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As our industry struggles through its
s i g n i f i cant difficulties, most of us
a re fo c u sed primarily on clea n i n g

up the afte r m ath—and rightf u lly so. As we
do so, we find ourse lves asking how we
came to be in the current situation and
w h at we need to do to try to ensure it
n ever happens again. 

W h i le  t ightening credit sta n d a rd s ,
i m p roving loan disc los u res and eliminat-
ing opportunities for fraud and pre d ato r y
lending may be on the top of most co m-
p a n i e s’ lists, it is hoped that re i n v i go rat i n g
their attention to the qual i ty of their pro-
d u ction and the application of qual i ty
co n t rols—making qual i ty co n t rol (QC) a
v i tal and re s p o n s i b le part of the le n d i n g
p ro ce ss—finds its place as we ll.

The ro le of qual i ty co n t ro l
For many yea rs, in too many orga n i z a-
tions, qual i ty—and purpose — h ave been
lacking from qual i ty co n t ro l . QC was a
d r u d ge, a post-funding paper-pushing
exe rc i se mandated by the agencies and
a few inve s to rs. As competition among
i n ve s to rs grew, inve s to rs with minimal
QC re q u i rements we re leve raged aga i n s t
t h ose with higher sta n d a rds as a mea n s
to negot iate the re q u i rements down. As
volumes heated up, the qual i ty of the
p ro d u ct i on  re f le c ted  th i s  re d u ce d
attention to QC.

To make matte rs  wo rse ,  QC as  a
d e p a rtment and function sat at the end
of the pro d u ction cyc le, where its out-
puts ge n e rally fe ll  on deaf ea rs — t h e
f u n ct i o n al equivalent of a dead - le tte r
o f f i ce. Some ex t ra work may have fun-
n e led back to  pos t - c los ing  or  ot h e r
d e p a rtments, the occa s i o n al loan may
h ave been re p u rc h a sed or held in portfo-
lio rather than so ld, but companies by
and la rge fa i led to inst itute change s
b a sed on what was learned by the QC
p ro ce ss. The QC re p o rts ge n e rated litt le
attention aside from ad d re ssing specific
lo a n - level issues. In short, QC was la rge ly

re le gated to being a re q u i red but mea n-
i n g le ss funct i o n .

Ce rta i n ly,  some wo u ld argue that
i n c rea sed emphasis on pre-funding due
d i l i ge n ce in the form of outso u rced co m-
p l ia n ce checking, fraud dete ction and
d e fault-risk analysis improved the ove rall
q u al i ty of the loan and thus re d u ced the
need for qual i ty - co n t rol rev i ew on the
b ack end. It was believed that the trad i-

t i o n al QC rev i ew was an anac h ronism, a
h o ld over from another time.

But many believe that pers p e ct i ve is
about to change, and the ro le of QC
within the lending pro ce ss is about to
m ove into the limelight.  

S teve Schro e d e r, exe c u t i ve vice pre s i-
dent and co - founder of Sac ra m e n to, Cal i-
fo r n ia – b a sed First American Co re L o g i c
Inc., puts it this way: “In six months, the
QC function will be seen as very impor-
ta n t. Right now, it’s all about ste m m i n g
the bleeding—but by then, the focus will
s h i ft to making sure we don’t bleed aga i n .
E xe c u t i ves will act u ally sta rt to read QC
re p o rts, and when they do, they will sta rt
to ask some very hard questions—and
QC will sta rt to shape pro ce ss .”

E levating QC to the level of impor-
ta n ce that has been missing in re ce n t
yea rs will re q u i re some re - eval u ation of
the pro ce sses of ensuring qual i ty and
a p p lying co n t rols. There are three critical
but to o - o fte n - ove r lo o ked co m p o n e n t s
to an effe ct i ve, high-qual i ty QC opera-

tion: lo a n - sampling co n t rols, wo r k flow
m a n agement and stat i s t i cal monito r i n g. 

Loan sampling deals with the pro ce ss
of se le cting the loans for rev i ew. Wo r k-
flow management aids with the efficiency
of the pro ce ss itse l f, helping to ensure
the qual i ty of the rev i ew. And stat i s t i cal
m o n i toring provides a mechanism fo r
learning from the rev i ews themse lves and
p roviding fe e d b ack mechanisms to create

an environment for continuous improve-
ment in the lending pro ce ss. Without suf-
ficient auto m ation of these vital piece s ,
i t ’s ea sy for QC to fall short of its miss i o n
and re t reat to an exe rc i se in paper push-
i n g. Let’s look at each of these co m p o-
nents se p a rate ly and in more deta i l.

