DSCR Loan Financial Transaction

A Client’s Guide from Application to Closing and
Repayment

A Debt Service Coverage Ratio loan is generally designed for non-owner-occupied investment
property. Instead of qualifying primarily with the borrower’s salary or personal debt-to-income
ratio, the lender evaluates whether the property’s rental income can support its required
mortgage payment.

The basic question is:
Does the property generate enough income to cover its debt obligation?

A DSCR loan is normally business-purpose financing. It is not intended for a borrower’s primary
residence.

1. Understand the DSCR calculation

In income-property lending, DSCR is generally calculated as:

\text{DSCR}

\frac{\text{Property Income}}{\text{Debt Service}}
]

The OCC describes DSCR as a tool for determining whether property income is sufficient to
service the loan. In traditional income-property underwriting, net operating income is divided by
total debt service. OCC income-property quidance

For residential-investor DSCR programs, many lenders use a simplified monthly calculation:


https://www.occ.treas.gov/static/ots/exam-handbook/ots-exam-handbook-210aa.pdf

\text{DSCR}

\frac{\text{Qualifying Monthly Rent}}{\text{Monthly PITIA}}
]

PITIA generally means:

Principal

Interest

Property taxes

Property insurance

Association dues, when applicable

Some lenders also include other recurring housing expenses.

Example

Qualifying monthly rent: $3,000
Principal and interest: $2,050
Taxes: $300

Insurance: $150

HOA: $100

Total PITIA: $2,600

[
$3,000 \div $2,600 = 1.15

]

The property has a 1.15 DSCR. That means it produces approximately $1.15 in qualifying rent
for each $1.00 of required monthly housing expense.

How to interpret the result

DSCR General meaning
1.25 $1.25 of income for every $1.00 of debt obligation
1.00 Income approximately equals the debt obligation

Below 1.00 Property income does not fully cover the obligation

Above 1.25 Stronger coverage and a larger operating cushion

Minimum requirements and calculation methods vary by lender. A lower DSCR may result in a
lower permitted LTV, higher interest rate, additional reserves or ineligibility.



RENTAL INCOME & DSCR QUALIFICATION

The property must generate enough qualifying rent to support its mortgage obligation.

CLIENT CHECKPOINTS

Confirm market rent, the current lease and the lender's qualifying-income method.

Calculate monthly PITIA and compare it with qualifying monthly rent.

Review minimum DSCR, loan-to-value, credit and reserve requirements.

QUALIFICATION GATE: The lender's DSCR calculation may differ from actual property
cash flow.
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Phase 1: Initial transaction review

2. Define the financing request

The client identifies:

Purchase or refinance
Property address
Property type

Purchase price or estimated value
Requested loan amount
Current or projected rent
Property taxes
Insurance

HOA dues

Borrowing entity
Available down payment
Desired loan term
Intended holding period

Typical eligible properties may include:

Single-family rental homes

Condominiums

Townhomes

Two-to-four-unit properties

Certain short-term rental properties

Certain five-or-more-unit or mixed-use properties under specialized programs

Eligibility varies by lender.

3. Confirm the investment purpose

The borrower certifies that the property is being acquired or refinanced for investment or
business purposes and will not be used as a primary residence.

Federal interpretations generally treat credit used to acquire, improve or maintain
non-owner-occupied rental property as business-purpose credit. CFPB Regulation Z

interpretation



https://www.consumerfinance.gov/rules-policy/regulations/1026/Interp-3
https://www.consumerfinance.gov/rules-policy/regulations/1026/Interp-3

Misrepresenting occupancy can constitute mortgage fraud. If the client intends to live in the
property, the client must disclose that fact and use an appropriate owner-occupied loan
program.

Phase 2: Preliminary qualification

4. Estimate qualifying rent

The lender generally qualifies rent using one or more of the following:

Executed lease

Appraiser’s market-rent schedule
Current rent roll

Short-term rental history
Third-party market-rent report
Lender-approved operating history

For a vacant property, the appraiser’s market-rent opinion may control. For an occupied
property, the lender may use the lower of actual lease rent or market rent.

Some lenders apply a vacancy or expense reduction instead of using 100% of the stated rent.

5. Estimate the monthly housing expense

Calculate the expected PITIA:

Principal and interest based on the proposed rate
Monthly property-tax amount

Monthly insurance premium

Monthly HOA dues

Flood insurance, if required

Other lender-required property expenses

Then calculate the estimated DSCR.

6. Review the borrower profile

Although the property’s rent is central, the lender will still evaluate the borrower.

