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ny NATIONAL ASSOCIATION OF REALTORS” 

: 7 se William M. Moore, President 
ar Nestor R. Weigand, Jr., President-elect 

eee ira Gribin, First Vice President 

REALTOR ° Real Estate Finance Division 

777 14th Street, N.W., Washington, D.C. 20005 
Telephone 202 383 1102 

October 6, 1987 

Mr. James A. Graaskamp 

Chairman, Real Estate & Urban 

Land Economics 

University of Wisconsin —- Madison 

1155 Observatory Dr. 
Madison, WI 53/706 

Dear Mr. Graaskamp: 

I am delighted that you are joining us for the Third Annual Real Estate 
Finance Roundtable, sponsored by the NATIONAL ASSOCIATION OF REALTORS®. I am 
excited about the program we have planned this year, and I am confident that 
the sessions will be productive. 

I have enclosed a copy of the meeting materials, including the agenda, 

logistical details and copies of the presentors' papers. 

As a reminder, a room has been reserved for you at the Ritz-Carlton, and 

room and tax have been placed on the ASSOCIATION'S master account. 

If you require additional information about the Roundtable, please feel 

free to contact Sonja R. Taylor of the ASSOCIATION'S staff. She can be 

reached at (202) 383-1206. 

I look forward to meeting you at the opening reception on Sunday evening 

(6:00 p.m.)! 

Sincerely yours, 

WILLIAM M. _, er 
President 

Attachments 

cr cen ree erent 

(=) REALTOR’ is a registered collective membership mark which may be used only by 
real estate professionals who are members of the NATIONAL ASSOCIATION OF REALTORS’ 

coun. NOusimG and subscribe to its strict Code of Ethics.
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NATIONAL ASSOCIATION OF REALTORS® 

THIRD ANNUAL REAL ESTATE FINANCE ROUNDTABLE 
—” QUCUTOBER TI-IZ, 1987 

AGENDA 

SUNDAY, OCTOBER 11, 1987 , 

6:00 p.m. - 7:00 p.m. Reception 
Vendome Room 

7:00 p.m. — 8:15 p.m. Welcoming Remarks: William Moore, President 
Vendome Room Dinner 

Keynote Speaker: “Housing Needs through the Year 2000" 

Anthony Downs, Senior Fellow, 

The Brookings Institution 

8:15 p.m. — 9:00 p.m. Question and Answer Session 

Moderator: William Moore, President 

MONDAY, OCTOBER 12, 1987 

7:00 a.m. - 8:00 a.m. Welcoming Remarks: Nestor Weigand, Jr. 
Salon Room President-Elect 

Breakfast 

8:15 a.m. - 9:00 a.m. “Growing Problems with Affordability" 
Salon Room Presentor: Kermit Baker 

Moderator: Ira Gribin 

9:15 a.m. - 9:45 a.m. Break-out Sessions 
Vendome and Salon Rooms 

10:00 a.m. - 10:30 a.m. General Session 

Salon Room 

10:30 a.m. - 11:15 a.m. “Innovative Mortgage Security Topics” 

Salon Room Presentor: John Blasucci 

Moderator: Stan Sabin 

11:30 a.m. ~ 12:00 p.m. Break-out Sessions 
Vendome and Salon Rooms 

12:10 p.m. - 12:40 p.m. General Session 
Salon Room 

12:45 p.m. - 2:00 p.m. Lunch 
Glass Room 

2:15 p.m. -— 3:00 p.m. "Increasing Problems Associated with the 
Salon Room Appraisal Industry” 

Presentor: Professor James Graaskamp 

Moderator: Norman Flynn 

3:15 p.m. -— 3:45 p.m. Break-out Sessions 
Vendome and Salon Rooms 

4:00 p.m. - 4:30 p.m. Final General Session | 
Salon Room 

Adjournment



JAMES A GRAASKAMP 

CHAIRMAN, DEPARTMENT OF REAL ESTATE 

AND URBAN LAND ECONOMICS 

MADISON, WISCONSIN 

Professor James A. Graaskamp, Ph.D., SREA, and CRE has a double career as 

educator and real estate consultant. He is presently chairman of the 

Department of Real Estate & Urban Land Economics at the University of 

Wisconsin-Madison and president of Landmark Research, Inc., established in 

1968, a consulting firm specializing in courtroom appraisals, feasibility, and 

institutional investment. He has a background in home building and land 

development, and is well known for his work in feasibility analysis. 

He is a former member of the Board of Directors of the Wisconsin Housing 

Finance Authority, a ULI Trustee and Research Fellow, and a member of the 

Salomon Brothers Real Estate Research Advisory Committee.



IMPACT OF APPRAISAL REFORM ON AVAILABILITY AND AFFORDABILITY 

OF HOUSING AND HOUSING CREDIT 

prepared by 

Professor James A. Graaskamp 

University of Wisconsin School of Business 

For 

Third Annual Real Estate Finance Roundtable 

sponsored by 

National Association of Realtors 

Ritz Carlton Hotel 

Monday, October 12, 1987 

Chicago, Illinois



NAR Roundtable 

1. The Hope of Appraisal Reform 

A. Affordability, availability, suitability all adversely affected 
by honest appraisal. 

B. Federal pressure--Barnard Report 

C. Competetive pressure--the accountants and economists 

D. Public pressure on savings institutions to represent the saver 

E. Legal pressure on those who sell securities 

F. Internal professional concern for integrity 

ft. mpacts Qn Restdential Finance 

A. Short term--single family 

B. Long term--single family 

C. Short term--multi-family rental 

D. Long term--multi-family rental 

E. Short term--multi-unit condos 

F. Long term--multt-unit condos



CHANGING APPRAISAL STANDARDS AND AFFORDABILITY OF HOUSING 

1. Introduction 

Long overdue reforms of the appraisal process will begin to impact 

residential real estate finance during the next three (3) years with some 

adverse impact on the availability, suitability, and affordability of 

housing and housing credit. The housing consumer, particularly the 

renter, has been subsidized by the subversion of appraisers to those who 

prosper from overproduction. Oversupply has held rents down at the cost 

of billions to investors, mortgage lenders, the U.S. Treasury, and 

ultimately the guarantor of our financial institutions. These losses 

probably exceed the direct subsidies to specific housing units from 

Section 8, 236, and shallow subsidy programs like 221(d)4/tandem plans. 

A. The Barnard Report | 

The significant role of faulty appraisal in undermining our housing 

credit institutions has now been recognized, measured, and targeted 

as a major area of reform. The Barnard Report (1) not only 

underscored the need for appraisal reform in all of our housing 

credit institutions, but in addition is the basis for newly proposed 

federal legislation (2) which will require the appraiser to work 

directly for the lender and not as an advocate for the borrower. New 

projects will require intensive market analysis and feasibility, 

(1) “Impact of Appraisal Problems on Real Estate Lending, Mortgage Insurance, 

and Investment in the Secondary Market" 48th Report by the Committee on 

Government Operations, Commerce, Consumer and Monetary Affairs 

Subcommittee, Congressman Douglas Barnard, Jr., Democrat-Georgia, Chair; 

Printed U.S. Government Printing Office, Washington, 1986. 

(2) New legislation will be introduced in the House of Representatives in 

October, 1987, by Congressman Doug Bernard, Jr., implementing 

recommendations on Page 13 of the previously sited report.



integrated into the appraisal together with a series of value added 

measurements over time to protect the lender against unrealistic 

assumptions about project pace, price appreciation, or operating 

performance. Moreover, the loan officers will be required to 

sign-off on the appraisal and to utilize only nationally certified 

appraisers approved by the credit institutions board of directors. 

B. HHLB R41A, B, C, D, ... 

Even before the Barnard Report, the Federal Home Loan Bank Board had 

been attempting to bring the appraisal process under control through 

an evolution which currently finds R41C in place with clarifications 

in process leading to R41D. The details are included in Appendix A, 

not only to underline the heavy emphasis placed on primary and 

secondary market data but to suggest the minimum standards 

recommended for all Federally Guaranteed Institutions in the proposed 

federal legislation. It should be noted that much of the regulation 

imposes heavy responsibility on lending institutes to produce 

objective, state-of-the-art appraisal]. Lenders who once endorsed 

minimal appraisals in an implicit conspiracy with the production 

sector, now find a Gresham's law has driven the reliable market 

analyst out of the business so that the availability of appraisers 

with objectivity, integrity, and technique has become an expensive 

bottleneck in the apartment development loan process. 

C. Appraisal Standards Board 

The revelations of the Barnard Committee and ferment within the 

credit industry including banks, private guarantors, and securities 

outlets have finally pushed the appraisal industry to establish both 

an appraisal standards board and a national set of certification 

~2-



standards for appraisers to be administered primarily by the States. 

The system will be modeled after the Financial Accounting Standards 

Board (FASB), and the Certified Public Accountant Designation (CPA) 

Program. (3) The big debate currently is the role which the federal 

government will play in financing and selecting of trustees and staff 

to implement the program. This role will be defined in the 

legislation to be introduced by Congressman Barnard. In any event, 

those dealing with federally insured institutions will need to use 

certified qualified appraisers appropriate to the project type to be 

financed. 

D. Shifting Underwriting Concern for Appraisal 

Financing for the housing industry through the traditional sources 

has been drastically altered by the rise of the secondary market, 

particularly the financing of single family mortgage loans. The 

loans are generally credit enhanced through public and private 

mortgage insurance, the credit of the issuer, or 

over-collateralization. The vaiue of the underlying real estate 

asset is not the real collateral so that the appraisal is of primary 

significance to regulatory requirements or interest rate premiums 

built on loan-to-real estate value ratios. Automation of the 

underwriting and servicing process may ultimately lead to automation 

of the appraisal process with the former appraiser becoming a due 

diligence, property inspector. For existing single family homes form 

appraisals and property inspection sheets may merge and lower the 

emphasis on value relative to condition and neighborhood context. 

(3) A committee of eight major appraisal organizations has announced formation 

of a foundation whose trustees will be responsible for establishing a 

standards board and a certification board. 
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The upheaval in the appraisal industry will impact various housing 

credit matters quite differently, both in the short run and in the 

long run. This essay will try to demonstrate that appraisals will 

become much more expensive and relevant due to tight public and 

private procurement standards and a shortage of trained people. At 

the same time appraisals may depress the condominium market because 

of the new requirement that fair market value reflect cash 

equivalency. Cash equivalency means ali financing or special 

concessions by the seller must be discounted from nominal sales 

price. In the single family market availability and affordability 

may be slightly enhanced as the function of the appraisal changes 

from confirmation of purchase price to control of structural and 

locational quality, causing price erosion of properties not scoring 

well on some sort of risk matrix underwriting system. 

Ii. Short Term Appraisal] Reform Impact on Housing Availability and 

Affordability 

Historically, the consumer of multi-renting housing has always benefited 

from chronic oversupply (4) and a tendency for developers to provide 

quality features to create some monopoly advantage without testing the 

relative desirability of these features with the consumer. If appraisal 

and tax reforms are successful, the production of new rental units will 

shift from a fee and finance justification for the producer to a market 

demand justification, reflecting preferences of the ultimate consumer. 

Demand driven production will eliminate oversupply and encourage a better 

fit of product to market segment. 

(4) During the 1970's, the rent index averaged 60 percent of the housing index 

and the general CPI index thanks to lax financing and general tax shelter 

ploys. 

~4-



A. End of Appraisal Conflicts of Interest 

Traditionally there has been an implicit conspiracy between the 

broker, buyer, lender, and appraiser which expects the appraiser to 

confirm the purchase price or desired loan-to-value ratio. This 

conspiracy tends to support higher, less efficient market prices and 

reduce the incentive of the buyer to negotiate hard. The appraiser 

was hired by the broker/buyer so that he had little incentive to kill 

the deal by reporting his observations to the lender. Even though 

the form appraisals to be used under R41C or secondary market 

agencies are the same as before, the appraiser would be hired by the 

lender to report to the lender, and the lender himself must seriously 

review the form report and sign on it as personally involved in the 

process. This certainly will reduce the overstatement of value and 

excess lending encouraged by the confusion of roles for the 

appraiser. Of great significance is the new emphasis by lender and 

appraiser on reporting cash equivalency value (5) and then adjusting 

from this common denominator for creative financing, payment of 

points by the seller, or other terms of sale. Cash equivalency 

generally means reduced prices and, therefore, a ceiling on first 

mortgage loans requiring bigger down payments or price concessions to 

fit the price of the home to the means of the buyer. 

B. Organized Market Data Coops 

Another major reform is the requirement that lenders pool their data 

on properties and appraisers. The lender is expected to share sale 

and rental data with the appraiser to improve the efficiency of 

{5} See R41C in Appendix A for definition of Market Value. 
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market analysis. Federally insured lenders are expected to pool data 

on appraisers, as well, so that sanctions can be applied to those who 

continue to represent the buyer at the expense of the lender. 

C. Short Term Impacts . 

A short term result of cash equivalency and pooled market data on 

single family and condominium homes will be a write-down of values 

during the reappraisal process of existing portfolios for loans 

acquired during high interest periods when the ambiguities of 

creative financing and hard sell were rampant. Resale prices will 

also be reduced from nominal purchase price, preventing the purchaser 

from selling to move up with accumulated equity, discouraging first 

time buyers from a second purchase adventure, or making the next home 

less affordable. 

The availability and affordability of multi-family rentals should be 

adversely affected in the short run by the requirements of honest 

appraisals buiit on legitimate market studies thus blocking redundant 

construction. The oversupply should gradually be reduced so that 

rent structures will more adequately reflect the capital cost of the 

apartment project. Affordability will be reduced because renters 

have enjoyed huge indirect subsidies from losses to lenders and 

equity investors both in actual dollars and in terms of opportunity 

costs of excess investment. Availability will also be reduced as 

projects are postponed until justified by effective demand and 

limited choices of low vacancy. 

- § -



III. Long Term Appraisal Reform Impact on Availability, Affordability, and 

Suitability 

A. Single Family Impacts 

Appraisal reform will have little long term impact on single family 

detached housing other than to remove the cost to the system of 

concealing creative financing and marketing ploys in the appraisal 

ofthe property. Cash equivalency is simply a refinement of 

Truth-In-Lending. Moreover, the appraisal itself is of less 

significance when the loans will move into the secondary market and 

receive the benefit of various forms of credit enhancement and 

over-collateralalization. Due diligence will emphasize property 

inspection while underwriting will place more emphasis on community 

economic base, SIC code factors, and the SIC code of the borrower in 

addition to his character and capacity. Perhaps sellers of single 

family homes will be educated to recognize that property values in 

many areas have declined and that reality cannot be concealed with 

prices which include creative financing and other incentives from the 

seller. To the degree that reporting real appraisal value educates 

sellers to expect less, there should be greater availability and 

affordability for single family homes. 

B. Condominium Impacts 

The condominium unit in most markets is in oversupply and at 

depressed values for most price ranges, with some notable 

exceptions. Condominium appraisers ignored cash equivalency but that 

is no longer possible. However the inventory overhang may not be as 

Significant as the disenchantment of many housing consumers with the 

problems of mutual management, the interdependency of resale values 

- 7% -



and the social cohesiveness of the project, and the spread between 

© first owner price during the high intensity, marketing phase and the 

resale price when the sales effort is left to a single broker with 

only one listing in the project. Under the new rules the appraiser 

is obliged to assemble a 3-5 year sales history of the unit to be 

valued and the project of which it is a part, not to mention a search 

for comparable unit resales in other projects. The focus on resale 

prices and cash flow equivalency will depress values, financing, and, 

therefore, effective demand. Availability and affordability are less 

of a question than desirability and the appraiser will be required to 

do primary research on the little distinctions among each comparable 

project. 

C. Large Multi-family Rental Impacts 

Large scale multi-family rental properties will experience a major 

© adverse impact, particularly for new construction, as a result of 

| changing underwriting standards and appraisal reform. A recent 

manual, Underwriting Income Property Mortgages, prepared for the 

National Association of Review Appraisers and Mortgage Underwriters, 

concludes that lenders shift emphasis from appraisal value toward 

careful, realistic, projections, of future income available for debt 

service. (6) At the very least no financing commitments can be made 

(6) See conclusions in Underwriting Income Property Mortgages; John M. Clapp 

and Stephen M. Miller, published by National Association of Review 

© Appraisers and Mortgage Underwriters, 1986, Scottsdale, Arizona. 
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until the developer expends a large sum for market analysis, 

@ feasibility analysis, and a detailed project program in terms of 

scheduling, absorption, and operating costs. (7) These costs were 

once funded after the fact on the first draw but now must be 

incurred before any commitment can be made. Moreover, there are few 

appraisal] firms with credibility so that an acceptable market study 

may be delayed as the developer waits in queue for the required 

appraiser. The cost may be five times what the developer was 

accustomed to pay and may require 3-4 months to complete due to the 

need for survey research and other detail. Lenders require fire 

insurance costing one percent (1%) of the project value each year to 

be paid at the closing in case the project should burn down. Good 

risk management should pay at least one percent (1%) of the project 

© to see if it will rent up because that is the real collateral. Over 

time projects properly designed in response to existing market demand 

may result in greater availability of mortgage funds and reduce 

construction loan premiums because of a better match of supply to 

immediate demand and reduced indirect cost of vacancy. 

D. Impact of Better Market Information 

Cumulative data in the community about the demand for rental units, 

the filtering of tenants among alternative projects, and the 

effective rent levels after the adjustment for concessions, may lead 

to intelligent subsidy of projects to selected segments of the renter 

market. To that degree honesty and marketing information may improve 

® (7) See sections 13 to 17 in R41C, Appendix A. This standard should apply to 
all fiduciaries and not just S & L's 

~ 9 ~



availability and affordability but otherwise those elements have been 

© artificially favorable in recent years due to inadvertent subsidies 

by those who invest in apartments. 

One long-term benefit of appraisal reform is the important housing 

attribute of suitability, rather than availability and 

affordability. More primary research among renter households should 

improve the fit of new housing to market gaps that need to be 

filled. Justification of a project will require careful segmentation 

of renter groups to refine marketing targets and better match the 

inventory features as well as services provided to the consumer. 

For existing projects there will be a trend toward financing in the 

secondary markets where appraised value is of less importance after 

© the original loan to value ratio has been set and net income ratios 

, to debt service and credit enhancements are all-important. In this 

area there is a possibility that capital pools of foreign money 

structured through multiple formats may produce a lower financing 

constant and, therefore, lower and more affordable apartments. The 

role of appraisal reform for the Wall Street fiduciary is less clear 

and mortgage collateral bonds may be the less efficient sector of the 

capital market to which developers will gravitate if they can avoid 

the hard questions of R41C and related federal standards. Honest 

appraisal, like honest financial rating systems may still serve to be 

a bottleneck for multi-family rental capital. 

© 
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IV. Conclusions 

©} Availability and affordability of housing has long enjoyed the subsidy of 

a conspiracy among brokers/buyers/lenders/and appraisers to shift the risk 

of poor market planning to the FHA, the secondary market, or ultimately 

the federal guarantors of saving institutions solvency. 

The private investor in the pursuit of tax shelters also encouraged over 

production and subsidized the tenant with poor investment judgment. 

If appraisal reform is not frustrated by the unwise lobbying of National 

Association of Realtors and groups that purport to represent the housing 

credit industry, then ultimately the housing supply wili become more 

sensitive to the needs of all market segments and better matched in terms 

of supply and demand to permit fair pricing relative to the equitable 

© interest of owner and tenant. Availability and affordability are 

ambiguous terms when they depend on gross over-supply and hidden 

destruction of capital pools. When those terms are carefully defined to 

represent normal vacancies to permit choice and choice is commensurate 

with product and service quality, then it is possible to recognize 

appraisal reform as good housing credit policy. To oppose tough appraisal 

reforms and the ability to apply sanctions against noncertified appraisers 

is to endorse a false sense of availability and affordability of housing 

subsidized by those who finance bankruptcy of the lender and project, and 

sell investments based on misleading tax shelters. 

© 
-11-



Append x A 

FEDERAL HOME LOAN BANK BOARD 
OFFICE OF EXAMINATIONS AND SUPERVISION 

© MEMORANDUM EBR-4lIc 
O: Professional Staff— Te September 11, 1986 

Examinations and Supervision 

FROM: Francis M. Passarelli Appraisal Policies 
and Practices of 
Insured Institutions 
and Service 
Corporations 

SYNOPSIS: THIS MEMORANDUM REVISES AND REPLACES R-41b. IT DOES NOT REPRESENT ANY SHIFT IN BOARD 
POLICY BUT IT DOES ENCOMPASS SIGNIFICANTLY GREATER DETAIL, SPECIFICALLY WITH REGARD TO 
“APPRAISAL MANAGEMENT,” ADDING GUIDELINES WHICH ARE APPROPRIATE TO ENSURE ACCEP- 
TABLE APPRAISAL PROCEDURES IN THE CURRENT MARKET. THE GUIDELINES LISTED ARE GENERALLY | 
STANDARDS OF PRACTICE UTILIZED BY THE LEADING NATIONAL PROFESSIONAL APPRAISAL ORGANI- 
ZATIONS. THE MEMORANDUM ALSO CONTAINS THE NEW DEFINITION OF MARKET VALUE, AS RE- 
CENTLY ADOPTED BY BOTH THE FEDERAL HOME LOAN MORTGAGE CORPORATION (FREDDIE MAC) 
AND THE FEDERAL NATIONAL MORTGAGE ASSOCIATION (FANNIE MAE). R-41b IS HEREBY RENDERED 
OBSOLETE AND IS RESCINDED. 

Introduction organizations are factors to be considered by the board of directors 
The soundness of an association's or service corporation’s mort- __ in selecting both fee and staff appraisers. Memberships in profes- 

gage loans and real estate investments depends toa great extent upon _—_ siona! appraisal organizations as well as continuous professional de- 
the adequacy of appraisals utilized to support such transactions. This velopment should be encouraged to ensure that the appraisers whose 
memorandum sets forth the standards and reporting requirements services are being utilized are actively increasing their knowledge and 
utilized bv the Federal Home Loan Bank Board in determining com- skills over time. Management should periodically review the pertor- 
piiance with tne appraisal requirements of Insurance Regulation § mance of all approved appraisers for compliance with the standards 
563.17-1(c (1 iid), and reporting reauirements of the Federal Home Loan Bank Board 

and take whatever steps are necessary to eliminate poor quality or 
Management Policies inappropriate work products. 

Loan and investment policies established by an institution's board Appraisal Man 
of directors shouid reflect both the overall operational policies of the PPpraisa agement 5 in the decis; . 
institution as well as the regulatory limitations under which it must Ap praisals serve as an Important basis un Me clecision Process in- 

duct its business. Such policies should be clearly defined and set volved in the underwriting of secured credit transactions as well as 
Ponucs Tis Dusiness pe . ny a d I interests in real property. Manage- forth in a manner that provides effective supervision cf the institu- investment decisions involving : ia th proper aee 
tion's operations by the directors. ment must ensure that appraisals utilized in these decisions: 

Prudent loan policy should identify the types of credit arrange- 1. Are prepared in accordance with the standards and reporting re- 
ments the institution offers as well as the procedures to be followed quirements of the Federal Home Loan Bank Board and contorm 
in the underwriting of each of these arrangements. In secured credit with the instit:tion’s written appraisal guidelines. Management 
transactions, such policies should definitely address the need to should provide appraisers approved by the institution with a 
establish the value of collateral offered by borrowers in order to en- copy of both the board's requirements, as promulgated herein, 
sure that the institution is appropriately protected threughout the life and the institution’s written guidelines. Management should also 
of the credit arrangement. To a great extent, the complexity and assist appraisers in obtaining the information needed tc comply 
diversity of the credit arrangements offered will determine the types with these requirements. Such information includes leases, pur- 
of appraisal services the institution's underwriting staff will require. chase agreements, profit and loss statements from the security 

It is the board of directors’ and senior officers’ responsibility to property, etc. 
ensure that the appraisal services provided, whether by fee or staff 2. Are sufficiently current to reduce the likelihood of material 

appraisers, properly reflect the collateral lending posture of the changes in actual market conditions from those upon which the 
institution, as well as its lending policies. _ loan or investment decision were predicated. (Though not exclu- 

Similarly, the board of directors is responsible for establishing ap- sively definitive, “sufficiently current” may be deemed to be an 
propriate guidelines and procedures relative to other investments of appraisal made six months prior to the approval of the loan or 
an institution. Appraisal services utilized by the institution in eval- investment.) 
uating such transactions should reflect the institution’s regulatory 
obligation to operate in a safe and sound manner. Failure to ensure 3. Reflect the market value of the rights in realty offered as security 
that appraisal services match the needs of the institution will be con- or involved with the transaction. All other values or interests 
sidered an abdication of this responsibility and is representative of an appraised nn be clear ly labeled and segregated, /.e.. value of 
unsafe and unsound operating policy. chattels, value of financing terms, business value, furniture, fur- 

in formulating its loan and investment policies, the board of direc- nishings and equipment value, etc. 
tors should recognize that appropriate appraisal services are most 4, Contain sufficient information to assist management and/or the 
often produced by fee or staff appraisers, who are both competent board of directors in establishing the loan amount as well as 
nd knowledgeable and have properly equipped facilities within other significant terms involved in the credit arrangement. 
which to prepare adequate appraisals. Each association or service 5.5 rt the classificat; £ th ‘ | estate | 
corporation should be able to demonstrate that the appraisers ap- . hy po c c, vedit a1 ion OF the asset as a real estate toan or 
proved by the board of directors possess the requisite experience, other type of credit arrangement. 
education and facilities to perform in an acceptable fashion. 6. Are prepared by appraisers, independent from the borrower or 

Appraisal skills and technology are not static and attendance at the seller of the real estate, and approved by the institution's 
courses and participation in the activities of professional appraisal (Continued on page 4) 
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Memorandum R-41c of t: 
(From page 3) : 

board of directors. It is suggested the board review the prior forth in sufficient detail so that the continuum of present ® 
work and references of newly engaged appraisers. Final board of estimates over the life of the credit arrangement or investmer: 
directors’ approval should be recorded in the board’s minutes. can be reconciled with the values reported in the appraisal. In- 

. cluded as documentation should be an explanation of how dis- 
7. Contain adequate information relative to both current and pro- count and capitalization rates used in generating the presen: 

jected market conditions and their resulting impact upon the esti- value estimates were deduced. 
mated value of the property to enable an institution to determine In addition to the above requirements, whenever value is esti- 
whether its financial position will be properly protected over the mated as of completion and/or stabilized occupancy, the ap- 
life of the credit arrangement or term of investment. The scope of praisal must contain the following information: 
such information will depend upon the property type, the struc- a. The date or dates when the value estimate or estimates apply. 

ture of the credit or investment arrangement and the financial b. Factual data supporting the reasonableness of all conditions 
realities of the contemplated transaction. and assumptions impacting each value conclusion cited in the 

appraisal. Such information must be presented in sufficien: 
8. Are presented in a narrative style format, unless both of the fol- detail and directly linked to current market information so 

lowing conditions are met: that the appraiser's logic, reasoning, judgment and analysis in- 
a. A form report is utilized which is appropriate for the specific dicate toa third-party reader the reasonableness of the value 

appraisal assignment, i.e., the form is designed for both the or values reported. 

property type and the interests being appraised. c. an explanation of the appraisal techniques selected and the 
b. A form report is utilized, including all attachments, that a used to arrive at the final vaiue estimate(s). 

results in ‘ totally self-contained appraisal, as defined d.A fully document ed and sup ported highes t and best use anal- 
elsewhere in this memorandum. ysis and conclusion which coincides with the date(s) of the 

1 . 

