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This book is dedicated to all those mortgage professionals who have lived with and suffered through the good times and the crises the industry has put before us. It has taken grit, determination, creative thinking, and hard work to face the challenges in an industry that supports universal homeownership through the good times and the difficult times.
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The original book that proceeded this one was called Mortgage Banking and Residential Real Estate Finance by the Masters of the Industry. It was a collection of chapters contributed by professionals in the mortgage banking field and others associated with it. That work was published in 2003, and I would almost say it was a time of innocence in mortgage lending. While the market for loan production was heating up, and the real estate and homebuilding industry were buzzing along, we had no way of knowing what we were facing just a few years later. As I look back on what the mortgage industry looked like in that time, I can hardly believe what I see. It was a market dominated by huge spikes in residential values nearly universally across the country. In order to compete for loan production lenders introduced no-doc and low doc loans, a clear invitation for originators of all types to commit mortgage fraud. Many originators were of the mindset that if a loan was to be approved and funded based upon stated income with no need for income verification, then what difference did it make what the applicant, loan officer, processor, underwriter, or closer used to qualify the loan? And if just anybody could get a loan regardless of his ability to manage the payments, why not speculate on two or three or more properties and finance them to the max. 

The original Mortgage Banking book referred to that kind of thinking in several of its chapters. But then, just a couple of years later in 2007 and 2008, the industry was faced with the consequences of so many of these ill-advised lending programs. There was a sub-prime crisis that took the rest of the housing and lending industry with it. At the same time it made our original Mortgage Banking book irrelevant in many ways.

But my goal remains the same, to unlock some of the mysteries of what goes on in a real estate finance transaction, the steps the lender must take to protect the money he puts into the deal, and the roles of some of the other players in the real estate finance area. 

Often homebuyers and homeowners are agitated at the cost and hassle of such a transaction when all they want to do is put up their money and move into their house. Why is the mortgage company putting me through all this extra effort and expense? The fact is that there are logical explanations of what lenders do and why they do it. It is a multi trillion dollar industry, so the consequences for uninformed practices are monumental. Regulations and systems must govern the process if it is to be safe and enduring. The level of expertise at every working level, from the taker of initial loan applications to the CEO of the bank, must know exactly what is expected in that position to ensure continuity of the organization. 

Many aspects of the Mortgage Banking business are highly technical. IT is used in every part of the business, and that technology is constantly evolving so that lending institution can stay up to date and employ these systems throughout. Underwriting guidelines change, reporting requirements are subject to the higher authority of the GSEs and bank regulators, and years of expertise in secondary marketing, investor relations, loan servicing, portfolio analysis, and many other disciplines are needed to do the job effectively. 

Is over-regulation a good thing or a bad thing? To the loan originator who struggles with each loan applicant for an approval, perhaps it is seen as a bad thing that nit picks his loans apart and makes life difficult. To the stockholder of the institution making, selling, and servicing mortgages, it can be seen as a good thing that keeps his money safe. To those industry professionals who lived through the sub-prime crisis of the 2007-2008 era, there can be no doubt that under-regulation can lead to serious consequences. 

This book is intended as a primer for students, novices, and professionals alike. The Mortgage Banker who has worked in the industry for twenty years as a loan underwriter, may know very little about the importance of commercial banks to the lending industry. The person in the loan servicing area whose responsibility it is to analyze escrow accounts might know very little about how home equity loans play a role in supporting the overall housing market. The title examiner may only know the Fannie Mae that makes candy. But there are specialists up and down the line in the mortgage banking industry. And a professional Mortgage Banker would welcome the opportunity to learn more about how the system works and how the pieces fit together. 

For all these reasons I have decided to take my original Mortgage Banking book and bring it up to date. This is a fascinating industry that has many moving parts. There are many jobs to be done in order to successfully run a Mortgage Banking organization, and there are diverse skills needed to do it well. It is an industry full of analysts, communicators, managers, financial minds, disciplinarians, and free thinkers. It takes all kinds to make the effort come together, and I hope this work enlightens my readers as to just how special it is to be a part of it.  

