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I.  The appraisal process, also called the “valuation process,” is a structured 


     approach to valuing real property that suggests a step-by-step procedure an 


     appraiser would follow in order to appraise a subject property and is designed to 


     assist the appraiser in valuing a subject by outlining the major steps through 


     which an appraiser would likely proceed.





     A.  First step:  definition of the problem





           1.  Identification of the real estate





	    a.  This is generally done by giving the legal description of the subject.





	         (1)  Monuments





	         (2)  Metes and bounds





	         (3)  Lot and block





	         (4)  U.S. Government survey





	    b.  In addition to the four systems of legally describing property listed 


	         above, the appraiser may describe the property by its commonly


	         known address (for example, street address) and by its physical 


                     characteristics, including maps, drawings, photographs of the subject.





           2.  Identification of the property rights to be valued





	    a.  Although it is typically stated that the property is to be appraised, it 


	         actually is a set of defined rights in the subject that the appraiser values.





	    b.  Those rights valued may be fee simple, leased fee, leasehold, life estate,


	         or interests, such as easements, air or subsurface rights.





           3.  Date of the value estimate or opinion





                a.  Called the “effective date,” it is the date as of which the appraiser says 


                     the appraisal is valid





	    b.  This “as-of” date can define one of three types of valuations.





	         (1)  Current appraisal





		    (a)  The valuation says what the property is worth at present.
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		    (b)  The appraiser generally uses that date that he/she physically


		           inspected the property, so that if the property were damaged


		           following the inspection, the appraisal would still be valid.





	         (2)  Retrospective appraisal





		   (a)  The as-of date is in the past.





		   (b)  This could be an estate appraisal, as of date of death of the 


		          deceased, an appraisal for a property tax appeal, or one possibly


		          involved in some type of litigation, as in divorce settlements.





	         (3)  Prospective appraisal





		   (a)  This valuation is an appraisal as of a date in the future.





		   (b)  New construction or rehabilitation work of existing 


                                  improvements are examples, with the as-of date likely to be 


		          when the work is completed.





          4.  Use of the appraisal





	   a.  Why the appraiser’s client requested an appraisal, what motivated the


	        client to go to the appraiser for an opinion of value.





	   b.  Called the “function” of an appraisal, it could be for many reasons, such 


	        as listing the property for sale, financing the property, tax appeal, 


	        insurance claim, negotiating a purchase, or simply wanting to know 


	        what the property is worth.





          5.  Definition of value





	   a.  A client may believe there is only one kind of value and hence the


	        appraiser should define the value being estimated, whether it is market 


   	        or investment value, value-in-use, insurance value, assessed value, or 


	        some other kind of value.





	   b.  Uniform Standards of Professional Appraisal Practice (USPAP) require


	        that the appraiser include a definition of the value being appraised in the


	        appraisal report.





    B.  Preliminary analysis and data selection and collection
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          1.  After having defined what is involved in the appraisal assignment, the 


	   appraiser should begin to analyze what is needed to complete the


	   assignment, including the data that will have to be gathered.





          2.  Types of data





	   a.  General data are those data that describe the overall market in which 


                    the subject is located and may include regional and national information.





	         (1)  Social data is about people, demographic statistics about the 


		    numbers of people in an area, rate of births, deaths, family size,


                            numbers of households, average number of people within a


		    household.  





	         (2)  Economic data are about money, average wages and salaries, the


		    economic base of the community, sources of revenues and services,


		    rates of employment, unemployment.





	         (3)  Governmental data talk about government at the local, State, 


		    federal levels, level of taxation, zoning ordinances and actions,


		    methods for rezoning, obtaining building permits, efficiency of 


                            police and fire protection, maintenance of public roads/facilities.





	         (4)  Environmental data includes information on the natural 


                           environment as well as description of what communities have done


		   to meet the needs of the people living there.





	   b.  Specific data talks about the specific subject property, comparables used 


	        in the valuation, and the neighborhood in which the subject is located.





    C.  Highest and best use analysis





          1.  That use of land which brings the greatest value to the land





          2.  There are two possibilities taken into account when conducting a highest


	   and best use analysis, what would be the use if the land were vacant and


	   available for development to its highest and best use, and, secondly, given


               the current improvements, what is the best way to use them to bring the


               most value to the land.





	   a.  As if vacant





	        (1)  The current improvements, if any, are ignored, and consideration is
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		   given to what should be built on the subject land.





	        (2)  Any cost that would be required to remove current improvements


		  should be considered in coming to the highest and best use


		  conclusion.





	   b.  As currently improved      





	        (1)  Determine whether the improvements on the land are being properly


		  used or if a different use would increase the value of the property.





	        (2)  The cost of conversion to a different use, if necessary, should be 


		   taken into account in coming to the highest and best use conclusion.





         3.  The criteria the appraiser uses in a highest and best use decision are


	  considered in the sequence shown below.





	  a.  Physically possible





	       (1)  What use can be employed that the land can physically accommodate.





	       (2)  Strength of the soil, shape of the lot, topography would be typical


		  characteristics to look at in deciding what uses are possible for the


		  land.





	       (3)  A use that is not physically possible would be eliminated from any


		 further consideration as a highest and best use candidate.





	 b.  Legally permissible





	      (1)  The appraiser studies those uses that are currently permissible under


		 zoning ordinances and other applicable laws.





	      (2)  If a use other than those allowed at the time of appraisal is the 


		suggested highest and best use, the appraiser must comply with


	            relevant requirements of Uniform Standards concerning a 


		hypothetical condition.





		(a)  Such hypothetical must be disclosed in the appraisal report.





		(b)  Use of the hypothetical results in a credible analysis.





		(c)  The impact on value in using a hypothetical must be indicated.
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                 (3)  A use that is physically possible but then found not to be legally


		permissible would be eliminated from further consideration as a 


		candidate for highest and best use.





	c.  Financially feasible      





	     (1)  A use that meets this criterion is one that will be at least bring some 


                       value to the land and make the property worth more than what the 


                       land would be worth unimproved.





	    (2)  If a proposed use does not increase the value of the land, it is not a


	           candidate for highest and best use, even though it is physically


	           possible and legally permissible.





	d.  Maximally productive





	     (1)  Once a candidate for highest and best use meets the three preceding


		criteria, then it should be determined whether it - or another use - is


		the use that will bring the greatest value to the land, that is, the one


		that is maximally productive.





	     (2)  No use can be maximally productive - the choice for highest and best


		use - if it has not been determined first that it is physically possible,


		legally permissible, and financially feasible.


	


      4.  Whatever decision the appraiser makes concerning highest and best use of the


           subject land, the appraisal principle of consistent use must be adhered to, 


           namely that the use determination for land and improvements be the same 


           and that a property may not be projected where the use of land is different 


           from the use of the improvements at any one time.





D.  Land valuation





      1.  Any of six recognized techniques for valuing land may be utilized.





           a.  Sales comparison





	   (1)  Analyzing recent sales of similar land in order to come to a value 


	         conclusion concerning the subject land





	   (2)  This is usually the preferred method for estimating the market value 


                      of land, since it tracks what has been actually paid in the marketplace 


        	          for similar plots of land, that is, what investors are actually doing.
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		(3)  The disadvantage of this technique is that often times it is not


		       available or practical, in that few unimproved lots may be selling 


		       in the market, especially in built-up areas where land with no


		       improvements on it may be a rarity.





                  b.  Allocation





	           (1)  Land is estimated as a percentage of overall property value of the


		     same type as the subject and that percentage is taken of the


		     subject property’s value to yield an estimate of value for the land


		     component of the subject.





	          (2)  Land-to-property ratios might be accurately estimated from 


		    current tax assessments in the market (depending upon the 


		    reliability of the taxing authority) or possibly from what investors/


		    developers are paying for land they improve and subsequently sell.





	     c.  Extraction (sometimes called “abstraction”)





	         (1)  The depreciated value of improvements is deducted from the 


		    property value to give an estimate of the value of the remaining


		    component, the land.





	         (2)  Accuracy of this method is very much dependent upon the ability of


		   the appraiser to estimate improvements’ cost new and accrued 


		   depreciation of the subject improvements, and the availability of 


		   data that will allow the appraiser to make such calculations.





	    d.  Subdivision development analysis





	         (1)  The total costs and entrepreneurial profit projected for a 


                            subdivision are deducted from the total sales revenues expected for 


                            the subdivision in order to estimate how much more the market paid


		    for the properties than the sum of the costs and profit, this excess


		    being the one component not taken into account yet, the land, and 


		    an indication of what the market feels the land is worth.





	         (2)  It is very important to remember that if the highest and best use of 


		   the land is not subdividing, then this method should not be used for


		   valuing the land, since rolled into that subdivided land value may be


		   many of the costs unique to subdividing and such land value given


		   another land use would be misleading.








-6-


	   e.  Land residual





	        (1)  The income associated with the land component of an income 


		   producing property is capitalized using an appropriate land


		   capitalization rate (return “on” only) to yield an estimate of the 


		   value of the land.





	        (2)  In order to use this technique the appraiser must estimate the value 


                          of the improvements, the property net operating income, and the


		  capitalization rates applicable for both the improvements and land


		  components.





	   f.  Ground rent capitalization





	       (1)  The net operating income earned from a long term lease on land is


		 capitalized into a value indication for the land.





	       (2)  The land capitalization rate should reflect the probable stability of 


		  the long term lease and be lower than a comparable lease not on a 


		  long term basis.


		   


 E.  Application of the three approaches to value





       1.  Sales comparison approach              


  


       2.  Cost approach





       3.  Income capitalization approach





       4.  A business valuation may employ a fourth approach, called “liquidation


	value analysis,” in which the real and personal property assets of the business 


            are individually valued and then added up, deducting from that sum any 


	liabilities to yield an overall value for the business.





 F.  Reconciliation of value indications to a final estimate/opinion of value





       1.  Reconciliation is that procedure by which final opinions are made on 


	information, data, and value conclusions the appraiser utilizes in application


	of the appraisal process. 