9. Are based upon the following definition of market value: e. A definitive statement as to whether the value estimate reflec:s 
The most probable price which a property should bring in a com- the worth of the property at stabilized occupancy and whethe: 
petitive and open market under all conditions requisite to a fair the appraiser considered and included the etfect of income ana 
saie, the buyer and seller, each acting prudently, knowledgeably expenses during the projected absorption period in developinz 
and assuming the price is not affected by undue stimulus. Im- a value estimate as of the date of completion. 

plicit in this definition is the consummation or a sale as of a 33, Accurately retlect the impact upon value of any changes in pians 
specified date and the passing of title from seller to buyer under and specifications from those utilized in an appraiser's anaivsis cr 
conditions whereby: . a proposed proiect, improvement or change in use. 
a. buyer and seller are typically motivated; . In all instances where an institution utilizes an appraisal = 
b. both parties are well informed or well advised, and each acting upon preliminary plans and specifications in a loan or inve 

in what he considers his own best interest; ment decision, it shall take appropriate steps, prior to the 
Cc.a reasonable time is allowed for exposure in the open market; disbursement of any funds, to ensure the validity of the ap- 

d. Payment Is made in terms of cash in U.S. dollars or in terms of praisal, relative to the decision, has not been negated. Further. 
financial alrangements comparable thereto; and whenever significant changes in plans and specifications occur 

e. the price represents the normal consideration for the property after a loan or investment decision has been made, the institu- 
sold unaffected by special! or creative financing or sales con- tion’s management shall take appropriate steps to ensure its 

cessions granted by anyone associated with the sale. financial position is appropriately protected. Typically, such 
10. Correctly employ all recognized appraisal methods and tech- steps will invoive either having the original appraiser recertify his 

niques that are necessary to produce a credible analysis, opinion, value estimate after examining the final plans and specifications 
or conclusion. Exclusion or omission of any recognized method for the project or a new appraisal will be obtained based on the 
for cause must be fully justified. final plans ard specifications. 

11. Consider, analyze and disclose in reasonable detail: Por the PUFPCSES of this par agraph, significant changes in plans 
a. Any current agreement of sale, option, or listing of the prop- and specifications are defined as those which directly affect the 

ety being appraised. value of the property, e-6. changes in the scope, character o b. Any prior sales of the property being appraised that occurred 
within the following time periods: 14. Contain a properly documented and supported estimate of the 
(1) one year preceding the date when the appraisal was pre- highest and best use of the property appraised, which is consis- 

pared for one to four family residential property, and tent with the definition of market value cited in this memoran- 
(2) three years preceding the date when the appraisal was pre- dum. Such estimate must consider the effect on use and value otf 

pared for all other property types. the following factors: existing land use regulations, reasonably 
c. A sales history of comparables, if the subject property is lo- probable modifications of such land use regulations, economic 

cated in a speculative market, which has experienced dramatic demand, the physical adaptability of the property, neighborhood 
price jluctuations relative to regional norms, covering the trends, and the optimal usage a the Property. In addition, the 
speculative time period invoiving the comparable sales. appraisal must consider the effect on the property being ap- 

12. Contain the following information where an analysis, opinion or praised of anticipated improvements as of the appraisal date. 
conclusion of a proposed project, improvement or change in use In all appraisals, incuding those involving proposed construc- 
is involved: (i) plans, specifications, or other documentation in tion, development or changes in use, the appraiser must specific- 
sufficient detail to identify the scope and character of the pro- ally address and consider in his analysis the anticipated economic 
posed improvements; (ii) evidence indicating the probable time feasibility, as well as cite all significant market data utilized in ‘© 
of completion of the proposed improvements; (iii) clear and ap- veloping his/her conclusions. Such analyses must be presented i 
propriate evidence supporting development costs, anticipated sufficient detail to support the appraiser's forecast of the prob- 
rent levels or per unit sales levels, occupancy projections, and the able success and the conclusion of highest and best use of the 
anticipated competition at the time of completion; and (iv) all project. 
value changes projected to occur from the conception of a pro- In all instances where the appraiser relies on feasibility/mar- 
ject to its completion and/or stabilized occupancy should be set ketability studies prepared by a third party to support his esti- 
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leral Home Loan Bank Board 

© mate of highest and best use, he must: non-realty components, i.e., tenant or borrower's credit quality, 
a. Attest that such study has been thoroughly examined and that other non-realty contractual arrangements, etc. Further, whenever 

he fully concurs with its findings and conclusions, and: such value estimate includes non-realty components, the value 
b. Specificaily identify both the study examined as well as set assignable to them must be specifically disclosed in the appraisal. 

forth within the body of the appraisal, a summary of the sig- All appraisals, where there is a clear indication that the subject 
nificant data, analyses and conclusions presented in the study. property is encumbered by a lease instrument or legal limitations 
Such summary must be presented in sufficient detail, so that upon its operation [e.g., when inspection reveals occupancy of 
further reference to the study is unnecessary by a third-party the property by tenants or the property is subject to rent contro! 
reader of the appraisal, and; statutes], must consider and report the impact of the terms of the 

c. Have available for future examination by users of the ap- lease or such legal limitations upon the value of the estate being 
praisal, a complete copy of the feasibility /marketability study appraised. 
prepared by the third party. Appraisal Content 

15. Report the market value to a single purchaser as of the date of Prior to the approval of a loan or investment transaction, each ap- 
completion for all properties, wherein a portion of the overall praisal accepted by an institution must be prepared in writing and 
real property rights or physical asset would typically be sold to contain sufficient information to enable the persons who receive or 
its ultimate users over some future time period. Valuations in- rely on the report to understand it properly. Appraisals which fail to 
volving such properties must fully reflect all appropriate deduc- set forth, in a clear and accurate manner, the analytical process 
tions and discounts as well as the anticipated cash flows to be followed by the appraiser, in a fashion that will not be misleading to 
derived from the disposition of the asset over time. Appropriate the persons who receive or rely on the report, will be considered 
deductions and discounts are considered to be those which reflect unacceptable. 
all expenses associated with the disposition of the realty, as of the The content of each appraisal accepted by an institution shall 
date of completion, as well as the cost of capital and en- follow generally accepted and established appraisal practices, as 
trepreneuria! profit. retiected in the standards of nationally recognized professional ap- 

16. For properties under construction, conversion or proposed, Praisal Helly each and as noted in the body of this memorandum. 
report the market value of the subject property as of the date of vpeciically, €ach appraisal must: 
compietion, excepting those properties described in paragraph 15 1. Be totally self-contained so that when read by any third party. 
immediately above, where anticipated market conditions in- the appraiser's logic, reasoning, judgment and analysis in arriv- 
dicate stabilized occupancy is not likely as of the date of comple- ing at a final conciusion indicate to the reader the reasonableness 
tion. Such valuations shall fully reflect the impact upon the “as if of the market value reported. 

compieted vaiue of all pertinent operating expenses as well as 2. Identify via a legal description the reai estate being appraised. 
the anticmarec pattern of income during the absorzrzion period. . j i, 

Sd] In addition. the value estimate must reflect the impact of rental 3. Identify the property rights be appraised. 
and other concessions, including the costs associated with 4. Describe all salient features of the properry being appraised. 

preparing the improvement for occupancy by tenants. 5. State that the purpose of the appraisal is to estimate market value 
17. Contain a summary of actual income and expenses experienced as defined in this memorandum. 

by the subject property where it is an existing income or revenue , , producing property. In addition, all such appraisals must contain 6. Set orth the effective date of the value conclusion(s) and the date 

a complete reconciliation of all deviations projected by the ap- or the report. 
praiser in his forecast of future financial performance from those 7. Set forth all relevant data and the analytical process followed by 
historically realized by the property. the appraiser in arriving at the highest and best use conclusion. 

18. Report the “as is” value of the subject property as of the date 8, Set forth the appraisal procedures followed, the data considered, 
when either the appraisal was prepared or when the property and the reasoning that supports the analyses, opinions, and con- 
was last inspected. The date of the “as is” value estimate should clusions arrived at by the appraiser. The analytical process 
be sutficiently current to reduce the likelihood of material followed by the appraiser must be presented so that: 
changes in the actual market conditions from those upon which (ajlt includes a complete explanation of all comparable data ad- 
the loan or investment decision were predicated. In addition to justments utilized in the analysis together with appropriate 
any other value estimates contained in an appraisal, the “as is” market support for each adjustment, and; 
value must be reported. (bit contains descriptive information for all comparable data 

19. Consider and report the effect on value, if any, of the terms and presented with suilicient social to Cemonstrate the ra 
conditions of any agreement establishing a fractional interest or aah S were ty. luc b under the ans ha » n ene ° ed is 
estate, where the objective of the report is to estimate the value etinition Of value being estimated or have been a Justed’ to - . ; meet such conditions; have a highest and best use equivalent ot such fractional interest or estate. All such appraisals must to the best £ the subi - and: hysically and 
clearly demonstrate that the value of any fractional part or estate 0 ene Des iy of the ee Phe ae ene; are paysically an 
has been evaluated by an analysis of appropriate market data. economically comparable to the subject property, 
Such analyses must recognize that it is generally considered 9. Set forth all assumptions and limiting conditions that affect the 
inappropriate to arrive at either the value of the whole or its analyses, opinions, and conclusions in the report; however, such 
parts by simply summing the fractional interests or subdividing assumptions and limiting conditions must not result in either a 
the value of the whole into proportional parts. non-market value estimate or one so limited in scope that the 

Ali analyses involving fractional interests or estates, where the tinal product will not represent a complete appraisal. A sum- 
combined value of all interests or estates is not reported, must mary of all such assumptions and limiting conditions must be 

© definitely establish with market evidence whether the terms and presented in one physical location within the appraisal. 
conditions ot the agreement creating the estates or fractional in- 10. Include a manually signed certification by the appraiser that is terests retlects market rates and terms. . similar in content to the following form: 

In addition to the above requirements, all analyses involving ¢ the statements of fact contained in this report are true and 
fractional interests or estates must disclose whether the final correct. 
value estimate of such fractional interests or estates included (Continued on page 6) 
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R-4ic 
(From page 5) ! 

e the reported analyses, opinions, and conclusions are limited ! ® 
only by the reported assumptions and limiting conditions, and . ! 
are my personal, unbiased professional analyses, opinions, | 
and conclusions. | 

e | have no present or prospective interest in the property that is | 
the subject of this report, and I have no personal interest or | 
bias with respect to the parties involved. | 

® my compensation is not contingent on an action or event | 
resulting trom the analyses, opinions, or conclusions in, or the 

use of, this report. | | 
¢ my analyses, opinions, and conclusions were developed, and 

this report has been prepared, in accordance with the stan- | | 
dards and reporting requirements of the Federal Home Loan | ; 
Bank Board. , | J | 

e | have made a personal inspection of the property that is the | ! | 
subject of this report. [If more than one person signs the | | | 
report, this certification must clearly specify which individuals 7 : i | | ) 
did and which individuals did not make a personal inspection , | : ; 
of the appraised property. | ! _ 

® no one provided significant professional assistance to the per- ss | | | | | | : 
son signing this report. [If there are exceptions, the name of r ae | | | | | oo 
each individual providing significant professional assistance | | | ee | | | pr. 
must be stated. | | a a: LETTE 

sot t i t J ‘ ' ’ : ! | 

Related Considerations /f st | : | | | a r | : | 3 ! 
Appraisal reports prepared for the purpose of influencing in any in | tf 7 id oo | PT ro 3 Po 

way the action of a Federal Home Loan Bank, the Federal Home | | ff | 1! | Pd | i | Papa dy aaatad. 
Loan Bank Board. a Federa] Savings and Loan Association. any in- | yl | | ! - | | Pot | sy | Lo: | Pht 
stitution the accounts of which are insured by the FSLIC. any ‘ffi: - | | | iy | picid pda dbic tgp iqae 
member of the Fecerai Home Loan Bank System. or the Federal Sav- 1 Po 
ings and Loan Insurance Corporation are subject to the provisions of = _* 
Title 18, Unitea States Code. It is encumbent upon all appraisersto REAL POUT APPOAISAT ; MENT © 
diligently adhere to generally accepted professional appraisal stan- | Bentiy & ¥ p Pp Pp S 
dards of practice and tne provisions and requirements ot the Federal | 
Home Loan Bank Board's standards and reporting requirements : SRA to contact the real estate 
relating to the preparation of appraisal reports prepared for these : Senior Residential Appraiser orofessiona:s, “s 

entities. call 1-800-331-SREA 
| srRpa fora free. nationai directory 

Francis M. Passarelli | Senior Real Property Appraiser Of Gesignared ee ADL 
Director [FHLBB] | (in Hlinois. 312-346-7422) | 

| | SREA = tne peopie who mace real ! 
| senior Real Estate Anaiyst estate appraisal a profession 

: 

Kinnard Writing R-41c Seminar | ! 
With the Federal Home Loan Bank Board's release of Memoran- | > 

dum R-41c, the Society is preparing an accompanying seminar. i : ° 3 | 

Dr. William N. Kinnard, Jr., SREA, the author of “R-41b and the as : 

Appraiser,” will also be the author of the Society’s new R-41c offering. ! 
The seminar should be available for chapter presentation by late THE 9s Nevin Michigan awvenoe : 

1986. Chicago. illinois 60611 
fin Hlinois call: 342-346-7422) | 

Pilot Presentation of R-41c and the Appraiser, Tucson, Arizona, 

Arizona Inn, November 7; Dr. William N. Kinnard, Jr., SREA, in- 

structor. Contact: Thomas A. Baker, 2500 N. Tucson Blvd., Suite “Highest and Best Use,” one of the four magazine advertisements 

100, Tucson, AZ $5716; (602) 881-1700; sponsored by Tucson #116; = which have been placed throughout the year to promote Society 
7 hours recertification credit. members, will appear during the latter part of 1980 in the tollowing 

publications: Corporate Real Estate. National Law Journal. Trial. 
Pilot Presentation of R-41c and the Appraiser, San Diego, Califor- and Aiortgage Banking. 

nia, Inter-Continental Hotel, November 20; Dr. William N. Kin- During the last quarter of 1986, those who request copies of the 

nard, Jr., SREA, instructor. Contact: Don Knox/Janan Fussell, 4452 Directory of Designated Members will receive the 1987 issue, which 

Park Blvd., #302, San Diego, CA 92116; (619) 295-1670; sponsored — will be mailed in January. For those who need immediate informa- 
by San Deigo 33; 7 hours recertification credit. tion, copies of local listings from the current directory are available. 
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IMPACT OF APPRAISAL PROBLEMS ON REAL ESTATE LEND- 

ING, MORTGAGE INSURANCE, AND INVESTMENT IN THE 

| SECONDARY MARKET 

| een 

| Sepremper 25, 1986.—Committed to the Committee of the Whole House on the State 

; of the Union and ordered to be printed 

Mr. Brooks, from the Committee on Government Operations, 

submitted the following 

| FORTY-EIGHTH REPORT 

| BASED ON A STUDY BY THE COMMERCE, CONSUMER, AND MONETARY 

AFFAIRS SUBCOMMITTEE 

On September 23, 1986, the Committee on Government Oper- 

ations approved and adopted a report entitled “Impact of Appraisal 

Problems on Real Estate Lending, Mortgage Insurance, and Invest- 

| ment in the Secondary Market.” The chairman was directed to 

transmit a copy to the Speaker of the House. 

J. INTRODUCTION 

In accordance with its oversight jurisdiction for the activities and 

operations of the Federal banking regulatory agencies," the Com- 

merce, Consumer, and Monetary Affairs Subcommittee has investi- 

| gated the circumstances surrounding major financial institution 

| failures, including those of the Penn Square Bank of Oklahoma 

City, OK, United American Bank of Knoxville, TN, and Empire 

Savings and Loan Association of Mesquite, TX. The demise of these 

institutions typically involved elements of fraud, self-dealing, ex- 

treme concentrations of credit, and pervasive managerial negli- 

gence or incompetence. To a significant degree in the Empire and 

| UAB failures, and to a lesser extent with Penn Square, faulty and 

| fraudulent real estate appraisals also were found to have played a 

\'The Federal Home Loan Bank Board (FHLBB), Federal Deposit Insurance Corporation 

(FDIC), Comptroller of the Currency (OCC), Federal Reserve Board (Fed), and the ational 

Credit Union Administration (NCUA). 

68-791 O 

t 86‘



; : . buildings, causing the Federal Government, the financial communi- crucial role in their gradual weakening and ultimate collapse “tee ty, and real estate industry to develop new lending institutions and disturbing pattern of appraisal abuses identified in these investiga- procedures to correct the abuses and inadequacies identified. A tions and their negative impact on the affected sata at eee critically important part of these governmental and private sector 
. " abject. of thie resort, these problems, the results of which are efforts was a requirement that mortgage loan applications hence: e 8u Aes . : | forth include an estimate of property value based on some type o The report examines the impact of faulty and raudulen t ni standard methodology. With this and other new requirements serv- praisals on the real estate loans of federally insured financia inati- ing as the point of departure, real estate appraisal practices and 
tutions; on residential loans guaranteed by the Veterans Adminis- procedurea have undergone continuous development and refine- tration (VA) and Federal Housing Administration (FHA); on the ment over the ensuing half-century, culminating in the compara- purchase of mortgages by the Federal National Mortgage Associa- tively sophisticated system of concepts and methods utilized in con- tion (Fannie Mae) and Federal Home Loan Mortgage Corporation | temporary mortgage lending activities. 
(Freddie Mac), and, on the mortgage Insurance industry and mort- For the purpose of this report, a real estate appraisal is defined gage-backed securities markets. It is based on an extensive hearing as thoee methods, procedures, and documents which. collectively, 
record, analysis of thousands of pages of documents, and interviews lead to and support an estimate of the market value of the collater- with knowledgeable public and private sector sources. posed by sub- al securing a mortgage loan or investment. In the event of a de The report seeks to answer a number of questions in hi y Bu fault, the collateral’s market value is what stands between the committee chairman, Congressman Doug Barna he ro l open- lender or investor and a loss. If performed competently and honest- ing remarks at the December 1985 hearings on the appraisal issue, ly, an appraisal is conducted independently of the other parties— a3 follows: . . borrower, lender, broker, et al.—who have a vested interest in a How extensive are appraisal abuses and how much of a role Joan transaction’s completion. In this respect, only the appraiser is do they play in creating financial losses and other adverse con- considered to be neutral and only the appraiser is responsible for sequences in the real estate and financial markets? Are false certifying the value estimate. 

and fraudulent app hey ae mere'y incidental to these adverse | The appraisal function is neither entirely an art nor. wholly aci consequences or a , entific. It consists of a dynamic blend of subjective judgment an Have the Federal agency and private sector responses to : objective methodology, depending on the assignment involved. abusive appraizal practices been adequate? a ' However, notwithstanding the inherent subjectivity involved, objec- _ What percentage of defective appraisals are due merely to ! tive appraisal approaches and techniques have reached a state of incombetency and what percentage to the deliberate actions of , development and sophistication that affords considerable accuracy e appraiser . | . a timates, " _ if abusive appraisal practices have a significant negative in Getermining val “appraisal serves a variety of purposes, which 
impact on real estate financing and investment, what specific affect investment choices, insurance decisions, and regulatory ac- actions should be taken to address the problem? tivities, in addition to the primary area of loan origination.* In the 

Il. Bacxarounp case of lending institution officials, it provides market information 
and other critically important data to support sound underwriting Real estate appraiaals have become an intrinsic part of the mort- decisions on risk exposure, loan-to-value ratios, and maximum loan gage loan underwriting process, beginning with the 1930's when amounts. The appraisal algo serves as an essential part of the proc- the Great Depression exposed the virtual non-existence of property eas by which public (e.g., VA and FHA) and private sector mort- valuation standards and methods within the residential and com- gage insurers attempt to assure themselves of an acceptable risk of mercial real estate markets. In the wake of the stock market col- loss. Similarly, and particularly in recent years that have seen tre- lapse of 1929, tens of thousands of home owners faced foreclosure mendous growth in the secondary mortgage market and in the sale and operating costs far exceeded income for office and apartment of mortgage-backed securities, the appraisal serves as one of the ——_—_—- principal means by which individual investors and institutions * In the reapective reporta, “Federal Supervision and Failure of the United American Rank in (e.g., Fannie Mae, Freddie Mac, and thrifts) evaluate the quality of Knoxville, Tenn. and Affiliated Banks,” ‘peeport OF Enc pive Sechemeet 18, 1883 and Federal | the loans they purchase. Finally, the appraisal serves as an impor- Mew te, Tart H Meport Be 963, Acoust 6, 1984, the subcommittes recommended that the tant tool used by Federal and State regulators who supervise the FHLBB and FDIC". . . give serious consideration to systematically sceking civil liability recov. Nation’s financial institutions, to monitor loan portfolio quality cries from real estate appraisers when appraisals prove to be the reault of improper influence or failure to adhere to adequate professional a raisal standards. Moreover, .. . ither) should ne widely publicize . . . [their] intent to seek civll liability recoveries from appraisers.” In the re- * The role of the appraisal extends further into people's everyday lives than ia commonty real ports, additional recommendations were made urging: FDIC examiners and supervisory person- ized. For instance, appraisals are used by assessors to assist them in calculating peoperty iss 

nel to carefully monitor insider lending. including the verification of collateral and detection of billa. Government agencies outside of those discussed in this report, such as the Internal ceoblen, ott ruisele; and, that in FHLBB institutions where appraisals have been found to be a nue Service and the U.S. Department of Transportation, use appraisals in various ways; ¢g. © problem. a sec ific officer be designated to cory TB far the eee tee alual reports natioly ap nettle eatate disputes and those involving eminent domain. Appraisals aleo frequently serve os % 
ively to they "lations addreaued to tt (nce, Hearings, pp. 793-494), the FDIC, in general, Fo oy were parties to a civil proceeding, euch as a divorce, can arri n aE dec again action along the lines suggested. property
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both in terms of the institutions’ overall soundness and the poten- 270 sepa Hoos mbervisory eat cements also addressed appraisal prob 
tial risk exposure to State and Federal (FDIC and FSLIC) insurance c. Two thrifts studied in-depth by the subcommittee—the Sunrise 

funds. d reli . Savings and Loan Association of Porida and the Community Sav In short, accurate and reliable appraisals have come to serve new ings and Loan of Maryland—were found to have fuiled in large and increasingly important functions. They are essential, not only , part due to major appraisal problems and abuses, with resultant 
in the loan origination context, but in the broader realm of the appraisal-related losses estimated at more than $300 million. public's perception of and confidence in the Nation’s real estate fi- p Banks and credit unions: 
nance and mortgage insurance and investment industries. Significant appraisal problems have also plagued large numbers 

of commercial banks and credit unions regulated and/or insured by Hil. FinDINGSs AND CoNCLUsIONS , the FDIC, OCC, Federal Reserve, and NCUA. Appraisal abuses and 
" . eficiencies have, in varying degrees, contribu to hundreds 

A. SUMMARY millions of dollars in losses, hundreds of weakened and/or failed in- 
Faulty and fraudulent real estate appraisals have become an in- stitutions, and hundreds of enforcement actions. 

creasingly serious national problem. Their harmful effects are a. Of the hundreds of enforcement actions taken by the Federal 
widespread, pervasive, and costly. They have seriously damaged Reserve between vanuary 1983 and mid-November isso against 
and contri irectly to the insolvency of hundreds of the Na- © member Danks an nk nolding companies, many invoive 
tion’s financial institutions and have helped cause billions of dol- the institutions’ failure to obtain adequate appraisals or to obtain 
lars in loeses to lenders, private mortgage insurers, investors, and | and maintain in their files supporting loan documentation, includ- 
Federal insurance funds, Responsibility for this problem rests with | ing appraisals. In at least two instances, Fed-supervised institutions those who perform appraisals or base lending and related mortgage 7 became insolvent id were liquidated because of circumstances in insurance/investment decisions on appraisals they know or should | bi) In conn acting with as pa arninetion responsibilities regard: 
nave known bhi hee veorul or Inaccurate. Equally culpable are the | ing open banks and its insurance role as receiver for closed banks, 
Federa’ ees eat reguiate Mand. nro lending and morbage nd the FDIC found evidence of faulty or fraudulent appraisals in 30 
extent of the appraisal problem sugpest that for an eanineful institutions between January 1983 and November 1985. Criminal 
changes to occur, a broad array of corrective measures will have to referrals and/ made | I enforce va s . actions against the institutions 
be developed and instifuted by rederal regulatory authorities, the (ii) Pursuant to its involvement in the effort to rescue the failing 
ane FY, and real €s inance and investment inter- | Continental Illinois National Bank and Trust Company, the FDI 

° acquired approximately $400 million of that bank s problem real 
estate loans. The reappraised value of the argest properties 

B. NATURE AND EXTENT OF THE PROBLEM | taled $184.4 million—a 64 percent decline from their originally ap 
1. Savings and loans: praised value of $518.4 million. Of the 10 real estate appraisals in 
Hund of savings and loans chartered by the FHLBB or in- this portfolio expressly examined by the FDIC at. the subcommit- 

sured by the FSLIC have been severely weakened or declared insol- tee’s request, the FDIC found extensive, serious deficiencies in all 
vent because faulty and fraudulent real estate appraisals provided 10; which, in part, accounts for FDIC's projected $200 million loss 
documentation for loans larger than justified by the collateral’s from these problem loans. 
real value. Corresponding losses to the financial institutions and | c. In recent years, the OCC has taken many enforcement actions 