Patrick Mansell, CMB
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Conforming Loans

Conforming loans are defined as those loans that meet the purchase criteria of Fannie Mae and Freddie Mac as set forth in their Seller Servicer Guides. A broader definition includes the underwriting guidelines as established by the FHA (Federal Housing Administration) and VA (Veterans Administration). These two agencies of the U.S. Government insure and guarantee mortgages that meet their own criteria, but they account for less than 5% of all new originations. For purposes of this discussion only the guidelines of Fannie Mae and Freddie Mac will be considered. 

Conforming loans are recognized by many characteristics including size, term, borrower profile, and property type. The guidelines for conforming loans are dynamic, meaning they change from time to time as conditions warrant. For example, in the 1980's the loan limits, meaning the largest dollar value of individual mortgages that Fannie Mae and Freddie Mac would purchase, more than doubled from the low $30,000's to the high $60,000's. In the later part of the twentieth century that limit broke through $300,000. Loan limits are established based upon the cost profile of housing in a specific area. There are high-cost areas within the following states: California, Colorado, Connecticut, District of Columbia, Florida, Georgia, Idaho, Maryland, Massachusetts, New Hampshire, New Jersey, New York, North Carolina, Pennsylvania, Tennessee, Utah, Virginia, Washington, West Virginia, and Wyoming. Special statutory provisions establish different loan limit calculations for Alaska, Hawaii, Guam, and the U.S. Virgin Islands.  In these areas, the baseline loan limit was established at $726,525 for one-unit properties. Lenders can find the applicable loan limit for counties and Metropolitan Statistical Areas (MSAs) on the web site of the Federal Housing Finance Agency.

The world of conforming underwriting changed considerably with the introduction of AUS (Automated Underwriting Systems) that were introduced by Fannie Mae and Freddie Mac. Until the advent of AU lenders employed underwriters whose job was to examine loan files to see if they met the agencies’ guidelines. Now computers do that job and the guidelines for loan approval have expanded considerably. There was a time when the guidelines specified that a borrower who made a down payment of 10% would qualify if he had reasonably good credit, adequate reserves, two years of continuous employment, his housing payment to income ratio did not exceed 25%, and his total monthly payments, including housing and revolving credit, as a percentage of monthly income did not exceed 33%. This guideline was not cast in stone and there were areas where an underwriter could use a certain amount of discretion. For example, if this same borrower had many years of continuous employment and an exemplary credit record and vast reserves, the underwriter might be willing to approve higher payment ratios. Likewise if a borrower made a down payment of 20% and had good credit and reserves, the guidelines called for the underwriter to approve payment ratios of 28% and 36%. At the same time the underwriter had the flexibility to approve higher ratios under conditions where the borrower was exceptionally strong in the area of employment, credit, or reserves. In this scenario the human aspect of underwriting could not be ignored. In spite of guidelines that were meant to offer flexibility in the determination of whether a loan was considered investment quality, many loan applications that met the conforming guidelines were not approved by underwriters, and many loans that did not meet the guidelines were approved. All too often the entire concept of whether or not a loan was a qualified loan was subject to human error or whim.  

Many of the guidelines that underwriters in the past were supposed to follow have changed since the advent of the AUS. Years of research and many millions of dollars of software development have resulted in more flexible underwriting criteria and a more scientific approach to loan approvals. Today an underwriter, loan processor, or loan officer can enter a loan application into Fannie Mae’s underwriting engine called Desktop Underwriter (DU) or Desktop Originator (DO), or into Freddie Mac’s Loan Prospector (LP) and receive an underwriting determination within a few minutes. Vast data banks with credit profiles and property values are accessed through AUS. 

Through the years of research done by Fannie Mae and Freddie Mac in developing Automated Underwriting Systems many of the past notions of what constitutes risk in a loan have been dispelled. For example, in the past the guidelines called for two years of verified employment, preferably in the same job, but at least in the same line of work. Since that time it has been discovered that job tenure is a weak indicator of risk in a loan, so under LP or DU an underwriter might expect a result that calls for income verification in the form of a previous year’s W-2 or 1099, or a recent pay stub from an employer. Far less frequent is the requirement for two year’s of full income tax returns, and rarely does a DU or LP determination require business tax returns, as was the case prior to the introduction of AUS.  

