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Private residential credit products, often 

perceived as esoteric in nature or niche 

investment strategies, represent one of the 

largest fixed income sectors in the U.S. The 

inherent asset-level complexities can lead 

investors to undervalue the significance of these 

investments in a diversified portfolio.  

 

In addition to having historically low correlations 

to liquid equity and fixed income markets, 

private residential credit products provide for (i) 

targeted lending strategies (based on geography, 

creditworthiness, and collateral strength), (ii) 

diversification across the housing spectrum 

(bridge loans, construction loans, 30-year 

consumer loans) that mitigates risk to any single 

segment, (iii) active management capabilities that 

enable the manager to influence performance at 

the loan, borrower, and property level, and (iv) 

enhanced returns relative to traditional fixed 

income, with controlled risks through active 

management. 

 

This introductory guide to U.S. private 

residential credit investment management 

explores key components and intricacies of the 

strategy. It also highlights various management 

styles and potential opportunities and risks 

within the sector. 

 

We recognize that many of the topics covered in 

this report are nuanced and warrant further 

exploration. While a deeper dive may be outside 

the scope of this introduction, we encourage 

readers to contact their Palisades 

representative for further discussion. Our team 

members are always available to address 

questions or discuss any of this information in 

further detail. 

INTRODUCTION TO 
PRIVATE RESIDENTIAL CREDIT 
 

WHAT IS PRIVATE RESIDENTIAL CREDIT?  
 

Private residential credit is generally defined as 

residential mortgage loans that are not 

guaranteed by government-sponsored entities 

(GSEs) or government-backed entities (GBEs). 

These products are tailored for borrowers who 

do not meet the criteria for GSE/GBE loans due 

to factors such as underwriting standards, loan 

terms, or product types. 

 

Residential mortgage loans are typically utilized 

when either consumers or businesses seek 

financing for (i) home purchases, (ii) the 

refinance of existing loans, (iii) rehabilitating or 

improving homes, (iv) the construction of new 

homes, or (v) extracting equity from owned 

properties. In each case, the credit is secured by 

tangible real estate and building structures, 

assets that are historically correlated with 

inflation. 

 

These products can present attractive risk-

adjusted returns due to their higher yield 

potential and diversification benefits, and they 

allow managers to exert a degree of influence 

over performance through active credit 

management strategies. Managers in the 

residential credit sector may source loans 

through third-party lender networks and/or 

through captive lending businesses. 
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KEY PARTICIPANTS IN A 
PRIVATE RESIDENTIAL CREDIT STRATEGY 
 

Lenders and Loan Brokers 

 

Retail Lenders directly engage with borrowers, 

offering mortgage loans to consumers and 

businesses. They may be banks, credit unions, 

or specialized mortgage companies. These 

entities handle the entire loan process, from 

application to funding, interacting directly with 

borrowers. 

 

Wholesale Lenders are financial institutions that 

originate and fund mortgage loans primarily 

through third-party entities, such as mortgage 

brokers or independent mortgage companies, 

rather than having direct interaction with 

borrowers. These third parties act as 

intermediaries, connecting borrowers with the 

wholesale lender’s mortgage products. 

 

Correspondent Lenders originate and fund loans in 

their name but quickly sell these loans to larger 

lenders or directly into the secondary mortgage 

market. They bridge the gap between retail and 

wholesale lenders, having more underwriting 

authority than brokers but typically selling off 

loans after origination. 

 

Loan Brokers act as intermediaries between 

borrowers and lenders. They do not lend money 

directly but assist borrowers in finding the best 

mortgage product from various lenders.  

 

Appraisal Management Companies (AMCs) 

 

AMCs oversee the property appraisal process, a 

critical step in mortgage lending. The property 

value of the real estate securing a loan is one of 

the most important factors in determining risk, 

therefore, the engagement of trusted AMCs is 

crucial. They manage the ordering, tracking, and 

delivery of appraisal reports, ensuring 

compliance with regulations and maintaining 

the independence of the property valuation and 

appraisal process. In addition to traditional 

property appraisals, AMCs often provide 

alternative property valuation products such as 

broker price opinions (BPOs) and automated 

valuation models (AVMs). 

 

BPOs are informal valuations of a property’s 

market value, typically conducted by a real 

estate broker and involves a physical site 

inspection. The review is less comprehensive 

than full appraisals and often used for 

situations that do not require a full appraisal, 

such as loan modifications, short sales, or 

portfolio valuations. 

 

AVMs are technology-based systems that use 

algorithms and mathematical modeling to value 

properties. They analyze various data points, 

such as recent sales, property characteristics, 

and market trends, to estimate property values. 

AVMs are known for their speed, cost 

effectiveness, and efficiency and are commonly 

used in portfolio management and preliminary 

loan underwriting processes. 

 

Due Diligence Vendors 

 

These vendors conduct comprehensive reviews 

of mortgage loan files to ensure compliance 

with underwriting guidelines, legal standards, 

and regulatory requirements. They verify 

borrower information, appraisals, and other 

documentation, playing a critical role in pre-

acquisition risk assessment. 
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Collateral Custodians & Vendors 

 

Collateral custodians hold and safeguard the 

physical mortgage files or electronic records 

that serve as collateral for loans. They ensure 

the security and proper documentation of these 

assets. Collateral vendors provide various 

services related to the maintenance, 

management, and reporting of loan collateral 

such as recording mortgages and ensuring 

complete and accurate chains of title. 

 

Mortgage Loan Servicers 

 

Mortgage loan servicers manage loans on behalf 

of lenders and investors after the loans are 

originated. Their responsibilities include 

invoicing borrowers, collecting monthly 

payments, managing escrow accounts, handling 

customer service inquiries, executing 

foreclosure processes, and reporting on all 

activities related to the loans, borrowers, and 

properties. 

 

Real Estate & Foreclosure Attorneys 

 

Real estate attorneys are legal professionals who 

handle various aspects of real estate 

transactions beyond foreclosure, such as title 

search and property transfers. 

 

Foreclosure attorneys specialize in the legal 

process of foreclosure. In the event of borrower 

default, they work on behalf of the lender, 

servicer and/or investor to pursue foreclosure, 

navigating the legal intricacies and ensuring 

compliance with state and federal laws. 

 

 

Warehouse Lenders 

 

Warehouse lenders provide short term financing 

to mortgage lenders (like correspondent 

lenders) to fund mortgage loans. These loans 

are typically secured by the mortgages until they 

are sold to permanent investors in the 

secondary market. 

 

Credit Rating Agencies  

 

Credit rating agencies play a vital role in private 

residential credit strategies by evaluating and 

rating the creditworthiness of mortgage-backed 

securities and other related financial products. 

They assess the risk level associated with 

mortgage loans and related securities, providing 

crucial information that informs investors about 

the potential risks and returns. Their ratings are 

based on thorough analyses of loan 

characteristics, borrower credit quality, and 

market conditions. This risk assessment helps 

investors make informed decisions and 

contributes to market transparency. Reliable 

ratings from these agencies are essential for 

maintaining investor confidence and fostering a 

healthy and functioning capital markets 

environment for private residential credit 

products. 
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Mortgage Insurance Companies 

 

Mortgage insurance companies provide 

protection to investors by offering insurance on 

mortgage loans, particularly those with high 

loan-to-value ratios. This insurance reduces the 

risk for lenders and investors in case of 

borrower default, making it possible to offer 

loans to a wider range of borrowers, including 

those with lower down payments or less than 

perfect credit histories.  

 

Investment Managers 

 

Investment managers play a critical role in the 

function of residential housing markets in the 

U.S. By allocating investment capital to 

mortgage loans, they contribute to market 

liquidity. This liquidity facilitates the efficiency 

of capital markets and increases access to 

homeownership by providing consumers with 

cost-effective financing options for residential 

properties.  

 

Investment managers are tasked with 

administering risk management strategies and 

devising portfolio construction themes intended 

to optimize returns from residential credit 

investments, balancing risk and return based on 

market conditions and investor objectives. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The private residential credit 

market encompasses a diverse 

range of participants, each 

playing specialized roles. From 

loan origination to servicing, 

each is integral to the 

functioning of the market, 

contributing to its overall 

stability and efficiency. 

Understanding these roles is key 

to comprehending the broader 

dynamics of private residential 

credit. 
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DIAGRAM: SIMPLIFIED PRIVATE RESIDENTIAL CREDIT LIFECYCLE  
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MARKET SIZE 
 

Few investors think of private residential credit 

as a growing and dynamic sector with a variety 

of product types across the risk, return, and 

duration spectrum. In fact, private residential 

credit is estimated to represent approximately 

$3.5 trillion of the $13.8 trillion U.S. residential 

mortgage market. This is 2.2 times the size of 

the $1.6 trillion non-bank corporate lending 

sector, more commonly referred to as “private 

credit.”  

