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1. Reverse Mortgage Methodological Framework 

The methodology is applied to transactions backed by loans that have a mortgage 

without periodic amortizations (Reverse Mortgages or Equity Release Operation), but 

the total of the loan is repaid with the sale of the mortgaged asset once the debtor 

dies.  The nature of the asset is different from the traditional mortgage credit analysis 

from the point of view of the form of repayment of the loan mainly, so the main 

variable to analyze at the time of origination is the real value of the guarantee and 

the life expectancy of the debtor.   

If necessary, the methodology may change from the introduction of any ad-hoc 

variables that may be necessary to analyze additional specific risk factors of the 

transaction. 

The EthiFinance Ratings process includes: 

- Historical performance of the portfolio 

- Asset analysis 

- Extrapolation techniques 

- Estimation of the Life Expectancy of Debtors 

- Estimation of the actual appraisal of the assets in mortgage guarantee 

- Cash flow model 

- Qualitative assessment 

- Documentation review 

- Assignment of a final grade 

The Rating is determined by applying a stress on the cash flow that mainly impacts two 

factors. 1) the increase in the life expectancy of the debtor to stress the level of 

financial obligation of the debtor and, 2) the initial depreciation in the prices of the 

house that functions as collateral for the repayment of the debt. In that sense, the 

objective of applying these two stressors is to determine the final stressed Loan to 

Value of the underlaying assets. 

The rating should be considered dynamic in a continuous review process and 

demonstrate a predictive character, since it is based on the expected future 

performance. 

The numerical rating resulting from the application of this methodology is mapped 

with the scale "EthiFinance Ratings Long-Term Structured Finance Credit Scale" and/or 

"EthiFinance Ratings long-term other financial instruments credit scale", depending 

on whether the Securitization Funding question has 1, or more than 2 tranches as credit 

improvements.  (Available on the website for consultation). 
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2. Scope 

The methodology referred to in this document applies exclusively to transactions 
backed by reverse mortgage operations, EthiFinance Ratings evaluates both qualitative 
and quantitative factors to determine the final rating of the structure.   

3. Quantitative Analysis 

3.1 Assets 

3.1.1 Historical information  

EthiFinance Ratings is based on historical information provided by the originator as the 
key input for analysis and is used to establish the base case. The originator is expected 
to provide a historical sample equivalent to the transaction expected to be carried 
out. That is, if a transaction is expected to have a repayment period of 10 years, it 
would be expected to have historical information that has sufficient statistical validity 
to replicate this in our model.  

EthiFinance Ratings expects to receive historical behavioral information in the form of  

static and dynamic data, as they are related to the mortality rate and real valuations 

for the recovery of the expected flow. 

In cases where the information provided is considered insufficient, the Agency may 

apply a rating limit or even refuse to rate the transaction. 

3.1.2 Portfolio composition and asset characteristics 

The cash flows produced by a set of reverse mortgages depend specifically on when 

each loan matures (at the time of the debtor's death) and the value of the collateral 

at the time of the event. The primary administrator and / or assignor, is responsible 

for making the necessary arrangements for the correct collection of the credits 

originated, and if necessary, to include a substitute administrator. 

To analyze the portfolio that is expected to securitize, the most relevant aspects are: 

1. The characteristics of the Loan 

2. The age of debtors 

3. The valuation of current and estimated properties 

4. Life expectancy of debtors 

5. The capitalizable interest rate of the loan 

6. Geographical area of the mortgage guarantee 

Key aspects of the underlying loan portfolio: 

Reverse mortgages generally do not have amortizations of capital and periodic 

interest, so analyzing the seasoning of the underlying asset is relevant to determine 

the liquidity needs of the operation, since there must be a death for the collection of 
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the guarantee to begin.  Additional guarantees will be analyzed to provide liquidity to 

the fund if the seasoning of the portfolio is not considered adequate.  

3.1.3 Stress Factors 

In the particular case of reverse mortgages, the default rate is related to life 

expectancy and the appraisal of the properties (Final Loan to Value).  In this case, life 

expectancy will set the tone for the increase in the financial burden of the debtor and 

with it the "Loan to Value", since there is no periodic amortization, the amount of the 

debt will be capitalized month by month until the death of the debtor occurs, and the 

originator can claim the mortgaged guaranty.  EthiFinance Ratings uses a Stress matrix 

for the life expectancy of debtors under reasoning;  the longer the Debtor's life 

expectancy is extended, the greater the financial burden and the lower the guarantee.  

