Case Studies in Appraisal Review:
Focus on Risk

MBA Residential Underwriting Conference
November 18-19, 2004

Presented by:
Kathy Coon, SRA

The goal of this presentation is to help underwriters/reviewers
focus on risk management in the appraisal review process in
pre-funding to prevent bad loans.
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“Red Flags”: Focus of the Appraisal Review

= Photos & maps

» Inconsistent information

= Age/Effective age variances not supported

» Sales/Financing concessions not reported; not
adjusted properly

= Comparables located outside the subject’s market
area.

= Adjustments not supported

= History omitted or improperly handled

= |nconsistent Information!
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CASE STUDY #1
(Handout)

Photographs:
» Some of the comparable sales obviously are not

comparable to the subject

Photographs:

» Look at photographs first

Ask yourself: “Do the comparables really look like the subject?”
Similar design

Surroundings

Y V VYV V

Age/Condition

The Map:
» Subject faces major highway
» Comparables appear to be located outside of the subject’s

neighborhood

Examine the Map for:
» Heavily populated area; yet, the comparables are located far away
> Notable divisions of land use
» Other location factors
o0 Major thoroughfares, freeways, railroad tracks, etc. that may have a
negative impact
o Ocean, lakes, mountains, golf courses, etc.; that may have a

positive impact
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Neighborhood:
> Areais in transition from residential to commercial
» Omissions in Neighborhood comments regarding location

» Property faces Hwy 6 which is a major 4-lane highway

Neighborhood:

» Theinformation provided in this section will set the basis for the
remainder of the report

» Review closely for inconsistencies with other sections of the report

Site Information:

» Report states subject's 18,000 sf lot is “typical” for the
neighborhood

» States view is “average” (fronts highway and also is on a
corner across from an auto repair shop)

» Subject is zoned “Highway-Commercial”

» Subject site has private utilities; most comps have public
utilities

> None of the comments disclose subject’s frontage on Hwy

Site:

» Look for inconsistencies, i.e. subject’s site size rated “typical” or “average”,
yet is much larger, or smaller, than the sites of the comparable sales
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Examples of Inconsistent Information—Neighborhood/Site

Sections:

» Neighborhood sections reports “good” or “increasing” yet comparables
are older OR taken from outside immediate market area

» Site size reported “typical” for neighborhood, yet large site adjustments
were made on comparables in the Sales Comparison Approach

Description of Improvements:

» Age 47; Effective age 24 (not supported)

> Subject’s only bedrooms located on 2" floor; no bathroom
on 2" floor

» Reviewer found that local tax records indicate property has
1852 sf; report did not explain deficiency

» Comments state that features are “typical” and no
functional obsolescence acknowledged for the lack of

baths on the 2" floor

Description of Improvements:

Age vs. Effective Age:
» Most abused section of the appraisal report
» Large unsupported differences between age and effective age will result in

an inflated value

5

Case Studies in Appraisal Review: Focus on Risk FNC, Inc.



Effective Age:

>
>

The age indicated by the condition and utility of the structure

It is determined by an appraiser’s judgment and is not a market-
derivable figure

Similar standards of owners or occupants can influence the pace of
building deterioration

If a building is better maintained than others in the market area, its
effective age will be less than its actual age

If a building is poorly maintained, its effective age may be greater

If a building has received typical maintenance, its effective age and

actual age may be the same

Supporting Effective Age:

» The wider the variance, the more details needed for support.

» Specifics should be provided for updates, remodeling, etc., that would

increase the subject’s value based on local market acceptance.