 

 

PRODUCT TYPES 
 

The private residential credit market 

encompasses a diverse range of product types, 

each with its own unique characteristics and 

risk profiles. Loans can range from distressed, 

delinquent, and non-performing to high credit 

quality loans with low likelihood of default. 

Some products exhibit long-dated maturities, 

while others are short duration with limited 

interest rate risk. The investment profiles vary 

to include consumer financial products, 

business purpose loans, as well as derivative 

instruments whose value and cash flows are 

linked with those of other residential loans (e.g. 

mortgage servicing rights). In most cases, 

private residential credit products are 

collateralized by land and building structures 

that provide tangible support for recovery values 

in the case of a borrower default.  

 

Given the product variety within the private 

residential credit space, investors can 

categorize assets into buckets based on their 

attributes, such as income-oriented products, 

opportunistic credit, special situations and 

distressed, and equity-like investments. Some 

investments cross over into multiple categories.  

 

▪ Income-Oriented Products: Non-qualified 

mortgages, jumbo loans, agency-eligible 

investor loans, re-performing loans, and 

mortgage servicing rights. 

 

▪ Opportunistic Credit: Property rehabilitation 

and construction loans, investor loans, 

short-term rental financing, closed-end 

2nd liens and home equity lines of credit, 

and reverse mortgages. 

 

▪ Special Situations & Distressed: Assets that 

distressed sellers are motivated to sell for 

non-economic reasons, non-performing 

and delinquent loans, and agency fallout or 

“scratch-n-dent” loans. 

 

▪ Equity & Equity-Like Products: Land & 

homebuilder inventory, development 

projects, single-family rentals, co-living and 

short-term rental properties, and home 

equity shared appreciation products. 
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SELECT PRODUCT SUMMARY  
Not intended to include the full spectrum of possible product types. 

 

PRODUCT DESCRIPTION 

Non-Qualified 

Mortgage Loan 

A type of home loan that does not meet the standards of a "qualified mortgage" as defined 

by the Dodd-Frank Act and uses non-traditional methods of income verification during 

underwriting. Generally, for borrowers with unique income qualifying circumstances. 

Jumbo Mortgage 

Loan 

A type of home loan that exceeds the conforming loan limits set by the Federal Housing 

Finance Agency and is used to finance high-value properties. They often require higher credit 

scores, larger down payments, and more rigorous income and asset verification from 

borrowers. 

Agency-Eligible 

Investor Loan 

A type of home loan that is made to real estate investors and conforms to certain standards 

related to loan size, borrower creditworthiness, loan-to-value ratio, debt service coverage, 

and other underwriting criteria and is eligible for purchase or guarantee by GSEs. In some 

cases, the non-agency purchase execution is better than GSE pricing, resulting in loans 

transacting in the secondary market away from the GSEs.  

Re-Performing 

Mortgage Loan 

A type of home loan that has previously been delinquent and/or non-performing, but through 

various means such as loan modification, repayment plans or reinstatements, the borrower 

has been able to demonstrate an ability to resume making regularly scheduled payments in 

accordance with the terms of the loan agreement. 

Mortgage 

Servicing Right 

(MSRs) 

A contractual right to service a mortgage loan and collect a servicing fee while the loan 

remains outstanding. Unlike traditional loans whose values decline when interest rates rise, 

MSR values are positively correlated to movements in interest rates. As interest rates 

increase, prepayments are expected to decline extending the life and increasing the value of 

the MSR cash flows.  

Rehab & 

Construction Loan 

Business purpose loans made to (i) experienced real estate developers making value-add 

upgrades prior to sale with terms ranging between 6 and 12 months, and (ii) professional 

builders seeking to construct homes from the ground-up with terms ranging between 9 and 

24 months. Lenders generally obtain affidavits of non-occupancy from the borrowers in 

addition to receiving personal guarantees as a form of additional credit protection. 

Investor Mortgage 

Loan 

A type of home loan used for purchasing an investment property rather than a primary 

residence. This kind of loan is typically extended to a borrower who buys property with the 

intention of earning a return on the investment, either through rental income, the future 

resale of the property, or both. 

https://www.consumerfinance.gov/ask-cfpb/what-is-a-qualified-mortgage-en-1789/#:~:text=A%20Qualified%20Mortgage%20is%20a,able%20to%20afford%20your%20loan
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PRODUCT DESCRIPTION 

Home Equity Lines 

of Credit & Junior 

Lien Loan 

Home equity lines of credit are generally collateralized by the excess equity in the property 

and secured by a subordinate lien on the real estate. Open-end lines of credit allow the 

borrower to draw against the value of the property up to certain limits, while closed-end 

junior liens are fully funded with a fixed amortization scheduled at the time of origination. 

Reverse Mortgage 

Loan 

A type of home loan that allows homeowners (usually aged 62 or higher) to access a portion 

of their home’s equity as cash. Unlike a traditional mortgage, where the homeowner makes 

monthly payments to a lender, in a reverse mortgage the loan is repaid when the borrower 

sells the home, moves out, or passes away.  

Non-Performing 

Mortgage Loan 

A type of home loan where the borrower has ceased making payments in accordance with 

the terms of the loan. Risk factors vary based on the product sector, borrower hardship, 

geographic location of the property, and other factors that generally garner a complexity risk 

premium. 

Agency Fallout or 

“Scratch-n-Dent” 

Loan 

A type of home loan with underwriting, collateral, or other defects that disqualify it for sale 

through the intended distribution channel (e.g. conventional sale or agency securitization). 

These imperfections can range from simple errors in documentation to more serious issues 

such as creditworthiness problems or property defects. 

Single Family 

Rental Property 

Properties acquired for investment rather than for use as a primary residence. The investor 

buys the property with the intention of earning a return on the investment, either through 

rental income, the future resale of the property, or both. 

Home Equity 

Shared 

Appreciation 

Contract 

A consumer financial product that allows homeowners to access the equity in their primary 

residence without increasing their monthly debt service obligation. Investors take direct 

ownership interest in owner-occupied real estate. The investor is repaid at the time the 

homeowner decides to sell the property, and the payoff amount is based on the property’s 

ending value relative to the original discounted value.  
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PRODUCT MATRIX: GENERIC CREDIT & INTEREST RATE RISK CONTINUUM 
 

 
 
 

PORTFOLIO ALLOCATION & CONSTRUCTION 

CONSIDERATIONS 
 

A common misconception about the private 

residential credit market is the idea that it 

consists of a single, homogenous, consumer 

product with a 30-year term. While this is a 

significant component on the market, as the 

table above illustrates, there are numerous 

other asset types that make the sector 

investable across a variety of economic 

environments and present unique portfolio 

construction opportunities.  

 

Some allocators may prefer single product-

focused mortgage credit funds, such as those 

singularly focused on non-performing or 

distressed funds, non-qualified mortgage funds, 

or mortgage servicing right investment vehicles. 

For example, a non-performing mortgage credit 

fund will always seek to invest in distressed 

loans, and a mortgage servicing rights fund will 

always seek to invest in mortgage servicing 

rights. While this strategy simplifies 

underwriting for investment allocators, it 

restricts the manager’s ability to construct 

diversified portfolios and limits the manager’s 

flexibility to allocate to the most attractive 

products throughout different market cycles. 
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Other allocators may prefer investment vehicles 

that can pivot across the spectrum of 

residential credit products based on market 

conditions. These funds and managers have 

more flexibility to identify relative value 

opportunities, consider portfolio construction 

themes, and allocate across diverse product 

types. Although this approach allows for the 

construction of diversified portfolios and the 

pursuit of the best relative value products at any 

time, it poses greater challenges for allocators 

to underwrite due to the uncertainty of portfolio 

composition. The strategy also requires 

managers to have the requisite capabilities and 

infrastructure to invest across various product 

types. 

 

Strategically combining product types provides 

numerous portfolio construction options within 

the $3.5 trillion private residential credit sector. 

For example, managers may choose to have a 

core allocation to a specific product and invest 

opportunistically around the core. Managers 

may also combine short duration with long 

duration products, or long duration with 

negative duration products (e.g. MSRs). Some 

managers may prefer to balance credit risk 

through a combination of high credit quality 

loans alongside riskier credits. There is no 

shortage of portfolio construction combinations 

available that can be tailored to investor 

mandates, risk tolerances and/or return targets.   

 

 

 

 

 

 

 

CONTRAST WHOLE LOANS TO RESIDENTIAL 

MORTGAGE-BACKED SECURITIES 
 

Many investors associate residential credit with 

residential mortgage-backed securities (RMBS). 

However, there are notable distinctions between 

owning RMBS versus the underlying loans 

collateralizing RMBS. The table below sets forth 

a brief comparison between the two ways of 

gaining exposure to private residential loans. 
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CHARACTERISTIC RMBS 

RESIDENTIAL  

WHOLE LOANS 

Trade to Settle 2 days. 30 to 90 days. 

