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LEARNING OBJECTIVES
At the conclusion of this chapter, students will be able to:

. Understand similarities and differences in borrower qualification between Vete-
rans Administration, primary FHA, and conventional mortgage loan programs
Describe how the application process differs between conventional, Veterans

Administration and FHA residential mortgage loans, and commercial

mortgage loans
+ ldentify Just how mortgage insurance has extended the residential mortgage

~ Market to a broader base with the introduction of FHA’s Mutual Mortgage
jurance Fund and later private mortgage insurance and their effects on

: s and continuing mortgagor obligations
development of private mortgage insurance products and
tures
ome equity revolving line of credit mortgage works ”
tion and costs of a reverse annuity mortgage %
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CHAPTER?
INTRODUCTION |

ose of analysis, mortgage Oans.r.nay be divideg
For t.he' Iiﬁ:)l;e made to individuals and families to buy hom:slto ey
e o(ti':ei-o individuals and companies to acquire commercig »an ,
ma

ic source of loan repayment is not the e Operties
hasis. For a home loan, the analysis fOCuSes’f;[ € ang,
It is the buyer’s personal income— eSSentiaurSt- on g,
ty itself—that will be used to repay th, lo’ oy,

Jated to the proper
Ll:;fl;efdal property loan, the lender normally expects rep, - Forg
income produced by the property, and that source takeg Prioritr;lt frop,

. in he
anal%flslliss- chapter examines, 'ﬁrst, .the individual as borrower for g
pose of buying a home. Residential loans corppnse over 'two~thirdse pur.
mortgage loan market and may be classed in four major Categ, Of the
insured by a government agency such as HUD/FHA, (2) havg, s ()
complete or limited government-agency guaranty from an entityi Some
VA or RHS, (3) conventional/conforming, and (4) other COnvenECh
(A conventional loan is one without government undeI'Writing_) 0‘(;11&1.
four, both HUD/FHA and VA or RHS offer fairly clear stap dur the

idelines for the industry and the consumer.

The third category, conventional/conforming, covers loang made yi
the expectation of selling them to either Fannie Mae or Freddie Mac. Bty
of these secondary-market purchasers have developed uniforny docu-
ments and some common limitations (but not always the same standards)
on the loans they can accept.

The fourth category, other conventional, offers few uniform proce
dures with many minor variations, and includes those residential loas
characterized as Alternate A and subprime. The latter classifications of
subprime and Alternate A are a recent variation of a conventional lun
originally designed to better fit the needs of lower-income familie and
will be explained later under the umbrella term of affordable housirg Joa,
In sum, the field of loan qualification does not offer standards used
everyone. (Some of the variations appear in Table 9-1laterin this ChaP;e:'z

We will examine the similarities and the differences betWeer thle ‘;e
major categories of borrower qualification in this chaptet Examp e: i
given for each using the same basic applicant’s income and 1(')an ﬂamdjﬂer
Generally, the analyses arrive at similar conclusions but us¢ slight’

ent methods to reach that point.

sis differs in emp
a plicant’s income.

dS and
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to furnish a credit report, and we
hese reports in this chapter. Also,

: m
e.xam s the qualiﬁcation of corporate borrowers. Finally, because
has become an essential part of mortgage

mortgage jnsuran
nding practicess WE i[l review this kind of underwriting.
h the loan application. Lenders no longer

is begins Wit
stions they may wish of an appli-

[oan analys!
have the freedo |c whatever qu€
. : ¢ has led to some discriminatory lending

ing discrimination in all kinds of credit

| Credit Opportunity Act, which

ed the Equa
tgage lending procedures, as we will dis-

reme borrowers is
¢ the info~ ndint

prctices. AS 2 step roward reduc

qansactions, COngress pass
had an important effect on mor

cuss next.

EQUAL CREDIT OPPORTUNITY ACT

gviafgsel; lf;)lrizi.maly;is of 2 b.o'rrower is the loan application. As a step
ECOA ;;185; ;de' ava11ab11¥t}f.of credit, the Equal Credit Opportunity
anapplicatio;l. Quest'm 1974, limits information that may be required in
——— ;O?Sdthat could lead to discriminatory lending prac-
b answered o ated and new questions have been added that need

a voluntary basis. The act was implemented under
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286 CHAPTER 9 Borrower Qualiﬁcation
serve Board and is administered by -

Reserve.
ffice of the Federal Rese = .
rohibited discrimination 11 the granting of Credit
P On March 23, 1976, the ECO4 ,
S

gainst discrimination in credit trang

amended to expan .. : origin, age, recei
ce, color, religion: national Origin, age, recelpt of pub;,

actions by adding 12 . - h dor the C
jghts under the Consu )
assistance income and the exercise of rig mer Cregj,

protection Act, of which the ECOA is 2 Paﬂ, as protected categories,

The restrictions covering information On SOUTCEs of an applicangg
income do not apply if the applicant expects to use that income as a meqy,,
of repaying the loan. For example, no.questlons may be asked regardip
alimony, child support, of separate maintenance payments unless the -

rower plans to use this money to make the loan payments.

No discounting of income is allowed because of sex or marita]
tus or because income is derived from part-time employment. In eaﬂi:-
years, it was not uncommon to discount the income of a wife of Childr
bearing age by as much as 50%. In regard to a credit history, an applic ’

must be permitted to show evidence that facts in a joint report dq N,
accurately reflect his or her individual ability or inclination to repy not
Joan. If credit is denied, the lender must provide the reasons fof dy tbe
upon request of applicant. enil

| ECOA preempts only those applicable state laws that are incong; t
with the federal requirements. Lenders in states that may impose sd?t
addi-

tional requirements, such as additional prohibitions on what may be ;
loan app.lication, must also comply with state laws. It should b ay Deina
the requirement for separate liability for separate accounts (.e noted tl.lat
persons can demand that separate credit records be maintain;; 1nne11at;1r<:::

married nam '
m ne or a maiden name) cannot be changed by state laws. H
> any action taken by a creditor in accor ety

directly or indirectly affectin
crimination.

In general, the law does

the direction of the Federal Re

Consumer Affairs O

Initially, the act
y X Or marital status-

is of se
on the basis 0 d the prohibition 2

| dance with state property laws
g creditworthiness will not constitute dis

ot specify how or to whom loans should be

This kind of ] anket deyig] N might not be accepted as a loan applicant
€ Considered g o individlliglll1 ’ l‘zlnger permitted because each person must
and judged by the same st
andards.



The Loan Application

be a difference in the standards that a lender may use for
fhere can (gage credit as opposed t‘o a short-term installment-type
ﬂg'term mlefl it - ndards must be applied uniformly to all applicants,
% e, but

4 APPLICATION

L lication offers information for qualification of both
roperty. If the loan is residential, as explained ear-

ebofrow nation 1,equested on an application must conform to the
the”  infor For this purpose, the Federal Reserve has pre-

e in A.
lier’.th ents of llaif:)ﬁon forms for five different types of credit, one of
P

m
odel 3PY te. On the basis of the Federal Reserve model,
P“{ei ;lresidentlal;:;l:;;c designed their own standard form (FNMA
nie Mae and g r65 respectively). As the need for greater standardiza-
f pand pHLMC f(’,rm became mandatory for use after November 15,
tli(;ﬂ Jevelo led’;l;z with all residential loans. The latest revision, dated
ll len

g6, bY . | the Appendix. o
]lzneZ 4 ea:ii;n required in 2 residential loan application may be
informa

¢ loan
gerafldthep

wer (and co-borrower)

: tho t, financing requested
Cost O
: gployment and Incom® dotz

4 Anticipated monthly housing expenses
' s and liabiliies

o obtain a credit report

including an estimate of cash needed to

5, Listof asset
6. Permission t
7, Details of the transaction,

close the Joan
4, Applicant’s certification as to accuracy of information

Commercial Loan

Ifaloan is for commercial property, the lender is more likely to use its
winapplication form because considerably more information is needed.
l;;‘;?:tf, fe(.ie?l !aws regarding application information designed to better
Sincaen n;l;stmdual gen'erally do not apply to commercial loans.
— rai(l)llzln:}elzraal loans are expected to be repaid from the prop-
i“f"nnation,is needr an from the borrower’s personal income, specific
edon th

at property. An appraisal, market information
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n,and substantial financia] data ¢
Al 'e
with arevl
s ons WO

0 eratlons .
lor;ns will be cons?

tial loan qu

ANCIAL EVALUATION OF THE BORROWER

bich loan-to-value ratios (LTVRS) often found in regq.
The hig m on an accurate examination of the bOrmerf:l Oapg

remiu .
Plaf; :biliity- In the event of default, the conventional lender, orthe Tepy,
zzrtgage insurance company COVering only a portion of the 1o Prive,

be hard pressed to make full recovery frorr} disposition of the Col];t;volqd
case of an early foreclosure. Prf)per aflalysm of. the bOl‘rower toq erra1. in
total available income, any claim against that income, anq the by, Mipe
credit record are important for a home loan. Owep

A borrower's other assets are helpful as additiona] security fo,
and can result in a lower rate of interest, but other assets ¢ ANy alwa logy
counted on for use in repayment. The lender knows that i many s be
actual default in payments, the borrower has met with financig] . :Eles of
that were beyond his or her control. Accidents, job layoffs, o et emg
ness in the family can deplete most of a family’s financig] A leus |111.
the lender with few means of recourse beyond the house that };asabe
pledged as loan collateral. en

No two borrowers ever present the same credit picture. Even so, apg.
ysis of a borrower can be handled two different ways: (1) by 5 humay
underwriter, called manual underwriting, or (2) by a computer, el
automatic underwriting. Software programs have been developed for con.
puters that can reference a variety of information and give loan approvl
when it is justified. However, the machine does not provide a rejection of
the applicant. Any questions that should be answered are referred backto
the lender’s underwriter for further work.

Because a computer is more number-oriented, it also uses credi
scoring, which is a method of giving a default probability number bas!
on an individual’s credit record. The method has been available for nex!
50 years but has received publicity recently because of its wider “:fa
A more detailed explanation of the procedure appears in Chapie 141
part of the discussion on automated underwriting.