Ma. Between Jamuary. 1988 ena eee oeret ions of dollars : desist orders, as well se informal memorandums, of understand a. ec » ° loan portfolios of more than 300, or 25 rent. of the won ing—designed to address significant deficiencies in underwriting ly 8,200 federally insured thrifts were found to have significant ap- practices, including appraisals. At least three major Serer praisal deficiencies. In more than 300 of these institutions, apprais- | Continental Illineis National Bank and Trust Com rey have expe al-related problems contributed significantly to their being placed rienced combined aporaieal-related losse from real esate loans or in problem status or declared insolvent. The problem appraisals orteape-backed ee rities that are expected to exceed $300 mil- found in these 800-plus associations overvalued the collateral secur- yoregeg 9-b(ii), above and &-b. below) pee 
eer al State loans by an aggregate of $3 billion. In 70 percent of d. According to the NCUA, appraisal problems—inflated proper- 

ese associations loans, the reappraised value of the collateral ty values due to self-dealing and the failure to obtain adequate ap- Property was significantly less than the market value cited in the raisals from a qualified appraiser—in connection with real estate 
ee appraisal. loans have become a cause for serious concern. The NCUA reports rij; During the same, 1988-1985 period, more than half of the that such abuses have been linked directly to losses of $1.2 million n ist, removal and prohibition orders in- . Avie . Todd. 
volved serious appraisal problems. A “very substantial number” of in two insured credit unions, both of which ultimately an
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3. VA, FHA, and private mortgage insurers: them. Approximately half of these actions required the lender to 
Public and private sector mortgage insurers have suffered major repurchase the mortgages in question. During the same period 

loses attributable to problem appraisals and poor appraiser per- Fannie Mae sold 4,307 properties acquired as a result of default, formance: the aggregate sales price of which was $63.2 million less than their 
a. Estimates suggest that from 10 percent to as much as 40 per- original appraised value—an average loss in value of 22 percent. 

cent of the VA's $420 million loan guaranty program logs for FY (see also 5-b, below) 1985 was caused by inaccurate or dishonest appraisals and internal b. Between January 1984 and November 1985, Freddie Mac re- 
appraisal-related administrative deficiencies. According to the VA’s quired 70 participating lenders to repurchase slightly more than 
Inspector General, between 1981 and 1984 original home loan guar- 300 mortgages (about one-fifth of the total number of repurchases) 
anty program appraisals frequently overvalued properties, result- for unacceptable, inadequate, or missing appraisals. The estimated 
ing in higher claim losses and increased veteran indebtedness. The dollar value of these appraisal-related repurchases was $15.2 mil- 
IG also found major deficiencies in the performance of VA-ap- lion. oo 
proved appraisers and home loan guaranty program officials re- 5. Morigage-backed securities: 
sponsible for important appraisal-related functions. In FY 1985, for The fast-growing markets for mortgage-backed securities not 
example, about 10 percent of the VA's approved appraisers were guaranteed by an agency of the Federal Government, and for mort- 
suspended or removed. Also, a nationwide series of major swindles . gage loan participations by out-of-area institutions, are extremely 
perpetrated against the FHA involved VA appraisers and appraisal vulnerable to appraisal abuses. This was evidenced by two cases 
documentation. . studied by the subcommittee where hundreds of millions of dollars 

b. in FY 1985, the FHA’s mortgage insurance program lost more were lost as a result of schemes in which fraudulent or groasly in- 
than $ D million, attributable to a number of factors, including flated appraisals played a key role: 
ae ny an fraudulent appraisals. For the past several years, the a. The recent collapse of the Equity Programs Investment Corpo- 

i has ° , victimized by 2 continuing: series of fraudulent ration (EPIC) is attributable in part to endemic appraisal abuses, 
<n emes, wine relied on fa ified and highly inflated appraisal wherein investment properties were syatematically overvalued by 

uments. nvestigations regarding these schemes are in varying at least 25 percent of the actual market value. About $1.4 billion of 
stages of progress in at least six cities nationwide, with possible EPIC mortgages were packaged and sold to scores of FSLIC-insured— 
oeses of moons of dollars. HUD's Inspector General has found thrifts, FDIC-insured banke. and other investors, such as Fannie 
P e : int eee eormance of FHA appraisers and the re- Mae and Salomon Bros. The financial institutions and other inves 
sponse, of reaponsible A officials to appraisal abuses. In FY 1985, tors face possible aggregate losses in the hundreds of millions of 
tne i titted 1,200 disciplinary actions involving its pool of dollars. In addition, as a direct result of its involvement in insuring 

MM approv appraisers, Eight hundred of these actions consisted EPIC mortgages, one leading private mortgage insurance company 
ves wacntngs, whi e the remainder were more severe measures that (TICOR) has been placed under State conservatorship. The collec- 
ation or ” eo wi teat. suspensions and denials of appraiser partici- tive loss exposure of this private mortgage insurance company and 

oA hee hea on. a two other major ones similarly involved with EPIC is nearly $350 pond eas percent of the $1.3 billion in losses experienced million. Moreover, as a result of its affiliation with EPIC, a thrift by priva mortgage insurers in 1984 and 1985 can be attributed to insured by the State of Maryland, the Community Savings and fau! Y an frau julent appraisals performed in connection with the Loan, was declared insolvent, with attendant appraisal-related 
or tgages y inaured. rivate mortgage insurers have found ap- losses eatimated at about $100 million. 

Por . nee nce, negligence, and misconduct to be widespread. b. Highly inflated and fraudulent appraisals played an essential 
ineured db . weed tor insurers review of 300 defaulted loans it had | rt in an intricate scheme that resulted in losses of some $95 mil- m ie | that 40 percent of the appraisals were defective. lion to the Bank of America, which (along with the Wella Fargo 
a accal ance with such findings, the private mortgage insurance Bank) served as trustee/escrow agent for mortgage-backed secur con pan tes ave lared hundreds of appraisers to be unacceptable ties that were packaged by the National Mortgage Equity Corpora- ee 5 nace some 200 appraisal companies on “watch Vista." tion (NMEC) and sold to 31 federally insured savings and loans in 

4. Fannie Mae a nd ie Mac: ; the Northeast and Middle West. If the Bank of America had not 

x Govarnmont-charterel, privat sector corporations that package | ——=—_—themeiva tla Negative et wer rit end eh as ae 
ont mortgages in secondary markets have experienced signifi been classified as problem institutions by th FHLBB. At | t 

a AL pralsa problems and/or associated losses: other 27 banks and thrifts have suffered si nif t loases because of aii Pbraisal abuses and deficiencies constitute about 10 percent of similar faulty or fraudulent isals “an rmad { ion e significant findings developed under Fannie Mae's post- Witi appraisals performed in connection purchase review system. As a result, for example, between July with NMEC activities. mea and September 1985, Fannie Mae undertook more than 400 C. SOURCES AND CAUSES OF THE PROBLEM le ere pengitw actions against lenders because of appraisal prob- , . ge We ma in n with real estate loans it had purchased from @ 6. The appraisal industry: @’°
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a. Appraiser ineptitude, negligence, and misconduct are wide- real estate loan, neither the FDIC, OCC, nor NCUA have such a 

spread. Of greatest concern is “client advocacy appraising,” where- requirement. Furthermore, while the Fed and OCC may direct 
in large numbers of appraisers willingly agree, or otherwise suc- member banks to establish internal procedures regarding an ap- cumb, to pressure brought to bear by lenders, borrowers, and praisal program, no specific guidance is provided as to how that 
others involved in the loan origination and underwriting process. program should be structured and operated by the institution, or 
Essentially, in exchange for an implicit or explicit promise of monitored by ter of examiners. future business, so-called “advocacy appraisers” rovide the num- c. As a matter of supervisory outlook, the FDIC and OCC place 
bers needed “to make the deal work,” instead of. the independent major emphasis on a borrower’s apparent creditworthiness, and 
value estimate they are supposed to furnish. little emphasis on the value of loan collateral as established by an 

b. The real estate appraisal industry is fragmented and its mem- appraiser. However, in the face of significant, continuing real 
bers are not generally subject to affective discipline. Only about estate loan losses, borrower insolvencies and appraisal abuses oc- 
one-third of the estimated 150,000 to 250,000 appraisers are affili- curring within the institutions they supervise, the FDIC/OCC atti- 
ated with a highly regarded professional trade organization. How- tude toward appraisals is at best naive and at worst irresponsible. 
ever, even those organizations are not able to successfully disci- There is evidence that because bankers, borrowers, and a Ppraisers 
pline their members, as indicated by 1983-1985 data furnished by know of the FDIC/OCC’s minimal concern regarding careful review 
four of the largest ones with a combined membership of about | of appraisal accuracy and adequacy during regular examinations, 
40,000. These data show that out of some 1,600 complaints against some commercial real estate borrowers have begun to move their 
appraisers screened and submitted for further consideration, just : business to banks, away from thrifts and their stricter appraisal re- 
40 resulted in suspension or expulsion and another 125 resulted in quirements. leaser sanctions such as admonishment or censure. d. None of the bank regulatory agencies have conducted studies 

1. Lenders: specifically directed at appraisal problems and their effects on the 
a. Alarming numbers of lending institution officials regard ap- institutions they supervise. Nor, with the exception of the FHLBB, 

praisals as an obstacle to be overcome or a rubberstamp necessary do any of them regularly and systematically collect appraisal-relat- 
in order to make a real estate loan under consideration. Loan offi- ed data—either in connection with ongoing examination and super- cers are particularly suspect in this regard, since they are typically visory functions or regarding insolvent institutions and any attend- 
under explicit pressure to book as many loans as possible. ant liquidation of the latter's assets. It is not surprising, therefore, 

b. Many lending institution officers, directors, and managers are that the Fed, FDIC, OCC, and NCUA have been and remain essen- 
demonstrably more interested in up-front fees and other tangible tially uninformed about the extent and consequences of existing 
benefits accruing from a completed joan transaction, than they are appraisal defects and abuses. 
with being assured that their institution's risk exposure is mini- e. None of the bank regulatory agencies have adequate policies mized by an accurate assessment of the actual market value of the and procedures regarding the quality and control of appraisals per- loan’s underlying collateral. formed in connection with out-of-area or interstate real estate loan 

c. Most lending institutions have no or little appraisal review ca- participations, mortgage-backed securities, and other types of mort- 
pability and, in many cases where such capability does exist, it is gage-related investments. Such participations and purchases have 

argely suspect because it is housed in or passes through officials proliferated in the present deregulated banking environment, re- 
an departments with a vested interest in seeing a loan transaction sulting in enormous consequent appraisal-related losses and other 
throug to completion. major adverse effects. 

8. Federal bank regulatory agencies: f. None of the bank regulatory agencies have specific require- 
a. Among all the Federal banking agencies, only the FHLBB has . ments covering the qualifications education, training, experience, 

a highly developed and comprehensive system regarding appraisal | and character references—needed to perform an appraisal on loans 
policies, practices and procedures. This system includes detailed underwritten or owned by a supervised institution. 
guidelines for how appraisals are to be performed (Memorandum g. The bank regulatory agencies as a rule do not coordinate or 
#R-41b), thorough procedures for reviewing appraisals, and share information on problem appraisers with institutions under 
FHLBB staff appraisers in all district offices. their respective jurisdictions, among themselves at the supervisory 

b. The Fed, OCC, FDIC, and NCUA have some appraisal-related , level, with other interested Government agencies such as the V 
policies and procedures, but there is little consistency among them and FHA, and/or with appraisal industry organizations. Such fail- 
and glaring. omissions or gaps exist in key areas. For example, ure to share information helps to explain, in part, how a certain while the FHLBB, Fed, and NCUA require their examiners to appraiser—who Federal officials described as having wrought ‘verify the existence, accuracy, and adequacy of appraisals as they havoc up and down the East Coast for years—can stil] be perform- 
review real estate loans during regular examinations, neither the ing appraisals for federally insured thrifts and FDIC-insured, OCC- OCC nor FDIC have such requirements. Only the FHLBB and OCC supervised banks. 
require their examiners to undergo training that focuses specifical- _h. The bank regulatory agencies have been deficient in taking ac- ly on appraisals and how to verify their accuracy and adequacy. tions—e.g., Cease-and-desist orders, civil suits, or criminal refer- imilarly, “eS FHLBB and Fed require an appraisal for each @ rals—against individual problem appraisers, either “a”
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don’t have sufficient authority or because they choose not to exer- appraisal findings. VA field reviews are not performed as frequent- cise the authority they do possess. ly or thoroughly as required; e.g., VA staff reviewed none of the _ i. The subcommittees investigation regarding the Bank of Amer- 200 ap raisals tied to the fraudulent schemes perpetrated against ica, Continental Illinois Bank, and Sunrise Savings and Loan em- the FHA in Camden, NJ, in the early 1980's. Furthermore. in phatically show how responsible regulatory agencies have been un- many cases where field reviews or other sources disclosed unsatis- aware of serious appraisal problems or have failed to adequately factory performance, the VA disciplined the implicated appraiser respond to such problems even in cases where they were known to either insufficiently or not at all. 
exist: . c. Despite the FHA’s repeated failure to respond forthrightly to (1) In the Sunrise case, more than 2% years elapsed before the subcommittee requests for data showing the nature and extent of FHLBB took decisive enforcement action in response to serious ap- appraisal problems affecting its mortgage insurance activities, Praisal probleme in a number of the asaociation’s major commer- there is strong evidence that such abuses and deficiencies are cial real estate loans, initially found in 1982 by its examiners. In major and widespread. For instance, the series of schemes involv- the interim, Sunrise’s assets grew at an astounding rate, e.g., from ing the fraudulant use of VA appraisal documentation to obtain $88 million in August 1982 to $1 billion in May 1984—fueled in FHA mortgage insurance—the extent of which was either un- large part by the same kind of commercial real estate loans al- known to or concealed by FHA officials when they testified before ' ready identified as being highly likely to involve major appraisal the subcommittee—clearly demonstrate how easily their appraigal- deficiencies. The FHLBB's delay in responding decisively to this as- related internal controls can be circumvented. Similarly, HUD's In- aociation’s male appraisal problems helped to assure its collapse spector General recently reported that FHA field office personnel and increase the losses from appraisal-tainted nonperforming failed to adequately discipline appraisers with records of blatantly loans. poor performance and that they inadequately monitored and re- (2) The OCC, per its regulation of national banks, failed to discov- viewed Coinsurance Program appraisal activities. The latter has re- er the major appraisal abuses that were present in the Continental sulted in overvalued properties and correspondingly increased risks Illinois Bank's $3.8 billion (as of December 1983) real estate loan of claims losses. 

portfolio. d. Neither Fannie Mae nor Freddie Mac assert direct authority 
(3) Similarly, the OCC failed to discover the fraudulently a over appraisals and appraisers but, instead, place all such responsi: praised mortgage-backed securities (amounting to $134 million) sold bility with the lender. They maintain that lenders have sufficient to investors by the National Mortgage Equity Corporation and incentive to be obeervant because of Fannie Mae/Freddie Mac in- 

backed by the Bank of America and Wells Fargo Bank. The OCC ternal controls—including spot checks and field reviews—and war- was unaware of this activity, which had begun in 1982, until late in ranty provisions that can require the lender to repurchase a faulty 1984. Indeed, it appears that it was only by virtue of a complaint loan. Such rocedures, however, are wholly ineffective in cases from an affected savings and loan association that the OCC final] where a lender no longer has the financial capacity to repurchase a learned of the major problem the Bank of America was facing with faulty loan. (The latter is precisely the predicament presently regard to these mortgage-backed securities.‘ facing Fannie Mae in conjunction with its purchase of more than 
9. Government and private mortgage insurers and secondary $100 million of questionable loans from the failed Equity Programs market institutions: | -Investment Corporation.) 
a. The VA, FHA, Fannie Mae, Freddie Mac, and private mort- | e. In recent years, virtually all private mortgage insurers (PMIs) gage insurers are inadequately informed about the nature, extent, have failed in varying degrees to effectively control appraisal qual- and impact of appraisal problems in their respective areas of activi. ity, both in terms of their underwriting procedures and post-trans- ty, since none regularly or systematically collect detailed apprais- action review requirements. The failure of the Equity Programs In- al/appraiser-related data. Nor, with a few exceptions among the | vestment Corporation, in which several PMIs face potential aggre- 

private mortgage insurance companies, have any formal or infor- gate claims of between $300 and $400 million, amp ’ demonstrates mal studies been conducted of the relationship between faulty and and underscores this pattern of lapses in appraisal quality assur- fraudulent appraisals and losses experienced. ance. 
b. Significant and widespread problems have resulted from the 7 10. State authority over appraisers: ae oo, VA's appraisal-related policies and procedures, especially the fail- a. Only 12 States have appraiser-related licensing or certification ure on the part of responsible officials to effectively monitor and procedures. Moreover, alific ‘ion 5 these 1, their procedures fa supervise appraiser : address appraiser qualification and performance standa pe pp performance and review the adequacy of their large part, because they are typic ally includ ed among statutes fo 
‘The FDIC - . . . cusing on the sale of real estate and are under the jurisdiction of a ane conan tu tacommiads fa vega ft eee real estate commission, a thie footnote. TN, it wae determined that the FDIC failed to take decisive action against .  b. In many States, such as Texas, appraisal quality and accuracy a coninuous falters af qucatiane a ene Practices. Tncladad among the Iftar were 4. are adversely affected by sparse, non-existent, or not readily avail ed appraivale, aminers reported wuch major aperaital deficiencies i each of the regular I able rea] estate sales and loan origination data. Tt ample, 

C- through 1982. See, alvo, footnote 45, p. 23. can make it difficult to obtain timely information. para:
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bles’—a critically important feature of the appraisal process i 

which sales and other releyant data regarding rently said proper. B. RECOMMENDATIONS . 

ties similar to and nearby the one being appraised are used to hel 1. Banking agency authority over a isers: 

establish the latter's co i :; P Congr h i PPraise rs: 

ates of mparative worth. Accordingly, appraisers in gress should provide the bank regulatory agencies wi 

such States often are forced to rely on inadequate information and/ press authority to directly discipline appraisers whi have wns 

or parties who, in some cases, stand to benefit by passing on incom- or through gross negligence misrepresented th o have willfully 

plete or inaccurate data. 
erty serving as collateral for a loan made b “ted we real nie. 
nancial institution. Such discipline should \ cl Soe insured It- 

1V. RecoMMENDATIONS 
pensions or prohibitions from submitting future appraibals be sus- 

erally insured fi ial institut . ais to an 

A. INTRODUCTION | 2. Banking agency regulation of enpravsa le: civil penalties.* ” 

During or in response to the subcommittee's i oo. a. To reduce the damaging con mo . 

. s 
sequences of j regu 

number of promising acres were initiated or completed regarding procedures. the FHLBE OCC FDIC. Fe of appraisal policies and 

va appraisal problems outlined above. Prior to the i should establi ‘forn » Federal Reserve, and NCU 

gation’s start, the VA, FHA, Fannie Mae, a d investi- ould establish uniform requirements regardin rai : 

to develop a common appraisal form, which is likely to. be el regulations and procedures should include at least the followings 

use by early 1987. The VA, FHA, Fannie Mae and the i ste (ii) v3 appraisal for every proposed real estate loan; 5 

mortgage insurance companies have lately tightened their aoprai rac ind om, but routine, examiner review of appraisal accu- 

aye SFILBB has develo procedures and monitoring requirements, | estate oan portfolio aesots Vand regular examinations of real 

e as developed a successor to its Memorand estate | lio assets, and intensive review, when real 

that establishes expanded and more definiti randum #R-41b ate loans enter “problem” or “classified” sta , 

: 
ive proced . (ii sani , status; 

Recorue interag appraisal practices. Also, an Occ ’ FDIC, Federal good appraisal in order fo review th im ff components of a 

e interagency group developed guidelines—which include in- ternal institutional polici em effectively, and (2) in- 

he mneed by there rominees inven and analytical assumptions—to 
alg and appraisers; policies and procedures governing apprais- | 

n revie ifyi 
; 

al Stat one wing and classifying troubled gin _gasiznment of qualified stef™ appraisers to regional o 
irectly in response to the subcommittee’s investigati 

netion with such assignm th 

: . vestigat 
establishment of . . assignments, the 

market val and Rreddte Mac adopted a stricter eatfinition oF procedures; comprehensive appraisal review policies and 

alue; requiring that an appraisal performed on (v) development and di ee ; , 

they subsequently purchase reflect the property value exclusive olin etd uarerandtn 9 Ae ase 
ing, sales concessions or other gimmicks. In addi vi) a prohibition against th rai "ig 

tion, the FHLBB has recent} 3 gimmicks. In addi- the bo : e use of an appraisal provided b 
y submitted a | 

e borrower unless i P y 

the Congress parts of which meek to add a alone erheeinee 0 same property is performed at the lender's direction aad. the 

ries of individuals against whom major enf vii) a requirement that a financial institution’ ‘olicie 

tions can be brought.® Related! n major enforcement ac- internal a financial institution’s policies and 

: y, after being informed by subco rnal controls be especially strength isals i 

mittee staff that Freddie M ; oe by subcom- volving out-of- ngthened for appraisals in- 

eee ita rininatae cof, ac had liberalized its appraisal require- purchases “of area real estate loans, loan participations, or 

mente fr originator refinanced home morienge the FHLBE for purchases of mortgage-backed aecuritin (MBS) Specially 
. ry agents that die Mac’ ti | . . ies should require that fi ‘al institutions 

should in no way affect exiatin | ac’a action involved qu inancial institutions 

, g FHLBB insurance regulations th in such out-of-area activity: secure comp! 

require an appraisal of the security property's eee underwriting documents, includin omplete recor ne 

market value. Lastly, leading prof 4 i perty. 8 Contemporary properties securing such loa dN appraisals; inspect. “he 

have begun to work together fo dovclon. appraisal trade groups ly with other i uch loans and MBS, individually, or joint- 

to w evelop uniform a isal , r investing institutions; or, order independent i 

ards and legislative proposals aimed ppraisal stand- spections from knowled ‘tabl r independent in 

t 
; wledgeable, re 

a self-regulatory system for the i eevaival induct the concept of cality concerned. Agency cxaniners should eociter com ianoe 

Howe above acon nstitute positive steps in the right direction 3 Tender aeconet "bility: during regular examinations. " 

ver, a8 indicated in the recomm i 
eae Ey. 

_ deal remains to done. endations that follow, a great should places, wabela ate of the Federal banking agencies 
pI. a su ntially i . . 

sons i cnnetion ital ents leeiog bebe 
——____— 

eir jurisdiction. 

*Thia package became the “Savings Inatituti 
4398, which Ce oe ave it ort erpervisery Amendments of 1086," HR. “RR 

Bank % , 1986, by Chairman St Germain of 
® Subcommi . 

niking, me: Urban Affairs. rmain of the Committee on © 7 82.5 which contains such authericing, erovieicne introduced @é (9th Con
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4 . and the Federal Trade Commission; financial institution trade ASSO- , jations, ndary mortgage market organizations, and private b. The FHLBB, OCC, FDIC, Loderal Reserve, and NCUA should mortvane insurance torre ies; and, appraisal in dustry groupe, 

promulgate regulations (or geek additional statutory thorit over This task force should build on and/or possibly be merg with the do 20, if necessary) lo give them direct f aporaiad os Thi Y effort effort already initiated by leading appraisal industry organizations. 
the id specif aly addives eeaey a superviaed institution's °. Appraisal policies and procedures of government insurers and shoutd specilically , ket institutions: directors, officers, and other relevant personnel te acon includ- a. The. VA ‘and "FHA should jointly establish procedures to pro- ing in-house, affiliated company, and retained independent fee ap- tect against fraud in FHA’s single-family insurance program in- aisers. . . j isuse of VA appraisal documentation. 
ve in offetela ch with tis fccountability effort, bank regulatory ye The VAnand FEA should act to correct ongoing deficiencies in cy officials should specifically: . ; » one en , stor 
agen ys he appraisers. to the categories of individuals against their Sgencies existing appraisal review and appraiser monitoring 

whom enforcement actions, e.g., cease-and-desiat and prohibi- | procedi vawarren tek and/or improperly documented increases in tion and removal orders, can be brought; : appraisal value estimates; 
Core ae that loan officers or others responsible for under- (ii) failure to remove or otherwise adequately discipline ap- writing decisions within financial institutions undergo training praisers for cause; and, regarding appraisals and attendant regulatory requirements; (iii) failure to conduct required reviews of appraisal reports (iii) develop a new form, as a requisite part of the final loan and appraiser performance. 

documentation package, on which a loan officer would certily c. The VA and hub Inspectors General should closely monitor that the appraisal had been reviewed and complied with appli- the effectiveness of corrective measures instituted. Furthermore, cable Government regulations; and, . = tags the committee questions whether the full extent of appraisal defi- 
rte evelop appropriate sanctions or penalties for violations ciencies and abuses affecting the FHA’s mortgage insurance pro- o oregoing measures. be gee aes . has been completely revealed and, therefore, recommen d. Officers and directors of financial institutions involved in real that HUD's Inspector General undertake a full-scale review of this estate lending should initiate or improve already existing internal | situation similar to the one recently completed by the VA's Office control and review ayatems to assure appraisal quality. In order to of Inspector General. be maximally effective, any such system must separated from d a ddress weaknesses in their appraisal policies and proce- the institution's loan development and underwriting aerate at dures, Fannie Mae and Freddie Mac should consider reducing their 

and ae airect to and support from the highest levels o complete reliance on lenders to be responsible for appraisal duality m a ge . . i ection or performance, in connection 4. Public/private sector coordination of appraiser certification and and appraiser sel ction or aeration Fannie Maa tor instance, 
review: . hould consider reinstituting key elements of its prior system of ap- a. A coordinated, concerted effort should be undertaken to estab- praiser selection and control, discontinued in 1981. lish a national, industry self-reguiated appraiser certification and 6. Data collection, information sharing: 
review system, to which all real estate appraisers would be sub- a. All Federal agencies concerned with real estate finance or ject." At a minimum, such a system must include: mortgage insurance/investment should collect comprehensive data Uniform professional appraisal standards; _ od on appraisals and appraiser performance. Such efforts must be rou- ti Appraiser Gand ee cation requirements—educa- tine and systematic, and should focus particularly on: losses and ren ton, experience, and testing; : , l blems caused by faulty or fraudulent appraisals; the role Stringent recertification procedures, including mandatory , ot the cones in such losses or problems; and, the effectiveness review of the ork ralser 8 WOrk product; . of internal controls in identifying and responding to appraisal/ap- Appraiser performance and review criteria; and, praiser problema. ; Disciplinary principles and corresponding enforcement proce- b. The Federal bank regul atory agencies, VA, FHA, Fannie Mae, urea. . - d oth vernment agencies that utilize apprais- b. ‘To accomplish this end, a joint public/private sector task force re edere Mac, Department of Justice ia d Transportation and the should be conatituted, consisting of, but not necessarily limited to, | Internal Revenue Service—should develop procedures for sharing 
representatives of: the Federal bank regulatory agencies, VA, FHA, | information on problem appraisers with each other and with the —___ dicoctt by appraisal industry. These efforts should concentrate on abaehine it 7 Pesencmmendation also apptics to any individual or concern not directly supe i to continue to work for i - rhea yy a Se es ecg ans Pes men Deaninere from being able to continue to work fr init me. Two major pe fall into thie category Serk see Goekers a mortgage Droxers. T 

