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ith the US and European securitisation 
markets effectively closed because of 
ongoing turbulence in the credit markets, 

there are more than a few people left gloomily 
twiddling their thumbs and searching for 
answers as to what went wrong.

It’s the issue of transparency that has come 
to the fore, especially with regards to the 
availability and quality of loan level data. 
Without a clear understanding of the 
characteristics of the underlying collateral, 
market participants have come to admit that 
their investments have been built on shaky 
ground all along. 

Even as the housing downturn in the US 
turned into a spiral, many could not 
understand the depth of their exposure to bad 
loans. This was because either they lacked 
sufficient information at the loan level to 
properly assess their investments, or they had 
failed to conduct sufficient due diligence on 
the underlying collateral to ensure their risk 
tolerance levels had not been breached. 

As a result, both investors and originators 
are now no longer sure how to price residen-
tial mortgage-backed securities (RMBS), 
which is a major reason for the ongoing 
securitisation market paralysis.

“No one knows how to value these deals 
now,” says Keith Johnson, chief operating 
officer of Clayton Holdings in Connecticut. 
“It all boils down to the fact that we, the 
market as a whole, haven’t done a good 
enough job of disclosing the underlying loan 
level data. I expect to see more market 
participants asking for that over the next two 
years, especially in the US.”

At the recent American Securitization 
Forum conference in Las Vegas in early 
February, a recurring topic that market 
participants were keen to explore was 
transparency at the loan level. And the key to 
obtaining better loan level data lies in 
detecting fraud.

As far back as 2005, the US Federal Bureau 
of Investigation (FBI) had already warned 
that fraud in the US mortgage market was 
widespread and growing. In March this year, 
the FBI started a mortgage fraud task force in 
Nevada, a sign of how important this area of 
crime has become for law enforcers. 

Growing fraud
Florida was the state with the most fraudulent 
activities for the second year, for loans 
originated in 2007 (see table A), while Nevada 
came in second for the same period, according 
to findings by the Mortgage Asset Research 
Institute (Mari). Michigan came in third and 
California fourth in the same findings. 

Mari also stated that the most common 
areas of fraud was in employment history and 
claimed income. Meanwhile, the Mortgage 
Bankers Association (MBA) national 
delinquency survey showed that foreclosure 
starts in Florida and California – two states 
that are high in the fraud rankings – 
accounted for 30% of the whole country, even 
though they only represented 21% of all 
outstanding loans in 2007 (see table B). 

Despite these statistics, it is hard to 
measure fraud and to assess its impact on 
delinquencies and foreclosure, market 
participants say. While the Fico scoring 

A clearer picture
W

Fraud has gone to the top of the postmortem on the US  
subprime debacle. To detect and prevent it, more information at 
the loan level is needed, and the standardisation of data would also 
help investors in mortgage-backed securities make better  
decisions, discovers Han-Nee Tay
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system still provides crucial information 
about a borrower’s credit history and 
continues to be an important predictive tool, 
market participants are increasingly looking 
at using other analytical models to improve 
the way they assess borrowers. 

To get a grip on the scale of the problem, 
the role of mortgage brokers responsible for 
originating loans needs to be closely 
examined, market participants say. When the 
US housing market was on the rise, lenders 
largely turned a blind eye to the kinds of 
dubious deals that brokers had been striking 
with borrowers. 

Given that brokers are not liable for loans 
taken out and that they typically earn higher 
commissions for more complex loan 
structures, there have been suggestions in the 
market that brokers pushed borrowers to the 
limit and beyond. In some cases, brokers were 
even said to have helped borrowers commit 
fraud or were themselves part of a ring of 
fraudsters. Now that the bubble has burst, 
market participants want greater 
accountability. 

