order to increase the appeal of 
their bids. Those relying on renovation loans are put at a dis-
tinct disadvantage. 

In addition to streamlining origination procedures, housing 
counselors could help homeowners ready the necessary 
permit, design, and other required application materials to 
be more competitive in this process. Research indicates the 
general usefulness of housing counselors; they are especially 
effective in steering homeowners towards less risky and more 
affordable loan products.32  Housing counselors could more 
broadly identify the right financing options for homeowners 
and also think through the financial implications of building an 
ADU–including identifying the additional operating expenses 
associated with managing the additional unit. In 2021, Congress 
appropriated $78 million to HUD for homeowner counseling, 
very little of which appears to be specifically targeted for 
homeowners intended to purchase homes with ADUs or those 
intending to use renovation loans.33  ADU-specific homeowner 
counseling does exist and could be scaled up, however. For 
example, HPP Cares, a Community Development Entity, helps 
homeowners with the financing as well as the construction 
and leasing of an ADU. This could be used as a model for other 
HUD-approved housing counseling agencies to replicate. 

Another major issue with renovation loans is that they have 
a high rate of denial: 45% of applicants who apply for a 
renovation loan are denied compared to 18.4% of borrowers 
who are denied when applying for a cash-out refinance.34  Per 
our interviewees, this denial rate may be higher because the 

as-completed value determined by the appraiser often does 
not justify the cost of the proposed renovations. More research 
is needed to understand why the rate of denial is so much 
higher for renovation loans as high denial rates impose an 
unnecessary burden on homeowners and create a major cost 
to renovation loan lenders. 

Another major issue with renovation loans is that contractors 
are often reluctant to take on a project that is being funded 
through a renovation loan. Prior to closing a renovation loan, 
the lender and borrower agree to a draw schedule that dic-

45% of applicants 
who apply for a 
renovation loan are 
denied. 

tates when money will be released to the borrower for the 
work completed. Before funds are released, an inspector must 
ensure the required work has been completed as agreed. The 
lenders can release some funds to pay for up-front costs, such 
as materials, design, and permit fees. In the case of Fannie 
Mae for example, they will release up to 50% of the agreed to 
material costs upfront. For the remaining 50% of the materi-
al costs and for all of the subcontractor costs, the contractor 
must wait until the work has been inspected and completed 
in order to be reimbursed. This process, which mitigates risk 
for the lender and the borrower, places a financial burden on 
the contractor. When contractors are in high demand, they are 
more likely to choose a job for which the homeowner is paying 
them cash rather than paying through a comparatively inflex-
ible renovation loan. Per the interviewees, the agencies could 
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explore ways to release loan funds as the project requires it, for 
example, by allowing contractors to bypass the draw process 
if the contractor needs to pay for materials or subcontractors. 

For many homeowners who want to build an ADU, especially 
those with equity in their home, renovation loans will never be 
the preferred mortgage product. Further, in a rising interest 
rate environment, borrowers will be increasingly reluctant to 
replace an existing low-interest rate mortgage with a renova-
tion loan. However, given other options currently available in 
the market, renovation loans can be a good option for many 
homeowners who want to build an ADU: they carry the bene-
fits of being government-backed, including low costs and bor-
rower-friendly protections, and offer amounts that can fund 
most (if not all) of the cost of ADU construction. By enacting 
some or all of the reforms outlined above, renovation loans 
can be further optimized in the near-term to help lower- and 
moderate- income homeowners to participate in the growth 
of ADUs. 

State and local governments, of which California and Boston 
are but two examples, have set aside grants and/or soft loans 
to help accelerate the construction of ADUs. As lawmakers and 
administrators create these programs, the interviewees sug-
gested that they be crafted to work within the conventional 
mortgage system. For example, government programs could 
pay upfront for development costs that are either not paid for 
by renovation loans or that are paid only after a draw occurs. 
Working in tandem with Agency renovation loans, govern-
ment programs can reduce a homeowner’s debt load or help 
bridge the upfront costs of ADU construction. 

Non-Government-Backed Loan 
Recommendations 
With time, the private sector may develop and scale other prod-
ucts that could fill the financing gap for homeowners looking 
to build an ADU. Some of these products–including, but not 
limited to, bridge financing, ground leases, personal proper-

ty loans, and shared equity–should be further researched and, 
given potential feasibility and appropriateness, made more 
widely available to homeowners. The importance of this work 
is magnified in a high-interest rate environment when home-
owners will be less willing to replace their lower-interest first 
mortgage with a cash-out refinance or renovation loan.

