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Introduction

Part D of the Fannie Mae Selling Guide describes our
requirements for “Ensuring Quality Control (QC).” Achieving
full compliance with the expectations of Part D is an ongoing
journey, and Beyond the Guide provides a roadmap for the
trip. The original edition of Beyond the Guide provided in its
introduction: “Properly implemented, a lender’s QC process
contributes to business profitability and long-term success.
QC pays for itself.” That statement is as true today as it was in
2011 - and as important.

To meet evolving needs, we updated Beyond the Guide

in 2016. Since that release, the mortgage industry has
experienced record volume cycles, a global pandemic
resulting in economic uncertainty, and significant workforce
disruptions. The foundational loan quality work that was put
into place since the last housing crisis served us well through
this most recent tumultuous time, but we did not emerge
unscathed from the upheaval. This last cycle exposed areas
of opportunity where controls were not nimble or strong
enough to mitigate all the various loan quality risks within
the mortgage ecosystem.

With that context, this third edition of Beyond the Guide
features:

+ Expanded dialogue on key QC principles

+ Afocus on theimportance of continuous improvement

+ Consideration of advancements in technology

Overview

Beyond the Guide is a companion to the Fannie Mae Selling
Guide. Beyond the Guide leads you past the minimum
requirements of the Selling Guide by diving deeper into best
practices from Fannie Mae and across the industry.

© 2023 Fannie Mae

It’s designed to help your organization achieve a higher
level of efficiency and effectiveness from your QC program
while keeping eyes on the future.

This edition of Beyond the Guide combines more than a
decade of industry learnings and observations. It includes
practical illustrations to provide the necessary tools to
facilitate a best-in-class QC program.

Equitable and sustainable
homeownership

An evolving priority for Fannie Mae and the housing finance
industry is an enhanced focus on equitable and sustainable
homeownership. Lenders’ traditional focus on QC is largely
driven by the potential financial impact of a repurchase or
post-delivery price adjustment. But manufacturing quality
loans also helps lenders more effectively support and serve
borrowers and their communities. A strong QC program
with actionable information enables lenders to innovate
and promote a stronger, safer, and more efficient housing
finance system.

Setting the stage

“Quality means doing it right

when no one is looking.”
— Henry Ford
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Introduction

Culture is what guides an organization’s practices and focus.

Culture derives from values that an organization sets to
achieve its core mission. Put another way: culture sets

the values that determine what an organization is and
what it wants to accomplish. Culture directs the actions

of an organization’s employees on a day-to-day basis. A
strong quality culture is paramount for sustained success
and is a priceless investment to navigate an ever-evolving
environment. An effective QC program requires intentional
investment and ongoing focus for creating and maintaining
a culture where quality matters.

A culture of quality must start at the top and is vital

for ensuring loan quality is embraced at all levels of an
organization. Companies that promote a strong culture of
quality never relegate quality to a tagline; quality is woven
into the fabric of their organizations. In the housing market,
companies with this kind of culture demand high quality
standards that focus on sustainable homeownership, which
is a pillar of a healthy economy and mortgage industry.

Three reasons why quality matters

Predictable Outcomes

Predictability allows leadership to more confidently manage
markets, allocate loss reserves, and strategize for the

future - all of which positively impact lender stability and
profitability. Successful organizations use quality as a key
performance indicator (KPI). This allows them to understand
the business’s performance and health to support critical
adjustments in strategic goal execution.

Manufacturing Efficiency

QC helps lenders identify defective manufacturing
processes. Reducing rework results in manufacturing
loans quicker, cheaper, and using fewer resources. Greater
efficiency directly impacts a company’s bottom line by
managing costs and maximizing revenue.

© 2023 Fannie Mae

Reliable Data

Accurate data is essential and is used to drive almost
every aspect of business decisioning in our industry. Risk
management, collateral quality, product offerings, market
footprint, pricing, and staffing are all data-driven. Loan
quality data must be reviewed, monitored, and acted onin
the same way as other key production performance data.

The value of good quality

Alaser focus on quality allows the largest companies in

the world to ensure the goods and services they produce
meet customer expectations and deliver the best customer
experiences. The results are high customer satisfaction and
a minimization of the downside risks that can come after
the transaction is completed. In the mortgage industry,
those averted risks help lenders avoid eroded profitability,
impacted reputation, and increased uncertainty.

Beyond the Guide explores ways that QC activities can
enhance the value of good quality by:

« Verifying processes are working as intended and detecting
poor quality

+ Correcting defects to minimize impact

+ Analyzing root cause to prevent future defects

+ Confirming loans meet investor standards at closing and/or

are corrected prior to being sold

We at Fannie Mae remain firmly committed to partnering
with lenders to drive loan quality. We hope you find this
updated Beyond the Guide helpful in managing your risk and
meeting our QC requirements. Please also take advantage of
the other resources we provide on our Loan Quality page.

Thank you for sharing our commitment to quality to
support a resilient mortgage market and sustainable

homeownership.

The Loan Qua&‘l‘% Team al Fannie Mae

The Loan Quality Team at Fannie Mae
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Section 1

QC Plans and Processes

Selling Guide D1-1-01

Getting the foundation right is key to any successful endeavor.

Whether building a house or a business, you need plans and specifications, competent workers, satisfactory inspections

and tests, and a method to confirm the finished product complies with the original requirements. A successful quality

control (QC) program requires defining, documenting, and building the foundational plans, processes, disciplines, and

oversight. This ensures it is effective in guarding the lender and its investors against costly gaps in controls.

QC plan content - the framework
of every lender’s program

The QC plan is the road map that a lender uses to achieve
its quality goals. The QC plan needs to state the quality
objectives and define plans to achieve them. Fannie Mae’s
Selling Guide specifies the minimum requirements for
lender QC plans. When writing its QC plan, a lender
should consider its business model, risk tolerance, and
investors’ requirements.

The QC plan is a working document
that should be referenced regularly.

Attributes of a strong QC plan

Senior management may encourage frequent use of the QC

planin a few ways:

Use the plan as source material for periodic operational
staff training.

Tie metrics used in management reporting back to the
plan (i.e., compare actual quarterly repurchase costs to
target defect rate calculations in the plan to determine any
necessary actions).

Establish regular intervals to calibrate the QC vendor’s
policies and procedures against the lender’s QC policies and
procedures to achieve appropriate alignment.

Use the plan as a guide when developing action plans with
operational staff.

Attribute Attribute meaning

Written from the lender’s perspective

Plan must reflect the philosophy, specific risks, and necessary controls for the lender’s

unique structure (e.g., channels, geography, staff structure), in addition to ensuring investor
requirements are being met.

Use standards, measurements, processes,
and procedures that would apply to all
loans originated

Structured as guidance intended to be used and
understood by internal and external readers

© 2023 Fannie Mae

The plan should define controls for quality without customizing for a specific investor. For
instance, sampling methodology should be designed with a primary focus on meeting the lender’s
requirements for testing risk but should also ensure any investor requirements are met.

The plan should be easy to understand by staff, management, investors, and regulators. Vague or
unnecessarily technical language could cause confusion and reduce the likelihood of the plan’s
practical use.

Beyond the Guide 6
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Quality standards — making
standards relevant to the business

Having an effective QC plan requires measurements to
determine when you are within the plan’s objectives and
when action is needed to get back on track. A lender must
establish three critical quality standards that provide the
organization the necessary information to confirm its quality
is within acceptable ranges. These standards will also
identify any enhancements needed to improve QC results
and efficiencies:

Defect classifications (taxonomy)

A method of characterizing defects by category such as
credit, employment, income, assets, property, or value — to
support root cause analysis.

Defect severity levels

A method to categorize defects based on the impact of the
manufacturing error, such as significant/material, moderate,
and minor/informational. (The highest level of severity must
be assigned to loans with defects resulting in the loan not
being eligible as delivered to Fannie Mae.)

Target defect rate

The maximum percentage of ineligible/unsalable loans a
lender is financially willing to accept. This metric defines
defect percentage and financial impact. Target defect

rate requirements apply to a lender’s random post-

closing sample. Tying these standards to financial exposure
provides key performance indicators (KPIs) that executive

management should monitor and to which it should respond.

Lenders must document the

rationale used to establish
their target defect rate.

© 2023 Fannie Mae

Defect classification — taxonomy

A defect taxonomy is a predefined method of classifying
loan-level defects based on their cause or type (i.e., income/
employment versus liabilities). Fannie Mae does not require
lenders to use a specific taxonomy, but some form of defect
categorization should be used to track and trend defects
and their root causes. Fannie Mae publishes its taxonomy,
and QC audit software in the market typically comes with

a similar basic taxonomy. Adopting an internal defect
taxonomy that aligns with Fannie Mae’s defect taxonomy
allows you to aggregate multiple sets of different QC results
to see a broader view of quality risk for your organization.
Whatever taxonomy a lender uses, it must be sufficient to
track and trend loan-level defects in all QC reports, identify
defect’s root causes, and support effective action planning.

Defect severities

Defect severities tell the story of an error and its impact.
Fannie Mae requires that the most significant category
represents loans that were ineligible for delivery. Most
defects can have multiple severities based on their impact to
the loan. For example:

Incorrect income calculation - self employed borrower

Original income calculation
was $10,000 per month with
a debt-to-income (DTI) ratio

Original income calculation

was $10,000 per month with a
DTl of 37%. Corrected income
of 37%. Corrected income calculation was $7,000 per
calculation was $9,000 per month with a corrected DTI of
month with a corrected DTI of 53%. DU resubmission resulted
41%. Desktop Underwriter®

(DU®) resubmission resulted

in an Approve/Ineligible or Refer
with Caution recommendation.
in an Approve/Eligible

recommendation.

Beyond the Guide 7
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QC Plans and Processes

Aggregating the data and trending defects across all severity
levels provides insight and understanding of the breadth
and scope of the errors, which can highlight potential
process failures or control gaps. Having the broader level

of information can result in more robust action planning,
resulting in higher levels of quality across your organization.

Target defect rate

Sustained loan quality provides a level of certainty to

a lender’s management team and other stakeholders.
Certainty of predictable outcomes is highly valued.
Accurate data supports sound credit decisions that benefit
homeowners and can help companies meet their financial
objectives. This is achieved through metrics established
by executive leadership. (A best practice is to tie goal
attainment to the company’s compensation structure.)

An effective way to establish loan quality targets is to model
the financial exposure created at a certain defect level. Any
loan with a defect has the potential to result in additional
costs ranging from simple rework time costs to repurchase
or regulatory costs. Attaining and maintaining a zero-defect
rate is aspirational, but realistic targets should be set:

@ As low as possible

@ Designed to be reduced over time

& Based on financial analysis of costs associated with
defective loans

Evaluated at least annually against updated
performance, default, and capital needs

Q

Used to quantify the risk exposure of defects and
drive change

Q

© 2023 Fannie Mae

Gross versus net defect rate

Part D of the Fannie Mae Selling Guide does not have a
requirement related to lenders’ use of a gross versus net
defect rate; we allow a lender to select the option that is
most appropriate for its internal risk view. However, a best
practice is for lenders to track both gross and net defect
rates with established targets for each one.

« Gross (initial) defect rate is defined as the defect rate based
on any initial findings prior to any rebuttal activity.

« Net (final) defect rate is defined as the defect rate based on
the final findings after the rebuttal activity is complete.

Why is tracking both metrics important? The gross defect
rate is an indicator of the total risk on your book prior to
the expense and effort of resolving mistakes that were
found. Those mistakes could be as simple as a document
misfiled in your imaging system, or a much more significant
error where your manufacturing process did not obtain the
correct information needed to evaluate the transaction at
origination. With the passage of time, obtaining documents
from borrowers or reconciling significant analytical errors
becomes increasingly difficult.

« Abest practice recommendation is to establish a metric
that differentiates documents that were misfiled in your
imaging system versus documents never obtained so you
have a much more granular view of the impact of “missing
documents” on your quality risk.

Ask yourself:

+ Isourtarget defect rate evident and understood as a metric
of the company’s quality?

+ Areaction plans treated as a proactive, continuous
improvement activity, not just initiated if target defect rates
are exceeded for multiple periods?

« Do our QC reports reflect the potential cost of elevated
defect rates?

+ Do we understand the difference between gross and net
defect rates and have actions to improve both?

Beyond the Guide 8
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Modeling example

Consider the following illustration of the defective loan impact at
different target defect rates:

1% X 2,500/month =

25 loans/month
2% X 2,500/month = 50 loans/month

5% X 2,500/month

125 loans/month

10% X 2,500/month = 250 loans/month

If a lender has determined through analysis of previously
repurchased loans an average repurchased loan cost,

an estimated secondary market risk exposure can be
calculated. For this illustration, the lender has observed an
average loss of 15 basis points or 0.15% of the loan amount
per repurchased loan. Assuming a loan amount of $400,000,
the calculation below translates the estimated units above to
a monthly dollar exposure:

Lender’s average repurchased loan cost = $600 per loan

Monthly defective loans X $600 = monthly repurchase
financial risk

25X $600 = $15,000/month

50 X $600 = $30,000/month
125X $600 = $75,000/month
250 X $600 = $150,000/month

Using this example, the annualized defective loan cost could
range from $180,000 to $1,800,000 in just repurchase cost
risk. Other factors such as projected market cost changes,
loss reserve requirements for warehouse lines, and loan pay
history, could impact financial risk.

Finally, if the target defect rate is a true model of financial
risk as well as a key metric used by management, it would
be expected that all management areas - particularly senior
management — would know:

© 2023 Fannie Mae

1. thetarget defectrate,

2. the organization’s current status in relation to the
target, and

3. if not within target, what action is being taken to return
within target.

Considerations:

« Include historic loan quality trends combined with future
projected production when performing target defect rate
analysis to derive a realistic target defect rate.

+ Maintain formal documentation of the regular target defect
rate assessment.

+ Implement action plans if actual defect rates do not align
with the target defect rate.

Confident defect rate reporting
through calibration

Measurements are only as valuable as their accuracy.
Calibration is defined as “the act of checking or adjusting (by
comparison with a standard) the accuracy of a measuring
instrument (or metric).” Calibration for mortgage lending
asks the question “Do two different entities (whether internal
or external) review discrepancies the same way?” If not,

what are the differences? Why are there differences? What
adjustments should be made?

The calibration process helps maintain consistency and
repeatability in measurements, assuring accurate and
reliable benchmarks. The act of calibrating is an ongoing
process that should be performed routinely.

Ask yourself:

+ Are our prefunding and post-closing QC review processes
performed using the same testing methods?

« Are the same severity levels used in both reviews? If
not, why?

«+ Areourinvestors (or other reviewers, such as mortgage
insurers) finding the same or different defects that we are
finding in our QC reviews? If not, why are there differences?

Beyond the Guide 9
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Tips for successful ongoing Examples of combining, tracking, and trending defect
QC alignment calibration results:

) ) ) ) Summary table of defect alignment / differences

+ Gather internal review results and investor review results
. PR L " E f findi i inst Fannie M :
to identify differences in cited defects and severities. xample of 33 lender findings reviewed against Fannie Mae results
. . . . + 31 were found consistent with lender Moderate Findings
« Track individual defects cited over time by investor and &

internal results, identify areas where the investor is « 1was out of scope (Fannie Mae does not test for that defect)
citing defects that are not found internally, and review to + 1lwas adefect, but Fannie Mae would cite different severity

understand why.

1 2

vendor’s results as a type of calibration.
Out of scope 1

o Calculate and track monthly concur rates from your

review sample and discuss with the vendor monthly; e & = a
monitor trends and know when to act. -
Yes - severity difference 1 1
+ Scrutinize loans that were reviewed in both prefunding and
post-closing - assuming they had the same information, Total 33 17 >0
were the same defects cited? Perform a similar analysis Yes accuracy score 93.94 94.12

by auditor.

Addressing oversight policies for third-party originations in the QC plan

The QC plan must outline the requirements for reviewing a sample of originations from each third-party originator (TPO) at
least once annually through the QC process. Lenders with third-party origination channels are responsible for managing loan
manufacturing risk that is not always within theirimmediate control, which requires different forms of diligence than retail
origination. The QC plan should outline your strategy for monitoring the loan quality of third-party originations through various
QC activities:

QC activity Policies that impact TPO sampling and loan quality oversight

Prefunding policy (pre-purchase) The QC plan should include a process to target TPO deliveries in sampling criteria as well as the strategy for
adapting QC testing criteria to TPO by type (broker versus correspondent).

Post-closing policy (post-purchase) The QC plan should address the process to include TPO deliveries in the random sampling methodology as well as
the strategy for targeting TPOs consistently in discretionary samples.

Reporting policy The QC plan should contain a policy requiring monthly QC reporting to include a separate breakout of trending
results for each individual origination channel (retail, broker, and correspondent). This approach supports loan
quality monitoring activities as well as the strategy for ranking actual defect rates by each TPO channel over time
to identify trends.

Consider examples of how these QC activities could be delineated in the QC plan to ensure holistic and strong policy controls for
measuring and managing TPO risk.

© 2023 Fannie Mae Beyond the Guide 10
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TPO prefunding / pre-purchase
QC reviews

The QC plan should recognize that QC testing of third-party
originations often differs from QC testing protocols for retail
originations. QC processes designed for TPO originations
must be structured to account for the unique attributes of
TPO loan manufacturing processes as well as distinct loan
quality objectives. It is required to perform prefunding (pre-
purchase) quality control reviews regardless of the type of
third-party originations you acquire. Fully closed loans as
well as loans that are partially completed by a third party are
subject to Fannie Mae prefunding QC requirements.

Considerations:

« Track and trend TPO QC results separate from retail -
trends may emerge in either retail or TPO that could reveal
different control gaps.

+ Use the QC results to formulate a scorecard by channel or
counterparty, possibly including other quality metrics such
as repurchases, missing documentation, and areas with
improvement opportunity.

QC vendor management

Choosing to outsource certain QC functions to vendors can
be an effective way of managing limited resources. Lenders
that use this option successfully understand that outsourced
QC functions must be managed as closely as internal

staff and include oversight of the vendor like any third-

party vendor contracted by your company. Lenders retain
responsibility for the final work and that work’s compliance
with Fannie Mae requirements. This oversight responsibility
includes loan-level testing of at least 10% of the vendor’s
work and assignments.

© 2023 Fannie Mae

Lender responsibilities

Confirm and incorporate

& Ensure vendor’s staff is qualified
and experienced

& Confirm vendor’s policies and procedures align
with lender and investor requirements

& Fully incorporate vendor’s results into lender’s
reporting and remediation process

Test and verify

(& Review vendor’s work monthly (minimum 10%)
for accuracy/completeness

Include loans with defects and no defects

Q

Lender must perform file reviews - cannot
contract out

Q

Review and report

& Include results of vendor review in monthly
QC reports

« Describe the review sample selected and
concurrence rates

(« Detail discrepancies identified by
lender’s review

Beyond the Guide 11
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While vendors maintain certain responsibilities as well, it
remains the lender’s responsibility to ensure an acceptable
audit is performed and contractual obligations are met.

Vendor responsibilities

Document and perform

& Maintain policies and procedures
«“ Comply with lender contract

& Provide timely loan-level reporting results
to lender

Ask yourself:

+ Have we defined a benchmark for acceptable vendor quality
and tested to confirm the vendor is performing as desired?

« Are results of vendor testing discussed with the vendor
when discrepancies are identified?

« Do we have a clear escalation path for action if the vendor’s
work is found to be unacceptable?

Considerations:

+ Vendor oversight is a key component of the lender/
vendor relationship and requires testing, monitoring,
and reconciliation of the acceptability of the vendor’s
work product.

+ Consider what factors may influence changing the scope
and scale of QC vendor use and how adjustments to current
usage may affect the QC process.

+ Understand the data delivery, access, and retention
capabilities of the QC vendor’s software, including
alignment with necessary digital security requirements.

© 2023 Fannie Mae

Addressing internal audit and
governance of the QC plan

The QC plan must outline the lender’s process to perform

an independent audit of the QC functional area to ensure

the lender’s QC staff follows all policies and procedures that
govern the QC function. Independent testing is required to
confirm that the QC controls in place are adequate to protect
the company from risks, that the controls are effective,

and that they are compliant with company, regulator, and
investor governance requirements.