Emerging as the two most important elements of loan quality are credit scores and home equity. A borrower who is meticulous about his credit obligations resulting in high FICO or BEACON scores, in concert with the ability to make a sizeable down payment, is considered the strongest kind of borrower and approval for conforming financing can be assured.  

Guidelines for property have changed very little on account of AUS, however, the requirements for appraisals has been dramatically affected. In purchase transactions the requirement for full appraisals with interior inspections remains the norm and is often handled differently than with refinance transactions. The underwriting engines use data banks of property values to set a range within which it is reasonable to expect a property value to fall. In fact, Fannie Mae and Freddie Mac’s influence is so pervasive within the residential real estate community that a property submitted to AUS has a strong likelihood of having been financed through one of those agencies sometime in the past. Houseboats, condo hotels, and time-share properties remain ineligible. 

The four most important considerations in loan underwriting simply stated are income, assets, credit, and property. When all of these elements fall into their proper place the loan will qualify as a conforming loan and receive the designation ‘investment quality’. Fannie Mae and Freddie Mac pool investment quality mortgages into securities called Mortgage Backed Securities (MBS) that are bought and sold by investors of every kind. These high quality securities end up in pension plans, mutual funds, international portfolios, and just about anywhere investments are made. 

Securities backed by Fannie Mae and Freddie Mac are attractive for several reasons. The behavioral characteristics of conforming loans have proven over the years to have very low default rates, which translate into a high level of performance. Additionally, Fannie Mae and Freddie Mac are two of the largest financial institutions in the world and their guarantee leaves little fear of loss of capital when investing in these securities. In fact, the quality of agency guaranteed Mortgage Backed Securities ranks second only to Treasury Securities which are backed by the full faith and credit of the United States Government. Even when the two agencies were deemed insolvent during the crisis of 2008, the U.S. government took them into conservatorship and backed their guarantees. The lesson to remember here is that securities with strong backing will be more liquid and receive more favorable pricing in the investment market.

Non-Conforming Loans

Loans can be non-conforming for many reasons and, as such, securities backed by this type of loan may be priced less favorably than Fannie Mae or Freddie Mac conforming Mortgage Backed Securities. Since the securities backed by non-conforming loans receive less favorable pricing, this inferior pricing is passed on in the form of premiums charged to the borrower. Premiums in the form of higher interest rates and fees vary according to the degree by which a loan skews away from the conforming standard. Further, some non-conforming loans cannot be securitized which will often result in still higher premium pricing.

None of this is meant to say that non-conforming loans are not good loans or that they are risky. Take the example of a very wealthy individual who has excellent income and credit and borrows $650,000 toward the purchase of a $2,000,000 home. The investor in this loan takes virtually no risk with respect to the possibility of default. With a very strong borrower and $1,350,000 in equity ahead of the loan, it would be very difficult for the lender to lose money on account of the borrower’s failure to pay. On the other hand, this loan cannot be sold to Fannie Mae or Freddie Mac because the $650,000 loan balance exceeds their maximum loan limit. In this specific example there is still a market for the loan. Many institutional investors form their own securities and market them as alternatives to agency Mortgage Backed Securities. Since the loans in these securities are non-conforming, and since they do not have the backing of one of the agencies, the securities will be less liquid and command a higher price. Some of the institutions backing these securities are very substantial and their backing of a security is considered to be quite strong. The higher price of the institutional backing verses Fannie Mae backing will be passed on to the borrower. Because the borrower in this example was well qualified and the loan was of exceptional quality, the premium charged will not be so great. In the same market where a thirty year fixed rate mortgage eligible for sale to Fannie Mae might be priced at 4%, this high quality non-conforming loan might carry a rate of 4.5% to 5%, or a premium of .50% to 1%. 

