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Mr. James A. Graaskamp

Chairman, Real Estate & Urban
Land Economics

University of Wisconsin - Madison

1155 Observatory Dr.

Madison, WI 53706

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 detalls 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. MOORE
President

Attachments

REALTOR" is a registerad collective membership mark which may be used only by

real estate professionais who are members of the NATIONAL ASSOCIATION OF REALTORS*
browam—— and subscribe to its strict Code of Ethics.
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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.
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Glass Room

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

Presentor: Professor James Graaskamp
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3:15 p.m. - 3:45 p.m. Break-out Sessions
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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

1. Impacts On Residential 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--multi-unit condos



CHANGING APPRAISAL STANDARDS AND AFFORDABILITY OF HOUSING

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)

(2)

"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.

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.
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.

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



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 value 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.

-3 -



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 all 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.

I1. 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.
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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.

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 built 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.



IT11. 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



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.



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
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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. 1In 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 will 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
;;biguous 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.
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FEDERAL HOME LOAN BANK BOARD
OFFICE OF EXAMINATIONS AND SUPERVISION

.I'O: Professional Staff—

Examinations and Supervision

FROM: Francis M. Passarelli

SYNQOPSIS:

— — e S— — —— — —

September 11, 1986

Appraisal Policies
and Practices of
Insured Institutions
and Service
Corporations

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

The soundness of an association's or service corporation’s mort-
gage loans and real estate investments depends to a great extent upon
the adequacy of appraisals utilized to support such transactions, This
memorandum sets forth the standards and reporting requirements
uulized by the Federal Home Loan Bank Board in determining com-
ciiance with the appraisal requirements of Insurance Regulation
563.17-1cHINiii).

"\"anagement Policies

Zoan and investment policies established by an institution’s board
of directors shouid reflect both the overall operational policies of the
institution as well as the regulatory limitations under which it must
cenduct its business. Such policies should be clearly defined and set
forth in a manner that provides effective supervision of the institu-
tion's operations by the directors.

Prudent loan policy should identify the types of credit arrange-
ments the institution offers as well as the procedures to be followed
in the underwriting of each of these arrangements. In secured credit
transactions, such policies should definitely address the need to
establish the value of collateral offered by borrowers in order to en-
sure that the institution is appropriately protected threughout the life
of the credit arrangement. To a great extent, the complexity and
diversity of the credit arrangements offered will determine the types
of appraisal services the institution’s underwriting statf will require,
It is the board of directors’ and senior officers’ responsibility to
ensure that the appraisal services provided, whether by fee or staff
appraisers, properly reflect the collateral lending posture of the
institution, as well as its lending policies.

Similarly, the board of directors is responsible for establishing ap-
propriate guidelines and procedures relative to other investments of
an institution, Appraisal services utilized by the institution in eval-
uating such transactions should reflect the institution’s regulatory
obligation to operate in a safe and sound manner. Failure to ensure
that appraisal services match the needs of the institution will be con-
sidered an abdication of this responsibility and is representative of an
urnsafe and unsound operating policy.

In formulating its loan and investment policies, the board of direc-
tors should recognize that appropriate appraisal services are most
often produced by fee or staff appraisers, who are both competent

nd knowledgeable and have properly equipped facilities within
vhich to prepare adequate appraisals. Each association or service
corporation should be able to demonstrate that the appraisers ap-
proved by the board of directors possess the requisite experience,
education and facilities to perform in an acceptable fashion.

Appraisal skills and technology are not static and attendance at
courses and participation in the activities of professional appraisal

organizations are factors to be considered by the board of directors
in selecting both fee and staff appraisers. Memberships in profes-
sional appraisal organizations as well as continuous professional de-
velopment should be encouraged to ensure that the appraisers whose
services are being utilized are actively increasing their knowledge and
skills over time. Management should periodically review the perfor-
mance of all approved appraisers for compliance with the standards
and reporting reguirements of the Federal Home Loan Bank Board
and take whatever steps are necessary to eiliminate poor quality or
inappropriate work products.

Appraisal Management

Appraisals serve as an important basis in the decision process in-
volved in the underwriting of secured credit transactions as well as
investment decisions involving interests in real property. Manage-
ment must ensure that appraisals utilized in these decisions:

1. Are prepared in accordance with the standards and reporting re-
quirements of the Federal Home Loan Bank Board and conform
with the institution’s written appraisal guidelines. Management
should provide appraisers approved by the institution with a
copy of both the board's requirements, as promulgated herein,
and the institution’s written guidelines, Management should also
assist appraisers in obtaining the information nceded tc comply
with these requirements. Such information includes leases, pur-
chase agreements, profit and loss statements from the security
property, etc.

2. Are sufficiently current to reduce the likelihood of material
changes in actual market conditions from those upon which the
loan or investment decision were predicated. (Though not exclu-
sively definitive, “sufficiently current” may be deemed to be an
appraisal made six months prior to the approval of the loan or
investment.)

3. Reflect the market value of the rights in realty offered as security
or involved with the transaction. All other values or interests
appraised must be clearly labeled and segregated, i.e., value of
chattels, value of financing terms, business value, furniture, fur-
nishings and equipment value, etc.

4. Contain sufficient information to assist management and/or the
board of directors in establishing the loan amount as well as
other significant terms involved in the credit arrangement.

5. Support the classification of the asset as a real estate loan or
other type of credit arrangement,

6. Are prepared by appraisers, independent from the borrower or
the seller of the real estate, and approved by the institution’s
(Continued on page 4)
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10.

11.

(From page 3)

board of directors. It is suggested the board review the prior
work and references of newly engaged appraisers. Final board of
directors’ approval should be recorded in the board’s minutes.

. Contain adequate information relative to both current and pro-

jected market conditions and their resulting impact upon the esti-
mated value of the property to enable an institution to determine
whether its financial position will be properly protected over the
life of the credit arrangement or term of investment. The scope of
such information will depend upon the property type, the struc-
ture of the credit or investment arrangement and the financial
realities of the contemplated transaction.

. Are presented in a narrative style format, unless both of the fol-

lowing conditions are met:

a. A form report is utilized which is appropriate for the specific
appraisal assignment, i.e., the form is designed for both the
property type and the interests being appraised.

b. A form report is utilized, including all attachments, that
results in a totally self-contained appraisal, as defined
elsewhere in this memorandum.

. Are based upon the following definition of market value:

The most probable price which a property should bring in a com-

petitive and open market under all conditions requisite to a fair

sale, the buyer and seller, each acting prudently, knowledgeably

and assuming the price is not affected by undue stimulus. Im-

plicit in this definition is the consummation of a sale as of a

specified date and the passing of title from seller to buyer under

conditions whereby:

a. buyer and seller are typically motivated:;

b. both parties are well informed or well advised, and each acting
in what he considers his own best interest;

c. a reasonable time is allowed for exposure in the open market;

d. payment is made in terms of cash in U.S. dollars or in terms of
financial arrangements comparable thereto; and

e. the price represents the normal consideration for the property
sold unaffected by special or creative financing or sales con-
cessions granted by anyone associated with the sale.

Correctly employ all recognized appraisal methods and tech-
niques that are necessary to produce a credible analysis, opinion,
or conclusion. Exclusion or omission of any recognized method
for cause must be fully justified.

Consider, analyze and disclose in reasonable detail:

a. Any current agreement of sale, option, or listing of the prop-
erty being appraised.

b. Any prior sales of the property being appraised that occurred
within the following time periods:

(1) one year preceding the date when the appraisal was pre-
pared for one to four family residential property, and

(2) three years preceding the date when the appraisal was pre-
pared for all other property types.

c. A sales history of comparables, if the subject property is lo-
cated in a speculative market, which has experienced dramatic
price fluctuations relative to regional norms, covering the
speculative time period involving the comparable sales.

. Contain the following information where an analysis, opinion or

conclusion of a proposed project, improvement or change in use
is involved: (i) plans, specifications, or other documentation in
sufficient detail to identify the scope and character of the pro-
posed improvements; (ii) evidence indicating the probable time
of completion of the proposed improvements; {iii) clear and ap-
propriate evidence supporting development costs, anticipated
rent levels or per unit sales levels, occupancy projections, and the
anticipated competition at the time of completion; and (iv) all
value changes projected to occur from the conception of a pro-
ject to its completion and/or stabilized occupancy should be set

13.

14.

Memorandum R-41c of t.

forth in sufficient detail so that the continuum of present v,
estimates over the life of the credit arrangement or investmer:
can be reconciled with the values reported in the appraisal. In-
cluded as documentation should be an explanation of how dis-
count and capitalization rates used in generating the presen:
value estimates were deduced.

In addition to the above requirements, whenever value is esti-
mated as of completion and/or stabilized occupancy, the ap-
praisal must contain the following information:

a. The date or dates when the value estimate or estimates apply.

b. Factual data supporting the reasonableness of all conditions
and assumptions impacting each value conclusion cited in the
appraisal. Such information must be presented in sufficien:
detail and directly linked to current market information so
that the appraiser’s logic, reasoning, judgment and analysis in-
dicate to a third-party reader the reasonableness of the value
or values reported.

c. An explanation of the appraisal techniques selected and the
data used to arrive at the final value estimate(s).

d. A fully documented and supported highest and best use anal-
ysis and conclusion which coincides with the date(s) of the
value estimate(s).

e. A definitive statement as to whether the value estimate reflec:s
the worth of the property at stabilized occupancy and whether
the appraiser considered and included the etfect of income ana
expenses during the projected absorption period in developinz
a value estimate as of the date of completion.

Accurately reflect the impact upon value of any changes in piars
and specifications from those utilized in an appraiser's anaivsis cr
a proposed proiect, improvement or change in use.

In all instances where an institution utilizes an appraisal bas’
upon prelimunary plans and specifications in a loan or inve
ment decision, it shall take appropriate steps, prior to the
disbursement of any funds, to ensure the validity of the ap-
praisal, relative to the decision, has not been negated. Further.
whenever significant changes in plans and specifications occur
after a loan or investment decision has been made, the institu-
tion's management shall take appropriate steps to ensure its
financial position is appropriately protected. Typically, such
steps will invoive either having the original appraiser recertify his
value estimate after examining the final plans and specifications
for the project or a new appraisal will be obtained based on the
final plans ard specifications.

For the purposes of this paragraph, significant changes ir plans
and specifications are defined as those which directly affect the
value of the property, e.g., changes in the scope, character or
timing of the proposed improvements. ’

Contain a properly documented and supported estimate of the
highest and best use of the property appraised, which is consis-
tent with the definition of market value cited in this memoran-
dum. Such estimate must consider the effect on use and value of
the following factors: existing land use regulations, reasonably
probable modifications of such land use regulations, economic
demand, the physical adaptability of the property, neighborhood
trends, and the optimal usage of the property. In addition, the
appraisal must consider the effect on the property being ap-
praised of anticipated improvements as of the appraisal date.

In all appraisals, incuding those involving proposed construc-
tion, development or changes in use, the appraiser must specific-
ally address and consider in his analysis the anticipated economic
feasibility, as well as cite all significant market data utilized in d
veloping his/her conclusions. Such analyses must be presented i
sufficient detail to support the appraiser’s forecast of the prob-
able success and the conclusion of highest and best use of the
project.

In all instances where the appraiser relies on feasibility /mar-
ketability studies prepared by a third party to support his esti-




leral Home Loan Bank Board

15.

16.

17.

18.

19.

mate of highest and best use, he must:

a. Attest that such study has been thoroughly examined and that
he fully conrurs with its findings and conclusions, and;

b. Specificaily identify both the study examined as well as set
forth within the body of the appraisal, a summary of the sig-
nificant data, analyses and conclusions presented in the study.
Such summary must be presented in sufficient detail, so that
further reference to the study is unnecessary by a third-party
reader of the appraisal, and;

c. Have available for future examination by users of the ap-
praisal, a complete copy of the feasibility /marketability study
prepared by the third party.

Report the market value to a single purchaser as of the date of
completion for all properties, wherein a portion of the overall
real property rights or physical asset would typically be sold to
its ultimate users over some future time period. Valuations in-
volving such properties must fully reflect all appropriate deduc-
tions and discounts as well as the anticipated cash flows to be
derived from the disposition of the asset over time. Appropriate
deductions and discounts are considered to be those which reflect
all expenses associated with the disposition of the realty, as of the
date of completion, as well as the cost of capital and en-
trepreneurial profit.

For properties under construction, conversion or proposed,
report the market value of the subject property as of the date of
compietion, excepting those properties descriped in paragraph 15
immediarely above, where anticipated market conditions in-
dicate stabiiized occupancy is not likely as of the date of comple-
tion. Such valuations shall fully reflect the impact upon the “as if
compieted vaiuve” of all pertinent operating expenses as well as
the anricipared pattern of income during the absorz:ion period.
In addition. the vaiue estimate must reflect the impact of rental
and other concessions, including the costs associated with
preparing the improvement for occupancy by tenants.

Contain a summary of actual income and expenses experienced
by the subject property where it is an existing income or revenue
producing property. In addition, all such appraisals must contain
a complete reconciliation of all deviations projected by the ap-
praiser in his forecast of future financial performance from those
historically realized by the property.

Report the “as is” value of the subject property as of the date
when either the appraisal was prepared or when the property
was last inspected. The date of the “as is” value estimate should
be sufficiently current to reduce the likelihood of material
changes in the actual market conditions from those upon which
the loan or investment decision were predicated. In addition to
any other value estimates contained in an appraisal, the “as is”
value must be reported.

Consider and report the effect on value, if any, of the terms and
conditions of any agreement establishing a fractional interest or
estate, where the objective of the report is to estimate the value
of such fractional interest or estate. All such appraisals must
clearly demonstrate that the value of any fractional part or estate
has been evaluated by an analysis of appropriate market data.
Such analyses must recognize that it is generally considered
inappropriate to arrive at either the value of the whole or its
parts by simply summing the fractional interests or subdividing
the value of the whole into proportional parts.

All analyses involving fractional interests or estates, where the
combined value of all interests or estates is not reported, must
definitely establish with market evidence whether the terms and
conditions of the agreement creating the estates or fractional in-
terests reflects market rates and terms.

In addition to the above requirements, all analyses involving
fractional interests or estates must disclose whether the final
value estimate of such fractional interests or estates included

non-realty components, i.e., tenant or borrower’s credit quality,
other non-realty contractual arrangements, etc. Further, whenever
such value estimate includes non-realty components, the value
assignable to them must be specifically disclosed in the appraisal.

All appraisals, where there is a clear indication that the subject
property is encumbered by a lease instrument or legal limitations
upon its operation [e.g., when inspection reveals occupancy of
the property by tenants or the property is subject to rent control
statutes], must consider and report the impact of the terms of the
lease or such legal limitations upon the value of the estate being
appraised.

Appraisal Content

Prior to the approval of a loan or investment transaction, each ap-

praisal accepted by an institution must be prepared in writing and
contain sufficient information to enable the persons who receive or
rely on the report to understand it properly. Appraisals which fail to
set forth, in a clear and accurate manner, the analytical process
followed by the appraiser, in a fashion that will not be misleading to
the persons who receive or rely on the report, will be considered
unacceptable.

The content of each appraisal accepted by an institution shall
follow generally accepted and established appraisal practices, as
refiected in the standards of nationally recognized professional ap-
praisal organizations and as noted in the body of this memorandum.

1
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Specifically, each appraisal must:

. Be totally self-contained so that when read by any third party.
the appraiser’s logic, reasoning, judgment and analysis in arriv-
ing at a final conclusion indicate to the reader the reasonableness
of the market value reported.

. Identify via a legal description the reai estate being appraised.
. Identify the property rights be appraised.
. Describe all salient features of the properry being appraised.

. State that the purpose of the appraisal is to estimate market value
as defined in this memorandum.

. Set forth the effective date of the value conclusion(s) and the date
of the report.

7. Set forth all relevant data and the analytical process followed by

10.

the appraiser in arriving at the highest and best use conclusion.

. Set forth the appraisal procedures followed, the data considered,
and the reasoning that supports the analyses, opinicns, and con-
clusions arrived at by the appraiser. The analytical process
followed by the appraiser must be presented so that:

(ailt includes a complete explanation of all comparable data ad-
justments utilized in the analysis together with “appropriate
market support for each adjustment, and;

(bt contains descriptive information for all comparable data
presented with sufficient detail to demonstrate the transac-
tions were conducted under the terms and conditions of the
definition of value being estimated or have been adjusted to
meet such conditions; have a highest and best use equivalent
to the best use of the subject property, and; are physically and
economically comparable to the subject property.

. Set forth all assumptions and limiting conditions that affect the
analyses, opinions, and conclusions in the report; however, such
assumptions and limiting conditions must not result in either a
non-market value estimate or one so limited in scope that the
final product will not represent a complete appraisal, A sum-
mary of all such assumptions and limiting conditions must be
presented in one physical location within the appraisal.

Include a manually signed certification by the appraiser that is
similar in content to the following form:
¢ the statements of fact contained in this report are true and

correct.
(Continued on page 6)
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(From page 5)

¢ 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.

¢ I 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 from 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.

* | 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
did and which individuals did not make a personal inspection
of the appraised property.]

* no one provided significant professional assistance to the per-
son signing this report. {If there are exceptions, the name of
each individual providing significant professional assistance
must be stated. ]

Related Considerations

Appraisal reports prepared for the purpose of influencing in any
way the action of a Federal Home Loan Bank, the Federal Home
Loan Bank Board, a Federal Savings and Loan Association, any in-
stitution the accounts of which are insured by the FSLIC, any
member of the Federai Home Loan Bank System. or the Federal Sav-
ings and Loan Insurance Corporation are subject to the provisions of
Title 18, United States Code. [t is encumbent upon all appraisers to
diligently adhere to generally accepted professional appraisal stan-
dards of practice and the provisions and requirements of the Federal
Home Loan Bank Board's standards and reporting requirements
relating to the preparation of appraisal reports prepared for these
entities.

Francis M. Passarelli
Director [FHLBB|

Kinnard Writing R-41c Seminar

With the Federal Home Loan Bank Board's release of Memoran-
dum R-4lc, the Society is preparing an accompanying seminar.

Dr. William N. Kinnard, Jr.. SREA, the author of “R-41b and the
Appraiser,” will also be the author of the Society’s new R-41c offering.

The seminar should be available for chapter presentation by late
1986.

Pilot Presentation of R-41¢ 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
100, Tucson, AZ $5716; (602) 881-1700; sponsored by Tucson #116;
7 hours recertification credit.

Pilot Presentation of R-41¢c and the Appraiser, San Diego, Califor-
nia, Inter-Continental Hotel, November 20; Dr. William N. Kin-
nard, Jr., SREA, instructor. Contact: Don Knox/Janan Fussell, 4452
Park Blvd., #302, San Diego, CA 92116; (619) 295~1670; sponsored
by San Deigo #33: 7 hours recertification credit.
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HIGHEST AND BEST USE OF
: REAL ESTATE APPRAISAL TALENT
| SRA to contact the real estate
: Se Residentiai professionc:s,
‘ nior Residential Appraiser O 1800 951.5REA
! SRPA  for a free, nationai directory
ot gesignared members
Senor Real Property Appraiser i S S 246 2120)
SREA

the people who maae reg!