There are some guidelines and general rules, mainly

mon sense, that are helpful in determining whether or n°

titio
w of competitk 0o . Nantj.
uld be required. More detailed informatigy, on ¢q Clpated

dered in this chapter after the examination of rmercial
e .
alification. Sidep,

FIN
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with a review of competition, and substantial finan;
operations would be required. More detailed in fOr;al datg

loans wil
tial loan qualification.

o
| be considered in this chapter after the ¢ atiop °nn amicipmd
Xamj
n .
Teg;

FINANCIAL EVALUATION OF THE BOR
RQW
ER

The high loal.u-to-value ratios (LTVRs) often fg
place a premium on an accurate examinati und i res;
ment ability. In the event fd ation of th ey
men y. ent of default, the conventio e bofrow }&l l“%
beol:aézge insurance company covering only g ponal lende, or f;s e
be e apressi:d to make full recovery from dispo r‘tl.on of the q * Pl
o avaﬁ :ljlr y foreclosure. Proper an alysis of thesllt)lOn of the co? Wy
e »
o mc:ome, any claim against that j OrTower ¢, p Aery]
A lzecord are important for a home loan NCome, apq th l)ete )
orrower’ ’ © Dorrgy,
and can result ilf : ;her e ar.e helpful as additio "
S ?Wer rate of interest, but other nal Security f,,
actual default in pz;r;fee?t ayment. The lender knows thar o™ *“Wz;sbe
nts, the bo atin
that were be i rrower has i iy
ond met Y cag
yond his or her control. Accidents j(:l:ltlh fnancig Pmble:l:l)sf
> V% Selous

ness in the family can de
plete most of a fam;
mily’s finang;
al

o

Ple‘EeduiS ll(:an collateral.
0 two borrowers ever
. present the
S S oo
ysis of a borrower can be handled ame credit picture. Bven so, .
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Becs underwriter for further work
use a ¢ ; :
scoring, which iSOmp uter is more number-oriented, it also uses e
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A more detailec;l b received PubliCitY recently because 0 its diaﬂ |
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There cussion on automated underwriting: g |
are some guideli Jy based ™l
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Financial Evaluation of the Borr
ower

make a loan repayment. One popular rule j
able toc;;” of good underwriting. 1 15 alWéYs

be
g0 " rhree

i valuating @
orr_evaluating
Capablhty

1

ent$ > . 5 —
Wmt,assessing the borrowers credit reputation (willingness to
3 O

ay) al— d etermiﬂing that the

t) .
borrower’s capacity to make the required

property is adequate collateral for

the mortgage lo
a3 sound prediction, the underwriter must consider the
estions: (1) What is the apph‘cant’s ability to pay? (2) What is

pasic g4 willingness t0 pay? (3) Does the property provide enough
e w:H examine the isSU€ of collateral in the next chapter.
We

Ablity to Pay
n, the residential lender looks to a fam-

er type of loa

MZ{;?;;‘:‘; atﬁz ;fsljc rtz:z)urce for repayment. As§ets are important,. but
e used in part t0 determine the spending or saving patterns practiced
othe use of that income. Therefore, a careful review of the employment
i, present income, and future potential is important. The following
wsome of the income elements considered by a lender, with commen-

tyon each.

frsof Income

mm‘ ca broad distin.ction betwef?n production-related .imfome

N st:::e Produc'tlon-related income means commissions,

N o i sugﬁses’ piecework pay. It does not have the certainty

"etrdof earp a wages or a salary and normally requires a

¥ ents op th flgs to qualify. Following are major types of income
¢ir acceptability:

%Asalary,

i vgc‘eptabl

art' .
Particularly from a major company or institution, is

€ fOl‘ loa . .
Dort, 0 qualification. It can be easily verified from

289



CHAPTER 9 Borrower Qualification
ht commission job can be very lucrative, ¢,

nly a past record of income culled from

an be accepted as factual.

is a solid basis for continuing incopy,
e

290

3. Comumission. A straig
it can be a complete bust. O
several years of tax returns £

4. Hourly wages. An hourly wage
and one that can usually be confirmed by an employer.

5. Overtime wages. This is an uncertain basis for making a long-teryy,
loan, as most employers try to avoid overtime, using it only for o
emergency situation or a5 a temporary practice. Again, a consisten;

yments for several years would make this an

attern of overtime pa
acceptable addition to an applicant’s gross income.

6. Second job. Many people today hold more than one job on a full. o;
art-time basis. Teachers, police officers, and skilled hourly workerg

all can have other capabilities and may spend extra hours augment-
ing their income. If the second job has been held over a period of

several years on a regular basis, it provides a substantial lift to the

regular income.
7. Unreported income. A few people accept extra work, or even become

involved full-time, in jobs that pay in cash and on which income is not
reported for tax purposes. Such income, if not reported, is illegal and
cannot be used under any condition to justify a loan. This “borrower”
could lose this income abruptly and spend some time in prison.

8. Co-borrower’s income. Prior to enactment of the Federal Equal
Credit Opportunity Act, it was a fairly common practice to reduce
the effective income that could be accepted from a working wife. The
reasoning then was that young married couples were also interested
in raising families, and earlier customs generally assigned more of
the problems concerned with family emergencies, sickness, and
childcare to the wife. The new laws recognize changing customs, and
a lender is now required to apply the same qualification standards to

each borrower without questioning marital status or gender.

9. -Income from children. While many young men and women liv-
ng with their parents earn substantial money at full- or part-timé
jobs, these earnings are not generally a recognized addition to the
family income for loan purposes. The obligation on the part of chik
dren to contribute to family finances for support of the home 18 not
a continuing one. Normally, children will leave home o set up ther
own households within a few years. Therefore, temporary iltlcl(zz

supplied by grown children lends no real weight to 10
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Va'uation of
the Borr
ower

ore i another qualiﬁcation pattern that considers chil
req“es_ts'c o di Ferently: Many s.tate and local housing authoritile_
i rograms using lower cost “bond money” thai

grens U csistance P
as me' Genel’aﬂ)’: fOI' qualiﬁcation, eligible “famil
me of all persons who will live in thz

bined inco
J. Similar provisions apply to the more recently

affordable housing loans.
years past, not many have enjoyed

ds, or other work benefits at a sufficiently

toward a home purchase. However, this
many veterans of military, gov-
and corporate services have completed 20 or 30 years of
Mo | pefore the a5¢ of 50 and are eligible for further lifetime
emplO ;;lese penefits are 0ne of the most reliable forms of income.
et alimony. SOmMe states do not permit alimony in
< but provide child support as a matter of court decree.

th alimony and child support. Such payments
¢ a divorced spouse or remar-

he court ruling. However, the record

ity over a period of time before

i would constitute an acceptable addition t0 total income. ECOA

estricts information that must be provided on this source of income
d as income for repayment of the loan.

ffitis not to be counte
ople operate their own businesses

L Self-employed persons. Many pe
orvork as self-employed individuals in professional capacities. This

e of income is one of the more difficult to evaluate because of the
Hltgli saccounting procedures that dei.ine such income. Some
b usmesss(zzners are able to pay certain living expenses from
e gren t(f;)ct;})len.ses,. e.ntert,al.nment, travel, etc.), but weight
i 1e 1nd1v1dua.ls income that is reported as tax-
iy, Offederfl ?r)lf(e:; to verify income, lenders must rely on

me tax returns. Certified copies of these

™S can be :
obt
g ained from the Internal Revenue Service for a

% Upon applicat;
ereg Pplication by the taxpayer only.

te
nd divi
et Widends, Th;
at o 1S e Of . "
t - type of inco i
heaSSetsca O may not prowg me derives from invest-
o canbe € an ongoing source of funds. If

Wey eld ag am ;
e ] ) San mvestment, thev re

e
inco™ be finance
1y of

m
o age them
eatly . changing For instance,

Other states permit bo -
anbe considered as regular 1
ried persom; depending 01 the
of payment must show dependabil

ncome fo
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eliminate that particular source of income. Again, the past recorq
would give some indication of how investment assets have be,
managed.

Part-time employment. In the past, income derived from part.
time work was not accepted at full value toward a person’s incom;
applicable to repayment of a mortgage loan. The concern wag aboyt
the future stability of this source of income. ECOA requiremepy,
now permit no discounting of income from part-time employmep,
However, the lender may still require that an applicant show ey;_
dence of stability and reasonable assurance that part-time work wi]|

14.

continue.

Stability of Income
Along with the size of an applicant’s income, the assurance that it wil] pe

continued must be investigated. Two measures are most commonly used:
(1) time on the job and (2) type of work performed.

Length of Time on Job

While standards vary, some length of time on the same job is a measure
of stability. The changing nature of job tenure has brought a reduction in
the former three-year standard to a more common one-year requirement,
There is a basis for this restriction in that any new job may or may not
work out due to personality factors, lack of accomplishment, or dissatis-

faction with the work.
With the more rapid changes in jobs today, tenure may be more

fairly judged from the individual’s job history. Has the applicant madea
record of “job-hopping” without noticeable improvement in income? Is
the present job one of greater responsibility and growth potential than
the previous job? Has the applicant maintained a record of employment
in a chosen field of work, or is the present job an entirely new type of
work? The lack of standards makes this question a judgment call for &

underwriter,

Type of Work
While a person with a long record of steady employment provides az:z
good answer to the question of income stability, many seeking 1o.an5 alf
not provide such a record. Thus an additional standard is helpful o

sis of an applicant: the type of work.



1
C orf wer
F nan |a| EVQ‘UatiQ!l O' t'.. B
Owe

- th salaried jobs employed by major com
per$ well. So do professional people with job t
rkers, some with the protection of unioc:ure of varioys
and often more highly paid) than lower leVelc:)r?traCts’ can

ana
| 2l _Government employees carry good sec gement
ad e s, police officers, and other service workers. urity, as
. Je of the scale, new sales representatives enticed
. <ions, entertainers, and seasonal workers giVeep by
oor

_ fhig :
qories CC; Ofcontinued stable income. To some lenders, socially unaccep-
iden < of WO ck carry unduly low ratings. It might be noted that laws
able typrotect persons against credit discrimination due to type of work

Panies or ingt,.

fixed liabilities must be reported on
an applicant can be rejected
lied is a conversion of liabili-

L,ab][mes
ide qtial loan quahﬁcatlon, ‘
Rr™= . ion. If liabilities are excessive,

ca

dgment call). The standard measure app

ey _month basis. Not all liabilities are included or measured in
only those that are required by the lender to be listed. The

jesto @ PEX
fis manner— :
t is whether or not the required monthly payments could
ayment. However, that determinant is lim-

determinan
t of food, clothing, transportation, and income taxes

event making 2 mortgage P
ited. For instance; cos
n though they are all essential.
e, certain monthly obligations should

peed not be listed eve
To qualify an applicant’s incom
the applicant’s income. The obliga-
housing costs, as reflected in the

ut exceed guideline percentages of
ions that fall under this criterion are
mnthly mortgage payment, plus other fixed obligations such as install-
};“jfﬂ:) fP;ln)'menlt.s anc,i Tevolvinfg account payments. In general, more than
“fﬂlemajzfg ;;ar(l)t§ mc?me is open to use for unlisted obligations. Each
g 5025: (1 . loans (FHA, YA and RHS, conforming/conven-
st T :s lon'aul) apply slightly different guideline standards
; Ve thege g o : :lwﬁ' be more fully explained later in this chapter.
mwlhich montly ob ai ferences betwc?en lenders and types of loans
Arei Illncurring additionil cli(::ll;: mflst be hste.d, caution should be taken
g Sy indicats fhg o prior to qualifying for a mortgage loan.
f%thefe}ymem tel,rather i I.néllljor cause of loan rejection is not the
t , it is heavy monthly installment obligations

g, oS Such
dSpg th dS cars
at 1 ? com ute 1 & . .
Might s, video_equipment, and, similar
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CHAPTER 9 Borrower Qualification

Assets . . .
Unlike applicants for commerc-lal loans, residentia] applicang, he
how substantial assets to qualify. Many home buyers ate you, ed -
Sle who have had little time to accumulate much ip, ¢ 8er pe

qualify for suitable home loans. However, there is g, Vet sy

. .advanta e
other than a home are held by an applicant. Ownershlp of Stocks Assety
real estate, savings funds, and other such assets doeg indicate an i;b‘ Ondg,
live prudently and conserve a portion of one’s Income, If this i & Ity
the applicant should find qualification of income much =
centage guidelines that limit the amount of obligationg
relaxed a bit.

As a commentary on how lenders might look at oth
insurance is viewed as both an asset (due to it cash value apq
tion features) and a liability (due to itg cost). Cars and boats reProtec.
some trade-in value, but are usually discounted. Furnityre a Present
property are often overvalued in an applicant’s Statement of 4
of the owner’s personal attachment to these items, and theg
not given much weight by lenders. Employee trust ang pensi
represent value if the interest is a vested one—that is, if o
take the funds with them should they leave the job. An i
own business is best determined by an audited financial g
business. Accounts and notes receivable should be detg;
valuation.