       2.  It is essentially a process of resolution, since the appraiser must often take


	conflicting data and, using the best judgment possible in the light of the


	information at hand, decide what the proper conclusions should be for the 
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	final opinion of value, the cost data to be used, what the best capitalization 


            rate may be, and any other decisions that must be made in the valuation


	process where not all the data entirely support one another.





       3.  Criteria of reconciliation





	a.  Accuracy





	     (1)  The information should have been obtained from enough sources or a


		very reliable source that the accuracy of the data is not in 


		reasonable question.





	     (2)  It is sound policy to verify data with independent sources if at all 


		possible, although a guideline of the Federal National Mortgage 


		Association (Fannie Mae) does not require verification of information


		unless the source providing such information had a financial interest 


		in the transaction about which the appraiser is inquiring.





	b.  Appropriateness





	     (1)  Accurate information may not be useful or at least not weighted much 


                        in reconciliation if it is not relevant to the appraisal problem being 


                        solved.





	     (2)  The appraiser decides what applicability information may have as


		part of the reconciliation process.





	c.  Quantity of evidence





	     (1)  A preponderance of evidence pointing to a particular conclusion may 


		be convincing enough to reconcile to a large extent on that evidence


		favoring such a conclusion.


		


	     (2)  The weight of data should be sufficient to serve as a basis of defense


		and explanation of the appraiser’s application of the appraisal process.





       4.  Before submitting an appraisal report to the client the appraiser should 


            review the entire valuation process that led to the conclusions contained in 


            the report.





	a.  Mistakes are corrected and conclusions examined again to ensure they are


	     consistent with the data used in support of these conclusions.
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	b.  Looking back at the appraisal process, it should be clear that all issues


	     raised in the appraisal process step of defining the problem have been


	     properly addressed.	





      5.  A numerical reconciliation should illustrate the mechanics of how the 


           conclusions were arithmetically derived and a full explanation given of the 


           reasoning behind the weighting assigned to each of the indications.





	a.  Example of equal weighting





	     An appraiser valuing the fee simple interest of a single-family home for the


	     purpose of estimating market value has used all three approaches to value


	     and come up with the following values:





		By the sales comparison approach:		$151,000.


		By the cost approach:			$162,000.


		By the income approach:			$146,000.





	     The appraiser believes that the quality and relevance of the comparables


	     make the sales comparison approach a strong indicator of value.  But, the


	     appraiser also notes, the subject improvements were completed only two


	     years ago, depreciation was a minor consideration, and the availability of


	     ample cost data make the cost approach another solid basis for valuation.


	     And, since rentals account for a sizable portion of the market, the


	     appraiser decides the income approach is very relevant to this appraisal


	     and weights the three approaches equally as shown below:





		Approach	Value estimate	Weighting	Weighted average





		  Sales		   $151,000.	     x         .333	       =	       $50,283.





		  Cost		   $162,000.	     x	    .333	       =	       $53,946.





		  Income	   $146,000.	     x         .333	       =         $48,618.


						         Equally weighted:   $152,847.


			


			Rounded opinion of value:	$153,000.





	      It is highly frowned upon in real estate appraising to engage in strict


	      averaging, as a sign of laziness or lack of knowledge on the part of the


	      appraiser.  That is not to say, however, that on occasion various 


                  numerical conclusions cannot equally apply to an appraisal situation.  


                  This is what we are suggesting above, without in any way proposing


	      that exact averaging is always an acceptable appraisal technique.  	
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	b.  Example of unequal weighting





	     In the above example if the appraiser felt the three approaches were not


	     equally applicable, the weighting for each approach should not be equal.  	     	     If, for example, the appraiser thinks the sales comparables are poor, the


	     cost data and the depreciation figures marginal, but strong income data 	    


	     have been found for the subject from a predominantly rental market, the


	     reconciliation might then look like this:





		Approach	Value estimate	Weighting	Weighted average





		   Sales	     	     $151,000.	     x	     .10	       = 	      $15,100.





		   Cost		     $162,000.	     x	     .10	       =	       $16,200.





		   Income	     $146,000.	     x	     .80	       =	     $116,800.


						Unequally weighted:	     $148,100.





			Rounded opinion of value:	$148,000.





	    Again, in addition to the derivation of the conclusion illustrated above, the


	    appraiser would give full explanation in the appraisal report of why the


	    value estimates were weighted as they were.





 G.  Report of defined value





       1.  The results of an appraisal assignment may be reported orally, as long as the


	appraiser maintains sufficient written data in the workfile to support the


	conclusions of the oral report.





            a.  While permitted by Uniform Standards, it is not allowed for a federally


                 related transaction, for which a written appraisal report is required.





	     (1)  A federally related transaction is one in which a federal regulatory 


                       agency has commissioned the appraisal or is regulating the transaction 


                       for which the appraisal is sought and the services of a licensed or 


                       certified real estate appraiser are required.





	    (2)  Uniform Standards require that an oral real estate appraisal report 


	           include to the extent possible those data that would be in a 


	           corresponding written summary report on the same appraisal.





  	b.  Expert witness testimony in court is probably the most common example 
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  	     of appraisers rendering oral real estate appraisal reports.





	c.  Appraisers need to be careful to avoid an unintended oral appraisal report


	     by responding to seemingly innocent questions about what a property 


                 might be worth in a manner that could be construed as an oral real estate 


                 appraisal report.  





       2.  Written appraisal reports





	a.  Letter





	     (1)  This report communicates the results of an appraisal assignment to the 


                       client in a letter format, from the appraiser to the client.





	     (2)  Although previously in widespread use in the appraisal business, this


		reporting method is now used less frequently.





		(a)  There is concern that all the reporting requirements of Standard 2 


                               of the Uniform Standards will not be met because of the constraint


		       of adhering to a letter format.





	            (b)  The dominance of the use of form reports in residential appraisal 


		       reporting has relegated letter reports to a very minor role in this


		       part of the appraisal profession.





	b.  Form





	     (1)  A set, pre-approved form is used in which the appraiser fills in the 


		blanks for the requested information.





	     (2)  The advantages of this format are the form makes clear what


		information is expected from the appraiser and the client is aware of


		what categories of information the report will contain and where in 


		the report to find that information.





	     (3)  The best known appraisal reports of residential appraising - the 


		Uniform Residential Appraisal Report (URAR), the Small Residential


		Appraisal Report (2-4 family form), the Individual Condominium Unit 


                        Appraisal Report form, the newer forms from Fannie Mae, 2055 and 


                        2065 - are in this format of filling in the blanks.





	     (4)  Using form reports for the results of commercial appraising is seen


    		much less than on the residential side, with many commercial     
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		appraisers favoring the use of a narrative format to report the 


		results of their appraisal assignments.





	     (5)  The residential appraiser inexperienced in narrative report writing or 


                        any other appraiser unsure about structuring a narrative report may 


		wish to ask appraisal software companies about two commercial forms 


                        that are available.





		(a)  The Uniform Commercial/Industrial Appraisal Report - Small


		       Property (UCIAR - SP) - is for transactions in which the loan


		       amount is $750,000. or less.





		(b)  The Uniform Commercial/Industrial Appraisal Report - Existing


		       Property (UCIAR - EP) - is for transactions in which the loan 


		       amount is greater than $750,000.





	  c.  Narrative, a suggested format





	       (1)  Introductory section





		 (a)  Title page





		        i.    Address of subject property





		        ii.  Appraiser name and business address





		        iii.  Client name and address





		 (b)  Transmittal letter





		        i.    Cover letter accompanying the formal appraisal report sent


			  to the client





		        ii.   Information included





			  (i)    Date of the letter





            		  (ii)   Effective date of the opinion of value





			  (iii)  Opinion of value





			  (iv)  Property interest appraised





			  (v)   Property address


-12-


			  (vi)  Signature of the appraiser





		(c)  Certification should contain statements similar to the following





		      i.      Statements of fact are true, to the best knowledge of the 


			  appraiser





		      ii.     Report contains the professional analyses, opinions, 


			  conclusions of the appraiser





		      iii.    Whether or not the appraiser has an interest in the subject


			  property and whether or not the appraiser has a personal


			  relationship with the parties involved





		      iv.    The appraiser has no bias with regard to the subject property.





		      v.     The appraisal is not contingent upon the appraiser reaching a


			  certain pre-determined value.





		      vi.    The appraiser’s fee is not contingent upon the value 


                                      conclusion or subsequent event associated with the appraisal.





		      vii.   The appraisal process has been conducted and the report


			  written up in conformity with the Uniform Standards of


			  Professional Appraisal Practice.





		      viii.  Whether or not anyone who has signed the property has 


			  inspected the property and, if so, the nature of the inspection





		      ix.    Identification of anyone who has provided significant real 


			  property appraisal assistance to the appraiser during this 


                                      appraisal process    





	          (d)  Summary of important conclusions





		    i.    Address of subject property





      		    ii.   Extraordinary assumptions and hypotheticals





		    iii.  Highest and best use analysis





		    iv.  Opinion of land value
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		    v.     Opinion of value of the specified interest in the subject 


                                    property by each of the approaches to value used in the 


                                    appraisal





    		    vi.    Reconciled opinion of value of the specified interest in the 


		            subject property





		    vii.   Effective date of the valuation





		    viii.  Definition of the value appraised





              (2)  Premises section





	        (a)  Assumptions and limiting conditions should contain statements


		  similar to the following





		   i.     Although information supplied by others is deemed reliable, no 


		          warranty is given for the accuracy of such information.





  		   ii.   Title to the subject property is assumed to be marketable and


		         free and clear of encumbrances unless otherwise noted





		   iii.  It is assumed there are no defects in the land/improvements not


		         apparent to the appraiser that would have an impact upon


		         valuation.





		  iv.   The appraiser is not an expert in the field of environmental


		         hazards and is not qualified to render an opinion on the presence


		         of such hazards and the effect they may have on the valuation of


		         the subject property and its suitability for its present or


		         contemplated use.





		 v.     Referenced proposed improvements, if any, are assumed to be


		         completed in accordance with plans and specifications noted in


		         the report and performed in a workmanlike manner consistent


		         with the issuance of the required building permits and 


		         certificates of occupancy.





		vi.    The appraiser is not required to give further testimony or appear


		        in court concerning this appraisal, unless specific arrangements


		        have been made to do so.