Senior Real Estate Analyst  estate gppraisal a prefession

THE SOCIETY OF REAL ESTATE APPRAISERS
645 North Michigan Avenue
Chicago. lllinois 60611
In Hlinois call: 312-346-7422)

!
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“Highest and Best Use,” one of the four magazine advertisements
which have been placed throughout the year to promote Society
members, will appear during the latter part of 1986 in the tollowing
publications: Corporate Real Estate. National Law Jourmal. Trial.
and Mortgage Banking.

During the last quarter of 1986, those who request copies of the
Directory of Designated Members will receive the 1987 issue, which
will be mailed in January. For those who need immediate informa-
tion, copies of local listings from the current directory are available.
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LETTER OF TRANSMITTAL

House oF REPRESENTATIVES,
Washington, DC, September 25, 1986.
Hon. THowmas P. O'NE, Jr., )
Speaker of the House of Representatives,

ashington, DC. )

Dear Mr. Speaxer: By direction of the Committee on Gov-
ernment Operations, I submit herewith thg co'mmxtbeeg forty-
eighth report to the 99th Congress. The committee’s report is based
on a study made by its Commerce, Consumer, and Monetary Af-
fairs Subcommittee,

Jack Brooxs, Chairman.
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IMPACT OF APPRAISAL PROBLEMS ON REAL ESTATE LEND-
ING, MORTGAGE INSURANCE, AND INVESTMENT IN THE
SECONDARY MARKET

SepreMerr 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 anest-
ment in the Secondary Market.” The chairman was directed to
transmit a copy to the Speaker of the House.

1. 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 Homs Loan Bank Board (FHLBB), Federal Deposit Insurance tion
(FDIC), Comptroller of the Currency (OCC), Federal Reserve Board (Fed), and the National
Credit Union Administration (NCUA).
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crucial role in their gradual weakening and ultimate collapse.? The
disturbing pattern of appraisal abuses identified in these investiga-
tions and their negative impact on the affected institutions prompt-
ed a separate inquiry into these problems, the results of which are
the subject of this report.

The report examines the impact of faulty and fraudulent ap-
praisals on the real estate loans of federally insured financial insti-
tutions; on residential loans guaranteed by the Veterans Adminis-
tration (VA) and Federal Housing Administration (FHA); on the
purchase of mortgages by the Federal National Mortgage Associa-
tion (Fannie Mae) and Federal Home Loan Mortgage Corporation
(Freddie Mac); and, on the mortgage insurance industry and mort-
gage-backed securities markets. It is based on an extensive hearing
record, analysis of thousands of pages of documents, and interviews
with knowledgeable public and private sector sources.

The report seeks to answer a number of questions posed by sub-
committee chairman, Congressman Doug Barnard, Jr., in his open-
ing remarks at the December 1985 hearings on the appraisal issue,
as follows:

How extensive are appraisal abuses and how much of a role
do they play in creating financial losses and other adverse con-
sequences in the real estate and financial markets? Are false
and fraudulent appraisals merely incidental to these adverse
consequences or are they central?

Have the Federal agency and private sector responses to
abusive appraisal practices been adequate?

What percentage of defective appraisals are due merely to
incompetency and what percentage to the deliberate actions of
the appraiser?

If abusive appraisal practices have a significant negative
impact on real estate financing and investment, what specific
actions should be taken to address the problem?

II. BACKGROUND

Real estate appraisals have become an intrinsic part of the mort-
gage loan underwriting process, beginning with the 1930’s when
the Great Depression exposed the virtual non-existence of property
valuation standards and methods within the residential and cora-
mercial real estate markets. In the wake of the stock market col-
lapse of 1929, tens of thousands of home owners faced foreclosure
and operating costs far exceeded income for office and apartment

* In the respective reporta, “Federal 8u and Failure of the United American Bank in
Knoxville, Tenn., and Affiliated Banks,” H. Re No. 93-573, November 18, 1983 and “Federal
Home loan Bank Board Supervision and Failure of Empire Savings and Loan Association of
Mesquite, Tex " H. Report 88-9563, August 6, 1384, the subcommiltes recommended that the
FHLBB and FDIC ", . . give serious conaideration to systematically seeking civil lisbility recov.
eries from real estate appraisers when appraisals prove to be the result of improper influence or
filure o adhcre 1o adequate professional appraisal standusds. Moreover, . . . jthe ) should
widely publicize . . . [their) intent to seek civil Iinbilit‘[;ecovcriu from appraissrs.” [n the re-
ports, additions! recommendations were made urging: FDIC examiners and supervisory person.
vel to carefully monitor insider lendi , including the verificution of collateral and detection of
excewive apyiraisule; and, that in FHLBB institutions where a isala have been found to be a
problem, a specific officer be designuted to certify in writing that nppuiu’{:pom satisly ap-

propriute regulatgs -eyuirements. While the FIILBB, for the most rn, rew effec-
tively to the o lations addressed to it (sce, Heurings, pp. 793-194), the FDIC, in general,
doc again sction along the lines suggested.
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buildings, causing the Federal Government, the financial communi-
ty, and real estate industry to develop new lending institutions and
procedures to correct the abuses and inadequacies identified. A
critically important part of these govemmrntal and private sector
efforts was a requirement that mortgage loan applications hence-
forth include an estimate of property value based on some type of
standard methodology. With this and other new requirements serv-
ing as the point of departure, real estate appraisal practices and
procedures have undergone continuous development and refine-
ment over the ensuing half-century, culminating in the compara-
tively sophisticated system of concepts and methods utilized in con-
temporary mortgage lending activities.

For the purpose of this report, a real estate appraisal is defined
as those methods, procedures, and documents which, collectively,
lead to and support an estimate of the market value of the collater-
al securing a mortgage loan or investment. In the event of a de-
fault, the collateral’'s market value is what stands between the
lender or investor and a loss. If performed competently and honest-
ly, an appraisal is conducted independently of the other parties—
borrower, lender, broker, et al.—who have a vested interest in a
loan transaction’s completion. In this respect, only the appraiser is
considered to be neutral and only the appraiser is responsible for
certifying the value estimate,

The aflpraisal function is neither entirely an art nor wholly sci-
entific. It consists of a dynamic blend of subjective judgment and
objective methodology, depending on the assignment involved.
However, notwithstanding the inherent aubfilectivity involved, objec-
tive appraisal approaches and techniques have reached a state of
development and sophistication that affords considerable accuracy
in determining value estimates, )

The real estate appraisal serves a variety of purposes, which
affect investment choices, insurance decisions, and regulatory ac-
tivities, in addition to the primary area of loan origination.3 In the
case of lending institution officials, it provides market-information
and other critically important data to support sound underwriting
decisions on risk exposure, loan-to-value ratios, and maximum loan
amounts. The apgraisal also serves as an essential part of the proc-
esa by which public (e.g., VA and FHA) and private sector mort-
gage insurers attempt to assure themselves of an acceptable risk of
loss. Similarly, and particularly in recent years that have seen tre-
mendous growth in the secondarir. mortgage market and in the sale
of mortgage-backed securities, the aprraisal serves as one of the
principal means by which individual investors and institutions
(eg., Fpannie Mae, Freddie Mac, and thrifts) evaluate the quality of
the loans they purchase. Finally, the appraisal serves as an impor-
tant tool used by Federal and State regulators who supervise the
Nation’s financial institutions, to monitor loan portfolio quality

* The rols of the appraisal axtends further into peopla’s everyday lives than ia commonly real-
ized. For instance, appraisals ars used by assessors to assist them in calculating property tax
billa. Government agencies outside of those discussed in this report, such as the Internal
nue Service and the U1.8. Department of Transportation, use appraisals in various ways; ¢g. @0
settle eatate disputes and those involving eminent domain. Appraisals aleo frequently serve ss o

means by which parties to a civil proceeding, such ss a divorce, can arﬁ‘n %u’?!

property settlement.



both in terms of the institutions’ overall soundness and the poten-
m::d;isk exposure to State andl Federal (FDIC and FSLIC) insurance
funds.

In short, accurate and reliable appraisals have come to serve new
and increasingly important functions. They are essential, not only
in the loan origination context, but in the broader realm of the
public’s perception of and confidence in the Nation's real estate fi-
nance and mortgage insurance and investment industries.

I11. FinpINGs AND CONCLUSIONS

A. SUMMARY

Faulty and fraudulent real estate appraisals have become an in-
creasingly serious national problem. Their harmful effects are
widespread, pervasive, and costly. They have seriously damaged
and contributed directly to the insolvency of hundreds of the Na-
tion’s financial institutions and have helped cause billions of dol-
lars in losses to lenders, private mortgage insurers, investors, and
Federal insurance funds. Responsibility for this problem rests with
those who perform appraisals or base lending and related mortgage
insurance/investment decisions on appraisals they know or should
have known were improper or inaccurate. Equally culpable are the
Federal agencies that regulate or oversee lending and mortgage in-
surance/investment activities and programs. The nature and
extent of the appraisal problem suggest that for meaningful
changes to occur, a broad array of corrective measures will have to
be developed and instituted by Federal regulatory authorities, the

apt;;raisal industry, and real estate finance and investment inter-
ests.

B. NATURE AND EXTENT OF THE PROBLEM

1. Savings and loans:

Hund of savings and loans chartered by the FHLBB or in-
sured by the FSLIC have been severely weakened or declared insol-
vent because faulty and fraudulent real estate appraisals provided
documentation for loans larger than justified by the collateral’s
real value. Corresponding losses to the financial institutions and
the FSLIC have been in the hundreds of millions of dollars.

a. Between January 1983 and mid-October 1985, the real estate
loan portfolios of more than 800, or 25 reent, of the approximate-
ly 8,200 federally insured thrifts were found to have significant ap-
praisal deficiencies. In more than 300 of these institutions, apprais-
al-related problems contributed significantly to their being placed
in problem status or declared insolvent. The problem appraisals
found in these 800-plus associations overvalued the collateral secur-
ing real estate loans by an aggregate of $3 billion. In 70 percent of
these associations’ loans, the reappraised value of the collateral
Property was significantly less than the market value cited in the
original appraisal.

b. During the same 1983-1985 period, more than half of the
FHLBRB's 115 cease-and-desist, removal and prohibition orders in-
volved serious appraisal problems. A “very substantial number” of

; o

270 separate supervisory agreements also addressed appraisal prob-
lems in these associations.

c. Two thrifts studied in-depth by the subcommittee—the Sunrise
Savings and Loan Association of Florida and the Community Saw-
ings and Loan of Maryland—were found to have failed in large
part due to major appraisal problems and abuses, with resultant
apgraisal-nelated losses estimated at more than $300 million.

. Banks and credit unions:

Significant appraisal groblems have also plagued large numbers
of commercial banks and credit unions regulated and/or insured by
the FDIC, OCC, Federal Reserve, and NCUA. Appraisal abuses and
deficiencies have, in varying degrees, contributed to hundreds of
millions of dollars in losses, hundreds of weakened and/or failed in-
stitutions, and hundreds of enforcement actions.

a. Of the hundreds of enforcement actions taken by the Federal
Reserve between January 1983 and mid-November 1985 against
State member banks and bank holding companies, many involved
the institutions’ failure to obtain adequate appraisals or to obtain
and maintain in their files supporting loan documentation, includ-
ing appraisals. In at least two instances, Fed-supervised institutions
became insolvent or were liquidated because of circumstances in
which fraudulent appraisals played a significant role.

b. (i) In connection with its examination responsibilities regard-
ing open banks and its insurance role as receiver for closed banks,
the FDIC found evidence of faulty or fraudulent appraisals in 30
institutions between January 1983 and November 1985. Criminal
referrals and/or civil enforcement actions against the institutions
involved were made in all 30 cases.

(ii) Pursuant to its involvement in the effort to rescue the failin
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 21 largest properties to-
taled $184.4 million—a 64 percent decline from their originally ap-
praised value of $518.4 million. Of the 10 real estate appraisals in
this portfolio expressly examined by the FDIC at.the subcommit-
tee’s request, the FDIC found extensive, serious deficiencies in all
10; which, in part, accounts for FDIC's projected $200 million loss
from these problem loans.

¢. In recent years, the OCC has taken many enforcement actions
against institutions it regulates—formal agreements and cease-and-
desist orders, as well as informal memorandums of understand-
ing-—designed to address significant deficiencies in underwriting
practices, . including appraisals. At least three major OCCsuper-
vised institutions, the Bank of America, Wells Fargo Bank, and
Continental Illinois National Bank and Trust Company, have expe-
rienced combined appraisal-related losses from real estate loans or
mortgage-backed securities that are expected to exceed $300 mil-
lion. (see 2-b(ii), above and 5-b, below)

d. According to the NCUA, appraisal problems—inflated proper-
ty values due to self-dealing and the failure to obtain adequate ap-

raisals from a qualified appraiser—in connection with real estate

oans have become a cause for serious concern. The NCUA reports
that such abuses have been linked directly to losses of $1.2 million
in two insured credit unions, both of which ultimately failed.

wHo
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3. VA, FHA, and private morigage insurers:

Public and private sector mortgage insurers have suffered major
losses attributable to problem appraisals and poor appraiser per-
formance:

a. Estimates suggest that from 10 percent to as much as 40 per-
cent of the VA's $420 million loan guaranty program loss for FY
1985 was caused by inaccurate or dishonest appraisals and internal
appraisal-related administrative deficiencies. According to the VA's
Inspector General, between 1981 and 1984 original home loan guar-
anty program appraisals l'rmuently overvalued properties, result-
ing in higher claim logses and increased veteran indebtedness. The
IG also found major deficiencies in the performance of VA-ap-
proved ap‘pragsers and home loan guaranty program officials re-
sponsible for important appraisal-related functions. In FY 1985, for
example, about 10 percent of the VA's approved appraisers were
suspended or removed. Also, a nationwide series of major swindles
perpetrated against the FHA involved VA appraisers and appraisal
o e 1985, the FHA

b. In : 's mortgage insurance ram lost more
than $200 million, attributable to a number ofp;:cgtors. including
faulty and fraudulent appraisais. For the past several ears, the
FHA has been victimized by a continuing series of K-audulent
schemes, which relied on falsified and highly inflated appraisal
documents. Investigations regarding these schemes are in varying
stages of pr in at least six cities nationwide, with possible
losses of millions of dollars. HUD's Ins r General has found
problems both in the l;\(;‘?rformam:e of FHA appraisers and the re-
sﬁonse of responsible FHA officials to appraisal abuses. In FY 1985,
the FHA instituted 1,200 disciplinary actions involving its pool of
. 5,000 approved appraisers. Eight hundred of these actions consisted
of warnings, while the remainder were more severe measures that
resulted in temporary suspensions and denials of appraiser partici-
pation or recertification.

c. At least 10-16 percent of the $1.8 billion in losses experienced
by rnvate mo e insurers in 1984 and 1985 can be attributed to
faulty and frau lulent apmisah performed in connection with the
mortgages they insured. rivate mortgage insurers have found ap-
g‘ranaer Incompetence, negligence, and misconduct to be widespread.
For example, a r insurer’s review of 300 defaulted loans it had
ingured disclosed that 40 percent of the appraisals were defective.
In accordance with such findings, the private mortgage insurance
companies have declared hundreds of appraisers to be unacceptable
and have placed some 200 appraisal companies on “watch gisu.”
(see H5-a, below)

4. Fannie Mae and Freddie Mac:

Government-chart_ered. private sector corporations that package
and sell mortgages in secondary markets have experienced signifi-
cant appraisal problems and/or associated losses:

a. Appraisal abuses and deficiencies constitute about 10 percent
of all the significant findings developed under Fannie Mae's post-
purchase review system. As a result, for example, between July
1984 and September 1985, Fannie Mae undertook more than 400
severe pengltv actions against lenders because of appraisal prob-
lems in n with real estate loans it had purchased from
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them. Approximately half of these actions required the lender to
repurchase the mortgages in question. During the same period,
Fannie Mae sold 4,307 properties acquired as a result of default,
the aggregate sales price of which was $63.2 million less than their
original appraised value—an average loss in value of 22 percent.
(see also 5-b, below)

b. Between January 1984 and November 1985, Freddie Mac re-
quired 70 participating lenders to repurchase slightly more than
300 mortgages (about one-fifth of the total number of repurchases)
for unacceptable, inadequate, or missing appraisals. The estimated
(li_ollar value of these appraisal-related repurchases was $15.2 mil-

ion. v

5. Mortgage-backed securities:

The fast-growing markets for mortgage-backed securities not
guaranteed by an agency of the Federal Government, and for mort-
gage loan participations by out-of-area institutions, are extremely
vulnerable to appraisal abuses. This was evidenced by two cases
studied by the su mittee where hundreds of millions of dollars
were lost as a result of schemes in which fraudulent or groasly in-
flated appraisals played a key role:

a. The recent collapse of the Equity Programs Investment Corpo-
ration (EPIC) is attributable in part to endemic appruisal abuses,
wherein investment properties were systematically overvalued
at least 25 percent of the actual market value. About $1.4 billion of
EPIC mortgages were packaged and sold to scores of FSLIC-insured
thrifts, FDIC-insured E:nks. and other investors, such as Fannie
Mae and Salomon Bros. The financial institutions and other inves
tors face poesible aggregate losses in the hundreds of millions of
dollars. In addition, as a direct result of its involvement in insuring
EPIC mortgages, one leading private mortgage insurance company
(TICOR) has been placed under State conservatorship. The collec-
tive loss exposure of this private mortgage insurance company and
two other major ones similarly involved with EPIC is nearly $350
million. Moreover, as a result of its affiliation with EPIC, a thrift
insured by the State of Maryland, the Community Savings and
Loan, was declared insolvent, with attendant appraisal-related
loases eatimated at about $100 million. .

b. Highly inflated and fraudulent appraisals played an essential
l)art in an intricate scheme that resulted in losses of some $95 mil-

ion to the Bank of America, which (along with the Wells Fargo
Bank) served as trustee/escrow agent for mortgage-backed securi-
ties that were packaged by the National Mortgage Equity Corpora-
tion (NMEC) and sold to 21 federally insured savings and loans in
the Northeast and Middle West. If the Bank of America had not
assumed liability, six of the investor thrifts would have found
themselves in a negative net worth position and others could have
been classified as problem inatitutionsr:g the FHLBB. At least an-
other 27 banks and thrifts have suffered significant losses because
of similar faulty or fraudulent appraisals performed in connection
with NMEC activities.