: ; To aid in 
activities of both of theve groupe fall under the Federal Trade Commission's general furiediction pattern of unacceptable performance has been identified. To ream! tae eration oF thie racommendation’s provisions ae they pertain te therm i ad- | 783 accomplishing this end, the concerned Federal a shorities should This = patterned after those developed for the accounting profession (the Fi: a require supervised institutions and program rene regularly nancial Standards Board), securities dealers ithe National Association af Securities Denlers), brokera/traders (the National Futures Association}.
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report information on foreclosed properties, which would include losophy was built on the premise that credit risk was preferable to 
the appraiser's name, original appraised value, any subsequent interest-rate risk in the deregulated, high-interest-rate business en- 

reappraised value, and amount of actual or indicated losses. vironment in which it had to operate. In accordance with this out- 

7. State real estate sales and loan origination data: look, Sunrise management deemphasized traditional thrift long- 

To eliminate significant problems with appraisal accuracy caused term, fixed-interest-rate residential lending, in favor of high-risk, 

by the unavailability of full real estate sales and loan origination short-term acquisition, development, and construction (ADC) loans. 

data in many States, the National Conference of State Legislatures, Between 1980 and 1985, Sunrise made hundreds of such ADC loans, 

the National Governors’ Association, or some similarly constituted fueling a spectacular growth in its assets, from $3 million to $1.5 

body, should consider the desirability and feasibility of requiring billion.!' 

uniform and timely public disclosure of such information. To all outward appearances, Sunrise seemed to be a sound, thriv- 
ing, and well-run association. Based largely on up-front fees and in- 

DISCUSSION terest income generated by the ADC loans, Sunrise showed profit- 

V. Case SrupIEs | ability sufficient to boost the peak price of its stock to more than 
. " $30 a share. However, even as its apparent successes mounted, evi- 

A. INTRODUCTION dence was accumulating behind the scenes that its lending activi- 
oy _o. ; ties were riddled with questionable practices and procedures, Most 

The subcommittee’s examination of a number of savings and notably, for example, borrowers were usually required to have 

aan gets yale and banks that had either failed and/ or expert- little or no equity in a project financed by a Sunrise ADC loan. 

ence me stly « fects “OF fat emonstrates the widespread, per- Sunrise officials successfully deflected concerns about this dubious 
vasive, an H costly © ects ot coe aondary mar pbraiss* ovate practice by asserting that no loan received full financing unless an 

mortgage insurers.® Indeed, for example, among the four situations independent appraisal had dete rmined that the Beet value ex , 

studied in detail—Sunrise Savings and Loan Association of Florida, ceeded the Joan amount \ » percent or Si ore. on ny oth mn 

Continental Hlinois National Bank and Trust Company, Communi- terms of what was really happening and Sunrise’s ultimate safety 

ty Savings and Loan of Maryland/EPIC, and Bank of America/ and soundness, this explanation was misleading and, in many re- 

Wells Fargo Bank/NMEC—combined indicated and actual | spects, completely false. Indeed, non-existent, overvalued and other- 

caused in part by faulty or fraudulent appraisals range between wise deficient appraisals were rife among Sunrise’s loans, as dem- 

$750 million and $1 billion! The case studies regarding these finan- onstrated in four separate FHLBB examinations of the latter con- 

cial institutions, moreover, clearly show how inadequate regulatory ducted between 1982 and 1985. _ 
agency policies, procedures, and practices regarding appraisals, and 2. Nature and extent of appraisal problems: ou 
these agencies’ failure to take timely, decisive action when neces- Beginning with the FHLBB’s second regular examination in 
sary, contributed to the formers’ losses, weakened condition, and/ August 1982, significant appraisal deficiencies were found in the 

or ultimate downfall. , review of eight major Sunrise loans ($250,000 or more). The exam- 

iner expressed particular concern about two of these loans, which 

BR. SUNRISE SAVINGS AND LOAN ASSOCIATION she felt posed a threat of a potential logs of more than $600,000 

. . The next examination in December 1983, disclosed similar, but 

1 Background and jindery ir oes Of eee PA pems: of much more extensive and serious problems, since in the 16-month 
Florida demonstrates precisely how real estate appraisal problems interval between it.and the second examination, Sunrise had origi- 

can weaken and ultimately help to cause a financial institution’s nated more than $543 million mn loans, 162 of which involved 
collapse. Additionally, it shows how the Federal bank regulatory amounts of $1 million or more.' The examiners review of 31 of 

agency responsible for monitoring and supervising Sunrise’s lend- these 163 major loans (total value, $228 million) showed that two- 

ing activities, the FHLBB, failed to respond adequately to these ap- thirds were based on inflated appraisals and on others either no 

praisal problems, thereby unwittingly contributing to its demise. appraisal had been done, it consisted of only a one- or two-page 
A publicly held, State-chartered/federally insured savinga and letter of opinion,” or was received after the loan had been 

loan association, Sunrise was a shooting star among “Sunbelt” fi- Closed In acdihion, was found that appraisals Pes ced 
nancial institutio ng i : 10 : connection with major Sunrise loans were typically: 

titutions during ita 5-year existence.'® Its lending phi for the borrower, (2) performed by appraisers unknown to ase 

© The eubcoa.mi . . ; , tion personnel, (3) not reviewed or critiqued internally, even when , 

tween faulty and Iraudulent sopeeisala and failures of » number of other federally insured f the properties involved were geographically distant, and (4) replete 
nancial inatitutions, including the Bet! Savings Association (Texas) and the Beverly Hills and 
San Murine Savings and Loan Assocations (California). Relevant documentation regarding these a 
inatitutiona is located in the eubcommittec’a files. ** Hearings, p. 14. sini ge map cee i ly ed To maa ol a de : 
September 12, @ nee ’ aawociation for good on @ 4 Ibid, oP. 1560, 1682-1585. . 18 ‘@
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. . anni . : the preceding 3 months from $174 million to $350 million, the asso- 
wir mente ®. deficiencies that violated established FHLBB re- ciation's soon-to-follow demise was all but assured 9 ogni accord- quire = . amet : ing to FHLBB sources, as of the end of March 1986, Sunrise’s The major appraisal deficiencies and abuses reported in this ex- ; ’ ne aren 
amination contributed significantly to the ae by the aoe maiition te amounted to $651 million, with indicated losses of 
FHLBB examiners that $110 million of the million in loans ° sal prob reviewed shouldbe clesied as subelandard'* In edition, FHLB tlnaiequate FHLBD response to appraisal problema: | officials ered the original appraisals on § rd ei Sun ime to ported appraisal deficiencies in connection with the second regular reviewed to have been so unaccep of he y ertie . r ti examination of Sunrise, which took place from August through Oc- obtain, at its own cost, reappratsals of t howell. Ne in vate “ae tober 1982. As a result of the examination, an informal supervisory The reappraisals on four of these loans s owen at ae eal d letter was written directing Sunrise to inform all appraisers work- cline in value of almost 50 percent from the original appraisal and, ing for it about the requirements of Memorandum #R-~41b?* and not surprisingly - all four of them were in foreclosure by the end of that all appraisal reports on association loans be submitted in nar- Beptom r 1986, with total indicated losees amounting to $18 mil- rative form.** Association officials indicated that they would 10n. . . . : . ti . Subsequent examinations in May and October 1984, disclosed the comply wevepte ble delay olen cory, BC ‘one: 
same disturbing pattern of appraisal problems, albeit with a corre- In connection with the subsequent examination, however, the spondingly greater amount of asseta classified as substandard G oe 3 FHLBB made the first in what became a chain of questionable or million, or 45 percent of the total). " Specifically, as a result 0 | ill-conceived decisions that allowed Sunrise’s appraisal and related these two examinations, major appraisal problema were identified lending problems to continue unchecked, thereby contributing di- in 53 loans with an opera value of $328.5 million.'* According rectly to the association's decline and ultimate collapse. This deci- to the FHLBB, as of the latter part of 1985, 40 of these 53 loans sion consisted of the FHLBB agreeing, at Sunrise’s request, to post- were delinquent or in foreclosure. pone the third regular examination, which had been preliminarily 3. Effects of the appraisal problems: scheduled for late July/early August 1983. 

_ The effects of the defective appraisals began to be felt as Sun- This examination, therefore, did not begin until December 2, rise’s major ADC loans gradually fell due and the interest reserves 1988, a 3- to 4-month delay which, in retrospect, a number of con- _ for them were exhausted. Scores of these loans, a high percentage siderations should have worked to prevent. First, in view of the sig- of which were made possible by defective appraisals, became de- nificant deficiencies disclosed in the prior examination,27 FHLBB linquent or were foreclosed. As a result, Sunrise abruptly found officials should have been intrinsically resistant to any delay in the itself in a rapidly deteriorating situation, in response to which, start of the next one. Such initial resistance should have been fur- inter alia, it voluntarily or at FHLBB direction moved to establish ther reinforced by Sunrige’s reason for making the request, i.e., be- 
reserves sufficient to cover the anticipated losses from these failing cause its public accountants were there at the time auditing the as- loans. According to the FHLBB, Sunrise’s loan-loss reserves, which sociation’s records and adequate work space for the Federal exam- amounted to just $1.5 million in December 1983, grew to $8.1 mil- iners was therefore unavailable.?* Still further reservations in lion by June 1984; $16.4 million by December 1984; and, $75.1 mil- agreeing to Sunrise’s request should have arisen simply on the lion by June 1985.* In part as a result of these increased provi- | basis of the periodic reports filed by the association, which showed sions for loan losses, by early 1985 Sunrise’s net worth had fallen ; well below the minimum level stipulated in FSLIC insurance regu- WiTlearinge a. 1706 
lations. From that point, the situation steadily worsened, and when 2¢ Memo contained in subcommittee files. In early September 1986, the FSLIC (ited a $250 Sunrise announced ¢ early in July that its combined reserves for million suit against 27 former Sunrise officers and directors, and the seaociation’a former laws loan-logses, foreclosed properties, and problem Joans had doubled in firm, Blank, Rome, Comiky Chief ea ccutine hices, cfendants are Robert C. Jacoby. the 

and former chairman of Sunrise and partner of the cited law firm. ve thaa aa *® Memorandum #R-41b provides guidance to lending institution officials and appraisers on te tid. . ee FHLBB sppraisal requirements and Olied with The tn examiners and  wapervieory personnal We '? Bid... p. 140. The four los : Monte Carlo Beach Club, Monte Carlo Cou oer ing Vat ite provisions are complied with. The memo, tae: wdrees Club, Falla Chase Devslopmont Corps ted Mactan crab Hida hey Monte ne great extent upon the adequacy of the ep cage loane and cel eatate investment de provides 1 eee B85. guidelines for appraisal management and procedures to satiat in determining compliance will ** bbid.. p.t the appraisal requirements of Insurance Regulation 563.17-lcX)Kiii).” On September 11, 1986, 5 ae. . . : , the Filipe approved a auccesuor to R-4lb, which establishes expanded and more definitive pre 
** Remarks made by an FHLSD examiner regarding one of Sunrise’s more notable defectively cedures regarding appruieal requirements and appropriate appraisal practices. Shoe meni toe loans are illustrative: “In summary, Sunrise hud leaned/invested in excess of 1¢ Hearings, pp. 134, 1544, 1547, StHlOn IR & project in which approximately $40 million wae originally planned... . Had *T In accordance with the evaluation reporting format in use at that time, appraisal and loan the project been adequately und accurately appraised in the beginning, competent management underwriting policies and practices were given a “C," the next to lowest rating. A “UC” raling would never have made the first loan since the project likely would have been declared unfeasi- means that "material deficiencies” were found in the category or area of activity cited. See, alee, 

or aiyfeerings 9. ue Similarly, referring ta forectoned project with indicated lowes of almout 7 8 5 Hearings, p. 1538. 5 . sh tDirecter of rnillie (Di a ions, FHI. an £ 201s an ex n rin ari acts Mateme ompelent sppraieal at the oulteel would have hept this loan off the books.” , Enaminaticna FIILB Atiantet pee tely wknowledged the mistake in oe Suariee 6 re 
Heerines YT benmmenittece Files quent, stating that “we will certainly take the blame for it.” Hearings,
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Serious appraisal abuses were found in the Continental Illinois times the appraised value increased, even though the market for Rank’s Donperforming real estate loans assumed by the FDIC. The some of the properties had collapsed. On some occasions, the ap- FDIC acquired approximately $400 million of the $2.5 billion in praisals were furnished after the loans were made. 

total real estate loans held by Continental IHinois at the time of its The FDIC's evaluations of the appraisals for each of these 10 
restructuring in the summer of 1984. The FDIC provided the sub- loans illustrate the flagrant and serious appraisal problems. Set committee with a schedule of 21 of the largest nonperforming real forth below are some representative cases taken from the FDIC's estate loans, which encompassed condominiums, commercial real summary (with assets unidentified). estate, or undeveloped land, primarily in Florida. The schedule Asset No. 6: The total original appraised value in 1983 was $9.5 shows that the original appraised value of these 21 properties to- million, while its reappraised value in 1985 was $8.8 million. FDIC taled $518.4 million, while the current value, based on reappraisals told the subcommittee: 
ordered by the FDIC, totaled only $184.4 million or 64 percent less ... this asset was appraised three times between the end than the original value.*¢ . of March 1980 and November 1, 1983. The appraisals on a The FDIC informed the subcommittee that serious underlying per acre basis ranged from a high of $26,000 per acre on 
appraisal problems accounted for this huge disparity in appraised the first appraisal down to $15,600 per acre in 1983. The values: same appraiser was used for updating the appraisals Many of the appraisals reviewed by the FDIC staff rather than changing appraisers to verify values. Addition- appear to have been a function of the deal arrived at be- ally, the bank accepted letter appraisals and relied on ap- tween the bank and the workout contractor. Loan presen- Pheer that were prepared after the loans were made. tations noted that appraisals were expected to support the The appraisal reports] assumed away problems that might loan balance or that preliminary appraisal estimates sup- surround the sale of the property. Market data was either 

rt the value and that such reports would be delivered ignored or not obtained at all, and there was a lack of dis- 
ater. In appraising condominium properties, the appraiser counting or inadequate discounting for holding periods. typically arrived at a market value for individual units Unit values were used and then multiplied by the number and then multiplied the value by the number of units to of units in order to obtain a higher large scale value. In 
arrive at an appraised value. No allowance was made for those reports where market data was included distant holding costs, sales costs, or a discount that might be nec- comparables were used to increase the appraised value. 
essary for bulk sale. Similar practices were employed in Asset No. 18: FDIC Associate Director Seelig testified that this valuing land holdings. In some cases the appraisals incor- was one of the more blatant cases “where the appraiser took the porated an assumption of high appreciation rates yielding amount of the loan, added the amount of the tax shelter to the high market values in 1988 and 1992 when the loans amount of the loan and said that is the value of the property,” as would become due. These appreciation rates, of course, the instruction directed the appraiser to do.*° This property, a were not supported by current market conditions. No rec- group of condominium units, was originally appraised at $101 mil- ognition of vacancy rates, unabsorbed inventory or any lion, while the FDIC's reappraisal came in at $27.2 million.*? The other market information was included in the reports. FDIC's summary of the appraisal abuses is, to put it succinctly, Most of the appraisals appeared to have been developed to “mindboggling”: 
support the proposed loan rather than give a true current . .. In an appraisal done in 1983 the appraiser based his market value of the underlying collateral.*? value on a retail price list for the individual units sold as Although many of these problem loans involved Florida properties, individual units, not sold as a ee The retail marketing most of the faulty appraisals were performed by one Chicago ap- | period of 18 months was assumed with an appreciation praisal firm, the principals of which hold the MAI designation of rate of 10% occurring during this 18-month period. An 18- the American Institute of Real Estate Appraisers.*# month sales period was used as an assumption despite the 2. Nature and extent of appraisal abuses: fact that the inventory of unsold units in that area was At the subcommittee’s request, the FDIC reviewed the appraisals somewhat higher than the previous peak and that condo and loan files for 10 of the 21 loans listed on its schedule (constitut- ° sales in the previous year were the lowest in ten years. ing the top 80 percent of the portfolio) and found, in each case, seri- The appraiser went on to rely on 39 reported contracts at ous deficiencies unrelated to external factors. Often appraiser as- a price of $93.64 oe square foot to substantiate an ap- sumptions were based on unrealistic projections, prices of proper- praised value of $92.08 per square foot. The appraiser ties offered for sale but not sold, or false or irrelevant data. At treated these contracts as firm and used them to support market activity at high prices. Subsequent events showed 

** The achadules referred to are reprinted in Hearings, p. 1120 and p. 1725. ee 4? Hemringa, p. 972; also confirmed during the testimony of Steven Svelig, Associate Director, ** Ibid., p. 1721. Division of Liquidation, FDIC. Ibid. pp. 251-252. , * Ibid, pp. 253-254. *® Hearings, p. 253. ( 78 § Ibid., p. 1725. °
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that these contracts were not bonafide [sic] and that th In its N ber 25, 1985 | i failed to close The same appraiser reappradeat the ey In ite | ovember 25, , response to the subcommittee, the OCC 
sez a year later, in March of 198, and arrived at an ap- ar ; . praised value of $136.87 per squure foot. Again, the apprais- OCC examinations did not disclose any real estate ap- 
er noted that vacant. condos were at an all time high and praisal abuses w arranting disciplinary action or criminal that prices had in , , . referral. Examiners did question certain real estate a pr. fact declined in the subject complex by . . : . : ' ip 14% between 1982 and 1983. However. the a iser used praisals during their review of Continental's loan portfolio, the $92 per square , ppra $ ut the questions arose primarily from external factors per sq foot price for 1984 as a starting price 
and assumed a 9% inflation rate for the purpose of arriv- that had changed subsequent to the appraisal date, and ing ata 1992 value. Income from rental operations is pro- hot from appraisal abuses. jected by the appraiser despite the fact that units were While OCC contends that it was on “top” of the situation at Conti- 
losing money. . . . In no sense was this a market value of nental, its examination and supervisory actions concerning the real 
the underlying real properties securing the loan. Rather it estate portfolio were unclear, and it did little to clarify them for 
was a value essential to support the size of the loan.*2 the subcommittee. All of the evidence provided by both the OCC 
(Emphasis added.) and the FDIC strongly indicate that OCC examiners either did nat 

Asset re $08 Several groups of condominium units originally ap- real estate loans. oF concerned about the appraisals on Continental's prai at $9.3. million in mid-1983, were reappraised fo t Occ’ 1 issi at $4.7 million in 1985. The comments in FDIC's evaluation f the ‘a De See Se eis formal emission af fre Subcommit- appraisals are striking and al val n of the tee’s December 1985 hearing, stated that: (1) all real estate credits pp: g and also typical of other appraisals: over $10 million would have been reviewed by OCC examiners (it . . » The bank relied upon the groas sell out value as the basis appears that 12 of the 21 properties listed on FDIC's schedule fall for the loan. . : . (T]he appraiser made no adjustments for within this category); (2) the June 30, 1980, OCC examination found holding, marketing, or cloaing costs. Additionally, market data documentation deficiencies, although none relating to the absence 
on rentals and salea within the project appear to have been of such documentation regarding the collateral; §* and (3); 
ignored. . . . However, it should be noted that the appraisal Examiners assessed the adequacy of OW 1 y of overall bank poli- report clearly indicates that the function of the appraisal is to cies, practices, procedures, and internal controls and re. support the efforts of the borrower and the lenders in syndicat- viewed the Real Estate Internal Control Queationnaires as ing the units. With hindsight, this was clearly quite accurate part of the examinations of Continental Illinois conducted aeeention is made in the statement of “purpose of the analy- during the period January 1, 1980 through July 1, 1984. As sis , t u report ig attempting to arrive at an appraised fair a result of this process, no special review of the bank's real market value. estate and real estate construction policies, practices, pro- As FDIC Associate Director Seelig testified: cedures, or internal controls was deemed necessary.*® 
.-. think what you had here is you had account officers After persistent inquiries from the subcommittee, the OCC did fi- getting appraisals to support whatever the purpose was nally admit that nine of the ten assets examined in-depth by the 
whether it was to put the loan on the books, whether it FDIC for appraisal problems had been “classified either substand- was to get an updated appraisal because the Comptroller ard, doubtful, or loss in at least one of the three examinations cited 
of the Currency requested they get appraisals to support (1982, 1983, and 1984).” Yet, holding fast to its position, it further 
the values they were carrying.** stated that, {no fraudulent appraisa practices were noted.” 6° 

As a consequence of these disparities in real market value based America (see below M832) aueweate nur ber of conel ne oP a | on extremely faulty and meaningless appraisals, the FDIC's ] the OCC h ] edt ini Pe 2 on adequate wand’ sound will probably be i am s, the | osses e O as placed minimal importance on adequate and sound probably be in the “neighborhood of $200 million.” 54 appraisals. Second, it does not have nearly enough experienced ex- aps ace 8 lack of supervision of Continental's real estate loans and ¥ 8 ee ratsa ices: _———— The Office of the Comptroller of the Currency (OCC +0 Ita important to remember that, unt ; principal supervisory agency for Continental Mlinsis, The OCC hoe deca n cequie that an apecanal be caine ora real cast fot eee ented the existence of any serious appraisal problems or abuses.** | sation. The t memo demonstrates that the OO knew in late 1982 that Contineniale itera con on res ne w . ovember um tu 
*? Eled.. pr 1721-1722, Depuly Comptroller for Multinational Hanbing. Senioe National Bank pasar Richard ne 

sid ak ane sed ed thal nce cote ee hosed es an vt af none arm se ted P rey managermen t review hed little aftect on these appraisal abuses, a's seven ofthe ten propertne 
66 fn in, BA, ‘ atsalu in which ¢ » i : ya i Na a ea en te nr, ely 78 Gra ge bia A am STA i a v {on =— ‘ve appraiaal practices. Ibid, p. 727. a y $® ibid. p. 727. , , Oe



wy 28 id 29 o 
aminers—an assertion by OCC staff made “off the record” because 1, Impact of fraudulent appraisals on Community Savings and the Office of Management and Budget frowns on disclosures reflect- Loan (Maryland) and Equity Programs Investment Corporation ing the effects of such staffing problems. Third, due to this examin- (EPIC) er shortage, the OCC relies on member bank internal audit staffs a. Background: 
and does little “hands-on examination of loans” for the larger na- The September 1985 collapee of the Community Savings and tional banks. Fourth, OCC's examination manual directives *! Loan—a thrift chartered and insured by the State of Maryland— either were not followed at Continental, were inadequate, or both. , and its real estate investment affiliate, the Equity Programs In- Finally, both the OCC's general directive that banks should utilize vestment Corporation (EPIC),*® involved endemic appraisal defi- an appraisal program and its internal control questionnaire during ciencies and abuses. EPIC was primarily concerned with setting up examinations "" are completely inadequate, since they furnish . tax sheltered investment partnerships to buy single-family houses, little guidance to examiners as to what is specifically required re- financing such purchases by mortgage loans or mortgage-backed se- garding appraisals. curities that were, in turn, sold to institutional investors, By the 

time of its collapse, somewhere between 6,000-7, investors ha D. APPRAISAL ABUSES IN  BecUnren WITH MORTGAGE-BACKED interests in some 350 EPIC partnerships worth between $175 and 
, $200 million.** By the same time, the partnerships had purchased The subcommittee found substantial evidence of defective ap-- approximately 20,000 houses, the mortgages for which were sold to praisals used to support real estate loans packaged and sold as scores of federally insured financial institutions, Fannie Mae, et al. mortgage-backed securities (shares or participations in pools of In addition, a number of private mortgage insurance companies mortgage loans) to financial institutions and other investors (PMIs) became guarantors of a significant portion of the purchased around the country. The safety and soundness of rnortgage-backed mortgages and mortgage-backed securities. securities (MBS) not guaranteed by an agency of the Federal Gov- In connection with these EPIC activities, the Community Savings ernment (VA or FHA) depends. in large measure, on the aggregate and Loan provided capital for several purposes, foremost among value of the real estate collateralizing the mortgages comprising which was to service debt the partnerships’ income-generating ca- the securities. This is even more so for private conduit MBS—those pacity could not meet. From the time of its purchase by EPIC in not issued by Fannie Mae or Freddie Mac, for example—where the 1982, Community advanced hundreds of millions of dollars to the underwriting standards may not be as high and the reputation partnerships, an estimated $100 million of which were outstanding (and clout) of the issuer/packager uncertain.®* at its demise.*7 The subcommittee came across several situations in which issues b. The role o inflated appraisals: of nonfederally insured MBS were collateralized by properties that By design, ee PIC partnerships bought single-family houses— had been grossly overvalued. In two of these situations, numerous initially, model homes and unsold units in developments—to be thrift institutions, usually located in States far from the properties rented out and then resold several years later. To finance these involved, invested heavily in private conduit MBS and suffered purchases, low down-payment loans were obtained through a sister losses as a result of fraud and inadequate collateral. These case company, which effectively acted as a mortgage broker. The studies demonstrate both the importance of accurate and legiti- amount of these loans systematically exceeded the houses’ sales mate appraisals to the MBS market and the need for the bank reg- price, since the latter excluded discounts or rebates routinely pro- ulatory agencies to take more effective action to determine wheth- vided by the seller.** In one recent case, for example, the purchase er a vali appraisal was made and whether financial institutions’ of a group of 45 houses with an aggregate sales price of $3.54 mil- procedures concerning MBS-related appraisals are adequate. lion was financed by a $3.52 million mortgage loan. The seller, nana however, rebated almost $700,000, so that the net loan amount ex- “OCC examiners should perform special reviews of each national bank’s (1) policies, proce- ceeded the actual price by slightly more than 3670,000.¢° In effect, selocticng’c internal controle regarding real estate loans, including appraisals, and (2) method for by financing the partnerships’ purchases with loans that exceeded *t The OCC Examination Manual’s “Internal Control Questionnaire” for Real Estate Loans the actual acquisition price, EPIC managers were thereby able to mater is Regarding appraisals: cover all loan origination and closing costs, as well as provide the "a. Are apprawale required to be in writing, dated and signed? promised tax benefits to the investors.7° (This strategy—borrowing b. ta sales price and loan application information withheld from the a tecrs? c. Ave appraisers paid the same fee whether or not the loan ie granted? nnn 

, 
d. if stall appraisers are used, doce the bank periodically have teet appraisale made $6 EPIC purchased Community Savings and Loan in 1982 and aubscquently restructured their by independent “ppraisers to check the bank's knowledge of trends, values, etc.? corporate relationship ao that the latter became the nominal parent. Effective control of bot Hap ch a ge CON ad, det ta tg nt ances tee an a : | . ” aD. : e i und tion and the Unoffi- 

Reprint Tietringn, . tone? 
cial Connmittes of lnvestors by Code tan eee ee ee Fund Corporati Witter Reynolds, pp bt eve the Federal [lome Loan Bank Board's Memorandum #R-41b, Hoaringa, . Inc. Hearings, p- 1518. p. 1. 