) a
€asier, as he b ::,
Will mqg likely

er assets, life

€ valueg gp
on funds gy,

mployees cap
nterest in ope;

Willingness to Pay

The element of willingness to Pay, sometimes called credit character, is the
most difficult to analyze and judge. Yet this factor alone can be the caust
of loan rejection. An underwriter’s judgment is crucial in making th
decision because it can involve questions of credit discrimination. 1o
Creditworthiness is judged from an applicant’s previous recor N
meeting obligations. The most common source of information I:a .
this determination comes from credit reports as issued by credit bg; o
Informatiop for mortgage loans is also obtained from Publif: rec‘(:;i per
ering litigation, judgments, or criminal actions. Conversatl(l;nisng to ligh
$0ns involved in the house sale transaction can sometimes tiitudes, and
informatiop op the applicant’s manner of living, personal 2

e o igation-
activities that might give cause for a more detailed investi8
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o refer to ta’ke loan app;it.:a.tions at the borrowe
e Jen ' se a persons n.1anner of living can be h.elpfuj in judging
o jence There is a question as to when personal inquiry becomes
of cter.  privacy. But lenders are obligated to exercise prudent
" asion of oné defOrm ation to make sound decisions. The true pic-
in ", a0 nee Jvantageous for the borrower as for the lender and is
,udgl“ just aS? roper judgment on any loan. Individuals asking
gatory 18 e;l:nj si’s money should be willing to provide complete
§

] themselves within the requirements of
b ¢ information about

ity Act.
pd accurzredit Oppomingness to pay, lenders have alw:?ys tried to
d]cUnder the.categogoti"aﬁon for owning a home. Lenders in the past
o P neest incentive for owning a home came from a fam-
flt that the Sd“to tghe rearing of children. But lifestyles have changed,
0

. - i in having a family, but do want
juit o7 e not interested in ga. |

; tot); E:;lactment of the Equal Credit Opportunity A.ct,
; ualification standards and making loans to sin-

faders Were eslarp"g qd women, and nonfamily units where there was

en an ) .
Pfrsolns, botrh aIf:le of continuity of interest in owning a house. ECOA

: der and marital status as a basis for loan rejection, but
ol gend the lender’s right to exercise judgment as to the con-
ms o foif)li;ay a mortgage loan. This is an area that does not lend
mgzmm definitions and thus can present problems for a respon

e loan officer.

r’s place

houseS. Even pI'iOI'

Credit Reports

Ystadulisin this country have credit reports compiled by the more tha.n
Weeditbureaus, whether or not they are aware of it. Information is
| "y submitted to local credit bureaus by their members, who nor-
¢ those extending credit within the community. Credit bureau

*onsistof local merchants, financial institutions, gasoline retail-
™ I(SN‘[’f mediffll services, taxing authorities, and possibly uti?ity
' h‘%they hany utility companies do not submit credit information
) Ve very effective constraints if payment becomes delin-
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members and to individuals seeking infc.)rmation on the(lir'town records,
Those who pay bills only in cash are not likely to ha\fe credi retc0rds any.
wkere, which can create some problems when s?ekmg abrtn?r gage. loan,
However, to properly handle such persoris wanting tltl) o .amlcred},t, the
fairly new credit criteria allowed under aﬂforda‘blel ou31}r11g 0ans” rec.
ogn;zes insufficient credit records and accepts timely cash paymentg 4

proof of sound payment practices.

Keepers of Credit Records

Before applying for ariy loan, it is wise for an individ.ual to r.eview any credit
information that he ¢ she may have on file. The Fair Credit Reportmg Act
grants individuals the right to do this. Errors can be corrected, and this ig
best handled before 2 loan officer examines the record. The place to begin
is with the local credit bureau, which is listed under “Credit Reporting
Agencies” in the Yellow Pages. Large cities have multiple bureaus and yg,.
ally one will dominate mortgage loan information—the one commonly
used by FHA, VA, and mortgage companies. Individual credit reports
generally cost about $15 and may take several weeks for delivery; they are
free if a bad report is the reason for denial of credit.

Three major national credit data companies (also called nationg]
repositories) hold credit information on individuals and may be con-
tacted directly. Most mortgage lenders now require reports from at least
two of the three, in addition to the local credit bureay report, as part of
the loan documentation. The three do not share credit information, and
their reports can differ. Contacts are as follows:

EQUIFAX
Box 740241
Atlanta, GA 30374-0241

Phone: 1-888-202-4025 Business Service for Lenders; 1-800-685-1111 for
Consumers

EXPERIAN

475 Anton Blvd,

Costa Mesa, CA 92626
Phone: 1-888-243-695]

TRANSUNION
2 Baldwin Place
PO. Box 1000

Chester, PA 1902
ers
Phone; 866-922-2100 Business Service for Lenders; 800-916-8800 for Const



Financi
1al Evaluation of the B
Ofrower

’ rovide records of credit accounts
credit bllzeczu ¢s. Each creditor makes the dCCiSiOin :s I:syﬁlem histories
ofthose i edit. The information contained in a report covc(:her or not
o tars (ten years for b@kruptcy filings). If an individual ﬁ;eiecpast
even Y st a credit reporting company, the law requires that an anso o
plﬂi“t ag;d vithin 30 days- Disputed information may be removed f:;er
be Prmn.t "ecord while an investigation is made into the original credit;];l
g accurate, it is returned to the record. If it is inaccu:
deleted and the individual can instruct the
tion to all creditors who reviewed the file
unfavorable credit information is on the

. the pre
mthf1 I;n | there cumstances (such as a serious injury
ec0r ay in making paymentS), an individual can file a statement

ing del
Ca,“t;ilhge redit bureat of up to 100 words in explanation.
i

e e information must be
. pureal to send 2 correc
oed yious six months. If

are mitigating cir

eceding information on consumers rights stems

om the Fair Credit Reporting Act (FCRA), passed in 1970. The FCRA
 dministered bY the Federal Trade Commission, which is headquar-
ired in Washington; D.C., with regional offices in major cities. In 2003,
ihe Fair and Accurate Credit Transactions Act (FACT) was passed, which
sgnificantly amended the Fair Credit Reporting Act. The FACT sought
i protect consumers from inaccurate credit information that might be
rported by credit reporting agencies. In addition to protecting consun-

their credit, the FCRA included con-

o privacy rights when reporting
smers right to inspect their credit reports for accuracy. Consumers can
s regarding derogatory

mﬂm possible errors and attach explanation
Wﬁgﬁ:nlxatifging- grOSPective' borrowers that their mortgage Joan
S must algg meeintf base.d on information in their credit report', lend-
:rdisdosure Ofdetaiii‘e;equlrement of the Equal Credit Opportunity Act
ind ECOA requj reasons for the loan denial. To comply with both

:]ents of the reasonquflremem& these notifications must include state-
ngl:wla 5 notiﬁCatiolsl o the' denial and/or a counteroffer notice. For
nffersal;c OSure of any TOTE“ include consent for credit disclosure along
agreemen App ovals, denials, and counter-

reem
st Come wj h DS : :
Withyp sélosures to consumers,stating

Y 5
VACN D
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how they meet the requirements of FCRA and I.:ACT- 'Ihf: necessity
policy rules (which we will cover ey
e

compliance with these privacy les i p
fully below) stems from the new Red Flag Rues s;Ue by the Federy
Trade Commission (the primary regulatory oversight and enforCemem
ame effective on November 1, 2008, 'The,

€

agency for FACT) that bec , o
Red Flag Rules, also adopted by the banking and credit union regulatoy
ditors to have developed and imple)

financial institutions and cre :
theft preventlon programs as part of their .

d Flag Rules cast 2 wide net, covering almost o)
er the two broad categories below:

require
mented written identity
pliance with FACT. The Re

credit extension that falls und
1. Creditors—a category that includes mortgage companies, mortgge

pbrokers, banks, credit unions, and any other entity that regularly

grants credit

2. Covered accounts—in
ments; these include mortgages,

accounts, and public utilities
Almost everyone taking a mortgage loan application is covered by

these Red Flag Rules, and compliance officers must have in place staff
training programs that explain the role of each person involved in the
an origination process. Each employee must be alert to the

which credit is extended with multiple pa
credit cards, checking or Savinz;

mortgage lo
following requirements:

e Identify: Each covered entity must identify and incorporate relevant
patterns, practices, and specific forms of activity that constitute “red

flags” signaling possible identity theft.
o Detect: O{l(fe a covered entity identifies its red flags, it must then de-
velop policies and procedures to detect these red flags when they

occur.

. er;’)spogd: Each covered entity must develop appropriate policies and
to respond to any detected red flags in order to prevent
and mitigate identity theft.

e , .
id}e):fjlg; Each covered entity must update its program periodi
new red flags or adjust to changes in risks of identity

cally to
theft.

FTC Privacy Rule
e to quallfY

All ; .
the information collected from borrowers to be abl
deral Trac®

them for '
the various loan programs comes under the Fe



ma
Q

',siO“,s Privacy Rule, 15:9:13?1 1n.20(?3, This ruling estap);
Comrnl brokers are financial institutions because bmkerl_shed that
lng IOans

age . Aty, as referenced in secti
.ﬂ’ortg Ciar[n ;ﬁ?j{ct and listed in 12 Ctll?OII{1 ‘;(1;)2(;1 )2(5()b0f e
lﬂoldm 509[3; 16 C.ER. S 313.3[k][2][xi]). Mortgage )é:gk(::e -
US'C” § fhE FTC’s enforcement authority, its Privacy Rule, ansda.re
c(l)s Rule. The Privacy Rule.requir.es that mortgage brokers 1:\2
p ssitory institution-s prov1d'e an initial privacy notice as soon
S P et relationship is established. Under 16 C.ER. § 313.4(a)
jsthe CUSt(:omel' relationship is considered to be established as soor;
. a?s-dual ProVides personally identifiable financial information
d1v1in 4 effort tO obtain a mortgage loan. Depository institu-
walendef age brokers involved in taking mortgage loan applica-
ustodeliVer a privacy notice before or at the same time as any
des this information in person. In 2003, the

tions r provi
y .dualvzzz Z:t Ifassed the Identity Theft Deterrence Act (ITDA)
lfe 4 closely with the Federal Trade Commission to find ways
wor nsumers from Jenders who might make use of consumer
1 protect €0 loan fraud, mortgage fraud, credit fraud, credit card
dities and services frauds. The IDTA made the pos-
ns of identification for the purpose of knowingly
¢ without lawful authority a federal crime. This

institutions collecting information required

credit 10 commit
faud, and commo
ession of any med
ynsferring of USiNg i
gpplies t0 any persons Or
uder the Patriot Act as well.