The greater degree by which a loan deviates from the conforming standards, usually the higher the premium paid. In the example above, the only aspect of the loan that kept it from being agency eligible was its size. Other than that it was an excellent loan. But what about loans that are ineligible because the borrower is credit impaired? Or consider a loan where the borrower cannot verify his income or source of down payment. These situations are a bit further from the conforming standards and the premium a borrower will pay will be greater. There are issues of mortgage-backed securities comprised of pools of loans of this type, but investors want a more significant premium in return for the risk they take. Default rates are generally higher for less than “A” credit borrowers, and the collection efforts associated with this type of lending are much more extensive. In the market described above where a Fannie Mae fixed rate mortgage might be priced at 4%, a borrower who falls into this latter category may have to pay an interest rate of 6.5% or more.

There is another class of loans for which the secondary market is not well organized, and for which there is very little liquidity. Loans to foreign nationals and to corporations, both domestic and foreign, and loans on condo hotel and time share units are generally ineligible for purchase by Fannie Mae and Freddie Mac, and have not been well accepted in the Mortgage Backed Securities of traditional institutional investors. Due to this illiquidity, the market for loans of this type is limited to institutions that are willing to hold them as whole loans in their own investment portfolios. Often it is the local commercial bank that makes this type of loan and their motivation and philosophy of lending is much different than it would be for an institutional investor. For one thing, most commercial banks that are regulated by the Office of the Comptroller of the Currency (OCC) are, in general, limited with respect to the maximum term for which they can lock in a rate. Therefore, fixed rate financing would probably not be offered. Further, such a bank would be inclined to look for other areas of safety in the loan itself, such as lower loan-to-value ratios and additional personal guarantees. 

Loans of this type are from time to time sold between banks. Sometimes the market is limited and the pricing is not very competitive. For all these reasons, loans that fit into this category can expect to carry a much greater price adjustment. Since these loans are most often limited to adjustable rate financing, a comparison to Fannie Mae adjustable rate financing would be appropriate. Where the initial market rate for a Fannie Mae conforming five year ARM might be 3.50%, a foreign national or corporate borrower could expect to pay a rate of 5.50% for the same loan. Many lenders who operate in the niche market have developed internal procedures and servicing systems that are adapted to the unique requirements for managing the loans. At the same time, banks’ relationship managers are motivated to cater to important clients, persons of influence, customers with high net worth, or who represent significant deposits. In such cases non-conforming financing might be welcomed and priced especially well. 

In general, the farther from the conforming norm a loan is, the less liquid is the market for that loan. The most liquidity in the mortgage market comes from Fannie Mae and Freddie Mac Mortgage Backed Securities that are populated by conforming loans, and these loans command the best prices. Conversely, the farther from the conforming norm a loan is, the more expensive will be the cost of money. 

Qualified Mortgages (QM) 

Qualified Mortgages are a class of loans that meet certain standards as outlined in the Dodd Frank Amendment. QM creates a requirement that the lender make a good faith effort to assess the borrower’s ATR (Ability To Repay) the loan. The ATR rule outlines eight criteria a lender must use to determine if a borrower can or cannot repay the loan. Those criteria combine all of the underwriting criteria that form the qualifying profile of the applicant and include the following:

	The Borrower’s employment status

	The expected monthly payment on the mortgage

	Current assets and income

	Monthly payments on any secondary financing

	Current debt obligations including child support and   alimony payments

	The borrower’s credit history

	Other housing related expenses such as HOA fees, real  estate taxes, hazard and mortgage insurance premiums

	The borrower’s DTI (Debt to Income) ratio. 


Lenders can be very fussy about having their loans meet the ATR standards, as violations of that formula could result in legal action that can cost the lender up to three years of the loan’s interest, fees paid by the borrower to the lender, and the borrower’s legal expenses.   