“* While no one has a complete graep on the amount of such MBS issued in the last few years, S* Ibid, p. 1522. . . 
it in ut iIhion. Se te EPIC t for every $1 invested, §2 in deductions 
higher yeu § biltion, the enh aed eae oer with Goancial institutions because they offer 790.. EPIC "® prospectuscs frequently advertised tha ry $
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to purposely create large-scale mortgage debt—is widely regarded In addition, according to the FHLBB, the appraisers retained by as being unacceptable, since it intrinsically involves value corre- EPIC consistently engaged in a number of other practices that vio- sponding risks, e.g., if a property doesn’t appreciate in value either lated appraisal industry standards and Federal regulations. For ex- quickly enough or by a sufficient amount to cover the loan amount ample, in selecting the approach to be used to help determine the and any other requisite expenses.)™' . appraised value of a property, the EPIC appraisers failed to choose EPIC's borrowing strategy could not have been practiced effec- the most appropriate one.7? Relatedly, the discounts/rebates pro- tively without appraisals capable of justifying the prototypical vided by the seller were systematically excluded from the apprais- loans Obtained pursuant to it. However, given these loans’ extreme- ers’ cash equivalency analysis, which is one of the most important ly high loan-to-value ratio (95 percent and higher) and seller dis- steps in determining a property's appraised value. This latter prac. counts/rebates, a supporting appraisal as a matter of course would tice, in particular, nade it possible for a typical “EPIC Product” have to have been significantly inflated. Just how EPIC obtained purchase to be financed by a loan amount commonly at least 25 such appraisals is suggested by the following exchange from the rcent in excess of its actual market value, as shown by the fol- December 1985 hearings between Chairman Barnard and Richard lowing illustration: 
Hewitt, former Chief District Appraiser of the FHLB, Atlanta: Tyrica Purciase or “EPIC Propuct” 

Mr. Barnarn. Mr. Hewitt, I understand that you had an Sell encounter with an independent appraiser who had been re- . er 
moved and what did this reveal about the appraisers EPIC Lees: was using in connection with its real estate ventures? + 6.8 percent sales COMMIBSION cscs $400 Mr. Hewrrr. We were retained by the Bank Board in the Three months advanced rent.......ccsssscssssorsssscccsrsssssccsssasecssseseecsrnnesscnseceensses 1800 eligibility exams and asked to look at the various portfo- Rental deficit COMLEIDULIOM....sreerrserseererrrerserrnorneerteernsstsnteseetssscstneneee —_ * 7,200 

lios of those Maryland associations, one of them being Leas total discounts (24.0 percent) cccsccccscsmrenessesseensins seamen 12,000 Community. Part of that review was to determine the via- . ——— 
estimate of the risk in the portfolio. Part of the informa- “Represents market interest rate paid to investor on mortgage plus maintenance coals tion we looked over was the approved list of appraisers dwelling unit leas reat received ever a four year period which results in a deficit carrying cout. 
that EPIC maintained. ‘here were a series of appraisers Purchaser from all over the country, since they were involved in Purchase price ...-sscccsssscsssnscssssssssseesssssssssussessnasuesiesimeinsestisssan $50,000 loans on single-family residences an over the country. I no- Leas: Discounts from seller (24.0 percent)........cccccessscssssesescscscsseceessseese 12,000 ticed that in some cases you wou ve an appraiser's . . . name marked out and “Do not use” written in the margin. Leas: Morigage (35 percent of purchase prise) 2c Bane Interestingly enough, I found what I considered to be, 

—_———— based on my experience, some of the most proficient ap- Cash contributed to limited partnership............cccccccsccsscsescescsesseceees 749,500 praisers in the country being croesed out, “Do not use.” c. Impact of the EPIC/Community Savings and Loan collapse: ne of these formerly worked with Freddie Mac who I ' In combination with the high-risk nature of the EPIC mortgage knew and I called and asked him if he remembered any loans, a number of unanticipated events?* brought some of the situation where he worked with EPIC, et cetera. His re- partnerships to the point where they were unable to meet their sponse was, “Yes, they asked me to appraise out of con- monthly debt service payments. From the point of these initial de- text.” Esaentially, it was a situation where he was asked to linquencies, the EPIC/Community problem snowballed, prompting, 6 ppraise I condominium unit in a total complex of some among other things, a run on the latter’s deposits. In response, the 200 and appraise it ignoring the influence of the other State of Maryland | first acted to halt the withdrawals taking place empty units in the entire complex. When he said that he as a result of the run and, on September 5, 1985, placed Communi- could not very well do that, particularly in view of the fact ty under its conservatorship. These actions oftectively reduced that appraisal ethics would tell him he had to consider the EPIC/Community’s status to that of a failed institution, with at- impact of the other vacancies in that project as well as the 
: eneral market area, they deci not to utilize him for 33 Of the three ma —mar er ia the ene the assignment. That was the atory on that.72 mcat suitable for determining the vlus of peopertion that uve Petia oy et erbe wad f 

rental purposes. As the FIILBB’s exarninere noted in connection with their May 1985 review of Vm. oo “e large sample of properties” owned by the EPIC partnerships: “.. . never was the income * This is precisely what happened in connection with the EPIC partnerships’ loana, se reflect- approach ” even though *... all of 17,689 dwellings owned by the 357 limited partnerchipa ed in comments from the riLhB report written pursuant to ite May 1965 examination regard: are for rental pur earings, p. 1517, ing Community Savings and Loan‘a eligibility for Federal ineurance: “The euccess of the EPIC > *¢ Hearings, p. sta ; ; Product* syndicated rtnerships ia predicated upun a minimum yearly appreciation in the 79 fut tee of these bear mention: (1) high vacancy rates among some EPIC partnenthip proper. ra Pica Tint nk ccd hte Ua yea hor i onpctd Ved 0m the nn crap by saenan oer candtng sors Sut nara en gala ™ — Bee, ebva, Footnote De @ 31 Below. e quired to underga—and failed to pesa—the previously cited FHLEL exe woe if it
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. ¢ appraisals on NMEC-packaged securities in- 

tendant consequences that have been strongly felt throughout the 2. Impact of fraudulen est financial services sector, secondary market, and real estate finance volving Bank of America, Wells Fargo Bank, and 21 thrift in- industry. The effects of EPIC/Community’s collapse include: sletutions (1) aggregate potential losses, in the hundreds of millions of a. Background: 
dollars,’* involving some or all of the following: ; Highly inflated and fraudulent appraisals underlying MBS were 94 federally insured savings and loans, holding more than essential to an intricate pyramid scheme that almost resulted in $700 million of EPIC mortgages/MBS; 77 . losses of at least $95 million to 21 thrift institutions in the North- 18 FDIC-insured financial institutions, holding just under . east and Middle West that had invested in these securities. If Bank $250 million of EPIC mortgages/MBS; 7° _ of America had not assumed liability, six of the thrifts would have Fannie Mae, holding slightly more than $100 million of EPIC had a negative net worth®? and others could have become problem mortgages/MBS; es ek institutions. The State of Maryland, with indicated losses of as much as The participants in the scheme included a real estate company $80 million, and7® (West Pac), a finance company (Western Pacific Financial), two in- The 6,000-7,000 limited partners, who hold interests in the surance companies (Pacific American and Glacier), all of which EPIC partnerships amounting to between $175 and $200 mil- were owned or indirectly controlled by Kent Rogers; and, a packag- lion. . . . . er associated with him, National Mortgage Equity Corporation (2a major upheaval in the private mortgage insurance industry, (NMEC), owned by David Feldman.*? West Pac/Kent Rogers would as reflected in: buy properties and become the mortgagor/borrdwer on a number of The failure of TICOR,* ® the fourth largest PMI, as a result single loans for many of them, with Western Pacific Financial (of of its inability of cover its EPIC-related logs exposure of $166 Nevada) providing the temporary financing. NMEC then packaged million, . : , the mortgages into pools, shares in which were sold as securities to Significant potential losses regarding two other major investors, with the Bank of America and Wells Fargo Bank acting PMIs—Mortgage Guaranty Insurance Company and Republic as trustee/escrow agents for them. A brokerage firm in New York Mortgage Insurance Company —based on loss exposures of $75 City sold portions of the pools to various thrift institutions. million and $100 million,*! respectively; and, Normally, financial institutions would be reluctant to buy non- Diminished investor and public confidence in the PMIs, with Government guaranteed mortgage securities. However, because the consequent effect, among others, of making it harder for Bank of America’s name or Wells Fargo’s name was on the securi- them to obtain needed capital from domestic and foreign ties and the mortgage payments were insured by either the Pacific sources. . , , American or Glacier insurance companies, they did not hesitate to (3) reduced public confidence in the private secondary market buy them. Indeed, such was their assurance in this regard, that which, for example, has forced sellers of private MBS to offer they purchased the securities without inspecting the properties col- higher interest rates to attract investors. = lateralizing the loans, checking on the principals involved, or inves- (4) further indication of major financial institution problems con- tigating the financial conditions of the insurers.** cerning out-of-area loan participations and investments in MBS, b. The appraisals and the properties: which regulatory authorities continue to address ineffectively. ' 

_. Thie estimate takes into account the anticipated benefits of a workout plan developed by an The scheme involved expensive single family homes, apartments, fora! group of (966 the ener aired by Fannie Neale s Ppproved by a Federal bankrupt: and townhouse condominiums in Southern California and Texas. Oe te T-peue ered the enn provides for the these sales are to be used first if setucly EPIC, The appraised values of these properties were 2% times higher creditors and, then, fund are available, 30 reimburse the limited partners for v their tavest- than the actual purchase price. One witness, EEG. icenhower, ‘lige meats. Actua w y egree of success ac ; rties en ers, was [am 
properties: ‘term, forestall the de worked with and sold other properti gers, was ment ofa ian more series and conti situation. workout plan hae helped | the develop with the role of fraudulent appraisals in connection with three 0 Teng em NSID. properties in Houston: ** In March 1986 the Melion Bank Corp. agreed to take Community Savings and Loan off Maryland's hande for some $150 million in cash and a further commitment from State aut hori- ‘83 Hearings, p. 469. lies that another $40 million would be made available tu offeet any other future losece arising ®°3 Hoth of these individuals at the time of the scheme had been convicted in Federal court, 
from the thrift's holdings. Via thie sale, Maryland officials believe they have reduced the State's sentenced to prison, and had appeals pending—Kent Rogers for bankruptcy fraud and David tltimate lous potential from the EPIC/Community collapse by aa much aa $60 million. Mary- Feldman for mail and wire fraud. | 
land's final loos, however, will depend on the success of the previously mentioned workout pian, ** Evidence obtained by the subcommittee from the Delaware Inaurance Commissioner oe to which it is also a party. that Pacific American was undergoing severe financial problems in the spring of 1983 and 1 Nat ** TICOR, now called TMIC Ineurance Company, was placed under the conservatorship of the before being placed in receivership in late Summer 1984. Also, this documentation confirme | 1 
California Department of ineurance on April 10, 1386, and is currently Operating under a court- Kent Rogera controlled Pacific American, firat by lending it money and then by ered ta 
approved “rehabilitation plan.” See, also, Hearings, p. 1532. 7 9g 4 fthiu rewulted in expedited insurance for these mortgage pools because they were not requt 

** Hearings, p. 1520. 
. Karnderce customary underwriting procedures. @
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. . . West Pac would purchase property for x amount of ties] were an apartment complex 17 years old in a much 
money; they would obtain a mortgage from a sister compa- poorer location, and his appraisal was based on the contin- 
ny for 2% x, then obtain an appruisal at approximately gency that these would be completely renovated and of 

2% to 3 x, then receive an insurance bond from the mort- course that was never done. 
gage company for the amount of the loan, then sell the The same happened in the case of Bingham Manor (and 

morlgage to a reluted company, National Mortgage, for Park Place Apartments] . . .** 
2% x. West Pac would put the difference or 14 x in its It is worth notin i g, moreover, that Mr. Tuttle was not an inex 
Oe (ational aor teage would sell the noreaee pack: rienced appraiser, as indicated in an April 2, 1984, letter he sent to 

» in the case o associ \ { \ t : Houston properties, ... the x in that case equaled $10 a company lated with Pacific American, which stated: 

million for the three Houston properties; thus West Pac ‘ My app raisal experience spans approximately thirty 
pocketed 1% x or $15 million by buying these three prop- (30) years covering the Chicago area, Beverly Hills, Orange 

erties simultaneous almost with the purchase of the prop- County and (other sections of Southern valitor na tam pri- 
erties. marily residential-orienta and hold an 8.R.A. designa- 

; . . ; tion with the Society of Real Estate Appraisers of Chicago, 
Mr. Icenhower provided the following data, which helps to illus- Illinois. I am also qualified for V.A. and F.HLA. appraisals. 

trate how the scheme worked regarding the three Houston apart- Additionally, Th F M isal ber.#? 
ment complexes and what the consequent loases would be based on: __—’ , ma Ys ave 8 anny eee nite 

At the time this scheme was disclosed, only 43 of the 640 units in 
: vauen Houston were occupied. Indeed, West Pac had no intention of oper- 

Wate | Ages Mes 1903 Nachet ating and maintaining these complexes after their acquisition and, 
_ Wemed toons Vie accordingly, the units had been stripped of appliances, cabinets, 

carpets, etc. The City of Houston condemned one or more of the 
Onn Coat sossetantiasseeavenaunguasieeias saststtntstiassiseus neuen se $17 00.00 $14,000,000 | $6,000,008 | $5,000,008 complexes, and another turned into a slum.®° A special representa- 

PA Pact eee] Aseataa | Feet | skpeo | © Venn tive sent to Houston by some of the investing thrifts testified that 
oon “mn _he found that the properties were “‘suffering from a long period of 

neglect” and contained mostly “vacant units,” in which appliances 
Mr. Icenhower also described how the appraisals were obtained were missing, windows were broken, and vandalism was extensive. 

through an appraiser, Dale Tuttle, who was from Southern Califor- 
nia wane , therefore, unfamiliar with the Houston real estate i 
market. n co i , . . . ple, Mr. conhor edhe Tee Court complex, for exam- Tuttle’s name came up in connection with another West Pac 

ee property—Cabelleros Estates Condominiums in Palm Springs, 
. .. valued them as condominiums when actually they CA—which collateralized part of the Bank of America/Wells Fargo 
were an apartment complex. Where it was a 302-unit com- MBS pools. In this case, apartments converted to condominiums 
plex, he set up 302 different loans, 302 different properties, were appraised at $300,000 as ‘“‘time share units,” even though the 
and then, he used three comparables for all 302 of those units were not sold as such. Based on telephone discussions with 
wn ae the pomparables he used were anywhere from 4 some of the owners, the subcommittee staff found that West Pac 

. Id th its t i 
When there were very good comparables within half a $200,000 or more which aecording’ to Tuttle, wan thei net ket 

mile or actually within blocks of there. But he had to go value. West Pac obtained the units for much less—some in the 
at lar away to get appraisals that would justify the num- $50,000 range.*' As with the Houston properties, West Pac (as bor- 

bers that he used. What he compared those to [sic] were rower) was involved in { ; ns ; . paper transactions, not actual sales, in 
new condominiums 4 to 8 miles away where these {proper- which it bought low, borrowed high from an affiliate on the basis of 

i * Hearings, p. 256. With some of the extra money from the inflated appraisala, Kent Rogers Tee ae eraatt investors aecorition a Hat Se liead earn) 
s eyedly bought a large plessure boat and homes in Southern California and Mexico, placed pa 6 : : oon y ene over funda ia England, Mexico, Switzerland, and elsewhere, and utherwiee lived very well. Moreoy ued properties. Once again, most of the units went unsold, and no 
according to lcenhower, Rogera intended to we fraudulent appraisals to buy more vtieg ® 

from which they could “have pocketed about $1541 million more than they did tin their 
tearing an refer to this as the second year of their S-year Yomi echeme.” 

a6 Sp 2k. — 

*? The fact that Tuttle waa nct from Houston is something that the tearing P an Shi 
should tres toned } Mang tn irustee/eucrow agents 6° thid., 1791. Attached to hia lette , list lients, including Westera 
bank "shouialhaveeepreched the dato fey weve advancing thir ow funda forthe mort 49 Sraite and several thrifta and aber financial inativutionein Souther Calitocaia. 

| * caused them tu ask why a California sppraiser ie used for Houston proper. 6 os ibid. pp. 791-1804. Additional documents are in the subcommittes’s @
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one—heither the investing thrifts nor the two national banks I 
acting a8 escrow agents—inspected the properties.*? 

The 21 savings and loans holding $128.5 million in NMEC mort- 

it gages were, for the most part, made whole because the Bank of 

wut . America accep responsibility.® owever, according to the 
The servicer, ie the conector of the mortgage payments, on FHLBB, if the Bank of America had not accepted responsibility, 6 

some the Well F: “co MBS. \ y homes in California that collatera- of the 21 institutions would have suffered losses in excess of their 
lized “7 ‘ ORD ae eh » wrote a letter to Wells Fargo on De- net worth and another holding $20 million worth of securities 

cember 1, . In that letter, the servicer, Advance Mortgage would have been severely impacted.** The three thrifts holding 
(now purt of Liomas and Nettleton), indicated that it wanted out of Wells Fargo/NMEC MBS have filed suit against Wells Fargo, but 
the deal because there were a high number of delinquencies, de- the solvency of none of them hinges on the success of the lawsuit.°’ 
faults, and foreclosures on these properties, and that the appraisals 
were highly inflated: Il 

Advance has ample reason to question the integrity of a The FHLBB’s overall response to this situation has been mixed. 
number of the mortgage loans comprising the subject pools On the one hand, after one of the affected thrifts brought the 
and therefore has grave doubts about the soundness of the matter to the attention of New York Federal Home Loan Bank offi- 
pools themselves. We are sharing our concerns with you in cials in October 1984, onsite examinations of all the other involved 
order that you may assess your position in this matter and thrifts within that district were conducted and supervisory staff 

formulate your course of action. held discussions with the institutions’ management, the FDIC, the 

As a matter of illustration, Advance . . . recently com- OCC, FBI officials, and various attorneys. On the other hand, the , 

missioned a reputable appraiser to reappraise six proper- FHLBB was unable to inform us about what actions it took con- 

ties which were randomly selected from the pool loan port- cerning the 10 thrift institutions outside of the New York district 

folios. All six loans were originated . . . between March bank’s region. 
and July, 1982, while the reappraisals were performed Relatedly, the FHLBB’s examination policy concerning documen- 

during the first two weeks of November, 1982. Although tation supporting MBS has been totally inadequate. For several of 
only four to eight months had passed between the original these institutions, the investments in the NMEC MBS were their 

appraisals and the new ones, the reappraisals reflected largest assets. Yet, while FHLBB examiners are charged with veri- 

property values from twenty-five to fifty percent less than fying the accuracy /adequacy of appraisals during their review of 

those shown in the originals. In every case, as- an institution’s real estate loans, no such requirement is imposed 

suming ... an accurate assessment of the property concerning large MBS inveatmenta.°* Indeed, the absence of an ap- 
values, the loans _—_ are substantially unse- praisal review requirement regarding MBS, may partially explain 

cured.... Advance is convinced that its investiga- why the FHLBB was unable to tell the subcommittee about the 
| tion reveals material irregularities which demonstrate a status of the above-mentioned thrifts outside the New York Federal 

sound basis for concern that the certificates are not full Home Loan Bank’s purview, i.e., the matter had not been brought 

secured,.®? y to anyone’s attention by an involved thrift as was the case in New 
York and examiners in other district banks had no specific reason 

In subsequent correspondence, Wells Fargo denied the existence of to carefully review the MBS and supporting appraisals in question. 
the problem, refused to investigate, and turned to the packager 

: (N MEC) ta service the loans, although the latter had been implicat- a 
In possible wrongdoing.” | According to the FHLBB, insured member institutions own ap- 

FALBR ene aibact on investor _ savings and loans and the proximately $4.333 billion of nonfederally guaranteed MBS.** The 
pe ry responstotitttes: . amount of these securities and the need to treat them the same as 

“Wane real estate loans requiring examiner review of underwriting docu- 

woah private Placement memmorands given to > the investors indicated that the properties 3 ments and appraisal practices, has prompted the FHLBB to pro- 

that could have been quickly verified through one or two phone calls. oat. ROL 
ee Hearings, pp. 1808-1809. *8 The Bank of America likely assumed liability because: it had failed to carry out the terme 

nike Bank of America which accepted its ahara of the blame, Welle Fargo hae denied its of the escrow agreement, euch as releasing funda to NMEC before all documents were received, — 
responsibility, and three investor-thrifta are suing it for breaching its fiduciary and other re- its trust department and branch employees were implicated, and the possibility that other 

the eh tlai tere Bank of America a own internal investigation-—done only after the OCC and breaches of ts fiduciary duties as truatee would be found. See, Hearings, pp. 271 and 1770. id 

became involved and not in reaponse to Mr. Icenhower's continued attempte to stim. Hearings, °. 469 and 1770. The FHLBB estimate assumes that the potential losses wou 

ulate their interest—confirmed the appraisal abuses. The Bank of America found: “Large num- have been equal to the total amounts of the pass-through securities purchased by the investing 

bers of ,oane were not When coon’ a rritten appr aval based on the appraiser's personal ” g 4 institutions 

tnapece property. When appraisals were provided, most were fraudulently inflated far te . : ae i 
beyond al market ee aks macy tional Mortgage Equity Corporation Mortgage Pool ov erring, p. 460. the FLED has proposed a rule airwod at increasing eo.
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pose a rule requiring: (1) closer monitoring of out-of-area lending here before. I think a lending institution should have an 

and loan participations by member institutions; and, (2) better and officer look at the security that they are lending on. I have 

more complete recordkeeping regarding underwriting documents, ridden around, worn out many a suit of pants looking at 

including appraisals.'°° Snecifically. the FHLBB proposal would: houses around this country. You can see the good ones and 

(1) limit an insured institution’s purchase of nationwide loans/par- you can see the bad ones and you don’t have to know a lot 

ticipations, if the institution was or would be placed beyond its reg- about the appraisal. You can just say hey, that one isnt 

ulatory capital requirements or had a ratio of 4 percent or more of worth it. Something might have happened from the time 

scheduled items/assets classified as “doubtful” or “‘loas”; (2) require the appraisal was made-—-— oo, 

insured institutions to purchase nationwide loans only from “ap- Mr. BARNARD. You think, though, that the initial lend- 

proved lenders;” (3) require prior supervisory approval of an insti- Eee | has got to make that determination? 
tution’s purchases of loan participations; and (4) require that in- r. Axes. I think the initial lending institution should 

sured institutions keep more complete and better records, including do that; yes, sir. And an officer should do that, someone 

an appraisal report,'®! both for all loan participations and for all responsible to the institution. An investor in the secondary 

loans made or purchased that are secured by veal estate. market should also make an inspection.'°? 

The FHLBB rule, if implemented, clearly will make it harder for The FHLBB’s proposed rule states that the appraiser is liable to 

persons to perpetrate future West Pac/NMEC type frauds, particu- the lender for grossly negligent or fraudulent appraisals, but that 

larly if examiners carefully scrutinize both the institutions’ compli- the lender must be ultimately responsible for assuring that such 

ance with the rule and the actual underlying appraisal reports and appraisals are either rejected or otherwise not relied upon. In line 

other documents. However, there are a number of important ele- with this view, we believe that the FHLBB—and the other bank 

ments missing. For example, several categories of participations regulatory agencies—should require lenders to verify property 

are exempt from these requirements, including Fannie Mae and values and conditions. Agency rules could be amended to require 

Freddie Mac participations or participation interests that are in a that: (1) all lenders actually inspect out-of-territory A alla fe- 

pool of loans secured by first liens on homes at least 80 percent of curing either real estate loans or participations in MBS pools; (2) 

which are owner-occupied. lenders order their own independent appraisals, separate from the 

In the case of the latter exemption, even if the rule containing it appraisal done by the initial lender and packager; and/or (3) lend- 

had been in effect, most of the thrift inatitutions participating in ers order a reputable appraiser or real estate firm. located in or 

the West Pac/NMEC pools could still have purchased the MBS near the same ony as the subject Property to inspect it and possibly 

without any FHLBB oversight or review, as long as West Pac or provide a curbside appraisal. Of course, agency rules could give 

NMEC had structured the loan documents to show that 80 percent enders discretion in selecting one or more of these three me pec 

of the loans were secured by owner-occupied homes. Clearly, this is alternatives, fle idence of which would have to be maintained in the 

a gap that the FHLBB should close, b viring for instance, that institutions Iles, . _ 

the ‘originator of joans/participations must be an “approved d. Mortgage backed securities activity by national banks and the 

lender’’ retaining an unsubordinated interest in a home amounting OCC's supervisory responsibility: 

to at least 10 percent of the outstanding loan balance if the loan is ; I 

not owned by Freddie Mac or Fannie Mae. 
Failure to require an actual inspection of this property is per- The subcommittee asked the OCC about the extent of national 

haps the most important element missing in the FHLBB proposal. bank involvement with MBS, particularly where national banks 

As Cecil Akre, an attorney for one of the participating thrifts in were acting as trustees or escrow agents, as in the case of the Bank 

this scheme, testified, “I was told of one investor, who after an in- of America and Wells Fargo Bank’s involvement with NMEC/West 

apection, decided he did not want the [NMEC/West Pac] deal.” Pac. The OCC responded that, except for the Bank of America situ- 

Akre further stated: ation, it wes unaware of any significant problems concerning por 

: ees . ' erties collateralizing an y national banks. Beyond this, 

take that niente as ee as ° neal Sat ee however, the occ refused to name any large national banks in- 

all, an interpretation of some facts which he, the apprais- volved in such activity, stating that: 

er, seta forth. It ia not an exact acience, as has been said _.. there is no statutory requirement that banks notify 

| the OCC of their entry in that market. While we are 

18° Fectera) Register, Wednesday, May 14, 1986, p. 17624 ot 009. | aware of several multinational banks engaged in the mort- 

srpreut proposed true states that an ineured institution mut maintain “owe or more written gage-backes securities business, ve do not maintain agere: 

specail reports, request and to the approva gate statistics on this activity and cannot provide an e 

of directors of © such lender Obi. etree the | ond qualified os ppraters by the boar number.'°3 
requirement states that: “Emphasia on the fact that appraisals are made for and upon the re- 
quest of ¢ r--red institution gives notice that the leraker is entitled te rely upon the appraisal mene 

and ther user will be Tnable to the lender if lous occurs aa a result of reliance on {uj 1 Hearings, p. 280. 79 4) 

grusuly vaudulent appraisal.” Ibid, p. 1768. (Emphasia added.) Ce 103 fbid., p. “a ®
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u operations are conducted in a “safe and sound manner.” 198 One of The OCC was similarly uncooperative with regard to the subcom- the added questions, it should be noted, requires the examiner to mittee’s specific questions concerning the Bank of America/Wells determine ‘ whether the bank reviews the loan documentation and Fargo’a involvement with the NMEC/West Pac securities, 104 verifies the appraisal of the underlying properties.” 19® — Indeed, in only one instance did it provide complete information, While the OCC is to be commended for recognizing the gap in its and even this appeared to have been done begrudgingly. Specifical- examination procedures regarding MBS, we believe that knowing ly, in its initial response to the subcommittee (November 1985). the when to implement these additional questions will be dificult, if OCC indicated that its examiners had not visited the Bank of not impossible, without a corresponding raguirement that national America’s Los Angeles District Trust Office “for the purpose of re- banks inform the examiners about any MBS activity in which they viewing escrow/documentation files for any NMEC related securi- are involved prior to the Start of an examination. we tnout such re- 108 Late ni : rrr . quired notification, for example, the questions posed in the exami- 2 admit eter in tts formal hearing statement, it did final nation manual would not have uncovered the Bank of America’s y a . and Wells Fargo’s involvement in the West Pac/NMEC situation; .. - was not aware of activities of Bank of America and nor, would they uncover a similar situation involving any large Wells Fargo involving National Mortgage Equity Corpora- multinational bank. In short, unless the OCC addresses the prob- tion until November 1984 when a complaint was filed lem of prior notification, its added requirements regarding MBS against Bank of America by an institutional investor,!°* could have very little effect. 