C. SOURCES AND CAUSEKS OF THE PROBLEM

6. The appraisal industry: ‘79
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a. Appraiser ineptitude, negligence, and misconduct are wide-
spread. Of greatest concern is “client advocacy appraising,” where-
in large pumbers of appraisers willingly agree, or otherwise suc-
cumb, to pressure brought to bear by lenders, borrowers, and
others involved in the loan origination and underwriting process.
Essentially, in exchange for an implicit or explicit promise of
future business, so-called "“advocacy appraisers” rovide the num-
bers needed “to make the deal work,” instead of the independent
value estirnate they are supposed to furnish.

b. The real estate appraisal industry is fragmented and its mem-
bers are not generally subject to effective discipline. Only about
one-third of the estimated 150,000 to 250,000 appraisers are affili-
ated with a highly regarded professional trade organization. How-
ever, even those organizations are not able to successfully disci-
pline their members, as indicated by 1983-1985 data furnished by
four of the largest ones with a combined membership of about
40,000. These data show that out of some 1,600 complaints against
appraisers screened and submitted for further consideration, just
48 resulted in suspension or expulsion and another 125 resulted in
lesser sanctions such as admonishment or censure.

1. Lenders:

a. Alarming numbers of lending institution officials regard ap-
praisals as an obstacle to be overcome or a rubberstamp necessary
in order to make a real estate loan under consideration. Loan offi-

_cers are particularly suspect in this regard, since they are typically
under explicit ‘s)reasure to book as many loans as poesible.

b. Many lending institution officers, directors, and managers are
demonstrably more interested in up-front fees and other tangible
benefits accruing from a completed loan transaction, than they are
with being assured that their institution’s risk exposure is mini-
mized by an accurate assessment of the actual market value of the
loan’s underlying collateral.

c. Most lending institutions have no or little appraisal review ca-

bility and, in many cases where such capability does exist, it is
argely suspect because it is housed in or passes through officials
and departments with a vested interest in seeing a loan transaction
through to completion.

8. Federal bank reéulatory agencies:

a. Among all the Federal banking agencies, only the FHLBB has
a highly developed and comprehensive system regarding appraisal
policies, practices and procedures. This system includes detailed
guidelines for how appraisals are to be performed (Memorandum
#R-41b), thorough procedures for reviewing appraisals, and
FHLBB staff appraisers in all district offices.

b. The Fed, OCC, FDIC, and NCUA have some appraisal-related

policies and procedures, but there is little consistency among them
and glarin% omissions or gaps exist in key areas. For example,
while the FHLBB, Fed, and NCUA require their examiners to
"verify the existence, accuracy, and adequacy of appraisals as they
review real estate loans during regular examinations, neither the
OCC nor FDIC have such requirements. Only the FHLBB and OCC
require their examiners to undergo training that focuses specifical-
lsx on appraisals and how to verify their accuracy and adequacy.

imilarly, whi“e FHLBB and Fed require an appraisal for each
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real estate loan, neither the FDIC, OCC, nor NCUA have such a
requirement. Furthermore, while the Fed and OCC may direct
member banks to establish internal procedures regarding an ap-
praisal program, no specific guidance is provided as to how that
program should be structured and operated by the institution, or
monitored by agency examiners.

c. As a matter of supervisory outlook, the FDIC and OCC place
major emphasis on a borrower’s apparent creditworthiness, and
little emphasis on the value of loan collateral as established by an
appraiser. However, in the face of significant, continuing real
estate loan losses, borrower insolvencies and appraisal abuses oc-
curring within the institutions they supervise, the FDIC/OCC atti-
tude toward appraisals is at best naive and at worst irresponsible.
There is evidence that because bankers, borrowers, and appraisers
know of the FDIC/OCC’s minimal concern regarding careful review
of appraisal accuracy and adequacy during regular examinations,
some commercial real estate borrowers have begun to move their
business to banks, away from thrifts and their stricter appraisal re-
quirements.

d. None of the bank regulatory agencies have conducted studies
specifically directed at appraisal problems and their effects on the
institutions they supervise. Nor, with the exception of the FHLBB,
do any of them regularly and systematically collect appraisal-relat-
ed data—either in connection with ongoing examination and super-
visory functions or regarding insolvent institutions and any attend-
ant hiquidation of the latter's assets. It is not surprising, t{erefore.
that the Fed, FDIC, OCC, and NCUA have been and remain essen-
tially uninformed about the extent and consequences of existing
appraisal defects and abuses.

e. None of the bank regulatory agencies have adequate policies
and procedures regarding the quality and control of appraisals per-
formed in connection with out-of-area or interstate real estate loan
participations, mortgage-backed securities, and other types of mort-
gage-related investments. Such participations and purchases have
proliferated in the present deregulated banking environment, re-
sulting in enormous consequent appraisal-related losses and other
major adverse effects.

f. None of the bank regulatory agencies have specific require-
ments covering the qualiﬁcations—eﬁucation, training, experience,
and character references—needed to perform an appraisal on loans
underwritten or owned by a supervised institution.

g. The bank regulatory agencies as a rule do not coordinate or
share information on problem appraisers with institutions under
their respective jurisdictions, among themselves at the superviaorx
level, with other interested Government agencies such as the V.
and FHA, and/or with appraisal industry organizations. Such fail-
ure to share information helps to explain, in part, how a certain
appraiser—who Federal officials described as having wrought
havoc up and down the East Coast for years—can still be perform-
ing appraisals for federally insured thrifts and FDIC-insured, OCC-
sugervised banks.

. The bank regulatory agencies have been deficient in taking ac-
tions—e.g., cease-and-desist orders, civil suits, or criminal refer-
rals—against individual problem appraisers, either they

f)
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don’t have sufficient authority or because they choose not to exer-
cise the authority they do possess.

i. The subcommittee’s investigation regarding the Bank of Amer-
ica, Continental Illinois Bank, and Sunrise Savings and Loan em-
phatically show how responsible regulatory agencies have been un-
aware of serious appraisal problems or have failed to adequately
respond to such problems even in cases where they were known to
exist:

() In the Sung'ige case, more than 2% years elapsed before the
FHLBB took decisive enforcement action in response to serious ap-
praisal problems in a number of the association’s major commer-
cial real estate Iqans. initially found in 1982 by its examiners. In
the interim, Sunrise’s assets grew at an astounging rate, e.g., from
$88 million in August 1982 to $1 billion in May 1984—fueled in
large part by the same kind of commercial real estate loans al-
- ready identified as being highly likely to involve major appraisal

deficiencies. The FHLBB's delay in responding decisively to this as-
sociation’s major .appraisal problems helped to assure its collapse
?nd increase the losses from appraisal-tainted nonperforming
oans.

(2) The OCC, per its regulation of national banks, failed to discov-
er the major appraisal abuses that were present in the Continental
lllin‘gixla Bank's 23.3 billion (as of Deeemger 1983) real estate loan
portfolio.

(3) Similarly, the OCC failed to discover the fraudulently a
praised mortgage-backed securities (amounting to $134 million) sold
to investors by the National Mortagage uity Corporation and
backed by the Bank of America and Wells Fargo Bank. The OCC
was unaware of this activity, which had begun in 1982, until late in
1984. Indeed, it appears that it was only by virtue of a complaint
from an affected savings and loan association that the OCC finall
learned of the major problem the Bank of America was facing witg
regard to these mortgage-backed securities.

9, Government and private mortgage insurers and secondary
markel institutions:

a. The VA, FHA, Fannie Mae, Freddie Mac, and private mort-
gage insurers are inadequately informed about the nature, extent,
and impact of appraisal problems in their respective areas of activi-
ty, since none regularly or systematically collect detailed apprais-
al/.appralser-relate.d data. Nor, with a few exceptions among the
private mortgage insurance companies, have any formal or infor-
mal studies been conducted of the relationship between faulty and
fraudulent appraisals and losses experienced.

b.. Slgmﬁgant and widespread problems have resulted from the
VA’s appraisal-related policies and procedures, especially the fail-
ure on the part of responsible officials to effectively monitor and
supervise appraiser performance and review the adequacy of their

‘ The FDIC cunnot escape responsibility for lax enforcement regarding appraisals. For i
stance, in connoction with the oubcommlylue'. recent investi nl‘:g of '(lgo nited Ameo:w'nl:

'B’::-l: n':fa:f.mf."f-' ™, it way determined that the FDIC failed o take decisive action against

" afe & banking practices. Included among the iatte
:‘0“““'“!0“" Pultern of questionable real estate loans involvin:emiuin(. outdated, and/or :n‘:'l.a?
sppraale. aminers re, h mujor apgraisal deficiencies in each of the regular

g
through 1882. Sce, sluo, footnote 45, p. 23,

...m....m.. ‘. s
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appraisal findings. VA field reviews are not performed as frequent-
ly or thoroughly as required; e.g., VA staff reviewed none of the

a?ﬁ)raisals tied to the fraudulent schemes perpetrated against
the FHA in Camden, NJ, in the early 1980's. Furthermore, in
many cases where field reviews or other sources disclosed unsatis-
factory performance, the VA disciplined the implicated appraiser
either insufficiently or not at all.

c. Despite the FHA's repeated failure to respond forthrightly to
subcommittee requests for data showing the nature and extent of
appraisal problems affecting its mortgage insurance activities,
there is strong evidence that such abuses and deficiencies are
major and widespread. For instance, the series of schemes involv-
ing the fraudulant use of VA appraisal documentation to obtain
FHA mortgage insurance—the extent of which was either un-
known to or concealed by FHA officials when they testified before
the subcommittee—clearly demonstrate how easily their appraisal-
related internal controls can be circumvented. Similarly, HUD's In-
spector General recently reported that FHA field office personnel
failed to adequately discipline appraisers with records of blatantly
poor performance and that they inadequately monitored and re-
viewed Coinsurance Program appraisal activities. The latter has re-
sulted in overvalued properties and correspondingly increased risks
of claims losses. '

d. Neither Fannie Mae nor Freddie Mac assert direct authority
over appraisals and appraisers but, instead, place all such responsi-
bility with the lender. They maintain that lenders have sufficient
incentive to be observant because of Fannie Mae/Freddie Mac in-
ternal controls—including spot checks and field reviews—and war-
ranty provisions that can require the lender to repurchase a faulty
loan. Such procedures, however, are wholly ineffective in cases
where a Iemrer no longer has the financial capacity to repurchase a
faulty loan. (The latter is precisely the predicament presently
facing Fannie Mae in conjunction with its purchase of more than
$100 million of questionable loans from the failed Equity Programs
Investment Corporation.)

e. In recent years, virtually all private mortgage insurers (PMls)
have failed in varying degrees to effectively control appraisal qual-
ity, both in terms of their underwriting procedures and post-trans-
action review requirements. The failure of the Equity Programs In-
vestment Corporation, in which several PMIs face potential aggre-
gate claims of between $300 and $400 million, amply demonstrates
and underscores this pattern of lapees in appraisaly quality assur-
ance.

10. State authority over appraisers:

a. Only 12 States have appraiser-related licensing or certification
procedures. Moreover, even among these 12, their procedures fail to
address appraiser qualification and performance standards, in
large part, use they are typically included among statutes fo-

cusing on the sale of real estate and are under the jurisdiction of a
real estate commission.

. b. In many States, such as Texas, appraisal quality and accurac
. are adversely affected by sparse, non-existent, or not readily avall -
ample,

able real estate sales and loan origination data. T}

can make it difficult to obtain timely informatior. para-
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ples”—a critically important feature of t.!\e appraisal process in
which sales and other relevant data regarding .recent.ly sold proper-
ties similar to and nearby the one being appraised are used to help
establish the latter's comparative worth. Accordingly, appraisers in
such States often are forced to rely on inadequate mformatnop and/
or parties who, in some cases, stand to benefit by passing on incom-
plete or inaccurate data.

1V. RECOMMENDATIONS

A. INTRODUCTION

During or in response to the subcommittee’s investigation: a
number of promising actions were initiated or completed regarding
the various appraisal problems outlined above. Prior to the investi-
gation’s start, the VA, FHA, Fannie Mae, and Fl:eddie Mac ggreed
to develop a common appraisal form, which is likely to be in full
use by early 1987. The VA, FHA, Fannie Mae, and the private
mortgage insurance companies have lately tightened their apprais-
al-related underwriting procedures and monitoring requirements.
The FHLBB has developed a successor to its Memorandum #R-41b
that establishes expanded and more definitive procedures regard-
ing appropriate appraisal practices. Also, an OCC, FDIC, Federal
Reserve interagency group developed guidelines—which include in-
formation on appraisal approaches and analytical assumptions—to
be used by their examiners in reviewing and classifying troubled
real estate loans.

Directly in response to the subcommittee’s investigative efforts,
Fannie Mae and Freddie Mac adopted a stricter definition of
market value; requiring that an appraisal performed on a loan
they subsequently purchase reflect the property’s value exclusive
of creative financing, sales concessions or other gimmicks. In addi-
tion, the FHLBB has recently submitted a legislative package to
the Congress, parts of which seek to add real estate appraisers to
the categories of individuals against whom major enforcement ac-
tions can be brought.* Relatedly, after being informed by subcom-
mittee staff that Freddie Mac had liberalized its appraisal require-
ments for originator refinanced home mortgages, the FHLBB for-
mally advised its supervisory agents that Freddie Mac's action
should in no way alffect existing FHLBB insurance regulations that
require an appraisal of the security property’s contemporary
market value. Lastly, leading professional appraisal trade groups
have begun to work together to develop uniform appraisal stand-
ards and legislative proposals aimed at fleshing out the concept of
a self-regulatory system for the appraisal industry.

The above actions constitute positive steps in the right direction.
However, as indicated in the recommendations that follow, a great
deal remains to done.

roduced on June 11, 1986, by Chairman St Germain of the Committee on
Bunking, Fin

* Thia packege became the “Savings Inatitutions Supervisory Amendments of 1986, H.R.
4998, which
Urban Affairs.
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B. RECOMMENDATIONS

1. Banking agency authority over appraisers:

Congress should provide the bank regulatory agencies with ex-
press authority to directly discipline appraisers who have willfully
or through gross negligence misrepresented the value of real pro
erty serving as collateral for a loan made by a federally insured fi-
nancial institution. Such discipline should include temporary sus-
pensions or prohibitions from submitting future appraisals to any
federally insured financial institution and/or civil penalties.®

2. Banking agency regulation of appraisals:

a. To reduce the damaging consequences of inconsistent regula-
tory approaches to and implementation of appraisal policies and
procedures, the FHLBB, O(gC, FDIC, Federal Reserve, and NCUA
should establish uniform requirements regarding appraisals. Such
regulations and procedures should include at least the following:

(i) an appraisal for every proposed real estate loan;

(ii) random, but routine, examiner review of appraisal accu-
racy and overall adequacy during regular examinatiaons of real
estate loan portfolio assets, and intensive review, when real
estate loans enter “problem” or “classified” status;

(iii) examiner training regarding (1) the components of a
good appraisal in order to review them effectively, and (2) in-
ternal institutional policies and procedures governing apprais-
als and appraisers;

(iv) assignment of qualified stafl appraisers to regional or
district offices and, in conjunction with such assignments, the
establishment of comprehensive appraisal review policies and
procedures; '

(v) development and dissemination of appraisal guidelines
utilizing the FHLBB's Memorandum #R-41b, as a model;

(vi) a prohibition against the use of an appraisal provided by
the borrower unless a separate independent appraisal of the
same property is performed at the lender’s direction; and,

(vii) a requirement that a financial institution’s policies and
internal controls be especially strengthened for appraisals in-
volving out-of-area real estate loans, loan participations, or
purchases of mortgage-backed securities (MBS). Specifically,
the banking agencies should require that financial institutions
involved in such out-of-area activity: secure complete records of
underwriting documents, including appraisals; inspect the
properties securing such loans and MBS, individually, or joint-
ly with other investing institutions; or, order independent in-
spections from knowledgeable, reputable appraisers in the lo-
cality concerned. Agency examiners should monitor compliance
with such requirements during regular examinations.

3. Lender accountability: .

a. The supervisory activities of the Federal banking agencies
should place a substantially increased emphasis on the appraisal
process in connection with real estate lending by institutions under
their jurisdiction.

7 8 2 * Subcommittee Chairman Doug Barnard, Jr., has introduced legialation, EaR 4956 (99th Con-
. ), which containa such authorizing provisions.
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b. The FHLBB, OCC, FDIC, Federal Reserve, and NCUA should
promulgate regulations (or seek additional statutory authority to
do s0, if necessary) to give them direct supervisory authority over
the accuracy and overall adequacy of appraisals.” This effort
should specifically address the actions of a supervised institution's
directors, officers, and other relevant personnel or agents, includ-
ing in-house, affiliated company, and retained independent fee ap-

aigers.
prc. In connection with this accountability effort, bank regulatory
agency officials should specifically:

(i) add appraisers to the categories of individuals against
whom enforcement actions, e.g., cease-and-desist and prohibi-
tion and removal orders, can be brought;

(i) require that loan officers or others responsible for under-
writing decisions within financial institutions undergo training
regarding appraisals and attendant regulatory requirements;

(iii) develop a new form, as a requisite part of the final loan
documentation package, on which a loan officer would ‘certif;
that the appraisal had been reviewed and complied with appli-
cable Government regulations; and,

(iv) develop appropriate sanctions or penalties for violations
of the foregoing measures.

d. Officers and directors of financial institutions involved in real
estate lending should initiate or improve already existing internal
control and review systems to assure appraisal (tl:lity. In order to
be maximally effective, any such system must be separated from
the institution’s loan development and underwriting operations
and have direct access to and support from the highest levels of
management. .

4. Public/private sector coordination of appraiser certification and
review:

a. A coordinated, concerted effort should be undertaken to estab-
lish a national, industry self-regulated appraiser certification and
review system, to which all real estate appraisers would be sub-
ject.® At a minimum, such a system must include:

Uniform professional appraisal standards;

Appraiser qualification/certification requirements—educa-
tion, experience, and testing;

Stringent recertification procedures, including mandatory
review of the appraiser’s work product;

Appraiser performance and review criteria; and,

d Disciplinary principles and corresponding enforcement proce-
urea,

b. ‘To accomplish this end, a joint public/private sector task force
should be constituted, consisting of, but not necessarily limited to,
representatives of: the Federal bank regulatory agencies, VA, FHA,

"rr,u recommendation slso appliss to any individual or concern not dirsctly supervised by
uny Federal bank reguls agency that is, nenethelves, involved in originuting res) eelute
Two mujor pe fall into this cntegory—morlr?c bankers and morigage ars. The

¥

activitics of both of these groups full under the Federul Trade Commission’s general jurisdiction
and, “M;. cunuideration of thie tion’s pravisione as they pertain te { " od
dremsey “ission.

* Thiy 1 be patlerned after those developed for the accounting profession (the Fi-
nanclal Stundards Doard), securitiew deulers ithe National Associstion of Securities
Denlers, brokers/traders (the National Futures Amssociation).
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and the Federal Trade Commission; financial institution trade asso-
ciations, secondary mortgage market organizations, and private
morigage insurance companies; and, appraisal industry groups.
This task force should build on and/or pessibly be merged with the
effort already initiated by leading appraisal industry organizations.

