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By Robert Murphy

How to End Appraisal Presue

Onea and for All

slong as canmissioned loan offi cers ormortgage briers
Apick and talk to appraisers, there will be appraiser pres-

sure inflated values and mortgage meltdowns like the
one we havejust experienced. That,in essence iswhat | told a
U. S congressonal committeeN2 0 years ago.

At the time, | wasexplaining one of the root causesof the
savings-and-loan (S&L) crisis: directed appraisalk. But | could
just aseasily have beentalking about how the appraisd indus-
try operated during 2005, 2006 and 2007N the run-up to the
subprime crisis. That®because directed appraisals have con-
tinued to be the industry® Achilles®eel for the past two
decadedespite federal guidelinesthat prohibit them and
despite the growth of appraisal-
management companiesthat were
supposed to serve as a firewall
betwen appraisers andlenders

Of course, no one condones
or acknowledges these practices.
But until very recently, they hap-
pened all too often at lenders
large and small. As the founder
of two vendo#management com-
panies (LenderOservice Inc. and
ValuAmerica)l have discussed
this issue regularly with clients
over three decades, and no one L
ever disagreedN at least in theo- -
ry. But when the push back cameN and it always didN it
would come from the same place: retail lending. Loan offi-
cers would complain about new appraisal ordering proce-
dures and their managers would acquiesce rather than risk
losing their star performers

And thenwe @start to hearthe agesld code words: OHato
traveltoo far . .. conps aenOnaccuate . .. chages ta much O
Translatedtheseseemindy innocuousstatementsmeant: This
appraise isnOt itting the numbers we need to do these eds;
use air favorite gopraiser instead, becaise he or ste will.

Recentlythe New York attorney geneal suedone apprais-
al-managemaent firm , publicly criticizedthe appraisal practices
at amajor national lender, and questioned Fannie Mae and
Freddie Mac oversight on thisissue. Out of this controversy
cameanew agreenent in February among the New York attor-
ney general; the government-sponsored enterprises (GSEs);
and the GSE$egulatorthe Office of Fecerd Housing Enter-
prise Oversigh (OFHEOQ).

Part of that agreement is a Home Valuation Code of Con-
duct. Lenders that don®follow the procedures and practices
setforth in this code wonObe ale tosel loans to Fannie Mae
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and Freddie Mac ater Anuary 2009.

The new code

The new cade of conduct, likethe interagency guidelinesbebre
it, prohibits commissioned loan offi cers from seleding apprais-
ers or influencing their reports.

But the codegoes firther, s aying the GSEsvonObuy mort-
gagesfrom wholesles if they let their mortgage brokers orde
appraisaldt alsocuts off lenders that use gaff appraisers or
order appraisals from captive vendormanagement companies or
appraisal-management companiesthat employ staff appraisers.

Clearly theseareall stepsin the right direction. Particularly

stt hiring appraigl-mangement

companies, apparently, doesn®
iInsudte apprai®rsfrompresue

important is closing the enormousloophole that had let mort-
gage brokers use their favorit e appraisers to make their deals
work. Interestingly, thereis at least one businesspractice that
the code missed and the Uniform Standards of Professional
Appraisd Practices (USPAP) requires: providing appraisers
with sales contracts for first mortgages|f we really want
appraisersto arrive at a true value without any prompting,
w hy give them the precise number we @ trying to hit?

Whether these rules stick this time around will depend
upon whether the GSEs and the federal agencies are serious
about enforcementand what will be required to demonstrate
compliance

New policies alone wonOto it. Just hiri ng appraisad-man-
agement companies, apparentlydoesn®insulate appraisers
from pressure. So how do we as an industry finally put an
endto aproblemthat we first acknowledgedand outlawed 20
yearsago?

How to end appraisal presute for real
Making adherence to the cade a caondition of selling tothe GSE
certainly means it will get the industry®@full attention. In this
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market,conforming isthe only gamein town.

But a number of other forcesare aligning thistime around.
| suspectthat the New York attorney generalQsuit wil | prompt
appraisal-management companies to take a tougher stance
with clients, and remember the main reason they@e in busi-
ness isto preventinflated appraisals.

The alleged behavior, recounted in the New York attorney
generak3uit, is simply a snapshot, taken out of context, of
what happensall too often in appraisal-managementcompany
engagementa lenderOsenior management seesthe advan-
tages and decrees that the company will use an appraisal-
management company; channel management agrees, then
goes right ahead and undermines the process. As with the
accounting firms after Enron and the telecom failures, my
guessis that appraisd-managenment companieshavenow seen
the light and redize that while making their clients happy is
goodstaingin business is lketter.

Alsgmortgge lenders have just releaned a very painful
lesson: Collateral is acritical part of the underwriting equa-
tion. Ignoreit at your peril. And for years that®pretty
much what happened. As an industry, we told ourselves the
only number we needed to look at in a mortgage transaction
was a threedigit number followed by FICO . After all, prop-
erty values only go one way, right?

This kind of thinking was responsible for many of our
biggest mistakes: 100 percent loan-to-valie (LTV) ratios, ne-
tive-amortization products, on-the-spot home-equity line of
credt (HELOC) deals, and soon.

Toda, our industry® obsession with speed (and cost) has
been replaced by caution. Suddenly vendors are not hearing
that much about automated valuation model (AVM) cascades.
On the origination side of the business, no one is talking
about AVMs or desktop appraisals. Full appraisals are mak-
ing a comebadk, even in refis and in home equity.

Banks and surviving mortgage conpanies ae dsotaking a
hard look at thosewith whom they are doing business Hard-
ly a day goes by without some large lender announcing itOs
closing awholesale or correspondent channel and focusing

on retail, where there is greater control. Ironically, when it
comes to demanding exemptions from appraisal policies, |
h ave found retail channels areusualy first in line.

For the moment, those loan officers who still have jobs
seemto be playing by therulesand keeping alow profil e. Over
the pastfew months,forexampleour company has heard vir-
tually no canplaints about appraisalvalues

Technobgy is the key

Tecdhnology is one of the big differences between the early
1990swhen thefirst rules on directed appraisals were
announcedand thistime around. Lende's of all sizescan easly
and relatively inexpensidy use technology to enforceand doc-
ument compliance with their appraisal policies. Think of it as
parental controls for loan officers.

My company, for xamplehas a software platform,known
as ValuNet xsp. It uses an algorithm to select appraisers.
Unless the controls are overridden a loan officer can® see
who gets an appraisal order. The sdedion is made based on
the appraiserOsredentials and licensing, locationyorkload
past performance and USPAP rating.

In addition to preventing loan officer interference, the
beauty of the technology is that it automatically documents
complianceThe system tracks every step in the order,
payment and communications process. And most apprais-
al-management companies and vendormanagement com-
panies probably have similar systems that could, with
some re-engineering, help lenders comply with the new
GSE requirements and demonstrate compliance.

If the GSE areselious about their code,th ey()ltiemandthat
lenders usetechnology to prove they are complying. A 19th-
century mathematician summed it up best O ® measureis to
knowO
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