(redt Reporting Problems

Wit all credit information is now maintained in computerized sys-
. Large creditors send data to their own bureau on computer tapes,
mﬁzmg the possibility of errors. N evertheless, problems remain in the
" uslfll)l la01f1 iersons.» with similaf names and changes of married names,
" simpliﬁ:go;s ltl}ll the I‘CCOI'dII.lg of data.. Confusion over names is not
g fmeyde e use f)f Social §ecur1ty numbers because creditors
%ningcregit Thm:nd-mg a Soc.:lal Security number when consider-
?t:n,]beraspri\'ate_ H : ;evocuj Secgrlty {\ct itself classifies an individual’s
th:s et iy orer . er, depository institutions must record a depos-
gy ¢ report any payment of interest to the IRS. But

Ui (?disdose a Soci :
5 o deniy ofclidsifcurlty number to a creditor cannot be
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Credit Scoring
sis has brought greater use of credit

The increased use of computer analy _ _
scoring to mortgage lending. Credit scoring 15 th_e aSSIgf(lzme;t of a numey.
ical rating to consumers based on their credit history. Credit scores cqp, .

tinue to have a rising influence by residential mortga.ge lend.ers’ auto
lenders, credit card issuers, and other extender§ of credit. Credit scoring
is calculated by credit bureaus using informatlon .from one or more of
the three major credit repositories: Equifax, Experian, and TransUnjqy,

Therefore, they can report different ratings. ,

A number of other factors enter into judging a pe.rsons creditwor.
thiness; scoring is just one. Further informaltion on this subject may be
found in Chapter 14, “Technology Advances in Mortgage Lending” Fo; ,

detailed walk-through of a typical credit report, with explanations frop,
the issuer, browse to http://www.experian,com/credit_repol-t_basics Ipdf

/samplecreditreport.pdf and go through the sample. Each page begins
with a description of what you will see. There is also a sample three-party

credit report included in the Appendices of this text.

QUALIFYING APPLICANTS

All lenders have the same underwriting goal: a borrower capable of repay-
ing the loan plus a property providing adequate collateral. As examined
earlier in this chapter, more than income is involved in borrower quali-

fication for a residential loan. This is only one of the elements that falls
under “ability to pay;” albeit a crucial one. Greater emphasis is being given

to income qualification today, as it involves numbers that provide easier
comparisons between applicants. Comparison between applicants is one
method of screening the mortgage market for discriminatory practices.

| A residential loan applicant’s personal income is examined carefully
since that is where the money will come from to repay the loan. Other
c?bhgations against that income must be weighed to determine if an addi-
b o b s I docs et sty ke
Several different yafl(l)so 0 place an Overloac.l aklabt an. 2 hon?e b:}:):
but in the final angl sis Zr]e tllsefi 'to reach a judgment on quallﬁcadlec:ij
sion can be ysis, the decision has to be a judgment call .'[he -

made by a human underwri with a soft

ware program that ygeg tificial : CI'W'rlter OF by’ comp uter. formation
submitted, artificial intelligence to evaluate the infor



Qualrfying Applicants

Janations of the qualificati
. 10N u' .
it o e o ot
FHA, ( ) VA and RHS, (3) convention nds of
) other conventional loans, with special attenti al/con-
. - 1 .

ble housing loans. While each procedure is slightly ccl):;f given
0 offor same: tO set a measure that limits other obligatio erent,
Jicant's effective income. A nnderlping e ;is toa
. -Juded as “other obligations.” em is

ures

HUD/FHA Borrower Income Qualification
ine method to measure the adequacy

/ useS a P erce .
"~ ¢ income. AS part of an ongoing effort within the industry
edures, the measures used to qualify

Jican
1 8PP e residential Joan proc
[icants have been simplified and are now similar to those

wed for conventional loans.
s, maintenance and utilities are nOW considered payable from
e ncomé’— 0% income remaining after the required mandatory

deducted.

ntage guidel

f0
Joan PP

e Method

d considers an applicant’s monthly liabil-

The percentage guideline metho
and measures each amount against the

¥ s in two separate categories
gplcants effective income. The two categories and limits applied are as

| g
{ Housing expense should not exceed 3

Percentage Guidelin

1% of the applicant’s effective

income,
L Housi
ing expense plus other recurring charges are identified and

h
should not exceed 43% of effective income.

How HUD/F
Wy briefe}:ﬁ deﬁfles the measures that are used is important. Fol-
planation of the major items considered.

i Ih’liinclud
(& .
bﬂrrow Y8103 income from all
sources, including borrower and co-

t,

Iy " » Uat can b

n € €Xpe '

E Byen though ai;tedl to CO’ntmue for the first three years of the
pplicant’s income has been properly verified
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r disallow, unacceptable income

. djust, O
HUD/FHA reserves the right to adj should be supported by a recorg

ission
A bonus or unusually large ?og;n}[h o owner of a business is allowed
: vious earnings-
of equivalent pre

thdraws as salarys provided this amount doeg not
he wi bursed for travel expenses cannot

; reim
exceed actual eaz;l;nfz-y ﬁ;ﬁ;ym ent of princiPal on a Sapital investmem.
e aCCCPIt)e i:r?(li.book Section 4155.1 4.D.1.a defines “Effective Income”
ilx_lh se?ag, assisting with the understanding, ofhow to handlc? mor.e Unique
: urces. Examples of acceptable income sources, if verified, are
income SO o alty income, Of annulty payments,

rental property income,

PITI or Housing Expense
These expenses include the mortgage payment of principal, interest, real
estate taxes, and hazard insurance, plus flood insurance if applicable,

(In conventional loans, this payment is often identified simply as PIT|)
The housing expense also includes the FHA annual premium charge and

homeowners’ association or condo fees if applicable.
How might a real estate professional or loan officer easily explain the

maximum PITI for which an applicant would qualify? She would multiply
the applicant’s effective or gross monthly income by the debt-to-income

ratio described on the next few pages.

Determine Maximum Debt Ratio

Borrower’s Income $6,000.00 monthly
Multiply by Total Debt Ratio X 36%* (or actual amount)

Maximum Monthly Payments $2,160.00%*

" .
ﬂh'd[;ﬁl?wt? Debt'Rano for Conventional Residential Mortgages
15 the maximum amount the borrower can afford for all monthly obligations.

lear:incéutl;l; }[l)requaliﬁca’tion for a home buyer may be performed by
fromn g $ 60(;ne buYer's non-housing monthly debt and subtracting .1t
mate the PI”[,‘I C.alculatmn to arrive at an amount that could appro¥"

- This provides the amount of mortgage loan the borrowe!



Qualifying Applicants

o Jand thus, the price range of home for which the home buyer
wﬁd pe shoPP!"S

ing Obligo tions .
e . to the monthly housing CXP(?nse, the lender must include the
y gdition computing the debt-to-income ratios for recurring obli-

n
o whe
'0]15: .
g nal recurTing ¢

n installment accounts
maintenance payments

harges extending 10 months or more, such as:

ghild support or separate

volving accounts

onths must be included if the amount
ay the mortgage during the
ially if the borrower will

than 10 m
porrower’s ability t0 P
an closing, €spec
, assets after loan closing.

revolving or open-ended

nted as a liability for qualifying
d off within 10 months or less.

bt affects the
ly after lo

accounts, regardless
purposes even if the

fthe balanct;

Fed Payment

Afued payment i an FHA-defined term that equals the sum total of the

hoing expense and the recurring charges (such as car payments and
et loan payments) and is used in the calculation of the “back-end”

w'teht” ratio covered later.

sl Income

s s effective ; :
B lﬁ;ﬁeg“’e income minus fixed payment. Because residual income
m‘i"lenancey tax liabilties, Social Security deductions, and utility and
e g Apenses, HUD/FHA does not establish a required residual
Hﬂ untas is found in VA procedures.

i

ley
e of :
Yy, 9eQuacy is determined by ratios. Dividing the housing

1 o, Dplcants effective
e i ts effective income determines a ratio. Housing

grog

2ot ]

2 poral inx

S effectiog :
effective income). The secoiidi

d"‘de eﬁned earlj
1y ther, should not exceed 31% of income (take PITI and
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dividing fixed payment by gross effective

payment. This ratio, obtained by
(also referred to as the back-end ratio
r

income, should not exceed 43%

debt ratio).

These ratios are guidelines and subject to an underwriter’s judgment
nt, the ratios may be exceeded. Table 9 '
factors that may be used to justify approval 4
tios that exceed FHA benchmark guidelines, of
t document the availability of potential employme

d example serves t0 illustrate the key elemel?tts.

ification.

If compensating factors are prese
describes the compensating
mortgage loans with ra
The underwriter mus

The following simplifie

of an applicant’s income qual

Percentage Guideline--Monthly Basis

Gross effective income $
Housing expense 300
Mortgage principle and interest $695
Taxes and insurance 180
Total housing expense o
Recurring charges P75
Car payment $290
Revolving account payments 170
Total recurring charges o $460
Total fixed payment
Ratios: | #L355
;fousing expense 855/3,500 = 25.6%
ixed pa , e
payment 1,355/3,500 = 38.7%

In thi ,
Ofeﬂ"ect?;: fg:;nlg ie’“trg? ﬁOfUSlng CEpEISE or front-end ratio shows 25.6%
measure—fixed pa ’m i alls within the HUD ceiling of 31%. The 00
tive income, whidi, Ien o badf'end ratio—shows a 38.7% ratio of effec-
exceeds the guidelin : S(;]falls within the HUD 43% guideline. If either
ing factors that mi he S,-t e. underwriter would look for other compe”
For those bor ght justify the granting of an insurance commitmer®
rowers who qualify under FHAs Energy Efficient Home®

(EEH), the ratio i
Ny ra)tio (es g atio is set at 33% for the front-end ratio and 45% fof the bacK
metimes referred to as the debt-to-income ratio)

gat-
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sating factors that FHA underwriter
s may use to_justify

d FHAb el
at excee enchmark guidelines are as folloys approval of mortgage loan
. S

e compen
with catios th
Guideline Descript

ower has successfully demonstrated the abili
. ty to pay housi
d monthly housing expenses for the newym:;sg:ggeezpens:s greater than or
ver the past12 to 24

ion

The borr
equal to the propos€

s EXP
Hpﬂslng nts months-
kes a large down :
pay™ ! The borr ower makes ge down payment of 10 percent or higher toward the pu
F’ﬂ)""eﬂt property: prrchasecfhe
as demonstrated:

ings The borrower h
rﬂ“med " . An ability toaccd

. A conservative attit

mulate savings, and
ude toward using credit.

e
, . ey -
ower’s previous credit history shows that he/she has the abilit _
dit History A bor™ F s y to devote a greater portion of
Crec! income t0 housing expenses-
. The bo,—,—ower.recewes docum.ented co.r'npensatlon or income that is not reflected in effective
sation O come, but directly affects his/her ability to pay the mortgage.
o™ Not This type of income includes food stamps, and similar public benefits.
q ﬂeded in
. » [ncomé . ; = e by s h .
hectv® There is only a minimal increase 1n the orrower’s housing expense.
s |Ho|JSIng
b al d ted cash (at least th ’
h The borrower has substantial dccumen ed cas reserves (at least three months’ worth) after
SL&,sﬁ,ﬂtxal Cas dosing. The Jender must judge if the substantfel cash reserve asset is liquid or readily convertible to
Reserves cash, and can be done so absent retirement or job termination, when determining if the asset can
’ or cash to close.
d as cash reserves include

ded as cash reserves,
dlor u3ssets” that are not to be considere
properties, and
h-out refinance.
bject to the conditions stated

rrower’s retirement account, su
only 60 percent of the vested amount of
the existence of the account with the most

evidence must be provided that

be inclu
Funds an

. Equity in other

. Proceeds from a cas

| enders may use @ portion of a bo
below. To account for withdrawal penalties and taxes,
d. The lender must document

the account may be use .

pository of brokera unt statement. In ad-dition,
hdrawals for conditions other than in connection with the

cath. If withdrawals can only be made under

luded as cash reserves. If any of these
acted from the amount
’'s account following

ge acco
s for wit
tion, retirement, or d
nt may not be inc

recent de
the retirement account allow

borrower’s employment termina
these circumstances, the retirement accou
funds are also to be used for loan settlement, that amount must be subtr

included as cash reserves. Similarly, any gift funds that remain in the borrower

loan closing, subject to proper documentation, may be considered as cash.
The borrower has substantial nontaxable income. This applies if no adjustment was previously made

S“Tﬁintial Nontaxable
oo
p“mtial: l when computing ratios.
or Incre . . . . gt . .. T,
o ased  The borrower has a potential for increased earnings, as indicated by job training or education in his/
her profession.
and the secondary

b
Wage-Earner 7, AW
he home is being purchased because the primary wage-earner is relocating,

Hhetiyg
Wage-earner

* Has an established employment history

' :_je"PeCtGd to return to work, and
* Has reasonable ; I
prospects for securing employment in a similar occupation in the new area.

by
0
16 NCourse Learnin 0



¢ the final determinant. One fy
; isno
ion alone

. ) her j‘ldg.
UD/FHA underwriter, and that 2 borrgy,,
ade by 2 Hing a five-point gradient scale Smm e’fCellent
nolder meliod By two grades: o Y
rating b as been replace the ratings is cause for denia Ofthe | o,
0 re!ezi)on 4n any ONe ofnts that are rated are: (1) credit char,

A reje four eleme

ity of efoctins cteristics,
itment. The fective income, (3) stability of effective NCome, ang
mi f effec

0

(2; a:ii::il::;’y of available assets.