5. Appraisal policies and procedures of government insurers and
secondary markel institutions:

a. The VA and FHA should jointly establish procedures to pro-
tect against fraud in FHA's single-family insurance program in-
volving the misuse of VA appraisal documentation.

b. The VA and FHA shou‘:l act to correct ongoing deficiencies in
their agencies’ existing appraisal review and appraiser monitoring
procedures, addressing:

(i) unwarrantef and/or improperly documented increases in
appraisal value estimates;

(ii) failure to remove or otherwise adequately discipline ap-
praisers for cause; and,

(iii) failure to conduct required reviews of appraisal reports
and appraiser performance.

¢. The VA and HUD Inspectors General should closely monitor
the effectiveness of corrective measures instituted. Furthermore,
the committee questions whether the full extent of appraisal defi-
ciencies and abuses affecting the FHA's mortgage insurance pro-
grams has been completely revealed and, therefore, recommends
that HUD's Inspector General undertake a full-scale review of this
situation similar to the one recently completed by the VA’s Office
of Inspector General.

d. To address weaknesses in their appraisal policies and proce-
dures, Fannie Mae and Freddie Mac should consider reducing their
complete reliance on lenders to be responsible for appraisal quality
and appraiser selection or performance, in connection with loans
packaged for sale to these corporations. Fannie Mae, for instance,
should consider reinstituting key elements of its prior system of ap-
praiser selection and control, discontinued in 1981.

6. Data collection, information sharing:

a. All Federal agencies concerned with real estate finance or
mortgage insurance/investment should collect comprehensive data
on appraisals and appraiser performance. Such efforts must be rou-
tine and systematic, and should focus particularly on: losses and re-
lated problems caused by faulty or fraudulent appraisals; the role
of the appraiser in such losses or problems; and, the effectiveness
of internal controls in identifying and responding to appraisal/ap-
praiser problems.

b. The Federal bank regulatory agencies, VA, FHA, Fannie Mae,
Freddie Mac, and other Government agencies that utilize apprais-
als—eg., the Departments of Justice and Transportation and the
Internal Revenue Service—should develop procedures for sharing
information on problem apﬁ_raisers with each other and with the
appraisal industry. These efforts should concentrate on reventing
problem appraisers from being able to continue to work for institu-
tions insured or regulated by these governmental entities, once a
pattern of unacceptable performance has been identified. To aid in
accomplishing this end, the concerned Federal apthorities should
require supervised institutions and program pe Rto regularly




report information on foreclosed properties, which would include
the appraiser's name, original appraised value, any subsequent
reappraiged value, and amount of actual or indicated losses.

7. State real estate sales and loan origination data:

To eliminate significant problems with appraisal accuracy caused
by the unavailability of full real estate sales and loan origination
data in many States, the National Conference of State Legislatures,
the National Governors’ Association, or some similarly constituted
body, should consider the desirability and feasibility of requiring
uniform and timely public disclosure of such information.

DISCUSSION
V. Casg Stupies

A. INTRODUCTION

16

The subcommittee’s examination of a number of savings and
loan associations and banks that had either failed and/or experi-
enced major losses conclusively demonstrates the widespread, per-
vasive, and costly effects of faulty and fraudulent appraisals on the
Nation's financial institutions, secondary market, and private
mortgage insurers.® Indeed, for example, among the four situations
studied in detail—Sunrise Savings and Loan Association of Florida,
Continental Illinois National Bank and Trust Company, Communi-
ty Savings and Loan of Maryland/EPIC, and Bank of America/
Wells Fargo Bank/NMEC—combined indicated and actual losses
caused in part by faulty or fraudulent appraisals range between
$750 million and $1 billion! The case studies regarding these finan-
cial institutions, moreover, clearly show how inadequate regulatory
agency policies, procedures, and practices regarding appraisals, and
these agencies’ failure to take timely, decisive action when neces-
sary, contributed to the formers’ losses, weakened condition, and/
or ultimate downfall.

B. SUNRISE SAVINGS AND LOAN ASSOCIATION

1. Background and underlying causes of appraisal problems:

The rise and fall of the Sunrise Savings and Loan Association of
Florida demonstrates precisely how real estate appraisal problems
can weaken and ult.ima\tel{rI help to cause a financial institution’s
collapse. Additionally, it shows how the Federal bank regulatory
agency responsible for monitoring and supervising Sunrise’s lend-
ing activities, the FHLBB, failed to respond adequately to these ap-
praisal Broblems. thereby unwittingly contributing to its demise.

A publicly held, State-chartered/federally insured savings and
loan asaociation, Sunrise was a shooting star among “Sunbelt” fi-
nancial institutions during its 5-year existence.!® Its lending phi-

* The subcommitice also reviewed additional information that confirmed the relationship be-
tween (uulty and fraudulent appraisats and failures of 8 number of other federally insured fi-
nancial inatitutions, including the Bell Savi Association (Texas) and the Baverly Hills and
San Murino Savings and Loan Assocations (Californis). Relevant documentation regarding these
h-.ulutkmu is located in the subcommittec's fifes.

“The FHILBD placed Sunrise in receivership on July 18, 1985, immedintely reopened it under
an interim contract management arrangement, and finally closed the association for good on

Septembor 12, Iﬂb
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losophy was built on the premise that credit risk was preferable to
interest-rate risk in the deregulated, high-interest-rate business en-
vironment in which it had to operate. In accordance with this out-
look, Sunrise management deemphasized traditional thrift long-
term, fixed-interest-rate residential lending, in favor of high-risk,
short-term acquisition, development, and construction (ADC) loans.
Between 1980 and 1985, Sunrise made hundreds of such ADC loans,
{"uﬁling a spectacular growth in its assets, from $3 million to $1.5
illion.!?

To all outward appearances, Sunrise seemed to be a sound, thriv-
ing, and well-run association. Based largely on up-front fees and in-
terest income generated by the ADC loans, Sunrise showed profit-
ability sufficient to boost the peak price of its stock to more than
$30 a share. However, even as its apparent successes mounted, evi-
dence was accumulating behind the scenes that its lending activi-
ties were riddled with questionable practices and procedures. Most
notably, for example, borrowers were usually required to have
little or no equity in a project financed by a Sunrise ADC loan.
Sunrise officials successfully deflected concerns about this dubious
practice by asserting that no loan received full financing unless an
independent appraisal had determined that the project’s value ex-
ceeded the loan amount by 25 percent or more. Pointedly, both in
terms of what was really happening and Sunrise’s ultimate safety
and soundness, this explanation was misleading and, in many re-
spects, completely false. Indeed, non-existent, overvalued and other-
wise deficient appraisals were rife among Sunrise’s loans, as dem-
onstrated in four separate FHLBB examinations of the latter con-
ducted between 1982 and 1985.

2. Nature and extent of appraisal problems:

Beginning with the FHLBB's second regular examination in
August 1982, significant appraisal deficiencies were found in the
review of eight major Sunrise loans ($250,000 or more). The exam-
iner expressed particular concern about two of these loans, which
she felt posed a threat of a potential loss of more than $600,000.
The next examination in December 1983, disclosed similar, but
much more extensive and serious problems, since in the 16-month
interval between it.and the second examination, Sunrise had origi-
nated more than $543 million in loans, 163 of which involved
amounts of $1 million or more.!®> The examiners’ review of 31 of
these 163 major loans (total value, $228 million) showed that two-
thirds were based on inflated appraisals and on others either no
appraisal had been done, it consisted of only a one- or two-page
“letter of opinion,” or was received after the loan had been
closed.’* In addition, it was found that appraisals performed in
connection with major Sunrise loans were typically: (1) preparpd
for the borrower, (2) performed by appraisers unknown to associa-
tion personnel, (3) not reviewed or critiqued internally, even when
the properties involved were geographically distant, and (4) replete

43 Hearings, e 134,
12 [bid., pp. 15386, 1539.
V2 ibid,, p. 1682,

++ Ibid., pp. 1560, 1683-1585. : 7 8 4 .
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with technical deficiencies that violated established FHLBB re-
quirel’nel'lll." . .

The major appraisal deficiencies and abuses reported in this ex-
amination contributed significantly to the determination by the
FHLBB examiners that $110 million of the $228 million in loans
reviewed should be classified as substandard.'® In addition, FHLBB
officials considered the original appraisals on some of the 31 loans
reviewed to have been 80 unacceptable that they ordered Sunrise to
obtain, at its own cost, reappraisals of the properties in question.
The reappraisals on four of these loanas showed an aggregate de-
cline in value of almost 50 percent from the original appraisal and,
not surprisingly, all four of them were in foreclosure by the end of
Sepw;n r 1985, with total indicated losees amounting to $18 mil-
lion.?

Subsequent examinations in May and October 1984, disclosed the
same disturbing pattern of appraisal problems, albeit with a corre-
spondingly greater amount of assets classified as substandard ($586
million, or 45 percent of the total).!® Specifically, as a result of
these two examinations, major appraisal problems were identified
in 53 loans with an aggregate value of $328.5 million.'* According
to the FHLBB, as of the latter part of 1985, 40 of these 53 loans
were delinquent or in foreclosure.2® -

3. Effects of the appraisal problems:

The effects of the defective appraisals began to be felt as Sun-
rise's major ADC loans gradually fell due and the interest reserves
~ for them were exhausted. Scores of these loans, a high percentage
of which were made possible by defective appraisals,®* became de-
linquent or were foreclosed. As a result, Sunrise abruptly found
itself in a rapidly deteriorating situation, in response to which,
inter alia, it voluntarily or at FHLBB direction moved to establish
reserves sufficient to cover the anticipated losses from these failing
loans. According to the FHLBB, Sunrise's loan-loss reserves, which
amounted to just $1.5 million in December 1983, grew to $8.1 mil-
lion by June 1984; $16.4 million by December 1984; and, $75.1 mil-
lion by June 1985.*2 In part as a result of these increased provi-
sions for loan losses, by early 1985 Sunrise’s net worth had fallen
well below the minimum level stipulated in FSLIC insurance regu-
lations. From that point, the situation steadily worsened, and when
Sunrise annou early in July that its combined reserves for
loan-loeses, foreclosed properties, and problem loans had doubled in

id ., p. 1588,
id., p. “.mmlumrdeno‘hnn:llonu(!arloMClub.lleau&rbC«mtry

" Remarks made by an FIHILBD examiner regarding one of Sunrisx’s more notable defectively
" :‘.-gﬁ_/mp loans are illmin: “In nmuul a.oSunﬁin hod lonodlﬁnwﬂ. -.l: cm":
~ 4 msllion in & project in which approximately million was originally planned. . . .
lhllwﬁjedbua.doquohlyund.ccnuulynppuhdinthheﬂ ing, petent T t
woutld never have made the first loan since the project likely would have been declared unfeasi-
ble.” Menrings, . 157. Similarly, referring to a loved with indicuted Josses of almost
$4 millic Heath (Director of Examinations, FHLB Atlanta) declared in his prepared
r':.“:_'."* ompeiant appraisal at the outset would have kept this loan off the books™

.
13 Rdne,,, l. in wbenmmittoee Fitiy

789

19

the preceding 3 months from $174 million to $350 million, the asso-
ciation’s soon-to-follow demise was all but assured.?® Again, accord-
ing to FHLBB sources, as of the end of March 1986, Sunrise’s
scheduled items amounted to $651 million, with indicated losses of
$333 million.2+

4. Inadequate FHLBB response to appraisal problems:

The FﬂBB was first obliged to take action in response to re-
ported appraisal deficiencies in connection with the second regular
examination of Sunrise, which took place from August through Oc-
tober 1982. As a result of the examination, an informal supervisory
letter was written directing Sunrise to inform all appraisers work-
ing for it about the requirements of Memorandum # R-41b?% and
that all appraisal reports on association loans be submitted in nar-
rative form.*% Association officials indicated that they would
comply with the requested supervisory actions.

a. Unacceptable delay between examinations:

In connection with the subsequent examination, however, the
FHLBB made the first in what became a chain of questionable or
ill-conceived decisions that allowed Sunrise’s appraisal and related
lending problems to continue unchecked, thereby contributing di-
rectly to the association’s decline and uitimate collapse. This deci-
sion consisted of the FHLBB agreeing, at Sunrise's request, to post-
pone the third regular examination, which had been preliminarily
scheduled for late July/early August 1983.

This examination, therefore, did not begin until December 2,
1988, a 3- to 4-month delay which, in retrospect, a number of con-
siderations should have worked to prevent. First, in view of the sig-
nificant deficiencies disclosed in the prior examination,2? FHLBB
officials should have been intrinsically resistant to any delay in the
start of the next one. Such initial resistance should have been fur-
ther reinforced by Sunrise’s reason for making the request, i.e., be-
cause its public accountants were there at the time auditing the as-
sociation's records and adequate work space for the Federal exam-
iners was therefore unavailable.?® Still further reservations in
agreeing to Sunrise’s request should have arisen simply on the
basis of the periodic reports filed by the association, which showed

23 Hearings, p. 1706.

¢ Memo contained in subcommities files. In early September 1986, the FSLIC (iled a $250
million suit agsinat 27 former Sunrise officers and directors, and the sssocintion’s former law
firm, Blank, Comisky & McCauley. A the defendants are Robert C. Jacoby. the
former chairman, president and chiel executive officer, and Michael D. Foxman, 8 co-fonnder
and former chairman of Sunrise and partner of the cited law firm.

% Memorandum # R-41b provides guidance to lending institution officials and sppraleers on
F1ILBB appraisal requirements and assista tha latter's examiners and supervieory personnei it
sssuring that its provisions are complied with. The memo, in part, states: “The soundness of sn
sesocistion’s or service corporation’s u\ottpﬁ loans and mr. estats invesiments depends to &
great extent upon the adequacy of (he l'rn la of the real eatate. This memorandum provides
guidelines for sppraisal management and procedures (o sasist in determining complisnce with

the appraisal reg of Inau Regulation 563.17-}cX)Niiil."” On Septomber 11, 1986,
the FHLBB approved a succeswor to R-41b, which eetablishes expanded and mars defiaitive pro-
cedures regarding sppruisal irements and appropriate appraisal practices.

18 Hearings, pp. 134, 1544, 1547,

87 [n accord with the evuluation reporting format in use at that time, appeaissl 3‘0‘ loan
underwrllini policies and practices wars given a “C,” the next Lo lowest raling. A “C" raling
;nealu that .'?,'m';"i" deficiencies” were found in Lhe category or area of activity cited. See,

loarings, p. X

** In an exchange with Congresaman Spratt during the hearinga,
Examinations, FIILB, Atlants) puintedly acknowledged the mistake in
quent, stating that “‘we will certainly take the blame foc it.” Hearings,

eath (Directer ol
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that since the prior examination it had made and was continuing
to originate an enormous volume of major loans. Indeed, while it
was notable enough that Sunrise’s assets increased by more than
$300 million between the start of the second examination and the
projected start of the third, before the latter finally got underway,
total assets had soared to $746 million—a staggering increase of
slightly less than $350 million! 2® In effect, the decision to postpone
the start of the scheduled examination permitted Sunrise’s abnor-
mal growth to continue unchecked for an extended period, during
which it reached the peak in making the very kind of major ADC
loans that ultimately hel to bring about its demise.

b. The December 1983 examination—major problems, mild re-
sponse:
p?rhe comparatively mild FHLBB response to the results of the
December 1983 examination constitutes another important regula-
tory decision regarding which questions necessarily arise. This ex-
amination, in addition to providing the statistical evidence of ex-
tensive and severe appraisal problems (see p. 17 above), yielded' a
number of important mdi:gs on Sunrise's Yolicies and underlying
management attitude regarding appraisals. It was found, for exam-
ple, that staff appraisal reviews occurred almost entirely after-the-
fact reflecting, in part, the association's openly acknowledged
policy of allowing loans to be closed before the receipt of the sup-
porting appraisal.

In addition, both senior managers and members of the board of
directors were shown to have viewed appraisals as being necessary
for little more than establishing the maximum loan amount. In an
apparently unguarded moment, for example, the head of all Sun-
rise loan operations told an FHLBB examiner that the closing of a
$15 million loan without an appraisal was merely a “technical vio-
lation'” and that, in any event, management should have the au-
thority “to waive appraisal and other requirements” as it sees
fit.22 Much the same attitude towards appraisals was reflected in
the monthly board of directors reports for July 1982 through Octo-
ber 1983, which showed 16 instances of loans approved in amounts
exceeding $1 million where the space for appralsed value was left
blank or checked “verbal,” “incomplete,” or “not in.” 3

Finally, the results of the December 1983 examination demon-
strated conclusively that the significant appraisal deficiencies re-
vealed in the prior examination 16 months earlier had not been
corrected as Sunrise officials had vowed. The problems, in fact, had
increased markedly, as indicated in the “D” rating assigned by the
examiners in their evaluation of the association’s appraisal policies
and procedures. This rating, the lowest of the four designations
used by the FHLBB at that time, indicated that the cited category

of lending activity required “immediate forceful supervisory
action_" 32

$* Memo contained in subcommittee files.

3 jearings, p. 1581.

2 fbid ., p. 1561.

32 The overall compasite evaluation of Sunrise declined from a “2” in the August 1962 exami-
nation Lo a “4” in the December 1983 examination. A “4" composite rating indicates that the
institution hae: (1) major and serious problems which management appears to be unable or un-

. Continued -
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The evidence of the danger posed by these massive appraisal
problems was so compelling that even before the December 1983
examination was completed, both the Chief District Appraiser and
the Assistant District Director of the Office of Examinations and
Supervision of the Federal Home Loan Bank of Atlanta (the
FHLBB regional office responsible for the area of South Florida in
which Sunrise was located) recommended that formal enforcement
action be brought against this association. These officials concluded
that “without immediate control mechanisms being implemented,”
Sunrise’s ‘“viability could well be threcatened,” and, accordingly,
urged that the association be ordered to cease and desist from cloe-
ing all real estate loans until acceptable appraisal reports had been
received and an effective “before-the-fact” appraisal review system
had been instituted.?? Essentially the same conclusion regarding
the need for formal enforcement action was reached by Florida reg-
ulatory officials who, with initial support from their FHLB Atlanta
cz:gunst)grpa‘rts. issued a temporary cease-and-desist order on April

, 1984.3

In the end, however, FHLBB officials failed to follow through on
these strong recommendations and attendant attempt to bring
formal enforcement action against Sunrise. The temporary State .
order was rescinded on April 24, 1984, in favor of a FHLBB/FSLIC
Supervisory Agreement which, although it contained many of the
same general provisions found in its predecessor, was nonetheless
an informal enforcement action that did not have the former's
strength of purpose.®® In this regard, it should be noted that a
formal enforcement action, such as a cease-and-desist order, must
be disclosed to the stockholders when brought against a publicly
owned institution like Sunrise.

In short, in response to a situation that called for “immediate
forceful supervisory action,” Federal regulatory officials allowed
Sunrise to get away with an informal agreement that left its man-
agers comparatively free to go on doing business as they saw fit.
Indeed, from management’s standpoint the association clearly got
the better of the deal, since by accepting the Supervisory Agree-
ment it effectively got off the hook of any public disclosure require-
ment. Moreover, if that weren't enough, Sunrise officials were also
able to neutralize some of the Supervisory Agreement's effect by
insisting that it contain a statement that by having agreed to it,
they were in no way admitting to any wrongdoing or having en-
gaged in any unsafe or unsound practices.3®

c. The May 1984 examination—worsening situation, limited re-
sponse:

In conjunction with the institution of the Supervisory Agree-
ment, FHLB Atlanta officials advised Sunrise management that: (1)
reappraisals would have to be done on some 10 questionable loans

willing to correct, or (2) problema which pose a threst to its continued corporate existence. In
these cases, the problems may not be inscluble, but the situation is of such large dimensions and
80 critical that urgent corrective action by directorate or FHLOB appears nacessary.” See, aleo,
Hearings, p. 1675.