To determine the values and stress scenarios discussed below, EthiFinance Ratings 

analyzed the evolution of the mortality curve of the last 40 years, to have a parameter 

on the evolution of life expectancy for the coming years . As a result, the combination 

of incremental factors for each Rating level was determined for different age ranges 

(See Annex I). 

On the other hand, as long as  the interest on the debtor's financial burden is kept 

capitalized, and his life expectancy is extended, there is a greater probability that the 

value of the guarantee will be less than that of the capitalized loan and will be 

insufficient to pay the financial debt to the assignor. With this, the possible variations 

in the appraisals of the homes in their relevant factor  to consider analyzing the 

financial strength of a reverse mortgage transaction (See Annex I).  

EthiFinance Ratings developed a series of scenarios to determine the most appropriate 

stressors to determine the market value of the guarantee. With this, for different 

levels of Ratings were assumed  

1) Decrease factor in the price of the property in a period of 5 years from the 

beginning of the operation. 

2) a gradual and cyclical recovery of the value of the property. 

EthiFinance Ratings will retain the criterion of what type of macroeconomic stress it 

will apply for each transaction (Cyclical Stress or sustained recovery) 

Being these two factors (Life Expectancy and Guarantee Appraisal), being the main 

ones to stress the expected flows for the transaction, it can be concluded that, the 

longer the life expectancy, as a whole with a recession in the appraisal of the 

guarantee, it could dilute the guarantee (Loan to value greater than 100%), and with 

it the incentive of payment by the debtor (or where appropriate the heirs and / or 

financial obligors).  With this, for the analysis of cash flow, EthiFinance Ratings 

considers that a Loan to Value above 95% reduces the incentive of the final debtor to 

make the payment of the debt. With this, an additional stress factor would be 

incorporated for the recovery of the property according to the possible recovery 

according to the market decline (Market Value Decline).   
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3.2 Structure 

Credit enhancement and structural features will be analyzed and incorporated into the 

cash flow model.  These include (i) overcollateralization, (ii) subordination (structured 

within different tranche levels), (iii) Payments Fund, (iv) reserve fund (to mitigate 

liquidity deficits), (v) liquidity line (to cover possible liquidity stresses and/or absorb 

some losses) (vi) prepayments, (vii) substitute administrator, (viii) triggers and  (ix) 

hedging instruments. 

For the analysis of the structure of reverse mortgages, two factors take on greater 

relevance : 1) the Liquidity Reserves and the mechanisms that the transaction could 

have to mitigate said risk. The above, given that reverse mortgages do not consider a 

constant accrual of principal and / or interest, but the total payment of the debt is 

made when a death occurs and proceeds to sell and / or refinance the property by 

other debtors). With this, the liquidity reserve will be analyzed according to the 

seasoning of the carter and the interest payment format of the passive part of the 

bond. and (2) the substitute administrator in the event of bankruptcy proceedings by 

the assignor and/or primary originator for the enforcement of the security. 

3.3 Cash flows  and sensitivity 

The analysis of cash flows reflects how the collections of the execution of the 

guarantees with various levels of stress are distributed, the priority of payments 

established in the legal opinion, the operating expenses and interest payments of the 

bonds.  Cash flow seeks to determine the relevant risk points of the structure, and 

consider the stressors mentioned above and test the ability of  the issuing fund to make 

timely payments of interest and capital in the notes. 

3.3.1 Recoveries 

EthiFinance Ratings will consider in its analysis recoveries that may occur from a delay 

in payment and with it, negatively impact the liquidity of the fund. However, 

EthiFinance Ratings will not consider principal payment recoveries that are not 

covered. 

3.3.2 Trend in interest rates 

EthiFinance Ratings analyzes the behavior of the structure with several interest rate 

scenarios: ascending, decreasing and flat yield curve, to address any possible 

mismatch. It is stressed through a variety of scenarios with monthly 

increases/decreases.  

3.3.3 Senior expenses  

EthiFinance Ratings models senior expenses by stressing the transaction against 

potential counterparty replacements. Stress will vary depending on the complexity of 

the tasks carried out by each of the counterparts. 
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3.3.4 Rating 

In general, it is expected that the various tranches of bonds could withstand without 

implying defaults, all relevant stress combinations applicable to each particular rating 

level. 

