


Following the war, the pent up 
demand for consumer goods and services 
supported the easing of these “new” 
requirements and manufacturing went 
back to its old ways of not being concerned 
if the products met expectations. 
Consumers however became tired of big 
gas guzzling cars that had to be repaired 
frequently and products that were 
constantly breaking down. To address 
any discontent with all these problems, 
American manufactures began producing 
“new and improved” products with the 
“latest” technology that would solve the 
old problems. Unfortunately when these 
were purchased they too failed to provide 
the reliability that consumers wanted.  

So when the first gasoline crisis 
hit the nation in the 1970s, Japan was 
poised to distribute and sell automobiles 
that got much better mileage and could 
go for 100,000 miles or more with only 
minimal maintenance required. As 
American manufactures discovered all 
too late, “it is not necessary to change; 
survival is not mandatory”; it is very 

easy to stagnate and die.   
Now the mortgage industry faces 

a similar situation. The procedures for 
creating mortgages remain the same today 
as they did when the industry first began; 
application, processing, underwriting, 
closing, delivery and servicing. Defaults 
were extremely low and only occurred 
under extreme duress. Paying the 
mortgage was always the borrower’s first 
payment each month. This is not to say 
that there wasn’t some concern about the 
quality of the loans, after all the nation 
was awash in the quality movement by 
the mid 80s as all industries discovered 
the need to produce “quality” products. It 
was at that point in time that Fannie Mae 
introduced the first QC requirements 

followed two years later by Freddie 
Mac and HUD. These were supposed to 
ensure that our processes were followed 
and therefore produce quality loans.  

The demand of consumers to borrow 
more money faster was heard by lenders 
that were not afraid to begin adapting 
ever-expanding information technology to 
the business. Sophisticated calculations, 
such as the Truth-in-Lending, were the 
first to experience this change. Soon 
it was a race to see who could change 
the hand-typed documents to computer 
produced, and the paper-tracking process 
to an automated system. Technology was 
moving the industry along at a never-
before-seen pace so it was not unexpected 
when underwriting also became 
automated and the use of an automated 
borrower credit score was used to replace 
the individual analytic process. With all 
this technology in place, the concern that 
processes were followed diminished. 
The thinking was that we did not need 
to change the process, we changed the 
technology. And when it was discovered 

that the old process, dressed up as a new 
technology-oriented approach, allowed 
more fraud to creep into the process, 
fraud identification technology came 
along. Meanwhile the segment of the 
industry that was charged with ensuring 
that these technologically produced loans 
still met the same standards for quality, 
did not change at all. 

Once lenders had satiated the baby-
boomers demand for more and better 
housing, they looked for other places 
to generate business. Unfortunately the 
population of new homeowners diminished 
after the baby boomers settled down but the 
lenders mortgage making machines still 
had to be fed. So lenders turned to those 
borrowers who did not fit the traditional 

image of a “responsible homeowner”; the 
subprime borrower. Here was an entirely 
new population in which to expand and, 
encouraged by government directives 
and support, the industry jumped in feet 
first. Along with these new opportunities 
came new products and new requirements 
that should have been a warning that 
maybe, just maybe, the old process with 
its shining new technology coat, wasn’t 
going to work as it had before. But 
lenders were not concerned, sophisticated 
analytics “proved’ that these loans 
performed just like all the others, they just 
needed documentation requirements to fit 
their situation. Well that was easy enough 
to solve, just don’t ask for any further 
documentation; besides, we had all this 
fraud technology and our quality control 
to make sure everything was fine.  

Except that it wasn’t, just like the auto 
industry before it, just adding bells and 
whistles to a less-than-acceptable product. 
In August 2007, the bubble burst.

Now, almost through the collapse 
of the housing market, we are ready to 
begin again. But what have we learned 
and what, if any, changes do we need 
to make? A discussion with various 
members of the industry results in two 
opposite positions.  

The first of these groups say that 
we need to go back; that we have to 
tighten the guidelines and eliminate the 
automated processes that got us into this 
mess in the first place. The elimination of 
automated underwriting is a great place to 
start, and others say that we should limit 
the individuals eligible to buy homes. 
Third-party originators, who took a lot 
of the blame, should be relegated to the 
lowest percentage of the program and be 
supervised by larger lenders as HUD has 
recently announced. While some and/or 
all of these options were put in place as 
an immediate reaction to the problems, 
we have to consider if this is a realistic 
way to go. If the automobile industry’s 
response to the advances made by the 
Japanese had been to go back to the 
previous cars, would they have survived 
even with a bailout?  
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It is true that change is not necessary, but by 
blindly following the path we have taken before 
we will surely fail to survive.
“ “



The second group supports further 
advancements, and wants to make the 
technology even better, but rather than 
finding a way to better evaluate the 
probability of performing, they want a 
better way to off-lay the risk associated 
with the loan. Lenders are developing 
new “private label” programs so that 
their processes and technology are not 
even associated with the end product. 
Secondary market executives are 
clamoring for “data quality” but have yet 
to define exactly what that means, as well 
as creating independent rating agencies 
to review all the loans before they are 
sent to a pricing desk.