Common considerations include:



Credit score

Mortgage and rental-payment history
Prior bankruptcies or foreclosures
Real-estate experience

Liquidity

Down-payment funds

Post-closing reserves

Background and fraud checks

Entity structure

Number of financed properties

“‘DSCR loan” does not mean that credit, assets and documentation are ignored.

7. Review preliminary terms

The lender or broker may provide estimated terms showing:

Loan amount

Loan-to-value ratio

Interest rate

Rate type—fixed or adjustable
Amortization period
Interest-only option
Prepayment penalty
Origination points

Required reserves

Minimum DSCR

Closing costs

Escrow requirements
Recourse or guaranty requirements

Preliminary terms are not a commitment to lend.

Phase 3: Submit the loan package

8. Provide borrower and entity documents

A typical package may include:

e Loan application



Government-issued identification
Credit authorization

Bank statements

Proof of down payment

Proof of reserves

Schedule of real estate owned
Borrowing history

LLC articles of organization
Operating agreement

EIN confirmation

Certificate of good standing
Entity resolution

Personal guaranty information

Traditional pay stubs, W-2s and personal tax returns may not be required by certain DSCR
programs, but documentation requirements vary.

9. Provide property documents

For a purchase:

Executed purchase agreement
Earnest-money evidence

Current lease

Property photographs

Insurance quote

HOA information

Renovation information, if applicable

For a refinance:

Current mortgage statement
Original closing statement
Current lease

Rent-payment history

Property operating history
Insurance declaration

Tax information

Explanation of cash-out purpose
Entity ownership documents




Phase 4: Appraisal and rent analysis

10. Order the appraisal

The lender normally orders an independent appraisal to determine:

Current market value
Property condition
Comparable sales
Market rent

Property use
Marketability

Required repairs
Remaining economic life

The appraisal does not guarantee the loan amount.
If value or rent comes in lower than expected, the lender may:

Reduce the loan amount
Require more down payment
Increase pricing

Require additional reserves
Change the loan structure
Decline the transaction

11. Finalize the DSCR

Assume the appraisal supports only $2,800 in monthly market rent:

e Qualifying rent: $2,800
PITIA: $2,600

[
$2,800 \div $2,600 = 1.08

]

The final DSCR would be 1.08—not the original estimate of 1.15 based on $3,000 rent.

This can materially change the approval.



Phase 5: Underwriting

12. Lender evaluates the complete transaction

The underwriter reviews four main areas.

Property

Appraised value

Market rent

Condition

Property type

Location

Marketability

Insurance

Title

HOA

Environmental or flood risk

Cash flow

Qualifying rent

PITIA

Final DSCR

Lease terms

Vacancy risk

Short-term rental history, if applicable

Borrower

Credit

Liquidity

Reserves

Experience

Prior mortgage performance
Background

Entity ownership

Loan structure

e Loan amount
o LTV
e Rate



Amortization

Interest-only period
Prepayment penalty

Balloon or maturity provision
Escrows

Guaranty

13. Conditional approval

The lender issues approval subject to outstanding conditions.
Common conditions include:

Satisfactory appraisal
Acceptable market rent
Clear title

Updated bank statements
Verified source of funds
Property insurance
Flood insurance

Lease verification
Tenant estoppel

HOA documentation
Entity documents
Explanation of deposits
Required repairs

Proof of reserves

Final closing statement

The client should respond quickly and avoid moving money between accounts without
documenting the transfer.

Phase 6: Calculate cash to close

14. Understand the client’s contribution

Cash to close may include:

e Down payment
e Origination points



Appraisal

Processing and underwriting fees
Attorney or settlement fees

Title insurance

Recording charges

Prepaid interest

Property-tax reserves

Insurance premium and reserves
HOA charges

Lender-required reserves

Example purchase transaction

Transaction item Amount
Purchase price $300,000
75% loan-to-value loan $225,000
Down payment $75,000
Two origination points $4,500
Estimated third-party costs $5,000
Estimated prepaid and escrow $4,000
items
Approximate cash to close $88,500
Required reserves Additional, unless already included

Earnest money previously paid is normally credited toward the client’s required funds.

15. Confirm reserve requirements

A lender may require several months of PITIA after closing.

If monthly PITIA is $2,000 and the lender requires six months:

[
$2,000 \times 6 = $12,000

]

These reserves may need to remain in the client’s account and may not necessarily be spent at
closing.



APPRAISAL, RENT REVIEW & UNDERWRITING

Value, market rent, property eligibility and borrower strength are reviewed together.

CLIENT CHECKPOINTS

Confirm property value, condition, market rent and eligible property type.