	     (b)  Purpose and scope of the appraisal
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		 i.   The purpose of the appraisal is to provide an opinion of a type of


		      value.


       


		 ii.  Uniform Standards require the appraiser to describe the scope of 


                              the appraisal, that is, what is covered in the appraisal and the 


                              extent of effort by the appraiser to complete that coverage.


	     


	     (c)  Definition of value and date of the value estimate  


	


		i.   A generally recognizable definition of the value being estimated





		ii.  The “as-of” date or “effective” date may be as of a date in the 


		     past (retrospective appraisal), as of a recent date (current


		     appraisal), or as of a date in the future (prospective appraisal).





	     (d)  Property rights appraised





		i.   Fee simple





		ii.  A partial interest





           (3)  Presentation of data





	     (a)  Identification of the property





	           i.    Legal description and commonly-known-as address





	           ii.   Photographs/maps/drawings/charts





	           iii.  Classification of property





		     (i)   Real property





		     (ii)  Personal property





	    (b)  Forces influencing subject





	           i.  General data





		   (i)    Social





		   (ii)   Economic
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		     (iii)  Governmental





		     (iv)  Environmental





		ii.  Specific





		     (i)   Subject property





		     (ii)  Subject’s neighborhood





	    (c)  Site information





	          i.   Subject’s size, dimensions, shape, soil conditions, topography     





	          ii.  Deed restrictions, easements, flood zone classification





	   (d)  Description of improvements





	          i.   Physical representation of the subject, including size, shape,


		   number of units, common areas, actual age, effective age, 


		   remaining economic life





	          ii.  Depreciation





		   (i)    Physical deterioration





		   (ii)   Functional obsolescence





		   (iii)  External obsolescence





	   (e)  History of the subject





	          i.    Date of construction and subsequent capital additions





	          ii.    Chain of title, that is, owners past and present





	          iii.   Sales prices and financing





	          iv.   Casualty losses





         (4)  Analysis of data and conclusions of the appraiser	





	   (a)  Highest and best use of the land as vacant
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               (b)  Highest and best use as currently improved





	   (c)  Land value





	         i.   One or more of the six recognized methods for valuing land are


		  presented, with a reconciliation to the opinion of value





	         ii.  Special factors affecting land value should be described, if they exist,


		  such as being in a flood zone, difficulties in zoning/rezoning, 


		  configuration of the land, access to utilities/sewer, on septic.





	  (d)  Presentation of each of the approaches to value that were used in the


	        appraisal





	  (e)  Reconciliation of value indications to final opinion of value, with a


	        detailed discussion of the reasoning behind the reconciliation and how 


	        the final value opinion was reached





        (5)  Qualifications of the appraiser should be included and may be contained in 


               a full resume attached to the appraisal or at least information such as the


	   following. 





	   (a)  Education and training, special courses, seminars completed





	   (b)  Professional experience generally described





	   (c)  Noteworthy clients, if they have granted permission  to identify them   


   


               (d)  Specific properties appraised, if the clients have granted permission to


	          identify the appraisals





	   (e)  Membership in professional associations





        (6)  Addenda - information not essential for understanding the appraisal but


		        included to further explain and illustrate the data and conclusions


		        contained in the body of the report





	   (a)  Sketches, building plans, diagrams, photographs, maps of the subject,


	         comparables, and the neighborhood 





	   (b)  Graphic data, tables, calculations utilized in support of the appraisal





	   (c)  If the subject is an income-producing property, copies of leases or 
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                      summarized lease data, reconstructed operating statements, analysis of 


                      contract and market rents, vacancy and occupancy levels





                (d)  Construction costs





	    (e)  Listing and sales prices in the market, marketing times, levels of 


	          supply and demand, predominant age and selling price of properties


	          in the area





	    (f)  Discounted cash flow analysis





	          i.    Projection of periodic income streams





	          ii.   Calculation of reversion





	          iii.  Discounting to present value





	   (g)  Statistical analysis





	         i.    Mean, median, and mode





	         ii.   Range





	         iii.  Average and standard deviations





	  (h)  Regression analysis





	         i.    Simple linear      





	         ii.   Multiple regression





II.  Financing/debt investing              





      A.  If the purchase of real estate is financed, there are two investors - the equity


	investor and the debt investor - who come together in such purchase for their


	mutual benefit.





	1.  The equity investor actually buys the property, putting up the down 


	     payment, arranging for financing with a debt investor to complete the 


	     purchase, assuming or assigning management of the property, and 


	     servicing over the period of ownership the debt obligation that was 


	     created in order to buy the property.
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                a.  Advantages of equity investment





	         (1)  Option of possession or leasing the property 





	         (2)  Cash flows, if leased





	         (3)  May pull out equity with refinancing or additional financing





	         (4)  Possible appreciation of the property value





	    b.  Disadvantages





	         (1)  Management may be burdensome if owner-managed and expensive


		    if a property manager is assigned.





	        (2)  Risk of losing equity and ownership to foreclosure if the periodic


		  debt obligation is not satisfied





	   c.  Equity investors may be private individuals, corporations, partnerships,


	        limited liability companies (LLC’s), partnerships, real estate


	        investment trusts (REIT’s), pension funds.





          2.  The debt investor allows the equity investor to complete the purchase of


	   real estate by providing the remainder of the funds needed over the equity


	   investor’s down payment.    





	   a.  Advantages





	        (1)  The debt service (mortgage payments) is secured income, backed by


		   a security device that will allow the debt investor to foreclosure   


                           upon the collateral property if the equity investor does not make the


		   mortgage payments as called for in the loan note.  





                    (2)  Usually not involved in the management of the property





	   b.  Disadvantages





	        (1)  Servicing a debt - ensuring that the loan payments are collected - is


		  expensive and requires the lender/debt service investor to maintain


		  personnel to send out notices, make collection calls, initiate or


		  authorize foreclosure, when necessary, and provide customer service


	              throughout the life of the loan.
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	         (2)  The debt investor usually has no claim to any cash flows and/or


		    appreciation of the collateral property, unless the equity and debt


		    investors have agreed to share these economic benefits in 


		    something called a “participation mortgage.” (See section on 


		    types of loan that follows.)





	         (3)  Although adjustable rate mortgages are designed to keep up with a 


		   fluctuating market, fixed rate loans may become costly if the loan


		   rate falls below market rates during the life of the loan.





	         (4)  Inflation since loan origination erodes the value of the dollars paid


		   back over time. 





	    c.  Any of the equity investors can also get into debt investing, but debt


	         investors in real property are typically commercial banks loaning 


	         direct to the borrower, commercial banks working through mortgage


	         brokers, life insurance companies, pension funds, credit unions, mutual


	         savings banks.





           3.  The position of each investor - equity and debt - can be valued through the


	    use of capitalization techniques.





	    a.  The equity residual technique values the position of the equity investor


	         by capitalizing income associated with equity into a value indication, 


                     using an equity capitalization rate.





	    b.  The mortgage residual technique values the position of the debt investor


	         by capitalizing income associated with debt into a value indication, 


                     using a debt capitalization rate.





    B.  Categories of loans





          1.  Insured





	   a.  Government insures the lender against loss, with the borrower paying 


                    for the insurance, the most well known program being that of the 


                    Federal Housing Administration (FHA) of the U.S. Department of 


                    Housing and Urban Development (HUD).





	   b.  Private companies may also insure lenders, often required by the lender


	        when the loan-to-value ratio for the borrower exceeds 80%.





         2.  Guaranteed
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	  a.  The federal government and some State governments offer programs that


                   will guarantee loans for the lender, without requiring issuance of 


	       insurance that can be costly to the borrower.





             b.  The best known guaranteed loans are from the VA home loan program of 


                  the U.S. Department of Veterans Affairs.





        3.  Conventional





	 a.  The majority of home loans in this country are conventional loans, 


	      meaning government does not insure or guarantee the lender from loss.





	 b.  In recent years conventional loans have become very competitive with


	      FHA and VA loans, in some cases offering very high loan-to-value ratios 


                  and limited closing costs in order to capture the traditional FHA and VA


	      markets.





  C.  Financing methods


	   


        1.  Mortgage transaction





	 a.  Documents





	      (1)  Mortgage note





		(a)  Promise to repay the loan under specified terms and conditions





		(b)  It is the evidence of the debt.





	      (2)  Mortgage contract





	            (a)  Pledge of an interest in the real property used as collateral/  


                              security for the loan, it is the security device, the act of 


                              “mortgaging” a property, meaning the borrower has used it for 


                              collateral to get a loan.





		(b)  Mortgaging the property places a lien on the interest that has


		      been pledged, which is the right granted to the lender to take the


		      property in a foreclosure action if the borrower does not satisfy the


		      conditions of the mortgage loan note.





	   (3)  Mortgage deed
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           	           (a)  Used in some States in place of a mortgage contract, it transfers


		      actual legal title to the property from the borrower to the lender,


		      which eases the foreclosure process for the lender by allowing the


	 	      lender to foreclose without having to go to court, since the legal


		      title is already in the possession of the lender.





	            (b)  Also known as a “deed to secure debt”





	b.  Parties to a mortgage transaction  





	     (1)  Mortgagor





		(a)  The one who is pledging the interest in the real property, the one 


                               who is giving the mortgage as a condition of getting the loan





		(b)  Borrower





	    (2)  Mortgagee





		(a)  The one who receives the pledge of an interest in the real property


		       from the borrower/mortgagor in return for the loan funds





		(b)  Lender





      2.  Trust deed transaction





	a.  Documents





	     (1)  Trust note





		(a)  Promise to repay the loan under specified terms and conditions





		(b)  It is the evidence of the debt.





	     (2)  Trust deed





		(a)  This security device for the loan actually deeds over legal title


		       to a third party to be held as collateral for the loan.





		(b)  Although the trust deed itself probably is in the hands of the 


		      lender, the legal title is recognized to vest in the third party, who 


		      may foreclose on the property if the conditions of the trust note 


		      are not satisfied.
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	   b.  Parties to a trust deed transaction





	        (1)  Trustor





		   (a)  The one who is conveying legal title to a third party as a method


		          of putting up collateral in order to obtain the loan





		   (b)  Borrower





	       (2)  Trustee





		  (a)  The recipient of the conveyance of legal title from the trustor





		  (b)  The trustee, holding the collateral as the borrower is paying the 


		         loan back to the lender, should be a party other than the lender 


		         and is often a title company or attorney.





