Non-QM Loans

A Comprehensive Guide to Alternative Documentation & Specialized Mortgages

A Non-QM loan (Non-Qualified Mortgage) is a type of home loan designed for borrowers who
cannot satisfy the rigid underwriting and consumer protection standards mandated by the Consumer
Financial Protection Bureau (CFPB) under the Dodd-Frank Act. Because they fall outside these
federal standards, Non-QM loans cannot be sold to government-sponsored entities like Fannie Mae
or Freddie Mac.

Instead, Non-QM loans are held by private lenders in their own portfolios or sold to private-label
securities markets. Crucially, a Non-QM loan is **not synonymous with a subprime loan**; rather than
catering to borrowers with bad credit, it primarily accommodates creditworthy borrowers who have non-
traditional income streams or complex financial structures.

I How Underwriting Differs: Alternative Income Verification

Traditional qualifying relies strictly on W-2 forms, tax returns, and standard payroll stubs. Non-QM loans
bypass these requirements by implementing alternative frameworks to fulfill the federal legal mandate
known as the **Ability-to-Repay (ATR)** rule.

I Primary Types of Non-QM Loans

The Non-QM ecosystem is highly segmented to offer customized pathways for unique financial
situations:

1. Bank Statement Loans

Tailored specifically for self-employed entrepreneurs, freelancers, and small business owners who utilize
write-offs to reduce their taxable net income. Instead of reviewing tax filings, underwriters analyze 12 to
24 consecutive months of personal or business bank statements to calculate a stable, average monthly
cash flow.

2. Asset Depletion | Asset Qualification Loans

Geared toward high-net-worth individuals, retirees, or newly relocated executives who possess
substantial liquid wealth but lack a recurring traditional income stream. The lender applies a
mathematical formula to divide the applicant’s total liquid assets (stocks, bonds, cash, retirement funds)
over a set term (e.g., 60 to 180 months) to generate a synthetic "monthly income" for loan qualification.
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3. DSCR Loans (Debt Service Coverage Ratio)

Utilized almost exclusively by real estate investors. Underwriting skips all personal income verification
and evaluates the transaction purely based on whether the subject property’s gross monthly rental
income exceeds its monthly housing liabilities (PITI).

4, Recent Credit Event Loans

Designed for individuals who maintain stable incomes but experienced a major, isolated credit shock—
such as a recent bankruptcy, foreclosure, short sale, or missed mortgage payments. Traditional
mortgages impose strict 2- to 7-year "waiting periods" after these events; Non-QM programs allow
borrowers to bypass these waiting periods, sometimes closing just days out of a discharge.

I Typical Requirements to Qualify

Because the federal government does not back or standardize these programs, private portfolios
assume the entire risk burden, resulting in unique compensating requirements:

» Substantial Down Payment: Non-QM programs rarely support low down payment thresholds.
Applicants should anticipate putting down a minimum of 10% to 20%, with complex or lower-credit
profiles requiring 30% or more.

* Sizable Cash Reserves: Lenders mitigate risk by mandating proof of significant liquidity after closing.
Borrowers are typically required to hold 3 to 12 months of total mortgage payments (PITI) in an
accessible savings or brokerage account.

e Credit Score Variability: While programs exist for credit scores as low as 600 (following a credit
event), premier alternative documentation programs (like Bank Statement loans) typically target a
minimum credit score of 660 to 700+ to command competitive rates.
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I Pros and Cons of a Non-QM Loan

Advantages (Pros) Disadvantages (Cons)

Flexible Document Integration

Eliminates the friction of producing corporate tax
filings, allowing self-employed borrowers to qualify
based on real gross revenue rather than net taxable
income.

No Federal Waiting Periods

Allows borrowers to buy a home immediately
following a bankruptcy or foreclosure, bypassing
traditional multi-year multi-agency bans.

Unique Loan Structuring

Unlocks exotic loan lengths and features unavailable
in standard markets, such as 40-year terms or
extended interest-only payment windows.

Higher Interest Rates

Because the lender assumes non-standard portfolio
risk, interest rates run roughly 0.50% to 2.00% higher
than traditional conforming rates.

Greater Upfront Capital Demand

Demands significantly larger down payments and
multi-month liquid cash reserve backstops,
increasing initial liquidity friction.

Prepayment Penalty Rules

Real estate investor variations frequently include
strict prepayment penalty clauses, charging fees if
you refinance or exit the loan within the initial few
years.

The Bottom Line: A Non-QM loan is a crucial financial alternative for creditworthy individuals who
simply do not fit inside traditional W-2 banking boxes. For self-employed operators, business
owners, and high-net-worth investors, paying a slightly higher interest rate is often a minor trade-off
to secure a home without reshaping their business corporate filings or tax minimization strategies.
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