Bridge Financing
A bridge loan is a short-term, second-position mortgage that 
can be used to fund the construction of an ADU. Upon stabi-
lization of the ADU, the homeowner would complete a cash-
out refinance of their first and second mortgages or would 
take out another, longer-term, second-position mortgage to 
pay off the bridge loan. Stabilization occurs once the property 
shows gains in appraised value or the homeowner establishes 
rental income at the property and this income can be consid-
ered “stable.”

For example, San Mateo Credit Union (SMCU) offers an ADU 
bridge financing product. This loan requires that the home-
owner occupies the primary residence and meets certain un-
derwriting criteria. The term of the loan is 12 months and it 
considers up to 75% of rental income from the future ADU 
when calculating borrowing limits. SMCU, as a credit union, 
gets their capital from depositors and the loans are held on 
the lender’s balance sheet.  Once enough data has been gen-
erated, further research on this program is warranted to deter-
mine outcomes such as rates of default and closing rate.  

Ground leases
A ground lease is an agreement signed by a property owner 
and a company whereby the property owner grants the com-
pany time-limited control of all or part of the subject proper-
ty and the company builds, rents, and manages the ADU on 
behalf of the property owner. During the term of the ground 
lease, the property owner enjoys part of the rental income 
and by the end of the ground lease period, the property own-
er owns the ADU outright. The homeowner is typically spared 
the challenges of permitting, constructing, and managing the 
ADU and incurs no upfront costs.  
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A handful of companies, such as Dweller in Portland and Rent 
the Backyard in San Francisco, pioneered the ground lease 
model but have ceased offering it as a means of financing. 
The primary reason cited is that Fannie Mae and Freddie Mac 
mortgages state that transferring the property, or any inter-
est in the property, triggers immediate repayment of the loan 
(known as the “due on sale” or “acceleration” clause ). We do 
not know whether Fannie Mae and Freddie Mac would en-
force these due on sale clauses in the event that a homeown-
er entered into a ground lease for an ADU, but it would clearly 
create a risk for homeowners.  Notably, FHA and VA loans do 
not feature these due on sale clauses.35  

sets such as automobiles. Personal property loans (formerly 
referred to as chattel loans) are also used to finance manufac-
tured homes, such as those in a mobile home park. Similarly, 
an ADU could be eligible for a personal property loan.36  

The advantages of using a personal property loan in the con-
text of an ADU is that it would not conflict with the require-
ments of a primary mortgage, including the the due-on-sale 
clause as discussed above. By separating out the ADU from 
the real property, if the homeowner were to default on the 
ADU loan, then they are not at risk of getting their primary 
residence foreclosed upon. A disadvantage of this model is 
that interest rates on personal property loans are often signifi-
cantly higher than mortgage interest rates, likely to account 
for the fact that repossession of the ADU in the event of bor-
rower default would be challenging.37  A limitation on personal 
property loans for the ADU context is they would likely only be 
feasible as a financing solution for detached ADUs. 

We have not found any examples of companies offering per-
sonal property loans for ADUs. The most obvious companies 
to explore offering these loans are the major manufactured 
home builders–including Skyline Champion, Clayton, and 
Cavco–as ADU could be a means of expanding their custom-
er base. Absent action by the manufactured home builders, a 
third party company, perhaps one that provides development 
and property management services, could offer these loans 
to homeowners. However, absent a private or governmental 
secondary market for these loans it is unlikely that they could 
get to scale. 

Shared Appreciation
A shared appreciation contract is one entered into by a home-
owner and a company whereby the company will pay the 
homeowner a sum of cash upfront in exchange for the right for 
the company to receive an outsized share of the future value 
of the home. If an interested homeowner qualifies, the prop-
erty is appraised by a third party appraiser to determine the 
upfront value of the home. The company–of which a handful 

State and local 
governments, have set 
aside grants and/or soft 
loans to help accelerate the 
construction of ADUs. 

Fannie Mae and Freddie Mac may wish to further study what 
impact ADU ground leases would have on the value of their 
collateral and make an official determination on whether or 
not they are acceptable.   

Personal property loans
A personal property loan is a loan secured by non-real prop-
erty (i.e., not real estate) and is commonly used to finance as-
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exist, such as Point, Unison, and Unlock–will pay a lump sum to 
the homeowner, typically 10% of the home’s value. The home-
owner can use that lump sum as they wish and no payments 
are required during the term of the agreement (though this 
model was not necessarily designed for the ADU construction, 
this money can be used to build an ADU). At the end of the 
term, typically between 10-30 years, the homeowner pays off 
the company, either through a buyout or by selling the home. 
The buyout amount varies from company to company; in the 
case of Unison, the homeowner returns the initial investment 
made by the company and pays 40% of the difference be-
tween the initial appraised value and the final appraised value 
(or sale price, as the case may be). In the case of Unlock, the 
homeowner pays 16% of the final sale/appraised price. 