Loan sa m p l i n g
The trad i t i o n al appro ach to QC sa m p l i n g
has been to ra n d o m ly se le ct 10 percent of
re ce n t ly closed loans for rev i ew (a per-
ce n tage ge n e rally dictated by your nego-
t iated terms of  bus iness  with yo u r
i n ve s to rs). For la rger le n d e rs (and eve n
m ost le n d e rs  in t imes of  big vo l u m e
s p i kes), this can be a significant burd e n
when applied ac ross the full spectrum of
loans being originated. When the vo l u m e
of loans s lated for  rev i ew outpace s
ca p ac i ty, something has to give — a n d
c h a n ces are it will be the qual i ty of the
rev i ew itse l f.

Working for Fannie Mae’s qual i ty - co n-
t rol  group more than 20 yea rs  ago,  I
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helped to so lve this pro b lem by deve lo p-
ing a stat i s t i cally based sampling sys te m
t h at fo c u sed on risk. By ove rsampling the
re lat i ve ly smaller loan populations that
met ce rtain risk crite r ia (at the time, the
facto rs included high lo a n - to - value [LTV ]
rat i o, investment pro p e rties and sea so n e d
loans), we co u ld undersa m p le the la rge r
p o p u lation that re p re se n ted le ss risk, to
e f fe ct i ve ly re d u ce the total number of
loans rev i ewed while managing inhere n t
risk better than with the trad i t i o n al sa m-
pling appro ac h .

San Fra n c i sco – b a sed Co gent Eco n o m-
ics Inc.’s Co gentQC™ pro d u cts are among
t h ose that provide stat i s t i cal sa m p l i n g
algorithms to d ay. The vendor claims that
by applying its models, its clients ca n
e f fe ct i ve ly re d u ce sa m p le sizes to as litt le
as 2 percent while remaining stat i s t i cally
valid. Other QC tools can do risk- b a se d
sampling as we ll, including pro d u cts fro m
Tena Companies Inc., St. Paul, Minnesota .
F i rst American Co re L o g i c ’s Schroeder sug-
gests leve raging Co re L o g i c ’s pre d i ct i ve
a n alyt ics  tools  to  dr ive sampl ing to
ac h i eve similar results.  

It is important to re m e m b e r, howeve r,
t h at stat i s t i cal val i d i ty does not always
e q u ate to inve s tor  re q u i re m e n t s .
N o n e t h e le ss ,  the same te c h n i q u e s —
albeit ratc h e ted up to meet co n t ract u al
o b l i gat i o n s — a re still a good means fo r
ta rgeting your rev i ews where they will
l i ke ly provide the greatest val u e .

Wo r k flow manage m e n t
Q u al i ty co n t rol, like many functions in
le n d i n g, is co m p r i sed of a co m p lex se r i e s
of tasks often performed in a disco n t i n u-
ous manner. Files have to be ord e red. Ce r-
tain aspects may be outso u rced to third
p a rties. The pro ce sso r, underwrite r, close r
or pos t - c loser have to be co n tacted fo r
ad d i t i o n al info r m ation. 

The pro ce ss is full of sto p - a n d - go .
E f fe ct i ve wo r k flow - m a n agement auto m a-
tion se r ves to re d u ce, if not eliminate, the
wa s te inherent in such pro ce sses and
h e l ps to bala n ce wo r k lo ads among the
s ta f f.

For many, the answer to wo r k f low
m a n agement is simple: If you image yo u r
f i les, you use the wo r k flow tools pro-

vided by your imaging vendor to auto-
m ate the pro ce ss. Source Corp Inc., Dalla s ,
is one imaging vendor that offe rs qual i ty -
a ss u ra n ce wo r k flow funct i o n al i ty—in this
ca se, specifically gea red towa rd co r re-
spondent le n d i n g.

Visionet Sys tems Inc., Cra n b u r y, New
J e rsey, markets its VisiLoanRev i ew® as a
b u s i n e ss - r u le s - d r i ven wo r k flow engine fo r
co m p l ia n ce and qual i ty co n t rol that is
independent of any imaging platform. The
sys tem feat u res co n f i g u ra b le task te m-
p lates and ro le s - b a sed task assignment to
help manage the pro ce ss. Co reLogic al so
p rovides image-independent wo r k flow
t h rough Ato n e™, its co lla b o rat i ve wo r k-
flow pro d u ct.