One of the largest data providers in the US, 
First American CoreLogic, has developed 
several products that examine more closely 
the deals originated by brokers and the 
default rate of those loans. The products 
assign scores to brokers based on their 
transaction history compared to other 
brokers. Users will be able to analyse and see 
if brokers are targeting the right kind of 
customers and not, either intentionally or 
unintentionally, facilitating the perpetration 
of borrowing fraud.

This could help tighten underwriting 
standards by brokers and help lenders identify 
rogue third parties. 

First American CoreLogic says that several 
big originators have long pushed for a third 
party to collect data on brokers so they can 
gain better insight on broker operations. 
Today, interest in the area is growing 
substantially.

“The user [of the Broker Scorecard] can see 
quite clearly if a broker is adversely selecting 
borrowers,” says Walter Allen, senior vice-
president of capital markets at First American 

“As originators started 
to implement new  

due diligence solutions  
on the front end, you  

could see suspect 
brokers moving to  
other originators” 

Walter Allen, 
First American CoreLogic
(see interview, page 20)

B. Delinquencies and foreclosures
 Loan type % of loans % of foreclosures 

started

Prime 
fixed

65% 18%

Prime adjustable-
rate mortgage 

15% 20%

Subprime fixed 6% 12%

Subprime 
adjustable-rate 
mortgage

7% 42%

Federal Housing 
Administration

7% 8%

Source: Mortgage Bankers Association National Delinquency 
Survey 2007

A. Mortgage fraud ranked by state
 State 2007 2006

Florida 1 1

Nevada 2 6

Michigan 3 3

California 4 2

Utah 5 11

Georgia 6 4

Virginia 7 14

Illinois 8 8

New York 9 9

Minnesota 10 5

Source: Mortgage Asset Research Institute
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CoreLogic in Sacramento, California. “What 
is really interesting here is that, as originators 
started to implement new due diligence 
solutions on the front end, you could see the 
suspect brokers moving to other originators.” 

Given the desire of market participants to 
weed out fraudulent loans at the point of 
origination, rating agencies say that they are 
also looking at ways to improve the data they 
receive from third-party providers to 
supplement Fico scores. 

Having suffered substantial criticism for 
their role in the subprime crisis, rating 
agencies are keen to convince the market that 
they are trying to get a better grasp of loans 
underlying RMBS deals. 

Moody’s Investors Service says that apart 
from collecting more loan information on the 
borrower, such as total assets and number of 
properties owned, the agency is also inter-
ested in gaining information on brokers and 
appraisers. 

Moody’s did not reveal details about plans 
to change the way it assesses deals but stressed 
that third-party data providers could help to 
verify information from originators and 
issuers and to detect fraud.

“Moody’s has proposed that RMBS 
transactions engage independent third parties 
to review the accuracy of the loan informa-
tion provided to Moody’s and other market 
participants,” says David Teicher, a managing 
director at Moody’s in New York. “In 
conjunction with that review, Moody’s 
believes that originators’ use of technology 
tools, such as third-party fraud detection soft-

ware, could offer an additional method for 
affirming data quality.”

Indeed, some participants say that rating 
agencies must regain the confidence of the 
investment community before the RMBS 
market can start to see a return to normality. 

“Investors are looking for confidence in the 
rating agencies and confidence in underwrit-
ing standards across the board,” says Patricia 
Evans, vice-president of corporate client 
services at Wilmington Trust in New York. 
“Confidence in underwriting standards has 
been addressed by virtue of the credit crunch 
and the subprime crisis. Underwriting 
standards have definitely been tightened. 
Investors also need to know that rating 
agencies will stick by the due diligence they 
have done.”

Extra systems
To this end, Fitch Ratings says it is looking at 
the possibility of adding other systems to help 
its analyses, along with the Fico software. 

“One major initiative that we have cited is 
our intent to do more in-depth originator 
reviews, including reviews on loan files,” says 
Glenn Costello, managing director at Fitch 
Ratings in New York. 

