is manual underwriting bad

is manual underwriting bad, and is it an outdated practice in the modern
lending landscape? This article delves into the nuances of manual
underwriting, exploring its advantages and disadvantages, and contrasting it
with automated processes. We will examine why some lenders still rely on
manual reviews, the specific scenarios where it proves beneficial, and the
potential pitfalls that borrowers and lenders might encounter. Understanding
the role of manual underwriting is crucial for anyone navigating the mortgage
or loan application process, providing clarity on whether this traditional
method is truly a detriment or a valuable component of risk assessment.
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Understanding Manual Underwriting

Manual underwriting refers to the traditional process where a human
underwriter meticulously reviews a loan application, scrutinizing every
aspect of the borrower's financial profile and the property's value. Unlike
automated underwriting systems (AUS) that rely on algorithms and credit
scores, manual underwriting involves a deep dive into the details, looking
beyond standardized metrics. This comprehensive review aims to assess the
borrower's creditworthiness, repayment capacity, and the overall risk
associated with the loan.

This hands-on approach allows underwriters to consider unique circumstances,
extenuating factors, and qualitative data that might not be easily
quantifiable by an automated system. The goal is to make a well-informed,
risk-based decision that protects both the lender and the borrower. It’s a
labor-intensive process that demands expertise, judgment, and a thorough
understanding of lending guidelines and market conditions. The underwriter
acts as the final gatekeeper, ensuring that loans meet the lender's criteria
and regulatory requirements.

The Advantages of Manual Underwriting

Despite the rise of automated systems, manual underwriting offers several



distinct advantages that make it indispensable in certain lending scenarios.
Its primary strength lies in its ability to handle complexity and nuance.
Automated systems often struggle with non-traditional income sources, unique
employment histories, or unusual financial situations. A human underwriter
can interpret these complexities, gather necessary documentation, and make a
reasoned judgment call.

Furthermore, manual underwriting allows for a more personalized approach to
loan approval. Lenders can identify specific risks and implement tailored
mitigation strategies, such as requiring a higher down payment or a co-
signer. This flexibility is particularly valuable when dealing with self-
employed individuals, those with fluctuating income, or applicants who may
have a minor blemish on their credit report that doesn't fully represent
their current financial stability. The human element can uncover mitigating
factors that an algorithm might miss, leading to a more equitable outcome.

Handling Complex Financial Situations

One of the most significant benefits of manual underwriting is its
proficiency in navigating complex financial landscapes. This includes
scenarios like self-employment income, commission-based earnings, or rental
income from multiple properties. Automated systems are programmed to follow
specific rules and may flag these situations as high-risk or simply unable to
process them accurately. A manual underwriter, however, can meticulously
analyze tax returns, profit and loss statements, and other supporting
documents to verify the consistency and reliability of such income streams.

This detailed examination allows for a more accurate assessment of a
borrower's true ability to repay the loan, even if their financial picture
isn't straightforward. It’s about looking beyond the surface and
understanding the underlying financial health. For instance, an underwriter
might review a borrower's business bank statements and contracts to confirm
ongoing revenue and assess the long-term viability of their enterprise,
providing a level of assurance that automation cannot replicate.

Mitigating Credit Report Anomalies

Credit reports are not always a perfect reflection of a borrower's current
financial standing. Life events, such as medical emergencies, job loss, or
the dissolution of a marriage, can temporarily impact credit scores. While
automated underwriting systems might automatically decline an applicant based
on a lower score or a specific derogatory mark, a manual underwriter can
investigate the circumstances behind these issues. They can review
documentation such as letters of explanation, payment histories on previous
debts, or evidence of financial hardship that has since been overcome.



This ability to consider extenuating circumstances can prevent deserving
borrowers from being unfairly denied a loan. A manual underwriter can
determine if a past credit issue was an isolated incident with a clear
resolution, rather than an indicator of ongoing unreliability. This human
touch allows for a more empathetic and accurate risk assessment, recognizing
that a person's financial journey is not always linear.

Assessing Property Risk in Unique Scenarios

Beyond the borrower's financial profile, manual underwriting also plays a
crucial role in evaluating property risk, particularly for non-standard
properties. This can include unique homes, mixed-use properties, or
properties in areas with specific environmental or economic concerns.
Automated systems typically rely on standardized appraisal data and
comparable sales that might not adequately capture the nuances of these less
common real estate situations.

