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Written by: J.J. Sawicki, CMP, Senior Wholesale Account Manager at Merrimack Mortgage
Agency Guidelines versus Overlays
As you read your local newspaper or listen to your favorite media source, you often hear many things regarding what the Agencies (FNMA, FHLMC, FHA, VA, USDA), can offer to you, the consumer.  Sometimes, what you hear may sound too good to be true.  And as we all know, if it sounds too good to be true, chances are, it probably is.  So as the consumer, you know it’s time to dig a little deeper.
First, you will need to understand that many “Overlays” are involved and what exactly an overlay is.  “Overlays” are additional risk based qualifying guidelines that are established by individual lenders and secondary market investors which are above and beyond the normal Agency guidelines.  These additional risk based guidelines are determined to be necessary based on the current housing market, regulatory environment and economic climate.  Overlays do change regularly.  The changes are made based on ever changing market conditions.  When lenders feel more confident with the current economy and less fearful of foreclosures or requests to repurchase loans, overlays often relax.
It is important to understand that is the lender who ultimately takes the greatest credit risk in a mortgage transaction.  While the Agencies have their own set of minimum guidelines, many mortgage lenders, banks, mortgage insurance companies, secondary market investors and warehouse lenders must protect the quality of their business and mitigate their risk so tighter qualifying criteria is put into place.
These overlays are also put in place due to mortgage defaults.  If a mortgage defaults, it is the lender who will ultimately incur the financial losses.  Those losses can be anywhere from tens to hundreds of thousands of dollars.   In addition, if a lender has multiple defaults on its’ record, they run the risk of no longer being able to fund or purchase mortgages and ultimately be out of business.
Some examples of an overlay that you may see would be if FNMA required that you have a 620 FICO based on the Conventional 30 year fixed loan product you’re looking for.  Or maybe FNMA states that, based on the product you want, the Loan to Value (LTV) is unlimited.  Then you speak with your local mortgage banker or mortgage broker only to have them tell you that you must have a 700 FICO and your max LTV is 80%.  
You may also find in speaking to different mortgage lenders or mortgage brokers  that the overlays may vary from company to company.  Mortgage companies typically do business with multiple lenders.  Those multiple lenders may have differing opinions on what criteria poses greater risk, therefore the overlays may be different.
It is important to know that overlays may not only add more restrictive underwriting criteria, but there may also be an accompanying rate adjustment.  Some lenders may have fewer overlays, but higher rates adjustments.
As the consumer, make sure you do your research and work with the mortgage lender or mortgage broker who can best suit your needs.
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