Addressing requirements to
maintain complete QC audit files
in the QC plan

The QC plan must include policies that establish standards to
ensure that each QC audit file contains a complete record of
the entire QC assessment. This documentation must include
sufficient evidence of the testing performed, including
outcomes, to determine the accuracy of the underwriting
decision and ensure compliance with Fannie Mae
requirements. An audit file consists of all written and
electronic records created as part of the QC review (D1-3-06).
The completeness of these files becomes very important
when internal or external audits of QC are performed. Failure
to provide evidence of complete audit records can result

in investor or regulator findings. As with all things in QC,
consistent and predictable documentation avoids problems!

As with all things
in QC, consistent

and predictable
documentation
avoids problems!
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QC Plans and Processes

Items that should be part of the basic audit
file include:

@ Audit review summary document with auditor notes
and findings

Q

All applicable audit checklists

All reverifications, including reverifications sent/

Q

received dates

Income calculation worksheets

R K

Audit credit report

Evidence of collateral risk assessment

R K

Tax transcripts

Screenshots of applicable online webpages used
during audit

Q

Resources

How to calculate a defect rate
Selling Guide A1-1-01

Seller/Servicer Risk Self-Assessment

© 2023 Fannie Mae

Some QC software programs offer audit review summary
forms in their standard report packages, but any worksheet
used by the auditor will work. The primary objective is to
document what data and documents the auditor reviewed
and how they arrived at their results.

Self-assessment opportunities to
build a comprehensive QC plan

Taking stock of your current risk controls and adjusting for
gaps will strengthen your QC processes and help maintain a
healthy risk management program. Fannie Mae has several
risk self-assessments that can be leveraged by any size
lender to review and improve current risk control systems.
Our self-assessments cover a variety of risk controls. Refer to
our Resources section for links to these powerful tools.
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Section 2

Prefunding QC — Because

It Drives Change!

Selling Guide D1-2-01

Prefunding QC is a foundational element of an effective QC program.

Fannie Mae provides tools, like this guide and our Quality Insider articles, among other things, that enable you to move

your quality control (QC) program to the next level. Reimagining your prefunding QC (PFQC) is a logical starting point.
Lenders with a deliberate and strategic method of pulling suspected quality issues forward to PFQC can make timely
changes to loans moving through the pipeline. This approach yields tangible benefits by correcting quality issues before
closing and reducing costly risk exposure. Only PFQC can effect change before mistakes are final and material impacts

to both the borrower and the business are realized!

The Selling Guide outlines the essential PFQC requirements,
but it’s intentionally not prescriptive. This allows a lender
flexibility to use PFQC to best address the risks unique to its
organization. Sampling loans with known risks earlier in the
manufacturing process enables actions that:

«+ prevent closing or acquisition of ineligible loans,

+ permit corrections to individual loans,

« control forinaccurate or incomplete file data
and documentation,

« identify and reduce fraud or misrepresentation,

+ test corrective process changes for effectiveness, and
+ provide real-time feedback on the origination process.
These benefits can be realized only if the PFQC focus is
strategic and deliberate. The Selling Guide gives lenders

the room to use PFQC with the intention that they would
match QC sampling scope and sample sizes with the current

quality risk environment. This allows for timely, efficient, and

actionable file reviews. In past market cycles, many lenders
did not increase PFQC as quality deteriorated - which was
the driver for Sept. 2023 Selling Guide policy update.

© 2023 Fannie Mae

This section highlights new concepts and tactics that
can put greater focus on PFQC and take quality to the
next level.

Prefunding development phases
and attributes

Effective PFQC processes allow for real-time risk
management. The graphic below shows the spectrum of
structures and attributes Fannie Mae has observed. These
processes range from a fundamental structure designed to
meet minimum requirements to a highly proficient structure
that is tailored to the organization’s risks and flexible enough
to adapt to changing markets.
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Prefunding QC — Because It Drives Change!

Advancement stages of prefunding QC

Highly proficient

« Use random post-closing results to
expand targeted selections (defect
capture approach)

m « Expanded PFQC sampling for full-

« Thoughtful targeted selections

file, component, and digital reviews
integrated with QC software

d l + Component/full-file reviews « Focus human capital on highest
Fundamenta completed in loan origination risk loans

system (LOS) or QC software

« Static selections

« Controls built in LOS with hard
stops for clearing QC findings

« Checklists and spreadsheets

+ Limited/no system stops to
prevent closings

« Basic fraud tools . Better reporting

+ Basicreporting

« Fraud tools with metric or
message-driven actions

« Fraud screening through
integrated software

« Unified reporting that tracks
and trends defect detection
and mitigation processes across
prefunding and post-closing QC, tying
identification — actions —> results

This information is intended to help a lender strengthen or enhance current processes, regardless of where its organization falls

on the spectrum.

Sampling strategy and defect rates

Sampling strategies and objectives for PFQC, when
implemented thoughtfully, are one of the most effective
ways to identify and remediate quality risk prior to closing.
The PFQC sample should be one of a lender’s most dynamic
samples - ensuring the process is looking for the right risks.

A targeted approach to PFQC loan sampling helps achieve
four goals:
1. Fix loan-level defects prior to closing.

2. Review areas of known risk to lower instances of defects,
issues, or problems.

3. Testtheories to tease out pockets of risk.

4. Test effectiveness of action plan controls.

© 2023 Fannie Mae

Effective targeted sampling allows a lender’s PFQC process
to become an advanced tool in their manufacturing
control arsenal.

The Selling Guide states that loans selected for prefunding
QC reviews must target areas that the lender identifies

as having a higher potential for errors. The Selling Guide
requires a minimum prefunding sample size that represents
10% of the prior month’s total originated loans or 750 loans.
In addition to the required targeted sample, a best practice is
to implement a random sample in PFQC. A random sample of
a lender’s pipeline is not required as part of a PFQC sampling
strategy, but it can be a useful tool to understand current
health of the loans in process and identify emerging issues

in real time.
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Targeted sample effectiveness

If a sampling strategy is on point, the number of gross
defects cited during PFQC should be high. Understanding
this concept can help management know whether
prefunding sampling strategies are targeting the right
population of loans. Higher gross defect rates in the PFQC
should be the desired outcome. Low defect rates on targeted
populations should not be dismissed without understanding
the reason. If the criteria were selected because the business
believed there was a higher likelihood of defects, the
absence of those defects should be examined.

Ask yourself:

+ Were the auditors performing the QC tests that target
the areas identified as being high risk or having a higher
potential for errors?

+ Hasthe likelihood of a defect occurring been mitigated
through systems, processes, or market changes?

Constant examination of sampling criteria and how it is
tested ensures that PFQC has the best chance of efficiently
capturing loans with defects that can be corrected.

Defect capture rate

As a complement to assessing sample effectiveness, it is
important to assess the effectiveness of the defect capture
rate. Defect capture rate is a measure of how much quality
risk you can identify based on your targeted samples. The
measure of how much quality risk and where that risk lies
is based off your post-closing random sample. Your post-
closing random sample results are a representation of the
quality of your total originations. In the example below, if
your defect rate is consistently 3% and you originate 1,000
loans a month, you close approximately 30 loans a month
with significant defects.

Defect capture rate is a measure of

how much quality risk you can identify
based on your targeted samples.
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Example

Loans closed 1,000 1,000 1,000

Defect rate 3% 3% 3%

Number of defective
loans closed

30 30 30
Top defects:
« Self-employed income calculation
« Omission of debt not documented

« Baseincome calculation

Having this information and understanding your top defect
drivers allows you to enhance your targeted samples to

find these loans. The defect capture rate reflects how many
of those defective loans you were able to find by either
expanding your prefunding targeted selections or using your
post-closing discretionary reviews.

Don’t forget

+ Defectsidentified in post-closing can show hidden or
emerging risks that can be incorporated into the PFQC
samples. (And as noted above, once solutions to drivers
of these defects are implemented, prefunding tests those
solutions, thus creating a cycle of pre- and post-closing
QCsynergy.)

+ Assess sampling methodology at least quarterly, but more
often if possible. Consider:

1. Whatis happening in the economy that may lead to
manufacturing risks (e.g., rising interest rates = fewer
rate/term refinances and more purchase transactions)?

2. What personnel changes have happened in operations
that could affect manufacturing quality (e.g., high rate of
personnel turnover and role transitions)?

3. What new products has the organization introduced
(e.g., home equity line of credit, manufactured housing)?
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« Utilize the same taxonomy for PFQC that you use for post-
closing QC.

+ Create a comprehensive view of risks by aggregating QC
results from investors, mortgage insurers, servicing entities,
and your internal data. The collection may yield information
that can help you determine high-risk areas to target.

+ Use technology to identify risk by targeting high-risk data
points within loan transactions. Deploy sampling models
and tools that select loans with heightened risk based on
the information available to you.

Prefunding versus pre-purchase

PFQC requirements apply to loans closed by the lender
(prefunding reviews) as well as any closed loan that a lender
acquires (pre-purchase reviews). At their most basic levels,
both reviews must be designed to protect the lender from
funding or acquiring defective loans, but each review type
should consider the unique risks and limitations of its
origination source.

Retail and wholesale (broker) Correspondent originations

originations

Loan file is funded with closing
documents

Loan file is completed through
underwriting

Corrections cannot be made to
the loan

Corrections can be made before
loanis closed

If defects identified cannot be
cured, loan is not purchased

If defects identified cannot be
corrected, loan is not closed

Review results give insight to
process or staff effectiveness

Review results give insight to
counterparty production quality
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Full-file versus component

The Selling Guide requires that some portion of a lender’s
PFQC contain full-file reviews so that new risks can be
identified earlier than post-closing random reviews

would reveal, but no minimum requirement is set. This
gives lenders flexibility to use component reviews to
target specific risk attributes. The chart below is not all
inclusive but provides examples of full-file and component

review options.

Targeted areas may include: Full-file

Loans with characteristics or

circumstances related to errors or @ @

defects identified in prior prefunding
and post-closing review results

Loans that were impacted by a recent @ @
policy change

Loans with complex income calculations

(for example, rental income, self- @
employed, and short history of receipt

ofincome)

Loans requiring the use of nonstandard

processing or underwriting guidelines (for

example, multiple financed properties, @
assets used as income, or manual

reserve calculations)

Loans originated or processed through

various business sources, branch office, @ @

staff person, contractor, third-party
originator, or appraiser

Loans that require a higher level @
of documentation

Being intentional about when to use component reviews
versus when to use full-file reviews can help with defect
capture rates and staff efficiencies. Component reviews
typically take less time to complete, which enables you to
cast a wider net over known risk components, yielding more
efficient utilization of review resources. The time saving
created by performing the component review allows lenders
to increase the percentage of loans that can be reviewed
without having to increase staff. Perform full-file reviews for
loans with layered or broader risk.
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Prefunding cyc]e timing Here are some best practices to facilitate smooth and
efficient reviews:

Prefunding reviews must be effective
in identifying and preventing ineligible Set expectations

loans from funding. Timing is critical.
Selections must be made when the Partner with operations to ensure reasonable expectations for process.

documentation is complete and, at a
minimum, when the loan is conditionally
approved or cleared to close but not
closed. PFQC needs a reasonable amount

Define process expectations

of time to perform the review and ) ) )
) . Define turn times that make sense (4-hour, 6-hour, or 24-hour turn time).
operations needs adequate time to make

any corrections identified by PFQC - all

while minimizing manufacturing delays.

Flexible selections

Select files early in the process but only perform review when sufficient
documents are received.

Process for priorities

Define expedited process for reviewing and clearing high-priority loans to
meet special circumstances without sacrificing quality.

Clear escalation contacts

Selections must

Consider establishing defined points of contact between operations and

be made When the QC that oversee remediation processes, ensuring timely remediation.
documentation is
complete and, at a

minimum, when the

loan is conditionally
Use QC checkpoints for fraud and data screening tools that highlight

approved L Cleared to red flags throughout the process to streamline the final review. Include
Close but not Closed- LOS hard stops requiring documenting of operations/QC comments

and actions.

Define checkpoints in the process
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Reporting

The best PFQC program will lose an important piece of its
value if management reporting is not done well. The Selling
Guide requires that PFQC’s selection details and file review
results are reported to management monthly. You might
meet this requirement by publishing a simple spreadsheet
with flat numbers, but you won’t be giving management
what it needs to drive quality and act where needed. If the
underlying root cause or source of defects is not addressed,
the same defects are likely to occur and the PFQC function
will be like a “whack-a-mole” exercise.

Refer to Beyond the Guide Section 6, QC Reporting, for an in-
depth view of various methods lenders have used to design,
create, and publish actionable report packages. These
reports keep the organization apprised of its performance
relative to its quality standards. The Reporting section
provides specific suggestions for prefunding areas such as:

+ Designing informative, uniform prefunding reports

+ Quantifying the value of prefunding QC

« Highlighting patterns, trends, and process gaps

+ Merging operations and QC metrics for action

+ Tying prefunding QC results back to post-closing QC results

Resources

Selling Guide D1-2-01

Quality Insider
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Considerations

+ Publish your most recent month’s prefunding QC report
with your current monthly post-closing results (report May
PFQC results with February post-closing results).

« To be effective, prefunding reports must include overall
defect trending and granular defect-level trending.
Trending only general categories fails to provide sufficient
information to drive action.

« Display selection reasons in plain language.

« If prefunding is testing for action plan effectiveness, ensure
results are called out and include expected confirmation of
effectiveness in post-closing results. (Refer to Beyond the
Guide Section 7, Corrective Action and the Action Plan, for
additional details.)

+ Include loan amounts in relevant reports and highlight
costs and/or repurchase risks that were avoided to provide
regular visibility into the contribution PFQC provides to the
bottom line.

« Create a system that allows for identification of the areas
responsible for deficiencies (also known as points of failure)
to help align QC functions, produce better action planning,
and improve communication.
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Section 3

Post-Closing Quality Control

Selling Guide D1-3-01

Post-closing QC is an essential process and key to understanding a lender’s quality risk.

The process answers the question, “Is the loan you closed the loan you thought you closed?” If that answer is “no”, it is

the lender’s responsibility to evaluate the severity of the issue and determine if the loan was not eligible to be delivered

to the investor. A key part of the quality control (QC) process is also to provide information to eliminate errors on future

production. QC results are a critical input to find and correct systemic issues within loan manufacturing. This work can

positively impact loans in the origination pipeline and help discover other issues that pose risk.

The post-closing QC process is expected to go beyond

the identification and remediation of individual defects.
QC should also identify the source and impact of defects.
The impact of a defect should be viewed more broadly
than just a cause of financial impact to the organization -
it can also harm borrowers. Using incorrect income or
inaccurate credit data in the origination process can result
in an excessive debt-to-income (DTI) ratio that impacts
homeowner sustainability.

This section focuses on three key strategies to ensure lenders
are properly building and leveraging their post-closing QC
program to strengthen controls and operate effectively.

Reverifications

Sampling

Timing

© 2023 Fannie Mae

Sampling strategy

Effective QC sampling is fundamental to ensuring your
organization has visibility into quality risk. This allows you to
leverage actionable insights about the effectiveness of your
operational controls and make well-informed QC sampling
decisions. This is critical for identifying and mitigating risk as
well as strengthening loan manufacturing controls.

Are you being strategic?

« When was the last time you assessed your organization’s
rationale for selecting your post-closing QC samples?

« Doesyour QC sampling strategy include trigger points
to respond to shifts in production volume and market
conditions in order to make necessary changes?

« Areyour QC resources sufficient to support the demands of
your QC sampling model?

Markets, staff, and loan profiles change over time, and top

defects shift as action plans are implemented to remediate
and eliminate top issues. Be attentive to your samples and

carefully identify areas of new or potential quality risk.
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Fannie Mae requires both random and discretionary sampling as part of the QC file selection process. Random and discretionary
samples differ from one another as each method provides a distinct view of risk into your loan population. The review results
provide valuable feedback that can drive improvement in the loan manufacturing process and help deliver certainty to your
organization by effectively evaluating quality risks and impacts.

Random sampling provides information that represents the quality of your total loan originations for a particular period. The
random sample gives you an investor-agnostic look at the overall quality of your originations and can surface issues that exist
outside typical high-risk areas. For example, is your origination team less diligent in making sure all derogatory credit is properly
addressed on lower loan-to-value transactions? Is your team adhering to the investment quality guidelines for loans that are
being placed in an investment portfolio?

The table below is a simple depiction showing distribution of a random QC sample. The chart illustrates how you can ascertain
if your sample coverage is adequate across different origination segments. This allows management to see that the sample
provides a representative view of different products, purposes, and origination sources.

Random QC sample distribution by product, purpose, and channel

Retail Broker

Closed loan % (curr. mo.) 55.00%  36.00%  5.00%  2.00%  3.00% i 15.00%  23.00%  62.00% i 75.00%  20.00%  5.00%
Post-close QC% (curr.mo.)  52.00%  33.00%  6.00%  3.00%  6.00% E 12.00%  28.00%  60.00% E 71.00%  24.00%  5.00%
Closed loan % (roll 3 mo.) 50.00%  35.00%  5.00%  500%  5.00% E 20.00%  35.00%  45.00% E 78.75%  17.25%  4.00%
Post-close QC% (roll3mo.)  49.50%  34.50%  5.00%  5.50%  5.50% E 17.00%  33.00%  50.00% E 73.00%  20.00%  7.00%
Random sampling — 10% versus « Therandom 10% sampling method is generally used by
statistical method lenders with annual production of 3,500 or fewer loans.

Lenders have the option to implement one of two methods Benefits of this sampling method include:

of random sampling: ° simple implementation without the need to manage a

statistical calculation process
« a10% sample of all monthly loan production, or
o no periodic evaluation required to ensure the sample
« astatistically valid sample of all monthly loan production.

sizeis valid
Both samples require the lender to randomly select o tends to strike the most balanced use of QC resources for
loans. Knowing which sampling method is best for your smaller production populations

organization is essential to efficiently allocating your = produces results that can be used to extrapolate loan

QC resources. quality conclusions across the entire book of business

© 2023 Fannie Mae Beyond the Guide 23



Post-Closing Quality Control

+ The statistical sampling method is generally
advantageous for lenders with annual production of more
than 3,500 loans. Benefits of this sampling method include:

o produces statistically valid results that can be used to
extrapolate loan quality conclusions across the entire
book of business with different confidence and margin of
error factors

o for lenders with a consistent defect rate, produces a
predictable monthly sample that does not vary due to
large swings in production volume.

If the statistical sampling method is used, at a minimum, the
statistical sampling model (variables) must be calculated
using a 95% confidence level with a 2% precision rate and a
statistical statement of a maximum of six months. Lenders
with strong risk management controls frequently use a
three-month (Fannie Mae recommended) or one-month
statistically valid statement. This strategy increases the
sample size, reduces the margin of error, and provides a
more accurate view of the quality of the overall book of
business over a shorter period. Arandom sample must
contain a minimum selection count that will still provide a
meaningful monthly review. Statistical samples can generate
smaller sample sizes with more precision; however, a notable
misstep is being dismissive of results that identify only one or
two defects. Mitigate this risk by setting a minimum floor on
your sample size. Whether you choose the 10% or statistical
sampling method, a full-file review must be completed.

Although these samples have
specific attributes that influence
their selection, full-file reviews

are still useful in testing for
known and unknown risks and
can provide information to assist
in action planning.
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Discretionary or targeted sampling

Discretionary selections supplement a lender’s random
sample. The purpose of a discretionary sample is to identify
and test loans that may pose unique or elevated risks
and validate that certain controls and processes are
working as intended. This supports the overarching

goal of the selection to provide insights on the general

loan production quality. Some lenders perform multiple
discretionary samples for specific individual risks while
others may perform a single discretionary sample with a
group of defined risk attributes. Discretionary loan samples
provide a more surgical approach to loan testing and can
be accomplished through either full-file or component
reviews that are tailored to the specific purpose of the
discretionary testing.