There is however, one huge flaw in 
both of these solutions; the process has not 
been changed. How can anyone who has 
spent any time in this industry believe that 
the industry can achieve success without 
significant changes to the processes that 
are the foundation of the industry? Does 
this mean that we abandon everything 
we have done and look for another way 
to originate these loans? Can we take a 
lesson from those that have tread this path 
before? While automakers did not change 
every underlying process, they did make 
sure that the process actually produced 
what it was supposed to produce.  If it 
didn’t, it was changed. Then they went 
about setting up a program to make sure 
that it continued to produce the correct 
result. This approach is called statistical 
process control and is at the heart of 
all processes that produce acceptable, 
reliable products.  

Well, that may be so you say, but how 
do we know our processes didn’t produce 
what we wanted them to? The fact is that 
of the hundreds of thousands of loan files 
that went into default or were subject to 
repurchase, about 60% to 65% contain a 
process failure; in other words, the process 
that was suppose to happen didn’t, or it 
was changed or falsified. Of the population 
of loans involving failed processes, only 
about 20% actually contain real borrower 
fraud. There is no doubt that the stampede 
to originate, close and sell loans resulted 
in a systemic failure of our industry 

processes despite the number of dollars 
spent on, and the advancements made, in 
the area of technology.  

If we must change, where should 
it occur and what should it be? If this 
change is to be accepted it cannot include 
only origination but involve servicing and 
the secondary market as well. Change 
must also include a way to reward 
lenders who control their processes and 
can demonstrate the reliability of their 
product. Yesterday lenders that originated 
and serviced loans that met process 
standards were paid the same as lenders 
who sold TPO originated product that 
were manipulated to “pass’ the AUS test. 
Any change we make must have a way to 
reward those solid lenders and servicers 
in a way that is standardized and objective 
if the change is to be sustainable. 

While we have been developing all 
this technology to handle our processes, 
we have failed to develop the one that 
will measure whether or not it is working. 
While we have been measuring risk 
impacts for standard loan attributes such 
as LTV, FICO and occupancy, we have 
failed to measure the risk associated with 
the underlying process not working.

As we move forward we need to ac-
knowledge that the industry can go away 
and individual residential mortgage lend-
ing can be replaced with multi-family and 
commercial rental property. If however, 
there is agreement that the residential 
mortgage program must survive, then 
CHANGE becomes mandatory. But how 
can we make these necessary changes 
without destroying the industry? How can 
we ensure that the loans offered to inves-
tors will perform as expected?  

If we want to makes the changes 

necessary we need to accept accountability 
for our processes. We need to focus less 
on “quality” and more on CONTROL. 
How do we make that happen? Well, 
first by understanding how the process 
impacts performance; in other words 
quantify the risk associated with process 
failures. Next, we need to eliminate the 
farce that we call quality control today 
and replace it with the technological 
ability to test every process for every 
loan and measure them to determine how 
frequently they occur, how severe is the 
result and finally what has to be done to 
improve the output. 

Concern that this approach will take 
too long to put in place are unfounded. 
The programs exist today that can mea-
sure processes, validate their impact on 
output and measure the quality of a lender, 
a servicer or a vendor and provide a score 
for this risk. This scoring methodology is 
now available to HUD’s REO disposition 
process and will be used to reward those 
vendors who perform quality work. It can 
be used by lenders to validate and reward 
third-party originators or other vendors; 
used to evaluate servicers to determine 
which ones are deserving of business and 
used to price loans for the secondary. Fur-
thermore, it can eliminate the expenses 
associated with the antiquated QC pro-
grams forced on lenders and servicers to-
day and significantly reduce the costs and 
problems so frequently associated with 
the current manual post-closing program.  

It is true that change is not necessary, 
but by blindly following the path we 
have taken before we will surely fail to 
survive. Instead, let’s look for a new path 
that others have used to not only survive 
but thrive. ❖
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