Angel Oak Capital Advisors

Q&A: The Growing Opportunity Surrounding Second

Liens and HELOCs

In this Q&A, Adam Beeler, Head of Institutional Sales at Angel Oak Capital Advisors, and Tom Hutchens, Executive Vice President of Production at Angel
Oak Mortgage Solutions, a sister company to Angel Oak Capital Advisors, discuss the emergence of and opportunity surrounding second lien mortgages

and home equity lines of credit (HELOCs).

Q: Tell us about Angel Oak Mortgage Solutions. What is the firm’s history
in the mortgage origination space?

A: Angel Oak Mortgage Solutions has been around for over ten years. We
introduced non-agency mortgages after the great financial crisis. Due to
regulations, these mortgages have since been labeled “non-qualified,”
and many people know them now as “non-QM.” We have been
originating non-QM loans almost exclusively for over ten years with
proven processes, procedures, and guidelines. Angel Oak Mortgage
Solutions has a long track record and an experienced team across sales,
operations, and probably most importantly, credit risk.

Q: Can you explain how underwriting for second liens and HELOCs is
different than it is for a traditional first mortgage?

A: The underwriting is essentially the same, though there are different
regulations around second liens, such as disclosures and what needs to
be provided to the borrower. People ask if ability to repay (ATR) is
considered. Although it’s not a guideline or a regulation that we have to
follow, it’s one that we absolutely do. We have a documented ATR on
every single transaction we fund, and we believe that’s how we make
good loans.

Ultimately, second liens and HELOCs have presented themselves as
opportunities in the current market because in the post-COVID era, so
many people are locked into low mortgages and find themselves with
tons of equity. According to recent marketplace statistics, the average
homeowner has $308,000 in equity in their home—it wasn’t long ago
that the average price of a house was less than that. With rising levels of
credit card debt, second liens and HELOCs give borrowers an opportunity
to tap into their equity and put themselves in a much better financial
position.

Q: What are the basic differences between a second mortgage and a
HELOC?

A: A closed-end second lien is funded at the closing table, and then you
pay that back over a 15-, 20-, or 30-year period, just like a first lien
mortgage.

Comparatively, a HELOC is a line of credit. If a borrower comes to us for
a $300,000 HELOC, they don’t have to draw the entire amount at the
closing table. (Not to get into the weeds, but they do have to draw 80%
of the line up front.) Then, going forward over a five- or ten-year period,
it’s a cash flow management product. They can pay it down or tap into it
every single month, and they’re only paying interest on their outstanding
balance for that month.
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Business owners and self-employed borrowers—the base Angel Oak
Mortgage Solutions has been serving for the past decade—understand
cash flow management. A large part of the reason we have seen such a
rush to HELOCs is that they give these self-employed borrowers
flexibility for both personal use and perhaps cash management in their
businesses. That’s where the market is currently. We’ve tapped into this
new product over the past few months, but it’s growing rapidly.

Q: How does Angel Oak Mortgage Solutions originate second liens and
HELOCs?

A: We originate them via the same broker network through which we
originate first liens. It’s been exciting for our brokers because they know
the number of borrowers for whom they originated 4% to 4.5% bank
statement loans over the past several years. Those borrowers are not
going anywhere—they’re not selling, they’re not buying, and they’re not
interested in cash-out given current interest rates. Our brokers are going
back to these borrowers who they know have a lot of equity and asking,
“What’s your financial situation?” They essentially become consultants—
if a broker learns, for example, that a borrower is running $50,000 of
credit card debt at 25% to 30% interest rates, they can say, “I have a
solution for you.” Our brokers are out there having these conversations
with borrowers and homeowners every single day.

Q: What does the mix look like between agency and non-QM borrowers?

A: A lot of the market is focused on agency first lien borrowers. We can
underwrite and qualify people based on their tax returns and W-2s all
day long, but the demand within the self-employed bank statement
borrower world seems to be much greater on our side, and that’s
primarily who we are known for serving.

Q: It would make sense for HELOCs to be a bank product. Do you believe
the increased rules, regulations, and capital ratios for banks, especially
small to midsize banks, have made it more difficult for banks to be
competitive?