(4)a

L CREDIT SCORE
DDITIONA
o o8 oo

itutes Minimum Credit Scores and Loan-to-Vy|ye Ratiog
FHA Institu

struct of borrower rating has been affecteq

o+ The older cons um credit scores and loan-to-value (1
FHA new mlf";";HA_msured loans, effective Septembe
quirements o‘th the final Federal Register Notice (F
accor'da.nce mdecision credit scores and LTV ratios for FHA-ingureq
on nll;nflaf;‘:li;‘ mortgages, the new requirements are now a5 follows;
single-

Borrowers with a minimum decision credit Score at or above 58
] or .
are eligible for maximum financing,

due to th,
V) ratio re.
£3,2010. 1,
R-5404-N.p

Borrowers with a minimum decision credit score between 500
and 579 are limited to 90 percent LTV,

Borrowers with a minimum decision credit score of less than
500 are not eligible for FHA-insured mortgage financing.

LR . . . ient
Borrowers with a nontraditional credit history or insuffic

credit are eligible for maximum financing but must meet the un
derwriting guidance in HUD 4155.14.C.3.

Borrowers usin
Victims,

is requir

g 203(h), Mortgage Insurance for 11;::3

are eligible for 100% financing and no d,ov-mugn credit

¢d, provided that the borrowers have a mlnlnr:)elow 500
Score of 500 (borrowers with decision credit scores
are not eligible for FrA financing).

These new re

except Title 1, 4o

€18; Section 24

ams$
ingle-family prog™””
quirements are applicable to all 81ngleP;a2r7I’_10m coWl
me Equity Conversion Mortgages; HO 238,
7; Section 248; Section 223(e); and Sectio



VA
Borrower Qualiﬁcation

Lant 10 note that for temporary minimum credjs scores
P o for refinancing conventional mortgages borrow:: .
g rs

IS em .
,eq““e he requirements of that program and have a minimyp,

b lﬂeet f 500. : .

muift ore© it scores into consideration and using the four-element

d'd;;y aking ";n ning eligibility for FHA mortgages, underwriters no
i dtt?lt; ame jevel of discretion in decision-making that they had

enjoY

st

i

WER QUALIFICATION
ow the VA qualifies property offered as col-
to obtain a VA form 26-1843, Certificate of

" juding ¢ the lender has not been apI?roved by. the VA for its
1“ Valué; cessing Progran This section examines the meth-
r

na ,
w Apl’““sa'l r to qualifY an applicant who is a veteran. In addi-
5158 the t‘}:: requirements for eligibility and entitlement stated

ecting

jnto @ efl  applicant must show an income adequate to repay the

: i .1 with other creditors. To qual-
mChalﬁ‘:aVe Jn acceptable credit record with other ¢ q

« . ome, the VA requires two separate sets of calcula-
Jicant$ lﬂ; res’id"a' method, nas been used for many years.
calleddt ‘Z using income ratios, became effective October 1,
Other’la ;;rt?:;s uerxamples, and guidelines for each of the two meth-
g, Expland==ee

s follow.

vidusl Method of [ncome Qualification

8 Vi residual method of qualifying an applicant’s income might be
W ki 2 ummation process. It starts with the applicant’s gross monthly
% iume, which means gross pay before any deductions are taken. Then,
¥ maditory deductions start with the applicant’s monthly tax liabilities,
4 onie with shelter expenses and other fixed obligations, and result in
| Vteapplicant has left, What remains after the applicable mandatory
ﬁims have been deducted is called residual income. How the VA
er defines the various items is discussed next.

o home

1 e

1 nized {

1. in

| g i a;(:me of both borrower and spouse are combined; that
areasonable expectation of continuing.
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Tax Lichilities

'The applicant’s tax liabilities include federal and state income taxes, Socjq)

Security tax, and any other tax liabilities that may be due. The amount of

tax is based on that shown by tax tables applicable to an applicant’s re._

ognized income and may not be the same as what the taxpayer pays, Tay

liabilities are deducted from the gross income, resulting in the applicapg,
tical number with the v

net take-home pay. Take-home pay is not a cri
because it is not used as a basis for qualification.

Shelter Expenses
the VA adds certain shelter expenses not

For the residual method only,
found in either FHA or conforming loan qualification calculations, [y

addition to the standard mortgage payment (principal, interest, taxes, ang
insurance, or PITI) and any special assessments, the VA adds estimateq

costs of maintenance and utilities for the house to be acquired. (These twq
expenses are not included in the VA income ratio method.) The costs of
maintenance and utilities are developed by the VA Regional Office from

experience with various neighborhoods.

Other Monthly Obligations
Under other monthly obligations, the VA lists installment obligations (such

as a car payment) with six or more monthly payments still due, revolv-
ing account payments, alimony and/or child support, and job-related

expenses (such as union dues). If the applicant is obligated for other state
and local taxes or life insurance premiums, these should also be listed.

Residual Income
After deducting the taxes, shelter expenses, and other monthly obliga-

tions from the applicant’s gross monthly income, what remains is called
residual income. For qualification, the residual income must be sufficient
to cover the applicant’s required minimum residual income. The minimum
fesidual income is a cost-of-living amount that varies by region, by fam-
ily size, and loan amount. It is adjusted periodically by the VA to meet

changing conditions.

Cost of Living Expense
method s

:] nlik zlany other underwriting procedure, the VA residual
calculated figure for determining the cost of living expense. These cOS
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othing transportation, personal and medj
o foSO Ctlion items. Since 1986, these costs have bii:iile:::;ijﬁ
e COth Jards for the four Census Bureau regions: West, South, Mid.
’ he sd North east. The actual figures are deYeloped by the VA from
b an ot of Labor data on consumer expendlt'ure surveys.
pepﬂftm Jicant’ residual income (what remains after total monthly
The apP . been deducted) must be sufficient to cover the applicable
v atever remains of the applicant’s income after
expenses are deducted is called excess

unt. Wh
s and cost of living
may be used to help qualify marginal

(08t . oation e
pligatt The “excesS if any,

l;owll below.

ass$

d: Monthly Basis
4 ' $3,000
(105 salary or €4 nings e
LESS: | ! 330
Federal income tax S 08
Social Security tax , R ggs
Total tax Jiabilities | | o
Net take-home pay | #00
LESS: ~ '
principal and interest 660
Realty taxes 105
Hazard insurance 60 R &
Maintenance 55 ¥
Ulites 125 i
Total monthly shelter expenses T 1,005 g
LESS;
;nstallment obligation 240
t;te and local taxes 90
ofal other obligations 330

Applicant rei — T
esidual i |
ual income $1,130

If
e 2pplicapy in

Ty t - :
M e | he example is a family of two living in the South

0an am i
ount is less than $79,999, the minimum required
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¢ residual income limits by region at http://
click on Chapter 4 and look

www. benefits.va. ov/warms/pam26_7.asp; : , . )
star:ingL on page 5—56) amounts to $738 The applicants residual income
of $1,300 is adequate to meet the requirements. It may-}?e worth not‘fn o
that the VA process favors single people and small fam.l ies. ?y applying

an applicant is less likely

the cost of living table as family size increases,

to qualify.

Excess Residual Income

residual (see VA website fo

¢, be derived from this method of

There is one more piece of information
calculation, and that is how much the applicant’s residual income exceeds
the minimum required amount. To continue using the same example, the
required residual amounted to $738. Subtracting that amount from the
applicant’s residual income of $1,300 leaves an “excess residual” of $562
($1,300 minus $738 equals $562). It is not the amount, but the ratio, that
is significant. To find this ratio, divide the applicant’s excess residual by
sidual. The result is the excess residual ratio. In

the minimum required re

the preceding example, dividing $562 by $738 gives a ratio of .76, or 76%.

This ratio fits into the qualification measure if there is a problem with

the income ratio qualification calculation. If the excess residual ratio is
20% or greater, the applicant may still qualify even though the income
ratio guidelines are not met. The income ratio method of calculation is

explained next.

VA Income Ratio Method of Qualification

'As'of October 1, 1986, the VA introduced the income ratio method of qual-
ifying an applicant’s income. It is used in conjunction with the residual
metl'.:o'd. If the income ratio is not met, an applicant may still be approved)
providing the excess residual is at least 20% of minimum required resid-

ual. The i ,

that the ;ncﬁme r,at'lo method uses some different measures—one being

Security tgf icant’s income is gross income (i.e., income taxes and Social
es are not a recognized deduction). Other differences in defi-

nitions for the income ratio method follow.

She/ter ExPenses

The same ex
method, witlll) etzsees apply. for the income ratio method as for the residual
€xception of utility and maintenance costs. These 3¢
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calculating the income ratio method. Unlike F
. jeline procedures, VA draws no line that r:;A. or
uires

in
pot for,ning-lia’;mit on shelter expenses.

en

sy | ayments
defining other monthly payments between the
thly obligations include other loan repay-
y sbligations, and other obligations such as child sup-
" Jigations are not included in this method because they
s patd from income that remains after all mandatory

, .
01"‘ 5 -Aerence 1n
et 8101 Recurring 1O

Ratio .

housing expenses plus other monthly payments (as briefly

e 97 ¢) is then compared with the applicant’s gross income. The
is 41%—that 15, the listed expenses should not exceed 41% of

ome. In this example, the total monthly obligations amount to
B“’ss::;the applicant’s gross income. Since this number falls within the
:(?;:41% guideline; the applicant would meet the test for adequate income.

(omporison yith Residual Guideline
Jsafinal step in qualifying an applicant’s income, the underwriter must
wiewthe results Of the residual method qualification. This becomes most
tio method exceeds the 41% guideline limit.

important if the income ra
ould that occur, the underwriter then reviews the amount by which the

 gplcnt’s resicual exceeds the minimum residual, as required by the VA
tafliving figures. As explained earlier, if the excess residual ratio is

Whor greater, the applicant may still qualify.