Transparency Limited to high-level information. No 

property data, limited borrower credit 

information, no visibility into compliance 

or collateral detail. 

Complete daily transparency at loan, 

collateral, compliance, property, and 

borrower levels. Detailed information 

related to borrower hardships and credit 

history, property condition and value, and 

collateral inventory and defects. 

Due Diligence Limited to data provided to/by bond 

trustee. Includes loan-level payment 

histories and, in some cases, indexed 

property values and updated borrower 

credit scores. 

Ability to perform 100% confirmatory due 

diligence at loan, borrower, and property 

level. Ability to review adherence to 

origination compliance, credit 

underwriting, title, collateral, 

servicing/collection notes, payment 

histories, borrower credit reports, and 

property condition/value. 

Credit Support & 

Rating 

Allows investor to select risk tolerance 

by allocating throughout the capital 

structure, with different levels of credit 

support, and often at various ratings. 

Investor typically owns the entire loan 

without the benefit of credit support. 

Ability to Influence 

Performance through 

Credit Risk 

Management 

Investor has no ability to influence 

performance of the underlying loans (e.g. 

modification guidelines, approve or direct 

credit decisions during default 

management and loss mitigation 

activities). 

Manager may influence performance at 

the loan and asset level. Ability to create 

value through collateral remediation 

efforts, as well as directing key elements 

of the default management and loss 

mitigation process. 

Investment Yield Yields are dependent on the security’s 

rating, structural credit protections, cash 

flow characteristics, average life, call 

protections/rights, and other factors. 

Loan yields are typically higher than the 

majority of RMBS as they do not have 

structural credit protections and are 

more complex to manage. 

 

 

For investors that need liquidity, have rating requirements, and/or do not have the infrastructure to 

manage thousands of individual residential loans across product types, RMBS is often the only choice 

to gain exposure to residential credit. However, for many, the benefits of owning the loans and exerting 

influence over investment performance outweigh the favorable liquidity attributes of RMBS.  



 

DEMYSTIFYING PRIVATE RESIDENTIAL CREDIT INVESTMENT MANAGEMENT 12 

BARRIERS TO ENTRY  

 

Managing thousands of residential loans comes with a certain level of complexity that requires nuanced 

specialization to the extent the portfolio is managed in-house (versus outsourced management as 

discussed in more detail below). In-house risk management requires expertise across due diligence, 

regulatory compliance, credit underwriting, title and lien logistics, collateral remediation, credit risk 

management, capital markets, interest rate hedging, and asset-level forecasting and modeling.  

 

While advanced financial analytics used to be considered a manager’s so-called “edge,” cash flow 

modeling has become commoditized, and a basic required skill set for executing the strategy. Today’s 

edge is more focused on a manager’s ability to consume, access, and interpret large amounts of data 

to streamline processes and drive efficiency in credit decisioning. The data includes a variety of 

information describing the loans, borrowers, and properties and typically is delivered by servicers and 

other vendors on a daily, monthly, and ad hoc basis.  

 

For some portfolios, the data may come from a variety of loan servicers all operating on different 

technology platforms and providing unique delivery mechanisms. A properly structured data 

management system has processes in place to absorb, remediate, and normalize these data sets for 

use by various constituents in the loan and risk management process. Some ETL (Extract, Transform, 

Load) processes may contain tens of thousands of rows of code used to digest the inbound information 

that will ultimately be synthesized and used as the basis for making portfolio and asset-level decisions. 

 

 

SAMPLE PRIVATE RESIDENTIAL CREDIT DATA MANAGEMENT WORKFLOW 
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The private residential credit sector has natural 

barriers to entry that arise from the need to 

employ personnel with unique expertise in 

nuanced areas of mortgage credit, regulatory 

compliance, mortgage collateral, and capital 

markets. Additionally, there are operational 

barriers related to infrastructure requirements 

used to manage the intricacies of thousands of 

loans and properties, as well as the time 

required to build out and establish the 

customized technology infrastructure used to 

support the portfolio and risk management 

functions.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

CAPTIVE VS NON-CAPTIVE 
SERVICING/LENDING 

 

Over the past decade, there has been a 

divergence among managers in their approach 

to managing private residential credit portfolios. 

One approach has been to acquire lending 

and/or mortgage loan servicing platforms 

(“captive”) where the captive lending operations 

are used as a proprietary sourcing channel, and 

the captive servicing platform is the primary 

resource responsible for managing the day-to-

day loan portfolio.  

 

Another approach has been for the manager to 

maintain an arm’s length relationship with key 

service providers (“non-captive”). From a 

sourcing standpoint, this approach requires the 

manager to develop a network of third-party 

origination partners to source investments. 

From a servicing perspective, the manager will 

engage one or more third-party loan servicing 

vendors. Further, within this non-captive 

servicing framework, there are differing 

management styles where a manager may either 

(i) outsource the credit management activities 

to the servicer(s), or (ii) utilize the servicer for 

the commoditized aspects of the strategy while 

retaining the value-add components related to 

credit risk management decision-making (i.e. 

default management and loss mitigation) with 

in-house asset management specialists.  

 

There are positives and negatives with each 

approach, and allocators must consider several 

factors when deciding which management style 

is preferred for their private residential credit 

investments.
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 CAPTIVE 

(IN-HOUSE) 

NON-CAPTIVE 

(3RD PARTY) 

 SERVICING 

Resource 

Considerations 

The manager has an in-house servicing 

operation that provides direct access and 

control over all elements of the loan 

servicing process (e.g. hiring, employee 

training, compliance).  

The manager may utilize one or more third-

party servicers and may have access to a 

wealth of information across multiple 

compliance and loss mitigation 

departments, as well as an array of vendor 

networks that are often not present in a 

single captive servicing platform. 

Product Mix 

Flexibility 

Captive servicers often have capabilities 

with respect to a finite set of product 

types, which can limit the manager’s ability 

to diversify using in-house resources. 

Managers have the flexibility to engage 

servicers and allocate assets based on the 

servicer’s product mix expertise. This gives 

the manager the ability to allocate across 

product types based on relative value and 

portfolio construction themes.  

Data Consistency Captive servicers provide consistency of 

data and certain levels of control over the 

investor reporting. It is generally easier for 

the manager to consume data from a single 

source. 

Managers will have incoming data from 

dozens of different sources all with 

different systems, data dictionaries, and 

delivery mechanisms. Non-captive 

strategies, especially those that internalize 

credit risk management decisioning, need to 

maintain robust data management and 

technology capabilities necessary to digest, 

remediate, normalize, access, and interpret 

the data. 

Conflicts of Interest Provides the manager with more control 

over certain aspects of loan servicing; 

however, it can introduce conflicts of 

interest where the in-house servicing 

platform may not have the best resources 

to manage risk and enhance value across 

the portfolio. Conflicts related to fees 

payable to the captive servicer may arise as 

arm’s length negotiations are not 

undertaken. 

Can limit the manager’s ability to control 

certain elements of the loan servicing 

operations (e.g. hiring, staff training, 

reporting), but does ensure an arm’s length 

relationship that is free from conflicts. 

Managers can negotiate fees and service-

level agreements to obtain the best value 

for the investment portfolio, and/or allocate 

loans to a specific servicer based on 

capabilities specific to the product being 

serviced. 
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 CAPTIVE 

(IN-HOUSE) 

NON-CAPTIVE 

(3RD PARTY) 

 SERVICING 

Business Continuity Utilizing a single captive servicer provides 

the manager with control over operations 

but can introduce counterparty risk and 

business continuity considerations. If the 

captive servicer were to have a business 

disruption (e.g. regulatory sanction, cyber-

attack) the manager may be challenged to 

transfer servicing to a third-party servicer.   

The manager has limited control over 

broader servicing operations, and it 

maintains an arm’s length relationship with 

multiple loan servicers that results in more 

robust business continuity and redundancy 

safeguards. 

 

 CAPTIVE 

(IN-HOUSE) 

NON-CAPTIVE 

(3RD PARTY) 

 LENDING / ORIGINATION 

Resource 

Considerations 

The manager has an in-house resource for 

creating investment assets (e.g. loans) 

without the need to develop a network of 

lenders/originators as in the non-captive 

approach.  

The manager sources loans through a 

network of lenders as opposed to a single 

captive originator and provides a wealth of 

access, data, and information through 

interactions with numerous originators. 

Product Mix 

Flexibility 

The single captive lender often focuses on a 

single product type (e.g. non-agency or non-

qualified mortgages, construction loans, 

home equity products, etc.). Through the 

captive originator, the manager can control 

key elements of credit underwriting and 

loan structure. The downside of the captive 

lender approach is that it often prevents 

the manager from sourcing products that 

did not originate in-house and possibly 

limits exposure to attractive alternative 

investments. There may also be other 

constraints with the captive originator in 

terms of scale, geographic reach, and 

overall market visibility.  