Some homeowners may find this model attractive as they do 
not take on additional monthly payments and they have free-
dom to spend the money as they wish. This model may be a 
good option for less creditworthy homeowners as the compa-
nies claim that their underwriting criteria, including the debt 
to income ratios and credit scores, are less stringent than those 
of loan originators. 

Given the novelty of the shared appreciation model, some 
questions remain. For instance, it is unclear if the cash received 
upfront to the homeowner is taxable and if these contracts 
are compatible with the primary mortgage. These contracts 
should also be further evaluated to ensure that they are not 
predatory given the lack of regulation in this space

The ADU financing models outlined above hold promise but 
require time and effort to flesh out business models that work 
for capital providers and homeowners. As with all new and un-
tested financial products, there are potential pitfalls for bor-
rowers that come with the expansion of these non-govern-
ment backed and regulated models. As these models expand, 
watchdogs, regulators, and researchers should continue to 
monitor their effects on borrowers to ensure that predatory 
models do not proliferate. 

Summary of Recommendations 
We recommend the following changes to expand ADU financ-
ing options for homeowners: 

Government-backed renovation loans: 
recommendations for agencies 
• Research should be conducted on the relative safety of 

loans backed by ADU income. If ADUs have a positive ef-
fect on loan safety, agencies should consider ADU rental in-
come from an existing ADU as “stable,” especially for ADUs 
with in-place leases. Agencies should also explore lending 
against the income of a yet-unbuilt ADU, perhaps limiting 
construction and lease up risk in ways that are common in 
lending on 5+ unit properties. 

• Agencies or lenders should require that appraisers who will 
appraise an existing or future ADU complete an ADU-spe-
cific appraisal training.

• Agencies should review their appraisal forms to accommo-
date the unique situation of appraising a single family home 
with an ADU. 

• Agencies should explore amending their guidelines to al-
low for ADUs on two- to four-unit properties and allow for 
up to three ADUs as allowed by local zoning.

• Fannie Mae and Freddie Mac should reconsider their guide-
lines which limit the loan maximum for homes for which 
the primary residence is manufactured.

• Agencies should study their requirements for renovation 
loan origination and servicing to realize efficiencies for 
lenders, borrowers, and contractors. Agencies should also 
explore why denial rates are so much higher on renovation 
loans than rates on other products.
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Government-backed renovation loans: other 
recommendations 
• HUD and National Association of Realtors should work to-

gether to add standardized ADU information to MLS’ across 
the country.

• If the existing FHA interpretation of the 203(k) enabling leg-
islation holds, Congress should pass new legislation to al-
low FHA to issue renovation loans for ADUs that are not at-
tached to the primary structure. Congress should also allow 
FHA and VA to issue loans to investors who wish to build an 
ADU.

• HUD should prioritize homeowner counseling funding to 
approved housing counselors that train counselors to help 
borrowers through the ADU financing process, especially 
the process to navigate closing a renovation loan. 

• State and local ADU grant programs should tailor their pro-
grams to work within the conventional mortgage market, 
not outside of it. 

Non-Government Backed Loans
• Researchers should study the success of ADU bridge financ-

ing programs and should study the implications of shared 
appreciation models for homeowners.  

• Fannie Mae and Freddie Mac should explore compatibili-
ty of the ground-lease model with the due-on-sale clause 
found in their uniform mortgage instruments.

• Manufactured home builders and startups should explore 
the feasibility of personal property loans.

Conclusion 
Recognizing the potential benefits of ADUs, activists, lawmak-
ers, regulators, and other stakeholders have made significant 
progress in lowering the barriers of construction: zoning reg-
ulations have been eased, permit fees reduced, and resources 
developed to help homeowners through the process. The call 
for breaking down barriers to ADU finance has also been heed-
ed to some extent by the government agencies and regulators 
who have made important strides, most notably and recently, 
Freddie Mac, in incorporating ADUs into their guidelines. 

This paper provides a roadmap for targeted and achievable 
reforms that can help make government-backed renovation 
loans more useful for would-be ADU builders. Progress need 
not stop there; non-governmental actors–private sector, re-
searchers, and even those representing philanthropic sources 
of capital–can have a role to play in advancing traditional and 
non-traditional financing products alike. With a more mature 
ADU financing market, we can unlock increased ADU produc-
tion throughout the United States and do it in ways that bet-
ter support the needs of lower- and moderate- income home-
owners. 
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