A: Absolutely. Our broker base is not accustomed to originating HELOCs,
because in the past, a borrower could simply walk into their bank and
say, “I need a $50,000 HELOC.” They’d sign a piece of paper and then
could tap into it and pay it down, just like we do today. Now, because of
increased regulations, HELOCs must be originated in a manner similar to
a first lien mortgage. That has been both a big change and a big
opportunity, because we can scale this much more effectively than the
community banks, who were waiting for their customers to walk in and
say, “I need this.”



Angel Oak Capital Advisors | July 2024

Q: What are the current market coupons for both products—second liens
and HELOCs?

A: Closed-end second liens are going to be a somewhat lower coupon
because they’re a bit more traditional. There may be additional liquidity
because they have a fixed payment every single month for the 20- or 30-
year term. HELOCs are slightly higher because of their flexibility;
however, there are many variables that determine the final rate,
including the borrower’s combined loan-to-value (CLTV) and FICO, as
well as the loan amount.

Q: What are the CLTVs for loans that Angel Oak Mortgage Solutions is
running the underwriting processes and procedures for?

A: We allow a CLTV of up to 85%, but we aren’t seeing anything close to
that being requested right now. We’re mostly seeing 60% to 65% CLTV.

Q: In recent headlines, Freddie Mac has received approval to buy second
mortgages on single-family homes. The maximum volume of these
purchases will be $2.5 billion, with maximum durations around 18
months and maximum loan amounts just over $78,000. What are your
thoughts on this development?

A: At around $70,000 in loan size, I would call those consumer loans.
We’re seeing much higher average loan amounts—we are truly seeing
residential lien products versus $50,000 consumer loans.

Q: What is the typical loan size that Angel Oak Mortgage Solutions
originates?

A: We’ll go up to a $750,000 closed-end second lien, capping it ata
70% to 75% CLTV at that amount. For HELOCs, we’ll go up to $500,000,
but we’re obviously seeing loan amounts that are lower than that.
However, on average, I think it’s probably higher than we expected. We
thought we’d see a lot of those $75,000 to $100,000 loans, but we’re
not. We’re seeing pretty good sizes—$200,000 to $250,000 second
liens, whether they’re closed-end or HELOCs.

Q: We’ve recently seen some securitizations of HELOCs. What do you
think the size of the market is today? Where do you think that market is
going over the next several years?

A: I think people like us are comfortable knowing that there’s a
secondary market, there is a demand, and I just cannot stress enough the
quality of these loans. With FICOs of 750+ and CLTVs of 60% to 65%,
these are great loans given to great borrowers who simply needed to tap
into their equity instead of continuing to sit on their low first lien
mortgage and run up credit card debt and other things.

If the Federal Reserve starts easing back on interest rates, I think we’re
going to see more transactions on first liens. I think people are going to
say, “Okay, I'm no longer looking at a 7% to 7.5% mortgage; it’s time for
me to sell instead of taking this line of credit on my current house.”
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Executive Vice President of Production
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For more information about Angel Oak Mortgage Solutions, including resources, product highlights, and a coverage map, visit www.angeloakms.com.

The views expressed represent the opinion of Angel Oak Capital Advisors which are subject to change and are not intended as a forecast or guarantee of future results.
Stated information is derived from proprietary and non-proprietary sources which have not been independently verified for accuracy or completeness. While Angel Oak
Capital Advisors believes the information to be accurate and reliable, we do not claim or have responsibility for its completeness, accuracy, or reliability. Statements
of future expectations, estimate, projections, and other forward-looking statements are based on available information and management's view as of the time of these
statements. Accordingly, such statements are inherently speculative as they are based on assumptions which may involve known and unknown risks and uncertainties.
Actual results, performance or events may differ materially from those expressed or implied in such statements.

Allinvesting involves risk, including the loss of principal. There is no guarantee that investment objectives will be attained. Results may vary. There is no guarantee
that risk can be managed successfully.

This document does not constitute advice or a recommendation or offer to sell or a solicitation to deal in any security or financial product. It is provided for
informational purposes only and on the understanding that the recipient has sufficient knowledge and experience to be able to understand and make their own
evaluation of the proposals and services described herein, any risks associated therewith and any related legal, tax, accounting or other material considerations. To
the extent that the reader has any questions regarding the applicability of any specific issue discussed above to their specific portfolio or situation, prospective
investors are encouraged to contact Angel Oak Capital Advisors or consult with the professional advisor of their choosing.

There is no guarantee that the investment objectives will be achieved. Moreover, the past performance is not a guarantee or indicator of future results.
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