	       (3)  Beneficiary





		 (a)  The party benefiting from the trust arrangement in which the


		        trustee is holding legal title until the trustor repays the loan





		 (b)  Lender





       3.  Land contract





            a.  Agreement between a buyer and seller in which the buyer purchases the


	     property through installment payments to the seller, with the buyer 


	     typically taking physical possession of the property but the seller 


	     remaining the legal owner of the property





            b.  Title





	     (1)  The seller retains legal title to the property but is required to deed 


                       over that title to the buyer when the buyer has satisfied the terms of 


                       the contract.


   


	     (2)  The buyer does have a  interest in the property, holding what is


		called “equitable title.”





	c.  Land contracts are known by a variety of names that all refer to the same


	     arrangement.
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	      (1)  Contract for deed





	      (2)  Agreement for deed





	      (3)  Conditional sales contract





	      (4)  Installment sales contract	





  D.  Priority of loans as liens on real property





        1.  A lien is a money encumbrance on title to property, that is, a limitation on 


	the ownership of property that is involved with the payment of money, in the 


	case of a loan, with the repayment of the loan funds given to the borrower. 





        2.  The priority of loans - the order of claims to a property serving as collateral -       	 is established by the order the lenders have notified the public of their 


             interest in the property, giving what is called “public” or “constructive” 


             notice by recording such interest with the country recorder/court house in 


             the county where the collateral property is located.  





        3.  Loan order





	a.  The “first loan” or “senior loan” is that loan that has been recorded first 


                 and hence has the first right among lenders to the property and to funds 


                 that would be disbursed in a foreclosure action.





	b.  A “junior loan” is any loan (second, third, fourth) after the first loan and 


	    subordinate in claim to other loan(s) on the property.





       4.  The general rule of priority is that “first to record is first in right,” but there


	are exceptions to this rule in which liens, even though recorded subsequently


	to a loan, may take precedence in claim to the property and funds deriving 


            from it.  





	a.  Real property taxes usually are paid off in a foreclosure before other 


	     claims, except possibly for costs incurred for the foreclosure sales.





	b.  Mechanic’s liens can take precedence from when work on the property


	     first started, not from when a lien was later recorded because of 


                 non-payment.





  E.  Types of loans





        1.  Classified by method of payment
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              a.  Amortized





	       (1)  Repayment of the loan is made through a periodic series of payments


	  	  typically applied to principal and interest.





	       (2)  The loan is “fully amortized” if the loan will be fully paid off, 


		  principal and interest, by the end of the loan period.





	       (3)  The loan is “partially amortized” if at least some principal remains


		  due at the end of the loan period.





	  b.  Balloon





	       (1)  Any loan, whether amortized or not, that has principal, called the 


                         “balloon,” due at the end of the loan period.





	      (2)  An interest-only loan is one in which no payments of principal, only


	            interest, are made during the life of the loan.





	      (3)  There may be no payments of either principal or interest made during 


                        the life of a loan, at the end of which all principal and accrued interest


		will be due.   





             c.  Graduated-payment





	      (1)  The amount of the loan payment changes during the life of the loan,


		 usually starting at an artificially low level and increasing later


		 according to a pre-determined schedule.





	      (2)  If the loan payment is so low that it does not cover the interest due,


		this loan will involve “negative amortization.”





		(a)  Negative amortization is where unpaid interest is added to the


		      principal, thereby increasing the amount due to the lender.





		(b)  Example





		       A loan of $100,000. is made at 9%, 30 year-term, with monthly


		       payments of $700. per month.  The interest due per month would


		       be:


						$100,000.


						        x.09


						$    9,000.  -  interest on an annual basis





-25-


			$9,000.  ÷  12 months  =  $750. interest due for the first month





					$750.	interest due for the first month


					- 700.	monthly payment


				            $  50.   remaining interest due after first month’s


						payment





			The $50. unpaid interest will be added to the principal, and so


			after the first month’s payment the borrower will owe:





					$100,000.	beginning balance


					+         50.	remaining interest due after one


							month’s payment





					$100,050.	balance due after one month





			This is negative amortization, since the loan balance with 


			payments is growing, not diminishing.  The balance after the


			second month’s payment would be:





					$100,050.	balance after first month’s 


							payment


					x        .09


					$    9,004.50	interest on an annual basis





			$9,004.50  ÷  12 months  =  $750.38	interest due second month 





					$750.38	interest due for the second month


					- 700.00	monthly payment


					$   50.38	remaining interest due after the


							second month’s payment





			The remaining interest due after the second month’s payment


			will be added to the balance due and the process will continue,


			each month the remaining interest due growing slightly larger


			because the loan balance is growing slightly larger.  Many


			graduated-payment loans will have a provision that the loan


			payment will increase later, so that the negative amortization


			feature will be reversed and eventually the loan will be start to


			be paid down as the higher loan payment will be sufficient to 


			pay all interest due each month and probably some principal.





	2.  Classified by agreement on interest rate
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                  a.  A “fixed-rate” loan is one in which the interest rate will remain the


	           same over the life of the loan.





	      b.  A variable-rate or adjustable-rate loan is one in which the interest rate


	           may change over the life of the loan.





	           (1)  The interest rate is tied to an independent economic index, such as


		      the prime rate or composite yields on U.S. Treasury bills, that will


		      increase the interest rate on the loan if the index goes up but must


		      decrease the loan interest rate if the index goes down.





	           (2)  The loan is often structured so that a change may occur no more 


		      than once or twice per year, no change each time may be more 


		      than a certain amount, and a ceiling will be set over which the rate 


                              may not increase for the life of the loan.  





	3.  Classified by the purpose of the loan





	     a.  A “purchase-money” loan is for the purchase of real property, in 


	          which the loan is part of the purchase price and the property being


	          purchased is the collateral.





	     b.  An “equity” loan is to convert some of the equity of the property 


	         currently owned into cash by borrowing it and using the property as 


	         collateral.





	4.  Construction 





	     a.  A short-term loan that finances the building of the improvements, it


	          is usually funded by the lender disbursing loan proceeds in installments


	          or “draws” as the construction progresses.





	     b.  “Take-out” financing used to replace the short term construction loan


	          with long term financing from a different lender (the short term lender


	          was “taken out” by the long term lender), but in recent years this has 


                      often been replaced with the “construction-perm” loan in which the 


	          same lender is providing the construction loan for a limited time and 


	          then replacing this short term loan with the long term permanent loan.  





	5.  Blanket





	     a.  More than one property is held as collateral for the loan, such as when


	          a developer borrows money to build a subdivision and all the homes
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                      being built and their lots secure (provide the collateral for) the loan.





	     b.  The properties are released from the obligations of the blanket loan as


	          they are individually purchased (see release clause below).





	6.  Package  





	     a.  Both real and personal property are used as collateral for the loan.





	     b.  Business and hotel loans, for example, can be package loans.





	7.  Participation





	     a.  The lender shares with the borrower in some of the benefits of equity


	          investment, such as a realizing a portion of the periodic income flows 


                      and/or appreciation in the property after a given time.





	     b.  This loan is likely to occur in high interest rate markets, where the 


	          lender, in return for a share of the economic benefits derived from the 


	          secured property, will give the borrower a below-market interest rate 


	          on the loan.





       F.  Loan clauses 





	1.  Acceleration





	     a.  Allows the lender to “call” the loan prior to maturity, that is, to ask the 


	          borrower to pay off the remaining balance due on the loan





	     b.  The loan must state what events permit the lender to “accelerate” the 


	          loan payments.





	          (1)  Default on the loan payments almost always allows the lender to


		     call the loan.





	          (2)  An acceleration clause that stipulates a sale of the property, also 


                            called a “due-on-sale” or “alienation” clause, is a commonly seen


	                basis for calling the loan.





	          (3)  Destruction of the improvements





	          (4)  “Jeopardizing the security,” such as non-payment of real property


		    taxes or extreme neglect in maintaining the property
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	2.  Subordination 





	     a.  Permits a loan to precede another loan in priority, even though the loan 


                      taking the senior position was recorded subsequent to the loan being 


                      made junior





	     b.  The subordination clause must be in the loan that is being made 


	          subordinate, such as a land loan already made that is then made 


                      subordinate by a subsequently negotiated and recorded construction 


                      loan for the purpose of building on the land (allowing the construction 


                      loan to be the first loan will save the borrower money in a lower cost 


	          for the construction loan, even though the lender of the land loan  is 


                      likely to extract a price for agreeing to a subordination clause).





	3.  Release 





	     a.  Allows a property held as security under a blanket mortgage to be


	          removed out from under that blanket loan on payment for that 


                      property





	     b.  Some States require that any blanket mortgage must contain a 


	          release clause.





	4.  Escrow





	     a.  Requires the borrower place in “escrow” with the lender funds for the


	          payment of specified property expenses, such as monthly pro-rations 


	          for real property taxes and hazard insurance





	     b.  This clause can be found in FHA and VA loans, as well as conventional


	          loans made in loan-to-value ratios greater than 80%.





	5.  Pre-payment penalty 





	     a.  Describes what financial penalty the borrower must pay the lender if 


	          the borrower pays off the loan or a stated portion of the loan in


	          advance of what is called for in the loan terms





	     b.  The penalty may be a percent of the loan balance due or a certain 


	          number of months’ interest, as a means of discouraging borrowers from


	          paying off their loans unexpectedly after the lender has gone through


	          the time and expense of making that investment in the borrower.
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    G.  Mortgage markets





          1.  Primary





	   a.  That financing market made up of borrowers and lenders originating


	        loans





	   b.  May be first or junior loans





          2.  Secondary





	   a.  The market in which those loans originated in the primary market are


	        subsequently bought, sold, traded, and borrowed against





	   b.  Sometimes called the “lender’s market” because it consists mainly of 


                    lenders dealing among themselves in loans already made.





	   c.  The secondary market provides liquidity for primary market lenders, 


                    who sell their loans in order to raise cash so that they can originate more 


                    loans in the primary market.