The non-captive strategy provides the 

manager with flexibility to engage lenders 

across multiple products, geographic 

markets, or credit bands. This flexibility also 

allows the manager to pivot into 

opportunities and away from risks, without 

having to consider in-house operating 

company considerations in portfolio 

allocation decisions. Since the manager 

does not control lender operations, it 

requires a robust due diligence process to 

ensure underwriting and credit quality. 
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 CAPTIVE 

(IN-HOUSE) 

NON-CAPTIVE 

(3RD PARTY) 

 LENDING / ORIGINATION 

Data Consistency Data coming from a single internal source 

creates consistency of data and certain 

levels of control over investor reporting. It is 

generally easier for the manager to 

consume data from a single source. 

Incoming data from dozens of different 

sources, all with different systems, data 

dictionaries, and delivery mechanisms can 

be cumbersome. Non-captive managers, 

especially those that internalize credit risk 

management decisioning, need to maintain 

robust data management and technology 

capabilities necessary to digest, remediate, 

normalize, access, and interpret the data. 

Conflicts of Interest Provides the manager with more control 

over lending and underwriting; however, it 

also introduces potential conflicts of 

interest where the manager may be 

incentivized to continue lending (and buying 

loans) in sub-optimal market environments 

to maintain operations. The need to run an 

operating business could result in acquiring 

investments with poor credit underwriting 

and/or inferior relative value compared to 

other residential credit products.  

Non-captive lending strategies maintain 

arm’s length relationships with lending 

partners where the manager is less 

incentivized to continue purchasing assets 

when there are better relative value 

opportunities in other product categories. 

However, in this situation the manager has 

less control over underwriting and lending 

standards. 

Investment Return 

Considerations 

The captive model may produce higher 

asset level returns depending on how the 

lender economics are structured.  

The non-captive model requires arm’s 

length economic/price negotiations with 

lenders where the lender/seller receives 

some form of premium necessary to 

generate a platform profit. 
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SOURCING & TRADE TYPES 
 

The private residential credit market offers 

various approaches for sourcing investable 

assets, encompassing direct interactions with 

lenders, brokers, or asset owners. The trading of 

these assets typically occurs through bulk 

acquisitions or flow purchase arrangements, 

each with distinct characteristics and 

operational considerations. 

 

BULK ACQUISITION 
 

Direct Purchases from Originators: Investment 

managers frequently acquire loan portfolios 

directly from mortgage originators. This method 

allows for the aggregation of sizable, but 

recently originated, loan portfolios through a 

single transaction. It is often preferred for its 

scale and relative operational simplicity 

compared to flow acquisitions. 

 

Non-Lender Acquisitions: Investment managers 

may also buy loan portfolios directly from other 

financial institutions or investment funds that 

had purchased the loans from the original 

lender. This method provides access to 

seasoned loans with established payment 

histories, offering a different risk profile 

compared to newly originated loans. 

 

Auctions and Bidding Processes: Loans may also be 

sourced through auctions or bidding processes 

by a variety of sellers and/or loan brokers. 

 

FLOW ACQUISITION 
 

Forward Flow Agreements: In a forward flow 

arrangement, an investment manager agrees to 

purchase loans on a regular basis from a lender 

subject to certain credit underwriting criteria. 

This arrangement ensures a consistent supply 

of loans and allows for investment in newly 

originated loans. These trades are often smaller 

and more frequent, requiring more robust 

managerial resources to process the volume.   

 

Forward flow agreements can vary significantly 

in their structure and terms. Some agreements 

come with firm commitments, where the 

investment manager is obligated to purchase all 

loans that meet the pre-established 

underwriting criteria. This arrangement offers a 

high degree of certainty to lenders, as they have 

a guaranteed buyer for their qualifying loans. On 

the other hand, there are agreements with soft 

commitments, where the investment manager 

retains discretion over each purchase, even if 

the loans meet the criteria. In such cases, the 

underwriting criteria serve more as guidelines, 

and each loan is subject to individual review and 

approval before purchase. This approach allows 

investment managers to exercise greater control 

over their portfolio composition, although it 

offers less certainty of execution to lenders. 

Both types of arrangements have their 

advantages and challenges, balancing the need 

for consistent loan supply with the desire for 

portfolio quality and risk management. 

 

Affiliations with Loan Originators: Establishing 

strategic partnerships or affiliations with loan 

originators is another method for sourcing loans. 

This approach can offer a steady stream of loan 

acquisitions and may involve financial 

collaboration or even equity stakes in the 

originating entities, fostering a deeper business 

relationship.
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ANALYTICS, PRICING, 
& VALUATION 

 

LOAN-LEVEL PRICING 

 

The valuation of residential whole loans begins 

with an assessment of the individual loan, 

borrower, and property-level characteristics. 

Factors such as borrower creditworthiness, 

credit and payment history, loan-to-value ratio, 

and property characteristics help the manager 

evaluate the risk profile and pricing strategy for 

each loan.  

 

Loan-level modeling and cash flow forecasting 

are tools used to analyze the performance of 

loans in a variety of economic, housing, and 

interest rate environments. Managers often use 

discounted cash flow analysis (DCF) to develop 

loan-level pricing. DCF utilizes mortgage cash 

flow forecasting to estimate the present value 

of future cash flows derived from the residential 

loan(s). Cash flow forecasts account for 

scheduled principal payments, loan interest, 

voluntary prepayments, involuntary defaults, 

and net recoveries after expenses related to 

defaulted loans. The loan price is the present 

value of these cash flows determined after the 

application of discount rates applied by the 

manager. The discount rate is based on the 

perceived risk factors unique to the loan(s), 

market conditions, comparable transactions, 

and target portfolio returns. 

 

VOLUNTARY PREPAYMENTS  

 

This refers to the borrower's decision to pay off 

their mortgage earlier than the agreed-upon 

schedule (the borrower “call option”). Voluntary 

prepayments are influenced by various factors, 

including changes in interest rates (e.g. 

borrowers may refinance when rates are lower), 

improved personal financial situations and 

credit curing, or a decision to sell the property. 

For loan valuation, prepayments lead to earlier 

than scheduled cash inflows with a 

corresponding reduction in total interest 

income.  

 

Prepayment models may be developed using 

historical data for similar type loan products, 

and overlaying scenarios that vary interest rates, 

refinance incentives, home prices, 

unemployment, and other factors the manager 

determines relevant when forecasting voluntary 

prepayments. 

 

INVOLUNTARY DEFAULTS 

 

Loan defaults occur when borrowers fail to meet 

their loan obligations due to financial distress, 

such as loss of employment, or other factors 

that affect their ability or willingness to make 

debt service payments in accordance with the 

terms of the loan. Forecasting defaults involves 

understanding the economic conditions and 

borrower-specific risk factors. Defaults impact 

cash flows by reducing expected principal and 

interest payments, necessitating enhanced loan 

servicing and potential foreclosure processes. 

 

Default forecasting models consider a 

borrower’s creditworthiness, payment history, 

original down payment amount, current equity 

supporting the loan, and other factors used to 

forecast the probability of default in each future 

period. Models may be developed using 

historical data for similar loan products and 

borrower credit attributes, while overlaying 

economic scenarios with respect to interest 
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rates, ability to refinance, home prices, 

unemployment, and other factors a manager 

determines relevant when forecasting 

involuntary defaults. 

 

LIQUIDATION OF DEFAULTS (TIMELINE AND COSTS) 

 

When a loan defaults, the lender may seek 

recoveries through liquidation, usually by 

foreclosing and selling the collateral (e.g., the 

house). The net recovery is typically the 

liquidation value of the property less all costs 

associated with the foreclosure and sale 

process. Accurate modeling of liquidation 

outcomes is essential for estimating the net 

losses a lender might face from defaults. 

 

Projected liquidation timelines, carry costs (e.g. 

tax, insurance, property maintenance), and 

foreclosure and liquidation expenses are 

accounted for in most mortgage forecasting 

models. Liquidation timelines are impacted by 

the state where the property is located and are 

typically longer in locations that require judicial 

foreclosure proceedings and shorter in non-

judicial foreclosure areas. Liquidation timelines 

are positively correlated with carry costs as 

taxes, insurance, and maintenance accrue 

monthly with longer timelines, resulting in 

higher carry costs. Similarly, judicial foreclosure 

states generally command higher liquidation 

expenses due to attorney fees, court costs, and 

collateral remediation required during the 

foreclosure process. 