Oﬂ’fouaﬁﬁcation Considerations

hiethe VA cops: ‘
considers the income available for family support a signifi

"“&Ctor it' h oving or re eCt ng a loall
y IU1S not t . 1
€ SOle cr lterlon fOI' appr i g j i g

important conc
consideratio
s ns for qualification ar
) e a '
Pplicant’s demonstrated abili »follows

; "d securitieg
pphCant’s ab- .

eXcQsSi to us i
e € credit wi
i wisely and refrain from incurring

ty to accumulate liquid assets such as

m
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tween proposed housing expenses and the ap,
Ount

3. Relationship be
applicant is accustomed to paying

4. The number and ages of applicant’s dependents

5. The likelihood of increases or decreases in income

6. Applicant’s work experience and history

7. Applicant’s credit record with other obligations

8. The amount of any down payment made

Conventional/Conforming Loan Qualification

A c?nforming loan is a conventional loan that meets the require
of either Fannie Mae or Freddie Mac. Both of these secondarv. nents
agencies, while publicly owned, are subject to a HUD over Sigh?::;n ark-et
tee anc'i must have Congressional approval for any major change ; mmit-
operating procedures. Congress has set the polic '8€ I their
am h . policy on the maximum |
] ount that these agencies may purchase, which amounted to $47 0an
leth a few fexceptions for high-costs areas of the country in 201 7,000,
single dwelling unit. Because Fannie and Freddie are continuous] 5' oy
;narke.:t to purchase mortgage loans, this loan limit has set a be il
or pricing loans. Loans that do not exceed the limit are more nc%lmark
able V?[I}l]d can be delivered at lower cost than larger loans readily sal-
o ﬂ'e Fannlfe Ma.e and Freddie Mac use the same basic doc
Iopp Cat;o n, verification forms, mortgage, and note) in proces s
th:n k?pg lcafnts, there are some differences in the standards a Sllr‘lgdthel;
n i
Mae wil sn 2t : epay:ner;: plans that are acceptable. For instanlzg ;anarrllie
ccept either ARMs wi - . ’
cotbined with ARMe. wii w1.th negative amortization or GPMs if
at feast 2 0% dorw, » While Freddie Mac will accept both but requires
for a conforming l:aia(i’tr;: ent.hThere 4re no restrictions on who is eligible
er : ..
each agency. What makes thet : , n:ieetmg | SR YDA StanCands sty
nators may set requirements t}I: ?Ce ures a bit confusing is that loan origi-
to the agencies, but they cann z: are more stringent than those acceptable
) 0 . . . 3 .
sold through either agency. exceed the limitations if the loan is to b¢
Like bo '
centage guidelines coveri ng loan must meet certain p
not exceed 28% of anng an. aI’Pl’lcalnt’s income. The mortgage payment
when added to the mo applicant’s gross income, and other obligatio™
for conforming loans thrtgage payment cannot exceed 36%. Note that
» LNE i 4 . ; :
Measure adequacy, applicants’ gross combined income is used 10
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ent
port g9 Payﬂ: Joan, the mort8age payment amount is defined as prin-
nformmg " d insurance (PITI), plus any special assessments

fa lien on the property.

Pa ments
athly Y . e installment debt that extends for six

unt payments, and other payments that
licant’s income. Like both FHA and VA,

claim 011 the app . ) 5 .
hat comprises 2 fixed claim on an applicant’s income
Py sfinition O erpretation. Many real demands on income, such
some ot included. This does not mean that

issubje‘t m and taxes, arc n '
oked. It is simply that these costs represent consider-

yolving acco
ths OF longe® %
g0 ed

e food: ¢ ° verlo
are 0 ‘ to be paid from the 64% of an applicant’s

478 re expected
l fesbiY g ignated for mandatory payments.

Conforming Loan Qualiﬁcation
Jicant’s total gross income - $3,000
Mortgage payment (PITI) LB
Mortgage principal and interest | $_660'
Tuses and insurance 165
Total mortgage payment 825
Oﬂ::rmomhl)’ payments
smpa)fmen’t 240
and local taxes o0
Total Other pa m e
§ by, o yments 330
Rau gage plus Oth er et
1 Payments $1,155
1y :
Mort
L 54 payment |
$ 825/3,000 = 27.5%

_ ,Q,thf’? Payments  $1,155/3,000 = 38.5%

3



314
CHAPTER 9 Borrower Qualification

41d disqualify an applicant from a con-
nt ratio of 27.5% falls within the

al of the mortgage payment plus
ds the 36% limit for tota]

the applicant’s income

The figures in this example wo
forming loan. The total mortgage payme
289 limit for a 90% loan. Howeveh the tot
other monthly payments at a 38.5% ratio excee
fixed payments. If either rati

does not qualify.

o exceeds the limit,

Comparing HUD/FHA, YA, and Conventional
Qualifying Hcusing Ratios

o buy a house priced at $200,000 and ;
They have total monthly obligations
both veterans living in the South,

grams. The interest rate for all -

Sam and Sally Suminers want t
will make a 10% down payment.

in the amount of $645. They are
1l available pro

so they will examine a
programs is 5%. The following table lists the minimum family income
required to qualify for each program.
HUD/FHA $5,150 Ratios 31/43
VA Residual $5,275
VA Income Ratio $5,634 Ratio 41
Conventional $6,418 Ratios 28/36

Other Conventional Loan Qualifications

a fairly new set of standards for “affordable hous-
ing” loans, there are few fixed guidelines for conventional loan qualific®
tion. When a lender is offering its own deposit assets to fund a loan, i

is free to set standards that meet its own requirements. There are some
general limitations such as nondiscrimination laws and state usury laws,
but perhaps the biggest constraint is the need to attract borrower/custom”
ers. Borrowers usually investigate more than one source for loans, a0
if the qualification standards are unreasonable, there are other soure®
available. Even when making conventional loans intended 0 be held 1"
portfolio, many lenders prefer to follow the guidelines for confor

ming
loans in case there is a need to sell the loans at a later date.

With the exception of
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s Reform, Recovery, an
anded the 1977 C};mn;iui?tf;? E:;::::tAct (FIR-
REA) pa " regulated and nonreglvllatc.ed lenders. FIRREA S}I::nt Act
ce ratings for regulated institutions and required disc{)ened
s doing 0 meet local credit needs. —
. from «utstanding” to “substandard compliance” are

ran . . . >
Grades all by an institutions regulatory authority and publicized
ratings are a prerequisite for regulatory approval of
ing mergers acquisitions, expansions, and the establish-

e Fi"a:sed in

e involves a number of activities, one is
whil - of residential mortgage, housing rehabilitation, and small
poffer? r One result of the application of FIRREA is the creation of a
pusiné®® ° Zf conventional Joan that targets low- and moderate-income
newcategOYYe nerally accepted Jefinition of low income s 80% of the local

: Tg;gl .come and 115% for moderate income. Loans are limited to
i emoderate_income families. Some programs limit the maximum

; house and all include an education course for home
P“’Chase P course 18 usually six hours of instruction covering
je functions of brokers, appraisers, tit]e. c:fn-n.panies, an.d mortgage lend-
s The cOUTSE also explains the responsibilities of owning a home.

Fannie Mae ond Freddie Mac, as well as private mortgage insurers
chas Radian Group, Inc. and Mortgage Guaranty Insurance Corpora-
iin have shown Strong support for affordable housing loans. All four of
hese rganizations sell their services to regulated lenders and are inter-

ular activity. All have developed spe-

edin assisting them in this partic
id programs for this purpose. Fannie Mae, for example, has a variety of

anmunity-oriented programs, such as the following:

complianc

My Community Mortgage®
* HomeStyle* Renovation Mortgage
Veking Home Affordables™ Program

afford i
T able housing and mortgage relief programs go by

1, ac Relief Refy
e Pogsibee 97 nance Mortgage™

35
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possible” Advantage™
hood Solution® 97

Neighbor '
. 8 < not to make risky loans to unworthy boyy,

: _ . Wers,

The purposei;e hat many people simply follow different hVing prbut
mtherst y ;::: ig:we indicated that lower-income families normafyy -
tices. Stu

. s - Yy pay a
. ¢ of their income for 1.10us1ng thar} others do, Sor

Elc!);th :lrl zi?frocr?:;i housing programs will a}low 4 h'lgher ratio of inceoilllz

ied to housing, such as 33% of gross income 1.n.stead of the 289,
aPl;l’l;Ound with other kinds of loans. These families do pqt normal(l)r
iimmit to an overload of other debt, so total ﬁJ(c)ed obligations gre limitey
to 38% of income—somewhat less than the 43% and 41% foyp din Py
and VA qualification, respectively. | |

Many lower-income people prefer to pay' bills with cagh instea
using checking accounts. To accommc')c'iate 'thls practice, these Programs
accept timely payment of rent and utility bills as evidence of creditwor.
thiness. Cash requirements for closing, a special problem when income g
low, can be reduced by allowing some borrowing or acceptance of I
from others. A number of housing agencies and local communjg

s offer
support programs that include cash grants.

What has become evident from this particular Program in it fey
years of existence is that the credit experience has been excellent. Low
income does not mean poor payment. The higher default rates seen iy
the recent financial crisis seem to stem from higher-income borrowers,
those with poor credit scores, and those who were underwritten usin

nontraditional credit reviews that are no longer allowed under current
affordable housing programs.

. Home

of

Temporary “Making Home Affordable” Programs

Starting in 2006, poor credit and underwriting practices combined with
overly aggressive origination-to-distribute mortgage programs were Jus
two of many factors that led to the recent financial crisis. After placin3
Fannie Mae and Freddie Mac into conservatorship, the federal goverr:l:
ment was suddenly faced with the need to work in concert with the ¥

eral Reserve Bank and the commercial banking industry to come UP WIut
innovative programs not aimed at making new affordable mortgages, "
rather, trying to keep existing homeowners in their homes duri’é “k

; turns !
longed slump in the economy and one of the most severe down
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rices since the Great Depression. Th

o mortgages that are owned 01: o :rprograms

Can die Mac of serviced by over 100 servicers :::teirefi by

” qaie MaMPS"‘- These rograms have been developed over the pielf-atc_l
HA hile the life of these programs is coming to a close, the io

to the following broad categories, followed by a fz‘;znf

Affordable Modificati

" g Home
n Home Affordable Modification

. Veteran’s Administratio

(VA—HAMP)

[owering horrower M

| » Program$ in effect as of January
ffordable Refinance

, HomeA
, FHA Refinance for Borrowers wit
Short Refinance)

, hgsistance for uemployed borrowers

. offect as of January 2015 are:
Agency [nnovation

ortgage interest rates
2015 are:

Program (HARP)
h Negative Equity (FHA

, Housing Finance Fund for the Hardest-
Hit Housing Markets (HHF)

 Assistance for borrOwers with poorly constr

> Programs in effect as of January 2015 are:
. Second Lien Modification Program (only available to those
borrowers with mortgages modified through the Homes Af-

| Amstaf::rdz;ble Modification Program listed above)
) ce o.r borrowers with negative equity
| grams in effect as of January 2015 are:
Home Affordable Refinance Program (HARP )

* FHA Refinan
ce fi . .
Reinance) e for Borrowers in Negative Equity (FHA Short

ucted second mortgages

s :" ] HOUSin .
g Financ
BT e Agency I i
HitHouging Marker | y Fl)movatlon Fund for the Hardest-

37
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* The mortgagor muyst have
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are:
> Programs in effect as of Ianluary 22 i t.’; O ves (FAFA™) Progran
sure
Home Affordable Foreclo

. s above has unique elig.il.)ﬂity ;equirements

Each of the programs e under sunset prqvlsmns that a}:e set to
and provisions, ané n:)axzms below have 2 reql-llrement 1tI at t :; r:llort-
e e e i o 20 oo L L o
age be m - 0 )
§v§r time since the average mi)cr)tf,;é;gr;psz: been the subjec.t of much
The success of many of these prog ong industry professionals ang

criticism in the financial pre;S 23;10;? only the most widely used pro-

. re: ] t )
investorsi-{ i‘;’l ;fﬁr?;:;g;neHHE and HAFA®—will be discussed ip
grams— ? ’

detail below.