	        (1)  Benefits for the lender originating and then immediately selling the


		  loan





		  (a)  Loan discount points and other fees charged at origination





		  (b)  Service contract for the loan in which the purchaser of the loan


		        agrees to pay the selling lender a percentage of the loan - perhaps


		        0.50% - 0.75% of the loan balance each year - to continue to 


		        collect payments on the loan, send out notices, provide customer 


		        service to the borrower, foreclose, if necessary





	        (2)  The selling lender may sell the loan at the face amount, or balance


		   due if payments have been made on the loan, or sell it at a discount 


		   if the lender needs cash, but can still make a profit off the loan or 


                           at least recover any losses associated with the sale of the loan with 


                           the economic benefits described above.  





	   d.  Participants





	        (1)  Financial institutions





	        (2)  Private individuals and companies
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	        (3)  Fannie Mae





		  (a)  Private, stockholder, financial company chartered originally by 


		         the U.S. Congress as a government agency and later sold to the


		         private sector where it operates today providing liquidity for the


                                 primary market by buying residential loans in the secondary 


		         market





		  (b)  Often called a “quasi-public” corporation, Fannie Mae is


		         specially regulated by the federal government but it remains 


		         a private company whose stock can be purchased in the New 


		         York Stock Exchange.





		  (c)  Fannie Mae does not originate loans but strongly influences the 


		        primary market through its immense purchases of residential 


		        loans in the secondary market, its mortgage-backed securities


		        (MBS) described below in reference to Ginnie Mae, and its 


		        automated underwriting program called “Desktop Underwriter.”





		  (d)  Since Fannie Mae has certain guidelines for buying loans - 


		         including criteria for the appraisals conducted in association 


    		         with the granting of the loans - its appraisal guidelines are 


		         widely observed and generally accepted as setting the standards 


		         for appraisals made in connection with the origination of 


                                 conventional residential loans.





	             (e)  Website:  www.fanniemae.com





	       (4)  Freddie Mac





	              (a)  Similar to Fannie Mae, Freddie Mac is a private, stockholder 


                                 financial company that was chartered by the U.S. Congress, but,


		         unlike Fannie Mae, it was created as a private company to 


		         provide liquidity to the primary market with its purchases of 


		         loans in the secondary mortgage market.





		  (b)  Also often referred to as a “quasi-public” corporation, it too is


		        specially regulated by the federal government while its stock is 


		        available for investors to purchase in the New York Stock 


		        Exchange.





		  (c)  Freddie Mac influences the primary mortgage market, as Fannie


		        Mae does, with substantial purchases of residential loans in the
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		        secondary mortgage market, its mortgage-backed securities, and 


		        its automated underwriting program called “Loan Prospector.”





		 (d)  Freddie Mac guidelines for residential appraisals tend to mirror


		        Fannie Mae’s and the two companies, although they compete in			        the purchase of loans and other important areas such as 				        automated underwriting, cooperate in the sponsorship of the 


		        major residential appraisal report forms.





		 (e)  Website:  www.freddiemac.com  





	       (5)  Ginnie Mae





		  (a)  A government agency created by the U.S. Congress and


		        part of the U.S. Department of Housing and Urban Development





		  (b)  Ginnie Mae operates in the secondary market through mortgage-


		        backed securities (MBS) packaged by “issuers” approved by


		        Ginnie Mae who put together pools of loans that provide the 


		        income flow for MBS purchased by investors.





		        (1)  Most issuers are mortgage companies but commercial banks


			  and savings and loans also participate.





		        (2)  Through this mechanism of issuers and MBS Ginnie Mae 


			  provides liquidity for the primary market and the origination


			  of more residential loans.





		        (3)  MBS are called “pass-throughs,” meaning the principal and 


			  interest payments of the mortgagors of the pooled mortgages


			  are passed through to investors purchasing the securities. 





		  (c)  Website:   www.ginniemae.gov





    H.  National economic policies





          1.  Fiscal





	   a.  Tax and spending programs of the U.S. Government





	   b.  Once money bills are passed by Congress and formulated into law, the


	        resulting fiscal policy is then coordinated  by the U.S. Department of


	        Treasury under the direction of the President.
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          2.  Monetary 





	   a.  Management of the supply of money by the Federal Reserve System





	   b.  The Federal Reserve System consists of a seven-member Board of


	        Governors headquartered in Washington, D.C. and 12 Reserve Banks 


                    located in cities throughout the U.S.





	        (1)  The seven members are appointed by the President and confirmed


		    by the Senate for 14-year terms.





	        (2)  The Chairman and Vice Chairman are appointed by the President 


		  and confirmed by the Senate for four-year terms.





	  c.  The Federal Reserve controls the money supply and hence availability


	       of credit through three major devices.





	       (1)  The sale and purchase of U.S. Treasury securities, which have the


		 effect of contracting or expanding the available money supply in the


		 country, by the Federal Open Market Committee (FOMC) of the 


		 Federal Reserve





		 (a)  Selling securities in the market will contract the supply of money


		       and generally increases interest rates.





	             (b)  Buying securities back from the market expands the money 


		       supply and generally brings interest rates down. 





	      (2)  Setting of reserve requirements, the percentage of deposits a


		bank must retain as a safety measure, for member banks of the 


                        Federal Reserve by the Federal Reserve Board





	            (a)  Increasing the reserve requirements contracts the money supply


		      and tends to make interest rates higher.





            	(b)  Lowering the reserve requirement expands the money supply and


		      tends to bring interest rates down.





	            (c)  Member banks who fall below their reserve requirements may 


	                  borrow money from other banks of the Federal Reserve System,


        		      paying interest on these borrowed federal funds at a rate called the


                              “federal funds rate,” a key interest rate set by the Federal Reserve


		      and closely watched throughout the economy.
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	        (3)  Setting of the discount rate, that interest rate the Federal Reserve 


                          charges its members banks to borrow from it, by the Federal Reserve


		  Board and the Reserve Banks





		  (a)  Raising the discount rate is likely to increase other interest rates.





                          (b)  Lowering the discount rate is likely to bring other interest rates 


		        down.





    I.  Regulatory agencies





         1.  Federal Reserve System





	  a.  Supervises and regulates banking institutions, in addition to the 


	       monetary policy of its Board of Governors described above





	  b.  Website:  www.federalreserve.gov





          2.  Federal Deposit Insurance Corporation (FDIC)





	   a.  Insures deposits of the nation’s financial institutions





	   b.  Website:  www.fdic.gov





          3.  National Credit Union Administration (NCUA)





	   a.  Supervises and insures federal and State-chartered credit unions





	   b.  Website:  www.ncua.gov





          4.  Office of Thrift Supervision (OTS)





	   a.  Regulates federal and State-chartered thrift institutions, including


	        savings banks and savings and loan associations





	   b.  Website:  www.ots.treas.gov





         5.  Office of the Comptroller of the Currency (OCC)





	  a.  Charters, regulates, and supervises all national banks





	  b.  Website:  www.occ.treas.gov
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         6.  Federal Financial Institutions Examination Council (FFIEC)





	  a.  A governmental interagency body that prescribes uniform principles,


	       standards, and report forms for the examination of financial institutions


	       by the five federal financial regulatory agencies described above





	  b.  FFIEC membership consists of a representative from each of the five


	       federal financial regulatory agencies.





	  c.  Appraisal Subcommittee (ASC)





	       (1)  Created by the U.S. Congress in the Federal Financial Institutions   


	             Reform, Recovery, and Enforcement Act (FIRREA) of 1989 as a 


	             subcommittee of the FFIEC, the ASC regulates State real estate 


		 appraiser boards and The Appraisal Foundation to ensure compliance 


		 with FIRREA. 


          	


                         (a)  The State appraiser boards supervise and regulate appraisers 


		        licensed to practice real estate appraising in their States.





		  (b)  The Appraisal Foundation is a private, non-profit group and is 


		         the parent organization of the Appraisal Standards Board (ASC)


		         responsible for the Uniform Standards of Professional Appraisal


		         Practice (USPAP) and the Appraiser Qualifications Board 


		         (AQB) responsible for setting minimum criteria for certification


		         of real estate appraisers, both boards having been granted such


		         authority by the U.S. Congress in FIRREA.


		         


	       (2)  ASC membership consists of a representative from each of the five


	             federal financial regulatory agencies and a representative from the


		 U.S. Department of Housing and Urban Development (HUD).


		


	       (3)  The ASC website at www.asc.gov contains a federal registry of all 


		  licensed and certified real estate appraisers in the country.





	  d.  The FFIEC website at www.ffiec.gov contains links to all the federal


	       financial regulatory agencies and to the ASC.





         7.  The individual States regulate their own State-chartered banks through


	  agencies of the State governments.





_______________________  
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III.  Underwriting





        A.  In financial transactions, the underwriting process involves risk assessment, 


             that is, the analysis and decision-making through which a lender considers 


             the likelihood of profitable return and the wisdom of a particular investment 


             for its lendable funds.





        B.  What the lender studies





	 1.  The security/collateral





	      a.  That property the borrower is pledging and on which the lender may 


	           foreclose if the borrower defaults on the loan


	     


	      b.  The lender’s underwriter depends upon the appraiser’s valuation of 


                       the secured property in order to decide whether the property is 


                       adequate collateral for the loan.





	           (1)  The underwriter is the individual representative of the lender


		      charged with reviewing the appraiser’s valuation as described in 


		      the appraisal report in order to ensure to the satisfaction of the 


		      lender that the potential collateral has been properly appraised.





		        (a)  The appraiser’s efforts to value and describe the subject, and


			  also describe the neighborhood and market, all carefully 


                                      documented in the appraisal process that is presented in the 


                                      appraisal report, can minimize the requests underwriters


			  make of appraisers to clarify/modify the valuation and 


			  appraisal report.  


		  


		        (b)  It is the underwriter’s duty to his/her lender to thoroughly


			  analyze the appraisal and its report and, in the event of 


			  perceived deficiencies in the valuation process, to question the


			  appraiser about them.