Discretionary review requirements

Discretionary selections allow you to optimize your reviews
and target high-risk loan characteristics identified in your
prefunding and post-closing random selections. The risk
factors utilized in your selection criteria should be current,
relevant, and defined in the monthly reporting. Targeted
component reviews allow flexibility to increase the overall
number of reviews completed on your loan production.

Discretionary full-file sampling strategies

Full-file reviews require reverification of all components.
Below are some examples of when full-file reviews
are appropriate:

« sample targeted to test new hires, new products, and/or
newly implemented processes

+ sample targeted to test at least one loan from all third-party
originators for an annual review

+ selections based on layered risk loan attributes
Although these samples have specific attributes that
influence their selection, full-file reviews are still useful

in testing for known and unknown risks and can provide
information to assist in action planning.
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Discretionary component file
sampling strategies

Targeted reviews allow reverification of only those elements
being tested. Optimizing QC resources while monitoring
many possible risks is always a challenge. As discussed in the
prefunding section, component reviews are an effective way
to accomplish this objective.

Targeted areas may include: m

Validate all required assets from sale of &
property were documented

Loans with complex income calculations
(e.g., rental, self-employed, or short @
history of income)

Confirming borrowers were employed @
at closing

Loans originated / processed through

various business sources, branch offices, @ @
personnel, contractor, third-party

originator, or appraiser

Loans with top defects identified in @
prefunding or investor results

Analyzing root causes for development of

action plans to reduce known defects in @
the future or to test the effectiveness of

implemented corrective actions

Note: Some files may start out with a component review but wind up needing
a full-file review. This highlights the flexibility component reviews can bring to
your testing strategy.

Component reviews typically take less time to complete,
which enables you to cast a wider net over known risk
components, yielding more efficient use of review resources.
Employing component reviews saves time, which may
increase the percentage of loans that can be reviewed
without having to increase staff. Full-file reviews are best
leveraged for loans with layered or broader risk.
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Other data to consider

Continued advancements in the manufacturing process,
along with enhanced reporting capabilities, provide
opportunities to target selections on a variety of data points
to assist in your discretionary selections.

+ Automated underwriting system recommendations
can be targeted to determine if the loan met the
underwriting recommendations.

« Income validation sources can identify calculation
discrepancies.

+ Undisclosed debt monitoring tools can help target loans
with higher DTl ratio concerns.

» Closing disclosure data elements can identify excessive
interested party contributions.

+ Collateral Underwriter® scores and messaging can be used
to assess the appraisal.

«+ EarlyCheck™ identifies eligibility defects that would be
flagged at loan delivery.

Leveraging data to make informed discretionary selections
is a best practice. The prefunding QC section of this guide
addresses sampling effectiveness and defect capture rates
- concepts that can be equally effective in post-closing
discretionary testing.

Leveraging data to make

informed discretionary
selections is a best practice.
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Post-closing QC timing strategy

Mortgage loans must be selected for post-closing QC reviews on at least a monthly basis. Effective as of the September 2023 QC
cycle, the entire QC process (selection, review, rebuttal, and reporting) must be completed within 90 days from the month of the
loan closing.

Example: Fannie Mae required 90-day post-closing QC audit time

Audit cycle stages Day 1-10 Day 11-70 Day 70-90

Prior month’s funded loans selected and prepared for QC review. Initiate reverification

. . 1
process: credit/employment/income/asset, etc. vty

Complete comprehensive file reviews with reverification, remediation, and rebuttals

complete, and sample closed. 60 days

Post-closing monthly QC reports created and published to senior management by day 90. 20 days

The 120-day QC cycle was a legacy requirement that was put into place prior to technology enhancements that allow for a
shorter cycle. Many lenders perform their QC cycles within a much shorter timeframe to get QC results to the business as quickly
as possible. Providing management with results in a shorter time enables senior leadership to action plan and remediate top
issues shortly after the issues have been detected. The example below demonstrates how time frames for each step can be
adjusted to achieve shorter timelines that best practice lenders achieve versus the Fannie Mae minimum required 90-day cycle.

Example: Process excellence 45-day post-closing QC audit time

Audit cycle stages Day 1-5 Day 6-35 Day 36-45 Day 64-90

Prior month’s funded loans selected and prepared for QC review.

L e . . 5 days
Initiate reverification process: credit/employment/income/asset, etc. 4
45-day lift
Complete comprehensive file reviews with reverification, in executive
o 30 days
remediation, and rebuttals complete, and sample closed. management
reporting

Post-closing monthly QC reports created and published to senior

management by day 90. 10days

Start the reverification process as soon as possible - reverifications often require multiple attempts, and an effective QC review
includes having reverifications in the file when reviewed!
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Reverification strategies

The reverification of all information relied upon to
make the underwriting decision is critical to an effective
post-closing QC review process. Benefits to performing
reverifications include:

« validates the accuracy of the data used to support the
loan decision

« provides data that helps ensure the loan is still eligible for
sale to Fannie Mae when irregularities are identified in the
credit or collateral file

Income and employment reverification

+ serves as a preventive control by keeping industry
participants mindful that a portion of loans will be
verified again

+ significantly contributes to the identification of
misrepresentation by finding file irregularities that lead to
identifying individual and systemic fraud schemes.

“Reverification” is confirming that employment, income,
asset, and collateral data used to qualify the borrower is
true, accurate, and justified. Each element of the loan file can
require different methods to ensure complete reverifications.
The following tables highlight the expectations for the
reverification process.

Questions to ask, things to consider, best practices to increase confidence in accuracy

Employment

Was the borrower(s) employed at the time of closing? (Note: Borrower Not Employed at Closing is a top defect cited by Fannie Mae.)

Income Was the income used to qualify the borrower(s) represented accurately?
+ Ifthe employer is not willing to reverify income, ask if they can confirm the amount if provided to them.

Self-employment

Can you verify if a business is legitimate? This is especially critical for self-employed borrowers.

« Tovalidate a business, try one or more of the following tactics (this is critical if the borrower is self-employed):
o Perform an online search of the business address to confirm its existence.

o Look for current business advertisements.

o Search business name and/or phone number via reverse look-up.
o Search state and corporate/LLC business licensing websites (i.e., Dunn & Bradstreet®, Manta, etc.).

4506-C Tax + Upon receipt, reconcile transcripts with income documents used to qualify the borrower(s) and look for discrepancies.
Transcripts + Compare income documents and information (e.g., borrower’s name and address against W-2s) to Form 4506-C to prevent

rejections of the form.
« Tips for success:

> Add checks in prefunding /pre-purchase QC to ensure the signed Form 4506-C is completed correctly.
o Order transcripts as early as possible during the post-closing QC cycle to allow adequate time to receive them prior to the start

of the QC review.

o If using a QC vendor, consider pulling transcripts in-house and sending them to the vendor. Alternatively, if the QC vendor’s
attempt to obtain transcripts fails, ask the vendor to refer the loan back to your QC team for review and a reattempt.

> Ensure QC cites a defect when Form 4506-C can’t be executed. Discrepancies identified during the reconciliation of tax
transcripts versus the income data used to qualify the borrowers can reveal both income and employment misrepresentation.

Social Security /
Disability Awards

Is Form SSA-3288 completed accurately?

+ Pay any fee associated with obtaining this information from the Social Security Administration.

Letter » Perform a routine prefunding QC targeted component review of Form SSA-3288 prior to loan closing. Test for presence, accuracy,
and completeness so that if errors are found, they can be corrected prior to loan closing and funding.
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Source of funds reverification Occupancy reverification

Funds used for down payment, closing costs, and any Avital step to validating occupancy of the subject property
required reserves must be reverified directly with the source is identifying inconsistencies in the loan file that raise

of the original documentation (such as financial institutions questions about the authenticity of the occupancy as

and gift donors). Asset reverification significantly contributes disclosed. The presence of one or more red flags in a file does
to the identification of misrepresentation, highlighting areas not necessarily mean the occupancy is inaccurate, but it
where there may be heightened risk that requires additional should warrant further investigation.

oversight and manufacturing controls.

Questions to ask, things to consider, best Questions to ask, things to consider, best

Reverification Reverification

practices to increase confidence in accuracy practices to increase confidence in accuracy

Assets + Do balances on the reverification bank Occupancy + Check to see if borrowers changed their

Gifts .

statements align with the balances reflected
on the origination bank statements?

Are there any undocumented large deposits?
This is especially critical when reviewing for
undisclosed debts to source the borrower(s)
down payment.

Do payroll deposits align with the income
documentation used at origination?

This can be helpful in determining if the
bank statement has been altered from its
original state.

Is the borrower an account holder on the
reverification bank statement?

Are there any red flags on the documentation
used to qualify the borrower(s)?

Review bank statements for recent payroll
deposits; the information may indicate a
change in the income level and/or payroll
deposits from a different organization. Expect
high-income earners to have direct deposit.

Do gift letter reverifications support that the
funds were not borrowed?

mailing address shortly after closing or
loan setup.

+ Contact the insurance company and validate
the terms of coverage - has a homeowner’s
policy been converted to landlord policy or
vice-versa?

+ Reverify any lease agreements in the file,
especially on the borrower’s departure home,
to confirm the authenticity.

+ Use MERS® registration to identify potential
undisclosed mortgages: Is the borrower in
the process of purchasing a new primary
home or a new rental? Is the borrower in the
process of obtaining a cash-out refinance on
another property?

« Validate the borrower’s primary
residence with driver’s license, voter, or
vehicle registrations.

+ Confirm whether the borrower has
applied for homestead exemption at the
subject property.

+ Use third-party tools and/or door knockers to
confirm who resides in the subject property.

+ Review the servicing notes to identify changes
to the mailing address or indications that the

Having insight into your reverification results is imperative to . L
occupancy is not accurate at origination.

the overall success of your QC program. Asset reverifications s Tedsayeuidne O s adised
provide valuable information on the overall risks facing your to the subject property.
organization and allow your QC department to proactively

mitigate these risks.
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What to do when reverifications are not returned

Despite your best efforts, there are times when reverifications do not get returned. In those instances, other
activities can provide a level of assurance that the information used for the lending decision was accurate. The depth
of additional due diligence and time spent should take into account the likelihood of a potential issue or indication of
red flags. See Beyond the Guide Section 4, Red Flags, Fraud Detection, and Managing Risk Tools, for more detail.

Questions to ask, things to consider, best practices to increase confidence in accuracy

Employment « Email the borrower at his/her work email address to request a reply.

« Obtain the borrower’s employer’s work number from the internet and call to speak to the borrower.
+ Use social media to look for evidence of borrower job changes.

+ Review bank statements for recent payroll deposits; the information may indicate a change in the income level and/or payroll
deposits from a different organization. Expect high-income earners to have direct deposit. Do the asset amounts align with what
is expected for the income level?

« Review the credit report; is the employer listed differently from what is disclosed on the application?

Income « Recheck Social Security withholdings on paystubs and W2s in the loan file (confirm correct percentage through IRS.gov).
« Review the credit report; is the employer listed differently from what is disclosed on the application?

« Review bank statements for recent payroll deposits; the information may indicate a change in the income level and/or payroll
deposits from a different organization. Expect high-income earners to have direct deposit. Do the asset amounts align with what
is expected for the income level?

« Search websites such as Glassdoor.com or Indeed.com for salary ranges for the borrower’s profession, which might raise a red
flag that warrants further investigation.

« Check websites for state and federal employee salaries that are public records (i.e., teachers, police officers, city workers, etc.).

4506-C Tax + Track attempts to obtain transcripts and the IRS rejection reasons (e.g., sent date, receipt date, rejections; by branch, originator,
Transcripts third-party originator).

« When transcripts are not received, document the attempt and the rejection reason in the QC file.
+ Review periodically for trends (higher level of failures for certain staff or origination sources).

« Ifatrend of failed attempts is identified, conduct a component discretionary QC sample targeting the trend characteristics. Focus
reviews on income only and obtain tax transcripts.

+ Investigate the root cause of all rejections and implement a corrective action plan, when necessary.

Assets « Do payroll deposits align with the income documentation used at origination? This can be helpful in determining if the bank
statement has been altered from its original state.

« Isthe borrower an account holder on the reverification bank statement?

« Are there any red flags on the documentation used to qualify the borrower(s)? (See Red Flags, Fraud Detection, and Managing
Risk Tools section.)

« Do the asset amounts align with what is expected for the income level?
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Reverification tracking: a powerful
QC review tool

A reverification tracking system is a highly recommended
best practice and can be a very effective tool for optimizing
your overall reverification success rate. Aggregating
reverification data helps organizations be more effective in
several ways. First, from a risk management perspective,

it can help identify different parties (loan officer, branch,
broker, correspondent, etc.) with reverification return rates
significantly lower than average. This can indicate a potential
discrepancy worth monitoring or investigating. Second,
from a review efficiency perspective, tracking average return
times for reverifications can help optimize your process

to ensure reverifications are present at the start of the file
review process, allowing for fewer touches in post-closing
QC. Capturing even a couple of unique data elements from
the reverification process can provide important data for
your organization.

A tracking system should capture:

« date the reverification was sent,

+ target receipt date based on average turn times for
the entity,

+ follow-up date based on the average number of days
needed for processing,

« second attempt sent date,

« date each reverification was received.

Optional information to capture could include the name
of underwriter, processor, loan officer, branch, third-party
originator, employer, and/or financial institution.

Loan-level reverification information can be summarized to
show the overall success rate, as well as to highlight potential
reverification inconsistencies or anomalies, which can be
investigated and corrected.

Example of a reverification tracker summary report

“

Rolling 3-month

E

Asset

o 184 152 82.61% 4
Gift letters 13 9 69.23% 1
L"::u';een ation 196 187 95.41% 11
Employment 190 175 92.11% 2
IRS transcripts 87 83 95.40% 3
Credit reports 101 101 100.00% 0
Field reviews 11 11 100.00% 4
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Discrepancy Ordered | Received Discrepancy Discrepancy
rate rate

2.63% 389 303 77.89% 9 2.97%
11.11% 27 22 81.48% 5 22.73%
5.88% 553 514 92.95% 18.00% 3.50%
1.14% 537 494 91.99% 13.00% 2.63%
3.61% 235 224 95.32% 13.00% 5.80%
0.00% 286 276 100.00% 1.00% 0.35%
36.36% 29 29 100.00% 6.00% 20.69%
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Example of discrepancy tracker report

October Total
discrepancies issues

Assets 4 Assets Not Supported (3); Account Does Not Belong to Borrower (1)
Gift letters 1 Donor Did Not Sign Gift Letter
Income 11 Income Not Supported (9); Income Statements Fraudulent (2)

documentation
Employment 2 Borrower No Longer Employed (2); Borrower Time on Job Inaccurate- Missing Full Two-year History (1)
IRS transcripts 3 IRS Code 10 Reject

Value Not Supported- CURS 3.5 (1); Use of Dissimilar Comparable Sale(s)- CURS 4.5 and 5 (2); Subject View of Location

Field reviews 4
Reported Inaccurately- CURS 1.5 (1)

Track the success rate for all entities involved in the loan manufacturing process and create an aggregate view to identify
potential areas of risk. Tracking the reverification success rate and capturing key data points enables the QC department to more
easily spot outlier return rates that may warrant a closer inspection. This will help to increase your QC program’s efficiency and
enable implementation of proactive mitigation measures.

Tracking the reverification Next steps - tips for a successful
success rate and capturing reverification process
key data pOintS enables the Efficiency is critical in every phase of the mortgage process,
QC department to more eaSily including post-closing QC. It is more efficient to have all

t tl t t reverifications received before the file is reviewed by
SpO outlier return rates the QC auditor. This allows the auditor to have all critical
that may warrant a closer information available for a one-time QC file review.

inspection. This will help to
increase your QC program's early as possible (i.e., pull weekly throughout the month
efﬁCienCY and enable as loans close; you can sample early even if you don’t start

+ Geta head start by pulling your post-closing QC sample as

reviews for several weeks).

implementation of proactive
mitigation measures.

» Start ordering reverifications immediately after the loan
has been selected for review, increasing the likelihood of
having responses received when your auditor starts or
allowing time for a second attempt.
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« Establish a reverification tracking mechanism for follow up.
o Whatis the overall success rate?
> Do you have target rates in place?
> Do you have indicators to alert you to anomalies?

o Do you have an action plan in place in case of
poor results?

+ Attempt to reverify several times until you are successful.
Fannie Mae has noticed increased success for lenders who
perform two or more inquiries. Once you have successfully
received your reverifications, analyze all documents with a
critical eye. If something doesn’t add up, investigate further.

« If awritten reverification is not received, follow up with a
phone call to try to reverify the information verbally. Be sure
to capture the telephone number, name, and title of the
person who provided the information.

« Having insight into your reverification results is imperative
to the overall success of your QC program. Reverifications
provide valuable insight into the overall risks facing your
organization and allow your QC department to proactively
mitigate these risks.

Resources

Selling Guide D1-3-01
Best practices for income and employment verifications

Guidelines Related to the IRS Form 4506-C and Tax
Return Transcripts

QC Self-Assessment Worksheet
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Reverifications serve as a detective and preventive control
in the QC process. They significantly contribute to the
identification of potential misrepresentation, highlighting
areas where there may be an increased risk that calls

for additional oversight and manufacturing controls.
Reverifications provide useful information about a subject
transaction, and aggregated reverification data creates a
powerful tool that provides insights to help you build a more
effective QC process. Aggregating reverification data can
highlight trends and potential risks that you cannot seeon a
loan-by-loan basis.

Reverifications significantly
contribute to the identification
of potential misrepresentation,

highlighting areas where there
may be an increased risk that
calls for additional oversight
and manufacturing controls.

QC Post-Closing Collateral Risk Assessment FAQs
Post-purchase Review Process Overview
Sample Quality Control Vendor Management Documents

Reverifications Tracker Template
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Section 4

Red Flags, Fraud Detection,
and Managing Risk Tools

Selling Guide A3-4-03

One of the objectives of QC is to identify and reduce fraud and misrepresentation that can

occur with any loan purpose or type.

Red flag awareness is needed throughout an organization - from strategic and broad scale (digital testing of entire book) to

tactical (loan-level). Staying alert for red flags through multiple methods and tools is critical. Red flag identification should be

part of both post-closing and prefunding QC (PFQC) processes, but PFQC is uniquely positioned to support production teams

in identifying and remedying these defects.

Red flags are not just something listed on an automated
underwriting system or credit report or even a mortgage
fraud screening tool. A red flag is “something that indicates
or draws attention to a problem, danger, or irregularity”
(Merriam-Webster - definition as noun). Irregularities can

take many forms.

Strong QC programs assess all files for any irregularities

to determine both the materiality and the cause of each
irregularity. Such causes include human error, process gaps,
data irregularities, misinformation, misrepresentation, and/
or fraud. Human errors are likely to be isolated. Irregularities
can be surfaced through use of digital technologies (fee

or no-fee) or simply by comparing similar data in various
locations throughout the loan file (e.g., borrower Social
Security number is consistent on all documents in the loan
file). Misinformation can be corrected through confirmation.
However, multiple instances of error and misinformation
may indicate misrepresentation or fraud.
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Consider the various methods available for detecting
red flags:

Red flag detection sources

DEYTERELG BV Manual observations/
Automated systems s .
tools validations

Desktop Fraud detection Reviewing documents

Underwriter® (DU®) software forinconsistencies
Pattern Written or verbal

Collateral . I
recognition reverification of

Underwriter® (CU®) . )
software information

Online search
engines to identify
corroborating
information

Data validation/
Credit Reports reconciliation
software
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Considerations What are some types of digital information that QC can
validate/monitor?
+ Consider tracking and trending observed red flags to

look for patterns - all red flags that are cleared should be Borrower email Are emails from the borrower coming

documented, including how they were cleared and red flag address from the email address provided on the
loan application? Is the borrower’s email

source (e.g., production channel, parties to the transaction
eg.p P ’ address consistent throughout the file?

red flag types).
« Alldiscrepancies should be adequately addressed and not IPaddresses Ifavailable, compare borrower public IP
] ., address to current location and subject
assumed to be “just an error. property location to identify discrepancies.
« Documentation provided to address discrepancies should ) . ) )
. . . Accuracy of third- Are digital calculations performed by third-
be reviewed with extra scrutiny. party calculations party tools being performed correctly?