Other Issues in Description of Improvements:

» Subject noted as Manufactured home

» Inconsistencies with other sections of report
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Cost Approach:

» Land value questionable due to commercial influence; may

actually be higher

» Depreciation not supported due to age/effective age

» Remaining Economic life inaccurate (should be shorter)
due to area changing to commercial

» Variance too wide between value in Cost Approach and

value in Sales Comparison Approach

Depreciation: Cost Approach
» Depreciation is the loss in value to the property from all causes: physical
functional and external

» Most appraisers will report the age-life method of depreciation

Depreciation: Age-life Method
Effective Age + Remaining Economic Life = Total Economic Life

Effective Age/Total Economic Life = Total Depreciation

Remaining Economic Life:
» Remaining economic life is the estimated period over which existing
improvements are expected to continue to contribute to property value
> Affected by:
o Economic conditions
o Changes in land use
» Condition and functional utility of the property
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Effective Age...Depreciation...Cost Approach...Market Value...
= The results of all Approaches to Value must be similar
= Therefore, the value in the Cost Approach must be similar to the
Sales Comparison Approach

= There are two ways to make this happen:

* Manipulate the Cost Approach/Depreciation

* Manipulate the Sales Comparison Approach:

* wrong choice of comparable sales, and/or

e unsupported adjustments to comparables

|
L

I
L
T
|
a
]

ESTRMATED SITE WALUE =% 15 0
ESTIMATED AEFAOOUCTHIM COST-MEW-OF MPROVENENTS

GEMERAL DHESRIETHIM Drwealling 23R4 sa @S G =5 L37 (b

Mo, of Linies 1 BSMT 84 FI@S =

Mo of Shores 2. - 1 800

Type (et BAH ) _I:_h:u-uhs:d Gt ey arp el 2HE 35 FI@E 12.50 = 3600

Dlesign | Siyle) [_r'.sdnmn:.'-] Tomal Exsmata d Cost Mow =5 142 440

ExistingProps f a8 10811 514 Lass Aih b Proesical Fufrstiona Exmarmal

Ago ien.) 47 > 56,976 =% 56,976
EPesibe Ageiffrai

Diipresirad [Waloa of e wHanls =% HE 464
- Wikl O ST NI G Pl s =5 [ER LT
INDICATED WALUE BY COST APPROACH 1006 4454 =5 = DL

b cate of apsramal
The sales history of the subject property and the comparable sales within the past twelve months included no atyfpical listimgs or
zales. There has been no known sales activity reganding the subject within the past twelve months.

Analyeis of ory GaTest agreement ol sale, oplon, o BSEng of the subiect property and analhyss. of any pror sates of subject aod comperabing. within one year of |

INDICATED VALUE BY 54405 COMPARISON APPROACH ] LU T
INDICATED VALUE BY INCOME APFRONC I 11 Aophcabin| Extimates Warke: Fenl § MAc. = $Groes Fect Wishpher i ] I
The agprasa (e mads x "o = SUTECE 1o the repaine, abemaone, inspeciicns o condiiones beted belos watyect 0 compledon r paee and spechcations

Condtors of Appeaiset This appraisal was clectrontcally signed.  The appraiser fully reviews the file before tife code 15 utilized 1o
allow the digital signature (o0 be used. ***See Additional Commenis=**
Finm Becoecitation The sales data comparison approach 1s considered to be the bestindicator of value as it

user of this appraisal is the mortgage broker. mortgage company and investor only. ***Sce Additional Comments*=*

The purpose of TS apprisal s & sslimat the masal waloa of fa real gropaty thal s he sedfect of this eearl, based =0 the canification. eonBngant
amd limiing condiions, and markal vale defision et ees slaed in i allached Fraddic Mac Fom 438Fasne Mas Form P0OEE Faeisagd (3,53 ]

| ONE) ESTIMATE THE MARKET WALUE A5 DEFIMED, OF THE REAL PROPERTY THAT IS THE SUBJECT OF THSE REPQRT, AS Jume |8, 2(HIZ

WHICH I8 THE DATE OF INSPECTION AMD THE EFFECTIVE DATE OF THS REPOGAT) TD BE § S 10D

AFFRAISER: BUPERWISORY APFRAISER (OHLY IF REQUIREDS:

Signatum Elgnatuse Did D Mt
Hamw  Appraiser Mairs Inspatt Propry
Dt Flissae Sigraed Jamnary 4, 19E0 Diale Aop ol Sigeed

State Canfcation & T DM sale T Stana Carification @ Erana

O Elata Licensa & Eae Of Elaw Licensa & Eiana

8

Case Studies in Appraisal Review: Focus on Risk FNC, Inc.



