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We contend that buyers received false information about the true quality of assets in contractual disclosures by intermediaries during the
sale of mortgages in the $2 trillion non-agency market. We construct two measures of misrepresentation of asset quality — misreported
occupancy status of borrower and misreported second liens — by comparing the characteristics of mortgages disclosed to the investors at
the time of sale with actual characteristics of these loans at that time that are available in a dataset matched by a credit bureau. About one
out of every 10 loans has one of these misrepresentations. These misrepresentations are not likely to be an artifact of matching error
between datasets that contain actual characteristics and those that are reported to investors. At least part of this misrepresentation likely
occurs within the boundaries of the financial industry (i.e., not by borrowers). The propensity of intermediaries to sell misrepresented loans
increased as the housing market boomed, peaking in 2006. These misrepresentations are costly for investors, as ex post delinquencies of
such loans are more than 60% higher when compared with otherwise similar loans. Lenders seem to be partly aware of this risk, charging a
higher interest rate on misrepresented loans relative to otherwise similar loans, but the interest rate markup on misrepresented loans does
not fully reflect their higher default risk. Using measures of pricing used in the literature, we find no evidence that these misrepresentations
were priced in the securities at their issuance. A significant degree of misrepresentation exists across all reputable intermediaries involved
in sale of mortgages. The propensity to misrepresent seems to be largely unrelated to measures of incentives for top management, to
quality of risk management inside these firms or to regulatory environment in a region. Misrepresentations on just two relatively easy-to-
quantify dimensions of asset quality could result in forced repurchases of mortgages by intermediaries up to $160 billion.

This docunent is not intended to, and does not relate specifically to any investrment strategy or product that AQR offers. It is being provided merely to provide a framew ork to assist

in the inplerrentation of an investor's own analysis and an investor’s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recontrendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived fromsources believed by the
author and AQR Capital Managenent, LLC (“AQR’) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or inplied, as to the information’s accuracy or conpleteness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary informetion and should not be
the primary source for any investrrent or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investrrent losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR The view's expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein.

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained fromsources believed to be reliable; how ever, neither
AQRnor the author guarantees the accuracy, adequacy or conrpleteness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to

be relied on in making an investment or other decision. There can be no assurance that an investrrent strategy will be successful. Hstoric market trends are not reliable indicators of



actual future market behavior or future performance of any particular investrment w hich may differ meterially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forw ard-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different fromthat shown
here. The informetion in this docunrent, including statemments concerning financial merket trends, is based on current market conditions, w hich will fluctuate and may be superseded
by subsequent market events or for other reasons.



	You are now leaving AQR.com
	Asset Quality Misrepresentation by Financial Intermediaries: Evidence from RMBS Market