23 fearings, p. 1556.

3¢ [hid., pp. 1602-1603.

34 Ibid., p. 1604.

.7bb 3¢ Ibid., p. 189. .
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that were reviewed in the December 1983 examination; and, (2) a
special examination would began almost immediately to look fur-
ther into the association’s major real estate loans and to monitor
its compliapce with said Agreement. This “special, limited” exami-
nation, which began on May 7 and was completed on July 11, 1984:

Conflirmed the widespread and increasingly serious appraisal
and underwriting problems in the association’s major loan ac-
tivities;

Showed the significant growth in the number and value of
substandard assets and scheduled items; and,

Revealed that management had failed to make the changes
in lending policies and procedures required by the Supervisory
Agreement.37

The Muy 1984 examination also disclosed a clearly defined and pre-
meditated pattern of management attempts to obstruct, disrupt, or
otherwise compromise the examiners’ efforts. On a scale not previ-
ously seen, for instance, Sunrise officials deliberately took weeks to
re;t)!y Iw’r:queeu for essential documents and/or failed to respond
entirely.

As a result of these findings, Sunrise’s composite evaluation was
again a “.4.” with appraisals and numerous other categories of lend-
ing activities continuing to be rated “D.”3% Perhaps because such a
short period of time had passed since the Supervisory Agreement
was implemented, the FHLBB response to these examination re-
sults was limited, consisting of a lengthy supervisory letter and an
announcement that yet another examination would soon follow.4°
Ia?. The October 1984 examination—decisive action, too little, too

e: :

The announced examination began in October 1984 and yielded
much the same findings as the prior ones, as indicated by the fol-

lowing statement contained in an FHLB Atlanta submission to the
subcommittee:

This examination report contains 253 pages of comments
on substandard asscts which had grown to $586.4 million,
* or 45.17 [pgrcent] of assets, disclosed that compliance with
the supervisory agreement was essentially cosmetic, and
was severely critical of management’s attempt to cover up
problems as well as demonstrating that management could

not cope with the mounting problems and should not be
trusted to do so.9? .

As a result, Sunrise’s composite evaluation remained a “4,” with

2pr’:"aiaaIa and many other categories of lending activity still rated

Mhid, p 18,

3 (hid., pp. 1651-1652.
» 11?: :"uz&
wpu:viury lettor expressed “grave concern sbout the [examination) findings and di-
rectod Sunrise's Board of Directors to & more sound and coneervative eolponl:grm.‘”

1t should miuo be nuted that pursuant o this examination, a formal enforcernsent proceedi
s . but quickly withdraws Instead, two FIILBH sxaminers were assigned lo worln:u:.:
wderul Grund Jury tl;at was inveatigating the activities of Sunrise and certain of its major cli-
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Also as before, these results prompted calls for formal enforce-
ment action; this time from a FHLB Atlanta senior supervisory an-
alyst, who outlined a 10-point proposed cease-and-desist order, five
of which related directly or indirectly to appraisal-related prob-
lems.*2 Shortly afterwards, though, at a high-level meeting in
Washington called to discuss what to do about Sunrise, an informal
enforcement action was selected as the initial approach, to be fol-
lowed by a cease-and-desist order held in reserve in case the asso-
ciation’s board of directors balked at the measures they intended to
impose.4? The latter, a Supervisory Agreement containing detailed
and stringent requirements—foremost among which was the re-
moval of the chief executive officer and other senior association
managers—was agreed to on April 30, 1985.4¢ It is important to
note, however, that from the standpoint of assessing the adequacy
of FHLBB actions, this Agreement was formulated in response to
examination findings that were virtually the same as those dis-
closed in the December 1983 and May 1984 examinations, leaving
one to wonder why it could not have been instituted at least 8 or 9
moriths earlier.

e. Conclusion:

In conclusion, by the time the second Supervisory Agreement
was signed in April 1985, more than 2'% years had elapsed since
the recurring pattern of meajor appraisal and other lending prob-
lems had been first identified. In the interim, an unbroken stream
of mounting evidence culled from no less than three examinations
had emphatically shown that these problems and their effects were
ongoing and reaching such proportions that Sunrise's safety and
soundness was increasingly at risk. The overall regulatory response
to this situation was clearly inadequate, having involved an unac-
ceptable delay between examinations, missed opportunities to con-
front problems forcefully before they had gone too far, and a decid-
ed tendency to focus more on monitoring efforts than timely, deci-
give corrective action.*®* While it is difficult to know for certain
whether earlier, more forceful FHLBB supervisory actian could
have prevented Sunrise’s collapse, the persistent lack of such
action over such a lengthy period: (1) allowed a problem situation
to enlarge, grow progressively worse, and, finally, get entirely out-
of-hand; and, (2) hel to cause tens, and quite likely hundreds, of
millions of dollars of unnecessary additional losses. In effect, rather
than serving to forestall Sunriee's ultimate failure, the overall reg-
ulatory response and specific supervisary actions taken unwittingly
contributed to and even hastened the very outcome they were
meant to avert.

C. CONTINENTAL ILLINOIS' REAL ESTATE LOANS
1. Background and summary of appraisal-related losses:

¢ [bid., p. 1875.

3 {bid., pp. 1683-1685.

4¢ |bid., pp. 200-210. ,

4% Thia pattasn—close monitoring, punctusted by a continuing failure on the pert of respones-
ble regulstory officials to take decisive, timely action—unfortunately, is 8 recurcent and loog
lived one, having besn highlighted in an ongoing serics of subcommittee investigations of fuiled

financial inatitutions conducted over the 10 yeara. See, for example Report Mo. %-
BT B0 concerning the FDICe supervision of the United Americen q-nue. ™.




Serious appraisal abuses were found in the Continental Illinois
Bank’s nonperforming real estate loans assumed by the FDIC. The
FDIC acquired approximately $400 million of the $2.5 billion in
total real estate loans held by Continental Illinois at the time of its
restructuring in the summer of 1984. The FDIC provided the sub-
committee with a schedule of 21 of the largest nonperforming real
estate loans, which encompassed condominiums, commercial real
estate, or undeveloped land, primarily in Florida. The schedule
shows that the original appraised value of these 21 properties to-
taled $518.4 million, while the current value, based on reappraisals
ordered by the FDIC, totaled only $184.4 million or 64 percent less
than the original value.*® )

The FDIC informed the subcommittee that serious underlying
appraisal problems accounted for this huge disparity in appraised
values:

Many of the appraisals reviewed by the FDIC staff
appear to have been a function of the deal arrived at be-
tween the bank and the workout contractor. Loan presen-
tations noted that appraisals were expected to support the
loan balance or that preliminary appraisal estimates sup-

rt the value and that such reports would be delivered
-later. In appraising condominium properties, the appraiser
typically arrived at a market value for individual units
and then multiplied the value by the number of units to
arrive at an appraised value. No allowance was made for
holding costs, sales costs, or a discount that might be nec-
essary for bulk sale. Similar practices were employed in
valuing land holdings. In some cases the appraisals incor-
porated an assumption of high appreciation rates yielding
high market values in 1988 and 1992 when the loans
would become due. These appreciation rates, of course,
were not supported by current market conditions. No rec-
ognition of vacancy rates, unabsorbed inventory or any
other market information was included in the reports.
Most of the appraisals appeared to have been developed to
support the proposed loan rather than give a true current
market value of the underlying collateral.4?

Although many of these problem loans involved Florida properties,
most of the faulty appraisals were performed by one Chicago ap-
praisal firm, the principals of which hold the MAI designation of
the American Institute of Real Estate Appraisers.+*

2. Nature and extent of appraisal abuses:

At the subcommittee’s request, the FDIC reviewed the appraisals
and loan files for 10 of the 21 loans listed on its schedule (constitut-
ing the top 80 percent of the portfolio) and found, in each case, seri-
ous deficiencies unrelated to external factors. Often appraiser as-
sumptions were based on unrealistic projections, prices of proper-
ties offered for sale but not sold, or false or irrelevant data. At

¢ The achodules referred to ars reprinted in Hearings, p. 1720 and p. 1725,

O Hearings, p. 972; also conﬁrmerdurin‘ the Lestimony of Steven Seelig, Associate Director,
Division of Liquidation, FDIC. Tbid., pp. 251-252.

*¢ Hearings, p. 253.

¢

= At
times the appraised value increased, even though the market for
some of the properties had collapsed. On some occasions, the ap-
praisals were furnished after the loans were made.

The FDIC's evaluations of the appraisals for each of these 10
loans illustrate the flagrant and serious appraisal problems. Set
forth below are some representative cases taken from the FDICs
summary (with assets unidentified).

Asset No. 6: The total original appraised value in 1983 was $9.5
million, while its reappraised value in 1985 was $8.8 million. FDIC
told the subcommittee:

. . . this asset was appraised three times between the end
of March 1980 and November 1, 1983. The appraisals on a
per acre basis ranged from a high of $26,000 per acre on
the first appraisal down to $15,600 per acre in 1983. The
same appraiser was used for updating the appraisals
rather than changing appraisers to verify values. Addition-
ally, the bank accepted letter appraisals and relied on ap-

raisals that were prepared after the loans were made.
Fl‘he appraisal reports] assumed away problems that might
surround the sale of the property. Market data was either
ignored or not obtained at all, and there was a lack of dis-
counting or inadequate discounting for holding periods.
Unit values were used and then muitiplied by the number
of units in order to obtain a higher large scale value. In
those reports where market data was included distant
comparables were used to increase the appraised value.4®

Asset No. 18: FDIC Associate Director Seelig testified that this
was one of the more blatant cases “where the appraiser took the
amount of the loan, added the amount of the tax shelter to the
amount of the loan and said that is the value of the property,” as
the instruction directed the appraiser to do.5® This property, a
group of condominium units, was originally appraised at $101 mil-
lion, while the FDIC's reappraisal came in at ¥27.2 million.®! The
FDIC’s summary of the appraisal abuses is, to put it succinctly,
“mindboggling”"

. .. In an appraisal done in 1983 the appraiser based his
value on a retail price list for the individual units sold as
individual units, not sold as a group. The retail marketing
period of 18 months was assumed with an appreciation
rate of 10% occurring during this 18-month period. An 18-
month sales period was used as an assumption despite the
fact that the inventory of unsold units in that area was
somewhat higher than the previous peak and that condo
sales in the previous year were the lowest in ten years.
The appraiser went on to rely on 39 reported contracts at
a price of $93.64 per square foot to substantiate an ap-
praised value of $92.08 per square foot. The appraiser
treated these contracts as firm and used them to support
market activity at high prices. Subsequent events showed

** Ihid., p. 1721.

® Thid, pp. 253-2.
78 * Ibid., p. 1726,
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that these contracts were not bonafide [sic] and that they
failed to close. The same appraiser reappraised the proper-
ties a year later, in March of 1984, ammriued at an ap-
praised value of $136.87 per square foot. Again, the apprais-
er noted that vacant condos were at an all time high and
that prices had in fuct declined in the subject complex by
14% between 1982 and 19834, However, the appraiser used
the $92 per square fool price for 1984 as a starting price,
and assumed a 9% inflation rate for the purpose of arriv-
ing at a 1992 value. Income from rental operations is pro-
jected by the appraiser despite the fact that units were
losing money. . . . In no sense was this a market value of
the underlying real properties securing the loan. Rather it
was a value essential to support the size of the loan. 52
(Emphasis added.)

Asset No. 11: Several groups of condominium units, originally ap-
praised at $9.3. million in mid-1983, were reappraised for the FDIC
at $4.7 million in 1985. The comments in PDIB‘& evaluation of the
appraisals are striking and also typical of other appraisals:

.« . The bank relied upon the gross sell out value as the basis
for the loan. . : . [The appraiser made no adjustments for
holding, marketing, or closing costs. Additionally, market data
on rentals and sales within the project appear to have been
ignored. . . . However, it should be noted that the appraisal
report clearly indicates that the function of the appraisal is to
support the efforts of the borrower and the lenders in syndicat-
ing the units. With hindsight, this was clearly quite accurate.
l\-lo"mentlon is made in the statement of “purpose of the analy-
8is” that the refort is attempting to arrive at an appraised fair
market value.®
As FDIC Associate Director Seelig testified:

. - . I think what you had here is you had account officers
getting appraisals to auﬁport whatever the purpose was,
whether it was to put the loan on the books, whether it
was to get an updated appraisal because the Comptroller

of the Currency requested they get appraisals to support
the values they were carrying.s*

As a consequence of these disparities in real market value based
on extremely faulty and meaningless ap, raisals, the FDIC's losses
will prob?bly be in the “neighborhood of $200 million.” 8

3. 0CC lack of supervision of Continental’s real estate loans and

ap misalnpractm
e Office of the Comptroller of the Currency (OCC) was the

prir!te:ijml supervisory agency for Continental Illinois. The OCC has
denied the existence of any serious appraisal problems or abuses. 5¢

St lnd, pp 1721-1722.
o3 jhid ., 1722- .
"ivg’ w& 123
:: :W.. p. 253,
n its February 19, 1968, follow-up response to the subcommittee, the OOC finall conceded
;hul \rue market valuos did rot slways match appraived values, while it atill Miau’d 0 deny
faudulent ot ive appraisal practices. Ibid, p?elfz’l.

89
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In its November 25, 1985, response to the subcommittee, the OCC
stated:

OCC examinations did not disclose any real estate ap-
praisal abuses warranting disciplinary action or criminal
referral. Examiners did question certain real estate ap-

raisals during their review of Continental’s loan portfolio,
Kut the questions arose primarily from external factors
that had changed subsequent to the appraisal date, and
not from appraisal abuses.®?

While OCC contends that it was on “top” of the situation at Conti-
nental, its examination and supervisory actions concerning the real
estate portfolio were unclear, and it did little to clarify them for
the subcommittee. All of the evidence provided by both the OCC
and the FDIC strongly indicate that OCC examiners either did not
review or were not concerned about the appraisals on Continental’s
real estate loans.

OCC'’s second response, its formal submission at the subcommit-
tee’s December 1985 hearing, stated that: (1) all real estate credits
over $10 million would have been reviewed by OCC examiners (it
appears that 12 of the 21 properties listed on FDIC’s schedule fall
within this category); (2) the June 30, 1980, OCC examination found
documentation deficiencies, although none relating to the absence
of such documentation regarding the collateral; ® and @)

Examiners assessed the adequacy of overall bank poli-
cies, practices, procedures, and internal controls and re-
viewed the Real Estate Internal Control Questionnaires as
part of the examinations of Continental lllinois conducted
during the period January 1, 1980 through July 1, 1984. As
a result of this process, no special review of the bank's real
estate and real estate construction policies, practices, pro-
cedures, or internal controls was deemed necessary.59

After persistent inquiries from the subcommittee, the OCC did fi-
nally admit that nine of the ten assets examined in-depth by the
FDIC for appraisal problems had been “classified either substand-
ard, doubtfuﬁ or loss in at least one of the three examinations cited
{1982, 1983, and 1984].” Yet, holding fast to its position, it further
stated that, “no fraudulent appraisal practices were noted.” $°

This case study, together with the one concerning the Bank of
America (see below, p. 33), suggests a number of conclusjons. First,
the OCC has placed minimal importance on adequate and sound
appraisals. Second, it does not have nearly enough experienced ex-

*? Hearings, p. 1011,

% It is important to ber that, unlike the Federal Home Loan Bank Board, the OCC
does not require that an appraisal be otained for a real estute loan.

*? Hearings, pp. 495-4%6. An OOC luporv'ag memo set out below calls inte question the as-
sertion. The memo demonstrates that the knew in Inte 1982 that Continental’s internul
controle on resl estate loans were deficient. In a N ber 15, 1982, memorandum tu the
Depuly Comptroller for Multinational Banking, Senior National Bank Examiner, Richard Ke
varik (asuigned to Continentall, commented on the causes of increasing levels of nonperforming
loana and noted that new contruls were needed. (See Hearings, pp: 1727-1720) However, the
management review had little effect on these appraisal abusee, as seven of the ten res

aisaly in which the FDIC found appraisal practices wers performed in 1963 or later.
{ numbered 6, 11, 14, 15, 16, 18, and 20, from the FDIC's schedule o the subcommaiios,

printed in learings, p. 1725)

b, p. 721,
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aminers—an assertion by OCC staff made “off the record” because
the Office of Management and Budget frowns on disclosures reflect-
ing the effects of such staffing problems. Third, due to this examin-
er shortage, the OCC relies on member bank internal audit staffs
and does little “hands-on examination of loans” for the larger na-
tional banks. Fourth, OCC's examination manual directives ¢!
either were not followed at Continental, were inadequate, or both.
Finally, both the OCC's general directive that banks should utilize
an appraisal program and its internal control questionnaire during
examinations ** are completely inadequate, since they furnish
little guidance to examiners as to what is specifically required re-
garding appraisals.®3?

D. APPRAISAL ABUSES IN CONNECTION WITH MORTGAGE-BACKED
SECURITIES

The subcommittee found substantial evidence of defective ap--

praisals used to support real estate loans packaged and sold as
mortgage-backed securities (shares or participations in pools of
mortgoge loans) to financial institutions and other investors
around the country. The safety and soundness of mo age-backed
securities (MBS) not guaranteed by an agency of the Federal Gov-
ernment (VA or FHA) depends, in large measure, on the aggregate
value of the real estate collateralizing the mortgages comprising
the securities. This is even more so for private conduit MBS—those
not issued by Fannie Mae or Freddie Mac, for example—where the
underwriting standards may not be as high and the reputation
(and clout) of the issuer/packager uncertain.s*

The subcommjttee came across several situations in which issues
of nonfederally insured MBS were collateralized by properties that
had been grossly overvalued. In two of these situations, numerous
thrift institutions, usually located in States far from the roperties
involved, invested heavily in J)rivate conduit MBS amr suffered
losses as a result of fraud an inadequate collateral. These case
studies demonstrate both the importance of accurate and legiti-
mate appraisals to the MBS market and the need for the bank reg-
ulatory agencies to take more effective action to determine wheth-
er a vali appraisal was made and whether financial institutions’
procedures concerning MBS-related appraisals are adequate.

