SECONDARY MARKET

REFORM
Many plans from within
the industry and outside
the industry have emerged
on how to re-make the
secondary market. Here’s the
real way to get this job done:
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ne of the most frequently discussed topics in the industry today surrounds
GSE reform. While there seems to be several different points of view on
how this can be accomplished, the prevalent view is to shut them down and
replace them with something that brings more private capital into the market. Other
ideas also see replacing them with a guarantee that includes some type of government
back stop. These discussions, rather general in concept but vague in detail, have
recently become even cloudier with the record GSE profits announced during the
first part of the year. This return to profitability appears to support those who want to
leave them in place. The opponents of retaining these entities argue that these profits
are not sustainable without government execution advantages, increases in guarantee
fees and the ability to shift traditional performance problems back to lenders through
repurchases.
Despite the effort to retain these GSEs, actions taken by both Congress and the
Federal Housing Finance Agency (FHFA) clearly point in the direction of the elimination of these agencies as they exist today. Earlier this year the FHFA announced
that it was developing a common platform for securitizing agency loans, which would
reduce Fannie and Freddie to an entity whose sole purpose is to securitize loans.
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Functions for such a platform, in addition to issuing securities, would be
similar to others who securitize and
include performing master servicer
functions. One of the issues that still
appears to be questionable would be
how smaller lenders, who currently
do not have direct access to the GSEs,
would be able to utilize this platform to
even their playing field with the large
aggregators. As for the government
responsibility, the only risk this entity
will retain is that of “operational risks.”
Congress is also getting into the
act. Recent legislation was introduced
into both the House and Senate regarding proposals for Fannie and Freddie.
Senators Bob Corker (Tennessee) and
Mark Warner (Virginia) jointly introduced a bi-partisan bill that would basically dissolve these agencies within 5
years and transfer their duties and functions to a “different, modernized and
streamlined agency.” While touting the
potential savings to taxpayers, it would
also require market participants to absorb 10 percent of the first loss. This
bill also calls for a new federal agency
called the Federal Mortgage Insurance
Corporation (FMIC), which would
provide explicit government reinsurance for conforming loans.
The Chairman of the House Financial Services Committee, Rep. Jeb
Hensarling (Texas) has also succeeded
in getting a plan for dealing with Fannie and Freddie through his committee.
This plan also calls for the elimination
of these entities over a five-year plan,

five-point plan for “Paving the Road
for Housing Finance Reform—NOW”
which, while supporting the idea of a
central securitization platform, also
provides in more specific detail the
steps necessary to make the move
successful in the eyes of the mortgage

an operational error and these errors,
or defects as many like to call them, are
the real culprits in quantifying the risk
of loans. For years we have been calculating risk-based pricing on elements
such as LTV and DTI believing they
were calculated correctly. Yet based

Credit standards are simply
arbitrary limits and requirements
based on the borrower’s
willingness and ability to repay.
lending industry. One specific issue
entitled “Keys to Expanding Credit
Access” argues the need to have credit
boundaries that clearly demonstrate
a link to the likelihood of default. In
other words, what is the “defect” at
issue and how did it cause the loan to
default. While not explicitly expressed
in the proposal, it incorporates the
requirements that a “causal link” be
established when requesting a repurchase, and if not, then the loan should
not have to be repurchased. The concept is not without possible consideration, but is just focused on the wrong
part of the origination process. Credit
standards are lender requirements
based on the borrower’s willingness
and ability to repay; the value of the
collateral; and other parameters that

on the thousands of loans reviewed as
a result of the mortgage meltdown, a
significant percentage of these calculations were inaccurate either because
the value was unsupported or the
income and/or debts were calculated
incorrectly.
The question then becomes how do
we identify these operational mistakes
and develop a proven relationship between them and performance. Fortunately the answer is much closer than
most would expect. It’s just that the
MBA and everyone else in the industry
trying to answer this question are looking in the wrong direction.
The answer lies in Quality Control.
Today the industry quality control
requirements are dictated by Fannie
Mae, Freddie Mac and FHA and as