5. Conclusion: Til _ The experiences of the financial raritutions cited in the forego- There are two reasons why the OCC’s examination procedures ing case studies should have alerted the bank regulatory agencies would not uncover this type of activity in the Bank of America, to the scope and national impact of MBS problems. It is clear that Wella Fargo Bank, and other large regional or multinational they did not and, thus, loan participations and MBS based on banks. First, the OCC’s examination of large banks is very limited fraudulent appraisals have adversely affected many financial insti- both because of its insufficient and relatively inexperienced exami. tutions around the country. Moreover, with the singular exception nation staff,'°" and its practice of relying heavily on member of the FHLBB, which is attempting to address the problem through banks’ own internal auditors. OCC staff advised us that its onemni be willing ercposal, the FDIC, Federal Reserve, and OCC appear to nation of the Bank of America would normally entail reviewing be willing to let the banks they supervise continue {0 assume such 
only 80 to 100 loans valued at $5 million or more each and that it risks without any requirements that they even obtain the appraisal would not be unusual for examiners not to visit any of its branches and other underwriting documents, let alone conduct an inspection or district trust offices, absent an indication of a problem. Second, of the collateral property. it was repeatedly emphasized that a bank is not required to notif 

: FESS 
the OCC that it is engaging in mortgage-backed securities business Vir Reau. Estar APPRAISING: A TROUBLED PROFESSION and that it is up to the examiner to gauge the scope of the review A. INTRODUCTION to uncover this activity. 

real 3 , In recent years, the real estate appraisal industry has been beset IV by ON ene ems and subjected 2 increasing criticism, The . ellects of faulty and fraudulent appraisa 8—miajor losses, 
In response to the Bank of America and Wells Fargo situations insolvenci — i in June 19H the OCC imu a plement vo ta erloon eaee However what i jes wel knoe or reteset por egency’s, “Internal Control Questionnaire for Canoe ty's present troubled state and welleerned notte oe ne And Agencies.” In accordance with thia addition, it is expected that ry Present trou ° SN MEIER notoriety. in iretons where substantial MBS activity is uncovered, OCC ex- B. CAUSES OF THE PROBLEMS aminers will review su ivi , 

. _, . such activity to ensure that the bank's MBS At least five factors have contributed significantly to the apprais- 18 
al industry's present state: snd the ther with Wel Pegs contin ieee Sling with the Bank of Americ |. Lender ignorance/misunderstanding of appraisal role: camber noarings. OGG malt [informally edvieed us pthat they would provide no information on Many lending snatitution executives, clirectors and joan officers the format hearing statement. While ihe Oct, ior ta highle wre ermation requested in are either essentially ignorant of or ill-informed about the proper eveculate on ita metivation and purpoes. ONC s behavior ia highly unusual, we leave to others to role of the real estate appraisal in loan underwriting. The prevail- 199 paid up: HOt ing attitude among them is that the appraisal is simply an obstacle 8? Becnuse of Federal salary ceilings, the OCC is unable to retain a large poot of experienced , examinera and i . 

’ ” 468 Haacings 
examiners (rom theve selary ceilings I There have been attempts in (ongrees to exempt OOC tee (eee e Te, q G G
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to overcome or a rubberstamp needed to establish the maximum ing requirements, guided by any professional standards and ethics, amount Of a loan.''® Worse still, many auch officials maintain that or accountable for their performance and behavior.!"1 it is not difficult to find an accommodating appraiser who can be Adding to the degree of fragmentation within the industry are counted on to come up with whatever results are desired.'"! dozens of so-called ‘diploma mills” that offer legitimate sounding Indeed, some of these same officials are among those who sarcasti- —_- professional credentials for a fee. Unlike their reputable counter. cally refer to the prestigious “MAI” designation earned by mem- parts, these organizations typically have minimal or no profession- bers of one of the leading appraisal industry organizations as al standards, ethics, or disciplinary procedures and their certifica- meaning “made-as-instructed.” !'? Also, appraisals are often rel- tion criteria are so general that it is possible for virtually anyone egated to a comparatively minor status in the loan underwriting wishing to call himself an appraiser to qualify. process, because among Jenders there is far more interest in the Further compounding this confusion and disarray, until quite re- up-front fees, interest income, and other tangible benefits accruing cently the relationship among the leading appraisal groups was from a completed loan transaction than there is in assuring that characterized by intra- and inter-organizational rivalry, squabbling, the institution's risk exposure is minimized. and mistrust. While this state of noncooperation and mistrust has 2. Pressure on appraisers by lenders, borrowers, et al.: by no means disappeared, these groups within the last year or two Borrowers, particularly developers seeking to minimize or elimi- have made significant progress in beginning to work together on nate their personal equity investment in a proposed commercial the common issues and problems facing them.'#* venture, will often pressure appraisers into rendering estimates 4. Grossly inadequate enforcement of professional standards and substantially above the project’s actual value. Similarly, lenders codes of conduct: may tend to exert presaure on appraisers to overvalue property col- Inadequate efforts to monitor and enforce existing codes of con- lateralizing a loan, since the amount of the upfront fees the insti- duct and standards of professional practice have played a major tution receives depends on the size of the loan—the bigger the part in diminishing the appraisal industry's overall credibility and loan, the greater the attendant fee income.''* In the case of both professional standing. For many years, leading appraisal groups borrowers and lenders, the implicit, and sometimes explicit, threat ave had procedures for disciplining their members for cause, in- underlying the pressure brought to bear is that if appraiser cluding admonishment, censure, reprimand, suspension, and expul- fails to “‘come up with the numbers,” he or she wil] not get addi- sion. These procedures, however, have been applied so sparingly tional business from them. that they have become almost meaningless as an effective enforce The effecta of such pressure are far-reaching and enormously ment tool. Indicative of this industry-wide failure to deal with poor harmful. For example, one witness at the hearings testified that he performance and misconduct, out of some 1,600 complaints finds one major co uence, “client advocacy,” in the reports of as screened and submitted for further consideration within four of the many as 75 percent of the real estate appraisers with whom his in- leading appraisal groups (combined membership about 40,000) be- atitution works.''* In addition, studies made regarding residential tween 1983 and 1985, just 40 or so resulted in suspension or expul- appraisal reports reveal that in as many as 98 percent of the cases sion and another 125 ended up in milder penalties such as admon- reviewed, the appraised value of the property was identical to the ishment or censure. In effect, only about 10 percent of the com- sales price. In commenting on the latter, one knowledgeable ap. plaints resulted in meaningful disciplinary action; which translates praisal industry source raised the obvious follow-on question: “If to a minuscule four-tenths of 1 percent in terms of the total mem- sales price is market value, the lender doesn’t need the apprais- bership! er;’ ''5 je, why go to the trouble and expense of having an ap- 5. Lack of regulation: praisal done in the first place? _— Real estate appraisers are completely unregulated at. the Federal 8. Fragmentation/disarray within the industry: ‘level and only minimally so at the State level. Just 12 States have Of the estimated 150,000 to’ 250,000 individuals performing ap- any form of appraiser licensing or certification and, moreover, in praisals on a full- or part-time basis, only a maximum of one-third all but a very few of these the effects of such regulations are limit- of them are affiliated with a legitimate trade organization poassess- ed because they are essentially an extension of principles and ing professional standards and certification criteria, codes of con- standards applicable to real estate salespersons and brokers. duct, and disciplinary procedures th ee remaining two-thirds of 
appraisers are not affiliated with any such organization and, an sob! therefore, are neither necessarily subject to any education or train- ie., faulty as and frauduleat eperasacl oe done both by ap ralsera holden docienstans foe legitimate profeasional organizatione, as well as those not aftiliated with any such p. rere 

**9 Inter alia, capreuentatives of seme of the leading appraisal groups have fee werking °° Heacinga, pp. 1556 and 1560. See also Sunriee Savings and Loan case ttudy discussion, p. jointly with the FIILBB since 1384 on isaues of mutual cuncern and, cepecially, on ways (@ pro- 34 above. 
mote appraisal quality in thrift lending activities. Similarly, appraieal Pp representatives '88 Hearings, pp. 68 and 78. 
have worked together with Fannie Mae, Freddie Mac, VA, and PITA offtciale on developing @ 

198 fhid., p. 5B. 
uniform single amily residential appraisal form. Also, as of February 1386, the eight largest °S? Bhid., p. 133. appraisal groupe met pintly and formed « socalled Ad Hoc Committee on Uniform Ste of 8 Faye WF Arneld, "You Can . * Appcsioa! Review tablahient of tniform sandarde of sppraal prcics and Tralee eee Journst Wie, a rn Can't Have Fraud Without an Appraisal,” Appraisa dustry self-regulation. These latter efforts | have taken place in concert wuth tr eG, tee “Oe 

Oe investigation and are being coordinated with Chairman Barnard.
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Indeed, that most State regulations place appraisers within the D. NATIONAL REGULATION NEEDED 

real estate licensing framework is fraught with potential problems Among the differing views and ideas presented in the hearings 

since: (1) real estate sales stress wholly different legal, contractual, testimony and separate documentary submissions to the subcom- 

and client-agent relationships than those involved in an appraisal mittee on how to address the appraisal industry's problems, a 

assignment and, (4) unlike the Ooo that a ren care agen or broad consensus emerged that the time has come for some form of 

broker as sted! interest in seeing thal a sale/loan transaction national action to regulate appraiser performance and appraisal 

is consummared. quality. Within this consensus, which reflects the views of individ- 

_ APPRAISER INCOMPETENCE/MISCONDUCT—AN INDIVIDUAL CASE ual appraisers, appraisal organization leaders, mortgage insurance 

© STUDY industry officials, and Federal regulators,’*° there was almost 

. . . . . unanimous further agreement that what they had in mind was a 

Illustrative of both the degree to which appraisers fail to be disci- system patterned after the one established by and for the account- 

plined/regulated and the effect incompetent, negligent, or dishon- ing profession in cooperation with the U.S. Securities and Ex- 

est appraisers can have on financial institutions, is the perform- change Commission.'?® While the details of such a self-regulatory 

ance of one appraiser who Federal regulators say has “wrought system have yet to be worked out, several points regarding its gen- 

havoc up and down the East Coast” for years. Grossly inflated and eral outline are often mentioned, including that it be applicable to 

otherwise defective appraisals by this individual, who at the time anyone performing real estate appraisals and contain uniform ap- 

of the subcommittee’s investigation held senior designations from praisal standards, appraiser qualification/certification require- 

three of the leading appraisal industry organizations, have been ments, appraiser performance and review criteria, and discipli- 

found in work he did for at least two failed federally insured sav- nary/enforcement procedures. 

ings and loan associations. Federal authorities assert that one of 
these institutions was declared insolvent as a direct result of losses VII. APPRAISAL Prostems ARE EVERYONE'S FAULT 

incurred in connection with a major real estate project that had 

been grossly misappraised by this individual.’?° The actual. losses A. INTRODUCTION , 

sustained by the FSLIC on this project have pasaed $11 million, ex- - In addition to the appraisal industry’s obvious responsibility for 

ceeding even the $7 million projected at the time of the institu- many of the problems described elsewhere in this report, the other 

tion’s demise.'*! As of August 1986, this appraiser was still a private sector institutions that use appraisals and the public sector 

member in good standing of thé three industry groups whose desig- agencies that oversee or regulate such usage are equally culpa- 
nations he holds,'** even though the above-mentioned institution ble.!27 In other words, literally all the organizations that came 

had failed nearly 4 years earlier and his role in that situation had under scrutiny in the course of our investigation—the Federal 

resulted in his being named in a criminal referral to the Justice bank regulatory agencies and the institutions they supervise, VA, 

Department and a $10 million suit brought by the FSLIC.'*° The FHA, Fannie Mae, Freddie Mac, and the PMIs—bear some respon- 

disturbing, es not thie anpen’ result of the total lack of diecipl sibility for the appraisal problems extant in the real estate finance 

nary action against this appraiser," 18 Chat he is still very muc and mortgage insurance and investment communities. 
in business doing work for federally insured banks and thrifts, Fed- rtgeg 

eral and local government agencies, and other State and local lend- B. REASONS 

ing institutio i i , . ge . . 
ing institutions and private businesses These organizations are responsible for appraisal problems to the 
Wiican vp. 106 and 124 extent that they have: 

120 Letter in subcommittee files dated January 17, 1983, from Rosemary Stewart, Acting Di- Treated appraisals as a secondary and comparatively unim- 

rector of the Enforcement Division, Office of General Counsel, FIILBB, to Elsie L. Munsell, U.S. portant aspect of sound loan underwriting practice; . 

: Attorney for the Eastern District of Vireinia. Not developed adequate appraisal/appraiser-related policies 

tes ‘ : ; : i i did not 

nits While officiale of these respective organisatione ware bound by their rules not to diacloe and procedures or ignored, overlooked, or simply di 
y in Mm regarding @ pending clsciplinary ng against a member, Ht te clear t comply wi e ones ey had; and, 

hia speralaar ia preently under investigation in all of them The dciplinary procedures make Failed to anticipate recent appraisal problems and to re- 

the effort « protracted ted one that may reault in a year or two passing before a fina! decision ie \ spond effectively once they became apparent. 
a en. 

123 According to FHLBB officials, the criminal referral failed to result in an indictment, and —_—__—- 
the civil suit was settled in de minimus fachion, with a payment by the appraiser to the FSLIC 133 See for example, Hearings, pp. 21, 79, 109, 296, 307, 411, and 621. . 

of about $5,000. 128 Under the general oversight of the Securities and Exchange Commission, the accountiig 

18 As indicated in the Hearings (p. 654), subcommittee staff learned that this same individual profession's self-regulatory system is organized around the Financial Accounting Standards 

wae also on the VA's approved list of appraisers. Having been informed of this fact, the VA rd (FASB) and the American Inatitute of Certified Public Accountants (AICPA). Created in 

initiated an inquiry that resulted in his being removed from its appraiser roater on February 15, 1973, FASB is an independent body that ia responsible fur establishing and improving financial 

1986. En addition, this appraiser's example raises further questions of how he ie able to continue accounting and reporting standards. The AICPA, the major public accounting membership OrFa 

to find work in federally inaured financial institutione and why no action haa been taken nization, is responsible for professional certification and disc{plinary ces and actions. 

again him ~~ regulatory authorities. See related discussion below, p. 48. @ 139 See, for example, Hearings, p. 287. fj G  )
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The subcommittee’s findings along these lines are summarized i 
| 

in ‘a i . 

the following table: 
me Po evaluating the borrower and the ability to 

eer 
re URED EEUU 

IE 
ESE 

ome Okt “uum” hola In our view, this outlook is at best nai . 

os OA UC 
. naive and at w 

lepranats secentary/ 
| and even borrowers with spotless credit rds some fail, 

compar atrvety 

fall victim to circumstances that It records Can unexpectedly 

wnengerbAM eee Mss x x. x meet their payment obligatio Moret n their being unable to 

. mane pace sf ne eetnengnetnnnnseitinnnn tive lending environmen Ber ons. © oreover, in the highly competi- 

Cutts. XO OO 
monly not screened carefully reaulti 3, . fact is loans are com- 

henraet postions tel x Kx ew Mw wR dO YX far too many unqualified and disreputable borrowers hus sor 

dealt 

u lit 
—_— : 

. us, poor 

a dcourate ‘or etherwive detective appraisal documentation~ fave 
S tengars mictede Ranke, sovngn 2nd lnens, marigage benders and bruhers 

become commonplace and ive appraisal documentation—have 

LA . 
steadily increasing numbers ane pe ete have appeared in 

eee isals are secondary/unimportant—the OCC/FDIC 
view: tion’s A nancial snatitutiona. inclu ne @ 8c uled items of the Na- 

revula to Soe Teeth ome and procedures among the bank and FDIC. In effect, the only way the OCCIFDIC appr i, pe tlook 

—with some exceptions in the case of th could possibly make is j raise’ out oo 

FHLBB—are inconsistent and filled with ey e soneed signi sense is if none of their member banks had ex- 

true of the OCC and FDIC. In contrast to gabe, muc is particularly Vrect significant losses or been otherwise damaged either as a 

ever, that the OCC and FDIC neither he other regulators, how- ect result of faulty or fraudulent appraisals or circumsta 

. require an appraisal for each which the latter had played : , neces in 

real estate loan nor that their examiners verif sho , played a meaningful role. Indeed, as has been 
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their business to other mortgage insurers in the indus- 
try.'38 

The second was with FHLBB Associate General Counsel, William 
K. Black: 

Mr. Barnaro. I think someone said just awhile ago that 
it would be a cause of legal action against you if you black- 
listed this individual within your own agency or in an- 
other one. 

Mr. Brack. Well, I think we would draw a suit, frankly, 
if we tried to do something like that. I know one of our 
district heads raised yesterday the problem of civil suit in 
this regard. One of my trial attorneys has a $1 billion suit 
pending against her in an individual capacity simply be- 
cause she helped put an association run by some crooks 
into receivership. That has been pending for quite some 
time. It is difficult to buy your house when you have that. 

So, yea, there are significant problems to try to do some- 
' thing that would be portrayed as a blacklisting.'2* 

Finally, among virtually all of those who perform, use, or oversee 
appraisals, it is accepted as a matter of fact that “. . . the apprais- 
al industry, as it is presently structured, is ill-prepared to control 
abusive appraisal practices” on the part of its members.'4° This, in 
turn, helps to explain why Federal regulatory authorities and 
others have referred so few complaints concerning problem ap- 
praisers to the professional organizations whose certification they 
old. Indeed, the disciplinary procedures among the reputable in- 

dustry organizations are so encumbered by “due process” require- 
ments that even in the comparatively few cases that do end in 
meaningful action, years may pass before the results are achieved 
and publicized adequately. Moreover, on top of this lengthy inter- 
val between complaint and remedy, virtually nothing stands in the 
way to prevent an appraiser, who has been severely disciplined, 
from continuing to seek out and/or be hired by accommodating cli- 
ents willing to overlook his past record. 

*9° Hearings, p. 294. The Pile aleo maintain that they are unable to share information on 
problem appraies:s among one another for fear of violating Federal antitrust statutes. However, 
according to the testimony presented (p. 296), the industry's aencciation has not asked the De. partment of Justice for an opinion on this matter. 

roo ate ot 801 Ibid... p. 106. , 

® ° ® %
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Providing Housing For Special Groups 

Wisconsin Real Estate Conference 
April 17, 1982 

[. Initial government efforts to assist housing following World War II 
were directed at assisting the special needs of certain groups, such 

as veterans, college students, and the elderly. For the next couple 
of years it appears that federal policy has returned to this relatively 

narrow focus for housing assistance. 

A. Indeed, special groups will generally be restricted to group housing 

for the physically, mentally, or emotionally disabled. 

B. Group housing fs an economic compromise falling somewhere on the 
political scale between the undesirable institutionalizatton of 
disabled and the practical ]imitations on finding and providing 
services to individual foster homes. 

C. Many of you have already tangled with the State Building Code 
relative to accessibility on renovated buildings but if not, | 
call your attention to Section 52.04: ''(a) Buildings having area 
20,000 square feet or less. If the total gross area of the building, 

including all floors, is 20,000 square feet or less, interior circulation 
is required to a primary floor and throughout at least 2/3 of that 
floor area. Access is not required to a mezzanine If duplicate 
facilities to those provided on the mezzanine are located on an 

accessible floor. Access is required to any raised or depressed area 

of the primary floor containing the only facility of its kind. Access 
is required to employe facilities (i.e. lunch rooms, change rooms 
and locker rooms) required by section Ind 54.13. (b) Buildings having 
area greater than 20,000 square feet. If the total gross area of the 

building, including all floors, is greater than 20,000 square feet, 
interior circulation ts required to all floors, ftncluding mezzanines, 
and to at least 2/3 of the total area of each floor. Access is required 
to any floor level containing the only facility of its kind." 

D. Apartment projects only for the physically disabled tend to ghettoize 

the disabled and maintain barriers against natural assimilation. 
Ideally we would like to see units sprinkled in typical apartment 
buildings with all doors wide enough for wheelchairs with bathroom 
and kitchen spaces expanded to permit wheelchair mobility. 

[!. At the federal level, community federal block grants, (CDBG funds) may 
be utilized by the disable population. See attachment #3. 

lt f!. The State of Wisconsin initiated a year ago a housing task force which 
represented an inter-agency group to work on problems for housing the 

chronically disabled. (See attachment #2)



A. As a result of that 20.435 and on in the State of Wisconsin has 
been resolved by Assembly Bill 1005 has been passed authorizing 
the Department of Community Services to administer $100,000,000 
to a bonding authority. (See attachment #2) 

B. The following charts show a summary of the estimated programs and 
the numbers served. The data is incomplete because apartment programs 

are not required to be licensed and there is no listing of residents 
and programs.
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ee State of Wisconsin \ DEPARTMENT OF HEALTH AND SOCIAL SERVICES 

DIVISION OF COMMUNITY SERVICES 

1 WEST WILSON STREET 
P.O, BOX 7851 

MADISON WISCONSIN 53707 

Creative Use of Community Development Block Grant Funds . 

Typically Community Development Block Grant (CDBG) Funds focus on improvements 
to localities which will most directly impact the greatest number of low and 
moderate income people. Projects such as the elimination of urban blight, sewer 
systems, land management, acquisition of public housing sites, housing rehabilita- 
tion, public civic and recreation centers are common and are indeed very worthwhile 

and visible projects. 

However, there is another group of low income citizens, for the most part not an 

extremely visible group, who have only recently begun to capture a share of CDBG 

funds. This group consists of the mentally and physically disabled, and those 
persons who for reasons of dependency on some form of social or economic assist-— 

ance are unable to meet all their needs. 

These needs are not always addressed by the CDBG process .-because until recently, 

there has been only limited coordination and cooperation between human service 

agencies and agencies which prepare CDBG applications. Where such coordination 

has occurred, the results have been encouraging. 

Out of the many possible CDBG activities that may be undertaken four categories 

of projects for handicapped persons are typical: 

—- Architectural barrier removal; 

—~ Facilities or center serving handicapped persons; 

- Public services for handicapped persons; 
~ "Leveraging" other funds with federal, state, local or private funding 

sources to provide services or programs for handicapped individuals 

The following narrative illustrates some of the potential uses fo CDBG funds. The 

list consists entirely of local Wisconsin examples. It is not all-inclusive tut 
does set forth some ideas for meeting the needs of handicapped citizens. 

The Juneau County Association for Retarded Citizens (ARC) received preliminary 

approval to purchase and rehabilitate a group home structure through the HUD 

202 program in 1978. However, the loan authority was not sufficient to cover 
the necessary costs involved in the project. The ARC approached the mayor of 

Mauston and requested $10,000 in CDBG funds to apply to the purchase price of 
the house. Since this is an eligible activity under the CDBG program and a 

locally approved priority, the transfer of $10,000 from the CDBG program to the 
202 project was approved. 

The city of Stoughton responded to a request for assistance in developing inde- 

pendent housing units for developmentally disabled residents. Stoughton's Own, 
a private non-profit advocacy group approached the Stoughton Housing Authority
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in 1978 and the SHA helped to sell the concept to the city council who enthuis- 
astically endorsed the idea and included a request for $80,000 per year from 
the three year comprehensive CDBG application. Two duplexes have been purchased 
and rehabilitated and are occupied by disabled people from the community and 
are the third will be purchased in the spring. In addition to the development 
of the independent living units, Stoughton has also utilized CDBG funds to 

make City Hall and the Senior Citizens Center accessible and has provided 
curb cuts in the downtown area and in the proximity of the Senior Citizen 
housing. 

A number of applicants for 1981 Small Cities CDBG funds have addressed the 

needs of the handicapped on an economic as well as social basis. Chilton 
and Ladysmith have both proposed the development of employment projects 
which would employ disabled persons and also enhance economic development 

in those communities. Sparta, Camp Douglas, and Oconto proposed the use of 
CDBG funds for removal of architectural barriers and to provide access to 
public facilities. 

These examples are presented to stimulate rather than limit your thinking on 
potential uses of CDBG funds. We encourage you to contact your local depart- 
ment of social services, 51.42/.437 or unified services board, or county 
agency on aging to assist you in identifying needs in your community. 

If you need assistance in locating the above social service agencies or would 
like additional information or ideas contact: 

Judith Wilcox 

Housing Task Force Coordinator 

Division of Community Services 

1 West Wilson Street, Room 540 
P.O. Box 7851 

| Madison WI 53707
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Division of Community Services April 1, 1982 

To; Mr. Doug Nelson 

From; Judy Wilcox 

Re: HOUSING TASK FORCE WORK PLAN---APRIL-JUNE 

The Inter-Agency Task Force on Housing for the Chronically Disabled will phase 

down and there will be a final meeting of the full Task Force in May. 

The Housing Task Force has recognized a number of accomplishments over the past 

nine months. 

1, Legislation authorizing the Department to administer $100 million in bonding 

authority for community facilities will soon be a reality. This involvement 
by the Department grew from the activities of Work Group II and received 

the support of the full Task Force. 