                         (2)  As a result of the appraisal a lender may decide to proceed with


		       the loan, modify its original terms, or forego the loan entirely.  





	        c.  The underwriter will be concerned not only about the current


		 condition of the property and the area in which the property is 


		 located, but also about how trends described in the appraisal report


		 may influence value in the future.    
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	       d.  In looking at the subject property, the lender is especially interested


	            in how it compares to other properties within its market and hence


	            much of the work of the appraiser is to draw comparisons and 


                        contrasts of the subject and these surrounding properties.





		(1)  A lender must always consider the possibility that the borrower


		      will default and therefore must judge the adequacy of the security 


                              to allow the lender in a foreclosure action to recover the invested 


                              loan dollars the borrower did not pay back.





		(2)  In the end the lender wants to know if the subject is valuable and


		      marketable enough to provide reasonable assurance its depositor’s


		      monies will not be lost in a failed investment the lender made with 


                              those funds.





	       e.  Income-generating capacity 





		(1)  For income-producing property, the lender’s underwriter must 


		      study whether the subject property that will be the collateral will


		      produce enough income to assure the investor, that is, the lender,


		      that such income will enable the borrower to service the debt 


		      (make the mortgage payments).





		      (a) The reasoning behind this criterion is that a borrower forced 


		            to supplement an income property’s cash flow with personal 


                                    funds on a continual basis to meet the debt service obligation


			is more likely to default than a borrower owning a property


			that generates sufficient cash flow to make the mortgage


			payments.





		     (b)  Single-family homes and many 2-4 family properties often do 


			not generate the cash flow necessary to pay the debt and hence 


                                    for these properties the financial strength of the borrower is 


                                    especially important.





	          (2)  The subject property’s income-producing potential is assessed in 


		    the presentation of income and expenses on a reconstructed 


                            operating statement.





		    (a)  This numerical description of the property’s rental capability  


		           should make projections starting from the generation of


		           monthly/annual gross income through to the production of net


		           operating income.
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		     (b)  Example





			A 15-unit apartment building is rented at the following 


                                    schedule:





					9 units @ $750./month/unit


					6 units @ $875./month/unit





			An appropriate vacancy and collection loss factor is 8% and 


			the annual operating expenses are put at $53,500.


			The property expenses include fixed expenses, variable


			expenses, and reserves for replacements.  Not included in the


			property expenses are owner expenses such as debt service,


			depreciation, and income taxes on the net income generated.





			Reconstructed operating statement:





				9 units  x  $750./month/unit  =    $6,750.


				6 units  x  $875./month/unit  =    $5,250.


				Monthly gross rent (MGR):	    $12,000.


								     x12 months


				Potential gross income (PGI):    $144,000.	


				Vacancy factor:		     x        .08


				Vacancy and collection loss:      $  11,520.





				Adjust the potential gross income downward for the


				vacancy and collection loss:





								     $144,000.


								     -   11,520.


				Effective gross income (EGI):    $132,480.


				Operating expenses (OE):	      -  53,500.


				Net operating income (NOI):      $ 78,980.





		(3)  The underwriter uses various arithmetic ratios to characterize the


		       property’s income-producing ability to meet its debt service and


		       other financial obligations.  These ratios, of course, are not the


		       exclusive domain of underwriters, as investors and appraisers,


		       for example, may also use such ratios for their own financial 


                               reasoning.





		       (a)  Debt service coverage ratio (DSCR)
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			 i.    Measures the adequacy of the property’s net operating


			       income to service the debt





			 ii.   DSCR  =  NOI  ÷  DS		DS  =  annual debt service





			 iii.  Example





			       In reference to the property whose reconstructed 


			       operating statement is shown above, let’s say the 


			       appraised value of the property is $750,000. and that the


			       lender is considering making a loan on it at a 70% loan-to-


			       value ratio.





				Loan amount:	$750,000.


							x        .70


							$525,000.





			      If the loan term were for 20 years, the interest rate at 10%,


			      and the rate of amortization monthly, then the monthly 


			      payment required to fully pay off the loan by the end of the


			      loan term would be:





				Computed by monthly compound interest/discount 


				tables, often called the “Ellwood Tables,” in honor of 


				the underwriter whose pioneer work made such tables 


				generally available:





						$525,000.	loan amount


						x.009650	Column 6, 20-year row, 


								10% monthly tables


						$5,066.25/month


				


				HP-12C financial calculator keystrokes for computing 


    				the monthly payment:





						525000


						PV


						10


						g


						i


						20


						g


						n


						PMT		Answer:  $5,066.36
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				Annualized monthly payments (total dollars paid each


				year):





						$5,066.25


						x12 months


						$60,795.00





				The underwriter would calculate the debt service 


				coverage ratio as follows:





					DSCR  =  NOI  ÷  DS





						=  $78,980  ÷  60,795.





						=  1.30





				The debt service coverage ratio indicates the net 


				operating income is adequate to pay the projected debt


				service, with enough net left over to pay another 30%


				of the debt.  Lenders’ loan committees set the minimum


				debt service coverage ratios they require, which for


				many loan transactions would probably be slightly 


				lower than that calculated in this example.  Hence, the


				underwriter might conclude for this transaction the 


				property’s income-producing ability is sufficient to 


				reasonably assure the lender the debt service will be 


				paid.  Conservative lenders might have a higher 


				debt service coverage minimum than shown here and 


                                                hence could feel the property income flow is inadequate 


                                                and turn down the loan.





			(b)  Operating expense ratio (OER)





			       i.    That percentage of effective gross income that must be


				 expended for property operating expenses





			       ii.   OER  =  OE  ÷  EGI





			       iii.  Example





				 For the property in the preceding example the 


				 operating expense ratio would be calculated as follows:
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					OER  =  OE  ÷  EGI





					          =  $53,500.  ÷  132,480.





					          =  .4038





					          =  40%  (usually rounded to the nearest


							  whole percentage)





			(c)  Net income ratio (NIR)





				i.    Percentage of effective gross income remaining as 


               			      net operating income after payment of property 


				      operating expenses





				ii.   NIR  =  NOI  ÷  EGI





				iii.  Complement of the operating expense ratio, that is, 


                         		      the operating expense ratio and the net income ratio 


  				      add up to 100%





				iv.  Example





			      	      For the property shown above the net income ratio 


				      would be:





						NIR  =  NOI  ÷  EGI





					         	         =  $78,980.  ÷  132,480.





					                     =  .5962





					                     =  60%  (usually rounded to the 


                         						nearest whole percentage)





			    (d)  Cash breakeven ratio (CBER)





			           i.    Percentage of potential gross income required to pay


				     property expenses aside from reserves (only expenses


				     actually paid a creditor are counted, since this ratio 


                                                     is measuring the flow of cash) and the debt service


				     


			           ii.   CBER  =  (OE  -  R  +  DS)  ÷  PGI
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								R  =  reserves for 


								         replacements





			           iii.  Example	 	





				     If we say for the property in the example for 


				     which we have been calculating the underwriter 


				     ratios that the reserves are $4,000. of the total 


				     operating expenses of $53,500., then the cash 


				     breakeven ratio can be calculated as follows:





				CBER  =  (OE  -  R  +  DS)  ÷  PGI





				             =  ($53,500.  -  4,000.  +  60,795)  ÷  144,000.





					 =  $110,295.  ÷  144,000.





					 =  .7659





					 =  77%  (usually rounded to the nearest whole


						     percentage)





			     iv.  The complement of the cash breakeven ratio (23% in the


			           example above) represents the maximum vacancy and


			           collection loss percent the property can suffer and still 


			           be able to meet the cash expenditures required for 


			           operation of the property and payment of the debt


			           service.





	2.  The borrower





	     a.  Financial resources for the single-family home purchase





	          (1)  The income-earning capability measured by current salary/wages/


		     commissions is compared to the burden of paying for those costs in


		     carrying the house and the borrower’s other monthly debts.





		     (a)  Housing expense ratio (HER)





			i.    Percent of the borrower’s monthly income major housing


			      expenses will consume each month





		            ii.   HER  =  PITI  ÷  Income	P  =  loan principal
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								I  =  loan interest


  


								T  =  real property taxes





								I  =  hazard insurance





			iii.  Underwriters may consider either gross or net monthly


			      income (before or after income taxes) of the borrower,


			      depending upon their lending institution’s policies.





		     (b)  Installment debt ratio (IDR)





		            i.    Percent of the borrower’s monthly income that all debt


			      obligations paid by the borrower on a monthly basis,


			      including housing expenses, consume each month





		            ii.   IDR  =  MID  ÷  Income		MID  =  monthly 


 								               installment debts





	          (2)  Net worth





      		    (a)  Total assets minus total liabilities





		    (b)  While net worth considerations are usually more important in 


		           evaluating the borrower for larger investments than the single-


		           family-home, it is a relevant concern of the underwriter looking 


		           at the ability of the borrower to accumulate assets.





	   b.  Credit history





	         (1)  Included in the underwriting process is an evaluation of how well 


                           the borrower has handled his/her financial obligations in the past.  





	         (2)  Borrowers are rated or ranked, the underwriters relying heavily on


		   the information obtained from the major credit reporting bureaus in 


		   the country and contained in a credit report on the borrower.





		   (a)  Underwriters often utilize point systems to quantify the rating


		         assigned to the borrower, which is used to estimate the likelihood


		         a borrower will meet the debt service responsibility of repaying 


		         the loan as stipulated in the loan note.





		  (b)  A particularly strong borrower may encourage the lender to 
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		        make the loan, even if the security, that is, the collateral property,


		        may be only marginally adequate.





		  (c)  Underwriters may identify a “default threshold,” a percentage


		        level at or below which (e.g., 3% chance or less) the lender is 


		        willing to risk default, since the possibility of such default appears 


		        minimal and within the financial ability of the lender to absorb 


		        the potential economic loss as a “cost of doing business.”





		        i.     Automated underwriting - Fannie Mae’s “Desktop 


                                       Originator” and “Desktop Underwriter” and Freddie Mac’s


		               “Loan Prospector” - has encouraged this trend towards 


		               acceptable default probability, especially in single-family 


			   home loan underwriting, and is called “credit-based lending,”


		               since the loan decision is largely determined by the credit


			   status/strength of the borrower.





		        ii.    The substantial sales of loans in the secondary market mean 


                                       that the risk of default is spread among many lenders, as 


			   these loans are sold, resold, and packaged to provide returns 


			   for marketed securities (“securitization”).





		        iii.  The real estate appraiser needs to study in his/her market


		              whether there is a de-emphasis by lenders on the value of the


		              property collateral and, if so, what it means for the role of the


		              appraiser, particularly the single-family home appraiser in a


			  credit-based market.





          c.  Competence





               (1)  When underwriting loans on investment properties, the lender will 


	         look for evidence the borrower is capable of managing the investment


	         successfully.