 

LOSS SEVERITY 

 

Loss severity is a measure of the financial loss 

an investor incurs when a loan defaults. Loss 

severity is expressed as a percentage and 

represents the proportion of the outstanding 

loan balance that is not recovered after the 

liquidation of collateral and the settlement of 

foreclosure and sale costs. It is calculated as 

the difference between the unpaid loan balance 

and the net amount recovered through 

liquidation, divided by the unpaid loan balance. 

Understanding loss severity is crucial for 

investors, as it directly impacts the expected 

losses on defaulted loans. High loss severity 

indicates greater potential losses, necessitating 

more robust risk management and credit 

analysis strategies. This metric is intertwined 

with the modeling of liquidation of defaults, as 

the effectiveness of the liquidation process 

directly influences the loss severity experienced 

by the investor. 

 

DURATION AND AVERAGE LIFE  

 

Calculating a loan’s duration and applying 

appropriate credit spreads over risk-free 

benchmark rates are critical components to 

determining target yields, discount rates, and 

loan price. Duration measures a loan’s 

sensitivity to interest rate changes, while the 

average life refers to the average amount of time 

it takes for the principal of a mortgage loan to 

be repaid. In each case, the rate of prepayments 

and defaults influence a loan’s duration and 

average life, which are used to help inform loan 

pricing, interest rate hedging, and other risk-

related decisions.   
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PORTFOLIO FINANCING 

 

In levered private residential credit strategies, 

the investor return is a function of the loan 

performance as well as the type of financing and 

related financing terms. A manager is likely to 

overlay the financing assumptions on top of the 

asset-level cash flows to estimate and target an 

equity return. The forecasting of financing 

includes assumptions with respect to: 

 

Amount of leverage: This is often measured in 

relation to the fair market value, principal 

balance of the loan, or the investor’s cost basis. 

The “advance rate” is a key metric in this 

context, referring to the percentage of the 

asset’s fair market value, or the principal 

balance of the loan, that a lender is willing to 

provide as financing. 

 

Cost of financing: The primary cost related to a 

financing comes in the form of interest expense, 

but a manager may also account for (i) setup 

costs (e.g. rating agency, legal, underwriting), (ii) 

lender-charged advance and exit fees incurred 

each time a manager draws on the financing 

facility and/or pays off the lender, and (iii) 

unused fees that compensate lenders for 

standing by with committed financing.  

 

Financing structure mechanics: Financing 

structures vary in terms of required cash flow 

mechanics related to payoffs and distributions. 

In some structures, the lending facility requires 

the investor to maintain sufficient collateral to 

cover the debt necessary to maintain the agreed 

upon advance rate, with any excess available for 

distribution to the investor (pro rata pay). In 

other structures, investor distributions are not 

allowed, and all cash collections are required to 

pay interest and accelerate the principal 

repayment of the debt, effectively deleveraging 

the financing over time (full turbo pay). There 

are numerous derivations, and the 

investor/manager may overlay the financing 

attributes to estimate the return on portfolio 

equity at various loan-level pricing scenarios.  

 

HEDGING 

 

In the realm of loan valuation and risk 

management, hedging refers to the strategies 

used by managers or investors to mitigate the 

financial risks associated with loan portfolios, 

especially those tied to interest rate 

fluctuations and prepayment risks. Hedging can 

involve using financial instruments such as 

derivatives (e.g. interest rate swaps, options, 

and futures) to offset potential losses in the 

loan portfolio. For instance, if a portfolio of 

mortgage loans is exposed to rising interest 

rates, a manager may take short positions in 

swap futures or other derivative instruments to 

manage this risk. Hedging may also be used to 

protect against floating rate financing risk, 

essentially protecting the portfolio’s net interest 

margin (loan portfolio interest less cost of 

financing) from rising short-term interest rates. 

 

The goal of hedging is to stabilize cash flows and 

protect the value of the portfolio against 

adverse movements in market conditions. 

Effective hedging requires a deep understanding 

of a loan portfolio’s characteristics, market 

dynamics, and the specific risks that the 

portfolio is exposed to, including interest rate, 

prepayment, and default risk. 
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DUE DILIGENCE &  
TRANSACTION MANAGEMENT 

 

Pre-acquisition due diligence and transaction 

management are the first lines of defense in a 

private residential credit strategy. These 

activities offer the manager/investor the 

opportunity to gain a full understanding of the 

risk factors associated with the loan or portfolio 

of loans, including risks related to regulatory 

compliance, title and lien defects, collateral 

documentation, borrower credit and hardships, 

loan terms, property condition, and other key 

items.  

 

ROLE OF DUE DILIGENCE VENDORS 

 

Third-party due diligence firms are independent 

entities unaffiliated with loan originators, 

playing an important role in the acquisition risk 

management process. They provide specialized 

expertise in evaluating mortgage portfolios and 

employ individuals that extract key data points 

from imaged or physical copies of loan files. Due 

diligence vendors are engaged to assess risks 

related to: 

 

▪ Regulatory compliance 

▪ Credit underwriting 

▪ Title and lien issues 

▪ Loan collateral documentation 

▪ Property condition and value  

▪ Servicing notes and loan payment history 

▪ Data validation and reconciliation 

 

Due diligence firms generate reports detailing 

their findings. A manager’s specialized in-house 

risk management personnel are tasked with 

reviewing the vendor due diligence reports, 

interpreting the risks, and determining if there 

are deficiencies that would rise to the level of 

either a price adjustment or removal of the loan 

from the trade.  

 

REGULATORY COMPLIANCE 

 

Regulatory compliance review involves ensuring 

compliance with applicable federal, state, and 

local lending and consumer protection laws 

such as the Truth in Lending Act (TILA) and the 

Real Estate Settlement Procedures Act (RESPA), 

among many others. Loans with reported 

compliance violations require thorough review 

by the manager’s risk personnel, often in 

consultation with legal and compliance 

partners. If an investor’s acquisition strategy 

allows for loans with compliance violations, 

adjustments to the purchase price may be 

required to account for the heightened risk. 

Often, loans with material compliance violations 

(especially those with assignee liability) are 

excluded from the final purchase.  

 

While excluding loans with compliance failures 

is an effective risk management tool to avoid 

potential legal ramifications, financial losses, 

and reputational damage, it presents certain 

challenges with respect to maintaining a good 

working relationship with the seller. To mitigate 

relationship risk and to manage expectations, 

clear communication of the bid stipulations at 

the onset of the trade is essential. This includes 

specifying the types of compliance (and other) 

issues found in the due diligence process that 

would result in the removal of loans from the 

final settlement population.  

 

https://www.occ.treas.gov/topics/consumers-and-communities/consumer-protection/truth-in-lending/index-truth-in-lending.html#:~:text=Share%20This%20Page%3A,for%20certain%20types%20of%20loans
https://www.nar.realtor/real-estate-settlement-procedures-act-respa#:~:text=The%20Real%20Estate%20Settlement%20Procedures%20Act%20(RESPA)%20provides%20consumers%20with,effective%20on%20June%2020%2C%201975
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CREDIT UNDERWRITING 

 

Credit underwriting due diligence assesses 

whether a loan was originated in accordance 

with the underwriting guidelines of the lender or 

specific guidelines set by entities like Fannie 

Mae, Freddie Mac, or the investor. Among other 

things, the due diligence vendors re-calculate 

the borrower’s debt-to-income (DTI), loan-to-

property value (LTV), and/or, in the case of 

investor loans, the related debt service coverage 

ratios. They verify the borrower’s credit score to 

ensure it was within acceptable limits and met 

minimum loan product requirements. The 

reviewers validate the borrower’s employment, 

income, and assets to ensure all were 

sufficiently verified according to the stated 

guidelines.  

 

The credit review process is essential when 

assessing risk related to newly-originated loans, 

however, a better predictor of risk for seasoned 

loans (i.e. loans seasoned 24 months or more) 

may be the delinquency status and payment 

history. Thus, for seasoned and re-performing 

loans (RPLs), the scope of the diligence review 

often focuses on payment history, delinquency 

status, and prior loss mitigation activity, if any, 

as well as property valuation, regulatory 

compliance, and loan documentation to allow 

enforcement of the lien. 

 

TITLE 

 

The primary purpose of a title review is to 

identify risks associated with the property’s title 

and any liens that may affect the property. This 

process includes conducting tax and title 

searches of public records to check for any 

recorded liens, encumbrances, defects on the 

title, or disputes that could affect the property’s 

value and transferability.  

 

Issues with the title or undisclosed liens may 

influence the assessment of the investment risk 

of the mortgage loan. For example, the presence 

of title defects or senior liens may affect the 

loan-to-value ratio or the ability of the investor 

to exercise its right as a lienholder. Based on the 

results of the title review, investors or managers 

can make informed decisions about proceeding 

with the acquisition, re-negotiating the 

purchase price, or requiring remedies for 

identified title defects. Addressing title issues or 

unexpected liens post-acquisition can be legally 

complex and financially burdensome, 

emphasizing the importance of a thorough 

review before finalizing the loan purchase. 

