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Motivation (Cont’d)

« Valuationgappraisalsgffectivelymatter only



e Lingo:
— Borrowersoften complainthat their ‘appraisalcamein low’ or ‘value wascut’ implying
the appraiseris at fault.

— Nooneinthe mortgagebusinessversaysborrower’s expectationswere too high’ or
‘purchaseprice wasunrealistic.’

* Manyarticlesin the spirit of “Howto Influencean Appraiser’
E.g. http://EzineArticles.com/3201545

— Most appraisersare lazy,soyouhaveto do

Most



» Testimonieof Appraisersll,000appraiserscomplainingaboutharassmenby
loan officersand borrowers(http://appraiserspetition.com/index.htnh
— Pressurecomesfrom commissiompaidloan officerswho often conditionfuture
assignmentsvith achievingcertainappraisalvalues
— Someappraisersaythat they were ‘blacklisted’ becausehey did not deliverthe right
values
— “I havelost clientsfor NOThitting anumber”

— “Appraisers




LikelyMechanism
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o Controls:l(Default),l(Seriousdelinquency)
Mortgagecharacteristicgt =0): FICO|(FRM30),|(FRM15), I(ARMshort

term), I(ARMHyDbrid),I(No/low doc),I[(Ownerpoccupier) |(Condo) Debtr
to mcomeratio, CLTVEEXcespremium

* Fixedeffects:



» Firsttransaction:Refinanceor purchase
— Largemortgageinsurer’sdata (includesvaluationdata)
— 19902011

— Conformingoans:
* Primeborrowers(FICG>620)
* Mortgagesizebelow GSgumbo cutoff (currently$417,000)

— In49% mortgagesare originatedby









Nearlyr



Third PartyOrigination

Dependent variabl®ifference in standardized values )%

Sample restriction (% of loan limit): All
(1)
Cash-out refi -2.82%*
(-26.31)
x Third Party Originator -2.25%%*
(-20.83)
Rate refi -2.57%*
(-26.17)
x Third Party Originator -2.85**
(-28.71)
Observations 1,011,749
Adj R® 0.335

Full set of controls + fixed effects in all columns

« Thirdparty originationis associatedvith appraisabiasof about2.2%



Approachinghe Jumbot.oanCutoff

Dependent variable:
Sample restriction (% of loan limit): 0%-85%  85%-95% 95%-98% 98%-100%
(1) (2) (3) (4)

Loanghat are closeto the jumbo foan cutoff havesignificantlyjower appraisal
bias

Nearthe jumbo toancutoff thereislittle incentiveto manipulatevaluations,
asloansizeis capped



Refinancednortgagesare more likelyto default(e.g.,Elulet
al.2010)

Also,leverageis a keydeterminantof default

Isit possiblethat appraisabiasis partly responsibleor the
highlikelihoodof default of refinancetransactions?

Test:

— Calculatehe correctedleverage
— Runhorseraceof observedeverageand correctedleverage



Hypothesisthere is
informationin the
recalculatedeverage

Test:

— Stagel: Regresslefault
indicatoron observed
leverageindicators

— Stage2: Regressesiduals
on recalculatedeverage
indicators

Whenreplacingthe order of
the



MortgageRates

Dependent variable: Interest rate (%)

Stage 1 (raw)

Observed CLTV

70< CLTV <80
CLTV =80

80< CLTV <=85
85< CLTV <=90
90< CLTV <=95
95< CLTV <=100
100< CLTV <=105
105< CLTV <=110
110< CLTV

Other controls

MSA x YYQQ
Observations

Pseudo-R

0.05**
0.10**
0.19**
0.25%*
0.34**
0.51%*

Yes

Yes
1,011,749

0.056

Hypothesislendersprice
inflated appraisalsn
mortgagerates

Test:

— Stagel: Regressnortgage
rate on observedCLTV
indicators

— Stage2: Regressesiduals
onrecalculatedCLTV
Indicators

Whenreplacingthe order of
the regressionsthereisno
additionalinformationin the
“observedCLTV'bverthe
“recalcualted CLTV”



It appearsthat borrowersput pressureon appraisersandthat lendersunderstand
this andundothe effect by charginga premiumon highlyteveragedrefi

transactions
Similarto the adverseselectionin the insurancemarket; insurersaccountfor adverse

selectionby pricingcontractsaccordingly(e.g.,Akerlof 1970 Abbring,Chiapporiand
Pinquet 2003Lewis2011)

 Whycan’tthe borrowersandlendersjust agreeon higherleverage?