“Our view is that while more data can be 
valuable, understanding the underwriting 

quality underlying the data is crucial. We are 
working with the American Securitization 
Forum (ASF) industry working group that is 
defining a common data framework for US 
RMBS. An example of additional data that 
Fitch is considering is the VantageScore credit 
scoring system, in addition to Fico scores.”

Because VantageScore is jointly developed 
by three major credit reporting firms – 
TransUnion, Experian and Equifax – it will 
certainly add to the data collected by 
Minneapolis, Minnesota-based Fair Isaac, 
which developed the Fico credit scoring 
system. 

The VantageScore system works in the 
same way as the Fico scoring system. By 
assigning a mark to a borrower based on 
different criteria, it can provide more insight 
into the borrower’s credit history. 

A key selling-point of VantageScore is 
that it can detect authorised user abuse, 
another area of fraud. The software can spot 
when a person with a bad credit history 
fraudulently smartens up his own circum-
stances on paper by becoming an authorised 
user on the account of another with a 
faultless credit background. Fitch says it will 
be digging in to find out more about 
mortgages underlying RMBS deals in the 
future.

Market participants have also suggested 
that the rating agencies could provide better 
surveillance of the underlying mortgage 
loans. There have been suggestions that 
rating agencies were not quick enough to 
change their assumptions when the tide first 
started to change against RMBS deals, and 
as delinquencies began to rise in the US. 

Data providers say surveillance products 
would have helped rating agencies keep a 
closer eye on developments on the underlying 
collateral. Clayton is one firm that says it has 
been redeveloping its products over the past 
eight months to ensure that they could be eas-

ily adapted and added to the analyses done by 
rating agencies.

“When we provide loan surveillance, we are 
really checking that the servicers are doing 
the right things – such as collection, loss 
mitigation, foreclosure sales, and so forth,” 
says Clayton’s Johnson. “We’re looking for 
loans that could be fraudulent or high loss, 
and then trying to understand the reasons 
behind that. Surveillance is added protection 
for the investor in securities. With surveil-
lance, we believe that rating agencies should 
give those securities higher ratings and lower 
subordination, thus enhancing the gain in 

“Having a common standardised format will 
make the lives of all market participants easier 

and provide issuers with a template”
Marco Angheben, European Securitisation Forum
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that sense for the issuer.”
Apart from the quality of information 

around each loan, another major concern for 
investors in the market is the lack of a 
standardised format for data. Some market 
participants say that by improving the way 
data is disseminated, investors would find it 
easier to keep track of the information 
pertaining to their investments. 

Coherence needed
For now, the data that is sent out to investors 
is presented in various formats, depending on 
the issuer and the originator. This is a problem 
for investors who have to sift through the 
volumes of information they receive to find 
out which ones are relevant to them. One of 
the key issues for investor is the lack of a 
coherent style for loan level information, 
market participants say.

“If I’m an investor in a number of 
mortgage-related structures, I’m bound to get 
files in all sorts of formats, with varying levels 
of detail,” says New York-based Douglas 
Magnolia, managing director of global 
structured finance at the Bank of New York 
Mellon. “That then requires me to sift 
through the information, clean it up, 
normalise it and put it into a format that I 
can do something with, in order to under-
stand my exposure to the underlying 
collateral.”    

Market participants say that talks are under 
way in the US for a format to be drawn up for 
RMBS deals, although details are not yet 
available. The ASF is said to be actively 
soliciting views from the industry, although it 
declined to comment for this article. 

But in Europe, steps towards standardisa-
tion have already taken place. The European 
Securitisation Forum (ESF) published a 
recommendation in December to market 
participants to add specific loan data for 
deals in the UK non-conforming sector as of 
this year. 

It recommended 141 particular fields that 
originators and issuers should provide in loan 
data – up from just six fields in 2006, 
reflecting the market’s increasing desire for 
more information on underlying assets. Of 
the 141, the ESF says 87 are priority fields for 
the assessment of underlying loans.