Periodic testing of calculations can reveal

+ Perform a final overall loan assessment after completing contradictory and conflicting information

all validation checks to ensure the loan makes sense in

its entirety.
Considerations
. . . + Beon the lookout for digital solutions that can enable QC
New I'lSkS and solutlons ma to be more effective (think automated fraud tools). Watch
digital world for new solutions to automate lower-risk data accuracy

elements, leaving human resources free to perform more

Every day more of our business is conducted in a digital .
complex reviews.

environment. Digital tools that have been in the marketplace

for years, such as optical character recognition, are being » CAUTION: Digital solutions also have limitations - it’s

upcycled and paired with artificial intelligence for new imperative that lenders know and control for those

uses in the mortgage industry. Many loan origination limitations! Think of adaptive cruise control on cars. This

systems capture digital information so that conveniences technology can maintain safer cruising distances or brake

such as e-signatures and digital verifications of income, faster, but drivers still need to keep their eyes on the road.

employment, and assets can yield efficiencies for both Over-reliance on any technology solution can cause more

!
lenders and consumers. However, these new environments harm than good!
present new risks and challenges that organizations should + Keep up with new or enhanced digital solutions deployed

respond to. within operations - adjust testing as needed.

Be on the lookout for digital solutions that can enable QC to be more

effective. Watch for new solutions to automate lower-risk data accuracy
elements, leaving human resources free to perform more complex reviews.
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Tools for the job

Leveraging technology tools can be an effective way of
identifying risks in your book of business. Examples of tools
include various mortgage industry fraud detection tools,
Fannie Mae’s CU, and lender-developed proprietary tools
for scrubbing internal data. Using tools such as these to
surface red flags and elevated risk can be helpful to identify
loans that should be sampled. Other tools exist that can
also be helpful, but to ensure you are selecting the best
tools for your organization you should develop a method for
selecting, testing, and monitoring the efficacy of the tools
you use.

Considerations for effective implementation
and use of tools

Effective implementation of automated risk tools requires a
thoughtful approach. Below are some thoughts that should
be considered when implementing a new tool or evaluating
an existing tool:

« Maximize the effectiveness of any automated risk and
data-screening tools by ensuring, when possible, they are
deployed across all loan production.

+ Automated risk and data-screening tools complement, but
do not replace, a comprehensive prefunding QC program.

+ Ensure any automated tool is customized for your
company’s desired controls before use. Out-of-the-box
settings typically do not align with a lender’s unique risks.

Resources

Fannie Mae’s Mortgage Fraud Prevention page
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« The output of your tools should promote action that
reduces a “check the box” approach.

« Consider integrating your tools into your loan origination
system. Integration creates an opportunity for strategic
loan selections and system hard stops for loans with
defined eligibility, compliance, or fraud flags.

« Ifautomated hard stops are not possible, implement a
funding condition or post-funding review process to ensure
loans with unresolved eligibility, compliance, or fraud flags
do not get delivered to investors.

+ Define clear escalation paths for when the tool identifies
flags or alerts, including individual management-
level authorities.

« Ensure reporting, evaluation, and oversight of tools are
independent of the origination and underwriting staff.

« Monitor false positive levels for tool efficiency. Adjustments
to testing parameters should be considered to ensure
the proper balance between defect identification and
false positives.

+ Tools can fail or have gaps. Continuous monitoring of
results may reveal deficiencies and highlight opportunities
for tool enhancements and improvements. Continue
to think of ways the tool can fail and how to fill those
gaps operationally.

When utilizing a tool(s), it is important to understand each
tool’s strengths and weaknesses and where gaps or blind
spots may exist. This will ensure the right tool is being used
for the intended purpose.
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Section 5

Collateral Risk Assessment for
Prefunding and Post-Closing QC

Selling Guide D1-3-04

Focusing primarily on credit aspects of loan files and minimizing appraisal reviews can
result in a significant loan quality gap.

When looking at industry collateral QC processes and the results of lender reviews, there is a significant difference
between how many in the industry perform collateral quality control and Fannie Mae’s view of collateral quality
risk. Acceptable and adequate collateral is a critical element of a quality loan. Accordingly, the appraisal/collateral
assessment is a critical component of QC reviews.

The appraisal/collateral assessment An appraisal review can be broken into four components:
has three objectives:

. Reconciliation
Ensure the data in the .
1 Ql‘é Are the most relevant comps given the

appraisal report Is accurate. most weight in reconciliation?

A 2 4
Adjustments
{ Are adjustments based on typical

market reaction?

Address any Collateral .

3 e o Comp selection

Underwriter® (CU®) or Are the selected comps representative

other collateral tool flags of the subject property?

and messages.

= Data integrity
- Are physical attributes and transaction
terms accurately reported?

Confirm the property value
is supported.

The Components of Appraisal QC pyramid shows that all of the other components rest on data integrity. Since data integrity is
the foundation of the appraisal, much of the collateral assessment should focus on validating the appraisal data.
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Data integrity Adjustments

+ Isthe subject property described accurately, (is it the right « Assuming data integrity and comparable selection are

property) and does it meet the loan eligibility requirements?

+ Inaccurate data on the subject or comparable sales can
result in significant errors in adjustments or the final
reconciliation of value.

Comparable selection

« The market approach studies recent sales of similar assets,
adjusting for the differences between them.

« Amarket approach is only reliable if the most
representative comparable sales are used in the analysis.
Itis important to see if the appraiser has done this and
supported their selections.

Reconciliation

+ Allthree of the other components can be on track but still
result in an unsupported value if emphasis or weight is
placed on the least similar sale. Appraisers must consider
all completed analysis accurately by weighing the most
relevant comparable sales to properly support value.

Performing this review requires reliable sources to validate
the data provided in the appraisal. To assist lenders in
performing a comprehensive review of data elements in
the origination appraisal, Fannie Mae provides Form 1033.
Although lenders are not required to use Form 1033 in

their reviews, it can serve as a framework for validating the
underlying data elements that are used to determine value.
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spot-on, there are likely differences between the subject
and the comps. This means the appraiser needs to make
“market based” adjustments to the comparables selected,
to reflect how a typical buyer would react to the difference.
Measuring market reaction has always been a core
responsibility of appraisers.

The quality of the adjustment component is critical because
if the appraiser provides accurate data (data integrity) and
uses the most relevant comps (comparable selection), they
can still have an unsupported appraised value if they don’t
make accurate, market-based adjustments.

To assist lenders in
performing a comprehensive
review of data elements in
the origination appraisal,
Fannie Mae provides Form
1033. Although lenders are
not required to use Form

1033 in their reviews, it can
serve as a framework for
validating the underlying
data elements that are used
to determine value.
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The table below provides some of the tools currently available to assist lender reviews:

_

CU web application

If you are not currently using CU in your operations and quality control functions, you are at a competitive

disadvantage. 1t’s highly recommended that lenders leverage the CU web application in both the manufacturing process
and QC. CU issues a collateral risk score that can be used to focus on higher risk appraisals, enabling users to identify
appraisals with a heightened risk of property eligibility or policy violations, overvaluation, or appraisal quality issues.
Lenders with strong collateral risk control processes take full advantage of CU and the insights to data accuracy and value
determination that it provides both in operations and QC. Refer to the Collateral Underwriter Learning Center for videos
and more information about leveraging CU’s powerful capabilities to simplify your collateral underwriting and quality

control tasks.

Submission Summary
Report (SSR)

For lenders without access to CU on correspondent loans, the SSR provides a summary of score, flags, and messages that
can highlight potential quality issues. This is actionable information. All appraisals successfully uploaded to the Uniform

Collateral Data Portal® (UCDP®) receive an SSR for each government-sponsored enterprise (GSE) submission. The SSR
contains a summary of the appraisal submission(s) for each loan, the status of the submission(s), and a Document File
Identifier (Doc File ID), which is part of the unique appraisal identifier generated by UCDP. One Doc File ID is assigned per

loan and is the same for delivery to either GSE.

MLS (multiple listing
service) listings

Public records

MLS listings provide detail on most real estate transactions and are used by the appraiser to select comparables and
obtain property data on the subject and comparables.

Most states, counties, and municipalities provide access to real estate property information (deeds, plats, legal

descriptions, tax assessments) online. Data may include general information or access to copies of deeds and surveys.

Information is often free.

Real estate websites

These websites provide visibility to properties that are currently for sale or have been listed and/or sold recently -

sometimes as far back as one to two years. In many cases, exterior and interior photos are available, which provide insight
to condition and quality ratings assigned by the appraiser.

Fraud screening tools

Appraisal review vendors

Some third-party fraud reports include appraisal data.

Multiple vendors provide traditional value-focused reviews such as desk reviews, broker-price opinions, and field reviews.

Keep in mind that regardless of review tools used, lenders are responsible for compliance with Fannie Mae’s collateral risk

review requirements.

By leveraging these sources in conjunction with a
comprehensive review process, QC auditors can perform

meaningful appraisal reviews.

Some lenders have staff appraisers to perform these reviews,
but even without a licensed or certified appraiser, using

a data validation approach can manage risk effectively.
Conducting a complete review of the data and elements

of the appraisal can still control for most collateral risk.
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Appraisal defects, like credit defects, should have areas
of responsibility (AOR) within the lender’s organization.
The AOR can be a staff appraiser, another internal team
member, or both.

Aggregating appraisal defects by AOR provides insight to
appraisers with chronic data integrity issues. This data
can guide lenders to manage their appraisal management
companies or panel of appraisers using data, which helps
drive constructive discussions and improvement.
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If you’re enhancing your appraisal reviews or starting an
appraisal review program from the ground up, here are some
best practices to consider:

+ Understand the significance when validating data elements
in the appraisal. When errors exist, critically evaluate the
impact of a particular data error on the overall value.

« Review your Fannie Mae appraisal quality defects and
calibrate to your own review process to understand what
creates disparate results.

« Develop an appraisal quality scorecard based on appraisal

Target higher loan-to-value ratio loans in prefunding
selections because potential defects could cause a negative
impact to the property value and are more likely to resultin
an ineligible loan.

Use prefunding samples to target loans with high CU risk
scores and appraisal quality flags.

Ensure the collateral risk assessment performed on the
loans in your random post-closing sample addresses the
key requirements described in the Selling Guide.

Leverage Fannie Mae tools, post-acquisition loan review

results, and all other available data to produce loans with
the highest appraisal quality possible.

quality feedback from Fannie Mae and your own QC findings
to help identify specific trends or gaps, and develop training
opportunities or process improvements. + Use the optional Post-Closing QC Collateral Risk Assessment

+ Align your QC review with Fannie Mae’s process; ensure your Analysis (Form 1033) as part of your appraisal QC process.

QC staff is trained to effectively apply available appraisal
tools, including CU. Leverage Fannie Mae’s CU training.

Having a robust and holistic appraisal review programin
place, in both originations and prefunding/post-closing QC,
« Include the CU risk score with the appraisal quality defects can better position your company to effectively manage

in your QC reports to gain additional insight into the appraisal quality regardless of market conditions.

possible root causes of quality errors.

+ Use Fannie Mae’s appraisal quality feedback to target
loans with potential appraisal quality concerns, such as
those with high CU risk scores (2.6 - 5). Feedback sources
include SSRs on appraisal uploads to the UCDP, reports in
Fannie Mae Connect™, and the workflow function in CU.

Resources

Post-Closing QC Collateral Risk Assessment Analysis (Form 1033)
Selling Guide D1-3-04

Collateral Underwriter Learning Center
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Section 6

QC Reporting

Selling Guide D1-1-01, D1-2-01, D1-3-06

QC reporting is the primary way QC aggregates loan-level results to tell the story of how an
organization’'s loan manufacturing process is performing.

The Selling Guide states, “QC reports are a critical component of the QC program.” Prefunding and post-closing reports

should reflect review outcomes, provide reliable data that drive manufacturing improvements, and identify potential future

challenges for the organization’s management. A QC program without effective reporting is like driving without a map. We

know where we want to go — QC reporting is the map that helps us get there.

Continuous
Improvement

Defect/Process
Improvement
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Prefunding
and Post-closing
Results

QC

Reporting

Identification
of Trends

Action Plan

The Selling Guide provides minimum reporting requirements
for prefunding, post-closing, and vendor review results.
Lenders must develop reporting that is effective and
actionable, taking into consideration layout, style, format,
and any value-added information.

So how does a lender determine the format and necessary
information to provide high-value reporting? Reports are
created using data generated by loan reviews. Aggregating
that data results in structured information, which creates
stories about loan quality. The stories should then lead to
action, which includes communication between teams,
changes in processes, and technology upgrades, all of which
enable continuous improvement. A well-crafted QC report
should not be a listing of the loan-level defects found; it
should include key data, important information, solid stories,
noteworthy action, and wins. There are three key elements
of effective and actionable QC reporting:

+ Define your audiences.
+ Create a structure for your audiences.

« Create content that fits into your structures.

We’ll explore each of these areas.
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Define your audiences

The foundation of effective communication is to define and know the audience. There are necessary elements to all QC

reporting, but the information and the level of detail can and should vary based on the focus and needs of the intended

audience. Considering who is in your various audience groups and how they will use the information will inform the design

and richness of content as well as reporting frequency.

The image below illustrates how various lender responsibility areas may receive and use business information differently

based on their responsibilities and functional need-to-know:

Senior
Management

Board/Owners, Executives,

Senior Managers

Critical data:

Key Risk Factors
Defect Trends
Results versus Goals
Narrative Summaries

Format:

High-Level Overview,
Risk Overview,
— Company Scorecard
Frequency:
Monthly

Department
Managers

Production, Processing,
Underwriting Closing/Funding

Critical data:

Frequently-Cited Defects
Defect Trends
Responsible Parties
Actions Required

Format:

Loan Lists, Departmental
Scorecards, Alerts, etc.

Frequency:
Weekly and monthly

Senior management — manage the business

These are the leaders that chart the path of the organization

at a high level. Senior management is hyper-focused on

issues that have a financial impact to the organization, which

includes identifying and managing risk exposure.
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The Front Line

Underwriters, Loan Officers,
Processors, Closers

Critical data:
Frequently-Missed
Defect Trends
Common Calculation Errors
Emerging Risks

Product and Process Changes

Format:

Scorecards, Loan Lists,
Individual Notifications,

— Alerts, etc.

Frequency:
Daily, weekly, and monthly

Critical data

The Back Line

Oversight of QC Program

Critical data:

Calibration Data,
Reverification Success
Rates, Defect Trends,
Implemented Action Plans

Format:

Scorecards, Notifications,
QC Dashboards, Vendor
— Performance

Frequency:
Daily, weekly, and monthly

« Actual loan defect rates compared to target defect rates

« Summary narratives

« Financial impact and top risks

+ Progress on high-value action plans

+ Defect trending

Reports for this audience must be finalized and fully vetted.
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Format considerations

QC reports must tell the story beginning with a concise
description of the key takeaways for that reporting cycle.
Elements can include changes to defect rates, emerging or
continuing top defect drivers, trends, and any area requiring
management action or focus. Supporting information should
identify and predict risk exposure.

Frequency

Monthly reporting cycles are required for this
management segment.

Departmental managers — manage execution

Departmental managers oversee the work done by sales,
processing, underwriting, closing and funding, third-party
originator managers, and other frontline personnel.

Critical data

+ Actual loan defect rates compared to target defect rates
for the company and by area of responsibility, such as
operations centers or underwriting/closing teams

« Summary narratives should have more granularity than
senior management narratives

+ Operations centers or underwriting/closing results
compared to peer results

+ Progress details on applicable action plans may also
be valued

Format considerations

Since the departmental managers oversee departments
and individual employee performance, they require a

more tactical look into the QC results. The ‘big picture’
performance of the organization remains important,

but a view into individual business unit and employee
performance is required to execute on organizational goals.
Preliminary and final reports should include QC scorecards
with top defects, defect trends, responsible parties, action
plans, loan-level review results, and recommendations.
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Frequency

This management segment benefits from having both weekly
and monthly reporting.

Frontline employees — execute day-to-day
operations

Frontline employees, including underwriters, processors,
and closers, perform transactional work required to move a
loan through origination to closing. Information critical to a
frontline employee is centered around the day-to-day work
being done.

Critical data
« Loan-level details with defect narratives

« Comparison to peer team results and goals may be helpful

Format considerations

These reports should keep your frontline staff engaged in
their key goals and metrics. Frontline information must be
presented with enough granularity for the employees to
correct open issues and improve their performance going
forward. Loan lists must show work performed and issues
identified. Individual QC scorecards should be used to
identify areas for improvement, showcase best practices,
and celebrate individual and team wins.

Frequency

Frontline employees will benefit from a higher frequency of
reporting. A weekly or biweekly reporting cadence keeps
individual performance and QC trends at the forefront of
employees’ minds.
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QC team — execute trusted testing

Because QC employees validate transactional work, the
information they need is similar to what’s needed by
frontline employees. Internal QC employees need to be
aware of results, such as reverification success trends,
calibration disconnects, and possible instances of suspected
misrepresentation to ensure consistent, actionable
information is maintained and delivered to management.

Critical data

+ Accuracy or concurrence rates
+ Reverification success rates

« Defect trends

« Calibration results

Creating a structure for your audiences

Format consideration:

QC scorecards work well with internal employees to ensure
accuracy and accountability in the QC process. Since
accuracy of QC testing drives trust in the function, this
reporting must focus on the quality of the loan file review
by tracking concur rates, uncited defects from management
testing, and audit results from investor or internal

audit reviews.

Note: Reporting on the accuracy of QC testing is vital
whether QC reviews are internal or outsourced. In addition to
being a required element of the monthly QC report, including
outsourced QC accuracy rates demonstrates transparency
and assures management that accountability for quality is
the responsibility of everyone.

Frequency

As with frontline employees, frequent granular reporting
is desirable.

The most important aspect of QC reporting is that it is useful for management evaluation and monitoring of mortgage loan

production quality. The best way to ensure the final format meets these criteria is to collaborate with the report stakeholders.
Collaboration provides an excellent opportunity to build reporting that meets business needs and achieve buy-in from all levels
of management. Creating an effective report format for the end user is a matter of understanding the basic requirements, the

informational needs of the business area, and preferences of display (e.g., visual versus narrative).

Right Data
Loan Processor Defect Subcategory Lender Loan Number
Underwriter Severity Level Closer

Loan Officer
Branch Office

Area of Responsibility
Defect Name

Product Type

Loan-to-value ratio (LTV) /
Combined loan-to-value

Investor Program Type ratio (CLTV)

Third-Party Originator Property Type Debt-to-income ratio (DTI)
(TPO) Lender Channel Credit Score
Sample Type Occupancy Type Reverificiations

Defect Category

© 2023 Fannie Mae
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The table below gives examples of metrics your various audiences may find relevant. Given the amount of data, information,
stories, actions, and wins you will include, your report for senior management may be a mere two pages while your report for
your front and back lines may be filled with dense, granular information with page numbers in the double digits.

Metric = monthly defect rate

Selling Guide requirement: Reflect the final defect rate for the results of the current review period (taking into account responses

and resolution of the initial QC findings).

Department management Front/Back line

« Total company gross and net » Total company gross and net defect rates « Total company gross and net

defect rates defect rates

« Defecttrending by credit and compliance
« Defect trending by credit and with comparison to targets « Business unit defect rates and trends
compliance with comparison

« Ifapplicable, channel/investor breakdown « Area of responsibility defect rates

to targets . Business unit defect trends and trends (processing, underwriting,

« Ifapplicable, channelinvestor closing)

« Area of responsibility (processing,
breakdowns A
underwriting, closing) « Individual defect rates and trends

. Loan-level detail + Individual stack ranking

. Business unit stack-ranking « Loan-level detail for reporting period

As illustrated above, the presentation of data can differ for each segment of the report depending on the audience. Different
reporting elements and information can impact not only the granularity of the report, but also the size of the document.
Executive-level reporting may contain a few pages with key metrics and action plans while department managers and internal
QC reporting may have multiple pages filled with very detailed information.