A skilled underwriter can delve deeper into the appraisal report, consider
local market trends, zoning regulations, and potential future risks. They can
assess factors like the property's condition, its unique features, and its
marketability in a way that an algorithm cannot. This thorough property
assessment helps ensure that the loan is adequately collateralized and that
the lender's investment is protected, even in unusual or challenging real
estate markets.

The Disadvantages of Manual Underwriting

While manual underwriting offers significant advantages, it is not without
its drawbacks. The most prominent disadvantage is the time it takes. Human
review is inherently slower than automated processes, which can lead to
extended loan approval times. This delay can be frustrating for borrowers who
are eager to secure financing, especially in competitive real estate markets
or when facing time-sensitive financial needs. The extensive documentation
and analysis required for each application contribute to this protracted
timeline.

Another significant drawback is the cost. Employing a team of experienced
underwriters is more expensive than implementing and maintaining an automated
system. This increased operational cost can sometimes be passed on to the
borrower in the form of higher interest rates or fees. Furthermore, manual
underwriting is susceptible to human error and potential bias, although
stringent training and quality control measures are in place to minimize
these risks. Inconsistent decision-making can also be a concern if
underwriters interpret guidelines differently.



Increased Processing Time

The most cited drawback of manual underwriting is the extended period it
typically takes to process a loan application. Unlike automated systems that
can provide an initial decision in minutes, manual review can take days or
even weeks. This is due to the extensive legwork involved: underwriters must
personally review every document, verify information, contact third parties
for clarification, and perform in-depth risk assessments. For borrowers in a
hurry, such as those trying to close on a home purchase before a deadline or
needing funds for an immediate investment, this delay can be a significant
impediment.

This extended processing time can also impact lenders, as it ties up
resources and potentially delays the deployment of capital. In high-volume
environments, a backlog of manually underwritten loans can significantly slow
down overall operations and reduce the number of loans that can be processed
within a given period. This inefficiency is a primary driver behind the
development and adoption of automated underwriting systems.

Higher Operational Costs

Maintaining a team of skilled manual underwriters requires a substantial
financial investment from lenders. These professionals possess specialized
knowledge and experience, commanding higher salaries than the personnel
needed to oversee automated systems. The cost of training, ongoing education
to stay abreast of evolving regulations, and the sheer number of underwriters
required to handle a significant loan volume contribute to elevated
operational expenses. These costs are often factored into the pricing of
loans, which can translate into higher interest rates or origination fees for
borrowers opting for or requiring manual underwriting.

Beyond salaries, the infrastructure to support a manual underwriting
department, including office space, technology, and administrative support,
adds to the overall expenditure. In contrast, once an automated underwriting
system is developed and implemented, its marginal cost per loan processed is
significantly lower, making it a more cost-effective solution for handling
large volumes of standard loan applications.

Potential for Human Error and Bias

While human judgment is a strength in manual underwriting, it also opens the
door to potential errors and unconscious biases. Underwriters, being human,
can make mistakes in calculation, misinterpret data, or overlook crucial
details, especially when faced with large volumes of paperwork. Moreover,
despite rigorous training, inherent biases can subtly influence decision-



making, potentially leading to unfair outcomes for certain applicant
demographics. Lenders implement strict quality control measures, peer
reviews, and audit processes to mitigate these risks, but the possibility of
human fallibility remains a concern.

Inconsistent application of guidelines can also arise if underwriters have
different interpretations of complex rules or policies. This can lead to a
lack of standardization across loan approvals, making the process feel
arbitrary to some applicants. While automated systems are programmed with
consistent rules, manual underwriting relies on the individual underwriter's
interpretation and application of those rules, which can introduce
variability.

When is Manual Underwriting Necessary?

Manual underwriting is not inherently bad; rather, it is a necessary tool for
specific loan scenarios where automated systems fall short. It becomes
essential when dealing with applicants who have a complex or non-traditional
financial profile. This includes individuals who are self-employed, have
fluctuating income streams, or are seeking loans for unique property types.
These situations require a human touch to assess risk accurately.

Furthermore, manual underwriting is often employed for higher loan amounts or
for loans that fall outside the standard parameters of automated underwriting
systems. It can also be crucial for borrowers with a less-than-perfect credit
history who can demonstrate mitigating factors or a strong ability to repay
despite past credit challenges. In essence, manual underwriting serves as a
vital safeguard for both lenders and borrowers in situations where a black-
and-white algorithmic decision would be insufficient or inequitable.