Support credit, liquidity, entity documents and required reserves.

Satisfy title, insurance, lease and conditional-approval requirements.

APPROVAL GATE: Lower appraised value or market rent can reduce the approved

loan.
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Phase 7: Final approval and closing

16. Receive clear-to-close approval

Once all conditions are satisfied, the lender authorizes closing and sends loan documents to the
closing professional.

The client should review:

Principal amount
Interest rate

Monthly payment
Amortization term
Interest-only terms
Maturity date
Prepayment penalty
Late fee

Default rate

Escrow requirements
Personal guaranty
Events of default
Assignment-of-rents provisions

17. Transfer closing funds securely

The client wires the required funds using independently verified instructions.
To reduce wire-fraud risk:

Call the closing office using a trusted number.
Confirm the instructions verbally.

Do not rely solely on emailed wiring changes.
Verify receipt before closing.

18. Execute the transaction

At closing:

1. The borrower signs the promissory note and loan documents.



The lender sends the approved loan proceeds.

The client supplies the required cash.

Closing pays the seller or existing lender.

Closing pays taxes, title charges and other authorized expenses.
The deed transfers to the purchasing entity in an acquisition.
The lender’s mortgage or security instrument is recorded.
Remaining authorized funds are disbursed.

©® N ORWDN

For a refinance, the new DSCR loan pays off the existing loan and approved cash-out proceeds
are released after applicable conditions are satisfied.

Phase 8: Operate and repay the loan

19. Manage the property after closing

The client must:

Collect rent

Maintain adequate insurance

Pay the mortgage

Pay taxes and HOA charges

Maintain the property

Comply with leases and applicable laws
Maintain required business records

Avoid unauthorized property transfers
Follow short-term rental rules, if applicable

The client should maintain a property operating account and reserve fund.

20. Monitor actual cash flow

Loan qualification does not mean the property will produce positive cash flow.
The investor should subtract:

Vacancy

Repairs

Maintenance

Property management
Utilities



CASH TO CLOSE & LOAN FUNDING

The borrower funds the required contribution and confirms the final loan structure.

CLIENT CHECKPOINTS

Bring the down payment, points, third-party costs and prepaid items.

Keep required post-closing reserves available and properly documented.

Review payment, escrows and any prepayment penalty before signing.

CLOSING GATE: Earnest money receives credit, but required reserves may remain
outside closing.

DSCR Loan Financial Transaction | Client Visual Guide




Leasing expenses
Capital expenditures
Accounting

Legal expenses
Mortgage payment

For investment analysis, use actual net operating cash flow—not only the lender’s simplified
DSCR calculation.

21. Understand the prepayment penalty

Many DSCR loans contain a prepayment structure such as:

Step-down percentage penalty

Fixed penalty period
Yield-maintenance provision
Minimum-interest requirement
Declining schedule, such as 5-4-3-2-1

The client must understand the exact provision before closing because it can substantially affect
a sale or early refinance.

22. Exit the loan

The loan may end through:

Regular amortization
Property sale
Rate-and-term refinance
Cash-out refinance
Portfolio refinance

Before selling or refinancing, request an official payoff statement showing:

Remaining principal
Accrued interest
Prepayment penalty

Late or default charges
Release and recording fees
Per diem interest

At payoff, the closing professional pays the lender and arranges for the lien to be released.



Primary risks to explain to the client

Market rent may appraise projected rent below.

A low DSCR can reduce the loan amount or increase pricing.

Interest rates and points may be higher than conventional financing.
Significant cash and reserves may still be required.

Vacancy and repairs are the borrower’s responsibility.

The lender’'s DSCR does not represent true net profit.

Prepayment penalties can make an early sale expensive.

Adjustable rates or balloon terms can create refinancing risk.

Failure to pay can lead to foreclosure and enforcement of guarantees.
The property generally cannot be owner-occupied.

The five keys to a sound DSCR transaction

Supportable rent + acceptable property + sufficient equity + strong reserves +
responsible management.

The best DSCR transaction is not merely one that qualifies. It is one where the property
generates enough actual cash flow to cover the mortgage, operating expenses, reserves, and
unexpected costs while still producing an acceptable return.



OPERATE, MONITOR & REPAY

Closing begins the ownership phase: manage the asset, protect cash flow and plan the exit.

CLIENT CHECKPOINTS

Budget for vacancy, repairs, management and capital expenses.

Maintain insurance, taxes, HOA obligations and required reserves.

Repay through amortization, sale or refinance using an official payoff.

EXIT GATE: DSCR approval does not guarantee positive cash flow or investment
profit.
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