
Executive Summary: 

This memo describes how mortgages underwriting practices have evolved in the United 
States over the last century. This research covers the actors who have a bearing on 
underwriting practices, how technology has changed underwriting standards and practices, 
and how views around risk and major events have impacted underwriting. 

Part 1 provides a high-level framework of how underwriters assess risk and the actors in the 
market. Part 2 describes the actors with significant influence on underwriting practices. Part 
3 provides a narrative of how underwriting has evolved over time and focuses particularly on 
how certain major events, actors, and shocks have led to changes in underwriting standards 
and practices. Part 4 provides a brief conclusion. 

Part 1: Framework for Underwriting and How Actors Shape Underwriting 

Mortgage underwriting occurs when lenders determine whether they view the risk incurred by 
offering a mortgage to a certain borrower as acceptable before approving the loan. For 
decades, underwriters have assessed the quality of potential loans by applying a widely-
accepted set of criteria known as the “three Cs” – credit, capacity, and collateral.1 
Underwriters typically look at income, credit history, down payment, assets, residency status, 
and documentation as hard metrics when evaluating whether to grant a loan.2 While these 
principles and criteria have remained generally unchanged in the American mortgage industry 
since the early twentieth century, the specific processes by which underwriters evaluate a 
prospective loan have evolved a great deal since the 1960s, with especially pronounced 
changes resulting from the adoption of new information technologies.3 

There are several actors in the mortgage market that influence underwriting practices. First, 
lenders retain significant discretion in lending decisions and underwriting standards. Second, 
actors operating in the secondary market, such as Federal National Mortgage Association 
(Fannie Mae) and Federal Home Loan Mortgage Corporation (Freddie Mac), have an impact 
too. Fannie and Freddie, as government-sponsored enterprises (GSEs), buy mortgages from 
lenders, thereby adding liquidity to the broader system. However, these GSEs only buy 
mortgages that meet certain underwriting standards, thus influencing lending decisions. Third, 
government agencies such as the Federal Housing Administration and the Veterans Affairs 
administration have a role insuring mortgages for some segments of the population, and 
through that mechanism they influence underwriting for these mortgages. Lastly, private 
mortgage insurers also impacted mortgage underwriting by insuring mortgages after their 
popularization in 1970s. 

Part 2: Major Actors in the Underwriting Market 

Fannie Mae: Fannie Mae (and its counterpart Freddie Mac) operate in the secondary market 
for mortgages. These government-sponsored enterprises (GSEs) purchase mortgages from 
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lenders and package them into mortgage-backed securities (MBS), either holding the resulting 
MBSs as investments or selling them off to investors. By virtue of this secondary market 
activity, Fannie Mae and Freddie Mac provide cash to the mortgage system, and thus allow 
for the creation of more mortgages and more varieties of mortgages than would otherwise be 
available. Fannie Mae has an important bearing on mortgage underwriting standards because 
it only buys mortgages that conform to certain of its lending standards (“conforming 
mortgages”). These conforming features include maximum loan limits, loan to value ratio 
limits, and sometimes seller (i.e. lender) requirements to share in losses.4 Fannie Mae (and its 
counterpart Freddie Mac) also on occasion prohibits certain loan terms, such as mandatory 
arbitration clauses, in the mortgages it purchases.5 Fannie Mae typically purchases mortgages 
from large commercial banks.6 

Freddie Mac: Freddie Mac is like Fannie Mae in that it is a GSE, operates in the secondary 
mortgage market by purchasing mortgages from lenders and packaging those mortgages into 
mortgage-backed securities, and by only buying loans that conform to certain of its lending 
standards.7 Unlike Fannie Mae, Freddie Mac focuses on purchasing mortgages from small 
banks and thrifts.8 Freddie Mac also became involved in mortgage securitization earlier than 
Fannie Mae.9 

Federal Housing Administration (FHA): The FHA is now part of the Department of 
Housing and Urban Development (HUD). The FHA, among other things, provides mortgage 
insurance on loans made by FHA-approved private lenders. This insurance is charged as a 
premium to mortgage borrower, which then funds a pool used to compensate lenders of 
defaulted loans. Loans must meet certain requirements to qualify for FHA insurance, and this 
is the mechanism by which the FHA influences private underwriting practices. The presence 
of FHA mortgage insurance additionally allows for, all else equal, lower interest rates and 
lower down payments on loans, and enables lenders to grant loans they otherwise would 
forgo, each of which is a designed outcome of FHA involvement in the market.10 