— Thereareregulatorybarriers.E.g. GSEgare supposedo helphomeownership cannot
financeloansby more than 100%.Thesilentcooperationbetweenborrowersand

lenderseffectic



» Appraisabiasincreasesvith bubble
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«  Samplesrestrictedto refi transactionsdbetween2001to 2006;purchaseransactionup to 2007
e MSAs



It is possiblethat there
IS selectionin the first
transaction:

— E.g.somerefi/purchase
take placebecauséhe
valueof the propertyis
relativelyhigh

We cancontrol for prer
first transactionby
addinganother
purchasetransactionto
the series.Effectively,
we havea sampleof
“triplets”.

Theresultsare similar.



Selectiornof FirstTransaction?

UseAVMSs

Dependent variable:

Sample:
Cash-out refi 3.86*+* 3.23%*
x Third Party Originator 1.18%*
x CLTV " 70%
x 70% < CLTV < 80%
x CLTV = 80%
x 80% < CLTV " 85%
x 85% < CLTV” 90%
x 90% < CLTV " 95%
x 95% < CLTV

Defaulted + Serious*

3.01%**
3.69%*
4.4
4.10%**
3.73*
2.23*
2.50%*

In order not to
conditionon future
transactiontaking
place,in the current
specificationwe
compareappraisalgo
automaticvaluation
model (AVMS)



Withdrawalof Applications
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Threateningoan officersto shoptranslatesto higherwithdrawalrate by borrowers.Theeffectis strongerfor refi
andfor highlyteveragedborrowers

Data:HMDA;2006;31.4mapplications
Thelikelihoodof applicationwithdrawalis significantlynigherfor refinance,especiallyfor highlyteveraged

borrowers
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Conclusion

We usediff m diff methodologyto measureappraisabiasin residentialrefinance
transactions

Appraisabias
— 3.7%o0n average
— Increasesvith leverage6.5%for loanswith CLT\% 95%
— 2.2%for loansoriginatesby third party originators

Althoughappraisabiasaffectsdefault, lendersare awareof this, andchargea
premiumfor highlyteveragedrefi mortgages

— Borrowersandlenderscircumventlegalrestrictionson high teveragdending

Appraisabiasappearsio be correlatedwith (contributedto?) the real estate
bubble






 Endogeneity ofefinancing
— Refinancgbeinga voluntarytransaction)is likely to follow pricerun up
— Weexamineonly the differencein valuationbetweena purchase



Methodology(Cont'd)

« Calculatehe “adjustedvaluation”,i.e.,valuation(or price)expressedn
standarddeviationterms

e Expresdhe differencebetweentwo consecutivaransactions:
— Thedifferencebetweentwo consecutiveefinanceand purchasdransactions:

( ) ( )

— Thedifferencebetweentwo consecutivaefinanceand purchasdransactions:

( ) ( )






AnecdotalEvidence

Lingo:
— Borrowersoften complainthat their ‘appraisalcamein low’ or ‘value wascut’
implyingthe appraisers at fault.

— Nooneinthe mortgagebusmesseversays borrower’s expectationswere too
high’ or ‘purchaseprice wasunrealistic.’

Many articlesin the spirit of “Howto Influencean Appraiser’
E.g. http://EzineArticles.com/3201545

— Most appraisersare lazy,soyou haveto do the work for them

— Findout if they are willing to useprivate salesfrom countyrecords
— Findyour own comps

— Preparea completecomppackagédor them

— Haveyour placeclean(first impressionsare lastingones)

— Useyour network for leverageand influence

Customizedraluationswww.namethatvalue.com




* 11,000appraisercomplainingabout harassmenby loan officersand borrowers
(http://appraiserspetition.com/index.htm

Pressurecomesfrom commissiorpaidloanofficerswho often conditionfuture
assignmentsvith achievingcertainappraisalvalues

Someappraisersaythat they were ‘blacktisted’ becausehey did not deliverthe right
values

“l havelost clientsfor NOThitting a number”

“Appraisersare like pawnsin somefinancialfirm’s game.If they don’t getwhat they
want, they blacklistyou”

“Appraisalsneedto be orderedby someonewithout a vested



WashingtorMutual andeAppraiselT (nouCorelLogicjJuly2006to
April2007)

WaMu putspressureon its appraiserfirm eAppraiselT toncrease
valuations

— Objectiveio sellmortgageanore easilyin the secondarymarket
WaMu threatenswith transferringbusinesgo competitors

— Threatisrealizedin N California
eAppraiselT accepaMu’s terms:

— “ProvenAcceptedList” of appraisers

— Appraisersvho do not hit the numbersare blackfisted

NYAttorney GeneralCuomosueseAppraisel T (Novembdr, 2007)
— Strongpricereaction



e Changan the samplecomposition

— If we usedonly refinancepurchasepairsthen changein sample
compositioncouldaffectthe results

— Sincewe usealsopurchasepurchasepairs,this concernis mitigated

« Changan unobservablecharacteristics

— E.g.propertiesthat arerefinancedare in goodcondition, but
change—