Create content that fits into your structures

Specific defect
trends and severity
distribution by
review type (random
and discretionary)

Defect rates and
trends including

Action plans for
correcting defects

Potential repurchase
activity and financial
exposure

Results summar .
y and defective

processes

comparison to
targets and goals

Common components exist to form a consistent reporting foundation no matter your audit type. These must exist in each
QC report, whether prefunding or post-closing, random or discretionary. Consistency across reports enables each user to
digest the information more easily and communicates key takeaways.
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Results summary

Results summary

The purpose of a summary is to provide readers with the proper context, including the review purpose, selection reasons, and
the description of sample chosen. The summary includes what, when, and why loans were selected - information that supports
decision-making about manufacturing quality and employee performance. This description puts the information in context and
confirms the sample meets internal and investor requirements, such as a 10% sample size or a statistical sample in the post-
closing random review.

Random summary example:
Post-closing random sample

420 loans were reviewed out of 3,960 loans funded in the retail channel. This represents 10.61% of the funded loans. 22 loans
were reviewed out of 152 loans funded in the wholesale channel. This represents 14.47% of the funded loans. The overall sample
is 10.75% of January fundings.

Wholesale random sample

Retail random sample

Loans funded | QC sample QC sample %

Loans funded | QC sample QC sample %

Conventional 1760 10.23% Conventional 12.00%
FHA 550 50 9.09% FHA 5 2 40.00%
VA 370 50 13.51% VA 20 5 25.00%
Portfolio 1280 140 10.94% Portfolio 2 0 0.00%
Other 0 0 0.00% Other 0 0 0.00%
Total 3960 420 10.61% Total 152 22 14.47%

The loans selected for review are clearly stated with the underlying funding numbers included. Management can quickly confirm
the sample meets the 10% standard. Additionally, a comparison of the funding loan types/channels against the random samples
can help confirm the selections are truly random, as the random sample represents the entire book of business.
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Discretionary summary example:

As important as it is to describe the random sample, it is even more important for the discretionary sample because it is
dynamic. It can change from month to month as pockets of risks are actively reviewed or as action plan effectiveness is
measured. Using tables or narratives, the WHY and strategy behind each discretionary sample should be clearly stated. A visual
can facilitate assessment of the results. Explaining the purpose of the strategy drives understanding of the sampling approach.

Post-closing discretionary sample

Full-file reviews for recently hired mortgage loan originators to test effectiveness of CU training conducted in January
(MLOs), underwriters, new brokers, and brokers on watch and February.

for emerging risk in the retail and wholesale channels. . Aself-employment income calculation tool was

« Two new brokers have been approved for delivery and implemented in March. A targeted/component review
will continue to have all loans reviewed in post-closing for of loans using the new tool were chosen to confirm the
the next six months or until 20 satisfactory reviews have tool’s effectiveness.

been completed. « New verbal verification of employment (VVOE) process

Four brokers on watch for emerging risk will continue to implemented four months ago has shown defects in
have all loans reviewed in post-closing until further notice. prefunding reviews. Testing in post-closing to track
improvement after rollout adjustments.

Prior QC results for appraisals with elevated Collateral
Underwriter® (CU®) risk scores drove appraisal selections

Retail discretionary

Review Gross critical defects Net critical defects Gross mod defects Net mod defects

Second home purchases with gifts 4 1 25.00% 0 0.00% 2 50.00% 1 25.00%
New MLOs 38 3 7.89% 1 2.63% 4 10.53% 2 5.26%
New underwriters 25 5 20.00% 0 0.00% 3 12.00% 1 4.00%
Component - self-employed calcs 25 7 28.00% 2 8.00% 2 8.00% 0 0.00%
Appraisals with CU scores >4 16 3 18.75% 0 0.00% 4 25.00% 1 6.25%
Component - new VVOE process 40 2 5.00% 0 0.00% 3 7.50% 2 5.00%

Wholesale discretionary

Review Gross critical defects Net critical defects Gross mod defects Net mod defects

Audit description

Brokers on watch 5 2 40.00% 1 20.00% 2 40.00% 2 40.00%
New brokers 27 3 11.11% 1 3.70% 1 3.70% 0 0.00%
New wholesale (W/S) underwriters 10 1 10.00% 0 0.00% 1 10.00% 1 10.00%
Component - self-employed calcs 24 2 8.33% 0 0.00% 2 8.33% 1 4.17%
Appraisals with CU scores >4 16 1 6.25% 0 0.00% 3 18.75% 1 6.25%
Component - new VVOE process 40 3 7.50% 0 0.00% 4 10.00% 0 0.00%

Displaying the loan counts and defects by discretionary audit description provides information to determine whether the risk
hypothesis was accurate, the sampling strategy should change, and/or action should be taken.
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Finding the “so what” of discretionary reviews

Discretionary and targeted review results should be reported by each audit description so action can be tailored to each
sampling reason. If all types of discretionary reviews are lumped into a single group with a single defect rate, the insight desired
from the specific sampling strategy will be lost. If high-risk loans are grouped in with new broker and recently hired loan officer
loans, the risks identified from each sample may not be readily apparent and opportunities for improvement could be lost.

Wholesale discretionary

Gross critical Net critical
i Gross mod defects | Net mod defects Commentary

count
IS I TR N S B T

ABC broker continues to have critical

Brokers on watch 5 2 40.00% 1 20.00% 2 40.00% 2 40.00% .
defects. Escalate to risk comm.
No trending by new brokers observed.
New brokers 27 3 11.11% 1 3.70% 1 3.70% 0 0.00% el v
Maintain sampling.
No trending by new underwriters
New wholesale 10 1 10.00% 0 0.00% 1 10.00% 1 10.00% gbyne ,
(W/S) underwriters observed. Maintain sampling.
- self- Defects reduced from prior month.
Cisfponeni—o2 24 2 8.33% 0 0.00% 2 8.33% 1 4.17% e
employed calcs Maintain sampling for three mos.
i i Defects reduced since CU trainin
Appraisals with 16 1 6.25% 0 0.00% 3 18.75% 1 6.25% auce , &
CU scores >4 noted. Maintain sampling for three mos.
- Defects reduced from prior month.
tomponent - new 40 3 7.50% 0 0.00% 4 10.00% 0 0.00% . . o
VVOE process Maintain sampling for three mos.

Notice how simple highlighted commentary can help the reader quickly identify what discretionary results require action.

Defect tracking and trending - rates, goals, and categories

Specific defect

Defect rates and .
trends and severity

trends including
comparison to
targets and goals

distribution by
review type (random
and discretionary)

Two key concepts of effective reporting are tracking and trending. These concepts are not exclusive to defect rates or types
but should be applied to all QC data. Building and maintaining a broad spectrum of data provides QC a rich warehouse of data
that can support powerful reporting. The terms tracking and trending are frequently used interchangeably, but they are two
distinct actions.
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Defect tracking

This is the process of selecting specific metrics and attributes
to monitor. Defect attributes include defect severity, category,
subcategory, name, and individual defect rates within a
sample. It can also be helpful to track certain loan attributes
including loan purpose, product, loan to value (LTV) ratio,
debt to income (DTI) ratio, and credit scores (among many
others). Aricher base of tracked data provides information to
analyze and understand defects, which supports root cause
identification and action planning to address the issues.

Defect trending

This is the process of looking at defect categories, severities,
and rates over time to gain insight into the overall defect
rates, types, and severities of the issues identified. Trending
reveals if issues are decreasing or if there are emerging
defects and risks to the organization.

Defect category trending example

Significant Defects Over Time
W Appraisal/Collateral 10
m Assets
m Credit
m Documentation 6
m Employment 5
® Income

Liabilities

m Occupancy

Program Eligibility 0
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For example, if the target defect rate is 3% and actual defect
rate trending has remained at or below 3% over the past

six months, the trend might be interpreted to be favorable.
However, if within that 3%, the defect subcategory driving
these defects is concentrated in self-employed income
calculation and has increased from 0.75% to 2.75% over that
same six-month period, the trend should be interpreted as
an emerging problem that requires action.

Defect tracking and trending comes in many different
formats and views. It is important to know what the
audience needs to see when presenting defect and trending
results. Consider the examples below. These trending
examples provide various views to help managers absorb the
relevant information.

This bar chart identifies defect
categories at a high level and then
assigns a color to the issue, so it is easily
trended across time. A view like this
gives a quick snapshot of the overall
monthly defect trend with enough
granularity at the defect category

level to identify areas of concern. For
instance, this example shows Income is
arising defect category.
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Defect rate trending against targets example

Total Defect Rate Trends (Discretionary and Targeted)

20.00%
18.00% 17.39% ] ) ) ]
Aline graph is useful for trending metrics’
16.00%
. movement over time. In this example,
11.61% the significant and moderate defect rates
12.00% 10.81% displ q . def
are displayed against target defect rates.
10.00% W/\-\MO% play g g
il It highlights when targets are breached
6.00% — and whether trending is acceptable. This
2o 3.87% 3.90% 3.85% style of presentation can be used for many
7+ 00% 2Lk different trends such as overall gross and
— net defect rates or even individual defect
Jan-21 Feb-21 Rolling3 Rolling 6 Rolling 12 trends if sufficient data is available.
——Total SD Rate ~——Total Moderate Rate
— = Significant Defect Target Rate = 4% Moderate Findings Target Rate = 10%

Defect name by severity example

February Defect Trends by Severity

This illustration shows defects by

Income Calculation - Self-Employed frequency and severity. This allows

- . - management to determine what
Liabilities - Undisclosed Liability

processes should be assessed based on
4506-C - Incomplete the number of defects and the associated
risk. In this example, 4506-C - Incomplete
and Liabilities - Undisclosed Liability

have the same frequency of occurrence,

DU Validation Service - Close-by Date Not Met

Income Calculation- Rental Income

Asset Documentation - Missing Pages but since Undisclosed Liability has a

higher severity, this defect should be

Credit - Significant Derogatory Event reviewed first for process gaps.

III'_l '_.
N RN

Loan Application - Data Integrity

m Significant Defect m Moderate Defect m Minor Defect
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Potential repurchase activity and financial exposure

Potential repurchase

activity and financial
exposure

Providing a visual example of the risk of eligibility defects in the monthly QC reporting provides management with a way to
tabulate the cost of poor quality. Much of QC reporting is focused on defect rates, so it can be easy to lose sight of the costs
associated with a defect. Adding a simple table to the first page of the monthly reports can help call attention to the dollar
cost associated with the defects.

Significant defects and financial exposure example

Origination month: Februar # Final significant | % Final significant Total loan Estimated Self-reported
g : y defects defects amount of SDs potential $ loss to investor

e I S N S ™ S B R IS
Conventional 1 1.92% $225,183 $47,288 1
FHA 0 0.00% $- $- 0
VA 0 0.00% S S 0
USDA 0 0.00% $- $- 0
Retail 1 3.23% $225,183 $47,288 1
Wholesale 0 0.00% $- $- 0
Correspondent 0.00%
——
Discretionary full-file 5.13% $426,825 $89,633
Targeted sample 5.56% $342,158 $71,853
—————
Compliance / denied loan reviews 4.35%
Early payment default review 0 0.00% $- $- 0

Total estimated financial loss from self-reports $208,775

This table reflects the final significant defects that were not remediated and require self-reporting to the applicable investor. A factor
for determining estimated loss can be derived through historical and current market costs of repurchasing, holding, and selling at a
discount. This factor can be determined through consultation with a lender’s finance or capital markets teams. This is an effective
method of translating QC defect rates into financial exposure. For this example, the average potential loss is about 21 basis points.
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Action plans for defects and processes

Action plans for
correcting defects

and defective
processes

Action planning is a critical function of the QC reporting process and must be part of the monthly reporting. Hold monthly
meetings to discuss the status of action plans and remediation actions and to confirm that you are achieving measurable
progress. Action plans can be easy to start, but often fail without proper follow-through. Fannie Mae considers action
planning to be a critical component for achieving quality, and we have numerous resources dedicated to the topic.

Post-closing action plan example

1- DEFINE PROBLEM TO BE SOLVED 2- ASSESS ncol' CAUSE(S)
Defects Observed L Solution
Area Responsible for  Solution
Root Cau Priort status Implementation Target Metricls)
Solution Owner(s) z = Bines
Target Date
Internal
Investor Reports
Reports
[ — 100% of Impacted staff attend
i Ittt Training Department CBrown  [Training forall Closers/Funders High In Progress 7/10/22 training and pass a knowledge test
R with 95% accuracy
Wissing or vague at close concitions e o7 puider | VP03t At Closing’ Gift Fund conditin torefect nprogress i Prefunding sample defect rate < 1%
. 80% of lupdated requirements of all asset defects
the transfer at closing
No checks in place to prevent loans
37% of significant asset H
Lo 2y from funding with open At Close Closing e [ e e e High In Progress 7/10/22 Rekblabbontachd
bt High In Progress 5/15/22 Yes Yes leoneitons raanane s desniC exralis ache, pRcioRusce
funds
HoShIcke 1 P o e s System enhancement to prevent loans from fundi 100% of at closing conditions cleared
ystem enhancement to prevent loans from funding at closing conditons dlea
from funding with open At Close 4 0. Explorer High In Progress 2
e MR oPe " that contain open "At Clsing” conditions & o8 b prior tofunding
Processor ceared At Gose condiion = e
Jwithout proper author
15% of Vissing or = o
donor abilty
internal guideline gap regarding donor
nternal guideline gap regarding do o ot stated
Jability requirements
% of dueto [inemal o Mot started
ineligible gift donor leligtie donor criteria

This example provides a detailed defect and remediation path to monitor and evaluate action plan steps. Examples of key elements
include defect(s) needing action, status and status dates, root cause, planned action, action owner(s), success measures, and
validation/retesting plan. It also highlights plans that are past due to ensure appropriate management attention. Refer to Beyond the
Guide Section 7, Corrective Action and the Action Plan.
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Bringing it all together

By combining the foundational skills of audience identification, tracking, and trending QC data to create actionable
information and disseminating the right information at the right time, QC reporting becomes a critical tool to manage quality
and risk. Below are examples that incorporate all the elements of creating QC reporting designed to meet the needs of each
department and management level.

Senior management report examples

Prefunding executive summary example

Scope:

+ The purpose of the prefunding sample is to identify any company or investor eligibility issues prior to closing. Prefunding samples are selected daily from loans
with a clear-to-close status. All significant defects are corrected prior to closing. Results are analyzed for trends and may result in an action plan.

Prefunding Sample:

+ Full file reviews are selected based on the following high-risk characteristics: Investment properties, Loans with DTI> 43%, High-risk fraud score, TPO
lenders, on watch list, Underwriters hired within 90 days, and Underwriters on an action plan.

- Component targeted reviews were sampled with the following characteristics: Self-employed borrower, and loans triggered by the UDM tool.

35.00%
3 30.00%
25.00%
& 20.00%
4 15.00%
10.00%
2 5.00%
0 0.00%
May-20 Jun-20 Jul-20 Aug-20 Sep-20 Oct-20 Now-20 Dec-20 Jan-21 Feb-21 Mar-21 Apr-21
mmmm Targeted Full File # S0's mm Component Review # S0's e Pl File % S0°5 Component Review % S5D's
May-20 Jun-20 Aug-20 - Det-20 Nov-20 Dec-20 Jan-21 Feb-21 Mar-21 Rolling 3 = Relling 6 | Rolling 12
Total Closed Loans 483 326 486 17 405 465 348 354 30 395 3 319 1105 2117 4699
Loans Reviewed 106 72 104 &9 86 101 74 76 66 85 84 70 239 455 1013
Targeted Full File 50 &1 it 75 73 &85 62 64 56 72 T 58 202 354 836
Component Reviews 16 11 16 14 13 16 12 12 10 13 13 11 kT T 157
Targeted Full File
# Significant Defects 5 3 5 1 2 2 1 5 2 [i] 4 [ 16 24 42
% Significant Defects 5.56% 4.92% 5.68% 1.33% 2.74% 2.35% 161% 7.81% 3.57% 8.33% 5.683% 10.17% 7.92% 6.25% 491%
# Moderate Defects 3 3 12 8 11 4 12 & 7 4 [ 4] 18 43 a4
% Moderate Defects 3.33% 4.92% 13.64% 10.67% 15.07% 471% 19.35% 9,38% 12.50% 5.56% 8.45% 13.56% 8.91% 11.20% 9.81%
Component Review
# Significant Defecis 1 3 2 2 1 2 1 2 3 3 2 3 3 14 25
% Significant Defects 6.25% 27.27T%  12.50% @ 14.28% 7.69% 12.50% 8.33% 16.67%  30.00% 23.08%  15.38% @ 27.27%  2162%  19.72% 15.92%

This prefunding senior management summary report contains audit description, sampling logic, current month’s loan counts by funding,
full-file and component sampling, and gross defect rates by review type. Additional elements are still necessary, but much of the required
elements are displayed on one page.
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Prefunding executive summary example

12-month Significant Defects by Category
0 5 10 15 20 25 30

AppamstCottert [IEN
fesets N
Crede HEN
Decumentation B
ezt

Occupncy N
Program Exgtity [l

Significant Defects Over Time

Map2d  Jndd Ju30 20 020 Mow Ded0  andi  Febdt Makt

®ApozalColotend ®Azzats Credt «Dotumeriolon SEmgloyment Wincom: WLibltor wOscupancy ®Frojram Elgtity

Employment Delfecls

For the most recent rolling 12 months
Income related defects account for 36%
of all significant defects and have seen a
signicant increase in the most recent 3
menth period. Seif-employed calculations
are the bigges! driver.

Employment related detects account for
21% of all significant defects, driven by
self-employed VOES.

Income Calculation Defects

*SelfEnployed  +Renlal ~Bonus - Salary  + Refineeneed =Masing VOL Sett-Lmployed VOL * Lepioyment Hstory

Post-closing executive summary example

Scope:

« Post-close reviews for February 2021 origination period. The purpose of post-closing reviews is to ensure loans originated meet company and investor guidelines, analyze for defect trends to
help identify root cause, and recommend actions for improvement.

+ Defect Severity Classifications:

« Significant Defect (represents investor eligibility issue); Moderate Defect (represents investor or intemal guideline violations); Minor Defect (internal tracking or overiay)

PostClosing Random Sample:

- Gonventional loans are selected based on a stafistical sample with a 95% confidence level and a 2% margin of error on a rolling 3-month basis. The assumed defect rate is based on the
greater of a rolling 3-month average or 2%. For the month of February, a 2% defect rate was used. FHAVA/USDA loans are Selected based on a 10% sample of closed loan volume

« Atotal of 62 loans were selected for the February origination period from a pool of 395 loans. The final significant defect rate was 1.61% as a result of 1 loan cited with a significant defect.
This is an increase from the January rate of 0%. The rolling 3-month rate is 1.66% and is above the target defect rate of 1.50%.

Post-Closing Discretionary Sample:

- Discretionary full-file sample is selected based on certain risk factors. For the month of February, loans were selected for seft-employed borrowers, AUS loans with DTIs greater than 43%, and
TPO lenders on watch list

* Atotal of 38 loans were selecled as part of the discretionary full file sample. The final significant defect rale for February was 5.13% as a result of 2 loans cited with a significant defect. This is
an increase over January of 3.23%. The rolling 3-menth rate is 3.81% and is below the larget rale of 4%.
+ 18 loans were selected as part of the targeted component sample focusing on rental income calculations. The final significant defect rate for February was 5.56%

rigination Month Total Loans | Total Loans Selested | _#OTOsS Gross #Final al | #Moderate | % Moderate
“ebruary 2021 Funded Selecled Significant | Significart | _ Significant | _ Significant Defects Defects
2 0% | 3 a8 | | 4 |

Post-Close Random Sample 395 1 161

Total Loan

225183 §

| | | | | | | | |

Comentons! e = 1840% 2 amme | 1 | rewm 2 a8 |5 zeum|s v_a.a| B
FHA - 51 3 1% 1| eem ) 0.00% 1 1887 B -

; Eess s cemsaEas

USDA ‘ 2 1 33.33% o “0.0m% o T ook o oo

Rets 2 a1 15.35% 2 a5k 1 EE) 3 526% 25183] 5

Wholes sle. 175 2 105 1 3% [ 0.00% 1 348 - =

Cormes pondent 8 2 11115 [ 0.00% ] 0.00% 1 =0.00% =0
Fost.Close Discretionary Sample | 386 | & | aaw | 4 | 7o | 3 | s | 5 | srme $568.383 § 119,88 |

Dis cretionary Full File ‘ ‘ E] ‘ 987% ‘ 3 ‘ 7o ‘ 2 ‘ 5125 | 4 | w2 |5 zmam(s e
Torgeied Sample 8 456% 1 5585 1 556% 1 ss% |5 soim|s T8m
Other Reviews | | | | | | | | | |
Complisnce  Denisd Losn Reviews. £ A 1 ) 1 e [} 00% |5 s : o
e S S T~ - S— T S—
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This report example strikes a good
balance, including defect trending and key
learnings that identify areas requiring an
action plan. These are senior management
reports so the format should be concise,
but some granularity is important.