2. A housing policy statement has been proposed by Work Group I and should 

receive final approval by the Task Force at the next meeting. 

3. One of the most important accomplishments of the Task Force is the develop~ 

ment relationships between housing agencies and service providers. 

4. The Memorandum of Understanding which formalizes those relationships has 

been presented to the Task Force and also should be approved at the next 

Task Force meeting. 

2. And last, but not least, the Department has realized political benefit 

through the existance and the activity of the Housing Task Force. 

Although we are recommending a phase out of the Task Force as a whole, we would 

like some of the work group activities to continue. 

Work Group I Goals 

This group could function as a review committee for the community facility program 

policy. This policy and accompanying procedure will be developed over the next 

six months by DCS staff. 

Work Group I should also be involved in the development of a survey tool for use 

in a pilot county. This survey would identify the housing needs of individuals 

served by DHSS and would serve as the data base for anv pilot project developed 

in cooperation with WHFA. This survey tool could also provide a method for 

determining a county by county inventory for future use hy the Department in 

the administration of the community facilities program.



Work Group II HFA Bonding 

There is no need for further activity by this group. 

Work Group III Access to State and Federal Programs 

Tom Frazier has drafted an Inter-agency agreement and also letters (attached) 
to Keith Kreul (FmHA) and Chan McKelvey (DOD) for review. He recommends that 

we send these communications in conjunction with the final Task Force meeting. 
This will not require further action by the work group. 

Work Group IV service Funding 

Staff to this work group will complete service formats for each disability group. 

These will be distributed to members of the group for review and comment. 
These service formats will serve as the basis for the service component of the 

housing program and should be completed by mid-April. 

Work Group V Innovative Financing 

I will explore the possibility of a combined meeting between this work group 

and the financing work group of the DOD Housing Task Force to address short 

range solutions to fiscal problems. This group should meet once again, perhaps 

a meeting in May or June chaired by the Secretary, independent of the rest of 

the Task Force to review and pass on recommendations which may be implemented 

by the Department, i.e., legislative changes affecting DOR and DILHR. 

This is a sketchy work plan, but I feel that the majority of my time over the 

next three months will be spent in the development of the housing program and 

I must direct my attention to that priority.
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Supervised Apartment Programs 
Target Group, Number of Programs, Residents Served (Avg. Mo. Pop) 

Number of 
Target Group Programs [Individuals 

Edlerly T L 
Mentally 111 (MI) 2 114 
Developmentally Disabled (DD) 6 120 
Alcohol, Drug Abusers (AODA) 0 0 
Physicallly Handicapped 2 138 

11 376 

Most of these are In the Milwaukee area 

C. The new bill encourages development of small scattered site 
categorized housing. 

D. This bill follows an initial pilot project in January of 1979 
when Wisconsin was chosen to participate in a joint demonstration 
program for deinstitutionalization of the chronically ill. While 

HUD provided financing of the structure, it required participation 
by the State and local service agencies to provide ongoing services 

for the residents. Components for the program included: 

1. Support services for residents are mandated by HUD/HHS and there 
are specific service criteria in the program guidelines. 

2. Assurances of state and local commitment to providing long-term 
service availability to residents of the proposed housing are 

required. For this demonstration program, the Wisconsin Depart- 
ment of Health and Social Services guaranteed the on-going 

availability of service funds in the amount of $300,000 for 
residents of the housing to be developed through this program. 

3. Coordination of housing and service resources is required at 
the state level between the appropriate agencies responsible 
for housing and services. This includes joint responsibility 
for the initial review of applications. Prior to occupancy, 
the housing sponsor makes final application for their reserved 
service funds whitch are awarded to and administered by their 

county's Mental Health Board. These service funds are then 
folded into'' the county's yearly allocation from the Department 
of Health and Social Services. 

E. The newest legislation has modified the power granted the health 
facilities authority to issue $100,000,000 in revenue bonds to 
finance residential facilities only if the Department of Health 
and Social Services approve the units.
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1. The legislation expands the populations to be served from the 
elderly, developmentally disabled, and chronically mentally il] 
to include persons who are physically disabled and chemical 

dependent. 

2. The legislation increases the proportion of the authorized 
bonding allowed for the chronically disabled because the target 
populations have been expanded. 

3. The legislation retains the original facility size limit of 
50 persons for projects for the elderly but decreases the facility 
size for the chronically disable to a maximum of 15 persons. 

4. And finally, the legistation modifies the phrase ''not physically 
connected to other facilities'' to allow common service units 
for laundry, kitchen and utility purposes. This permits 
sharing of the most costly components of the facility but 
preserves the Department's intent to prevent programatic 

mixing of populations.
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STATE OF WISCONSIN 

1981 Assembly Bill 1005 Date published*: 

| CHAPTER , LAWS OF 1981 

AN ACT to amend 20.435 (2) Gm), 231.01 (2) and (3), 231.03 (5), (7) and (8) and 231.05 (2); to 
repeal and recreate 231.03 (6m); and to create 46.28, 150.02 (7) and 231.01 (2) (a) 4 and (3) 
(b) of the statutes, relating to allowing the department of health and social services to authorize 
bonding by the health facilities authority for the financing of residential facilities for the elderly 
and the chronically disabled and affecting an appropriation. 

The people of the state of Wisconsin, represented in senate and assembly, do enact as follows: 

SECTION |. 20.435 (2) (gm) of the statutes, as affected by chapter 20, laws of 1981, is amended to 
read: 

20.435 (2) (Um) Licensing fees, inspection fees and computer run charges. The amounts in the 
schedule for the inspection of approved treatment facilities for prevention and control of alcoholism 
under s. 51.45 (8), for licensing community-based residential facilities under s. 140.85, for 
administrative expenses related to approving residential facilities under s. 46.28, for interpreter services 
for hearing impaired persons and for printed material and computer runs of the department’s 
information systems. All moneys received from fees for inspection of approved treatment facilities for 
prevention and control of alcoholism under s. 51.45 (8), plus all moneys received as licensing fees 
charged to community-based residential facilities under s. 140.85, all moneys received as fees charged 
for approving residential facilities under s. 46.28 and all moneys received as fees charged for the 
provision of printed material, computer runs of the department’s information systems and interpreter 
services for hearing impaired persons shall be credited to this appropriation. 

SECTION 2. 46.28 of the statutes is created to read: 

46.28 Revenue bonding for residential facilities. (1) In this section: 

(a) “Authority” means the Wisconsin health facilities authority created under ch. 23}. 

(b) “Chronically disabled” means any person who is alcoholic, developmentally disabled, drug 
dependent or mentally ill, as defined ins. 51.01 (5), (8) and (13) or 51.45 (2) (a), or any person who is 
physically disabled. 

(c) “Elderly” means a person 60 years of age or older. 

(d) “Residential facility” means a living unit for the elderly or chronically disabled that is developed 
by a sponsor and that is not connected to a nursing home or hospital except by common service units for 
laundry, kitchen or utility purposes. 

(e) “Sponsor” means a participating health institution, as defined in s. 231.01 (3), a nonprofit 
agency or corporation, the department, any board created under s. 46.21, 46.22 (2), 46.23, 51.42 or 
21.437, a county commission on aging created under s. 59.07 (93) or any housing authority created 
under s. 59.075, 66.395, 66.40 or 66.4325. 

(2) The department may approve any residential facility for financing by the authority if it 
determines that the residential facility will help meet the housing needs of the elderly and the 
chronically disabled, based on factors that include: 

(a) The geographic location of the residential facility. 

(b) The population served by the residential facility. : 
(c) The services offered by the residential facility. 

(3) The department may authorize the authority to issue revenue bonds under s. 231.03 (6m) to 
finance any residential facility it approves under sub. (2). 

* Section 990.05, 1979 Wisconsin Statutes: Laws and acts; time of going into force. “Every law or act which does not 
expressly prescribe the time when it takes effect shall take effect on the day after its publication.”
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(4) The department may charge sponsors for administrative costs and expenses it incurs in exercising 
its powers and duties under this section and under s. 231.03 (6m). 

SECTION 3. 150.02 (7) of the statutes is created to read: 

150.02 (7) This subchapter does not apply to any residential facility, as defined in s. 46.28 (1) (d). 

SECTION 4. 231.01 (2) of the statutes is amended to read: 

231.01 (2) (a) “Health facility” means any: 

1. Any nonprofit institution, place, building or agency required to be approved or licensed under 
either s. 50.02 or subch. II of ch. 50, and also means any such facility exempted from such approval or 
licensure when the secretary of health and social services attests that the exempted facility meets the 
statutory definition of a facility subject to approval or licensure. “Health facility” also means-any-other 

2. Any nonprofit health service institution, place, building or agency not new listed in subd. 1 and not 
subject to approval or licensure under state law which the secretary attests is subject to certification by 
the U.S. department of health, educatien-and-welfare and human services under the social security act, 
as—now—or_hereafter-amended, or which the secretary attests is subject to standard-setting by a 
recognized public or voluntary accrediting or standard-setting agency. “Health faciity-also-meansany 

3. Any nonprofit institution, place, building or agency engaged solely in providing one or more 
supporting services to a health facility. 

(b) “Health facility” does not include any institution, place or building used or to be used primarily 
for sectarian instruction or study or as a place for devotional activities or religious worship. 

SECTION 5. 231.01 (2) (a) 4 of the statutes is created to read: 

231.01 (2) (a) 4. Any residential facility, as defined in s. 46.28 (1) (d). 

SECTION 6. 231.01 (3) of the statutes is amended to read: 
231.01 (3) “Participating health institution” means a-net-ferprofit: 

(a) A nonprofit corporation, agency or association authorized by thelaws-efthis state law to provide 
or operate a health facility and which,pursuanttethis-chapter, undertakes the financing and 
construction or acquisition of a project or undertakes the refunding or refinancing of obligations or of a 
mortgage or of advances as provided in this chapter. 

SECTION 7. 231.01 (3) (b) of the statutes is created to read: 

231.01 (3) (b) A sponsor of a residential facility, as defined in s. 46.28 (1) (e). 

SECTION 8. 231.03 (5) of the statutes is amended to read: 

231.03 (5S) Determine Except as provided in sub. (6m), determine the location and character of any 
project to be financed under this chapter, and construct, reconstruct, remodel, maintain, enlarge, alter, 
add to, repair, lease as lessee or lessor and regulate the same, enter into contracts for any such purpose, 
enter into contracts for the management and operation of a project or other health facilities owned by 
the authority, and designate a participating health institution as its agent to determine the location and 
character of a project undertaken by the participating health institution under this chapter and as the 
agent of the authority, to construct, reconstruct, remodel, maintain, manage, enlarge, alter, add to, 
repair, operate, lease as lessee or lessor and regulate the same, and as the agent of the authority, to enter 
into contracts for any such purpose, including contracts for the management and operation of such 
project or other health facilities owned by the authority. 

SECTION 9. 231.03 (6m) of the statutes, as created by chapter 20, laws of 1981, is repealed and 
recreated to read: 

231.03 (6m) Upon the authorization of the department of health and social services, issue bonds for 
the financing of residential facilities that receive the approval of the department of health and soci! 
services under s. 46.28 (2). Authorization to issue bonds under this subsection is in addition to the 
authorization under sub. (6). The aggregate amount of outstanding bonds issued under this section may 
not exceed $100,000,000. Of this amount, $30,000,000 may be used only to finance residential facilities 
serving 15 or fewer persons who are chronically disabled, as defined in s. 46.28 (1) (b). The remaining 
amount may be used to finance residential facilities for 50 or fewer elderly persons, as defined in s. 46.28 
(1) (c), or to finance additional residential facilities for 15 or fewer persons who are chronically 
disabled. The department of health and social services has the powers specified for the authority in subs. 
(5), (7) and (8) relating to projects involving residential facilities. The department of health and social 
services may, with the authority’s consent, assume any part of the powers specified for the authority 

under subs. (9), (10), (11), (12) and (19) relating to these projects. 

SECTION 10. 231.03 (7) and (8) of the statutes are amended to read: 
231.03 (7) Fix Except as provided in sub. (6m), fix and revise from time to time and charge and 

collect rates, rents, fees and charges for the use of and for the services furnished or to be furnished by a
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project or other health facilities owned by the authority or any portion thereof, contract with any person 
in respect thereto and coordinate its policies and procedures and cooperate with recognized health 
facility rate setting mechanisms. 

(8) Establish Except as provided in sub. (6m), adopt rules for the use of a project or other health 
facility or any portion of the project or facility owned, financed or refinanced in whole or in part by the 
authority, including any property used as security for a loan secured through, from or with the assistance 
of the authority. The authority may designate a participating health institution as its agent to establish 
rules for the use of a project or other health facilities undertaken for that participating health institution. 
The rules shall ensure that a project, health facility or property may not be used primarily for sectarian 
instruction or study or as a place for devotional activities or religious worship. 

SECTION 11. 231.05 (2) of the statutes, as affected by chapter 20, laws of 1981, is amended to 
~ read: 

231.05 (2) To support this intent, the authority may not make any loan or issue any bonds to finance 
a project unless the project is determined to be needed by the state health planning and development 
agency. This subsection does not apply to community-based residential facilities licensed under s. 50.02 
but not subject to ch. 150 or to residential facilities, as defined in s. 46.28 (1) (d). 

SECTION 12. Appropriation changes; health and social services. (1) BONDING FOR RESIDENTIAL 
FACILITIES. The appropriation to the department of health and social services under section 20.435 (2) 
(jm) of the statutes, as affected by the laws of 1981, is increased by $-0- for fiscal year 1981-82 and by 
$57,000 for fiscal year 1982-83 to provide funds for expenses incurred in approving residential facilities 
under sections 46.28 and 231.03 (6m) of the statutes, 

SECTION 13. Program responsibility changes. In the sections of the statutes listed in Column A, the 
program responsibilities references shown in Column B are deleted and the program responsibilities 
references shown in Column C are inserted: 

(1) BONDING FOR RESIDENTIAL FACILITIES. 
A B C 

Statute Sections References Deleted References Inserted 
15.191 (Cintro.) none 231.03 (6m)



Division of Community Services April 13, [982 

TO: Dr. James-Graaskamp 

From: Judith (coup by 

Re: HOUSING FOR Pops 

I'm pleased that ontacted us for an update on housing activities for 
The disabled populavion and | hope that you find the enclosed information 
helpful. 

Although the Housing Task Force has not met recently, housing concerns on 
the state level have been progressing very positively. The legislation, 
Attachment 1, authorizing the DHSS to administer the $100 million in HFA 
Bonding Authority for community facilities has passed both the Senate and 
Assembly and awaits the Governor's signature. As soon as AB 1005 jis law 
we will begin to develop the program criteria and procedure using the 
housing policy developed and recommended by the Housing Task Force. We 
expect that The Task Force will be involved in reviewing the community 
facility program policy. See Attachment 2, Work Plan. 

In addition we will, with the assistance of WHFA staff, design a survey 
tool to be used in one of the COP counties to identify the housing needs 
of the elderly and disabled population. The information provided by the 
needs assessment could also assist the private sector housing developers. 

Community Development Block Grant funds remain as one of the few sources 
of Federal dollars for activities which address the needs of the disabled 
population. It have attached a piece of Information on the use of these 
funds. Although CDBG funds go To municipalities they may in some cases 
be utilized by the disabled population. Private sector involvement in this 
program is generally restricted To the varfous rehab programs. However, 
if has kept a number of contracting firms in business over the past 
couple of years. 

| would be more than happy to meet with you if you would [ike additional 
information on the bonding program and the future of the DHSS involvement 
In housing for The disabled. 

Att



INVESTMENT ANALYSIS SEMINAR OUTLINE 
November 8, 1979 

Greater Madison Board of Realtors 
Professor James A. Graaskamp, Instructor 

University of Wisconsin 

| |. Rent Justified Investment in Income Property 

A. Flow chart of financial analysis procedure 
B. Determination of maximum loan 

T. Concept of cash breakeven point 
2. Concept of debt cover ratio 

C. Determination of net operation income 
D. Determination of debt service constant 
E. The concept of cash on cash yield 
F. Determination of justified equity investment 
G. Advantages and disadvantages of pricing income property from rents 

ll. Rents required by a Specific Purchase Price 

A. Converting price paid to income required 
B. Provision for expenses, real estate taxes,and reserves 
C. Converting required cash income to gross rents 
D. Allocating gross rents to various rental units 

lil. Financial Tests 

A. Net income to purchase price ratio 
B. Cash breakeven point (default ratio) 
C. Payback ratio 
D. Maximum potential loss 
E. Maximum probable loss ratio 
F. Degree of leverage ratio 

IV. Basic Elements of Income Tax Law Effecting Real Estate 

A. Tax depreciation shelter 
B. Preferential income penalties on excess depreciation and capital 

gains 

C. The tax trap of excess depreciation 
D. The tax trap of excess refinancing 
E. Inflation, net income, and capital gains



CASE | 

REVENUE JUSTIFIED CAPITAL BUDGET 

DEFAULT RATIO APPROACH 

15 * EE $10,000 Sees +8 

. CASH AVAILABLE SEE Seen = $4 000 

FOR INVESTORS CASH AVAILABLE FOR 

.O4 + Es i SHEE DEBT SERVICE 

REQUIRED PRE-TAX CASH ERE + 1154 

$18,750 = Sev Abe Rural = $34, 662 
JUSTIFIED CASH JUSTIFIED MORTGAGE , 

EQUITY INVESTMENTS $53 h12 LOAN | 

EXISTING CLAIMS OR PLANNED 

$8,412 
IMPROVEMENT BUDGET 

CEEDS§ AVAILABLE FO PROCEEDS, AVA E FOR 

PROPERTY PURCHASE “as is” 

* 10 3/4% 25 year monthly pay is .009620 x 12 = .1154 
9% 25 year monthly pay jis .00839] x 12 = .1006 

or a $40,000 justified loan



CASE 2 

REVENUE JUSTIFIED CAPITAL BUDGET 

DEBT COVER RATIO APPROACH 
10.000 

sonia "$2,500 2EESSe 

TRE “$1,500 eRe 
perce Ast ste 

eres . Or aere%e aa’ oc eetecgntt Rrsan 

_ EES =95,000  eySigsiie 
NET OPERATING INCOME AVAILABLE 

FOR DEBT PAYMENT, INCOME TAX, CASH DIVIDENDS 

94,000 - PRES REeS irereiecatais + 1.2 

$1,000 = peintiestieatince, REQUIRED BY LENDERS 

| Sioce es sree sess _ 
CASH AVAILABLE FOR OE = $4,000 

INCOME TAX ANDO INVESTORS CASH AVAILABLE FOR 

O04 = aR ; eeneeial DEST SERVICE 

REQUIRED PRE-TAX CASH > .1154 

$25,000 = Hiaesieeteneseee, mredbaeaettaeetae =$34,662 
JUSTIFIED CASH JUSTIFIED MORTGAGE 

EQUITY INVESTMENT $59,662 LOAN 

Sires ceeee ase ceeete siisseetecticccecesete 
ante ees se8h + RRS 
2 * a 

Osis veewetnets cece, tisdececenensiotes 

EXISTING CLAIMS OR PLANNED 

IMPROVEMENT BUDGET 

Sigsemes, os cent? 

PROCEEDS AVAILABLE FOR 

PROPERTY PURCHASE AS 18S 

wh. a . e . . * Note that a full $1,000 is distributed to investors rather than the $750 in Case 1.



CASE 3 

REVENUE REQUIRED BY CAPITAL BUDGET 

LOAN TO COST RATIO APPROACH 

gi] site acouerion cost FE. 60 ,000 (30,000! @ $2.00) 
Ses eS STS wesc sTMesssseee, 

g sees sae: 6 OP wee HF 0%, oe en"? eee : : $ 

sabezesiess INDIRECT COST AND sees $50,000 

Hey GeVeELOPMENT FEES eee $40,000 

REGaGUIRED PRE-TAX CASH DEBT SERVICE 

DISTRIBUTION RATE CONSTANT 

CASH THROW OFF CASH REQUIRED FOR 

REQUIRED FOR EQUITY MORTGAGE LENDER 

wats tes ene 8h 05 tes ? 29 ? 4 30 mectroeeresetento tees 

eee + $10, 0OGsREES 
Default ratio: {neat eerare taxes | 

Peiteeseees +S), 000 HES 

coe eee TT ob00 
_ 87 EFFECTIVE GROSS REVENUE $85 430 

" REQUIRED , 

Debt cover ratio: See a + cian 

712930 " . Se 
Conclusion: Smaller $89 ,926 
mortgage required ~ loan WES, og HEISE 

| to value ts misteading rSeteettes sete 

* 10 3/4 25 year monthiy pay is 009620 x 12 = .7754



fil. Prelimtnary financial analysis begins with a variety of ratios which 
are intended to reveal the tolerance of the project for variance in key 
assumptions, the ability absorb surprise, as well as dynamic risk. These 
ratios become the objective of further refinement through sensitivity 
analysis. Among the important ratios we have used so far are: 

1. Absorption rate: 

Units sold or leased per period _ Ak . 
Total supply of units available ~ “>SOFrption rate 
for sale or lease 

2. Capture rate: 

Units in specific project 
sold or leased per period =-¢ 

Total competitive units sold = Capture rate 
or leased per period 

3. Vacancy ratio: 

Space unit x # of units x rental payment periods per year x 

turnover rate x rental payments lost x rent 

# of units x # of payments x rent per period = (gross rent) 

I-bedroom apartments x 20 x 50% turnover x I month lost 1 $200/mo. 

20 x 504 x 1 x 200 
20 x 12 x 200 

2000 = 1 = 4.2% 
48000 24 

k. Expense ratio: 

Expenses 

Gross rent 

5. Net income ratio: 

Net Income = Overall rate or cap rate 
Purchase price + additional costs (should be = to debt service 

constant or up to 2% lower) 
6. Debt cover ratio: 

Net operating income 

Debt service 

7. Default ratio: 

Operating expenses + real estate taxes + short term debt + 
interest + principal payments 

Gross rent



Reprinted with permission of James C. Canestaro 

FEASIBILITY KIT FOR ARCHITECTS 

Preprinted textbook on cocktail napkin 

WENT PER SPACE UNIT 
* PROPOSED NUMBER OF REMTAL UTS 
= POTENTIAL GROSS INCOME 
* GROSS INCOME MULTIPLIER 
se TOTAL. PROJECT VALUE 
+ eect on BUILDING RATIO 
as LONG GIDGET 
+ PROPOSED NUMBER OF eta rere, 
m BULOING COST PER SPACE Wet 

By Prof. James Canestaro
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8. Loan to value ratio: 

Mortgage loan balance 
Purchase price 

9. Cash on cash: 

Net income - debt service - reserves + refinancing surplus 
Total capital budget - original mortgage balance 

IV. Understanding the basic ratios leads to manual or data processing 
of sensitivity ratios; itt is important to remember that projecting 
specific returns is not a forecast for the future; it is intended 

to be a basis for measuring the tolerance of the financial parameters 
for varfance from the initial assumptions and identifying the 
thresholds of insolvency or incompatibility with competitive markets. 
Refer to John Nabors model! in Exhibit . 

If project makes sense before tax, then it is useful to refine analysis 
for projections over time on an after tax basis. 

1. Accounting tabs for after tax income (See Exhibit ) 
2. Accounting tabs for after tax sale proceeds (See Exhibit ) 

3. Basic pattern of after tax financial analysis requires a pattern 
of assumptions (See Exhibit ) 

After tax speandable cash ratios include: 

}. Distributable cash from operations: 

Cash throwoff 
- income taxes 

Cash from operations 
~ reserves 
- repayment of working capital loans 
= Distributable cash 

2. Spendable cash attributable to real estate: 

Distributable cash 
+ tax savings to other income 

+ surplus from refinancing 
= Spendable cash 

3. After tax sale proceeds: 

+ return of working capital 
+ liquidation of sinking funds 
= cash reversion 

4, Return on net worth B/4 tax: 

Cash throwoff + change in net worth 

Net worth at end of previous period



5. Return on net worth after tax: 

Spendable cash + (chnage in net worth - change in taxes on sale) 
Net worth at end of precious period - taxes on sale 

6. Payback ratio: 

Cumulative spendable cash 
Original budget - original debt 

+ amount of personal guarantees 

Precise definition of cash returns is critical in the negotiation 
of participating loans and partnerships 

I. Defining effective gross, net income or cash throwoff with 

a participation loan. 

2. Defining base number in which general partner will share



INVESTMENT ANALYSIS SEMINAR OUTLINE | 
September 20, 1978 

Greater Madison Board of Realtors 
Professor James A. Graaskamp, Instructor. 

University of Wisconsin 

i. Rent Justifted Investment. In Income property 

A. Flow chart of fiInanclal analysJs procedure 
B. Determination of maxfmum Joan 

1. Concept of cash break_even, pofnt 
2. Concept of debt cover ratio. 

C. Determination of net operating, Income, . 
D. Determination of debt service constant. 
E. The concept of cash on cash, yfeld © 
F. Determination of justified equity, Investment, | 
G. Advantages and disadvantages of pricing, income property from 

rents 

I}. Rents required by a specific purchase price 

A. Converting price paid, to jncome, required 
B. Provision for expenses, rea] estate taxes, and reserves 
C. Converting required cash-{ncome to gross rents 
D. Allocating gross rents to_varlous rental units 

fll. Fitnanclal tests 

A. Net Income to purchase price ratlo 
B. Cash break even point (default ratto) 
C. Pay back ratio 
D. Maximum potential loss 
E. Maximum probable loss ratio. 
F. Degree of leverage ratlo 

IV. Bastc elements of Income tax law, affecting real estate 

A. Tax depreciation shelter | 7 
B. Preferenttal tncome penaljties on, excess depreciation and capital 

gatns 
C. The tax trap of excess depreciation. 
D. The tax trap of excess refinancing , 
E. Inflatlon, net tncome, and capital gains 

Classroom out} ines and problems to be furnished by, Professor Graaskamp. 
No other audio-visual materfals required other, than lavallere microphone.



Reprinted with permission of the Greater Madison Board of Realtors, Kevin King, Executive Vice President. 

May 1, 1978 

Dear Prof. Grasskamp: 

Enclosed is an application for the certification with the Real 
Estate Examing Board for the 2% hour mini-course, for the subject 
you have agreed to present. 

Investment Analysis | 
sept. 20th 3:00 - 5:30 

Each hour of the presentation is to be 50 minutes in length. 

Also an Qutline must be submitted for your proposed seminar with 
a list of all physical facilities and instructional materials in 
order to be used for credit. 

It would be much appreciated if you could submit this to the Madison 
Board of Realtors on or before June ist, since we have to submit it 
for approval in advance with the Real Estate Examing Board. 

Thank you very much for your participation in this seminar. 