Qualified loans are considered to be safe having met the ATR test and been verified in the usual fashion. To meet the QM test loans cannot contain the following features: 

	They cannot contain an interest only feature

	They cannot have negative amortization

	They cannot be a balloon mortgage

	They cannot be no doc, lite doc, or alternative doc loans

	Their term cannot exceed thirty years


Because of the safety features built into QM loans they will receive preferential pricing compared to Non-QM loans. There is nothing illegal about lenders offering Non-QM loans, but there are certain risk characteristics that go along with them. That is not to say they don’t have a place in residential finance. Reasons a person might opt for a higher priced Non-QM loan are as follows:

	They can have high jumbo limits

	Cash out refinance limits may be non-conforming

	They are ideal for persons with unique, non-traditional financial situations

	Alternative verifications of income may be acceptable


In 2013 with the passage of the Dodd Frank Consumer Protection Act, the Federal Housing Finance Agency (FHFA) announced that it is directing Fannie Mae and Freddie Mac to limit their future mortgage acquisitions to loans that meet the requirements for a Qualified Mortgage, including those that meet the special or temporary qualified mortgage definition, and loans that are exempt from the "Ability To Repay" requirements. As of January 2014 Fannie Mae and Freddie Mac will no longer purchase a loan that is subject to the ATR rule if the loan: 

	Is not fully amortizing 

	Has a term of more that thirty years 

	Includes points and fees in excess of three percent, and

	Had a DTI in excess of 43%, except with certain offsetting risk factors such as low loan to value, very high credit scores, and excess reserves after closing.
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The Loan Application Process
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A key component to the success of closing a mortgage loan begins at the first contact with the loan officer or lending institution. The first impression of both the applicant and loan officer is often a lasting one and many relationships either succeed or fail because of first impressions. Preparation for the initial call by both the applicant and loan officer is an important element when applying for a loan. Often a referral from a friend, neighbor, or other source has given the applicant the benefit of their experience in dealing with a specific loan originator. 

During the initial telephone interview, it is helpful if the loan officer can qualify the applicant and identify any applicant constraints. Many successful loan originators like to gauge applicant constraints based upon how the telephone conversation is going, fearing they may loose the opportunity to set a firm appointment if an applicant is “scared off” by questions that may seem too intrusive. On the other hand, it may be a waste of time to set an appointment with a loan officer if there is no chance of having him supply the desired financing.

When a firm date and time for the meeting is set up, the applicant should ask the loan officer what information and documents he should bring to the face-to-face interview. In most cases, the applicant should be prepared to present a recent paycheck stub, recent bank and investment statements and, depending upon the policy of the lending company contacted, an application fee.  The applicant should always ask how the fee will be applied. If the fee is non-refundable and is not applicable to any out-of-pocket costs, it may be a signal to the applicant to look elsewhere. It is not uncommon, however, to be asked to pay an up-front fee to be used to cover the cost of an appraisal and credit report. 

The things to remember about the initial meeting are:

	The applicant and loan officer should strive to be on time.

	Make sure that both the applicant and loan officer are prepared.

	Make sure the loan officer is professional.

	Be confident and at ease.

	Make sure the loan officer identifies the applicant’s constraints.

	Make sure the loan officer qualifies the applicant before exiting the face-to-face interview.

	Choose a loan officer that acts as an adviser, not just an application taker.


Being prepared is important, as time may be critical. In purchase transactions, the clock is ticking from the minute the applicant signs the purchase agreement. Delays in processing time caused by a partial delivery of required documents that the loan officer has requested could lead to increased pressure and tension on everyone connected to the transaction. When considering entering into a financing transaction, whether for the purchase of real estate or the refinancing of an existing loan, it is best for the applicant to spend a fair amount of time thinking through concerns, predispositions, preferred financing terms, and any perceived obstacles that may have to be overcome. The applicant should list those specific goals he wishes to achieve, beyond just getting the loan at a favorable interest rate.  

The applicant and loan officer should explore the following questions:

	What is the best type of loan for the borrower?

	Should the loan have a fixed rate or adjustable rate? 

	How about an adjustable interest rate loan with an extended fixed interest rate period before the interest rate begins to adjust?

	How long does the borrower intend to own the property?

	What is the greatest priority, a lower payment or quicker build up of equity?

	Does it suit the applicant better to make a larger down payment or to pay the additional cost associated with a smaller down payment?

	Would a combination first and second mortgage be suitable?


A loan officer not prepared to discuss the loan, interest rates, loan terms and alternative loan plans may be another gauge of things to come. An experienced loan officer knows that most mortgage loan applicants may be a bit anxious about
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