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Overview 
 
Interest only (IO) originations increased from 25% in the second half of 2005 to 26% 
in the first half of 2006. Payment-option adjustable-rate mortgages (ARMs) increased 
from 8% to 13% over the same period. Growth in this market has raised concerns, 
regarding the risks inherent with these loans. In response, lending guidance1 has 
been issued, which will likely have an effect on origination of these mortgage 
products. The extent to which the home equity market is affected will likely depend 
on the representation of these loans in the market.  
 

• Payment-option ARMs effectively do not exist in the subprime market. IO 
products constitute almost 20% and, therefore, we expect the IO subprime 
home equity market to be affected by a shift in origination of these loans. 

 
• The Alt-A market consists of high-quality borrowers with low LTV loans 

and will unlikely be affected by the guidance.  
 

• Because lenders will likely continue to offer affordable products to 
borrowers, we expect to see an innovation of new affordable products.  

 
 

 
 

                                                           
1 Nontraditional Mortgage Risks, Wachovia Capital Markets, LLC, Oct. 16, 2006, Erin K. Walsh. 
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Subprime 
 
Payment-option ARMs are commonly indexed to the moving Treasury average 
(MTA) index. These mortgages are essentially only offered to high-quality borrowers 
and, therefore, are virtually nonexistent in the subprime home equity market. They 
currently constitute only 0.35%. However, IO loans have significantly increased over 
the past year and a half and now make up almost 20% of the market. Exhibit 1 shows 
the percentage of mortgage products in the subprime home equity market. 
 
Exhibit 1: Subprime Mortgage Products 
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Source: LoanPerformance, Wachovia Capital Markets, LLC 
 
According to the guidance, a borrower’s ability to repay a loan should be assessed at 
the fully indexed rate and not assuming that the loan will repay at the end of the 
initial fixed period. IO ARMs have especially high payment shocks due to the 
addition of an amortizing payment as well as the recast of the interest rate. Lower 
quality borrowers tend to have higher debt to income (DTI) ratios and, therefore, 
may not be able to withstand the hefty payment shocks upon reset.  
 
Subprime IO ARMs will likely see a shift in origination volume. This shift may be 
toward more traditional amortizing products or may lead to the innovation of new 
affordable products for borrowers looking to maintain affordability and leverage. 
We expect the home equity market to match any shift in origination of subprime IOs.  
 
Exhibit 2: Subprime Nontraditional Mortgage Statistics 

IO ARM MTA
Low or No Documentation 39% 65%

WAVG FICO 650 606
FICO ≤ 650 54% 89%

WAVG LTV 82% 69%
LTV > 80 30% 1%

Purchase Loans 58% 27%
Owner Occupied 97% 85%  

Source: LoanPerformance, Wachovia Capital Markets, LLC 
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Alt-A 
 
Exhibit 3: Alt-A Mortgage Products 
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Source: LoanPerformance, Wachovia Capital Markets, LLC 
 
Fixed mortgages are decreasing in the Alt-A market, while ARMs are increasing, as 
shown in Exhibit 3. Moreover, growth of IOs and MTAs would suggest that these 
borrowers are stretching to afford more. Despite appearances, this does not seem to 
be the case. These borrowers continue to have low LTVs and high FICOs (Exhibit 4), 
which generally correspond to low DTIs. We do not expect origination of these loan 
types to be greatly affected, based on the fact that these borrowers’ ability to pay 
should not be affected by the new guidance. 
 
Exhibit 4: Alt-A Nontraditional Mortgage Statistics 

IO ARM MTA
Low or No Documentation 68% 85%

WAVG FICO 715 711
FICO ≤ 650 6% 9%

WAVG LTV 75% 74%
LTV > 80 4% 4%

Purchase Loans 63% 37%
Owner Occupied 77% 84%  

Source: LoanPerformance, Wachovia Capital Markets, LLC 
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Summary 
 
The extent to which the home equity market will be affected is dependent on the 
effect the guidance has on origination of these loans types and the amount of these 
loans that make up the market. 
 
The desire of borrowers looking for leverage and affordability is likely to spur 
origination of new mortgage types as lending institutions continue to compete to 
offer affordable products. 
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