	        (a)  Has the borrower owned this kind of property before?





	        (b)  Is the borrower qualified to put together a management team for the


		  investment?





	        (c)  If the borrower owns or has owned other similar investment 


		  properties, how are they performing or did they perform?





	  (2)  If the underwriting process results in approving the loan, that should
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                            signify that the lender believes the borrower is capable of handling 


     		    the investment and fulfilling the terms of the loan agreement.





	                   (a)  The debt and equity investors are cooperating for their 


                                     mutual, financial benefit.





	                   (b)  Most such real estate loans are “non-recourse,” meaning the 


			 lender may seek only the collateral property to satisfy any 


			 losses from default, not any other assets of the borrower.





            3.  The market





                 a.  A financially well backed and competent investor may still be 


                      unsuccessful in an investment if the market is not suitable for such 


                      investment.      





                      (1)  The underwriting process should include an evaluation of current 


                             levels supply and demand for the subject property.





	                (a)  Important data are current and projected vacancy factors, 


		          developments being built or planned for building, rates of 


                                  absorption, interest rates, governmental restrictions.





	                (b)  The real estate appraiser will normally be relied upon to 


                                   provide within the appraisal report a study of supply and 


                                   demand and their impact on value.





	         (2)  The rental information the real estate appraiser will provide on 


	                investment property should survey present market and contract 


                            rents and what trends in these rents indicate for the future.





                b.  In underwriting single-family home loans the lender will also consider 


                     supply and demand, emphasizing what they mean for sales prices.





	         (1)  The loan-to-value ratio for the lender’s single-family home 


                            investment (the loan being made) is traditionally higher than for 


                            income property loans.





	         (2)  Lenders wish to avoid making loans in a market that could 


                           depreciate so badly that loan amounts exceed values, leading almost 


                           inevitably to increased loan defaults.





    C.  Loan terms
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          1.  The lender will set the conditions under which the loan must be repaid and


	   which are set forth in the loan note.


           


               a.  The loan conditions must be attractive enough to be competitive with


	        other lenders, while protecting the lender by earning a profitable return


	        and insuring as much as possible that the loan will be paid back.





               b.  The responsible lender will work out loan terms that its underwriting


	        department has concluded will be manageable for the borrower.





         2.  Loan period





	  a.  Length of time over which the borrower is allowed to retain part or all of 


                   the funds loaned, after which all monies should have been repaid to the 


	       lender.





	   b.  Many loans are paid off prior to the end of the loan period.





	        (1)  Borrowers may sell the property, causing an acceleration of the loan,


		   may refinance, or may wish to remove any debt encumbering the 


		   property.





	        (2)  Those loans that last the full length of the loan period are said to


	               “run to maturity.”





         3.  Interest rate





	  a.  The rate at which the cost of the loan to the borrower is calculated by 


	       taking the interest rate percentage (usually expressed annually) of the 


	       principal amount, that is, the loan amount owed the lender





	       (1)  Most loan payments will consist of monies applied to the principal,


	              which reduces the loan balance, and the remainder paying for the 


		  cost of the loan, the interest dollars.





	       (2)  Example of calculating principal and interest allocation of a loan


		  payment            





		  For a $200,000. loan at 8% annual interest over a term of 30 years,  


                          the monthly payment required to fully amortize the loan would be


		  calculated as follows using 8% monthly compound interest/discount 


		  tables:  
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					        $200,000.


					        x.007338     Column 6 of the tables* 


					        $1,467.60    monthly loan payment





		*Column 6 contains what are called “loan constants” or “mortgage


		  constants” that are factors by which a loan may be multiplied in 


	              order to calculate the payment required to fully amortize the loan.


		  The above loan constant may itself be calculated using these 


		  HP-12C keystrokes:





						1


						PV


						8


						g


						i


						30


  g


						n


						PMT	Answer:   .007338		





		  What this loan constant says is that to fully amortize the loan it is


		  necessary to pay back every month .007338 dollars (about three


		  fourths of a penny) for every dollar borrowed.


				 


	             The payment may also be calculated using a financial calculator,


		 such as with the following keystrokes using an HP-12C:





					         200000


					         PV					         


					         8


					         g


					         i


					         30


					         g


					         n


					         PMT	Answer:  $1,467.53*


	          


		          *The answer calculated by a financial calculator is slightly more


	            	accurate because the 12C calculates nine places to the right of 


			the decimal, while standard tables such as the Ellwood Tables


		            calculate just six places to the right.





	            The interest and principal for this loan may be calculated by:
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					        $200,000.


					        x        .08


					        $  16,000. per year interest





		The payment is made monthly and so the interest owed per month is 


                        calculated by dividing the annual interest by 12 months:





					       $16,000. ÷ 12 months = 





					       $1,333.33 for the first month’s interest





		The principal portion of the payment is:





					       $1,467.60	total payment


					       - 1,333.33  interest portion


					       $   134.27





		Note that the interest and principal portions of the $1,467.60 loan 


		payment will change slightly for the next month’s payment, since the 


		loan balance has been reduced by the amount of principal applied to 			it by the previous month’s payment:





					      $200,000.00   old loan balance


					      -        134.27   principal payment


					      $199,865.73   new loan balance		


		


		Interest and principal allocation for the next month’s payment will be


		calculated by taking 8% of the new loan balance and then 1/12 of that


		(for one month), resulting in slightly less interest and slightly more 


		principal dividing up the $1,467.60 payment.





	      (3)  Example of calculating loan balance, principal paid, and interest paid


		during the life of the loan


   


		To calculate the loan balance at any time during the loan term, it 


		would be laborious to figure the principal amount being applied with 


		each payment and then adding up all this principal in order to deduct 


		it from the beginning loan amount to arrive at the loan balance after


		a given number of payments.  Fortunately, the loan balance can be


		calculated directly and we will do it using the compound interest/ 


                        discount tables as well as a financial calculator.





		Let’s go back to our $200,000. loan for which we calculated the 
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                        interest and principal allocation above and look at what the balance


		of this loan would be (that is, the amount still owed the lender) after


	            five years of making the monthly payment of $1,467.53.  If we 


		construct a time line for this loan we would see that at the end of five


		years there are 25 years remaining to be paid:





			0________5____________________________________30


				        ---------------25 remaining years-----------------





		The value of the lender’s position at the end of five years is that there


		are 25 more years to go of receiving the loan payment.  We can


		calculate the value (present value) of this position by discounting the


		remaining 25 years at the interest rate of the loan.  That will tell us


		the loan balance, that is, what this loan is worth after five years have 


                        been paid, but with 25 years more to go.  Column 5 of the compound


		interest/discount tables is used to discount a future series of equal


		sums (the loan payment) equally spaced (every month) back to a 


		present value:





					$1,467.60         loan payment


	 				x129.564523    Column 5 factor


					$190,148.89     value of the loan (loan balance)


							 after five years


		     


                             Therefore, the amount applied to principal during these five years 


		      is:	





					$200,000.00	beginning loan amount


					- 190,148.89    loan balance after five years


					$    9,851.11





		     The amount applied to interest during this same time can be


		     calculated by figuring the total dollars paid to the lender in these


		     loan payments, from which the portion applied to principal would


		     be deducted.  The remaining difference is the amount that went to


		     interest, as shown below:





					$1,467.60	  loan payment


					x60 payments   five years of monthly payments


					$88,056.00	  total dollars paid in monthly loan


							  payments
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					$88,056.00


					-   9,851.11	  amount applied to principal


					$78,204.89	  amount applied to interest





		     These calculations may also be done with a financial calculator by 


		     first calculating the loan payment and then amortizing the loan 


		     over the five years.  HP-12C keystrokes:





					         	200000


						PV


						8


						g


						i


						30


						g


						n


						PMT	   Answer:  $1,467.53





		    Now that we have calculated this loan payment again, let’s amortize


		    it over five years with the following keystrokes:


						


						60 (total number of payments)


						f


						AMORT     Answer:  $78,191.46					


		    This is the amount applied to interest.  Yes, it is slightly different


		    from that which we calculated using compound interest/discount


		    tables.  But, again, the answer using the 12C is more accurate 


		    because it is calculating nine places to the right of the decimal while


		    the standard tables use six places to the right.





		    The amount applied to principal is shown on the display of the 12C


		    with a single keystroke:





						x/y switch key  Answer:  $9,860.29  





		    This is key 34 (third row down on the keyboard, fourth key to the 


		    right).  





		    To see the loan balance use these keystrokes:





						RCL


						PV	Answer:  $190,139.71		
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                  b.  The interest rate is actually a series of individual rates that are added 


	           up and are intended to compensate the lender for risk, loss of use of the


	           money, and other factors, in addition to the so-called “real rate of 


	           return” that represents the lender’s return on investment.





	4.  Amortization frequency





	     a.  The time interval between required payments is typically monthly, but


	          some loans may be amortized quarterly, annually, or on some other 


                      time basis.





	     b.  Loans may be amortized over a longer period than the borrower is 


	          allowed to keep any portion of the loan funds.


	   


	              (1)  The purpose is to lower the loan payment by amortizing the loan 


		         over, for example, 30 years but requiring the loan to be paid off 


         		         in 15 years by a final balloon payment.





		  (2)  It would be said of the loan above that it is amortized over a 30-


		        year schedule with a “call” in 15 years.





            5.  Loan amount





	     a.  That sum of money the lender is willing to risk as a debt investor and,


	          for secured loans (loans where the borrower has out up security as


	          collateral), the underwriter believes is recoverable through 


	          foreclosure on the security in event of default





	     b.  Often expressed as a percentage of the appraised value, that is, as the


	          loan-to-value ratio.