' OCC examiners should perform special reviews of each national bank's (1) poli proce-
durea, and internal controls unrdinq real estate loans, including lppui:l: md‘:g.::'hod for

selecting z%nm
2 The Examination Manual’s “Internal Control Questionnaire” for Real Estate Loans

15. Regarding appraisals:
a. Are appraisals required (o be in wriling, dated and signed?
b. Is sales price and loan application information withheld from the a isers?
4 1 walT appeasior v o A reihar or nal (he loan o gran ppraisals made
X appraisers are , t n riodically have test o 1
by independent utpninn to check the bank’s Im':v o’ trends, values, ctc“; ¢
«. Doea the bank (ollow a formal reappraisal m
{. If appraisers who are not employses of the k are used, does the bank investigate
their quality and reputationa?
"Reprmted from '”'i"lf" p. 1024
. s;‘:r“conum. soe the Federal flome Loan Bank Board's Memorandum #R-41b, Hoarings,
ooy,
¢¢ While no one has a complete grasp on the amount of such MBS issued in the last few yea
":,  ut least $5 billion. They are very popular with financial institutions because thy”oﬂt:l:
igher yields without all the work and expense of writing new mortgages.
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1. Impact of fraudulent appraisals on Community Savings and
lx);x);zC(Maryland) and Equity Programs Investment Corporation
(EPIC)

a. Background:

The September 1985 collapse of the Community Savings and
Loan—a thrift chartered and insured by the State of Maryland—
and its real estate investment affiliate, the Equity Programs In-
vestment Corporation (EPIC),** involved endemic appraisal defi-
ciencies and abuses. EPIC was primarily concerned with setting up
tax sheltered investment partnerships to buy single-family houses,
financing such purchases by mortgage loans or mortgage-backed se-
curities that were, in turn, sold to institutional investors. By the
time of its collapse, somewhere between 6,000-7,000 investors had
interests in some 350 EPIC partnerships worth between $175 and
$200 million.*® By the same time, the partnerships had purchased
approximately 20,000 houses, the mortgages for which were sold to
scores of federally insured financial institutions, Fannie Mae, et al.
In addition, a number of private mortgage insurance companies
(PMIs) became guarantors of a significant portion of the purchased
mortgages and mortgage-backed securities.

In connection with these EPIC activities, the Community Savings
and Loan provided capital for several purposes, foremost among
which was to service debt the partnerships’ income-generating ca-
pacity could not meet. From the time of its purchase by EPIC in
1982, Community advanced hundreds of millions of dollars to the
partnerships, an estimated §$100 million of which were outstanding
at its demise.%?

b. The role o£ iuélated appraisals:

By design, the EPIC partnerships bought single-family houses—
initially, model homes and unsold units in developments—to be
rented out and then resold several years later. To finance these
purchases, low down-payment loans were obtained through a sister
company, which effectively acted as a mortgage broker. The
amount of these loans systematically exceeded the houses’ sales
price, since the latter excluded discounts or rebates routinely pro-
vided by the seller.*® In one recent case, for example, the purchase
of a group of 45 houses with an aggregate sales price of $3.54 mil-
lion was financed by a $3.52 million mortgage loan. The seller,
however, rebated almost $700,000, so that the net loan amount ex-
ceeded the actual price by slightly more than $670,000.¢® In effect,
by financing the partnerships’ purchases with loans that exceeded
the actual acquisition price, EPIC managers were thereby able to
cover all loan origination and closing costs, as well as provide the
promised tax benefits to the investors.”® (This strategy—borrowing

*¢ EPIC purchased Community Savings and Loan in 1982 and subsequently restructured their
corporate relationship 8o that the latler became the nominal parent. Effective contral of both
entities remained in the hands of EPIC’s founders and senior managers.

¢ Memos contained in subcommittes files.

1 Presentation ta the State of Maryland Deposit Insurance Fund tion and the Unolfi-
cial Committee of Investors by Coldwell Banker Resl Estate Group and Dean Witler Reynolds,
Inc., November 1, 1985, p. 1.

% Hearings, E..ZISIH.

*0 Ibid , p. 1522,

90 " EPICS rr;:rectum frequently advertissd that for every $! invested, $2 in deductions
ized.

would be rea



30

to purposely create large-scale morigage debt—is widely regarded
as g:ing unacceptable, since it intrinsically involves major corre-
sponding risks, e.g., if a property doesn't appreciate in value either
quickly enough or by a sufficient amount to cover the loan amount
and any other requisite expenses.)??

EPIC’s borrowing strategy could not have been practiced effec-
tively without appraisals capable of justifying the prototypical
loans oblained pursuant to it. However, given these loans’ extreme-
ly high loan-to-value ratio (95 percent and higher) and seller dis-
counts/rebates, a supporting appraisal as a matter of course would
have to have been significantly inflated. Just how EPIC obtained
such appraisals is suggested by the following exchange from the
.December 1985 hearings between Chairman Barnard and Richard
Hewitt, former Chief District Appraiser of the FHLB, Atlanta:

Mr. BaxNarD. Mr. Hewitt, I understand that you had an
encounter with an independent appraiser who had been re-
moved frem EPIC's appraiser list. wmrehad he been re-
moved and what did this reveal about appraisers EPIC
was using in connection with its real estate ventures?

Mr. Hewirr. We were retained b{ the Bank Board in the
eligibility exama and asked to look at the various portfo-
lios of those Maryland associations, one of them being
Community. Part of that review was to determine the via-
bility of appraisals, which we did, and also to try to get an
estimate of the risk in the portfolio. Part of the informa-
tion we looked over was the approved list of appraisers
that EPIC maintained. ‘There were a series of appraisers
from all over the country, since they were involved in
loans on single-family residences all over the country. I no-
ticed that in some cases you would have an appraiser’s
name marked out and “Do not use” written in the margin.

Interestingly enough, I found what I considered to be,

on my experience, some of the most proficient ap-
Braiaers in the country being crossed out, “Do not use.”

ne of these formerly worked with Freddie Mac who I
knew and I called and asked him if he remembered any
situation where he worked with EPIC, et cetera. His re-
sponse was, “Yes, they asked me to appraise out of con-
text.” Essentially, it was a situation where he was asked to
asgraioe 1 condominium unit in a total complex of some
200 and appraise it ignoring the influence of the other
empty units in the entire complex. When he said that he
could not very well do that, particularly in view of the fact
that appraisal ethics would tell him he had to consider the
impact of the other vacancies in that project as well as the
general market area, they decided not to utilize him for
the assignment. That was the story on that.??

"* This in precieely what happened in connection with the EPIC partnerships’ loans, se reflect-
od in comments from the FHLIR report writlen pursuant (o its May 1965 examination regard.
ing Community Savings and Loaa's eligibility for Federal insurance: “The success of the ‘EPIC
Product® syndicuted hips in predicaled upon & minimum yearly apprecistion in the
"""‘:‘ rhu‘e o 4% This hus not occurred in the lnst yoar por is it expected te do 90 in the next
re;;-' 'Le 19. See, sleo, fuctnate 76, p. 31 below.

i .
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In addition, according to the FHLBB, the appraisers retained by
EPIC consistently engaged in a number of other practices that vio-
lated appraisal industry standards and Federal regulations. For ex-
ample, in selecting the approach to be used to help determine the
appraised value of a property, the EPIC appraisers failed to choose
the most appropriate one.’® Relatedly, the discounts/rebates pro-
vided by the seller were systematically excluded from the apprais-
ers' cns¥| equivalency analysis, which is one of the most important
steps in determining a property's appraised value. This latter prac-
tice, in particular, made it possible for a typical “EPIC Product”
purchase to be financed by a loan amount commonly at least 25

rcent in excess of its actual market value, as shown by the fol-

owing illustration:

TyricaL Purciase or “EPIC Propuct”

Seller

Purchase price $50,000

Lees: )

* 6.8 percent sales commission $1,400
Three months advanced rent. 1,500
Rental deficit contribution *7,100

Leas Lotal discounts (24.0 percent) 12,000

Net to seller 38,000

“Represents market intersst rate paid Lo investor on mortgage plus maintemance cosls of
dwelling unit less rent received ever a four year period which results in a deficit carrying cant.

Purchaser
Purchase price $50,000
Less: Discounts from seller (24.0 percent) 12,000
Adjusted purchase price 38,000
Less: Mortgage (35 percent of purchase price) 41,500
Cash contributed to limited partnership 149,500

c. Impact of the EPIC/Community Savings and Loan collapse:
- In combination with the high-risk nature of the EPIC mortgage
loans, a number of unanticipated events?$ brought some of the
partnerships to the point where they were unable to meet their
monthly debt service payments. From the point of these initial de-
linquencies, the EPIC/Community problem snowballed, prompting,
among other things, a run on the latter's deposits. In response, the
State of Maryland first acted to halt the withdrawals taking place
as a result of the run and, on September 5, 1985, placed Communi-
ty under its conservatorship. ese actions eflectively reduced
gPlC/Community's status to that of a failed institution, with at-

120f the thres major appraisal approaches—market, cost, and income—the Iaiter s the sne
mont suitable for determining the value of properties that are primarily or salely 1o be ueed for
rental purpoves. As the nﬂm'. examiners noted in connection with their May 1985 review of
“a large lm‘ of properties™ ownad by the EPIC partnershipa: “. . . fever was the income
approach " aven h . . . all of 17,689 dwellings owned by the 357 limited partnerships
are for rental pur, * Hearings, p. 1517, :

: 1% Hearings, p. 1517, )
3 Two of these bear mention: (1) high vaca rates among some EPIC partnenship proper-
caused by stagnant i ditions and/or a glut in avsilsble rent (Ziasn
result of a crisie umong Muryland thrift institutions, the Community Sav’
quired to undergo—and failed to pava—the previously cited FHLHB oxe
onendd TSI
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tendant consequences that have been strongly felt throughout the
financinl services sector, secondary market, and real estate finance
industry. The effects of EPIC/Community’s collapse include:

(1) aggregate potential losses, in the hundreds of millions of
dollars,’® involving some or all of the following:

94 federally insured savings and loans, holding more than
$700 million of EPIC mortgages/MBS; 77

18 FDIC-insured financial institutions, holding just under
$250 million of EPIC mortgages/MBS; 79

Fannie Mae, holding slightly more than $100 million of EPIC
morigages/MBS;

The State of Maryland, with indicated lossea of as much as
$80 million; and 7®

The 6,000—7.090 limited partners, who hold interests in the
FPIC partnerships amounting to between $175 and $200 mil-

ion.

(2) a major upheaval in the private mortgage insurance industry,
as reflected in:

The failure of TICOR,*° the fourth largest PMI, as a result
of l'lw inability of cover its EPIC-related loss exposure of $166
million;

Significant potential losses regarding two other major
PMIs—Mortgage Guaranty Insurance Company and Republic
Mortgage Insurance Company—based on loss exposures of $75
million and $100 million,s* respectively; and,

Diminished investor and public confidence in the PMIs, with
the consequent effect, among others, of making it harder for
them to obtain needed capital from domestic and foreign
sources.

(3) reduced public confidence in the private secondary market
which, for example, has forced sellers of private MBS to offer
higher interest rates to attract investors.

(4) further indication of major financial institution problems con-
cerning out-of-area loan participations and investments in MBS,
which regulatory authorities continue to address ineffectively.

1% Thia estimate takes into account the anticipated benefits of a workout plan devel an
informal group of EPIC's creditors, chaired by Fannie Mae. As approved byp: Pedcr-lomk‘:’upt-
¢y judge in April 1968, tlnm‘d_- or the orderly sale of the 20,000 EPIC properties over
a 5 to T-yaur period. The realized from these sales are to be used first to satisfy EPIC's
creditors and, then, if funds are jluble, to reimburse the limited partners for their invest.

ment of a far more serious and costly dtuuibn.
:: :tl:;rinp. p. 1519,

' In March 15686 the Melton Bank Corp

ulliu_uue lows potential from the EPIC/Community collapse by as much sa $60 million. .
land's final loas, howsver, will depend on the success of the mvmulb’ iouely mﬁond.:or.::ut.:»?z
to which it is also & party. '
C.‘;."mml:km culled J‘MIC Inaurance Company. was placed under the conservatorship of the
& Department of insurance on April 10, 1988, and is currentl Lh -
appruved “‘rehabilitation plan.” See, also, Hearings, p. 1532 ¥ Operating under & court
¢! Hearings, p. 1520,
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2. Impact of fraudulent appraisals on NMEC-packaged securities in.
volving Bank of America, Wells Fargo Bank, and 21 thrift in-
stitutions

a. Background:

Highly inflated and fraudulent appraisals underlying MBS were
essential to an intricate pyramid scheme that almost resulted in
losses of at least $95 million to 21 thrift institutions in the North-
east and Middle West that had invested in these securities. If Bank
of America had not assumed liability, six of the thrifts would have
had a negative net worth®** and others could have become problem
institutions.

The participants in the scheme included a real estate company
(West Pac), a finance company (Western Pacific Financial), two in-
surance companies (Pacific American and Glacier), all of which
were owned or indirectly controlled by Kent Rogers; and, a packag-
er associated with him, National Mortgage Equity Corporation
(NMEC), owned by David Feldman.** West Pac/Kent Rogers would
buy properties and become the mortgagor/borrower on a number of
single loans for many of them, with Western Pacific Financial (of
Nevada) providing the temporary financing. NMEC then packaged
the mortgages into pools, shares in which were sold as securities to
investors, with the Bank of America and Wells Fargo Bank acting
as trustee/escrow agents for them. A brokerage firm in New York
City sold portions of the pools to various thrift institutions.

Normally, financial institutions would be reluctant to buy non-
Government guaranteed mortgage securities. However, because
Bank of America’s name or Wells Fargo’s name was on the securi-
ties and the mortgage payments were insured by either the Pacific
American or Glacier insurance companies, they did not hesitate to
buy them. Indeed, such was their assurance in this regard, that
they purchased the securities without inspecting the properties col-
lateralizing the loans, checking on the principals involved, or inves-
tigating the financial conditions of the insurers.®+

b. The appraisals and the properties:

I

The scheme involved expensive single family homes, apartments,
and townhouse condominiums in Southern California and Texas.
The appraised values of these properties were 2% times higher
than the actual purchase price. One witness, H.G. Icenhower, who
worked with and sold other properties to Kent Rogers, was familiar
with the role of fraudulent appraisals in connection with three
properties in Houston:

03 Fearings, p. 469.

*3 Both of these individuals at the time of the scheme had been convicted in Pederal court,
sentenced Lo prison, and had appeals pending—Kent Rogers for bankruptcy (rand and David
Feldman for muil and wire fraud.

8¢ Evidence oblained by the subcommittee from the Delaware Insurance Commissionsr shows
that Pacific American was undergoing severe financis) problems in the spring of 1983 and 1334,
before being placed in receivership in late Summer 1984. Alsa, this documentation confirma that
Kent Rugers controlled Pacific American, first by lending it money and then by scquiring it.

79 #fThis revulted in expedited insurance for these mortgage pools because they were not roquired 10

ndergo customary underwriting procedures.
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. . . West Pac would purchase property for x amount of
money; they would obtain a mortgage from a sister compa-
ny for 2% x, then obtain an appruisal at approximately
2% to 3 x, then receive an insurance bond from the mort-
guge company for the amount of the loan, then sell the
mortgage to a reluted company, Nutional Mortgage, for
2% x. West Pac would put the difference or 1% x in ils
pocket. National Mortgage would sell the mortgage pack-
age to the financial institution S&I.. In the case of the
}ouston properties, . . . the x in that case equaled $10
million for the three Houston properties; thus West Pac
pocketed 1% x or $15 million by buying these three prop-
erties .simultaneous almost with the purchase of the prop-
erties,

Mr. Icenhower provided the following data, which helps to illus-
trate how the scheme worked regarding the three Houston apart-
ment complexes and what the consequent losses would be based on:

‘Uﬁ Wen West P
Onlord Comtl. 517,500,008 [ $10.000.000 | 56000008 | 35,000,000
Maner 5100000 | 4200000 | 2150000 | 1300000
fok Pacs . . . 0000000 | 20800 | 1650000 | o );400.000

Mr. Icenhower also described how the appraisals were obtained
through an appraiser, Dale Tuttle, who was from Southern Califor-
nia and therefore, unfamiliar with the Houston real estate
market.*? In connection with the Oxford Court complex, for exam-
ple, Mr. Icenhower testified that Tuttle:

. valued them as condominiums when actually they
were an apartment complex. Where it was a 302-unit com-
plex, he set up 302 different loans, 302 different properties,
and then he used thrée comparables for all 302 of those
units, and the comparables he used were anywhere from 4
to 8 miles away.

When there were very good comparables within half a
mile or actually within blocks of there. But he had to go
that far away to get appraisals that would justify the num-
bers that he used. What he compared those to (sic] were
new condominiums 4 to 8 miles away where these [proper-

** Hearings, p. 268. With some of the extra maney from the inflated appraisals, Kent Rogers
al dly bought & la plessure boat and homes in Southern California and Mexico, placed
funda in Eogland, Mexico, Switzerland, and elsewhers, and utherwise tived very well. Morsover,

ing to feenh s intended to uve fraudulents apprainals 1o buy more properties,
from which could “have pocketed about $150 million more than they did et in Lheir
ﬁm ] aﬂdﬂn‘uh%nth“nndtﬁv&mnm ing scheme.”
p. 281,

tind  p 263
1 The fuct that Tuttle was nct from llouston is something that the Lrustee/escrow agents
should huve questioned immediately. As thrift representutive Cecil Akre testifiod: The trustes
bunk “should have approached the des! as if m&'m advancing their own funds for the mort-
f;ﬁl«t’:: nIll + cauved them (u ask why a Califurnia sppeniser is weed for Houslon proper-

3H

ties] were an apartment complex 17 years old in a much
poorer location, and his appraisal was based on the contin-
gency that these would be completely renovated and of
course Lthat was never done.

The same happened in the case of Bingham Manor [und
Park Place Apartments] . . .**

It is worth noting, moreover, that Mr. Tuttle was not an inexpe-
rienced appraiser, as indicated in an April 2, 1984, letter he sent to
a company associated with Pacific American, which stated:

My appraisal experience spans approximately thirty
{(30) years covering the Chicago area, Beverly Iiills, Orange
County and other sections of Southern California. I am pri-
marily residential-orientated and hold an S.R.A. designa-
tion with the Society of Real Estate Appraisers of Chicago,
Hlinois. I am also qualified for V.A. and F.H.A. appraisals,
Additionally, I have a Fanny Mae appraisal number.%?

At the time this scheme was disclosed, only 43 of the 640 units in
Houston were occupied. Indeed, West Pac had no intention of oper-
ating and maintaining these complexes after their acquisition and,
accordingly, the units had been stripped of appliances, cabinets,
carpets, etc. The City of Houston condemned one or more of the
complexes, and another turned into a slum.?® A special representa-
tive sent to Houston by some of the investing thrifts testified that

~ he found that the properties were “suffering from a long period of

neglect” and contained mostly “vacant units,” in which appliances
were missing, windows were broken, and vandalism was extensive.