Non-Traditional Income and Employment

For individuals whose income is not derived from a predictable W-2 pay stub,
manual underwriting is often the only viable path to loan approval. This
includes freelancers, independent contractors, small business owners, and
individuals with significant investment income or rental properties.
Automated systems are designed to process standard income verification
methods, like W-2s and tax returns in a predictable format. When income
streams are variable, derived from multiple sources, or require detailed
analysis of business performance, a human underwriter is indispensable.

The underwriter will meticulously review documents like profit and loss
statements, business bank statements, detailed tax returns (including
Schedule C or K-1s), and employment contracts to establish a borrower's true
earning capacity. They can also assess the stability and longevity of these



income sources, looking for trends and potential risks that an automated
system would likely miss, thereby providing a more nuanced and accurate
assessment of repayment ability.

Unique Property Types and Locations

Loans secured by properties that deviate from the norm often necessitate
manual underwriting. This can encompass a wide range of scenarios, such as:

Mixed-use properties (combining residential and commercial spaces)

Manufactured homes or modular homes

Properties with unusual structural characteristics or age

Homes located in areas with specific environmental risks (e.g., flood
zones, seismic activity)

Properties requiring significant rehabilitation or with unfinished
construction

Unique architectural designs or historical properties

Automated systems are generally trained on data for standard single-family
residences in typical neighborhoods. For non-standard properties, a manual
underwriter can conduct a more thorough review of the appraisal report,
consider local marketability, assess potential resale challenges, and
evaluate any unique risks associated with the property's condition, zoning,
or location.

Borrowers with Credit Challenges

While a strong credit score is the quickest route to loan approval, manual
underwriting provides a crucial lifeline for individuals who have experienced
credit difficulties in the past but have since improved their financial
standing. Automated underwriting systems are often programmed to reject
applications with certain credit blemishes, such as late payments, defaults,
or bankruptcies, regardless of the time elapsed or subsequent positive credit
behavior. A manual underwriter can delve into the details of a credit report
and evaluate the context.

They can review letters of explanation from the borrower, assess payment
histories on subsequent obligations, and consider the overall trajectory of
the applicant's financial management. If an applicant can demonstrate that
past credit issues were due to extenuating circumstances (like a medical



emergency or a period of unemployment) and that they have since consistently
managed their finances responsibly, a manual underwriter can approve the
loan, often with specific conditions to mitigate any perceived residual risk.

Manual Underwriting vs. Automated Underwriting

The debate between manual and automated underwriting often centers on
efficiency versus thoroughness. Automated underwriting systems (AUS) are
designed for speed and consistency. They use sophisticated algorithms to
analyze vast amounts of data, including credit scores, debt-to-income ratios,
and loan-to-value ratios, to provide a rapid loan decision. This speed is
invaluable for high-volume lenders and for borrowers seeking quick approvals.

Manual underwriting, on the other hand, prioritizes depth of analysis. It
involves a human underwriter who uses their expertise and judgment to review
an application holistically. While slower and more costly, this process
allows for greater flexibility in handling complex or unique cases that would
likely be rejected by an automated system. The choice between the two often
depends on the lender's risk appetite, the complexity of the loan, and the
borrower's financial profile.

Speed and Efficiency

Automated underwriting systems (AUS) are engineered for maximum speed and
efficiency. They can process a loan application and generate an approval or
denial recommendation in a matter of minutes. This is achieved by leveraging
complex algorithms that instantly analyze standardized data points such as
credit scores, employment history, income verification, and property details
against the lender's predefined risk parameters. This rapid turnaround is a
significant advantage for lenders dealing with high volumes of applications,
as it allows them to process more loans in less time, thereby increasing
overall productivity and revenue.

For borrowers, the speed of AUS means a quicker path to loan commitment,
which can be critical in time-sensitive situations like purchasing a home or
securing business financing. This efficiency also contributes to lower
operational costs for lenders, as fewer human resources are required for
initial loan reviews. The goal is to quickly identify and approve
straightforward, low-risk applications, freeing up underwriters to focus on
more complex cases.

Depth of Analysis and Flexibility



While automated systems excel at speed, manual underwriting shines in its
depth of analysis and flexibility. A human underwriter possesses the critical
thinking skills and nuanced understanding necessary to evaluate applications
that fall outside the standard algorithms. They can interpret complex
financial documents, consider extenuating circumstances, and make subjective
judgments based on a comprehensive review of all available information. This
allows for a more personalized and equitable assessment of risk.

For instance, if a borrower has a minor derogatory mark on their credit
report due to a past medical emergency, an underwriter can review supporting
documentation and determine if the applicant has since demonstrated a strong
commitment to responsible financial management. Similarly, for self-employed
individuals with fluctuating income, an underwriter can analyze multiple
years of tax returns and business performance data to accurately assess their
repayment capacity. This flexibility makes manual underwriting invaluable for
applicants with unique financial situations, non-traditional income, or less-
than-perfect credit histories who might otherwise be automatically declined
by an automated system.