S tat i s t i cal monito r i n g
The real payoff from your qual i ty - co n t ro l
p ro g ram should be learning from the
rev i ews and improving your pro ce sse s ,
with the aim of co n t i n u ally improving and
e l i m i n ating the re c u r rent pro b lems that
s u rface in QC. Results must be inte r-
p re ted and a continuous pro ce ss -
i m p rovement fe e d b ack loop created. 

C r i t i cal to succe ss in this re ga rd are
good, clear re p o rting and the ability to
v i ew histo r i cal trend analysis. Recurre n t
p ro b lems by branch or closer co u ld be
i n d i cat i ve  of tra ining  i ssues or  bad
p ro ce sses. Co n s i s tent erro rs ac ross the
b o a rd may be the result of sys tem pro b-
lems such as calc u lation erro rs or fa u l ty
d ata ca pt u re .

Two other important aspects  of
e f fe ct ing  continuous improve m e n t
t h rough qual i ty co n t rol are gove r n a n ce
and timing in the pro d u ction cyc le. Some
a rgue that for QC to truly wield authority
to effe ct change, it needs to be pos i-
tioned under risk management and not
be a part of the pro d u ction chain of co m-
mand. This has long been a re q u i re m e n t
of the gove r n m e n t - s p o n so red ente r p r i se s
(GSEs) ,  but not nece ssa r i ly  str ic t ly
ad h e red to ac ross the board — p a rt i c u la r ly
outside the prime loan are n a .

When it comes to the timing of the
rev i ew in the pro ce ss, most argue that
sooner is bette r.  While there is great
value to be derived from an independent,
co n scientious rev i ew of a re p re se n tat i ve

loan sampling no matter where it occ u rs
in the loan life cyc le, many believe the
best time is befo re the loan is funded
rather than afte r. While pre-funding QC
has the ad va n tage of helping to preve n t
the funding of bad loans, it al so has the
d i sad va n tage of missing erro rs in the exe-
c u ted closing pac k age .

S e co n d L o o k®, QC so ft wa re from Te n a
Companies, is feat u re-rich when it co m e s
to re p o rting and trend analys is,  with
sco res of pre-defined re p o rts, a custo m -
re p o rt ge n e rator and stat i s t i cal algo r i t h m s
designed to weed out recurring pro b le m s
at any level of gra n u la r i ty. Co gentQC al so
p rovides robust re p o rt ing ca p a b i l i t i e s
with its pro d u cts, giving you the opport u-
n i ty to view deta i led re p o rts and gra p h i-
cal ro ll - u ps of trends over time.

A n other ve n d o r, Walzak Risk Analys i s
L LC, Boca Raton, Florida, has a pro p r i-
e tary risk sco re, WRAPS™, that co m b i n e s
f raud, co m p l ia n ce, co llate ral and cre d i t
i n to  an auto m ated re - ve r i f i cat i o n
p ro ce ss. The resulting QC sco re prov i d e s
a  bas is for  examining the originat i o n
p ro ce ss for improvement opport u n i t i e s ,
with inco n s i s tent sco res indicat i ve of
p ro ce ss inco n s i s tencies and significa n t ly
d i f fe rent levels of ex p e r i e n ce among the
p ro ce ss perfo r m e rs .

The time is now
W h i le this column just touches the sur-
face of the pro d u cts and se r v i ces ava i l-
a b le to help le n d e rs improve the qual i ty
and benefits of their QC effo rts, I hope
I ’ve succeeded in making the ca se that
QC dese r ves the re s p e ct and atte n t i o n
needed to make it a vital part of le n d i n g
o p e rations going fo r wa rd.  

The tools are read i ly ava i la b le to help
you, even as the re g u latory scrutiny and
i n ve s tor  demands make the ca ll  fo r
action. Eval u ate your options and ta ke
the time to plan how you can make the
m ost of the re s u l tant benefits, but the
time for action on qual i ty co n t rol is now.

Cra i g  H u g h e s  i s  v i ce  p re s i d e n t  i n  c h a rg e  o f

m o r t gage  cons u l t i ng  at  CC  Pace ,  a  n at i o n a l ly

k n o wn  f i na nc ia l  se r v i ce s  consu l t i ng  co m p a n y

b a sed  in Fa i r fax,  V i rg i n ia .  He can be reached at

c ra i g. h u g h e s @ cc p ace . co m .
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