Sales Comparison Approach:
» Selection of comparable sales questionable
> Note sales price of comparables prior to adjustments
» Reporting of seller paid points/concessions not accurate
o Comp. #3 had $1,800 in seller costs
o Comp #4 had $10,604 in seller costs
> Location is rated “average”
o Differences in location of comparables not explained or
adjusted
» Site/view — large variances in site sizes
o Provided no explanation for adjustments
o No comments regarding highway frontage
Design and Appeal —no descriptions and no adjustments
Quality of construction — no descriptions and no adjustments
Age/Effective Age for comps — no explanations and no support

YV V VYV V

Conditions —rated “Good” except for comp #5
o Comps range from 4 yrs to 47 yrs
0 Only Comp #5 adjusted
» Room count — No adjustment for 3-BR comps (comp #5 has no
bedrooms and no interior walls because it is a commercial property)
» Sguare footage —wide variance in size

» Functional utility — no mention of lack of bath on 2" floor
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Choosing Comparable Sales
» The following will likely result in an over valued property:
0 Leaving the neighborhood for comps (when local comps are
available)
0 Not confirming details of comps and therefore
= Failing to report and adjust for the seller concessions

= Failing to properly adjust for quality/condition issues

Using comps outside of the subject’s market area:
Justified when:
> Site influence (Water, Golf Course, etc)
Few sales, few listings (undersupply)
Unique area (historical, etc.)

Underwriting requirements*

YV V VYV V

Rural or non-conforming area

Not Justified when:
» No sales in neighborhood high enough to support contract price or
refinance amount
» Subject is unique for the neighborhood
» Subiject is largest in neighborhood
» Subject is newest in neighborhood
> Client request

If appraiser has to “leave the neighborhood” to obtain a better comp, the 1%
guestion should be “why are better comps not located within the subject’s market
area?”

» Consider older sales in the immediate area

» Consider listings as added support

» Request price ranges of houses in the “other” neighborhoods

» Call local appraisers or Realtors for opinion of area
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Proper selection of Comparable Sales:
1. Location
2. Design-Layout/Appeal/Style
3. Room Count

4. Square Footage

With occasional exceptions, this is the order of features that have the

most impact on the value of a property.
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Financing (seller concessions):

Be cautious of statements in the appraisal similar to the following:

“Itis typical in the area for the sellers to pay 1 to 3 points and has no

affect on property values”

This statement implies a lack of understand of the definition of Market Value and

USPAP.

Sales Concessions:

Consider how sales concessions are addressed by the appraiser when
completing the URAR (1004)
» Sales concessions influence the price paid for real estate.

> It may be in the form of

(0}

O O O O O

Loan discount points

Loan origination fees
Settlement assistance
Payment of condo/PUD fees
Builder incentives

Inclusion of non-realty items in the transaction

Appraisers are required to verify and analyze all sales on a cash equivalent

basis (interest rate buy-downs, below market financing, owner financing,

etc.)

» It should be noted that the need to make negative adjustments and the

amount of the adjustments to the comparables for sales and financing

concessions are not based on how typical the concession might be for a

segment of the market (Large sales concessions can be relatively typical

in a particular segment of the market and still result in sales prices that

reflect more than the value of the real estate).
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Sales Concessions:
» Adjust comparables for the following
o0 Special/non-market financing terms
Points
Buy-downs
Gifts
Buyers closing costs paid by seller
Swaps/exchanges

0O O O O o o

Personal items included in sale

Confirmation of Sales Data (appraiser’s responsibility):
> Price
» Seller concessions
o Points
0 Buyer costs paid by seller
o Decorating allowances
o Upgrades
> Details of quality
» Details of condition
0 Upgrades
0 Remodeling
0 Repairs made
0 Repairs needed
Age
Number of bedrooms/baths

Square footage

YV V V V

Site amenities
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Explanation of Adjustments:
» All major adjustments should be explained by the appraiser
» Watch for “escape” adjustments and vague explanations
» Example often seen on appraisals: “Comparable #1 is inferior to the

subject in condition and was adjusted upwards $10,000”

Proper Explanation of Adjustments:

» The subject was recently updated with new carpet, ceramic tile and
hardwood floors, designer wallpaper and complete remodeling of kitchen.
Comparable #1 was recently painted, but has not been updated; therefore,
it was adjusted upward $10,000.