Decision Consistency and Bias Mitigation

Automated underwriting systems offer a high degree of decision consistency.
Once programmed with specific rules and parameters, the algorithm will apply
them uniformly to every application, ensuring that similar applications
receive similar outcomes. This reduces the potential for subjective bias that
can sometimes creep into human decision-making. The algorithms are designed
to be objective, analyzing data based purely on programmed criteria, which
can lead to a more equitable lending process for many applicants.

However, it is important to note that bias can still be inadvertently
introduced into automated systems through the data they are trained on or
through the design of the algorithms themselves. Regular audits and updates
are necessary to mitigate this. Manual underwriting, while susceptible to
human error and bias, also allows for overrides and exceptions based on
specific circumstances, which can sometimes lead to fairer outcomes for
individuals whose situations are not easily categorized. The key is a well-
designed and well-managed process, whether automated or manual, with robust
checks and balances.

The Future of Manual Underwriting

The landscape of lending is continuously evolving, with technology playing an
increasingly significant role. While automated underwriting systems will
undoubtedly continue to dominate the processing of straightforward loan
applications, manual underwriting is unlikely to disappear entirely. Instead,
its role is expected to become more specialized, focusing on the exceptions



and complexities that automated systems cannot adequately handle. This may
involve a hybrid approach, where automated systems perform initial screening,
and human underwriters step in for the more intricate cases.

Technological advancements, such as artificial intelligence (AI) and machine
learning (ML), are also beginning to enhance manual underwriting. AI can
assist underwriters by quickly identifying key data points, flagging
potential risks, and even suggesting areas for further investigation. This
integration aims to improve efficiency without sacrificing the critical human
judgment and flexibility that manual underwriting provides. Therefore, the
future likely holds a synergistic relationship between human expertise and
advanced technology, ensuring that all borrowers, regardless of their
financial profile, have a fair opportunity for loan approval.

FAQ

Q: Is manual underwriting always bad for borrowers?

A: No, manual underwriting is not inherently bad for borrowers. While it can
lead to longer processing times and potentially higher costs, it is often the
only way for borrowers with complex financial situations, non-traditional
income, or minor credit issues to secure a loan. A skilled manual underwriter
can assess unique circumstances and make a favorable decision when an
automated system would decline the application.

Q: What are the main advantages of manual
underwriting compared to automated systems?

A: The main advantages of manual underwriting are its ability to handle
complex and unique financial situations, its flexibility in assessing risk,
and its capacity to consider extenuating circumstances that automated systems
may overlook. It allows for a more personalized and in-depth review of an
applicant's qualifications.

Q: What are the biggest disadvantages of manual
underwriting?

A: The biggest disadvantages of manual underwriting include significantly
longer processing times, higher operational costs for lenders (which can
sometimes be passed on to borrowers), and the potential for human error or
bias in decision-making, although rigorous training and quality control aim
to mitigate these risks.



Q: In what specific situations is manual
underwriting typically required?

A: Manual underwriting is typically required for borrowers with self-
employment income, commission-based earnings, or other non-traditional income
sources. It is also often used for unique property types, properties in
challenging locations, and for applicants with credit challenges who can
provide mitigating explanations for past issues.

Q: Can manual underwriting lead to higher interest
rates for bhorrowers?

A: Yes, manual underwriting can sometimes lead to higher interest rates. This
is because the process is more labor-intensive and costly for lenders. These

increased operational costs may be factored into the loan terms, potentially

resulting in slightly higher interest rates or fees for borrowers, especially
if the manual review is necessitated by higher-risk factors.

Q: How does a manual underwriter assess risk
differently from an automated system?

A: A manual underwriter assesses risk by conducting a comprehensive review of
all provided documentation, using their professional judgment to interpret
complex financial data, understanding qualitative factors like employment
stability, and considering extenuating circumstances. An automated system
relies on predefined algorithms and quantitative data points, often providing
a more rigid assessment.

Q: Is it possible for a loan to be approved through
manual underwriting even if it was initially flagged
by an automated system?

A: Absolutely. Many loans that are initially flagged or denied by an
automated underwriting system can be successfully approved through manual
underwriting. This happens when a human underwriter reviews the application
and finds mitigating factors or interprets the borrower's situation
favorably, overriding the automated decision.
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