 

PROPERTY VALUE 

 

Property valuation involves a comprehensive 

review of the original appraisal, broker price 

opinion, and/or output from an automated 

valuation model.   

 

A broker price opinion (BPO) is an estimate of a 

property’s value as determined by a real estate 

broker or agent based on the characteristics of 

the property and comparable sales in the area. 

BPOs are often used in situations where a full 

appraisal is not necessary or feasible.  

 

An automated valuation model value (AVM) is a 

secondary valuation product that uses 

proprietary algorithms to provide an estimate of 

a property’s value.   

 

For newly originated loans, the property’s value 

is substantiated both by the original appraisal 
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and a secondary valuation method. Wherever 

possible, the due diligence vendor also verifies 

that the appraiser and the appraisal 

methodology comply with the requirements of 

Title XI of FIRREA (Financial Institutions Reform, 

Recovery, and Enforcement Act). For loans 

seasoned 24 months or more, property value is 

often determined by obtaining either a (i) BPO, 

or (ii) an AVM.  

 

Properties exhibiting unresolved material 

damage or environmental issues are typically 

excluded from final trade populations to 

mitigate risk and ensure collateral quality. 

 

SERVICING COMMENTS 

 

Servicing comments are detailed notes made by 

loan servicers that chronicle key events and 

summarize interactions with the borrower, 

providing valuable insights into the loan’s 

history and status. Servicing comments can be 

reviewed either by specialized vendors or in-

house resources, particularly if a manager or 

investor has access to natural language 

processing and machine learning technologies. 

These advanced technologies are adept at 

analyzing and interpreting unstructured 

datasets, which include the varied and often 

complex information found in servicing 

comments. 

 

The review of these records can shed light on 

numerous critical aspects of the loan. It 

typically offers a comprehensive understanding 

of loan, borrower, and property information that 

may not be found in the standard data fields 

used in servicing systems. Examples include 

insights regarding borrower hardships (e.g. loss 

of job, death of co-borrower), property damage 

(e.g. if the property was damaged in a storm or 

natural disaster), or when a delinquent borrower 

anticipates making the next debt service 

payment. By analyzing servicing comments, 

investors and managers gain a deeper, more 

nuanced understanding of each loan, guiding 

informed investment decisions and effective 

risk management strategies. 

 

PAYMENT HISTORY 

 

Payment history review includes checking for 

the consistency and timeliness of debt service 

payments. The history of making timely or late 

payments provides the manager with insight 

into a borrower’s propensity to default or 

prepay. The process also involves validating the 

pay history and cross-referencing to the 

historical delinquency data provided by the 

seller. Discrepancies in the seller-provided 

delinquency history as uncovered by the pay 

history review may result in the need to 

reassess the loan’s risk.   

 

DATA VALIDATION 

 

Data due diligence is a validation of the data 

fields provided by the seller as part of a loan 

offering. Loan offering data information is 

compared against the loan documents. Any 

discrepancies uncovered are evaluated for 

materiality and potential impact on the loan’s 

value.  

 

https://en.wikipedia.org/wiki/Financial_Institutions_Reform,_Recovery,_and_Enforcement_Act_of_1989
https://en.wikipedia.org/wiki/Financial_Institutions_Reform,_Recovery,_and_Enforcement_Act_of_1989
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REBUTTAL & SETTLEMENT PROCESS 

 

The due diligence rebuttal process involves the 

manager challenging or responding to findings 

from the due diligence investigation, typically 

concerning discrepancies or issues identified in 

the loan documentation, collateral 

documentation, or property evaluation. This 

process allows for clarification, correction of 

errors, or negotiation of terms before finalizing 

the settlement loan population. 

 

CONTRACTS & SETTLEMENT 

 

Contract negotiation and trade settlement 

involves buyers and sellers ultimately agreeing 

to the terms that govern the sale and transfer 

of mortgage loans, with the operative document 

being the mortgage loan purchase and sale 

agreement (MLPA). The negotiation of the MLPA 

focuses on aligning the interests of both parties, 

ensuring clarity on the price, scope of the loan 

portfolio, specific terms under which the loans 

will be transferred, and any post-closing 

obligations. 

 

Representations and Warranties: These are found 

in the MLPA and set forth certain assurances 

provided by the seller that ensure the quality, 

characteristics, and performance status of the 

loans. Examples include confirming the validity 

of the loan documents, the absence of borrower 

defaults at the time of sale, and the assurance 

that all relevant laws and regulations have been 

adhered to during the origination and servicing 

of the loans. These serve to protect the buyer 

against unforeseen liabilities and risks.  

 

▪ Sunset Period: In the context of an MLPA, 

the “sunset period” refers to a specified 

time frame during which the representations 

and warranties made by the loan seller are 

valid. After this period, the seller is no longer 

liable for the representations and warranties 

made in the agreement. This timeframe is 

crucial for several reasons: 

 

▪ Limitation of Liability: The sunset period 

defines the duration for which the seller is 

responsible for the accuracy and validity of 

the representations and warranties. Once 

this period expires, the seller is released 

from potential liabilities associated with 

these claims. 

 

▪ Repurchase Obligations: During the sunset 

period, if it’s discovered that a 

representation or warranty was inaccurate 

or breached, the seller may be obligated to 

repurchase the loan or deliver make-whole 

funds to the buyer. This provision protects 

the buyer from losses due to 

misrepresented or non-compliant loans. 
 

▪ Risk Management for Buyers and Sellers: 

Buyers must conduct thorough due 

diligence before this period expires, while 

sellers need to ensure the accuracy of their 

representations and warranties up to the 

end of the period. 
 

▪ Negotiation Tool: The length of the sunset 

period can be a point of negotiation, 

balancing the risk between the buyer and 

the seller. A longer period offers more 

protection for the buyer, while a shorter 

period reduces the potential liability for the 

seller. 
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Post-Closing Obligations: These are 

responsibilities that survive after the closing 

date of the loan sale transaction. A primary 

obligation is the transfer of mortgage servicing 

rights, which involves handing over the 

management and collection of loan payments to 

the new owner or a designated servicer. 

Preparation of mortgage assignments represent 

a typical post-closing obligation of loan sellers, 

as it legally transfers the seller’s interest in the 

mortgages to the buyer, ensuring the buyer’s 

legal standing in case of foreclosure or other 

legal actions. If there were any exceptions or 

discrepancies noted during the due diligence 

phase, the seller might be required to resolve 

these post-closing. This could include clearing 

any title issues, obtaining missing 

documentation, or correcting errors in loan files. 

 

The final step in the acquisition process is the 

closing and settlement of the transaction. 

During this phase, the buyer and seller 

coordinate execution of final transaction 

documents, ensuring all details, including the 

final loan list and final pricing are accurate and 

agreed upon. Furthermore, the buyer must 

confirm the prompt release of collateral upon 

the seller’s receipt of purchase proceeds. Once 

the acquisition is complete, the relevant loan 

servicers are notified of the change in 

ownership. Borrowers are also informed of the 

ownership change and any changes in loan 

servicing, as required by law. Finally, the 

acquired loans are integrated into the investor’s 

portfolio, beginning the process of ongoing asset 

management and monitoring. 

 

 

MORTGAGE COLLATERAL 
& RISK MANAGEMENT 

 

Collateral document review entails verifying the 

presence of key loan documents, a task 

performed by the document custodian, which is 

typically a division of a national bank. These 

collateral documents include the mortgage or 

deed of trust, note, mortgage assignments, 

endorsements, title policy, and any 

modifications.  

 

Deed of Trust: A legal document involving three 

parties (borrower, lender, and trustee) that 

places a property as collateral for a loan, where 

the trustee holds the property title until the 

loan is repaid. 

 

Mortgage: A legal agreement where a borrower 

pledges real estate to a lender as security for a 

loan, with the property being returned upon full 

repayment. 

 

Mortgage Assignment: A legal document that is 

used to transfer a mortgage interest from one 

party to another. 

 

Note: A legal document in which the borrower 

promises to repay the lender a certain amount 

of money, typically detailing the loan amount, 

interest rate, and repayment terms. 

 

Note Endorsements: A legal method of 

transferring rights under a note to another party, 

similar to endorsing a check. 
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Title Policy: An insurance policy that protects the 

holder from financial loss due to defects in a 

property’s title, including unknown liens, 

encumbrances, or legal issues. 

 

Modifications: Changes made to the terms of a 

loan agreement, typically involving adjustments 

to the interest rate, payment schedule, or loan 

duration, agreed upon by the investor and 

borrower. 