“The information must be easy to find,” 

says one London-based investor in European 
RMBS. “At the moment, you need to find the 
information from a trustee or get passwords 
for websites. That is too cumbersome. 
Information should be straightforward and 
accessible to everybody.”

The ESF has taken such suggestions on 
board and says that files should not bear 
confidentiality agreements or be protected by 
passwords to increase transparency. To make 
it even more digestible for investors, the ESF 
is also requiring that the files should be in 
comma-separated value format, so that the 
data contained is machine-readable and can 
be processed quickly. Users will also be able 
to compare deals on a like-for-like basis.

Different formats
“The creation of the template for non-
conforming issuers has been driven by 
investors, issuers and rating agencies,” says ESF 
director Marco Angheben from London. “One 
major issue is that there are many different 
formats and ways that market participants can 
extract and manipulate information. Having a 
common standardised format will make the 
lives of all market participants much easier and 
will provide issuers with a clear template when 
considering changes to their reporting systems.”

Despite this, the extent to which standardi-
sation could be achieved could be limited by 
the kinds of deals that come to market. The 

more structured the deal, the harder it would 
be to require that issuers present information 
in a standardised way. 

Some US participants have pointed out 
that standardisation could be anti-competi-
tive since it may require originators and 
issuers to reveal proprietary information. 
Understandably, originators and issuers 
could be reluctant to show too much of their 
hand, especially for a market as complex as 
that of RMBS.

“The concern is whether people are willing 
to open the lines of communication and 
share information that may be proprietary in 
the interest of helping the industry with 
issues of standardisation,” says Evans at 
Wilmington Trust. “That’s a big question 
that has yet to be answered. You don’t want 
to disengage the creativity of this market 
and you don’t want to force people to have a 
system and disenfranchise others from 
making improvements or creating a 
competitive edge.”

One way to address this problem is 
greater investment by investors in staff and 
technology to ensure that they can filter 
through to the relevant information they 
need, without forcing the issue of stand-
ardisation. However, participants say 
investors are unlikely to stump up for any 
such investment until the problems in the 
financial markets blow over. l

“No one knows how  
to value these deals 

now. It all boils down 
to the fact that we, 

the market as a 
whole, haven’t done 
a good enough job 
of disclosing the 
underlying loan  

level data”
Keith Johnson, Clayton Holdings

016-019_MR_0408_coverstory.indd   19 4/4/08   14:07:21



Core value
First American CoreLogic  
is said to be close to finalising  
a deal with a rating agency  
to provide loan level data as 
part of industry efforts to  
improve transparency and 
standardise information.  
Han-Nee Tay talks to Walter 
Allen, senior vice-president of 
capital markets
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What do your clients say is the most 
pressing issue that has to be addressed 
since the subprime meltdown?
Throughout last year, it became clearer and 
clearer that the market’s really focused on the 
issue of transparency. Now that the market has 
identified the problem, it is keen to address the 
implementation of transparency. The 
impression we have is that everyone’s looking 
at a solution that emphasises loan level data. 

Specifically, what kind of data is the 
market looking for to help them make 
better assessments of the risks associated 
with residential mortgage-backed 
securities (RMBS)?
The market is looking at areas that would help 
it get a better understanding of the factors that 
make up predictive delinquencies. In addition 
to underlying assets, it is looking at the 
borrowers – their buying, living and selling 
patterns and how those have a direct 
relationship to delinquency rates. 

Also, it is looking at the brokers associated 
with each deal. The market has now realised 
that many of the loans that went bad can be 
traced back to brokers. In addition, they are 
looking at more accurate predictors of the 
underlying value of the collateral to see how 
it’s trending. 

Finally, what the market wants is to layer in 
the credit characteristics including the Fico 
scores, the loan-to-value (LTV) and loan 
purpose. In the past, the market only looked 
at Fico scores, the value of the property and 
the LTV. The market is now taking a more 
holistic risk assessment approach to the loan.