11

Tuttle’s name came up in connection with another West Pac
property—Cabelleros Estates Condominiums in Palm Springs,
CA—which collateralized part of the Bank of America/Wells Fargo
MBS pools. In this case, apartments converted to condominiums
were appraised at $300,000 as “time share units,” even though the
units were not sold as such. Based on telephone discussions with
some of the owners, the subcommittee sta{l found that West Pac
sold the units in the $90,000 to $125,000 price range, not for
$200,000 or more which, according to Tuttle, was their market
value. West Pac obtained the units for much less—some in the
$50,000 range.®' As with the Houston properties, West Pac (as bor-
rower) was involved in paper transactions, not actual sales, in
which it bought low, borrowed high from an affiliate on the basis of
inflated appraisals, and then obtained surplus funds through a
packager who sold investors securities collateralized by the overval-
ued properties. Once again, most of the units went unsold, and no

** flenrings, p 269. i
o0 Inid., 179). Attached 16 his Jetter was a resume, listing present clients, including Westera

7 9 3.:«.: and several thrilta und other financial institutionein Southern California.

08 Jlearings p. 264.

o 1bid , pp. 1791-1804. Additional documents sre in the subcommitise’s l‘~



one—neither the investipg thrifts nor the two national banks
acting as escrow agents—inspected the properties.*?

I

The servicer, i.e., the collector of the mortgage payments, on
some of the better single family homes in California that collatera-
lized the Wells Fargo MBS, wrote a letter to Wells Fargo on De-
cember 17, 1982, In that letter, the servicer, Advance Mortgage
(now part of Liomas and Nettleton), indicated that it wanted out of
the deal because there were a high number of delinquencies, de-
faults, and foreclosures on these properties, and that the appraisals
were highly inflated:

Advance has ample reason to question the integrity of a
number of the mortgage loans comprising the subject pools
and therefore has grave doubts about the soundness of the
pools themselves. We are sharing our concerns with you in
order that you may assess your position in this matter and
formulate your course of action.

As a matter of illustration, Advance . . . recently com-
missioned a reputable appraiser to reappraise six proper-
ties which were randomly selected from the pool loan port-
folios. All six loans were originated . . . between March
and July, 1982, while the reappraisals were performed
during the first two weeks of November, 1982. Although
only fpur to eight months had passed between the original
appraisals and the new ones, the reappraisals reflected
property values from twenty-five to fifty percent less than
those shown in the originals. In every case, as-
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suming ... an accurate assessment of the property
values, the loans are substantially unse-
cured. . . . Advance is convinced that its investiga-

tion reveals material irregularities which demonstrate a

sound basis for concern that the certificates are not fully
secured.??®

In subsequent correspondence, Wells Fargo denied the existence of
the problem, refused to investigate, and turned to the packager
(NMEQC) to service the loans, although the latter had been implicat-
ed in possible wrongdoing.*4

c. Potential impact on investor savings and loans and the
FHLBB's supervisory responsibilities:

** The private nt memoranda given (o the investors indicated that the i

ml:;o“l;: un:'t.“rddenk‘l‘llal mp This was not the case for the proportg:.p:r::t
ve qu through two phone

:: {}urim pp. 1803-1805. aneariwe calle

nlike Bank of America which accepted its shars of the blame, Wells F haa denied i
responaibility, and three investor-thrifta are euing it for breaching iu.ﬁduc.hrf; and oll;ur :‘:
t::nﬂbxlilm. The B.unk of Amarica’s own internal investigation—done only aflar the OCC and
l' FEILBE became involved and not in reep to Mr. Jcenh 's continued attempta Lo stim-
:. ata their interest--confirmed the appraisal abuses. The Bank of America found: “Large num-
bers of loans were not accompanied by a written appraisal based on the appraises’s personal
tnspection of the properly. When appraisals were provided, most were fraudulently inflated far

beyond true market value.” P. 16, National M it i
. vt Sunmary. ortgage Fquity Corporation Mortgage Puool
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The 21 savings and loans holding $128.5 million in NMEC mort-
gages were, for the most part, made whole because the Bank of
America accepted responsibility.?s However, according to the
FHLBB, if the Bank of America had not accepted responsibility, 6
of the 21 institutions would have suffered losses in excess of their
net worth and another holding $20 million worth of securities
would have been severely impacted.?® The three thrifts holding
Wells Fargo/NMEC MBS have filed suit against Wells Fargo, but
the solvency of none of them hinges on the success of the lawsuit.*?

1

The FHLBB's overall response to this situation has been mixed.
On the one hand, after one of the alfected thrifts brought the
matter to the attention of New York Federal Home Loan Bank offi-
cials in October 1984, onsite examinations of all the other involved
thrifts within that district were conducted and supervisory staff
held discussions with the institutions’ management, the FDIC, the
OCC, FBI officials, and various attorneys. On the other hand, the
FHLBB was unable to inform us about what actions it took con-
cerning the 10 thrift institutions outside of the New York district
bank's region.

Relatedly, the FHLBB’s examination policy concerning documen-
tation supporting MBS has been totally inadequate. For several of
these institutions, the investments in the NMEC MBS were their
largest assets. Yet, while FHLBB examiners are charged with veri-
fying the accuracy/adequacy of appraisals during their review of
an institution’s real estate loans, no such requirement is imposed
concerning large MBS investments.?® Indeed, the absence of an ap-
praisal review requirement regarding MBS, may partially explain
why the FHLBB was unable to tell the subcommittee about the
status of the above-mentioned thrifts outside the New York Federal
Home Loan Bank’s purview, i.e., the matter had not been brought
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
to carefully review the MBS and supporting appraisals in question.

I

According to the FHLBB, insured member institutions own ap-
proximately $4.333 billion of nonfederally guaranteed MBS.*® The
amount of these securities and the need to treat them the same as
real estate loans requiring examiner review of underwriting docu-
ments and appraisal practices, has prompted the FHLBB to pro-

93 The Bank of America likely assumed liability because: it had failed to carry out the termé
of the escrow agr t, such as relessing funds to NMEC before all & is were ¢ 3
its trust department and branch employees were implicated; and the poesibility that other
breaches of its fiduciary duties as truatee would be found. See, Hearings, pp. 271 and 1770.

*¢ Hearings, p. 469 and 1770. The FHLBB estimate assumes that the potentisl losscs would
have been equal to the tolal amaunts of the peas-through securities purchased by the investing
lns.l'i!lnlng:lon-.

na.
% As discuseed belaw, the FHLBB has proposed a rule aimed at increasing its control over MBS.

*® | learings., p. 469. ‘
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pose a rule requiring: (1) closer monitoring of out-of-area lending
and loan participations by member institutions; and, (2) better and
more complete recordkeeping regarding underwriting documents,
including appraisals.'®® Specifically, the FHLBB proposal would:
(1) limit an insured institution’s purchase of nationwide loans/par-
ticipations, if the institution was or would be placed beyond its reg-
ulatory capital requirements or had a ratio of 4 percent or more of
scheduled items/assets classified as “doubtful” or “loes”; (2) require
insured institutions to purchase nationwide loans only from “ap-
proved lenders;” (3) require prior supervisory approval of an insti-
tution’s purchases of loan participations; and (4) require that in-
sured institutions keep more complete and better records, including
an appraisal report,’®! both for all loan participations and for all
loans made or purchased that are secured by real estate.

The FHLBB rule, if implemented, clearly will make it harder for
persons to perpetrate future West Pac/NMEC type frauds, particu-
larly if examiners carefully scrutinize both the institutions’ compli-
ance with the rule and the actual underlying appraisal reports and
other documents. However, there are a number of important ele-
ments missing. For example, several categories of participations
are exempt from these requirements, including Fannie Mae and
Freddie Mac participations or participation interests that are in a
pool of loans secured by first liens on homes at least 80 percent of
which are owner-occupied.

In the case of the latter exemption, even if the rule containing it
had been in effect, most of the thrift institutions participating in
the West Pac/NMEC pools could still have purchased the MBS
without any FHLBB oversight or review, as long as West Pac or
NMEC had structured the loan documenta to show that 80 percent
of the loans were secured by owner-occupied homes. Clearly, this is
a gap that the FHLBB should close, by requiring for instance, that
the originator of loans/participations must be an “approved
lender®’ retaining an unsubordinated interest in a home amounting
to at least 10 percent of the outstanding loan balance if the loan is
not owned by Freddie Mac or Fannie Mae. .

Failure to require an actual inspection of this property is per-
hape the moset important element missing in the FHLBB proposal.
As Cecil Akre, an attorney for one of the participating thrifts in
this scheme, testified, ] was told of one investor, who after an in-
spection, decided he did not want the [NMEC/West Pac] deal.”
Akre further stated:

I think & lending institution, making a loan, shouldn't
take that appraisal as if it is gospel. Appraisals are, after
all, an interpretation of some facts which he, the apprais-
er, sets forth. It is not an exact acience, as has been said

19% Peders) Regiater, Wedneaday, May 14, 1958, p. 17624 ol seq. :

'*' The proposed rule siates that an insured institution must maintain “one or more written
Wlulnmmrdulhorquudlkm...lud-i‘ndpri«wlhc- ul of
such application by a person or persone du! apreluud and qualified as appeaiosrs by the board
of director of lender . . . " Ibid., p. fm- . The Bank 's further explanation of thie
requireiment states that: “Emphasis on the fact that a aisals ars made for and upon the re-
quest of the sr~-ved institution snm notice that the ia entitied te rely upon the appraisal
and thae user will be lable to the lender if lows occurs as a resull of reliance on [u)
grusely raudulent appraisal.” Ibid , p. 17638, (Emphasie added )

O
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here before. I think a lending institution should have an
officer look at the security that they are lending on. I have
ridden around, worn out many a suit of pants looking at
houses around this country. You can see the good ones and
you can see the bad ones and you don’t have to know a lot
about the appraisal. You can just say hey, that one isn't
worth it. Something might have happened from the time
the appraisal was made

Mr. Barnarp. You think, though, that the initial lend-
ing institution has got to make that determination?

r. Axrg. | thini the initial lending institution should
do that; yes, sir. And an officer should do that, someone
responsible to the institution. An investor in the secondary
market should also make an inspection.!®2

The FHLBB's pro rule states that the appraiser is liable to
the lender for grossly negligent or fraudulent appraisals, but that
the lender must be ultimately responsible for assuring that such
appraisals are either rejected or otherwise not relied upon. In line
with this view, we believe that the FHLBB—and the other bank

ulatory agencies—should require lenders to verify property
values and conditions. Agency rules could be amended to require
that: (1) all lenders actually inspect out-of-territory properties se-
curing either real estate loans or participations in M pools; (2)
lenders order their own independent appraisals, separate from the
appraisal done by the initial lender and packager; and/or (3) lend-
ers order a reputable appraiser or real estate firm located in or
near the same city as the subject 'property to inspect it and possibly
rovide a curbside appraisal. Of course, agency rules could give
enders discretion in selecting one or more of these three inspection
alternatives, evidence of which would have to be maintained in the
institutions’ files,

d. Mortgage backed securities activity by national banks and the

OCC’s supervisory responsibility:

1

The subcommittee asked the OCC about the extent of national
bank involvement with MBS, particularly where national banks
were acting as trustees or escrow agents, as in the case of the Bank
of America and Wells Fargo Bank’s involvement with NMEC/West
Pac. The OCC responded that, except for the Bank of America situ-
ation, it was unaware of any significant problems concerning prop-
erties collateralizing MBS handled by national banks. Beyond this,
however, the OCC refused to name any large national banks in-
volved in such activity, stating that:

.. . there is no statutory requirement that banks notify
the OCC of their entry in that market. While we are
aware of several multinational banks engaged in the mort-
gage-backed securities business, we do not maintain aggre-
gate statistics on this activity and cannot provide an exact

number.'9?
795 ~
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The OCC was similarly uncooperative with regard to the subcom-
mittee's specific questions concerning the Bank of America/Wells
Fargo’s involvement with the NMEC/West Pac securities,'04
Indeed, in only one instance did it provide complete information,
and even this appeared to have been done begrudgingly. Specifical-
ly, in its initial response to the subcommittee (November 1985), the
OCC indicated that its examiners had not visited the Bank of
America’s Los Angeles District Trust Office “for the purpose of re-
viewing escrow/documentation files for any NMEC related securi-
ty.” 198 Later, however in its formal hearing statement, it did final-
ly admit that it:

. . - Was not aware of activities of Bank of America and
Wells Fargo involving National Mortgage Equity Corpora-
tion until November 1984 when a compiaint was filed
against Bank of America by an institutional investor, 104

m

There are two reasons why the OCC’s examination procedures
would not uncover this type of activity in the Bank of America,
Wella Fargo Bank, and other large regional or multinational
banks. First, the OCC’s examination of large banks is very limited,
both because of its insufficient and relatively inexperienced exami-
nation staff,'®? and its practice of relying heavily on member
banks’ own internal auditors. OCC staff advised us that its exami-
nation of the Bank of America would normally entail reviewing
only 80 to 100 loans valued at $5 million or more each and that it
would not be unusual for examiners not to visit any of its branches
or district trust offices, absent an indication of a problem. Second,
it was repeatedly emphasized that a bank is not required to notify
the OCC that it is engaging in mortgage-backed securities business
and that it is up to the examiner to gauge the scope of the review
to uncover this activity.

v

_ In response to the Bank of America and Wells Fargo situations,
in June 1985 the OCC issued a supplement to its Handbook for Na.
tional Trust Examiners, which added a number of questions to the
agency’s, “Internal Control Questionnaire for Corporate Trusts
And Agencies.” In accordance with this addition, it is expected that
in qﬁuatnops whe.re substantial MBS activity is uncovered, OCC ex-
aminers will review such activity to ensure that the bank’s MBS

'*¢ The OCC simpl Iznored two sections of questions, one desling with the Bank of America
and the other with \Jel Fargo, contained in the subcommitiea’s ;vllsiutio« o testifly at the De-
- hearings. OCC stalf informally advised us that they would provide no information on
these ontuallom: and thers were no references to the Questions or the information requested in
the forma hearing statement. While the OCC’s behavior is highly unusual, we leave to others to
speculate on its motivation and purpase.
::: llgarincu.ys. 1012,
o P 449,
19 Hecmuse of Federal salary ceilings, the OCC is unable 1o retain a Ja i
| 1 3 rge pool of experienced
examiners and supervisocy personnel. Thers have been attempts in oce
SAAMINGTS (rom these salary ceilings. P 10 exempt
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operations are conducted in a “safe and sound manner.” 108 One of
the added quations, it should be noted, requires the examiner to
determine “whether the bank reviews the Joan documentation and
verifies the appraisal of the underlying properties.’” 1909

While the OCC is to be commended for recognizing the gap in its
examination procedures regarding MBS, we believe that knowing
when to implement these additional questions will be difficult, if
not impossible, without a corresponding requirement that national
banks inform the examiners about any M activity in which they
are involved prior to the start of an examination. Without such re-
quired notification, for example, the questions posed in the exami-
nation manual would not have uncovered the Bank of America’s
and Wells Fargo’s involvement in the West Pac/NMEC situation;
nor, would they uncover a similar situation involving any large
multinational bank. In short, unless the OCC addresses the prob-
lem of prior netification, its added requirements regarding MBS
could have very little effect.

5. Conclusion: '

The experiences of the financial institutions cited in the forego-
ing case studies should have alerted the bank regulatory agencies
to the scope and national impact of MBS problems. It is clear that
they did not and, thus, loan participations and MBS based on
fraudulent appraisals have adversely affected many financial insti-
tutions around the country. Moreover, with the singular exception
of the FHLBB, which is attempting to address the problem through
its recent proposal, the FDIC, Federal Reserve, and OCC appear to
be willing to [et the banks they supervise continue to assume such
risks without any requirements that they even obtain the appraisal
and other underwriting documents, let alone conduct an inspection
of the collateral property.

VI. ReAL ESTATE APPRAISING: A TROUBLED PROFESSION

A. INTRODUCTION

In recent years, the real estate appraisal industry has been beset
by serious problems and subjected to increasing criticism. The
harmful effects of faulty and fraudulent appraisals—major losses,
insolvencies, etc.—are described at length elsewhere in this report.
However, what is less well-known or understood are the underlying
causes of the problems that have helped to bring about the indus-
try’s present troubled state and well-earned notoriety.

B. CAUSES OF THE PROBLEMS

At least five factors have contributed significantly to the apprais-
al industry’s present state:

1. Lender ignorance/misunderstanding of appraisal role:

Many lending institution executives, directors and loan officers
are eitﬂer essentially ignorant of or ill-informed about the proper
role of the real estate appraisal in loan underwriting. The prevail-
ing attitude among them is that the appraisal is simply an obetacle

796
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192 llearings, p. 728.
19¢ fbid , p. 545




42

to overcome or a rubberstamp needed to establish the maximum
amount of a loan.!'® Worse still, many such officials maintain that
it is not difficult to find an accommodating appraiser who can be
counted on to come up with whatever results are desired."'!
Indeed, some of these same officials are among those who sarcasti-
cally refer to the prestigious “MAI” designation earned by mem-
bers of one of the leading appraisal industry organizations as
meaning “made-as-instructed.” ''* Also, appraisals are often_ rel-
egated to a comparatively minor status in the loan underwriting
process, because among lenders there is far more interest in the
up-front fees, interest income, and other tangible benefits accruing
from a completed loan transaction than there is in assuring that
the institution’s risk exposure is minimized.

2. Pressure on appraisers by lenders, borrowers, etal: .

Borrowers, particularly developers seeking to minimize or elimi-
nate their personal equity investment in a proposed commercial
venture, wi?le often pressure appraisers into rendering estimates
substantially above the project’s actual value. Similarly, lenders
may tend to exert pressure on appraisers to overvalue property col-
lateralizing a loan, since the amount of the up-front fees the insti-
tution receives depends on the size of the loan—the bigger the
loan, the greater tm attendant fee income."'® In the case of both
borrowers and lenders, the implicit, and sometimes explicit, threat
underlying the pressure brought to bear is that i appraiser
fails to ‘“‘come up with the numbers,” he or she will not get addi-
tional business from them. )

The effects of such pressure are far-reaching and enormously
harmful. For example, one witness at the hearings testified that he
finds one major co uence, “client advocacy,” in the reports of as
many as 75 percent of the real estate appraisers with whom his in-
stitution works.!!¢ In addition, studies made regarding residential
appraisal reports reveal that in as many as 98 percent of the cases
reviewed, the appraised value of the property was identical to the
sales price. In commenting on the latter, one knowledgeable a
praisal industry source raised the obvious follow-on question: “If
sales price is market value, the lender doesn’t need the apprais-
er;” 118 je, why go to the trouble and expense of having an ap-
praisal done in the first place? )

3. Fragmentation/disarray within the industry: .

Of the estimated 150, to' 250,000 individuals performing ap-
praisals on a full- or part-time basis, only a maximum of one-third
of them are affiliated with a legitimate trade organization possess-
ing professional standards and certification criteria, codes of con-
duct, and disciplinary procedures.!’¢ The remaining two-thirds of
the appraisers are not affiliated with any such organization and,
therer » are neither necessarily subject to any education or train-

“"'llurinp.". 1656 and nw.u.um&wum.«-m,m;
e ™ o T

P 6
ayeite V. Au_nl‘,s“‘You Can’t Have Fraud Without an Appraisal,” Appraisal Review
P54

Journal, Win¢
e 'h-%
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ing requirements, guided by any professional standards and ethics,

‘nor accountable for their performance and behavior.!17

Adding to the degree of fragmentation within the industry are
dozens of so-called “diploma mills” that offer legitimate sounding
professional credentials for a fee. Unlike their reputable counter-
parts, these organizations typically have minimal or no profession-
al standards, ethics, or disciplinary procedures and their certifica-
tion criteria are so general that it is possible for virtually anyone
wishing to call himself an appraiser to qualify.