 

CUSTODIAN & COLLATERAL REVIEW 

 

The custodian is appointed to safeguard 

collateral files on behalf of the investor in 

accordance with the terms and conditions set 

forth in the custodial agreement. The investor 

will deliver collateral documents to the 

custodian along with the required data for 

certification. The custodian then reviews these 

collateral loan documents and generates 

document inventory and exception reports as 

required by the custodial agreement, within the 

agreed timeframe. At the investor’s request, and 

with appropriate authorization, collateral files 

may be released for servicing needs or for loan 

sale purposes. 

 

The custodian plays a specific role in reviewing 

the chain of title, which involves a preliminary 

check of the chronological record of a property’s 

ownership history. This includes a basic 

examination of all transactions and changes in 

ownership over time as represented in the 

physical documents of the file. The custodian’s 

task is to confirm that the mortgage and 

assignments are recorded and that these 

documents, to the best of its knowledge, 

accurately confirm ownership of the loan. 

However, this review by the custodian is limited 

to verifying the presence and basic accuracy of 

the physical documents they have received.  

 

The comprehensive and in-depth review of the 

chain of title is conducted by a manager’s in-

house collateral team. This process goes beyond 

the custodian’s preliminary checks and involves 

a detailed examination using both the 

custodian’s reports and additional title support 

from a title vendor. The collateral review aims to 

provide a clear and unbroken history of the 

property’s ownership, which is crucial for 

verifying the property’s legal ownership, 

ensuring there are no disputes or claims against 

it, and determining if any past transactions 

might affect current ownership rights or the 

transfer of the property. This analysis ensures 

the integrity and completeness of the chain of 

title, addressing all aspects critical to 

establishing the legal standing of the property. 

 

If discrepancies or issues are identified, the in-

house collateral team may work with the seller 

to determine the necessary corrective actions, 

which may involve obtaining missing documents 

or correcting errors. If there are errors or 

omissions, this may delay the manager’s ability 

to undertake loss mitigation efforts (i.e., 

foreclosure). This also may limit the liquidity of 

the loan, resulting in price degradation.  
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COLLATERAL RISK MANAGEMENT 

 

Effective collateral risk management begins 

with a thorough review of the collateral 

exceptions to evaluate the need for remediation. 

This includes assessing any document 

deficiency’s impact on the loan’s enforceability. 

Deficiencies that adversely affect the asset’s 

value are considered critical. While most critical 

collateral exceptions can be resolved, they must 

be done so in accordance with jurisdictional 

requirements. Successfully resolving collateral 

exceptions can strengthen the ability to enforce 

creditor rights and correspondingly enhance the 

value of the loan.  

 

COLLATERAL IMPLICATIONS 
IN PORTFOLIO FINANCE 

 

Portfolio financing is often a central component 

of a private residential credit investment 

strategy. The loans are secured by land and 

tangible building structures that tend to 

appreciate over time. As a result, managers are 

often able to secure efficient financing for 

private residential credit portfolios in either the 

bank, non-bank, or securitization markets. It is 

important for managers to have complete and 

accurate collateral files to pledge the loans for 

portfolio financing.  

 

 

 

 

 

 

 

 

Collateral management is often 

the most overlooked element of 

managing risk in residential 

credit strategies.   

 

Managers with robust collateral 

remediation capabilities are not 

only able to manage portfolio 

risks, but also produce organic 

value creation. 
 

 

ASSET-LEVEL CREDIT RISK MANAGEMENT 

 

Asset-level credit risk management activities 

are administered by managers that have in-

house expertise and infrastructure necessary to 

monitor and make decisions regarding large and 

complex portfolios of residential loans. The 

objective is to preserve and enhance value 

during various phases of a loan’s life cycle, 

ultimately leading to improved portfolio 

performance.  

 

 

 

 

 

Credit Risk 
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ROLE OF THE MORTGAGE LOAN SERVICER AND 

DELEGATED AUTHORITY 

 

The mortgage loan servicer acts as an 

intermediary between the borrower and the 

lender (or investor) and is responsible for a 

range of critical tasks: 

 

Payment Processing: Servicers handle the 

collection of monthly mortgage payments from 

borrowers, including principal, interest, and any 

escrow payments for taxes and insurance. 

 

Escrow Management: Servicers manage escrow 

accounts, ensuring that funds collected for 

taxes and insurance are appropriately disbursed 

to the respective entities. 

 

Customer Service: Servicers provide customer 

support to borrowers, addressing inquiries, 

providing account information, and assisting 

with payment issues. 

 

Loss Mitigation: In cases of delinquency, 

servicers work in a debt collection capacity to 

mitigate losses by offering options such as loan 

modifications, repayment plans, forbearance, or 

short sales. 

 

Default Management: If a borrower defaults, the 

servicer manages the foreclosure process, 

working within legal and regulatory guidelines to 

recover the owed amount. 

 

Investor Reporting: Servicers regularly report to 

investors or lenders on the performance of the 

loan portfolio, including payment histories, 

delinquency rates, and any loss mitigation 

activities. 

 

Compliance: Servicers ensure compliance with 

all applicable federal, state, and local 

regulations related to mortgage servicing. 

 

It is necessary to set clear guidelines and limits 

with respect to the activities a servicer can 

undertake without direct investor/manager 

approval. These activities might include 

modifications to loan terms (pursuant to 

investor approved guidelines), implementation 

of certain loss mitigation strategies, or decisions 

on foreclosures. By closely controlling these 

activities, investors/managers can ensure that 

servicers act in the best interest of the 

investment strategy, thus mitigating risks and 

optimizing portfolio performance. 

 

SERVICER OVERSIGHT AND DEFAULT 

MANAGEMENT 

 

During default management and loss mitigation 

activities, proactive and strategic manager 

involvement can significantly enhance 

outcomes. Directing value-add activities 

involves engaging with servicers to implement 

targeted strategies for managing defaults and 

mitigating losses. These can include offering 

loan modifications, implementing forbearance 

plans, or executing short sales. The aim is to 

reduce default frequency, increase the 

incidence of re-performance, pursue mutually 

beneficial alternatives to foreclosure, limit 

losses, and thereby preserve the value of the 

asset. 
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CONSTRUCTION LOAN DRAWS 

 

For business-purpose fix-and-flip and 

construction loans, loan proceeds are 

periodically disbursed from the loan investor to 

the borrower necessary to fund construction 

expenses. Borrower construction draw requests 

are typically accompanied by a third-party 

inspection report complete with images of the 

project alongside progress reports associated 

with the underwritten budget. Depending on the 

manager’s strategy, the servicer may have 

delegated authority to approve borrower draw 

requests, while in other instances managers 

may internalize the function as an added layer 

of risk management.  

 

NATURAL DISASTER MONITORING 

 

Natural disasters (e.g. hurricanes, tornadoes, 

wildfires) pose a significant risk to property 

value and, by extension, loan and investment 

security. Managers may establish systems to 

identify natural disaster areas by interfacing 

with the Federal Emergency Management 

Agency (FEMA) data. Managers that have 

systems in place for monitoring and reporting 

on natural disasters can proactively identify 

property damage, assess borrower impact, and 

track insurance proceeds and repair status. 

Proactive strategies used to manage these risks 

may include working with servicers to offer 

relief to affected borrowers or reassessing the 

value of properties in high-risk areas.  

 

REPORTING & PORTFOLIO INSIGHT 

 

Effective reporting and monitoring systems are 

essential for real-time assessment of a 

portfolio’s performance and risk exposure. This 

includes regular reporting on loan payment 

statuses, delinquency rates, loss mitigation 

stages of activity, and recovery rates. Managers 

with robust analytics and reporting 

infrastructure are well-suited to evaluate the 

health of the loan portfolio, make informed 

credit decisions, and manage asset-level credit 

decisions. 

 

 

DATA MANAGEMENT 
& TECHNOLOGY 

 

DATA MANAGEMENT 

 

Effective data management helps to ensure the 

integrity and accessibility of portfolio data, 

which is crucial for informed decision-making 

and maintaining a competitive edge in private 

residential credit strategies. Systems should be 

capable of handling large volumes of complex 

data related to the loan, borrower, and property 

while ensuring completeness, accuracy, and 

consistency across all records. 

 

Managers that collect data from loan servicers 

and third-party vendors must have dynamic 

loan management systems capable of absorbing 

large volumes of data from multiple unique 

delivery systems. The data is vast and can 

consist of hundreds of static and dynamic 

fields, such as: 

 

Loan data examples: 

 

▪ Original and current principal balance 

▪ Interest rate characteristics (fixed, 

adjustable, interest-only) 

▪ Maturity date 

▪ Payment history 
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▪ Delinquency status 

▪ Foreclosure status and stage 

 

Borrower data examples: 

 

▪ Credit score 

▪ Occupation 

▪ Hardship detail 

▪ Bankruptcy status and stage  

 

Property data examples: 

 

▪ Location 

▪ Property value(s) 

▪ Size and square footage 

 

These fields can have different naming and 

coding conventions that make quality control 

and normalization challenging and unique to 

each servicer and vendor.  