HAMPM

The Home Affordable Modification Program is inteilded to .help Por—
rowers lower their monthly mortgage payme.nt tq 31% of their verified
monthly gross (pretax) income to make their gomg'—forv_vard mortgage
payments more affordable. The typical HAMP®* modification results in 5

40% drop in a monthly mortgage payment. The Department of Housing
and Urban Development reported in April of 2011 that 18% of HAMps«

homeowners had reduced their payments by $1,000 or more. The eligibil-
ity requirements for a borrower are as follows:

¢ The mortgagor must occupy the house as their primary residence.
* The mortgage must have been obtained on or before January 1, 2009.

*  The current mortgage payment must be more than 31% of the mort-
gagor’s monthly gross ( pretax) income,

* The mortgagor can owe up to $729,750 on the home.

. ’Ihe mortgagor must show that he or she has a financial hardship and
1s either delinquent or iy, danger of falling behind,

sufficient, documented income to su port

the modified Payment, p

)r’[;ism?rtgagor Must not have beep convicted within the last 10
of a felony, larceny, theft, fraud of forgery, or money laun-

dering or ¢ .
onn estate
transaction, ¢ction with a mortgage or real
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HARPSM ffordable Reﬁnance Program is intended to el
¢ pomé . their mortgages and have been unable to l;btzirrowe,s
N atra-

dltional. ed t0 help mortgagors re nance'mto new, affordable, and more
89 desi8” ages. The RP= mMOTLgage ’s @ new loan and will require
gfable mo t e aloan apphcatlon' with normal loan refinancing fees
mortgagf st meet 411 of the following criteria: '
Appllcan - must have 2 mortgage owned or guaranteed by Fannie

FHA, VA, or USDA loan.

on his or her mortgage payments and

e
Mortgag st be current
king a payment over the

Moﬂﬁi%‘;;een more than 30 days late in ma
have

ar.
past I° ore t
qg0r canl owe m
Mortg ; eed 125% ofthe

han the home is worth, but the mortgage
current market value of the home.
ed, the mortgage must improve the Jong-term affordabil-

' ity of the new mortgage (a fairly subjective process).

st have the ability to make the new mortgage pay-

HHF
n Fund for the Hardest-Hit Hous-

The Housing Finance Agency Innovatio
g Markets was a N€W program established by the U.S. Treasury Depart-

nent in early 2010 t0 provide at least $7.6 billion in targeted aid to states
ithard by the economic CIisis. This program continues to be coordinated

il various state housing finance agencies to develop innovative pro-

s o sabilize the local housing markets and help borrowers avoid
ent the Making

ﬁ;eclosure. The Hardest-Hit Fund programs complem
e Affordable® Program, but are not limited to homeowners eligible

forMak
tojuhjtall(;ng Home Affordable. The HHF program fund has been allocated
o j:ates plus the District of Columbia'. The programs vary greatly
commonly include the following benefits:

N

et
gy 4 (2015), Maki
"‘a'“nghomeaffordabz\akmg Home Affordable Program. Retrieved on July 14, 2015 at http://
-BovIprograms/unem ployed-help/Pages/hhf.aspx ’

39
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Mortgage payment assistance for unemploy'
homeowners

Principal reduction to help homeowners

ed or underemployeq

get into more affordable

econd lien loans

mortgages ’
. Funding to eliminate homeowners § |
. Help for homeowners who are transitioning out of their homes ang
into more affordable places of residence

rnatives Program is targeting
cat that is unaffordable and

to more affordable housing,

HAFA™

The Home Affordable Foreclosure Alte
those borrowers who have a mortgage paym
borrowers who areinterested in transitioning
The typical borrower is eligible for a short sale or deed in lieu of fore-
closure through HAFA®™. The benefit of a HAFA™ short sale is that the
mortgagor will no longer be responsible for the difference between what
he or she owed on the mortgage and the amount for which his or home
sells. The mortgagor will also receive $3,000 in relocation assistance upon
successful closing of any arranged and approved short sale or deed in lieu
of foreclosure. For a mortgagor to be eligible for a HAFA™, he or she must

meet all of the following criteria:
- must have lived in the home for the last 12 months

financial hardship
ouse within the last 12

e Mortgago
Mortgagor must be able to document

Mortgagor must not have purchased a new h

months
The first mortgage must be less than $729,750

Mortgagor must have received the mortgage on or before January 1, 2009
Mortgagor must not have been convicted within the last 10 years of
a felony, larceny, theft, fraud or forgery, or money laundering or tax

evasion, in connection with a mortgage or real estate transaction
e handled by

The requirements and existence of the programs above ar
d Urban

the U.S. Treasury Department and the Department of Housing ai
Development.

Comparison of Qualification Guidelines
T . i i
able 9-2 provides a summary of the percentage guidelines found in 1%

four types of loans just discussed.



S Rl e - S

Co
MMerciy| Loan,

ry of percentage guidelines

mm?a
W Housing Ratio Fix d\
/ 31% M
HuD/FHA (Not limited) 41 )

VA rming/conventiona' ??38 .

waoable housi"8 : =

COM " jearlics Commercial Joans follow a different pattern than res

. expla’”e . In nost instances, repayment of the loan is expected fron;

ideﬂﬂ'al loaﬂ’s- - rather than from the borrower’s personal income.
important, but greater emphasis is placed

horrower is still

edito cial loans a T
Furthermore, commercial loans are made primarily to

A opel'tY' ] ; .
e P her than individuals, and detailed financial statements are
These aré scrutinized as to the company’s profitability

iod of time. Ownership of the

cumulation of assets over @ perl
. ned and information submitted on the principal

st be exam!
s and directors. A loan agreement is usually required

Jimitations on the company's operations during the
though quite different, like all loans, the process for

al loan begins with a loan application.

gd the &

m
o
ymersand/o” officer

spells out certain
of the loan. EVen
iing 3 COMMEre!

reial Loan Application
rective restrictions on what questions may be

I loan applications. Lenders may develop their
oo forms to fulfill their need for information since there are no stand-
s Thisis one of the reasons why commercial lenders often specialize in
bekind of loans they will undertake. Knowledge of a particular kind of
f;ﬂmp;rty fmd the business operation involved is crucial to making sound

etcial loans, So knowing what kind of information is necessary is

Ieﬂ i ;
ted in the questions on the application.
The gene ' i Vi nacomme
general areas of information covered i rcial loan appli-

“mmay be listed as follows:

(omme

No consumer-based pro
sked apply to commercia

L ey
Mpan
. Iﬂformati’ name, address, and business structure
onon o
wners or corporate officers and directors

3
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Name of contact person

4. Purpose of the loan requested
Financial statements for past three to five years, including a balanc,

5.
sheet, a profit and loss statement (P&L), and a pro forma statemen;

showing the impact of the loan on profitability

Names of suppliers and banks for credit references
pledged as collateral

w

6.
7. Appraisal of the property to be
8. An environmental assessment of the property

9. Possibly a feasibility study if project is new construction
The listed information above would suffice for a preliminary review of

the loan application, but more detail may be required later.
With commercial loans, it is normal for a lender to require an upfront

charge to review the appiication. Some seta rather high fee for new appli-
cants simply to discourage frivolous requests. All costs of information are

paid by the borrower.
The review necessary for a commercial loan can be very broad, cover-

ing management, sales, production, purchasing, research and planning,
and personnel policies, plus the physical plant and equipment. The loan
underwriter expects to have current, preferably audited, financial state-

ments presented with the loan application. An audited statement is one
in which all pertinent data are verified by the certified public accountant

preparing the report.
When examining a financial statement, the underwriter looks for

a record of profitable use of existing assets; the accumulation of cash,
property, and other assets versus outstanding obligations; and the

very important working ratio of current assets to current liabilities.
A favorable ratio would be at least $2 of assets for every $1 of Jiabilities.
The ratio indicates both the manner of operation and the immediate
cushion of assets available to protect the company against a temporary
reversal,

Creditworthiness of a commercial loan applicant can be determined
by contacting the firm’s suppliers and bank references (an applicants "
mission is required to do so). Also, various credit reporting agencies &
sources of commercial credit information. One of the largest is Dun.S;
Bradstreet, which can provide something of a history on some compa™™

as well as a credit rating.
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g2 Commercial Loan: The Wistful Vista Apartments

Quaﬁfyin

a
Pf"Foghneduled $1,200,000
60’ and credt loss (5%) 60,000
VaC“nq; grOSS jncome 1,140,000
g g expenses 684,000
OPe‘a“naﬁng income (NOD) 456,000
xet 0P " tio (DCR) required by 1.20
Debt COverag tments Of thlS quallty

ender 0 * (K) for this type of loan 7 25%

{gan O )  =NOUDCR= 456,000/12 = 380,000
et ¢ cle( " ount=DSIK = 380,000/.0725 = 5,241,379

oal

paxmur? | $5,240,000 (rounded)

he results of the loan on the company’s finances, it is cus-
e 1o forma statements: both a balance sheet and a profit
jomary 0 preper” ese statements are a projection of what the loan will
ud 05 sene”™ __such as enable it 10 increase the investment in pro-

an " .
dofr 'the Cc;)(ﬂpne"):’ product line; provide an additional service, or enter a
ot [l as an estimate of the expected effects on profitability.

ket—as WE )
;ﬁ: E:rlong—range ability of a company to operate profitably that is the

il key to the trouble-free recovery of a loan.

Loon Agreement

Sicethe ownership and/or management of a company may change dur-
igthe term of a commercial loan, a separate agreement is usually a part
| dtieloan commitment. The agreement may state how the proceeds of
- ‘a;g?t‘:o;ri et;)t:?e used. ar}d can provide penalties for noncompliance. In
{ i o lnﬂr;stnctlve covenants are often added that limit company
1 thagyy adgances :rm of the loan. These would include such actions
T restr'o officers or employees, control over the amount of

W othey b0rr(;win I;tlons on the payment of dividends, and limits on
8. Furthermore, the agreement might require lender
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assets, patents, Or Jeasehold interests could b,
reement are negotiable and are designed pri-
the company until the loan is repajq

approval before any major
sold. All terms of a loan ag
marily to protect a lender’s interest in

in full.

PRIVATE MORTGAGE INSURANCE
Many, many years ago, in the jargon of the mortgage industry, an “insureg
ame for either an FHA or VA loan. These goy.

loan” was simply another n e Ol
ernment-backed insurance programs created a standardization of logy
tation that produced loans readily sa].

practices and uniform documen .
able to investors throughout the country. Investors knew in advance wha
they were buying. Conventional loans—those not covered by government

insurance—were not standardized; they remained localized in their pro.

ures and documentation for many years.
During that time period, the lack of standardization was no big handi-

cap because prior to the 1980s, major funding for conventional loans was
found in local savings associations and a few banks. As this source of
funds declined in the early 1980s, the need for alternate sources to fund
conventional loans helped fuel the growth in private mortgage insurance.
As sources of funds became national, and thus further removed from the

geographic location of a mortgage loan, the need for protection against
Joan defaults increased.

ced

History of Private Mortgage Insurance

The idea of writing an insurance policy to protect a lender against loss in
the event of loan default began with the creation of the Federal Housing

Administration in 1934. It was not until the 1950s that several entrepre-
neurs began testing the market for private default insurance coverage for
conventional loans. Progress was slow at first, as few lenders required the
coverage; after all, if an insured loan was needed, one could simply co
tact the FHA or VA.