This post-closing report example contains
elements of an executive summary for
both random and discretionary reviews,
including a comprehensive summary

of the results from each sample with
review types and defect classifications.
Also included are gross and net defect
rates, a description of sampling methods
(10% or statistical), and a breakout
between compliance and underwriting /
eligibility defects.

This example also includes a best practice
that displays estimated loss based on
repurchase risks.
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Post-closing executive summary report sample

Post-Closing Executive Summary Report Sample — Random Summary

[Random sample Jan21  Feb2t Rolling3 Rolling6 Rolling 12 Random Sample Defect Rate Trends- Rolling 3-months
Total Closed Loans o 395 1089 21 541 2 1000%
Loans Reviewed 58 62 181 369 8y
00

# Gross Significant Defects 3 3 8 15 ) i
% Gross Significant Defects 517%  484% 4% 407% 435% ove

6
# Significant Defects [ 1 3 4 I e
% Significant Defects 0%  161%  166%  108%  132% ¢
#Moderate Findings 2 4 ] 21 . B 200%
% Moderate Findings 345%  64S% 4% 569 S41% =] -
#Minor Findings 5 4 3 3 55 Mar20  Apr20  MayE0  hn20  Jud0  Au20  Sep20  Oct0  Now2d Dec2d  Jan2t  Fendt
% Minor Findings B62%  64S%  TA8%  BA0%  T26% mm # Signifcant Defects - # hloderats Findings s # Minor Findings —— % Signicant Defects- 3mo. —— % Wodsrate Findings- 2mo

February Defect Trends Rolling 3-mo Defect Trends
sevst ocumeniren - nrones T a oS - losey Daterict vt
s 05
Liabiliies - Undisciosed Liabiity [ IEHIN 3
oA ecumertaton issng i [rym——
Asset Documentation - Incomplete: 1 ncome Caleutation - SerEmpioyed [ 2
asset Docurnentation -citFurcs [EIIN 1
Income Calculation - Sdary 1
FHA Documentation Missing | 1
Loan Sppicaton -Dita Iigrly AssetDocumertaton -nconiete 174 ;
= Significant Defect mSignificant Defect
0vS - Close-oy Date ot it | NETI Moderate Defect Loan Application - Loan Officer Signature: ‘Modorala Defot

= Minor Defect

=Minor Defect

Departmental management report examples

Departmental management report - defect trends example

25
20
15
10
s
[

Sy | pergd Wl [ e | i | wuegn | Se0
'
3 a [ 2 3 3
3 [ ° [ [ [ 5
2 [ 2 2 ' 3 2
3 5 s 5 12 ] "
v 1 1 v 1
3 5 3 Fl 2 3 v
1 7 2 1

Severity Level Rolling 3| Rolling 6

Signifieant Defect 1 4 a 17 E
% Significant Defeet 0.08% 3.38% 208% 2.42% 258%
Moderate Defeot 10 ] E3 L "
% Moderate Defect 2.02% Ta8% TI4% 8.12% 7.36%
Minor Defect 13 10 £ k) 182
% Minor Defect 12.50% 8.40% 10.71% 1.11% 10.08%
Total # Defects 24 2 m 182 a2
% Total Defects 23.08% 1033%  2113%  2185% 19.00%
Audit Type Jan-21 Feb-21 | Rolling3 | Rolling 6 | Rolling 12
Random 7 ] 24 56 108
Discrationsry Full File 0 ] E 56 3
Discretionary Targeted T 5 21 0 8
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Rolling 12 month Defect Totals
Property Eighiity | 2
Documentsion 74
Liebiities NN 33
Income f
I
Sulisalulil 100

Elighili 8
nuz] DE(2EI dan21 Fen21 ety .
o 1 o Credit 10
'
- ! : i Compiiance I 3
- 2 £ 2 osets N 25
s i s “
: 1 1 Appreissl &
g
' i

0 5 % 75 100

Area of Responsibility (AOR) | _Jan-21 Feb21 | Rolling3 | Rolling & Rolling 12
Undenwriter 4 7 18 # 89
Processor 11 8 2 51 02
Loan Officer Y 4 18 20 5
Closing 1 2 7 18
Post-Closing/Funding 1 2 4 12
Comphance 2 2 5 13 20
Borrower 0 ] 7
Third-Party 0 2 5
Underwriting Center Jan-21 Feb-1 | Rolling3 | Rolling 6 Rolling 12
Onio 2 3 ) 2 o0
Texss 12 13 a7 08 125
California 10 7 28 00 m

This random review summary includes a
table of closed and reviewed loans with
the number and percentage of defects
for each severity level (upper left). Both
the table and line graph are options for
identifying defect trends over time.

The bottom left graph provides monthly
tracking, and the bottom right graph
shows three-month trending. Defect
categories are clear, easily understood,
and helpful for root cause analysis.

This example illustrates how to look
deeperinto defect trends. The large graph
on the top left is one example of pulling
together trends at the defect category
level. Monthly changes by category are
visible in the 12-month view. The graph

in the upper right shows the defect
categories by count. Because these
reports are designed to get to the root
cause, graphing by the high-level category
is just your starting point. Use this
information to know where to dig deeper.
The bottom tables provide more detail in
a condensed table format, but still show
trends over time.
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Departmental management report - stack-ranking example

This is an example of results by
Underwriter Results underwriter, but can be leveraged for

displaying other parties including brokers,

Underwriter 10 4%
Underwriter 9 - correspondent lenders, processors, and
Underwriter 8 12% loan officers.

In this example, underwriters 3,7, 8,
and 9 have higher significant defect
percentages. By stacking those defects

alongside the moderate findings, it is clear

that a few underwriters are sticking out.

Underwriter 1 . . -
’ This type of display highlights where there

Underwriter  Underwriter  Underwriter Underwriter Underwriter Underwriter Un Underwriter  Underwriter  Underwriter

1 2 3 4 6 7 9 . P oy .
m%of loans with ElgVilo 5% 1% % % % % 1% 12% 1% % might be training opportunities. This data
m % of loans with Findings 10% 10% 23% 13% 13% 11% 18% 12% 17% 10%

can also be used to adjust some targeted
m % of Loans with Elg Vilo  m % of loans with Findings Sampling in prefunding or pOSt-ClOSing

discretionary reviews.

Departmental management report - defect trends example

Defect Trends by Channel

This example expands on the previous

r1] 100008
50.00%
» s0o0s example by providing different cuts of
70.00%
& sooo% data focusing on different origination
50.00%
&4 o channels. Other considerations for
: = : e different cuts might be ...
o k 0.00%
Mar-20 #pr-20 May-20 un-20 k20 ug-20 sep20 oc20 Nov-20 Dec20 mn2L Feb-21
mmtl mmmsis  mcorpndn - iodtms  — Gkerossas - « loan purpose
Defect Severity Retail Broker Correspondent Grand Total
Blncome/ Emplaymment 8 Assets S\unit::::ﬂ'.‘eﬂcts I 7l 30 ¢ OCCU panCy
e | = = = : :
= Documentstion = Froperty Eligibiiity 3
ey Evpmar |6 F— : * Pproperty type
Broker Liabilities 4 4
. I e m * ) = « DTI, LTV, or credit score
Aszets L 2 | Eid |
Credit ] | [}
~HT - : + self-employed borrowers
Income { Employment 38 8 H 46
Liabilities 14 4 = 20
0 10 20 30 40 50 60 70 80 00 100 110 120 130 140 150 180 170 -3 H . H
iz E3 - . n « orany combination of these data points
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Departmental management report - loan level example

Area of
Responsibility

Program Type Channel Defect Severity Defect Category Defect Description Resolution

Assets from the sale of borrower's prior residence was used as a source of the down
payment. Prior to funding condition requested final CD from sale of home. Loan file
did not include final CD.

Missing document was requested and obtained from the borrower.

February-21 Closing/Funding  |Conventional |Retail Significant Defect  |Asset Documentation

Resolved

The underwriter calculated the borrower's salary as $4300 per month. Post close QC
calculated borrower's income as $3900 per month. Updated DTI exceeds AUS
February-21  [Random 489789130 Underwriter Conventional |Correspondent |Significant Defect |Income Calculation |tolerance of 3%. Resolved
Underwriting re-ran AUS with updated income and received an Approve/Eligible
recommendation.

The borrower received gift funds of $5,000, however, the gift fund documentation was
February-21  [Random 456789123 Underwriter FHA Retail Significant Defect  |Asset Documentation |not found in the loan file. When removing the gift funds from assets, borrower is short |Unresolved
funds to close.

The underwriter calculated the borrower's self-employed income as $8300 per month.
Defect [Income Calculation |Post close QC calculated the borrower's income as $7565 per menth. Updated DTI Unresolved
exceeds 50%.

February-21  |Di: i v Underwriter Conventional

Undisclosed auto loan showing on post close QC credit report in the amount of $385
Febi 21 |Discreti 491325485 B ¢ tional  |Retail Sienificant Defect | Liability Eligibili from Honda Financial. e
S et orrower onventiona . lgnifican e fability Eligibility Borrower provided evidence they treaded in old car and old car loan removed from s

monthly liabilities. Updated DTI less that 3% tolerance.

Underwriting credit report reflected a Chapter 7 BK for borrower. 7 years had not

February-21  [Discretional 482256872 Underwriter Conventional  |Retail Significant Defect  |Credit Eligibili Unresolved
¥ &4 g gibility elapsed since the BK was discharged.
The underwriter calculated rental income on property 123 Main St. to be $1180 per
February-21  [Targeted 488663207 Underwriter Conventional Significant Defect  |Income Calculation  |month. QC auditor calculated the rental income to $590. As a result, the calculated Unresolved

DTl is 63%.

This example contains loan-level summary data that departmental management can use for both action planning and developing
individual scorecards. Including all gross significant defects and the resolution status of each loan, along with notes on how the
loan was remedied, is a best practice. Providing this in a spreadsheet can also allow managers to sort the data as needed.

Consider weekly distribution for this reporting. Providing this data more frequently supports real-time feedback, faster
resolutions, accelerated reporting timelines, and potentially reduced errors sooner.

Departmental management report - fraud summary example

Tracking and trending loans with

Fraud Escalation Report confirmed or suspected fraud is a highly

14 o

13 effective way to detect fraud patterns and

11

s - I identify areas of emerging fraud risks.

B || - || = : ;

¢ This example provides month-over-month

5

% I . I . . . I I I trending data of loans escalated to the

0
Mar-20 Apr-20 May-20 Jun-20 Jul-20 Aug-20 Sep-20 0ct-20 Nov-20 Dec-20 Jan-21 Feb-21 fraud department, including the 3-m0nth,
mAssets  mIncome/Employment ~ mOccupancy M Credit/SSN M Liabilities / Undi Debt D i m Watchlist Churning G_month, 12-month breakout. These

Fraud Escalation Report = Apr-20 May20 | Jun-20 Jul-20 5 = % Nov-20 | Dec-20 Jan-21 Feb-21 Categories are examples - lenders ShOUId

oy 2 2 2 ] 2 : 2 2 ! ! o ! define them based on organizational

Income / 3 3 0 2 2 1 7 0 1 0 3 1

Oeclpancy o ! 2 ! d ! 2 ] 0 0 d g preference and need. Additional data

Credit/ SSN 1 0 1 1 1 1 3 0 1 0 0 0

Liabiliies/ Undisclosed Debt 2 0 0 0 0 0 g g 1 5 3 2 points to track and trend include the

D 1 2 3 . 5 1 1 3 2 1 i 1

Watchiit 2 2 1 5 s 7 1 0 2 1 0 0 third-party originator, loan officer,

Chuming 0 0 0 1 0 0 0 0 1 1 1 0 .

borrower, real estate professional, and

geographic area.
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Front-line reporting examples

Front-line report summary example

Front Line Report Sample — Summary

TotalDefoct Rates by Severty This is an example of a one-page summary
o /\\_—’/\/\ with some data points that are frequently
«/—_:\/\_(_\ g g observed and can be important for front-
o e | H line staff. In addition to the defect rate

% Maderats Dafect

The all-up defect rates for February are
trending above company goals. The
significant defect rates are trending below
target for the 3/6/12 periods; however,
mederate rates are trending above target
9/12 self-employed income cakulation
defects for the 3.month pericd are driven
by underwriters not using seff-employed
income worksheet, Underwriters will be
required to attend training.

Fabruary Defect Trends by Severity

OVS- Gl Oate Mot et
[ ———
st Documertaton - Gt Furde KIS
rryr———— : |

Roling 3 Roling &

Roling 3.mo Defects by Severity

VS - Closa-by Date NotMet
Incoms Calculation - Satt Employed I 9

and defect category trends, it provides a
summary of key highlights or top defects,
and possible drivers. This insight can
help front-line employees compare their

atitties - Undedored Lissity tticn- Miseing Pages . ,
+ 3newloans cited forclose by date notmet U oLt [ e e e personal results with other employees
fokthe iohiof Eebriery, Tiis W an' iome cokuson o o IS Lt -ty P Cocors.
improvement over previous months, Action - . .
plan & ongong S e Ducumortaton G KRS results, which can promote conversation
= Undisclosed liability defects continue to be Astet Gocumentation - Incomplete 1 06T Iomoke

driven by borrower behavior. UDM tool
changes made in October 2020
Operational changes made in November.
Action plan continues to be monitored

 Cakcubtisn

ury [

Azt Documertain. Wsding
Fages ¢
ORI ——— |

= Signfcant Defact
Moderate Defect

aMiner Detact

Incoms Documantaton - Msaing [

= Signifcant Defect
FHA Documartation Mesng Moderate Dofect
Credi- Siificant Devogatory Evert

or highlight training opportunities not
otherwise visible in the loan-level data.

Adset Documantation - Incomphite |1 i
Front-line report peer stack-ranking example
Underwriter Results by Significant Defect Rate
Underwriter 8 I o . . .
This stack-ranking chart has dual benefits
Underwriter 9
Underwriter 7 of allowing employees to see where they
Underwriter 3 rank among peers and driving a desire for
nderwriter 5 [ f . .
underwriter improved performance. As with previous
Underwriter 4 I S O 2 .
examples of stack-ranking reports, these
Underwriter 1 I RO
Underwriter 10 T SR can be used for counterparties in third-
Underwriter 6 IS O party origination channels, origination,
nderwriter . .
Undaretier? N QC, or other operational functions.
[ 0.05 0.1 0.15 0.2 0.25 03 035
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m % of loans with Elig Defect

m % of loans with Moderate Defect
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Miscellaneous reports

Post-closing vendor review example

= Qualily Conlral reviews oll loars with o significant defect s 10% of B emaining loans Tom both the Rundoon and Dizoetionuy
sampla redewad by post-cose (05 vandor Loans ara salactad for resdew the manth follmdng vendar complation

= Werrhor reviess wete compleled limely ond issued ol reeerifcalions e reguired. Lenders ChOOSing to outsource their
| QC reviews to a vendor must produce

Wandor Review Sample 13 104 1 .

e + = = = a monthly report. This report should

5 Revinnd 12308 I 13% 1264% ke reflect the result of QC’s review of a

Ve Ralings Vendor | Conear ek Concui Veridor o Vendor | Contur .

Significam 6 4 ° 4 7 7 19 sample of the vendor reviews.

Maodeiale 3 | 2 [ 2 1 2 10 | -

Mirsar 3 3 4 3 3 ] 10 i ) . L

Ho Dofens 2 7 1 ] 3 3 1 3 This example displays the minimum

(UL AS LN FiEL L 5 iS5 required elements in an easy-to-

= BB% of the signilican] defects for e most recenl 3 muntbrs whers lander concared. 3 loans dled wilh defeds

= I e ciled with defocts relaied bo income calodation dlgeSt table that can drive lender

= 1 losn cited with dedact nalabed 1o miscalculaton of bomcwars monihly liablitles action When trends Of unacceptable
= d muderabe detects ciRed tor the reling -mantha ere relabed te incoms calculation issuss.
« 7 far mizcaloiation of s cmplayed ncome accuracy are observed.

= 1 cited for miscaloulation of remtal income

Reverification tracking example

QC must track all reverifications sent,

Miscellaneous Samples — Reverification Tracking

but many benefits can be realized

February 2021 Rolling 3-month b idi hi . f
ottt Ordered | Received  “Cppor™  Disorepancy | Dacbi  Ordered  Received  per®  Disorepancy | Doy y providing mo nt y summaries o

Asset Documentation 184 152 8261% 4 263% 389 303 77.89% 9 207% reveriﬁcation reSUltS. ThIS eXample

Gift Lefters 3 9 6923% 1 1.11% 27 2 81.46% 5 2273% . . X

Income Documentation 196 187 95.41% 1 5.88% 553 514 9295% % 350% dISplayS numbers of reverifications

Employment 190 175 211% 2 1.18% 537 494 o1.99% 3 263% .

IRS Transcripts &7 83 95.40% 3 361% 235 2 95.30% 3 580% sent by categories, response rates, and

Credit Reports: 101 101 100.00% 0 000% 286 286 100.00% 1 035% . . .

Field Reviews 1 11 100.00% 1 5.09% 29 29 100,00% 4 13.79% dlscrepanCIes. This can be valuable

Reveriications with Discrepancies: information for identifying irregularities

: ::Te::::i:t::l;:‘".:i?;r;:ls::::med (3); Account does not belong to borrower (1) in expected success rates. When broken
+  Income Documentation: Income not supported (9); Income statements fraudulent (2)
+ Employment: Borrower no longer employed (1); Borrower job titie inaccurate (1)

- IRS Transcripts: IRS code 10 reject (3) centers, it may identify outliers that

+ Field Reviews: Value not supported

down by loan officers or operations

reveal emerging concerns.
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Self-report tracking

Lenders are responsible to self-report loans that do not meet the Selling Guide requirements. This process can fall to various areas
within a lender’s organization, but it is critically important to make sure self-reporting obligations do not fall through the cracks. Below
is an example of self-reporting tracking. For this report, the dates are key and additional commentary may be necessary if there are
delays in the process.

Self-reporting tracking

Loan Investor Defect date Self—reE)ort Self—re'portlng Completed Comments
number deadline responsible party date

Business unit has not self-reported per investor

guidelines and is unresponsive to requests.

45U704 Fannie Mae 12/30/20 1/31/21 Business Unit Open . i .
Escalated to Executive Vice President (EVP) -
Risk for additional action.
12C456 Fannie Mae 1/31/21 2/28/21 EVP Risk 2/15/21 None
i . . Business unit continuing to remediate. Follow
45B555 Freddie Mac 2/28/21 3/31/21 Business Unit

up at deadline.

Final considerations

« Examine the format of your current reporting and ask > Are we implementing action plans to prevent the defects
yourself these questions: from occurring in the future?

