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Underwriting Conference – Back to Basics
Part Three – Evaluating Layered Risk
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Back to Basics –Evaluating Layered Risk

The past few years has brought a layering of risk never before 
seen in widespread mortgage lending practices. 

In the most extreme cases, not only did new products push the 
edge of affordability with payment shock and negative 
amortization features; these loans carried high debt-to-income 
ratios, based on an initial teaser rate, that were calculated using 
unverified income. These loans were made to borrowers with 
poor credit, at a high LTV (or CLTV), based on limited collateral 
review.  Added to this, a prepayment penalty period that extended 
beyond the teaser rate period, all created the perfect storm for 
loss.

Renewed confidence starts with a well-underwritten loan and 
an appropriate evaluation of layered risk.
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Back to Basics –Evaluating Layered Risk - Primary Risk
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Evaluating Primary Risk Factors
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Primary Risk Factors – Equity - Home Price Appreciation (HPA) –
What a Ride!
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Home Prices and Appreciation 
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Return to Quality –

GSE Identifies Falling Home Price ZIP Codes for 
Appraisals

AUS returns messaging for declining markets

Underwriting pull-back in declining markets

Consider Valuation Models lagging behind value changes

Appraisal practices questioned

Primary Risk Factors – Equity - Home Price Appreciation (HPA)  -
The End of the Ride
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The popularity (and inherent risk) of high LTV/CLTV loans 
increased over the past few years…

Primary Risk Factors – Equity - LTV / CLTV

Return to Quality –

Lenders are tightening LTV/CLTV limits
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Return to Quality –

• Second Mortgages down to 17% from a high of 56% in ’06 as 
investors, rating agencies and lenders re-evaluate the risk 
associated with second mortgages

• MI Penetration up to 15% of all mortgages from a low of 7.1% in ’06 
as the industry is re-acquainted with value of mortgage insurance

Primary Risk Factors – Equity - Second Mortgages
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Primary Risk Factors – Credit

Return to Quality –

• Lenders are reconsidering pairing low credit scores with other risk 
factors.

Lenders rely on credit scores to evaluate the borrower’s credit 
profile.  In the recent past, lower credit scores have been layered 
with high loan-to-value loans with low- or no-documentation.  

• Several factors to consider when analyzing the credit score:

• Number of accounts and age of accounts

• Payment history

• Significant derogatory credit events and time since event

• Credit utilization (overuse of revolving accounts)

• Recent inquiries
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Back to Basics - Evaluating Layered Risk - Contributory Risk 
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Mortgage Reset Volume
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Mortgage Resets on ARM Loans -

• $15 billion in resets in August…$17.6 billion in September

• At a time when N.A.R. reports the lowest volume in U.S. home sales 
in five years

Contributory Risk Factors – Product Type
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Contributory Risk Factors – Product Type

Return to Quality –

• Return to stable product mix
•GSE Penetration up 
to 75% from a low of 
34% in ’06
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Contributory Risk Factors – Employment and Debt-to-Income

• National monthly household spending is at an all time high.  On 
average, 126% of disposable monthly income was spent on 
household spending in 2006. 

• By 2006, home sales were averaging 3.71% of average 
household income.  In 1996, existing home sales averaged 
2.45% of average household income. (Source:  State of Nation’s Housing 2007)

• In 2006, nearly 55% of subprime ARMS, 70% of prime ARMS, 
80% of Alt A ARMS, and 90% of Option ARMS were low- or no-
doc loans. (Source:  Loan Performance))

• Allowable debt ratios increased to 55% or more on many layered-
risk loans.

Return to Quality –

• Taxes and insurance included in the qualifying ratios

• Stated income loans fall from favor and reasonableness 
tests implemented

• Non-traditional mortgage guidance 
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Consider other contributory risk factors

Contributory Risk Factors – Other 

• Financial Reserves

• Mortgage Term

• Property Type

• Transaction Type

• Presence of Co-borrowers

• Mortgage Delinquency

• Bankruptcy or Foreclosure
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Evaluating Contributory Risk Factors
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Back to Basics –Evaluating Layered Risk – Comprehensive Risk



1717

Evaluating Comprehensive Risk
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