Grades are finally assigned through the exercise of a qualitative evaluation by the 

Rating Committee along with consideration of the results of the model. 

The rating report will reveal what the rating addresses (i.e. on-time interest payment 

and final principal payment). 

3.3.5 Sensitivity 

The sensitivity analysis allows to evaluate the consistency of the rating. The default 

rate for high rating scenarios is expected to remain stable over time, while the level 

of sensitivity may increase significantly in lower rating scenarios. 

4. Qualitative Factor Analysis 

Qualitative factors should be considered within the analysis due to their potential 
impact on debt issuances and modeled outcomes. 

The behavior of a securitization structure also depends on other factors, such as the 
behavior in time and effectiveness of the different parties involved. 

4.1 Operational Risk (Valuation of the Originator / Servicer) 

The operational review of EthiFinance Ratings is designed to understand the policies, 

processes and practices of the originator and the administrator, to form an opinion on 

their qualities and capabilities. EthiFinance Ratings categorizes the quality of the 

originator in three levels: Excellent, Standard and Sub-standard based on the due 

diligence performed.  If the quality and capabilities of the originator or administrator 

are believed to be sub-standard; issuers may be required to incorporate structural 

features (commingling reserve, back-up servicing commitments, specific guarantees, 

or triggers, among others). 

The key phases of the sponsor assessment are: 

1. Overview of the company (structure, financial stability, and strategy). 

2. Management team and staff. 

3. Origination and sanction policies. 

4. Management, monitoring, and recovery process. 

5. Experience 

6. Quality controls and compliance procedures. 

7. Reporting and technology. 
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Operational risk, as a result of disruption in asset management, may generate liquidity 

risk and origination/sanction processes may affect the future performance of assets. 

Weaknesses regarding the process of origination, sanction, follow-up, and recovery are 

considered in the quantitative analysis. The transaction is also based on the proper 

performance of various parties involved, such as calculation agents, management 

company, etc. 

4.2 Commingling Risk  

The risk of commingling arises if the amounts belonging to the fund are deposited in 

an account with a third party or such amounts are temporarily mixed into an account 

of a third party. 

In the event of the bankruptcy of the third party, there is a risk that the amounts 

belonging to the fund will not be transferred on time. The temporary risk of 

commingling can cause a liquidity risk and if the risk is permanent, it becomes a credit 

risk. 

The most common structural features, to mitigate this, are the reduction of the days 

between the time of payment of the debtor and the transfer of that amount to the 

bank account of the Fund (daily sweeping charges), substitution triggers to ensure a 

minimum credit quality of the third party during the life of the Fund, additional credit 

improvements such as liquidity lines to cover possible delays. 

The Agency may model Commingling's risk assuming that at the beginning of the 

transaction the loss of asset flow is equal to one month as a general guide. This stress 

scenario is assumed at the beginning of the transaction. 

4.3 Counterparty Risk 

The different counterparties participating in the transaction will be evaluated to 

estimate their risk, their materiality, and the remedial actions in case of certain 

events. 

EthiFinance Ratings believes that counterparty risk may result in a potential loss for 

the transaction. The agency expects remedial actions  or structural mechanisms to  be 

included in the legal documentation of the transaction (Prospectus and Deed) to 

mitigate or reduce potential exposure. 

Downgrading literature will be required to be included in the fund documentation in 

the form of counterparty replacement triggers. The qualification required to be 

eligible applies to the financial counterparties involved in the transaction, such as the 

swap provider, the  liquidity line provider, and the treasury account provider.  
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Remedial actions would have to be carried out within 30 working days: 

• Obtain a guarantee at first request, unconditional and irrevocable from a third 

party whose qualification is at least BBB-. 

• Replacement by another entity that at least has a BBB- rating. 

If the deadline for any of the remedial actions expires without the remediation having 

been carried out, the bonds may experience a negative impact on their rating. 

4.4 Legal risk 

Legal risk refers to the risk arising from the transfer of assets to the Fund ("true-sale"), 

that the assets are isolated from the credit risk of the parties and from the low 

probability of insolvency of the Fund. This risk will be assessed though the review of 

an independent legal opinion provided by the law firm designated by the sponsor of 

the deal. The legal opinion will have to include the full review of all the documents, 

and the disclosure that the fund adequately incorporates a “true-sale” mechanism and 

that, in the case the sponsor enters in a commercial bankruptcy o declares full 

bankruptcy, the assets within the fund may not be used for the fulfillment of other 

obligations of the Sponsor 

4.5 Compensation risk 

The risk of set-off or set-off occurs when the originator or the debtor can declare 

bankruptcy. Debtors, in addition to loans contracted with the originator, have other 

contractual relationships with the originator (deposits, bonds, derivatives, other 

financial products, etc.). Compensation risk exists when the positions of some products 

can be offset against the positions of other products. This risk varies depending on 

each jurisdiction, type of asset and structure. 