> DoourQC management reports target the different + Discuss the reporting formats with each of the management

audiences within our organization? teams to confirm they are getting actionable insights. If
o Do the reports provide appropriate detail for not, do not be afraid to ask for their assistance in designing

each audience? new reports.

o Are we identifying defects and addressing the

root causes?
Resources
D1-3-06 Lender Post-Closing Quality Control D1-1-01 Lender Quality Control Programs, Plans,
Reporting Requirements and Processes
Reverification Tracker D1-2-01 Lender Prefunding Quality Control

Review Process
Action Plan Template

D1-1-02 Lender Quality Control Staffing and

Sample QCVendor Management Documents Outsourcing of the Quality Control Process
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https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-3-Lender-Post-Closing-QC-Mortgage-Review/1049146091/D1-3-06-Lender-Post-Closing-Quality-Control-Reporting-Record-Retention-and-Audit-08-07-2019.htm
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-3-Lender-Post-Closing-QC-Mortgage-Review/1049146091/D1-3-06-Lender-Post-Closing-Quality-Control-Reporting-Record-Retention-and-Audit-08-07-2019.htm
https://singlefamily.fanniemae.com/media/document/xlsx/reverification-tracking-process-and-templates
https://singlefamily.fanniemae.com/media/document/xlsx/action-plan-template
https://singlefamily.fanniemae.com/media/document/xlsx/sample-quality-control-vendor-management-documents
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-1-Lender-Quality-Control-Process/
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-1-Lender-Quality-Control-Process/
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-2-Lender-Prefunding-QC-Mortgage-Review/#Reporting
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-2-Lender-Prefunding-QC-Mortgage-Review/#Reporting
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-1-Lender-Quality-Control-Process/
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-1-Lender-Quality-Control-Process/
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Section 7

Corrective Action

and the Action Plan

Selling Guide D1-1-01

What does corrective action mean? Corrective action is the process of identifying and fixing
the root cause of a problem to prevent it from happening again.

Common industry terminology for this process is problem-solving. This approach helps focus ideas, prioritize tasks, and

allocate necessary resources to achieve goals. True corrective action goes beyond loan-level correction or system upgrades.

It is a systematic method of using data to define the problem, assess the current state root cause(s), develop and execute

solutions with defined success measures, and test and monitor the effectiveness of the implemented solutions.

What is an action plan?
Action plans are:

+ tangible documents intended to identify the steps that
need to be completed, track due dates and priorities, and
record potential roadblocks and resources required

+ required by Fannie Mae to be included in your monthly
senior management reporting to help senior management
know the progress of all your corrective action

Corrective action and action plans are Selling Guide
requirements outlined in D1-1-01. This process is not
optional. The Selling Guide also requires lenders’ monthly
QC reporting to include an action plan that addresses
implemented corrective actions for top defect trends. The
action plan needs to include corrective actions and intended
remediation results.

© 2023 Fannie Mae

Shift the way we talk about
corrective action

There is a distinct difference between filling in the blanks
on the action plan document and completing all the steps
necessary to effectively problem-solve and implement
corrective action. Fannie Mae recognizes the need to shift
the way we talk to lenders about corrective action, formerly
referred to as action planning. The value is in the process of
problem-solving while the action plan document facilitates
communication and acts as an artifact to record previous
and ongoing corrective action efforts.

Introducing the problem-solving
process as a continuous cycle

Best practice organizations perform corrective action
exercises as a regular ongoing process and are continuously
working to address top defect drivers in their quality results.
This approach reinforces an organization’s commitment to
producing high-quality loans.
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Observations from the most recent loan volume surge (2019-
2022) indicate that some lenders begin corrective action
once a defect exceeds acceptable risk thresholds. By waiting,
you greatly increase the risk of originating a stockpile of
defective loans. Inaction can also cause the underlying issue
to become pervasive and more difficult to remediate.

1. Define

problem to be
solved

2. Assess

6. Sustain and
continuously
improve

current state
root cause(s)

5. Test and
evaluate
solution

3. Design
solutions

4. Establish
and execute
solution

Stage 1: define the problem

“If I had an hour to solve a
problem, I'd spend 55 minutes
thinking about the problem

and 5 minutes thinking about
the solution”

— Albert Einstein
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Gather and assess data — facts only

The most effective QC programs identify specific problems
that enable your organization to take action to effectively
mitigate risks and allocate resources accordingly.

Establishing a rigorous and disciplined approach to
objectively analyze all factual data is necessary to reach
unbiased conclusions. Do not fall victim to confirmation
bias, which is best described as a tendency to look for,

favor, and recall only information that confirms or supports
previous beliefs or values. Resist coming to the table with
“the solution” before reviewing the facts. It is crucial to leave
opinions and assumptions out of this stage.

QC prefunding and post-closing reports, investor reports,
and repurchase data all contain measurable, comprehensive,
and complete factual data needed to identify and monitor
risks within your organization. QC reporting converts factual
data into concise, actionable information that identifies
current and emerging risks for your business - leverage those
results to define specific problems to solve.

State the problem specifically

Quantify the risk associated with the problem using
language and metrics consistent with your organization’s
risk parameters and thresholds. A well-defined problem
statement articulates to stakeholders within your
organization the scope, the current impact, and future
consequences of failing to solve the problem.

Identify and activate responsible parties:
stakeholder and subject matter experts

QC leaders are entrusted and relied on to quantify and
articulate problems to senior management across the
organization in an actionable and timely way - this is
accomplished through effective QC reporting containing
metrics that indicate when action is needed to address
specific problems.
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Once QCreporting is issued to senior management, QC’s
role in the corrective action process becomes that of
facilitator versus a responsible party. QC will support and
collaborate with the business stakeholders when developing
testing plans validating solutions’ effectiveness and impact
once implemented.

Leadership responsible for loan manufacturing owns

the risk associated with the identified problem; they are
accountable to determine root cause(s) and develop and
implement sustainable solutions to cure the problem. Senior
management must first identify and activate the team of
stakeholders and subject matter experts (SMEs) who will be
responsible for solving the identified problem.

Stakeholders

Subject matter experts

« Aperson who possesses

« Anyonewhoisa
g adeep understanding of

part of, affected by,

Definition . a particular job, process,
orarecipient of, a )
X software solution,
process or service )
or function
« Authorize / support « Provideinsight to
the problem solve current processes
Roles and

. . and roadblocks
« Provide various

levels of « Support smoother
participation acceptance of change

responsibilities

« Operations/

+ Topanddirect underwriting team leads

management
« Loan officers/

Participant « Internal customers / processors

examples resource managers
o Closers/funders/

« Suppliers, vendors, post-closers

and contractors
« System/technology

QC’srole is not limited to a facilitator and can extend beyond
to add value as an effective challenger and thought leader

in the problem-solving process. As effective challengers, QC
can help frame alternative constructive ideas by uncovering
gaps, risks, and disagreements while focusing on improving
the initiative. Based on their expertise and industry
perspective, QC can lead by offering unique guidance,
inspiring innovation, and influencing more realistic and
informed decisions.
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Stage 2: root cause analysis

Root cause analysis (RCA) is the process of discovering the
root cause of a problem to identify appropriate solutions
and is a crucial step in ensuring the right changes are made
to significantly reduce defects. The impact of poor root
cause analysis can be devastating to your firm in the form
of continued defects, non-value adding processes, revenue
losses, and poor governance and controls.

Recognizing that there are technical, human, and process
components to loan manufacturing, your RCA efforts should
focus on gathering and assessing data from multiple sources,
as well as by direct observation of processes. Data collection
and analysis in this stage is different than in stage 1, where
we used only QC and repurchase data, in that we are using
different data sources and different means of data collection
to narrow our focus to identify specific root causes.

For our purposes, technical data is defined as loan-level
data housed in the loan origination system. This data can
be extracted for analysis and provides a variety of loan-level
characteristics and data points to assist in trending. This
type of data is especially beneficial when analyzing defects
impacting a large sample of loans. When analyzing this
data, trends may emerge across product type, transaction
purpose, property type, debt-to-income (DTI) ratio,
origination branch, performer, etc.

Human error is a person’s mistake rather than the failure of
amachine. It is a deviation from intention, expectation, or
desirability. Human error is unavoidable and is a valuable
source of data when performing root cause analysis. Often
the “plan” can be satisfactory, but the performance can

be deficient. A highly encouraged and extremely effective
method of gathering this data is by reviewing the population
of defective loans identified in your QC data. The review is
performed at the defect level on every defective loan. The
results from this step are foundational for the data analysis
and aid in identifying skills deficiency, training and coaching
opportunities, and procedural gaps.
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Observing a process is another rich source of data for root
cause analysis. It allows you to see the actual process,
understand the work, ask questions, and learn. Discovering
process design failures, gaps, non-adherences to established
procedures or guidelines, variation in execution of
procedures, and gaps in loan origination system or loan
document management system functionality are all great
examples of learning through observation. Often, defects
observed in this manner result in policy, procedure, process,
and systemic enhancements.

Now that you have collected the data, what do you do with
it? Data analysis is the practice of working with data to glean
useful information. The more organized the data, the more
likely you will be to identify all the root causes. Techniques
such as sorting, pivoting, creating graphs, and quantifying
defects will assist you in identifying trends and useful
information. Successful organizations take a thoughtful
approach to data collection and organization.

Once you have analyzed all your data, it’s common for
trends to become apparent and it can be tempting to start
brainstorming potential solutions. Commit to the problem-
solving process and avoid searching for solutions until you
have determined the root cause or causes.

Finding the why?

Once the data has been analyzed, it is time to incorporate
root cause analysis tools, which are methods used to identify
and solve a given problem and also help to add structure and
intention to your efforts.

Data analysis is the practice
of working with data to glean
useful information. The more

organized the data, the more
likely you will be to identify all
the root causes.
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Two popular root cause analysis tools are the 5 Whys and
the Fishbone.

Why
u—w
O

Root cause

The 5 Whys problem-solving method is remarkably
straightforward: when a problem occurs, you drill down to
its root cause by asking “Why?” five times. Then, when a
solution becomes apparent, you follow it through to prevent
the issue from recurring. It’s not uncommon to ask more
than five “whys”. Stopping too soon could prevent you

from finding the true root cause. You may also end up with
multiple series of “5 Whys”.

Define the problem: Undisclosed debt is causing

ineligible loans

1 Why is it happening? DTl is incorrect

Why is that? Not all liabilities are included in DTI at

2 the time of funding

3 Why is that? Not all liabilities were open when the
credit report was obtained

4 Why didn’t we know about the debt? No inquiries on

the credit report

5 Why is that happening? Credit report data is old

A Fishbone is a cause-and-effect diagram that helps in
brainstorming to identify possible causes of a problem (often
used for more complex problems) and in sorting ideas into
useful categories. The categories are people, information,
systems, procedure.
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Assess current state root cause(s)

Non-underwriters are not trained Internal guideline gap - eligible donor
on gift document requirements
Policies and procedures gap -

Non-underwriters are not trained documenting receipt of funds at closing

to calculate sufficient assets

Internal guideline gap - donor ability

37% of significant

asset defects are

No authority management to clear related to gift funds

pre-closing asset conditions

Gift documentation not uploaded
Existing gift condition does not require to the correct folder

proof of donor ability

Loan advances to funding with open
pre-closing asset conditions

At closing gift condition is

not accurate
Machine [ Systems Method / Procedure

It is common to identify multiple root causes for any given defect. The action plan template is a very effective method of
organizing, prioritizing, and tracking multiple root causes through solution implementation.

Stage 3: design solutions Develop potential solutions

The design stage of problem-solving has three phases: During the process of designing solutions, all business

stakeholders and SMEs on the team should bring an open
1. develop potential solutions, and creative mindset to the task. This is another opportunity
2. assess how each solution relates to the root cause(s), and for QC to engage as both an effective challengerand a

thought leader. Each team member must focus on data

3. determine the feasibility of the solutions for prioritization gleaned from the current problem being solved. The current

and implementation. data and the root causes subsequently derived must be the
basis for the possible solutions you design here. Resist the
urge to fall back on prior control solutions developed for

previous problems even if the problems were similar.
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Assess how each
solution relates
to root cause

Generate as and symptoms Determine
many solutions feasibility

to problem of solution

as possible implementation

Pool of possible solutions

But there are a few things to keep in mind as you walk
through this:

« Include all involved stakeholders in generating possible
solutions. Have a diverse team. This stage works best with
those with a more holistic view of the process generating
the defects, like supervisors, mid-management, or
technology. This does not mean SMEs cannot be a part of
this step - let the problem and the process determine who is
best for this exercise. The more diverse the group, the more
likely they are to see something previously overlooked.

« Find as many solutions to the problem as possible. The best
approach is to have a relaxed brainstorming session - make
it fun! Avoid criticizing or rewarding ideas - thisis not a
competition. The objective is to open possibilities and break
down incorrect assumptions about the problem. Encourage
all participants to contribute fully - try to ensure everyone
involved puts forth at least one solution. More options equal
more potential for innovation.

+ Postpone evaluating solutions initially. 1t is natural to end
the brainstorming session once one or two promising
ideas come forward, but you should be looking for the best
solution. To find that, you need many options to pick from.

Assessing solutions to root causes

Once a robust pool of possible solutions has been created,
compare each solution to the root cause(s) for the problem
being solved. During the creative process of brainstorming,
it is easy to have some solutions that do not line up with the
root causes, which is ok.
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Reintroducing the root causes after the brainstorming
session allows for thoughtful consideration of whether each
solution could effectively address the root cause of the
problem. Remember, the root causes the team drafted are
what is believed to be causing the problem. If a potential
solution does not align with the root cause(s), it should be set
aside but not discarded. This step is especially important for
additional problem-solving in the future.

Determine solution feasibility

Solution feasibility is the last step in design solutions. This
information is needed to prioritize desired solutions and gain
stakeholder buy-in. Multiple factors can be considered in this
analysis but these three are some of the most common:

« implementation time/effort,
+ implementation costs, and

« dependencies.

Having the feasibility of each solution defined at this stage
helps the team organize and identify solutions requiring
temporary work-arounds due to delayed implementation.
Any solution that will be delayed beyond an acceptable time
limit must have a manual work-around implemented that
can reduce defects until the ultimate solution is deployed.

For example, it is easy and low-cost to update policies and
procedures, and conduct training, but unlikely to eliminate
human error, so you may decide to add system hard stops.
Since adding the system hard stops will take more effort
(higher cost, higher effort, and policies and procedures
dependent), a manual work-around to conduct processor/
closer training in combination with creating a gift funds
requirement checklist for closers (both low-cost and low
effort) may be a great work-around to gain some quality lift
while the system enhancements are being built.
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Stage 4: establish and execute solutions

Prioritize solutions for implementation

Prioritize solutions aligned with your organization’s overall
quality and risk mitigation goals, which can be achieved

by thoughtful consideration of the solutions identified and
quantified feasibility of implementation and effectiveness.

Ensure solutions are appropriate based on the scope of
the problem you are attempting to cure. This phase is a
natural progression of the root cause analysis and solution
design efforts you have completed so far, since much

of the basis for solution prioritization is established as
part of the solution design. Some guidelines to prioritize
possible solutions include:

1. cost to implement
2. time to implement
3. effort to implement
a. development effort
b. operational effort
c. implementation effort
4. sustainability
Gaining approval and buy-in from your collective problem-
solving team is critical, since no one knows the process and

the problems better than the SMEs and no one understands
the big picture better than your stakeholders.

Establish an implementation plan

The goal of an implementation plan is to ensure that your
team can answer who is responsible for what, when it is due,
and how the solutions will be performed. In the simplest
terms, it is the action plan that turns your solutions into
concrete tasks. A well-designed implementation plan keeps
everyone on track.
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Before assigning an implementation date to your solution,
consider all tasks that must be done to implement your
solution. Determine which tasks can be completed
concurrently and which tasks will have dependency on

other tasks when developing your implementation plan. For
optimum results, calculate the time required to complete
individual tasks and the cumulative time needed to complete
all tasks required to implement a solution.

Lastly, determine who will be responsible for what. Assigning
responsibility for the solution is different than assigning
responsibility for individual tasks. In most cases, two
distinct groups will contribute to and have varying levels of
responsibility for implementing a solution: action owners
and stakeholders.

Action owners are responsible for completing tasks.
When assigning action owners, match individuals with
the necessary skill set required to complete the given
task. Based on the solution’s complexity, multiple tasks
performed by various action owners may be needed to
implement one solution.

Stakeholders are responsible for making sure that the
action owners are on track to complete all tasks and the
solution implementation time frame will be met. To ensure
accountability, no more than one stakeholder should be
assigned to a solution.

Track solutions in your action plan (template)

From the moment we defined the problem to solve to where
we are right now, the determined root causes, defined
solutions, assigned stakeholders, and key dates must

be captured in the action plan template. Whether your
organization utilizes Fannie Mae’s action plan template or
chooses your own design, ensure it sufficiently documents
the stages, actions, responsible parties, and dates
associated with the problem-solve process.
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Fannie Mae offers an action plan template on our Loan Quality webpage for your reference.

Issue

A Define Problem

37% of significant asset.
defects are related to gift
funds

1- DEFINE PROBLEM TO BE SOLVED

Priority

High

Status.

InProgress

Date Opened

5/15/22

Defects Observed

Internal
Reports

Investor Reports

2- ASSESS ROOT CAUSE(S)

s0% o

policies/procedure.

eficient staff training regarding new

Training Department

Solution
Owner(s)

Solution(s)

[Teaining for al Closers/Funders

High

InProgress

Solution
Implem entation
Target Date

71022

Target Metric(s)

100% of impacted staff attend
training and pass a knowledge test
with 95% accuracy

IMissing or vague at close conditions

the transfer at dlosing

Underwriting

B.T Builder

Update "At Closing" Gift Fund condition to reflect
pdated requirements.

High

In Progress

Prefunding sample defect rate < 1%
of all asset defects

[No checks in place to prevent loans
from funding with open At Cfose
conditions

Closing

M.Mouse

[second-level review to prevent loans from
ladvancing until systemic control is active

High

In Progress

71022

100% of at closing conditions cleared
prior to funding

INo checks in place to prevent loans
from funding with open At Close
conditions

D. Explorer

[svstem enhancement to prevent loans from funding
Jthat contain open "At Closing" conditions

High

InProgress

100% of at closing conditions cleared
prior to funding

i

[Processor cleared At Ciose: condition
lwithout proper authori

Not Started

[Missing or vague

donor ability

funds

g

Not Started

incernal guideline gap regarding donor

Not Started

5% of t

dueto

Internal

he
Ineligible gift donor

lligble donor crteria

Not Started

Stage b: test and evaluate solutions

Testing the performance of your solution(s) and evaluating
the results of the test are critical elements of an effective
problem-solving program. Without testing, it is difficult or
impossible to understand what is working and what needs
improvement. This stage is also important to monitor the
process after implementing a solution to ensure no new
problems emerge.

Effective problem-solvers create testing plans before
implementing solutions. Testing plans establish the testing
parameters, define success measures, and align resources
where needed. Leveraging a testing plan will help you

align your project goals with your strategic objectives and
provide a clear way to track and communicate your progress
and achievements.

Action items to consider including in your testing plan:

1. establish targets for determining success
2. define area(s) responsible for conducting the test

3. determine if the solution will require a pilot test or an
in-production test

4. determine if a full-file review or component review
is necessary
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5. determine whether a new defect category or subcategory
needs to be established

6. define the frequency and duration of the test
7. determine who will oversee the testing feedback loop
8. define when the results will be available

9. define who needs to receive the results

Success measures are another important part of this phase
and offer visibility into whether our solution appears to

be generating improvement. Measuring is simply the act

or process of comparing objects or events with respect to

a particular factor. Common measurements include time,
money (cost or revenue), quality, satisfaction, productivity,
and resources.

Loan manufacturing quality is typically measured by using
a defect rate percentage. While we recommend establishing
success metrics at the solution level, improved defect rates
that are tied to your problem are the ultimate measure of
success. Developing a target defect rate and aligning that
target to your testing plan is foundational. Reduced defect
rates may be an early indication a solution is working,

but don’t be lulled into a “set it and forget it” mentality;
remain diligent in overseeing the progress of the solution by
continuing to evaluate the results from the testing.
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Monitoring is also an important step in our testing plan. What if your test doesn’t resolve the issue? Problem-solving

Monitoring is the periodic assessment of activities related is also testing and learning, so if little or no progress is made
to our solution and is conducted to track the progress of toward reaching the goal, you shouldn’t feel discouraged.
the implemented solution. Monitoring can also be an early If the solution doesn’t appear to be working, it’s simply
warning system that identifies, sooner rather than later, time to reevaluate the approach. The solution may need a
potential issues. After a solution has been reached and small adjustment. When solutions don’t work as planned,
success measures have been established, it is important review your data and alternative solutions and implement a
to evaluate the results to determine if the solution we new plan.

implemented was the best possible solution to the problem.