Veterans Affairs Administration (VA): The Veterans Affairs Administration (VA) helps U.S. 
veterans obtain home loans by insuring a portion of the loan for the lender, thereby allowing 
veterans to either qualify for a mortgage outright or qualify for more favorable terms than 
would otherwise be possible. VA home loans are offered by private lenders, similar to how 
FHA-qualified home loans are offered by private lenders. VA-qualifying loans still require 
certain credit scores and other conforming terms for a lender to originate a loan under VA 
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programs.11 

Part 3: Evolution of Mortgage Underwriting 

This section discusses how underwriting has evolved in response to new technologies, 
practices, and policies. It will also discuss how the above-listed actors have had an impact on 
underwriting through their home loan programs. 

i. Origins and Emergence of the FHA, the VA, Fannie Mae, and Freddie Mac: 

Congress created the Federal Housing Administration (FHA) in 1934 in the wake of the 
economic damage wrought by the Great Depression. The FHA and other Great Depression-
era laws and institutions contributed to the underpinnings of the modern mortgage system we 
know today. Prior to the FHA, lenders were generally wary of lending to borrowers who did 
not make large down payments – this had the effect of limiting mortgages to only those with 
significant means.12 One effect of FHA’s new mortgage insurance scheme was to open 
mortgage borrowing to a much larger swath of people. To protect taxpayers from defaults, 
however, Congress ensured that only certain mortgages were eligible for FHA-insurance. 
FHA standards applied to down payments, repayment schedules, LTV ratios (loan-to-value 
ratios, the amount of the loan as a portion of the total appraised property value), and DTI 
ratios (debt-to-income ratios, the borrower’s annual repayment as a portion of their annual 
income). These national rules quickly created a convergence to common underwriting 
standards by mortgage lenders, in line with congressional aspirations for the new agency.13 
The 1944 GI Bill followed not long after, and among other things, established the 
aforementioned Veterans Affairs Administration (VA). Patterned on the FHA, the VA offered 
insurance for qualifying home loans made to veteran borrowers.14 

Congress established Fannie Mae in 1938 to help banks finance the newly created long-term, 
fixed rate mortgage loan.15 Prior to the creation of Fannie Mae, banks struggled to identify 
sufficient funds to continue making home loans during the Great Depression. The role of 
Fannie Mae was to purchase mortgages on the secondary market from banks, thereby 
expanding their liquidity. Fannie took on greater importance after the passage of the1968 
Housing and Urban Development Act, through which Congress converted Fannie Mae from a 
corporation partly owned by the federal government to a corporation completely owned by 
private shareholders but chartered by the Congress16. Freddie Mac was created in 1970 to 
provide competition for the newly private Fannie Mae. Fannie and Freddie would only 
purchase loans that met their criteria, so banks acceded to their requirements for a portion of 
their mortgage lending. 

ii. Underwriting in the Early Period Pre-1970s Was Manual and Varied by Lender  

The period through roughly the mid-20th century was one in which lending was driven in 
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large part by local savings and loans associations and other depository institutions. These 
institutions had a large foothold in the residential mortgage market.17 The relatively local 
nature of these institutions meant that they relied on local knowledge, expertise, and 
connections to assess credit risk of borrowers.18 Famously portrayed in the 1946 film It’s a 
Wonderful Life, lending activity in this era reflected, in part, personal decisions and 
community mores. Observers characterized underwriting guidelines and mortgage products  
as “pretty vanilla” or otherwise fairly simple and straightforward.19 Mortgage underwriting 
was largely carried out manually by career underwriters, who “did not follow a systematic, 
step-by-step approach to evaluate a loan.” Instead, underwriters would typically “look at the 
strengths and weaknesses of the individual elements in a loan file and evaluate how all the 
data elements affect one another.”20  