How important is it for the market to look 
at the role of the broker?
Several large originators have told us that they 
had noticed that certain brokers were 

purposely selecting lenders for bad loans. They 
wanted an impartial third party to collect data 
on the loan level, specifically related to the 
geography and the broker, which was why we 
created our Broker Scorecard. 

It lets an originator type in a broker code 
to review how an individual broker is ranked 
in terms of their business and the industry as 
a whole. 

Is the automated valuation model (AVM) 
outdated for today’s market?
The AVM was a great solution in the past for a 
quick assessment of the value of the property. 
However, there are a couple of scenarios in 
which AVMs may not be as effective. An 
example is when you’re looking at unique 
properties. By that, I mean properties for 
which few or no reasonable comparable 
properties in the local market exist. 

Also, it’s hard to get comparable values of 
properties in rural, remote areas. In today’s 
market, AVM can present a false positive. For 
example, if an appraiser is looking at a distressed 
property in a distressed area, he may only assess 
the price of the property and not look at the 
overall picture. The property could end up being 
valued higher than other properties close to it if 
the appraiser does not take into account overall 
declining prices in the area. 

Finally, more traditional AVMs can be less 
effective in a distressed market or one that is 
changing quickly. We have developed a new 
AVM that performs better in distressed 
markets.

To what extent do you think the current 
cautiousness is merely a function of the 
market downturn? When conditions 
stabilise, will we see a return to 
recklessness?
There’s no question more could have been 
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done operationally to incorporate existing 
technology to mitigate or even prevent the 
subprime crisis. But the issuers and investors 
have come to realise that they need to use new 
tools to both disclose and assess risk, and that 
the mortgage-backed securities markets won’t 
return until that happens. 

How is First American CoreLogic 
approaching the market?
We are reaching out to many investors now in 
the US and internationally. Investors want to 
determine what the current risks to their existing 
portfolios are. At First American CoreLogic, we 
can give them tools to revalue their existing 
portfolio on a mark-to-market basis. 

Also, we can identify the sustainability of 
the valuation piece. We can get a deeper 
understanding of the analytics of the 
portfolio. Investors are asking us to help 
them mark-to-market their portfolios and 
then to assess the overall risk, which includes 
the use of analytics to predict the 
delinquency associated with that portfolio 
and the loss severity they can expect in that 
portfolio, given the worst case scenario of 
their balance sheet.

Tell us about your partnerships with the 
rating agencies.
What we’ve been doing is working with them 
to provide additional lift in detecting risky 
loans in a portfolio. Th e rating agencies are 
moving towards conducting more exhaustive 
analyses of the underlying collateral and risks 
associated with every issuance. We have a very 
active dialogue with them. Th ey are taking a 
hard look at our data and analytics as another 
dispassionate source to advance the predictive 
abilities of their modelling. 

Because diff erent companies use diff erent 
solutions, it’s important for rating agencies to 

play the role of standardising data. Th ere still 
is not a consistent approach used by the 
diff erent technology fi rms and that 
perhaps is a disconnect. 

Do international investors 
have diff erent concerns than 
US ones? 
Apart from the US, we also work 
with investors in Asia and Europe 
and a lot of them have been left 
holding a lot of underperforming 
securities. Internationally, we 
have seen a growing lack of 
confi dence in US securitisation 
methods. International 
investors have expressed to us 
that transparency is critical 
to their getting back into 
US deals. 

As fi duciaries, investors 
want to ensure that they are 
acting prudently to manage 
the risks associated with their 
utilisation of MBS. Investors 
who buy these securities want 
to fully understand the 
associated risks of such 
instruments. It is an unsafe 
and unsound practice for an 
investor to purchase MBS, or 
any other asset in a fi duciary 
capacity, without a full 
appreciation of the risks 
involved. ●
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“Issuers and investors have 
come to realise they need to use 
new tools to both disclose and 

assess risk”
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