Yes - report results to
stakeholders. Celebrate!

Did test confirm
solution produced
desired effect?

Test solution

No - report results to stakeholders.

Repeat action planning steps
seeking an alternative solution.

Stage 6: sustain and continuously improve

Continuous improvement

Improvement must be a constant part of our work. Having
and maintaining a problem-solving discipline with fully
documented action plans can deliver rewards every time you
exercise it.

Culture is what makes organizations function in a certain way
and comes from values set (who they are) to achieve its core
mission (where they’re going). These guiding values create

a culture that directs employees’ actions on a day-to-day
basis. A strong corrective action culture is paramount for
sustained success and is a priceless investment to navigate an
ever-evolving environment. But an effective corrective action
program doesn’t occur organically and is not self-sustaining.
Complete buy-in from leadership and management is
necessary to build a culture where ‘doing it right when no one
is looking’ is the standard.
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The more your firm uses problem-solving discipline, the more
everyone becomes familiar with the process, and the process
becomes easier since everyone already knows what to expect.

Sustain

Once a solution has been implemented and tested, and has
demonstrated sufficient improvement, it is critical to ensure
the new improvement can be sustained. It would be nice

to assume that tested solutions will always maintain their
expected level of quality, but life happens — staff changes,
volume fluctuates, and systems get updated. All these factors
(and more) can disrupt your processes and may resultin a
departure from your newly established level of quality.
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To prevent that from happening, you must implement a few
safeguards to ensure you know how to control your new
quality level, including:

+ create a method of monitoring for changes in quality,

« establish tolerances or thresholds that, when breached,
trigger actions, and

« draft an escalation plan that identifies responsible parties
and actions needed when breaches occur.

Monitor and control

To effectively monitor and control your new processes

requires establishing acceptable ranges of quality metrics that

will indicate when quality is deteriorating to a level requiring
action. QC is generally focused on maintaining overall defect
rates below target thresholds, which are typically expressed
as a percentage (defect rate) of the population reviewed. This
method works great because your company will already have
target defect rates established by senior management. It is far
less likely that lenders will have targets or thresholds defined
at the category or subcategory level. If the problem being
solved is for a specific type of defect, the overall target defect
rate will not be sufficient to adequately monitor these defects.
You must define a metric that will allow you to successfully
monitor for the specific defect just solved. One method is to
create control charts.

To effectively monitor and
control your new processes
requires establishing acceptable

ranges of quality metrics that
will indicate when quality

is deteriorating to a level
requiring action.
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Income Sig Defects # and Average
Before Corrective Action

g 11 MONTRIY InCOME Sig Defects 1 1 2 3 3 2

= = = Avg # Monthly Income Sig
Defects

Income Sig Defects # and Average

After Corrective Actions

4

o [P— A N— . Y
Jul Aug Sep Oct ov Dec

g Monthlly Income Sig Defects [ o 1 1 o ]

——Avg # Monthly Income Sig Defects  0.3333 03333 02323 0.3333 03323 0.3333

Control charts can be viewed as three-dimensional line
graphs containing three data elements from charted
occurrences over time:

1. The average (mean) number of occurrences over a period

2. The upper control limit, or threshold, representing the
maximum range of expected defects

3. The lower control limit, or threshold, representing the
minimum range of expected defects

The illustrations above show two graphs; one reflects the
occurrence of defects prior to the problem-solve and the
other reflects the occurrence of defects after the problem-
solve. The graph on top shows that the defect occurrences
ranged from 1 to 3 per month over a six-month period. The
average number of defects during this time was 2 per month.
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The upper and lower limits can be the highest and lowest
number of monthly occurrences during that time. The
output quality of the new process is now 0.33 or 1 every
three months. The new control limits for this defect would
be 1 and 0. Now that the control limits are known, you can
consider what should be expected over time going forward.
Since only 1 defect is expected every three months, one
option would be to establish a control limit where any six-
month period that shows more than two defects for this
defect type requires the closing and underwriting managers
to review the loans for process gaps or failures and report
their findings to QC. That could be triggered by two defects
in a month or one defect each month for three months. This
control range would force review earlier if more defects are
observed and later if fewer defects are observed.

Escalation plan

To keep quality within tolerance limits requires more than
monitoring. An escalation plan must be in place to address
the who, what, and when for taking corrective action in the
event defects exceed expected levels. QC and the business
will need to collaboratively complete this plan.

Things to consider are:

+ Does one breach require action or does close monitoring
take over until a predetermined number of breaches occurs?

» Who is tasked with monitoring: the business, prefunding, or
post-closing QC?

» Who s responsible for launching action when the
predetermined number of breaches occurs? Are multiple
parties engaged in monitoring (e.g., the business and
prefunding QC, or prefunding QC and post-closing QC)?

+ Isthereview process early enough to identify defects at or
near the point of occurrence? The earlier process failures are
discovered and addressed, the fewer loans will be at risk.
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An escalation plan must be in
place to address the who, what,

and when for taking corrective
action in the event defects
exceed expected levels.

Ask yourself

+ Doesour QC program currently have a formal corrective
action process that is kept up-to-date through periodic
reviews and leverages the Fannie Mae action plan template?

« Are outstanding corrective action plans actively managed
to drive remediation of observed defects, prevention of
recurring defects, and reduction of repurchase risk?

« Do we have dedicated corrective action stakeholders from
all key business groups?

« How effective are our root cause analysis practices?

« Do we routinely seek to obtain data from all three sources
when finding the root cause?

« Could we benefit from the structure of a root cause
analysis tool?

+ Do we have the right people performing root cause analysis?
« Do we utilize a testing plan to support solution(s) testing?

+ How effective are our testing plan practices?
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« Do ourQCreports reflect an increase in gross or net Next steps
defects? If so, does our action planning strategy address
the following: Effective corrective action is a key elementin an

organization’s QC program, enabling lenders to improve their
o Are timelines set to track when we expect to see & QC prog & P

. t? loan quality and maintain low defect rates. Your QC program
improvements?

is incomplete without a formal process for acting on your
o Has aresponsible party for the actions been identified? QC results.

> Do we retest a control after implementation?

+ Was the solution that produced the desired level of quality

the final solution or a temporary work-around? Pablo Picasso once said
7
o Ifit was based on a temporary work-around, declaring “Action is the foundational key

the problem solved is premature. Sustained improvement to all success.” So, no action
is highly dependent on the sustainability of the solution. means no success.
That means the solution used to achieve the improvement

was a permanent solution and not a work-around.

« When an implemented solution does not fix the issue or
yields less than expected progress, is it possible the fix
compromised a process further down the manufacturing
process? Consider how to watch for and capture
those results.

Resources

Selling Guide D1-1-01
Selling Guide D1-3-06
Fannie Mae Action Plan template

Loan Quality page
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https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-1-Lender-Quality-Control-Process/1049099251/D1-1-01-Lender-Quality-Control-Programs-Plans-and-Processes-08-07-2019.htm
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-3-Lender-Post-Closing-QC-Mortgage-Review/1049146091/D1-3-06-Lender-Post-Closing-Quality-Control-Reporting-Record-Retention-and-Audit-08-07-2019.htm
https://singlefamily.fanniemae.com/media/document/xlsx/action-plan-template
https://singlefamily.fanniemae.com/originating-underwriting/loan-quality
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Section 8

QC in a Data-Driven
Environment

Selling Guide D1-3-03

Technology is transforming the financial world around us, and quality control (QC) must
find ways to adapt to the transformed landscape. New terminology, methods, and even
currency have become accepted, and being “data-driven” is a necessity.

Fannie Mae regularly surveys the market to better understand its changes. A 2018 survey of mortgage lenders’ leadership
revealed the primary objectives of investing in artificial intelligence/machine learning (Al/ML) were to improve operational
efficiency and enhance consumer/borrower experience. That focus is wise since a 2021 homebuyer survey! revealed that 62%
of homebuyers were ‘Somewhat Interested’ or ‘Very Interested’ in a more digital or fully digital mortgage process. To compete
and stay profitable, mortgage lenders must adapt and transform their way of working. In the past decade, many elements of
the mortgage manufacturing process have become partially or fully automated.

Task Technology solution

Document management Scanners, optical character recognition (OCR) including Al/ML

Loan application data entry Web-based e-forms that consumers complete
Executing disclosures, notes, and deeds of trust Secure e-sign and e-note technology

. o Automated underwriting system (AUS) validation of income/employment
Employment and income verification .
data direct from source

Income processing and analysis Income analysis software with upload and integration capability

Vendor and AUS software with Al that obtains and calculates sufficiency of

R R A AR

Asset verification and payment calculations )
assets to close and recurring payments for rent and other debts

Leverage standardized appraisal data (based on the Uniform Appraisal
Dataset) to enable risk-based, data-centric approaches to real estate

\2

Collateral risk management appraisals as well as reporting available in Collateral Underwriter® (CU®),
like CU Risk Score, CU Risk Flags, and CU Messages, to understand your

current pipeline risk.

These advances continue to improve methods of doing business and introduce new ways to think about loan
manufacturing quality.

! National Housing Survey: COVID-19, Mortgage Digitization, and Borrower Satisfaction Q12021
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Current state

QC testing is still performed largely to test physical or
scanned copies of paper files. Through manual reverifications
and reviews, QC is designed to ensure the AUS data is
accurate and valid, and that the information relied upon for
the loan decision is factual.

Future state

QC needs to evolve as industry practices do. QC testing
should add new methods of testing data to traditional
reverification practices as more loan data is received digitally
from new and increasing sources. Caution should be used to
ensure we are not lulled into assuming that because data is
obtained electronically it meets the needs or expectations
for data accuracy. QC should constantly evolve to test new
risks, which includes understanding the accuracy and
reliability of information that is digitally sourced. Once
accuracy and reliability of new data sources are confirmed,
data aggregation and data scanning techniques will allow
for richer exception-based sampling. This enables a stronger
ability to detect defects.

Data integrity

As more of the mortgage process migrates toward digital
solutions, managing and testing data integrity becomes more
critical to loan quality and QC processes. Before testing can
occur, QC sampling processes rely on the lender origination
loan data (e.g., loan product, purpose, channel, etc.) to
ensure accurate sampling for post-closing reviews.

QC should constantly evolve
to test new risks, which includes

understanding the accuracy and
reliability of information that is
digitally sourced.
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Data gaps or inaccuracies can cause insufficient sampling,
resulting in adjusted testing, reporting, and investor
noncompliance. An important part of the QC review

is checking data integrity, which focuses primarily on
confirming the correct information was entered into
Desktop Underwriter® (DU®). As more digital solutions - like
Fannie Mae’s DU validation service - are introduced to the
loan origination process, QC must reexamine what checking
data integrity encompasses. The more data that is delivered
via intermediary sources, the more opportunity exists for
variation within the data.

Lenders with a high level of confidence in the accuracy of
their data can feel comfortable that the testing and reporting
based on that data is a true and accurate reflection of their
risks and opportunities. For QC managers, understanding
your organizations’ loan data integrity confidence is

critical to understanding data-quality risks and how to
appropriately test for them.

Finding data

Lenders collect and house more loan data than ever before.
Since much of it is standardized under the Uniform Mortgage
Data Program® (UMDP), it can be used to help QC explore
new methods of leveraging currently stored data to enhance
overall loan quality. Having access to more data can provide
aview of:

+ patterns of activity between loan parties not visible from
the loan-level view

« datadiscrepancies between segmented departments like
origination, delivery, and servicing

« datathatisinconsistent with expected results

« how data quality impacts costs

Since current and future technology systems are highly
dependent on accurate data, the value of leveraging

this stored data is contingent on its accuracy and
standardization. QC practitioners must continue to increase
and broaden their understanding of how data is obtained
and stored so that testing keeps pace with the true sources
of all data and how it impacts QC.
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Leveraging stored data from third-party sources such

as digital income/employment vendor reports is an
excellent example of data that provides insight into loan
manufacturing data accuracy and integrity. Study the
linked materials in the Resources section to understand
what standardized loan data is currently required of lenders
delivering loans to Fannie Mae.

Internal data standardization

Data standardization is about making sure that data is
internally consistent. This means each data type has the
same label, format, and meaning. The implementation of
UMDP streamlined data standardization for the mortgage
industry, but lenders should be highly motivated to find
more ways to standardize as much of their data as possible.
Standardized values help track data that is not easy to
compare. When the same address is formatted differently
-such as 123 North Maple Street versus 123 N. Maple St.

- this one data point becomes two. If property addresses
are standardized by using a single source of truth when
populating data into the origination system (e.g., U.S.
Postal Service or title data), the advantages of standardized
values become evident. Investing resources into the data
standardization process provides benefits such as:

+ Systematically testing origination files for compliance
against established guidelines.

+ Identifying correlations between the manufacturing
loan quality of various new credit policies and the
pricing implications.

+ In conjunction with fraud detection software, identifying
bad actors in transactions and stopping impacted loans
from closing before human review.

These are only a fraction of the benefits of expanding data
standardization beyond the industry minimum requirements
established by UMDP.
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QC'’s role in data integrity

QC’s role in managing data integrity should be to identify
instances and root causes of data discrepancies within

the scope of QC’s activities and to help the organization
develop plans to mitigate or eliminate those discrepancies.
A good example of new data sources that may need testing
is digital third-party income/employment/asset reports. As
lenders search for ways to gain efficiency while maintaining
accuracy, management is more likely to expand their use

of digital solutions. QC’s testing methodology must evolve
to identify potential types of new deficiencies that may

not be visible on flat documents and to help create ways to
remediate those deficiencies and underlying issues. This
requires understanding the various considerations of digital
source data used today.

QC and DU validation services

An excellent example of the balance between digital
solutions and current state QC testing is DU validation
services. Lenders that opt in to use the services may be
relieved of certain QC requirements, which can resultin
reduced costs and improved efficiencies. It is important
to note that lenders always remain fully responsible for
reviewing the whole file and reconciling any contradictory
or conflicting information. What does contradictory or
conflicting information look like? Consider these examples
that QC can identify:

« Output from data analysis tools conflicts with vendor
employment or income report.

+ Automated Clearing House payroll deposits on bank
statements or vendor asset reports do not align with a
report (such as from The Work Number) used by DU for
income validation or paystubs in the loan file.

These examples help highlight when discrepancies are driven
by information the system cannot read or assess versus
actual data discrepancies. Day 1 Certainty® resources include
eLearning examples, useful insights, and training.

Beyond the Guide 79



QC in a Data-Driven Environment

Using QC data

Digital solutions and their potential efficiencies aren’t
exclusive to loan production or the consumer experience.
QC must consider ways to leverage the digital environment
and stored data to increase QC process efficiencies,
identify quality issues more effectively, and reduce costs by
managing and analyzing loan data in new ways. In recent
years, increased use of Fannie Mae’s standardized data
sources has surfaced new benefits to lenders, such as:

+ lenders using the DU validation service could see a
reduction of some reverification costs, and

» decreased need for field reviews as a result of implementing
strong collateral risk assessment practices.

These benefits are specific to Fannie Mae, but how can
lenders find other ways to use QC data with their own
resources and data?

~ Aggregate the data

Each lender houses volumes of loan data that may be
stored and managed in various areas of an organization.
Because most closed loan data must be standardized,
aggregating the origination and QC data into a single
location (database or spreadsheet) creates a powerful
resource for identifying and assessing known and
unknown risks. If you can supplement this data with
investor reviews and their results, that resource
becomes even richer.

(4 Build rules

Leverage known risks such as common defects or
layered credit risks to build rules to search the data for
loans with similar attributes. Once identified, these
loans can be tested sooner and more strategically to
better identify loans with higher risks. This focuses
limited QC resources on loans with the highest
likelihood of having defects.
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(4 Leverage current tools to inform sampling

If OCR software with data scraping (text extraction) is
currently used in operations or document management,
consider repurposing the software for QC as a method
of increasing confidence in loan data and targeted
discretionary sampling, like this example:

« Run 100% of each month’s loan production through
OCR software to find loans containing both a
verification of income and a borrower paystub. Use
data scraping to capture the income amounts from
both documents.

« Transfer the captured data to a calculator that
reconciles the captured income amounts. Loans
with discrepancies can be reviewed as part of a QC
targeted component review.

« Loans run through the calculator without a
discrepancy might be reported as having a higher
income confidence level. As an added benefit, this
process can measure the effectiveness of the OCR/
data scraping software.

@ Design processes to address outliers

As rules are designed to sort loans more strategically for
targeted sampling, specific methods of reviewing and
testing can be designed to improve the effectiveness
and efficiency of the targeted QC reviews.

QC must consider ways

to leverage the digital
environment and stored
data to increase QC process

efficiencies, identify quality
issues more effectively, and
reduce costs by managing
and analyzing loan data in
new ways.
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QC in a Data-Driven Environment

(¥ Increase QC digital awareness

Numerous free resources exist that can help expand
QC’s understanding of the evolving digital market and
how data analysis methods can be streamlined through
more efficient ways of using readily available tools such
as Excel and Power BI. Learning to use these tools can
increase efficiency of analysis and reporting. Consider
these methods:

« YouTube - search for Excel or Power Bl training. Nearly
all are free, and many can be completed in 30 minutes
or less.

+ Microsoft - offers free training for both Excel and
Power BI.

« Industry publications - online mortgage publications
and blogs can provide insight on new and emerging
digital trends.

+ Encourage staff to be curious - QC managers can
create a constant learning environment by having each
employee demonstrate a new technology skill or topic
monthly or quarterly that is shared with the team as a
part of employee goals.

« Fannie Mae’s Loan Quality page - contains links to
training, FAQs, and other resources that can expand
knowledge and insight on navigating a digitized
QC landscape.

Resources

2018 survey “How Will Artificial Intelligence Shape
Mortgage Lending?”

Selling Guide D1-3-03
Uniform Mortgage Data Program (UMDP)
Uniform Loan Delivery Dataset (ULDD)

Uniform Residential Loan Application (Form 1003)
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Data-driven QC

A data-driven QC department maintains a focus on precision
to identify and avoid current and future quality issues. QC
should capture all available data, not just the data we use
today. It has the power to inform business decisions by using
data for continuous improvement. Data-driven insight helps
inform action plans to reduce current defect levels and can
also help identify QC opportunities when changes are on

the horizon.

Data-driven insight helps
inform action plans to
reduce current defect levels

and can also help identify
QC opportunities when
changes are on the horizon.

Uniform Closing Dataset

Uniform Appraisal Dataset (UAD)

2022 Appraisal Modernization Article
Desktop Underwriter Validation Service
Day 1 Certainty resources

Loan Quality page
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https://www.fanniemae.com/sites/g/files/koqyhd191/files/migrated-files/resources/file/research/mlss/pdf/mlss-artificial-intelligence-100418.pdf
https://selling-guide.fanniemae.com/Selling-Guide/Ensuring-Quality-Control-QC-/Subpart-D1-Lender-QC-Process/Chapter-D1-3-Lender-Post-Closing-QC-Mortgage-Review/#Verification.20of.20Data.20Integrity
https://singlefamily.fanniemae.com/delivering/uniform-mortgage-data-program
https://singlefamily.fanniemae.com/delivering/uniform-mortgage-data-program/uniform-loan-delivery-dataset
https://singlefamily.fanniemae.com/delivering/uniform-mortgage-data-program/uniform-residential-loan-application
https://singlefamily.fanniemae.com/delivering/uniform-mortgage-data-program/uniform-closing-dataset
https://singlefamily.fanniemae.com/delivering/uniform-mortgage-data-program/uniform-appraisal-dataset
https://www.fanniemae.com/research-and-insights/perspectives/lenders-see-considerable-value-appraisal-modernization
https://singlefamily.fanniemae.com/applications-technology/desktop-underwriter-validation-service
https://singlefamily.fanniemae.com/applications-technology/day-1-certainty
https://singlefamily.fanniemae.com/originating-underwriting/loan-quality
https://singlefamily.fanniemae.com/originating-underwriting/loan-quality
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