While the extant technology and the natural evolution of underwriting dictated how financial 
institutions engaged in due diligence related to mortgages government agencies and policy 
had a significant impact on what underwriting standards existed. In these early years most 
lenders required a loan-to-value ratio lower than 80% but would accept a higher one if the 
repayment of the mortgage was backed by mortgage insurance. From the mid-1930s to late 
1950s, government agencies including FHA and VA were the only source of mortgage 
insurance.21 Moreover, Fannie Mae primarily and largely bought mortgages insured by FHA 
before 1970,22 which made the FHA’s underwriting requirements especially important. FHA 
first provided its appraisers with an Underwriting Manual in 1935 and reprinted it in later 
years. The manual gave a detailed guide to measuring risk for mortgages to be insured – loan 
to appraised value standards not to exceed 80 percent, fully amortizing mortgage structures, 
and 20-year maximum mortgage loans, among other terms.23 FHA also adopted a notoriously 
discriminatory practice called “redlining,” which instructed appraisers to give lower appraised 
values to minority communities, as shown in Exhibit 1. This practice significantly hurt 
African Americans’ chance of acquiring a mortgage and fostered racial segregation in 
housing. The passage of the Fair Housing Act in 1968 made redlining illegal, but it has had 
long-lasting effects on minority communities. 
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Exhibit 1: Redlining Terms in the 1936 Underwriting Manual by FHA24 

 

iii. Underwriting standards became more uniform from the 1970s to 1990s 

Since 1970s, mortgage underwriting at many financial institutions has been further 
standardized, in most cases to conform to the expectations of public or quasi-public 
corporations that purchased mortgages on the secondary markets. Fannie Mae and Freddie 
Mac became increasingly important to lenders’ underwriting after they started to securitize 
loans. Private mortgage insurance, first invented by Mortgage Guaranty Insurance 
Corporation in 1957, became more prevalent. The private insurers partially replaced the role 
of government agencies like FHA and VA in mortgage underwriting by occupying a larger 
share in mortgage insurance market. 

In 1970, Congress authorized Fannie Mae and Freddie Mac to purchase conventional 
mortgage loans (i.e. those not insured by government agencies like FHA and VA).25 As these 
new conventional loans dominated the market and private mortgage insurance became more 
available, mortgage lenders referred to the underwriting guidelines of Fannie and Freddie 
more than the FHA’s Underwriting Manual. Freddie and Fannie further expanded their 
influence in the market by creating mortgage-backed securities (MBS). In 1971, Freddie Mac 
issued the first conventional loan MBS, which packaged the conventional loans into a security 
that investors could buy.26 As MBS grew in popularity during in 1980s, Freddie and Fannie 
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became essential intermediaries within the value chain of the mortgage market and set the 
underwriting standards that almost all major lenders accepted. 

Fannie Mae and Freddie Mac would only purchase loans that met their criteria and therefore 
banks conformed to their requirements around what industry insiders refer to as “knock-out 
rules.” Before the 1990s, both Fannie and Freddie applied the univariate “knockout-rules” 
that specified maximum cutoffs for factors such as the LTV (loan-to-value) ratio and the DTI 
(debt-to-income) ratio (i.e. if any criterion was violated, the loan would be excluded from 
purchase by Fannie/Freddie).2728 Additionally, the Federal Home Loan Bank Board 
(FHLBB)29 published annual conforming limits that specify the maximum loan amount of 
the conforming loans that Freddie and Fannie can buy. The limit gradually rose from $33,000 
in 1970 to $252,700 in 2000 for single-family properties.30 Mortgage lenders used these rules 
to guide underwriting decisions. As Daniel Berry, CEO of Duke University Federal Credit 
Union, has noted, “the federal government changed some of their requirements and 
regulations, and to be in compliance you needed to adopt such practices.”31 Up through the 
mid-1980s, however, the practice of underwriting remained a matter of individuals examining 
paper documentation and applying loan criteria to that overall borrower file. Exhibit 2 shows 
Freddie Mac underwriters at work in 1985, poring over paper evidence about income, home 
valuation, and proposed loan amount.  
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Exhibit 2: Image of Freddie Mac Underwriters, 198532 

 

Underwriting digitalized in 1990s and models became more important 

After several decades of little change, the emergence of standard consumer credit scores 
prompted significant transformation of American mortgage underwriting. In 1989, the Fair 
Isaac and Company introduced its “FICO” score, based on consumer credit files in three 
national credit bureaus.33 Several lenders quickly noticed that their predictions of potential 
borrower default could be significantly enhanced by using those credit scores.34 Almost 
simultaneously, Freddie Mac and Fannie Mae developed and tested several sophisticated 
empirical models that assigned weights to different parameters of a mortgage. For example, 
Freddie Mac started to use its Gold Measure Worksheet to assess mortgage loan risk, as 
shown in Exhibit 3. This worksheet, as well as other empirical models, weighted credit scores 
heavily and downplayed traditional indicators like the DTI ratio, which some economists had 
found to have less predictive power. Freddie Mac and Fannie Mae’s experiments also showed 
that the empirical models were more accurate at predicting defaults than human underwriters, 
so long as borrower information was input accurately.35 