Further compounding this confusion and disarray, until quite re-
cently the relationship among the leading appraisal groups was
characterized by intra- and inter-organizational rivalry, squabbling,
and mistrust. While this state of noncooperation and mistrust has
by no means disappeared, these groups within the last year or two
have made significant progress in beginning to work together on
the common issues and problems facing them.!18

4. Grossly inadequate enforcement of professional standards and
codes of conduct:

Inadequate efforts to monitor and enforce existing codes of con-
duct and standards of professional practice have played a major
part in diminishing the appraisal industry’s overall credibility and
grofessional standing. For many years, leading appraisal groups

ave had procedures for disciplining their members for cause, in-
cluding admonishment, censure, reRrimand. suspension, and expul-
sion. These procedures, however, have been applied 8o sparingly
that they have become almost meaningless as an effective enforce-
ment tool. Indicative of this industry-wide failure to deal with poor
performance and misconduct, out of some 1,600 complaints
screened and submitted for further consideration within four of the
leading appraisal groupe (combined membership about 40,000) be-
tween 1983 and 1985, just 40 or so resulted in suspension or expul-
sion and another 125 ended up in milder penalties such as admon-
ishment or censure. In effect, only about 10 percent of the com-
plaints resulted in meaningful disciplinary action; which translates
to a minuscule four-tenths of 1 percent in terms of the total mem-
bership!

5. Lack of regulation:

Real estate appraisers are completely unregulated at the Federal

‘level and only minimally so at the State level. Just 12 States have

any form of appraiser licensing or certification and, moreover, in
all but a very few of these the effects of such regulations are limit-
ed because they are essentially an extension of principles and
standards applicable to real estate salespersons and brokers.

$17 [t should also be notad that appraisal probleme are not the sole province of either group;
i.e., (aulty and fraudulent sppraisal work is done both by a isers holding designations (rom
logitimate profeasional organizationa, as well as those not aftiliated with any such g:p. .

148 Inter alsa, tatives of seme of the leading appraisul groupe have werking
Jointly with (l!.t l"lll B ninc; lm issuss ofllulus:lnam' " A and, upocin| lly, on ways loupfo-
mola appraissl quality in thri ing activitiss. Similarly, appraiea P represeniatives
have worked ther with Fannie Mae, Freddie Mac, VA, and l’-qlA oﬂ'n‘cr:l.l on developing &
uniform single family residential appraisal form. Also, as of Februnry 196, the mh:‘:ri
appruisal groups met jointly and (wrmed a so-called Ad floc Committee on Usniform Stw of
Professional Appraisal Practice. This committes has met several times since to consider the oo

tablishment of uniform standards of appraiesl practics and & possible system (n- appraissl in-
dustry self-regulution. These latter efforts have taken place in concert with th *mluﬂ

investigation and are being coordinated with Chairman Barnard.



Indecd, that most State regulations place appraisers within the
real estate licensing framework is (raught with potential problems
since: (1) real estate sales stress wholly different legal, contractual,
and client-agent relationships than those involved in an appraisal
assignment; and, (2) unlike the appraiser, a real estate agent or
broker has a vested interest in seeing that a sale/loan transaction
is consummated.'?®
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C. APPRAISER INCOMPETENCE/MISCONDUCT—AN INDIVIDUAL CASE
STUDY

Illustrative of both the degree to which appraisers fail to be disci-
plined/regulated and the effect incompetent, negligent, or dishon-
est appraisers can have on financial institutions, is the perform-
ance of one appraiser who Federal regulators say has “wrought
havoc up and down the East Coast” for years. Grossly inflated and
otherwise defective appraisals by this individual, who at the time
of the subcommittee’s investigation held senior designations from
three of the leading appraisal industry organizations, have been
found in work he did for at least two failed federally insured sav-
ings and loan associations. Federal authorities assert that one of
these institutions was declared insolvent as a direct result of losses
incurred in connection with a major real estate project that had
been grossly misappraised by this individual.}?® The actual losses
sustained by the FSLIC on this project have passed $11 million, ex-
ceeding even the $T million projected at the time of the institu-
tion’'s demise.'?! As of August 1986, this appraiser was still a
member in good standing of thé three industry groups whose desig-
nations he holds,'?? even though the above-mentioned institution
had failed nearly 4 years earlier and his role in that situation had
resulted in his being named in a criminal referral to the Justice
Department and a $10 million suit brought by the FSLIC.!%? The
disturbing, but not surprising, result of the total lack of discipli-
nary action against this appraiser,'24 is that he is still very much
in business doing work for federally insured banks and thrifts, Fed-
eral and local government agencies, and other State and local lend-
ing institutions and private businesses.

119 L earings, pp. 106 and 124.

%0 Letter in subcommittee files dated January 17, 1983, from Rosemary Stewart, Acting Di-
rector of the Enforcement Division, Office of General Counsel, FI1ILBB, to Elsie L. Munseli, US.
Atlorney for the Eastern District of Virginia.

12t Memo contained in subcommittee filos.

123 While officiale of these respective organizations are bound by their rules not to disclose
any information regarding & pending disciplinary ing against » member, it is clear that
this appeaiser is presently under investigation in all of them. The added problem in this respect
is that the due process safeguards built into thess organizations’ dieciplinary procedures make
the effort a protracted one that may result in & year or two passing before a final decision ie
reachad and action taken.

122 According lo FHLBB officials, the criminal referral failed to result in an indictment, and
:\e ciwil :5“4;0'0'“ settied in de minimus (ashion, with a payment by the appraiesr to the FSLIC

abowt $5,000.

1%¢ Ag indicated in the Hearings (p. 654), subcommitiee s1aff learned that this same individual
was aleo on the VA’'s approved list of appraisers. Having been informed of this fact, the VA
initiated an inquiry that resulted in his being removed from its appraissr roster on February 1§,
1986. Un sddition, this lgpni.er'l sxample raises further questions of how he ie able to continue
to find work in federally insured financisl institutions and why no action hsa been taken
agained him ‘cu\umod regulatory authoritiss. See related diacussion below, p. 48.
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D. NATIONAL REGULATION NEEDED

Among the differing views and ideas presented in the hearings
testimony and separate documentary submissions to the subcom-
mittee on how to address the appraisal industry’s problems, a
broad consensus emerged that the time has come for some form of
national action to regulate appraiser performance and appraisal
quality. Within this consensus, which reflects the views of individ-
ual appraisers, appraisal organization leaders, mortgage insurance
industry officials, and Federal regulators,'*® there was almost
unanimous further agreement that what they had in mind was a
system patterned after the one established by and for the account-
ing profession in cooperation with the U.S. Securities and Ex-
change Commission.'2¢ While the details of such a sel{-regulatory
system have yet to be worked out, several points regarding its gen-
eral outline are often mentioned, including that it be applicable to
anyone performing real estate appraisals and contain uniform ap-
praisal standards, appraiser qualification/certification require-
ments, appraiser performance and review criteria, and discipli-
nary/enforcement procedures.

VII. AppraAisaL ProBLEMS ARE EVERYONE'S FauLt

A. INTRODUCTION

In addition to the appraisal industry’s obvious responsibility for
many of the problems described elsewhere in this report, the other
private sector institutions that use appraisals and the public sector
agencies that oversee or regulate such usage are equally culpa-
ble.}2? In other words, literally all the organizations that came
under scrutiny in the course of our investigation—the Federal
bank regulatory agencies and the institutions they supervise, VA,
FHA, Fannie Mae, Freddie Mac, and the PMIs—bear some respon-
gibility for the appraisal problems extant in the real estate finance
and mortgage insurance and investment communities.

B. REASONS

These organizations are responsible for appraisal problems to the
extent that they have:

Treated appraisals as a secondary and comparatively unim-
portant aspect of sound loan underwriting practice;

Not developed adequate appraisal/appraiser-related policies
and procedures or ignored, overlooked, or simply did not
comply with the ones they had; and,

Failed to anticipate recent appraisal problems and to re-
spond effectively once they became apparent.

138 Seg, for example, Hearings, pp- 21, 79, 109, 296, 307, 411, and 621. 3
12¢ Under the general oversight of the Securities and Exchange Commission, the sccounting
ession's sell.-regulatory systemn is organized around the Financial Accounting d
rd (FASB) and the American Institute of Certified Public Accountants (AICPA). Crested in
1973, FASB is an independent body that ia responsible (ur establishing and improving ﬁ.rmmll
accounting and reporting standards. The AICPA, the mng?r l;‘lb"‘ accounting membership oFga-
iscy

nization, is responsible for profi { certification and inary pn?'tju and actions.

127 See, for exampla, Hearings, p. 287.
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The subcommittee’s findings along these lines are summarized in
the following table:

I g or b BC WM W S e g
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1. Appraisals are secondary/unimportant—the OCC/FDIC view:

While appraisal-related policies and procedures among the bank
regulatory agencies—with some exceptions in the case of the
FHLBB—are inconsistent and filled with gaps, such is particularly
true of the OCC and FDIC. In contrast to other regulators, how-
ever, that the OCC and FDIC neither require an appraisal for each
real estate loan nor that their examiners verify appraisal accura-
cy/adequacy during regular examinations,'*® reflects their view
tgat appraisals are secondary to and far less important than the
borrower’s apparent creditworthiness. This outlook was evident at
the hearings, as demonstrated in the following testimony by John
F. Downey, Chief National Bank Examiner, and rt Miai-
lovich, Associate Director, Division of Bank Supervision, FDIC:

Mr. BaArNARD. That brings ur this question: Do the OCC,
FDIC, and Federal Reserve feel that bad appraisals are not
that much of a problem and appraisals in general are not
that important? I mean, is it your judgment that because
the institution you supervise doesn’t make a lot of real
estate loans, therefore this matter is not as important to
you as some other things?

Mr. Downey. I think appraisal of collateral is important
to all of us. I will speak for the OCC, it's important as one
more element of a good——

Mr. Barnarp. But it's not what you consider a loan to
be based upon? -

Mv. Downey. A loan should be based on the borrower's
ability to repay that loan——

Mr. BarNARD. And so the appraisal is secondary?

Mr. Downgy. Yes, sir.

Mr. Miawovich. Abeolutely. The most important thing is
evaluating the ability to repay and according to specified
terms. The value of t{ne collateral becomes increasingly im-
portant as one has to consider perhaps taking ion of
that collateral and liquidating it as a fallback. Collateral
and its value is what you have in the background, should
the real source of repayment fail on you. So, the important

re ".. 964-965, 1007- 1008,

439 [hid., p. 458.

47

thing is evaluating the borrower and the ability to
repay.'?®

In our view, this outlook is at best naive and at worst groesly ir-
res‘ronsible. No matter how carefully loans are screened some fail,
and even borrowers with spotless credit records can unexpectedly
fall victim to circumstances that result in their being unable to
meet their payment obligations. Moreover, in the highly competi-
tive lending environment of recent years, the fact is loans are com-
monly not screened carefully, resulting in their being approved for
far too many unqualified and disreputable borrowers. Thus, poor
quality and risky loans—many of which were made possible by in-
accurate or otherwise defective appraisal documentation—ﬁave
become commonplace and, correspondingly, have appeared in
steadily increasing numbers among the scheduled items of the Na-
tion's financial institutions, including those supervised by the OCC
and FDIC. In effect, the only way the OCC/FDIC appraisal outlook
could possibly make sense is if none of their member banks had ex-
perienced significant loeses or been otherwise damaged either as a
direct result of faulty or fraudulent appraisals or circumstances in
which the latter had played a meaningful role. Indeed, as has been
shown previously, the Bank of America loss and Continental Illi-
nois Bank and EPIC failures, demonstrate that precisely the oppo-
site is true.

2. Inadequate policies and procedures—appraisal information/
data are lacking:

The absence of adequate appraisal information and data was one
of the more glaring deficiencies found in the operations and activi-
ties of almosat every organization surveyed by the subcommittee.
With some exceptions among the PMIs and FHLBB, no other Gov-
ernment or rrivate sector agency or institution systematically and
regularly collect appraisal information; nor, have any of them in-
formally or formally studied the relationship between faulty and
fract;ilulent appraisals and problems—e.g., losses—they've experi-
enced.

To the extent that these various agencies and institutions have
failed to collect appraisal information or study the effects of ap-
praisal deficiencies and abuses, questiona necessarily arise as to as-
sertions made by some of them~—namely, the OCC, FDIC, FHA, and
Freddie Mac—that they have experienced few, if any, appraisal

roblems.?3% Such was our concern in this regard, that after the

earings, Chairman Barnard raised it again in follow-up corre-
spondence with the FHA—the Federal agency with the most fla-
grant appraisal data deficiencies—and Freddie Mac, respectively:

Additionally, we are troubled by some apparent incon-
sistencies between your public testimony and your prior
written submission (November 25, 1985). In the former,
you minimize the impact of faulty and fraudulent apprais-
als and, yet, in your prior submission (p. 7, item #7) you
appear to have no basis for such a contention, since you
state that no specific analysis of the relationship between

‘in

190 Hearings, pp. 967-968, 1009, 1147-1148, and 1268,
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appraisal problems and claims has been done and, more-
over, that the data that would enable you to do so has only
just begun to be collected. Also, while you conceded, in re-
sponse to my question at the hearing, that it would be rea-
sonable to assume that appraiser suspensions or removals
wonld likely involve losses, you did not indicate that you
had any idea how extensive this might be.}3!

2d (i) Concerning the response to question § (page 8 of
your November 15, 1985 submission), wh is the requested
appraisal-related data on Freddie Mac REO properties un-
available; does such data exist, for example, as a partial
result of the reviews conducted of properties acquired
through foreclosure?

(i) If such data is either not available or does not exist,
how is Freddie Mac able to confirm or deny the existence
of some relationship between appraisals and losses experi-
enced in its mortgage purchase activitiea? 132

Further illustrating the im of incomplets or wholly absent
data, the FHA is still unable, even after the completion of a
lengthy investigation, to provide an estimate of any projected and/
or actual losees resultilr:‘g from the fraudulent scheme perpetrated
againat it in Camden, NJ.!33 Underscoring the significance of this
point, investigations of activities strikingly similar to those in-
volved in the Camden scheme are in progress in at least five other
major metropolitan areas: Washington, DC, Nashville, Atlanta,
Houston, and Seattle. In effect, uniess FHA data collection policies
and procedures improve significantly, there is little reason to
expect that it will be any more able in the future than it is now to
accurately estimate projected or actual losses arising in the context
of such investigations.

Finally, it is important to note that when such information is
available—either in the form of regularly collected data or special
studies—it can (Fraphically show both the nature/extent of apprais-
al problems and their harmful effects. For example, a leading PMI,
the Mortgage Guaranty Insurance Company, recently conducted a
study of pairs of appraisals on defaulted loans it had insured.
In their review of these loans’ appraisals—the original one and the
ane J)erformed as part of the claims process—40 percent were
found to have dropped in value by more than 20 percent due to ap-
praiser incompetence, negligence, or fraudulent conduct.?3¢

8. Failure to anticipate/address appraisal problems—inadequate
coordination and communication:

During the hearings, no single issue excited more discussion and
attendant indignation than the example of the appraiser who for
years had “wrought havoc” in various savings and loan associa-
tions, but was still working steadil{‘ because no effective action had
been taken against him, either by his professional peers or the reg-
ulatory authorities reaﬁnsible for supervising the financial institu-
tions he'd harmed.??* The testimony presented by appraisers, regu-

231 Ihid, p. 13T

V33 [hid | . 762,

123 [hig | p. T44.

V3 ibid., p. 1292,
¢3¢ Sya whove, p. 44.
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latory officials, and others indicates that several points help to ex-
plain how such situations can arise and persist.

First, and perhapa foremost, there are always lenders who will
seek out such appraisers, as is reflected in the following exchange
\ivlith former FHLB Atlanta Chief District Appraiser, Richard

ewitt:

Mr. Barnarp. Did it appear there was a pattern of this
appraiser being employed by an institution in order to get
an appraisal that would support a projected loan?

Mr. Hewrrr. Yes, sir. As a practical matter those institu-
tions would seek out this individual to hire him, to use
him to get the numbers where they needed them to be.

Mr. BARNARD. And the banks or savings and loans were
not suspicious or did not hesitate to accept his appraisal?

Mr. Hewrrr. No, sir. As I indicated, usually there is
quite a correlation between poor underwriting practice
and the appraisal, but the sad part is that someone with
that kind of image, that kind of background, experience
and et cetera, was providing the numbers that needed to
be there.13¢

Second, reflecting the effects of apparent legal constraints, inad-
equate authority, and/or a lack of resolve, public and private sector
agencies and institutions have failed to establish procedures to
share information with one another regarding problem appraisers.
While the VA and FHA communicate with each other on apprais-
ers suspended or removed for cause, for example, no such ties exist
between them and the Federal bank regulatory agencies. This, in
part, helps to exPlain why the VA remained ignorant of this par-
ticular appraiser’s long history of unprofessional performance in
connection with federally insured savings and loan associations.!??

Similarly instructive in this regard are two exchanges that oc-
curred at separate intervals during the hearings. The first of these
was between Chairman Barnard and Steven Doehler, executive
vice president of the Mortgage Insurance Companies of America:

Mr. Doenrer. Mr. Chairman, the association did a
survey of the counsels in the various companies and asked
them what legal actions they have taken. The problem in
many cases is that you don’t have an effective remedy to
take against an appraiser. Especially one that you can ad-
dress at the stage that the problem is uncovered. In other
words, the cost of going through the legal process in all
but cases of blatant fraud or misrepresentation is not an
economic course of action. Puiting an appraiser on a watch
list is more practical. .

Mr. BARNARD. So, you all are just rolling the dice as far
as appraisals are concerned. ) )

Mr. DogHter. And the unfortunate thing, Mr. Chair-
man, is that what happens is that appraiser, who may not
be acceptable to mortgage insurer A, will then be sending
his business or through the lender they will be gending

80u

138 HHearings, pp. 78-79.
137 See p.nﬂ. rgon for related discussion and action tuken by the VA.
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their business Lo other mortgage insurers in the indus-
try'lai

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

Mr. Barnarop. 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.!3*

Finally, among virtually all of those who perform, use, or oversee
arpraisah. 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-
Kraiser- 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.

V2% Hearings, p. 294. The PMis aleo maintain that they sre unable to share information on
problam appraions among one another for fear of violating Pederal antitrust siatutes. Howsver,
according (o the lestimony presented (p. 296), the industry’s associstion has not asked the De-
pociment of Juatics for an opinion on this matter.

9¢ Haarings, p. 464,
0 ®

160 Toid., p. 108.
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