0 This type of statement explains and supports the conclusion

History:

» USPAP requires the appraiser to analyze all current agreements of sale,
options, or listings of the subject property CURRENT as of the effective
date of the appraisal”.

» USPAP requires the appraiser to "analyze all sales of the subject property
that occurred within three years prior to the effective date of the appraisal”.

» Fannie Mae form requires sales history of comparables for the prior 1 year

(this will likely be 3 years with release of new Fannie appraisal forms).
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History: What does “analyze” mean?

= Did the subject sell same or higher than list price? Is this consistent and
supported?

= Is the current estimate of value higher or lower than prior sale reported?

= Did the subiject sell higher, lower, or the same as a prior sale reported?
What does this mean?

= Did the appraiser analyze and explain....with details? If not, reject the
appraisal.

= Do not accept just the reporting, only, of prior sale price, list price,

etc. without a complete explanation
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CASE STUDY #2
(Handout)

Identifying Inconsistencies

Map: Indicates subject’s location is rural

Neighborhood:
> “Suburban” box is checked

Site:
> Site size is 281,325 sf. (+/-5 acres)
» Zoning: classification is “R-1A Single Family Residential” (rural??)
» Utilities: Subject has well & septic system
» Off-site Improvements: Street is reported to be “gravel”

Comparable Sales:
» Comparables range in distance from 2.5 to 7 miles
» Comparables had lot sizes ranging from 1.88 to 5.01 acres
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Other Appraisal Review Issues:

The Risk of “Refis”:
» Subject is a refinance, home equity, etc.
> Appraisers are “instructed” that a certain “value” is needed
» “Value” often includes:
*= Loan balance
= Credit card or other debts
= Closing costs
= Enough variance to cover down payment

> If the items have no relationship to market value, they should be flagged

17

Case Studies in Appraisal Review: Focus on Risk FNC, Inc.



How Lenders Can Be Protected:

» Update Checklists and instructions to appraisers
» Monitor Appraisers Quality
0 Issue direct guidelines
0 Require compliance from appraisers
» Hold Appraisers Accountable
0 Keep tracking record of appraiser performance
o Develop “A” list of appraisers
> Properly train reviewers/underwriters
» Maintain both internal & external databases
o To verify history
o0 To check for better comparables
o0 To check for prior association with property address and/or
applicant
» Take Advantage of Technology
o Implement technology to assist in reviewing appraisals and tracking

and monitoring of all individuals involved in the loan process

Shift focus from fixing errors...to preventing them
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Technology as a Tool in Appraisal Review
v' Automatically capture subject and comparable sales data without re-

keying to build internal databases.

v Automate lender’s customized review rules and review +/-80% of the

appraisal in within seconds

v' Automate pre-funding risk reviews

» Technology provides review feedback for ongoing improvement in quality

control

» Automated appraisal review reduces underwriting time, while increasing

quality and efficiency
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In Conclusion:

“Red Flags”: Focus of the appraisal review

(Add to your Appraisal Review Check List):

» Photos & maps

* Inconsistent information

= Age/Effective age variances not supported

» Sales/Financing concessions not reported; not adjusted
properly

= Comparables located outside the subject’s market area.

= Adjustments not supported

» History omitted or improperly handled

= |nconsistent Information!

QUESTIONS AND ANSWERS
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Contact:

Kathy Coon
Chief Appraiser-Director, Appraisal Quality Control
kathy@fncinc.com

FNC, Inc.

700 Gemini, Ste 240
Houston, TX 77058
281-990-0383
www.fncinc.com

21

Case Studies in Appraisal Review: Focus on Risk FNC, Inc.