4.6 Sovereign risk 

Sovereign risk will not be treated as a separate qualitative risk when qualifying the 

transaction. The different specific macroeconomic conditions that could deteriorate 

Rating of the Fund Eligible Counterparty

AAA (sf);  AA+(sf);  AA (sf);

AA-(sf);  A+ (sf);  A (sf);  A- (sf)

BBB+(sf);  BBB (sf);  BBB-(sf)
BB+

*EthiFinance Structured Finance Methodology - Reverse Mortgages

Rating of the Fund Eligible Counterparty

AAA ;  AA+;  AA ;

AA-;  A+ ;  A ;  A- 

BBB+;  BBB ;  BBB- BB+

*EthiFinance Structured Finance Methodology - Reverse Mortgages

BBB-

BBB-
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the quality of collateral in each country will be analyzed, although EthiFinance Ratings 

does not apply a ceiling to the sovereign risk of each country. 

4.7 Other qualitative elements 

Depending on the jurisdiction, the transaction can be influenced by many factors, not 

all related to the mitigation of bankruptcy risks. Tax considerations, whether possible 

benefits or possible obligations, or regarding the collections received on assets.  

EthiFinance Ratings does  not provide tax advice or confirm the validity of tax opinions 

or any transaction documents. 
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Annex 1. Stress Factors Matrix for Spain 

To adapt this methodology to specific demographic characteristics, EthiFinance ratings 

analyzed the evolution of the mortality curve of the last 40 years to have a parameter 

on the evolution of life expectancy for the coming years1.

For example, in this specific Region for a pool of debtors who average the age of 71, 

the stress factor in their current life expectancy is 5.24% to obtain a rating at AAs 

levels (This stress factor must be complemented with the factors of housing prices in 

guarantee and interest rates). EthiFinance Ratings can complement the analysis of life 

expectancy and age adjustment due to stress according to demographic characteristics 

at expert discretion.  

 

Also, EthiFinance acknowledges that housing prices variations may differ from one 

country to another, so, to better analyze these variations in Spain,  EthiFinance 

proceed to analyze the House Price Index (HPI) for the last 30 years with information 

provided by the Instituto Nacional de Estadística (INE)2 in Spain. 

As an example, a Rating in BB's is associated in our models with a decrease in the 

valuation of the property of 16.0% in the first 5 years and a gradual recovery of 2,00%. 

 

With this, a higher Rating should have a portfolio and guarantees (Loan to Value) to 

withstand a greater fall in the value of the guarantee and a slower recovery.  

 

1 https://www.ine.es/consul/serie.do?s=TM2177&c=2&nult=0 
2 https://www.ine.es/consul/serie.do?d=true&s=IPV949&c=2& 

Stressed Life Expectations Improvement by Age

Age Range AAAs AAs As BBBs BBs Bs Cs

0 9,39% 7,51% 5,94% 4,53% 3,36% 2,42% 1,72%

61 7,72% 6,17% 4,89% 3,73% 2,76% 1,99% 1,41%

71 6,55% 5,24% 4,15% 3,17% 2,35% 1,69% 1,20%

86 3,29% 2,63% 2,08% 1,59% 1,18% 0,85% 0,60%

*EthiFinance Structured Finance Methodology - Reverse Mortgages

Value and Interest Rate Assumptions:

Ratings: AAAs AAs As BBBs BBs Bs Cs

Value Decrease of Housing Prices in 5 years 40,0% 34,0% 28,0% 22,0% 16,0% 10,0% 5,0%

Annual recovery value of housing value: 1,85% 1,88% 1,94% 1,98% 2,00% 2,20% 2,50%

Value Fully recovered in years 21,6 18,1 14,4 11,1 8,0 4,5 2,0

Market Value Decline 70% 66% 60% 56% 49% 45% 40%

*EthiFinance Structured Finance Methodology - Reverse Mortgages
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Housing Adjusted Value based on the expected Rating. (BBs)
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