I't was not until 1971 that private mortgage insur
requirement for higher-ratio conventional loans. In that yean regulatory
authorities expanded lending limits for conventional residential loans "
required the use of default insurance coverage. The new limits allo"®

federally chartered savings and loan associations to make loans lto
95% of the appraised value of a house, compared with 90% previo” '

ance became a



Privat
e Mol’tﬂlge ‘ﬂ!u'.nc.

s over 90% were insured. The result
Was a tremend £
ous

: that 0 e insurance.

rg\ﬂd private mOI’tgag

w’fh in . neering jnsurance company, MGTE

. or piON€ . e gage Guar

gfo oné rﬂalotig n MG[C, called Magic”), based in MiIWauke:f;r?;lnsur-
ume from almost nothing in 1970 to $7.5’ " llfieasgd

5-percent loans. The private sector toppe(;nt;n

€

¢ 40% 1n 9 . .
and retained its lead until the financial crisi
S

15104 aboYl
i ith 2 .nthatyear

c0

. 2008 . _
l‘f‘l‘A ing 1P 2 the 1970s; private mortgage insurance companies had
anies on the nation’s stock markets. More

ck values, and many companies overlooked loan
mean apetitive surge for more premium income. The fallout
groamy in the ¢ 11983 when loss ratios increased dramatically due to
982 ans o few companies withdrew from the mortgage insur-

bft .most tightened their loan qualification requirements

€ " . m rates O rebuild their resources, a strategy that was
the most difficult since the Great

e ™ iu
. reml
and ralsed P 5 industry’s recent test,
e insurers failed as discussed in

. il th
effecﬂ"e' untﬂ when all private mortgag
Depress

1011,
chapter>
urance Companies

soote Mortgege 1"
It risk has limited the number of

.-ed nature of defau
is kind of coverage: The insurance companies work

ors to sell their coverage. The originator
to be designated as an agent. Agents
rmation from a loan applicant for

derwriter.

mpanies offerin8 th
loan originat

y requirements

diain the necessary qualifying info
ohmission to the insurance company un

Quilfying Information Required

tzintzriginator/agents use information taken from a borrower’s applica-
mmpml;fer}[)ﬁreda rf:quest for coverage to the private mortgage insurance
“‘Cecom'pan;’s ;asmn to approve or disapprove is made by the insur-
‘ Wi . . :
o Submittlnder;vrlters. The insurance company relies on loan
S— omplete and accurate information on an applicant
Wiy ime is fast—within 24 hours—allowi i
o,  eguet for ' allowing no time for
Wikcation, () o overage includes submitting: (1) a copy of the
perty appraisal made by an approved appraiser,
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fications, and (5) any

(3) a credit report on the borrower, (4) several veri
other data helpful in analyzing the loan.

Amount of Coverage Offered
FHA, and VA all offer protection againgt

While private mortgage insurers, .
he amount of coverage differs. HUD/FH4

the same risk of default, t
insures 100% of the loan amount,

of the loan. Private mortgage insurance cat
for residential loans that range from a Jlow of 1
insured to a high of 35%. For example, a 12% insurance commitment

12% of the original loan amount should

limits the insurer to paying only

default occur.

while the VA guarantees only a portion
riers issue a variety of policieg
2% of the loan amoypt

Term of PMI Insurance
Furthermore, there is a difference in the term of insurance coverage

HUD/FHA and VA offer their commitments for the life of a loan, while
private mortgage insurers limit their coverage to a shorter term of years,
The range varies from three to 15 years. This means that insurance cover-
age would terminate at the end of the term regardless of the balance due

on the loan.

Types of Property that Can Be Covered

Private mortgage insurance is available for a greater variety of property
than with government programs. Residential loans that can be insured
include primary residences, second or leisure homes, multifamily proper-
ties, mobile homes (if permanently secured and classed as real estate by
state law), and modular housing. Commercial loan coverage is available
for hotels, motels, shopping centers, office buildings, warehouses, and oth-
ers. The loans may be participation loans, loans secured by junior lien
and seller-financed mortgages. Each insurance company may set its O¥"
standards for the loans it will cover, as there are no national requirement®

Premiums Charged
an the ful]

Bec : _

amoa;lste I;nvate mortgage insurance usually covers less th

foundn .o a loan for a shorter term, the premiums are less than thosi
with a HUD/FHA loan. As a type of insurance, PMI comeés unde
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iSsi in those state
insurance commlsm.ons i S,
qul rjon of state states determine 1r%suranTh pstatei
th athorit)" These easure for their citizens. The
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S with that
ms, includ-
n which the

£ trols. . ' remium at time of clos.
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P remiu . .
Pw[;ezziMS Onents as an anl}ui P original loan amount, measured in
g aum 0 €
in inst

is simply added
mn (54 Centage. :n installments, the charge 1S simply
ing OF osed as @ P m s paid in ins
€ miu
5@ fthe pre

mary to treat

¢Point5- est rate. e of insurance, it ha}? ];e:;lj}:}f;? is, tz require

o the iz:le; they are :mtzz g other insur ?;chio:ifg, plus the cost f.or f}?i:
pecar the s . be pai hange in

pMI Pfeﬁlx(irth of pr eT;;l;?Scf)(:nPeIziﬁon had biizll;gg:}; soxie lozfns,
- din escrow. BY e the upfront cash reql:le-year escrow require-

” plallliean effort tg re:: ((:)ffering to dflp lt)zsiso not
ey jes DE N ere

f;ﬂ ot Eka:t;e}fargfs only on asn;fffgeﬁ for PMI 1nsur:2 ::lern“s, if they

pent 20 7 2007, the Pren,llu?j] ral or state income taXA with their IRS
individuals fe : to include a Schedule nt, as a way

iactble frorm ized deductions to 6, the federal government,

ud sufficient item ted in 2006,

d premi—
5 GSE) a]_lOWe

Form 1040 For loans Orlzgm;rtgage exposure to the

’ "~ back m

i discourage P188Y

: This provi-
de in 2007.

ible for those mortga_ges m';‘; een extended to cover
 umsto be tax deduf:’: after one year, bultl } h?lsdeduction through 281?,
- . owe od in 2011,
on as set (0 EXPI h2014 asan a . have expired in
s R S0 thro:ilgannuaﬂ)’ since it was to ivate mortgage insur-
ad seems to be renewe Ily find the amount of priv
The homeowner will usua 1098.
ace premiums shown in Box 4 of Form ,

Up until

Gneellation of PMI Cover age

life
jums for the
Menommgl ppgy policy has allowed for payment of I;YZHIL ay no longer be
Hegg This has been true even though the coverag

- even though
Lenders have been able to legally collect premiums
N

ing the insurance
et for one, hag had a rule that allows dropp.mi%1 :11 ® moPihe
;r "amortgage balance i paid down to 80% of the orig
Ty g

e 99 i Mae ru1€
iy it iStI’iCt C()Lllt ruled in 1 6 that the Fannle
tOf'

: icer/agent, not a
"Structions frop, 4 lender/principal to a servicer/ag
Ctw
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Federal legislation passed in 1998, effective July 29, 1999, changeq

this policy. The law exempts FHA and VA loans and does not preempy
any state statutes in effect before January 2, 1998. Lenders are requireq
to notify consumers of their right to cancel PMI when the equity in thej;

homes reaches 20%, if requested by the borrower. In addition, the lay,
provides for automatic cancellation of PMI when the loan reaches 789 of

the original LTVR for a conventional loan with private mortgage insy;.
ance. FHA has its own new statutes, as discussed in Chapter 8, when Hup
Mortgagee Letter 13-4 was issued. To cancel the MIP for FHA mortgages,

the following criteria must be met:

Loans with terms less than or equal to 15 years and LT Vs of less thap

or equal to 78% require MIP in place for 11 years.

Loans with terms less than or equal to 15 years and LT Vs of greater
than 78% or less than 90% require MIP in place for 11 years.

Loans with terms less than or equal to 15 years and LTVs of 90%
or greater require MIP in place until to the end of the loan term, or

when it is paid off.
Loans with terms greater than 15 years and LTVs of less than or

equal to 78% require MIP in place for 11 years.
Loans with terms greater than 15 years and LTVs of greater than
78% or less than 90% require MIP in place for 11 years.

Loans with terms greater than 15 years and LTVs of 90% or greater
require MIP in place until the end of the loan term, or when it is paid

off.

Who Determines the Need for PMI?

The answer is lenders, not borrowers. The need is based on risk: the
larger the down payment, the lower the risk. A general rule of lenders is
that loans with 20% or more down payment (80% loan-to-value) are not
required to carry PMI. (The federal regulator limit is that loans over 90%

loan-to-value must carry PMI.)
In practice, the borrower has little voice in the selection of cover’&*

or .the insurance carrier, as that decision is made by the loan originaf®
This is because it is the lender who is protected by the insurancé not the
lbor rower. What the borrower gains is an easier qualification for perl.lafl’j:
arger loan and a lower down payment than might otherwise be &V ‘
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. yions i the Event of Foreclosure
g0

PM’ ot rage is limited to a per

98 MI c':ove 8 " percentage of the loan amgy
pee! - corflpameS have generaiy followed a practice of reimbur 'nt,
’ Jrance o full 00 @ mortgage loan should foreclosure become nef:mg
e lende;]dn g title to the foreclqsed property, the insurance compais-
off By tleﬂ der of any further problems. This is one of the setﬂemen{
eV affere 4 by PMI carriers. The purpose, of course, is to make the
options 0 overage more competitive in a market that places a high value
S .Ce As foreclosure problems escalated in some parts of the coun-

ce. forced to limit their exposure to the legal obliga-

ervl
on’ y nsurers were ' .
w7 in the insurance contract—that is, to reimburse the lender

e o ount of the loan actually covered.
forth and borrowers should be assured that the mortgage insur-

o5 with which they do business are highly rated both from
oint and from a claims paying ability. The recent finan-
the demise of several large private mortgage insurance
ult of the large number of failed mortgages and lower market
real estate during that time. Many of the companies

state insurance regulators have only paid a percent-

uken over by their
geof legitimate claims made. Investors that counted on the insurance to

¢iéld them from losses failed.

is has seenl

254 1€S
pie of residential

bdemification Clause

nother obligation often overlooked, and not very well understood by
lomowers, is the indemnification clause in many private mortgage insur-
K r;sx;hlczes.'What this clause means is that if the insurance company
Wlnced::i ;Izetl;e s;ttlement of a claim with a lender (when the loan
b 0; t; the value of the property), the borrower is liable for
it g ci: ﬂl(oss. Remember, the insurance protects the lender
— i bI:, ; e many other kinds of insurance, the insurance
ﬂ%tiﬂdemniﬁcation CI:I(;;N e’r fefPOHSible ‘orrepayment of any loss. While

e is : e

| em::u el eXplainedCtearly sta.ted in the body of policies, it is
\ oy 0 a possibly unwary borrower. However,

U a Jogg agqs
i oy gainst a borrower/debtor who has just lost his or

Ot always feasible.

329