Sincerely, 

Nase Wutlom — 

Nancy Wil Mvams S 
Education Chairman 
Greater Madison Board of Realtors 

6005 MONONA DRIVE TELEPHONE (608) 222-3422 MONONA, WISCONSIN 53716



1965 Realtors Convention--The Changing Structure of the Mortgage Market 

|}. tntroductory comments 

A. Thank you for a repeat invitation 
B. Real estate education is improving--the brokers program in Madison 

in February, expansion of extension courses, introduction of real 
estate courses at Whitewater, growing enrollments at Waukesha and 
Madison technical colleges. 

C. The job today is to identify the factors which will affect the cost 
and supply of money, the pattern of lending, and new sources of 
Inoney. 

1]. Since demand for mortgage money always exceeds supply, the first 
question is concerned with how much money will be available for real 
estate finance. Unlike the crunch of ''65-66, when money often was not 
available at any price, today money is generally availble at a price 
except £ for low down payment conventionals. 
A. One ltkes to think that high interest rates are temporary, loan 

ratios will rise, and credit qualifications will become more 
Geijaxed. However, | do not believe that we will return to the 
old ways In the mortgage market for several reasons: 

B. First lending institutions have the same need to raise income 
and reduce costs as any other business. They will lend where the 
yield is highest and the cost of processing and collection is 
the lowest. The price of mortgage money has always lagged the 
price of money for consumer loans and tndustrial loans. 

C. Mortgage money is onyy one special sec tor of our total capital 
market. Despite the wealth of this country, we are in great 
need of capital for defense and government, for our own 
industrial development, for overseas development as well as for 
sheltering the coming expansion of our adult population. We will 
have less capital than we need and it will be rationed by interest 
rates. 

D. While your reaction may be that lenders are becoming greedy, the 
fact is that they are only intermediaries for savers. The interest 
cost of capital eventually relates back to the interest and financial 
services sought by savers. 

1. All capital comes from the decision to save out of current 
income or postponement of the use of prior savings. 

2. A rising cost of living means less current saving, a threat 
of inflation means conversion of past and future savings 
to hard goods, and institutional factors can lead to the 
transfer of funds from those institutions which make loans 
to those more inclined to make equity investments or 
consumer loans. 

3. The saver is now used to 5% or more on his savings and 
would not gracefully accept less; his representative,the 
lender, needs to control his credit costs and Secure a 
higher interest lest he lose the confidence of the fickle 
Saver. 

E. Therefore over the next five years there will only be temporary 
relief on the demands made on the money market. Presently industrial 
demands are slacking off and the next federal budget and urban 
development costs have yet to be felt. For the next six months 
or perhaps a year there will be some easing of residential credit 
but eventually | foresee home loans stabilizing somewhat above 
7%, with 8% common for low down payment loans. Remember, lenders 

are grossing close to 8% on FHA 63/4% loans as a 6 or 7 point 

discount applies to loans which average less than 11 years before 

they are paid off.



F. So | predict there will be money but you can forget about the old norm of 
6%. 

G. However there will be some limit on the supply of money and here lies a 
hitch. Consider the residential loan market. The number of transactions 
times the average loan per transaction suggests the number of total dollars 
required. However the number of transactions increases as we create new 
property, replace old, and see our population become mobile. 
1. At the same time price inflatton has wat'inore credit dollars to com- 

plete each real estate transaction. Thus the total number of transactions 
is rising at the same time dollars per transaction is rising so the need 
for money multiplies exponentially, that is geometrically. 

2. However, price inflation can mean less ability or less willingness to 
save, more willingness to commit past and future savings to hard goods, 
and more inclination to transfer savings funds to those devices which 
give the highest yield and protection against price inflation. 

H. Neither the consumer nor the mortgage lender can afford this pressure on 
the demand for money and so we already see certain forces at work which are 
not only changing the cost of shelter but the form and scale of housing 
development as well. In a couple of years the real estate broker will be 
forced to pursue marketing and lobbying practices designed to reduce the 
number of credit dollars required per transaction including: 
1. Land-planning techniques which increase average density to lower site 

costs as is done with cluster plans, town houses, and planned unit 
development. 

2. Significant reform of building codes to permit greater use of pre- 
fabricated home sections and industrial methods.to reduce cost of 
construction. 

3. Better subdivision environments and lower construction costs will check 
Inflation of prices of existing buildings. 

4, Reduction of transaction cost for buyers and sellers by. reform of marketing 
techniques, commission schedules, credit, and SRA custs. 

5. bhcreased use of multiple family cooperatives, comdomini’hs, and 
large scale full service real estate service organizations. 

l{1. Real estate is the art of doing business with somebody else'’s money. 
To get that money you generally have to do business their way. The pattern of 

various institutional lendees is already changing to bring about significant 
changes in the brokerage business in the not too distant future. Look at what 
is happening: 
A. Insurance companies 

1. Wany are withdrawing from residential single family home loans for better 
yields elsewhere. 

2. To reduce transaction cost they want to lend on large~scale projects. 
3. Commercial projects for development or rental purposes offers more 

opportunity for participation profit features. 
4. %tnsurance companies are forming long-term partnerships, exchanging 

money for know-how, with proven local operators. The scale of the project 
increases permitting property management and merchandising to be done 
by salaried company men. The broker will be involved in a sanller 
percentage of transactions involving new projects unless he too can 
qualify as a partner in his area. 

B. The mortgage banker 
1. Has to make profit opportunities available in more areas of real estate 

and needs to capture a reliable source of funds. 
2. Reliable access to funds requires either vertical integration with ‘ 

lenders or development of a market for mortgage securities among others 

than the insurance industry. The best mortgage b ankers will become 

x,



the risk capital real estate bankers of the future while those who live 
on servicing fees alone wil! die out. 

C. Savings and loans 
1. Once these institutions served as capital bank for real estate but more 

idsé recently they have been pointing to more diversified consumer 
lending. 

2. With time there will be a merging of the S and L with consumer financing. 
3. The S and L must pursue higher yield consumer loans in order to maintain 

Capacity to keep dividend rates equal to alternatéve bank and bond rates. 
4. The new generation of management has fewer roots in the old methods of 

doing business and tend to see themselves as thrift institutions for the 
savers rather than capital banks for borrowers. 

D. Coops and Capital banks for urban areas 
1}. In the tradition of the old savings and loan | expect modification of 

the credit union format to fit the place where you live rather than 
where you work by means of government stimulation and subsidy. 

2. These risk cooperatives are most likely for second mortgages and business 
opportunity loans in the core areas. 

3. These coops will also assist in insurance and general management counseling. 
E. Banks and bank holding companies 

1. Packaging of construction, permanent FiQrincing, and front money tirough 
various holaing company subdivisions. 

2. Real estate is in a large part a financial and administrative problem 
so that eventually banks will become involved through their trust 
department and through captive management and sales divisions of the 
holding company. These services will be offered cooporate customers 
as part of a complete financial service package. 

iV. By and large current trends in finance will adversely affect real estate 
brokerage by small brokerage offices because: 
A. The man who has access to the big loan will make the big deal and that will 

tend to be the broker who operates from a mortgage banking group, a holding 

company group or as a partner of an insurance company. 
B. Larger scale developments are more likely to have their own merchandising 

operations and mortgage loan credit lines and will be able to reduce 
transaction costs by means of exchanges, computerized prodeduees, and better 
market research which eliminates need for broker experience. 

kc. Little deals in the core may be handled more often by governmental agencies 
while big deals in the suburbs will be negotiated directly. 

0. My father was tn the paper box business. Once the money was made converting 
paper into boxes by making many little deals. Then the price of paper rose 
and stabilized and the money was in making paper and those who were only 
converters only broke even at best. 

E. In my opinion the same kind of transition is taking place in real estate. 
For many years the money has been made in turning over properties, while the 
raw material of credit, was cheap and not highly regarded as profit. 

Today and tomorrow the money will be available to those with the raw materials 
credit, necessary to make a deal. | 

F. For box makers the need for the raw material led to almost complete integration 
and consolidation of the industry. {! foresee the same trend in real estate 
brokerage. 
1. Mortgage bankers, banks, and property developers will all offer complete 

real estate services with each having a captive source of credit. 
2. Independent brokers will specialize by property types and consolidate 

their operation to take advantage of EDP services and the opportunity to 
reduce overhead and hence commission rates. 

3.



3. To improve mortgage deals mortgages will begin to feature variable 
interest rates, bonus interest rates, or prepayment penalties which 
give lenders a greater interest in management skills of the invester. 
Lenders will take a greater interest in the operational ability of the 
developer and realtor. 

4. $n short brokers will be absorbed into our credit institutions or 
consent to credit instruments which give more revenue to the risk takers. - 
the lender who will one day soon be firmly in the best bargaining 
position ever. 

E. In the early days of real estate those who controled the water controlled the 
valley. Today those who control the liquid assets--credit pools-- will 
control the peaks and valleys of real estate btokerage. 

F, For the broker the need is clear. Establish strong ties with a reliable 
source of credit and play it straight with them for bankers have long 
memories when they have bargainting position. The insurance industry 
has undergone a significant structural change from commission agent to 
salaried representatives in the mass merchandising fields of insurance { 
because transaction costs were high and consumer needs were clear. Shelter 
is a mass market with direct ties to retailing and credit. Transaction 
costs are high. The changing pattern of mortgage lending and the credit 
Squeeze makes real estate brokerage vulnerable to invasion too. 

4,



MILWAUKEE BOARD OF REALTORS 10/31/67 

[. Ladies and gentlemen of the Board, friends, Father. 

A. To be tnvited to participate in this day of orientation for new 
members of the Milwaukee Board is a great compliment. My roots are 
in Milwaukee and many of you can say you knew me when | was setting 
new records as an under-achiever in high school. To ask me to speak 
on immediate future developments in real estate is an even greater 
compliment for it is said ''a prophet is without honor in his own 
country''. 

B. All careers are a series of beginnings and the rate at which we 
move to new rungs on the ladder depends on our ability to continually 
adjust and grow with each new start. For a University, strong starts 
for new talent ts our business. And when a professor has an opportunity 
to speak to the leaders of his field of interest he should not waste 
an opportunity to broker young talent. 

C. To be exact, talent is a natural gift requiring development that 
comes of perception, motivation,,education, training, and experience. 
The princtpal function of University education is to provide talent 
with increased perception and motivation plus an introduction to the 
what and the why. Talent is then given the tools of how to do something 
through training and experience in any chosen field. 

1}. In our Undergraduate program in the School of Business, we 
are enjoying a continual increase in the number of students 
interested in the what and why of real estate. This semester we 
have 110 students in the Principles course, a 20% increase in 
one year, and we have seen a similar rate of increase in our more 
advanced courses. 

2. Our Graduate student program is expanding. As you know, we 
offer an MBA degree with some stress on real estate, an MS degree 
which specializes in appraisal and real estate investment analysis, 
and a Ph.D. Our PH.D. program now has an unprecedented number 
of six candidates in one stage of the program or another. While 
our Ph.D. candidates hope to move into teaching, we have a number 
of seniors and masters candidates who look toward careers in the 
Milwaukee area in real estate brokerage and appraisal. If you 
would like to introduce them to opportunities you may offer, feel 
free to send a letter to me in care of the School of Business, | 
in which you describe the type of position you may have available 
for the right man. 

3. To provide training and education beyond degree programs, the 
University Extension in Milwaukee is rapidly expanding and intensifying 
its real estate program under the guidance of one of our best graduates, 
instructors, and my old office mate, Bob Markwardt. In short, 
In a few years | hope the University will be a significant source 
of talent motivated to begin real estate careers, training to advance 
real estate careers, and stimulus to cause the old guard to try new 
things for new starts in their real estate careers.
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dene 
11. A. Now a discussion of manpower is directly related to my iweent today 

to speak about computers and practical applications in brokerage. 
Despite the.many new talented members of the Milwaukee Board here today, 
despite the appearences from time to time of too many competitors, 
the real estate brokerage field is teeribly understaffed for the job 
it has to do in the next 20 years. 

1. In the nest 25 years we will create in one form or another 
as many housing units as we have built in Wiszonsin since 
Leif Erikson prowled through to the north. Of course these wil] 
require all manner of new supporting facilities, many of them 
public, many of them requiring appraisal relocation and acquisition 
through eminent domain. Moreover as we double our adult population, 
we are creating a more mobile population which will move readily 
From one community to another, from one neighborhood to another, 
from one home to another, from one business to another as their 
needs change. Seldom do we find successive generations remaining 
in the same family property. 

[In short the adult population explosion derived from the 502% of 
the population now under 2] will have a multiplier effect on 
real estate transactions in which the realtor will have a major 
role. New research indicates there are approximately 900,000 
residential tax parcels in the state and another 150,000 tax 
parcels in all other classifications. These 1,050,000 possible 
sale units +s increasing at a rate in the neighborhood of 20,000 
a year. In ten years, we may have 1.3 million saleable parcels. 
If only 5% were to turn over each year, you would have 65,000 
transactions. The realtor who could close one transaction a week 
would be a frantic and exhausted wreck. If he could handle 50 
transactions a year, we would need 1,300 such supermen, fully 
informed on 1,250 new listings a week. More likely, ‘transactions 
will involve 15% or more of these parcels; benesebgofapseicats , 
PeeS-H gaye . a ae, Aetna Af precast Cetera 4 mrrw€ Ca 

2. Look ahead fifteen years. How will you be able to service the 
number of sellers, buyers, and property owners looking to the realtors 
for professional service? Unless real estate brokers can improve 
the efficiency with which it uses its talented people, real estate 
as a profession will be smothered--a telephone answeing service. 

B. $f you will recall your economic theory, a competitive market economy 
(what fourt-of-July speakers call free enterprise) requires a knowlegeable 
buyer aod seller dealing in a standard commodity face to face. Where 
geography intervenes or where a standard commodity to permit buyers 
and sellers to be always informed does not exist, there is economic 
necessity for a broker. In short economic theory anticipates that 
a third party will serve as a clearing house for information about 
an imperfect market. This function we call ''brokerage'' and the economic 
justification of his existence is this ability to supply information 
about the market place. Information is the tool with which the broker 
serves the need of his client by using it to solve a problem. The 
professional service is the application of factual information to a 
particular need. This is not to be confused with simply selling half 
secrets.
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Ironically many tn the real estate fraternity complain that they must 
make decisions with less than half of the facts they need at the same 
time that they jealously guard details on their last deal or special 
angles based on some singular item of gossip or chance information. 
As the number of transactions multiply, the less opportunity the 
individual broker will have to know about the market place and the 
information relevant to a particular client's problem. 

Sadly this situation is developing at a time when there is probably 
more information available than is necessary or appropriate for any 
particular problem. Often the question is too much confusing informa- 
tion rather than not enough. Misuse of information resources is 
occuring when there is equipment available now that would organize, 
analyze, and select real estate market information quickly, economically, 
and accurately. 

C. The multiple listing service is a valuable but limited tool. 
Often the information is incomplete, inaccurate, and obviously best 
suited only to current offerings for sale. However there are many 
other sources of real estate transaction information including public 
agencies which are buying and selling property, private individuals, 
planning agencies affecting property values, tax assessors, lenders, 
and many others which both offer and search for real estate information. 
Each of these users of real estate tends to duplicate the collection 
of data performed by MLS, or brokers, or appraisers, or exchangers. 

The real estate profession must organize itself to meet the information 
explosion with limited numbers of personnel if it is to offer a profes- 
sional service in an urban society. There is no one here today who 
knows the relative total supply and demand for any particular class 
of property in Milwaukee County with any accuracy. .ce «4 2-30 Cn eh 

D. Think what could be done if real estate information were simply 
reported and organized according to a geographic grid and a parcel 
number. If all users of real estate information simply organized 
this information according to a standard index, a push of a button 
could retrieve from a computer tape an inventory of general information 
for a single property or a class of property. This information could 
be collected from: 

1}. Multiple listing service property sheets. 
Z. SEWRPC data on sotl type, typography, existing utilities, trees 

and vegetation, rent levels, zoning, number of apartments, etc. 
3. Essential tax assessment data on age, lixing area, improvements, etc. 
4, Insurance classification and rates. 

| 5. Lenders, loans, and other financial liens and transactions. 
6. Title insurance and critical exclusions. 
7. Liens for official maps, utility easements, right-of-ways, etc. 
8. Individualuparcels could be combined into areas identical with 

census tract detail to provide population, income and employment 
averages and characteristics. 

9. Condemnation awards for public assemblages. 
10. Butlding and demolition permits with tnformation on units of 

Space added or removed.
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These same sources of information are users of information and each 
is collecting this data today. Many of them are using computers. 
All we need add to the present effort is a uniform system of identifi- 
cation and organization. Everyone deeply involved in real estate 
matters would benefit from more complete information and many would 
avoid the cost of duplicating what others are doing now. 

The computer has an infinite capacity to classify, aggregate, and analyze 
organized information so that: 

1. The computer could produce running tnventories on the total 
supply of various types of real estate units for different districts. 

2. It could then estimate vacancy rates, price trends, absorbtion 
rates, population shifts and any other items from this data. 

3. ts this 25 years away? No. Following the example of the 
California Board of Tax Equalization, we already have an agreement 
with a Wisconsin community to develop a tax assessment system which 
could reappraise every property every year based on sales for the 
previous twelve months. There is every indication that it can 
be more accurate than individual appraisers and much less costly 
while producing assessments always representative of 100% market 
value. 

4. Planning agencies have already developed models which can 
project land use trends graphically with an accuracy only limited 
by the amount of information available. If you can determine 
land use accurately, you can predetermine value and forecasting 
value is the name of the game. 

5. Moreover, this information need not only be statistical. 
lt is possible to include microfilm photos of properties, 
floorplans, plot plans, etc. as part of an IBM card. 

E. The hardward in terms of electronic data processing equipment is 
available now. Information inputs and retrievals can be done from 
a keyboard in your office via the telephone line now. A system of 
pooling costs of a central data bank through a system of small user 
fees is already operating in other fields such as pharmacy, stock brokerage, 
insurance sales and many others. The technology is here. An appre- 
ciation of the need for such a device will rapidly spread through the 
industry. 

What is needed now ts a first step. 

F. The legislature is now considering replacement of the federal stamp 
tax with some degree of disclosure to occur at the time a real estate 
transaction is recorded. (Senate Bill 42S). 

1. There are those who would dispense with any such recording, 
taking real estate sales data underground with the objective of 
selling information rather than service. The argument is the privacy 
of the individual should be protected.
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2. However, we all know that real estate sales prices are public 
secrets. Appraisers, brokers, and all those sophisticated in the 

market simply trade information to discover prices and terms they 
wish to know. State agencies all have access to tax sales infor- 
mation when dealing with the public and must share it wth eminent 
domain proceedings. 

3. What is needed is a system of recording transaction details 
to provide uniformity and equity of information available to all 
parties. The computer would make it possible to separate information 
about real estate from information about the persons involved. | 
A processing delay of only one or two months would be adequate 
protection for those assembling parcels where disclosure would 
be damaging to bargaining position. 

Therefore | propose that any state law require that all property be 
identifted by a uniform tax parcel number system and classified by 
a refined version of persent tax assessment property types. All those 
individual efforts at computerizing real estate information could then 
relate.to a standard index so that at some future date each of these 
individual and incomplete data banks could be integrated into a single 
computer system. | 

The question of public disclosure is irrelevant. Electronic data 
processing procedures can easily protect the truly private affairs 
of property owners. The question is whether the real estate profession 
will be able to continue offering any professional service without 
adequate comprehensive transaction data. 

G. Present legislative discussion on transaction term disclosure and 
a documentary tax offers an ideal opportunity to take the first step 
In providing for the collection of real estate market information, 
without which you have no future in real estate brokerage. Milwaukee 
County already requires each real estate transaction to be identified 
by tax parcel numbers. This practice should be extended statewide. 
Moreover the Legislature should instruct the state tax authorities 
to relate lax parcel numbers to a grid system which will locate each 
transaction on the surfact of our state. With a reference number and 
a spatial location which all groups interested in real estate can 
follow and use, all aspects of land planning, real estate ownership, 
public policy and real estate marketing can make productive use of 
the information explosion. 
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BER TAM Ne MCNAMARA COURTHOUSE, ROOM 9 — TELEPHONE 276-5800 _ - 

MILWAUKEE, WISCONSIN 53233 

February 28, 1967 

Professor James Graaskamp 
Room LOL 
school of Business 

University of Wisconsin 
Madison, Wisconsin 53706 

Dear Professor Graaskamp: 

Enclosed is a 31 page real estate sales report dated January 11, 1967. Cael ym lade 
in SN 

As 1 had mentioned to you, in our last discussion, the sales are sorted Collectio, 
out in the following sequence: 

1. Guarter-section 

2. Use 

3. No. of units 

4. No. of bedrooms 

5. Now of rooms 

The last three sorts, of course, apply only to residential properties. 

Because this material is being obtained from confidential sources, we res 
quest the opportunity to review any materials you may develop that you 
may wish to publish. 

We hope this material may be helpful in your studies, 

Very truly yours, 

MILWAUKEE COUNTY EXPRESSWAY COMMISSION 

Robert W. Brannan, Expressway Engineer 

BY: A 
Glenn H. Jacobson [ / 
Assistant Right-of“way Engineer 

GHd iva 

Enc, 
CC: Mr. Robert Scheidt 
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Madison Realtors Luncheon 

f. Introductory Comments 

A. In the beginning was the void and then somebody rolled the rock 
in front of the cave and created real estate. Even those who 
landed on Plymouth first lived in caves. Caves explain 3/4 of 
the history of real estate. 

B. We have gone from cave per moon to apartment per month, square foot 

per year, tennis court hours or room nights at a mote]. Space with 
a dimension in time is the common element. Building technology 

has simply served to reduce the mass of the enclosure from a mountain 
to curtain walls and balloon framing. 

C. Reminded of the student comment in a physics lecture where one 
professor was arguing that a black hole was caused as a result of 
a super density of mass while another professor was arguing that 
mass was the result of two particles on different wave lengths 
colliding and cancelling each other out. The student observed that 
for all their fancy talk modern physics didn't know its mass from 
a hole tn space. 

D. Sometimes [| think real estate doesn't know its ticky tacky boxes 
from a hole In space either - just cause the language is different. 

E. Thus my title - Real Estate Commodity or Dry Hole. 

ff. One view of real estate investment Is as a commodity. Motel rooms, 

square foot of class A office space are al] fungible units like a bushel 
of wheat or a sow belly and Ifike any commodity there is more than one 
market and there are mechanisms to control risk In each market. 

A. Real estate investment began as a utilitarfan contribution to an 
enterprise, enclosing an activity. 

B. .Real estate then became a device for control of a captive customer 
for services and equity was the degree to which you could convert 
real estate budgets to your benefit. 

C. Real estate as a commodity was discovered when people discovered 
that one could make contracts for future delivery while hedging. 

(James Wilson Plaza) 

D. Most recently the play has been to arbitrage the commodity between 
markets, as In syndication, condominium converting and sub-dividing. 

E. Of course some didn't understand the technical expterise it takes 
to play the commodities market over to arbitrage - for those who do 
it successfully have a global knowledge of cause and effect impacts 
on supply and demand. 

F. Those folks who go through the motions without the understanding 
are wildcatting - drilling dry holes without the seismographs 
in terms of market research and basic geology. Some of the dry holes 
are beginning to show up around town as defaults - but default was 
in the dealer and not jin the heaven.



ltl. The space/time commodities approach to real estate analysis provides 
some useful insights into future trends: 

A. Housing - progressed from utilitarian to development to commodities 
and recently to arbitrage without fully considering the implications 
of the relationships of density tn terms of the numbers of occupants 
to cubage. 

I]. Arbitrage works as density and purchasing power rise (Langdon 
Street apartment conversion, Oakbridge small lots, Fauerbach 
condominiums). 

2. At the same time where densities fall tn large homes prices will 
tumble behind, particularly where locatton Is also disadvantageous. 

3. (tt follows that in the future to protect the values of large homes 
and arbitrage to markets for smaller units subdivision of big 
homes to 243 unit condominiums will become common, good for the 
neighborhoos, good for the home owner, and good for the realtor, 
and good for the folks apposing urbam sprawl. (in other towns 
ff is called accessory housing and it only requires that the 
exterlors of the home cannot be modified. 

B. Rental office buildings are motivated by two long term commodity 
based premises: 

1}. Cost of production will never be lower, but that assumes high 
rise construction on downtown sItes. 

2. That assumes that interest rates will fall in order to finance 
higher purchase prices without raistng the rent, or 

3. Tenants will continue to go short In a rising market by renting 
instead of buying, at a time when tax laws favor buying or 
long term leases of custom built space. 

4. Or investor expectations will fall in stagnant society where 
there is no growth for new capital. 

C. The square foot of retailing space fs a commodity which depends 
on its ability to generate sales per square foot by concentrating 
sales from a wide geographic area at a single point. [It presumes 
that both unft -wolume and prices will rise unfformly rather than 

-“ simply shift geographically. 

lV. Real estate are commodity brokers but commodity commissions are much 
lower and real estate brokers are much higher for higher volumes traded. 

A. | predict that the number of housing sales will continue to fall 
as In migration into Madison drops and people stay fn one place 

: and remodel to adapt to changing needs. The average size of a home 
will drop from 1500 to 1200 sq. ft. The home will again become 
a base for family operatfons and a hedge against inflation but not 
commodity speculation as it was in the 70's. There may be some arbi- 
traging as zoning laws are modified to permit subdiviston of the 
bigger houses. Obsolescence In terms of energy, location and solar 
orfentation will be setting in. 

B. Specialization will occur in terms of both firms and sales persons 
that will permit a fewer number of persons to operate and accomplish 
the same amount of business. More charges will be on a services 
rendered basis and less on commission. 

| C.



C. More families will work 6r the day that home mortages will be repaid 
and there will be no investment advantages in leaving the mortgage 

outstanding while you speculate on the stock market, etc. Smaller 
homes and higher denisty will mean less urban sprawl and therefore 
less reason for fringe lands to appreciate. If you are buying corn 
Inad make sure it is at a price at which you can make money growing 
corn. 

D. Reagoneconomics ts in part a realization that we all must live within 
our means, that we can't borrow from the future, from Peter to pay Paul, 

but our political system has never worked when it comes to dividing 
up the losses equitably. Thus the next four years are going to be 
unstable, uncomfortable, and somewhat unpredictable as to fmpact. 

The unpredictable Impact is what David Stockman was articulating and 
for which he was misinterpretted. 

E. Virtually all elements of real estate has been overbuilt with the 
exception of houstng, and there each unit is overbuilt but there 
arant enough units in the aggregate. The opportunities In real 
estate in the next ten years will be an arbitraging the existing space/ 
time supply or finding new activities to enclose with existing volumes.
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