 

DATA ANALYSIS 

 

Data analysis involves interpreting information 

contained in large data sets and extracting 

meaningful insights. Data analysis helps to 

identify trends and assess risk that allows 

managers to make predictions about future 

portfolio behavior. It enables managers to make 

data-driven decisions, optimizing portfolio 

performance and minimizing risks. Advanced 

analytics can reveal deep insights into borrower 

behaviors, payment patterns, and potential 

default risks, which are critical for strategic 

planning and active risk management. 

 

Data analysis includes a review of static point-

in-time data such as the loan and portfolio 

characteristics as of a specific date. It also 

includes time series analytics that observe 

historical data used to identify trends and make 

future predictions of borrower behavior.  

 

“TAPE CRACKING” TECHNOLOGIES 

 

 “Tape cracking” technologies in a mortgage 

credit strategy are used to efficiently dissect 

and analyze detailed mortgage loan information. 

This technology systematically breaks down the 

data, facilitating a deeper understanding of the 

underlying loan characteristics, borrower 

demographics, payment histories, and risk 

factors. It serves as a solution for extracting 

actionable insights from complex loan data, 

enabling investors and managers to make 

informed decisions. The technology utilizes 

advanced data processing tools that allow for 

data mapping, quality control, and detailed 

reporting.  

 

MONTHLY REMITTANCE RECONCILIATION 

 

The monthly servicer remittance reconciliation 

process helps to maintain data integrity, 

ensuring accurate tracking of fees and 

monitoring cash flows. This process involves 

cross-verifying the data received from loan 

servicers with the portfolio’s records. It 

confirms that all financial transactions, 

including payments, fees, and other charges, are 

accurately recorded and reconciled. The 

technology utilizes sophisticated reconciliation 

software that can handle voluminous and varied 

data, identify discrepancies, and facilitate swift 

resolution, thereby ensuring the reliability of 

financial data. 
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ASSET MANAGEMENT DASHBOARDS 
& DECISIONING TOOLS 

 

Loan servicing oversight is significantly 

enhanced by robust data management and 

analysis. It involves monitoring loan 

performance, borrower interactions, and 

servicing activities. Effective oversight ensures 

that loans are serviced in compliance with 

agreed upon terms and regulatory requirements. 

Data-driven insights assist in early detection of 

issues such as late payments, potential 

defaults, or delays in certain stages of loss 

mitigation, allowing for timely interventions. 

 

Asset management dashboards and decisioning 

tools are designed for specialists responsible for 

making loan- and property-level credit 

decisions. These applications aggregate and 

present data in an intuitive, user-friendly 

interface, offering real-time insights into various 

aspects of the loan portfolio. The technology 

behind these dashboards may include advanced 

analytics, machine learning algorithms, and 

interactive interfaces. They enable specialists to 

assess risks, predict trends, and make decisions 

based on a comprehensive understanding of 

each asset’s performance and prospects. 

 

LOSS MITIGATION STAGE TRACKING 
& TIMELINE MONITORING 

 

Loss mitigation stage tracking and timeline 

monitoring technologies focus on identifying 

loans that are at-risk and monitoring their 

progression through various stages of loss 

mitigation. This technology assists in 

pinpointing loans that are not progressing 

appropriately and require intervention. System 

alerts provide managers with advance 

information necessary to implement timely 

strategies to mitigate losses. The technology 

usually encompasses automated tracking 

systems to provide continuous monitoring and 

alerts for at-risk loans. 

 

COLLATERAL MANAGEMENT TECHNOLOGY 

 

Collateral management technology plays a 

crucial role in tracking data from loan document 

custodians and collateral vendors. It aids in 

managing and prioritizing collateral document 

remediation efforts and streamlines the process 

of tracking and verifying collateral documents. 

The solutions typically involve document 

management systems, automated verification 

tools, and digital repositories, facilitating 

efficient and accurate collateral management. 

 

REPORTING & DATA VISUALIZATION 

 

Reporting and data visualization tools are used 

to gain insights into portfolio performance, 

borrower behavior, risks, and trends. These tools 

transform raw data into comprehensible, 

visually engaging reports and graphs, making it 

easier to identify patterns and anomalies. The 

technology behind these tools ranges from 

basic reporting software to more advanced data 

visualization platforms that integrate with 

various data sources, offering dynamic, real-

time reporting capabilities – such as Tableau. 

This not only aids in internal decision-making 

but also in communicating complex information 

to stakeholders in an accessible format. 

 

TECHNOLOGY INFRASTRUCTURE 

 

The technology infrastructure supporting these 

activities must be robust and scalable. It should 
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support the growing volume and complexity of 

data, providing the necessary computational 

power for advanced data processing and 

analytics. A strong infrastructure ensures 

uninterrupted access to critical data and 

systems, which is vital for continuous portfolio 

management and decision-making. 

 

With the increasing volume of sensitive financial 

data being processed, robust cybersecurity 

protocols are important to protect against data 

breaches and cyber-attacks. This includes 

measures like encryption, access controls, 

regular security audits, multi-factor 

authentication, and employee training in 

cybersecurity best practices. 

 

AUTOMATION AND ARTIFICIAL INTELLIGENCE 

 

The role of automation and artificial intelligence 

(AI) is becoming increasingly prominent and is 

beginning to reach the mortgage credit universe. 

AI and machine learning algorithms can 

automate routine tasks, enhance data analysis, 

and provide predictive insights. They can 

identify patterns and anomalies that might be 

missed by human analysts, leading to more 

effective risk management and decision-

making. Automation streamlines processes, 

reduces human error, and improves operational 

efficiency. 
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PRIVATE RESIDENTIAL CREDIT 
INVESTMENT MANAGEMENT 

 

The length of this report has exceeded our 

original self-imposed limits, but it only 

scratches the surface on the topics introduced.   

 

We hope the reader can take away a few key 

items with respect to the private residential 

credit sector: 

 

▪ Large Market with Variety of Products: The 

private residential credit sector is one of the 

largest fixed income markets in the U.S. and 

has a variety of risk, return, and duration 

profiles. 

  

▪ Vast Portfolio Construction Opportunities: The 

variety and scale of the private residential 

credit sector offers numerous portfolio 

construction options that can aid in 

diversifying a broader fixed income and/or 

private credit allocation, while reducing 

correlation and adding loan portfolios that 

are durable across economic, interest rate, 

and housing environments.  

 

▪ Significant Barriers to Entry: Product 

complexity and infrastructure requirements 

limits sector competition and price risk. This 

can present opportunities for specialist 

managers with dedicated in-house 

capabilities to outperform managers that 

outsource value-enhancing activities. 
 

 

 

 

 

 

 
 

 

▪ Technology & Infrastructure as an “Edge”: Cash 

flow analytics have become commoditized 

and are a basic requirement to manage a 

private residential credit portfolio. Value-

enhancing technologies that create an 

“edge” focus on asset-level credit risk 

management. 
 

▪ Varied Management Styles: Whether through 

in-house management or outsourcing, 

captive or non-captive servicing, or focusing 

on a single product or diversifying across 

multiple loan types, each approach offers 

unique advantages and challenges. The key 

lies in carefully assessing these options, 

understanding the inherent trade-offs, and 

ensuring the manager has the requisite 

experience and capabilities necessary to 

effectively execute and manage the related 

strategy. 
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Unless otherwise noted, information included herein is presented as of the dates indicated. The Palisades Group, 
LLC. (together with its subsidiaries, “Palisades”) makes no representation or warranty, expressed or implied, with 
respect to the accuracy, reasonableness, or completeness of any of the information contained herein, including, 
but not limited to, information obtained from third parties. Opinions, estimates, and projections constitute the 
current judgment of the author as of the date indicated and are subject to change at any time without notice. 
Palisades does not have any responsibility to update the information to account for such changes. Hyperlinks to 
third-party websites in these materials are provided for reader convenience only. There can be no assurance that 
any trends discussed herein will continue. 
 
The information contained herein is not intended to provide, and should not be relied upon for, accounting, legal 
or tax advice and does not constitute an investment recommendation or investment advice. Investors should make 
an independent investigation of the information contained herein, including consulting their tax, legal, accounting, 
or other advisors about such information.  
 
Certain information contained herein may be “forward-looking” in nature. Due to various risks and uncertainties, 
actual events or results may differ materially from those reflected or contemplated in such forward-looking 
information. As such, undue reliance should not be placed on such information. Forward-looking statements may 
be identified by the use of terminology including, but not limited to, “may”, “will”, “should”, “expect”, “anticipate”, 
“target”, “project”, “estimate”, “intend”, “continue” or “believe” or the negatives thereof or other variations thereon 
or comparable terminology. 