   D.   Selection of the real estate appraiser





          1.  The underwriter is dependent upon the appraiser for a complete 


               description of the subject property, a reasoned analysis of the market in


	   which the property is located, and a supportable conclusion of value.





	   a.  Those areas of an appraisal report that are unclear to the underwriter


                    or with which the underwriter may disagree should be thoroughly


	        discussed with the appraiser.





	   b.  The underwriter should have confidence in the work of the appraiser 
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		the lender has selected and should be aware of the limitations imposed


		on the appraiser by the Uniform Standards of Professional Appraisal


		Practice.





	  2.  Fannie Mae guidelines for selecting an appraiser as presented in the 


	       Fannie Mae booklet, “Underwriting Property, Basics of Sound 


                   Underwriting,” which can be obtained from the Fannie Mae publications


	       department in Annapolis, Maryland at 1-800-471-5554 (telephone) and 


	       (301) 604-0158 (fax number)





	       a.  The appraiser should be familiar with houses in the neighborhood in


		which the subject property is located.





	       b.  The appraiser must certify that he/she uses Fannie Mae’s definition 


		of market value and understands what the market value definition 


		means.





                   c.  Appraiser credentials





	            (1)  The appraiser should be qualified to appraise the type of property


		       securing the loan the lender is underwriting.





		(2)  The appraiser should be familiar with Fannie Mae guidelines.





		      (a)  Once Fannie Mae purchases a loan from a lender, Fannie Mae


			 holds that lender - not the appraiser - responsible for the 


			 accuracy of the appraisal and the report of its results.





		      (b)  The appraiser’s fiduciary relationship is with the lender who


		             made that appraisal assignment.   





		(3)  What can assist the underwriter in evaluating the appraiser’s


		       qualifications





                               (a)  The appraiser’s education





		       (b)  The appraiser’s experience





		       (c)  Sample appraisals performed by the appraiser





		       (d)  Professional affiliations of the appraiser, although federal


			 law prohibits lenders from selecting appraisers based solely on


		             an appraiser’s membership in a particular organization
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		(4)  The appraiser should have access to necessary data sources.





	            (5)  The appraiser is active in appraisal work and adheres in that work


		       to Fannie Mae guidelines.





		       (a)  Data in the appraisal must be accurate and factual.





		       (b)  The appraiser must be diligent in factually describing 


 			  negative factors of the property and neighborhood, including


			  proximity to adverse influences.





		       (c)  Appraiser must personally inspect exterior of comparables. 


	        


		       (d)  Use only appropriate comparable sales.





		       (e)  Data should come from sources with no financial interest in 


			 the sale or financing of a property and, if they do have such 


			 interest, their information should be independently verified.





		       (f)  Adjustments should reflect market reactions.





		       (g)  The appraiser should develop conclusions of value that are in


			  no way based on any discriminatory considerations.





		       (h)  The valuation conclusions developed should be clearly 


			  supported by data in the market.





                    d.  What the underwriter should provide the appraiser





		 (1)  Copy of the complete ratified sales contract on the property the


		        appraiser has been assigned to value





		(2)  Relevant information that may not be included in sales contract





		       (a)  Settlement charges





		       (b)  Factors affecting sales prices or financing





		       (c)  Condominium fees





		       (d)  Non-realty items





		(3)  Any information on environmental hazards that could affect the 


		      subject property
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IV.  Fannie Mae guidelines for use of the streamlined appraisal report forms





      A.  These guidelines apply to the Desktop Underwriter Quantitative Analysis


            Report (Form 2055) and the Desktop Underwriter Qualitative Analysis  


            Report (Form 2065) as set forth in a letter to Fannie Mae sellers, dated


            26 September 1996.     





            1.  Form 2055 and Form 2065 are very similar, except that the 2055 uses the 


                 traditional numerical adjustments (“Quantitative Analysis”) in the sales 


	     comparison grid.  





            2.  Form 2065 uses a relative ranking of the comparables without resorting 


                 to numerical adjustments in the sales comparison grid (“Qualitative 


	     Analysis”).





	     a.  If an element of comparison for the comparable is superior to the 


	          subject, the appraiser records a minus (“-”) for that element, meaning 


                      that a numerical adjustment of the comparable would have been 


                      downward.





	     b.  If an element of comparison for the comparable is inferior to the 


	          subject, the appraiser records a plus (“+”) for that element, meaning


	          that a numerical adjustment of the comparable would have been 


	          upward.





                 c.  If an element of comparison for the comparable to equal to the subject,


	          the appraiser should record an equal (“=”), meaning a numerical 


	          adjustment of the comparable is unnecessary since the comparable and


	          the subject are similar in this element.





	     d.  The appraiser then records for each comparable its overall relative


                       relationship to the subject, based upon the comparison of the various


	           elements (pluses, minuses, and equals), reporting each comparable to


	           be “superior,” “inferior,” or “equal” to the subject.


 


	      e.  A conclusion of value is reconciled from the resulting ranking/rating


	          of the comparables.





      B.  Desktop Underwriter is Fannie Mae’s automated underwriting system that


	evaluates the creditworthiness of the borrower and recommends one of three


	options for conducting the appraisal.





            1.  Report the results of the appraisal on Form 2055 after performing an 


	     interior and exterior inspection of the subject property.
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	2.  Report the results of the appraisal on Form 2055 after performing only an


	     exterior inspection of the property.





	3.  Report the results of the appraisal on Form 2065 after performing only an


	     exterior inspection of the property.





      C.  Fannie Mae’s suggestions to the lenders on what appraisal forms might be 


	used in underwriting a loan represent the minimum documentation 


	requirements for loans processed in the Desktop Underwriter system, with 


	the lender retaining the right to request more information in the appraisal.





	1.  Desktop Underwriter may recommend the use of the 2065, for example, 


	     but a lender might conclude that it needs the appraiser to use the 2055 and


	     require that the appraiser inspect exterior and interior.





	2.  In another example, a lender might have specific underwriting concerns


	     and request the appraiser to provide information the forms do not call 


	     for, such as site value, replacement cost value, additional comparable


	     sales and listings.





     D.  Fannie Mae bases its recommendations of the streamlined form to be used on 


           the assessment of risk associated with the loan and, in the case of an exterior-


           only appraisal, the ability of the appraiser to obtain enough information about


           the physical characteristics of the subject from reliable sources.





           1.  Reliable data sources on property characteristics for an appraiser


                conducting only an exterior inspection include multiple listing service 


                (MLS) information, tax and assessment records, prior inspections, previous


	    appraisal files, information provided by the property owner.





           2.  If the appraiser concludes that the exterior inspection of the property is


	    not sufficient to perform the appraisal, then he/she must also conduct an 


	    interior inspection of the subject.





	    a.  The appraiser may not be able to view the improvements adequately


	         from the street.      





                b.  There are significant discrepancies from data sources regarding size,


	         condition, other property factors that the appraiser is unable to 


	         reconcile.





	    c.  During his/her exterior inspection the appraiser noted apparent


                     physical deficiencies or adverse property factors.
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                d.  The property is undergoing renovation.





     E.  Uniform Standards of Professional Appraisal Practice (USPAP)





           1.  The Appraisal Standards Board of The Appraisal Foundation has 


	    concluded that, if the appraisal is properly developed and reported, the 


	    the use of the 2055 or 2065 and the appraisal development processes will 


                result in a summary appraisal report that does comply with USPAP.





           2.  Forms 2055 and 2065 call for only the sales comparison approach, 


	    excluding both the cost and income approaches.





	         a.  An appraisal reported on these forms is considered to be “limited” 


                         and subject to the Departure Rule of Uniform Standards, if the cost 


                         and income approaches would otherwise be applicable in the 


                         appraisal. 





	         b.  An appraisal reported on these forms is considered to be “complete,”


	              if the cost and income approaches would not be applicable in the 


	              appraisal, because it does not constitute a departure under Uniform


                          Standards to omit an approach to value that is not applicable in that


	              appraisal.





                3.  The certification sections of Form 2055 and Form 2065 both identify the


	         appraisal as “limited,” unless the appraiser labels it as “complete.”





           F.  While Forms 2055 and 2065 suggest the extent of the appraisal process to 


                be conducted, they are not designed nor intended to control this process.





                1.  An appraiser should go beyond the limitations of a form if, based upon 


                     the appraiser’s professional judgment, it is necessary in order to 


                     adequately document the valuation process or to support the appraiser’s 


                     conclusions.     





                2.  The complexity of the appraisal, not the form of the report, determine 


                     the extent of the appraiser’s data collection, analysis, reporting, and the 


	         appraiser may, for example, include the cost and/or income approach, 


                     even though the 2055 and 2065 don’t call for them, if the appraiser 


                     concludes they are necessary. 





          G.  Required exhibits to Desktop Underwriter appraisal forms  





                1.  When Desktop Underwriter recommends an exterior inspection only, 


                     using either the 2055 or 2065, the only exhibits required are a street 
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                     map showing location of the subject and the comparables and a 


                     photograph of the front of the subject.





                2.  When Desktop Underwriter recommends both an exterior and interior


	         inspection using the 2055, all of the exhibits applicable with the 


                     standard appraisal report forms are required.





          H.  This letter (described on page 71) amends Part VII of the Selling Guide 


                with respect to loans processed through Desktop Underwriter.





VI.    Fannie Mae guidelines for the use of the inspection report


         


         A.  These guidelines are for the use of the Desktop Underwriter Property 


	   Inspection Report (Form 2075) as set forth in a letter to Desktop 


               Originator/Underwriter Lenders and Brokers, dated 3 July 1997.





         B.  Form 2075 requires the appraiser to conduct only an exterior inspection of 


               the subject property, without any valuation of the subject.





	   1.  Fannie Mae will rely on an appraisal performed by Desktop 


                    Underwriter.


	      


	   2.  The lender will not be responsible for an appraisal assignment.





         C.  Required exhibits are a street map and front photo of the subject.





         D.  Freddie Mac has a form, “Loan Prospector Condition and Marketability


               Report (Form 2070) that appears to serve the same function as the 2075.
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