The development of consumer credit reports by credit bureaus, credit scores, and mortgage 
risk modeling all depended on advancements in computing capacity and software 
development. The 1990s saw the popularization of personal computers and internet both for 
individuals and corporations. By the end of the decade, improvements in information 
technology allowed lenders to convert their empirical models to computer programs that 
functioned as automated underwriters. In 1997, Freddie Mac and Fannie Mae launched in-
house automated underwriters - Loan Prospector (LP) and Desktop Underwriter (DU) - and 
distributed these to the mortgage lenders for their reference. Soon thereafter, many private 
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lenders launched their own automated underwriting technologies. Exhibit 4 displays the 
interface of Desktop Underwriter, which asked for inputs of the key features of a loan, 
including loan type, appraised value and LTV ratios. Once an employee entered the key 
variables, the program recommended either loan approval or rejection. 

Over the subsequent two decades, the turn to computer algorithms refashioned mortgage 
lending. Hank Cunningham, former president of a North Carolina mortgage banker, points out 
that the transition to automated underwriting “was the beginning of when lenders began to 
reduce some of the documentation from borrowers that had previously been required” 
because lenders would collect only the information required by automated underwriters.36 As 
Daniel Berry observes, automated underwriters improved the efficiency of the process 
because they helped agents get an answer and close a loan more quickly.37 The automated 
underwriters did improve efficiency, but they also left loopholes for fraud that was seen in 
2000s. 
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Exhibit 3: Freddie Mac Gold Measures Worksheet, 199538 
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Exhibit 4: Screenshot of Desktop Underwriter Findings39 

 

Lenders Relaxed Underwriting Requirements in early 2000s 

With optimistic expectations and views on the housing market, lenders started to loosen their 
requirements starting from the late 1990s. The Housing and Community Development Act of 
1992 required the GSEs to meet “affordable housing goals” set annually by the Department of 
Housing and Urban Development, which led them to enter the Alt-A and subprime mortgage 
(mortgage loans that have lower credit scores) market.40 Hybrid adjustable-rate mortgages 
(ARM) became popular in early 2000s, enabling lenders to sell their mortgages to the Wall 
Street buyers more easily, sometimes as private-label securities without involvement of GSEs. 
Richard Cordray, former attorney general in Ohio and former director of CFPB (Consumer 
Financial Protection Bureau), pointed out that “lenders began to feel that they didn't really 
even have to qualify good borrowers to take these loans because the value of the collateral, 
that is the home, would always make up for the borrower’s inability to repay the mortgage, 
and they could always foreclose on the home and sell it and get their money back. As a result, 
completely irresponsible lending practices were engaged in.”41 

In the subprime mortgage market, evidence of widespread fraud mounted during the early 
2000s. The operation of automated underwriters relied on the accuracy of the data input, but 
underwriters could exaggerate or fabricate the characteristics of a mortgage loan to 
manipulate the process. One of the most common practices committed by mortgage brokers 
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or lenders was to falsify the borrower’s information, especially income level. Other ways to 
qualify a homeowner for a loan involved inflating the value of the home through a partnership 
with an unscrupulous appraiser or adding a dummy cosigner.42 Richard Cordray believed that 
massive frauds existed in Bank of America, Chase Bank, Citibank, and Wells Fargo, and 
General Motors Acceptance Corporation (GMAC), the five biggest lenders in Ohio, among 
which he sued GMAC for their fraudulent practices.43 

Part 4: Conclusion 

Since the post Great-Depression era, mortgage underwriting practices have been shaped by 
the evolution of public policy and technology, as well as the swings of the business cycle. 
Before the 1970s, lenders relied on their knowledge of local communities to underwrite loans 
while conforming to the requirements of government agencies like FHA and VA. 
Underwriting standards became more uniform from the 1970s to 1990s, with Fannie Mae and 
Freddie Mac purchasing and securitizing more loans in the secondary market. The invention 
of credit scores made it possible to use quantitative models to evaluate loans, and automated 
underwriters appeared in late 1990s with adoption of information technology. In early 2000s, 
some lenders took advantage of the relaxation of lending standards and loopholes in the 
underwriting process to issue completely irresponsible loans, a development constituted a key 
cause of to the subprime mortgage crisis in 2007. 
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