Quality control is NOT a review of individual
products, but rather uses individual products to test
for operational effectiveness.
but could possibly extent it to seven
years. The focus of this bill is to totally
eliminate government sponsored housing agencies and privatize the mortgage
market and shift the current affordable
housing and first time homebuyer programs to the FHA.
The MBA has also announced a

fit the purchaser’s risk appetite. Investors realize that there will most likely
be some loans that don’t perform, but
make the purchase decision based on
the control of that risk imposed by the
credit standards the lender discloses. If
these are not followed, the risk level increases above what is expected. This is

every lender fears, if their QC program
does not meet with these requirements,
issues and requirements for continuing
business occur. Unfortunately these requirements are antiquated, labor intensive and provide lenders with nothing
but a large monthly bill. Instead, the
mortgage industry’s QC program must

be modernized to reflect what every
other industry already knows; Quality Control is not solely a review of
individual products, but instead uses
individual products to test for operational effectiveness.
So what really needs to change in
the Quality Control function if transparency in loan performance failures
is to be accomplished? There are several key things that have to change:
1. The agencies/or securitization
provider need to stop dictating an
individual lender’s QC process.
2. The reviews should be conducted
in real time. Conducting an “audit” 90 days after the loan closed
is useless and a waste of money.
3. Analyzing a sample of loans is
a proven method for determining how frequently operational
errors occur and how severe the
operational problem may be.
“Statistical” sampling within
defined parameters is absolutely
the way any analysis of this
type should be done. Yet today’s
programs place arbitrary limits
on when this type of sampling
can take place, thereby preventing the lenders with the greatest
need, the opportunity to improve
their processes. Ideally, technology will soon be available to analyze the operational functions as
they occur, which would result in
100 percent of loans being tested
with virtually no cost.
4. Automated reviews should be
completed throughout the process and should identify the
“variances,” not defects, for the
loan at that particular point in the
process flow. Then staff would
have a chance to correct these
issues or make an informed decision as to whether to accept that
specific operational risk.
5. The variances that can occur
during the origination process
should be analyzed and correlated to loan performance, keeping in mind that these are correlations, not “cause-and-effect”
relationships. The risk correlated
with specific issues as well as a
combination of issues should be

quantified and incorporated into
a scoring model. Then as the
loan is tested throughout the process the score will be available
to aid in the decision to accept
the risk or not. Once the loan is
completed, either having closed
or been denied, a final QC test
can be run which will provide the
final score. This score can then
become a data field used to price
the loan. Fewer variations and
transparent risks would translate
into better pricing for loans that
are produced with higher quality.
6. The “re-verification” process
must be revised to be focused
on loans where the information
utilized in the approval process
is questionable. The current
manual, paper-intensive process
drives up the cost of QC and is
only effective for loans where
the origination data should have
been validated in the first place.
Instead, data re-verification
should be done during the origination process and incorporated
into the QC findings that are
scored on demand.
There are concerns about this proposal that have been repeated over
and over again. First is that without

“requiring” QC, lenders would not
perform the function. That is understandable if there is no monetary value
in it. If on the other hand, lenders with
higher quality scores were paid more
for their loans and were free from repurchase risk except in extraordinary
circumstances, it is impossible to envision someone not doing it.
The second concern is that it would
take too long to put in place. Fortunately the majority of the work has
been done. There is a scoring model
that can be put in place with current
updates. This model has been developed through a significant effort of
data collection and analysis by independent statisticians and has been
back-tested by a well-respected university forum.
Finally, would the secondary market
accept this type of scoring program?
Since today there is nothing except
expensive due diligence processes to
identify these operational issues, this
approach would provide far more accurate information in a quicker and
more valid format. Of course, the
industry would have to support it as
well, but for lenders who are confident
in their operational processes and the
quality of their loans, it should be a
welcome opportunity. 
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