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Real Estate Appraisal and Evaluation Guidelines

E Summary: This Bulletin sets forth guidelines adopted by the Office of Thrift Supervision (OTS) regarding real es-

1

| tate appraisals and evaluations. The Office of the Comptroller of the Currency, the Federal Deposit Insurance Cor-
. poration, and the Federal Reserve Board are issuing similar guidelines. !

For Further Information Contact: Your
Regional office or Supervision Pol-
icy (Credit Risk), OTS, Washington,
D.C.

Thrift Bulletin 55
Overview

The OTS and the other federal
financial institutions regulatory
agencies adopted regulations to im-
plement Title XI of FIRREA in Au-
gust 1990 (see 12 C.F.R. 564). These
rules require that appraisals for fed-
erally related transactions be per-
formed by licensed or certified
appraisers. A federally related trans-
action means any real estate-related
financial transaction made by a reg-
ulated institution that requires the
services of an appraiser. The regu-
lation also sets forth appraisal stan-
dards to be used by certified and
licensed appraisers in performing
appraisals of subject transactions.

Certain real estate-related trans-
actions are exempt from the re-
quirement of 12 C.F.R. 564 that a
certified or licensed appraiser per-
form the appraisal. Real estate-
related financial transactions that do
not require an appraisal include
loans of $100,000 or less. Consistent
with the regulation, however, those
transactions that do not require an
appraisal must receive an evaluation
of the real estate collateral that
reflects prudent lending practices
and OTS policies and guidelines.

As with an appraisal, an evaluation
is an integral part of the decision-
making process, but it is only one of
the elements to be considered when
underwriting a real estate loan. Like
appraisals, evaluations are used to
validate real estate values. The val-
ue of real estate taken as loan col-
lateral provides additional support
for the borrower’s credit capacity if
the borrower’s cash flow fails to per-
mit satisfactory debt service. Also,
an appraisal or evaluation is nec-
essary to determine an appropriate
carrying value, and probable sales
price, for foreclosed properties.

Appraisal Standards

For the purposes of 12 C.F.R. 564
and these guidelines, an appraisal is
defined to be “a written statement
independently and impartially pre-
pared by a qualified appraiser set-
ting forth an opinion as to the
market value of an adequately de-
scribed property as of a specific
date(s), supported by the presenta-
tion and analysis of relevant market
information” (12 C.F.R. 564.2(a)). An
appraisal contains certain formal
elements recognized by industry
practices and must conform to gen-
erally accepted appraisal standards,
evidenced by the Uniform Stan-
dards of Professional Appraisal
Practice (USPAP), developed by the
Appraisal Standards Board of the
Appraisal Foundation.

An appraisal estimates a property’s
value under three approaches—the
cost, income, and comparable sales
approaches—and reconciles the val-
ues of each approach. An appraisal
typically contains a description of
the property, a disclosure of sales
history, and an opinion as to the
highest and best use of the property.
The appraiser certifies the appraisal
as to content, independence, prop-
erty inspection, compensation, opin-
ions, and assistance.

Evaluation Standards

An evaluation need not meet all of
the detailed requirements of an a
praisal as set forth in 12 C.F.R. 564.
File documentation should, how-
ever, support the estimate of value
and include sufficient information
for an individual to fully under-
stand the evaluator’s analysis. The
evaluation should describe the
property and its location, and dis-
cuss its use, especially if it is non-
residential. The evaluation should
include the evaluator’s calculations,
supporting assumptions for the es-
timate of value, and, if utilized, a
discussion of comparable property
values. An evaluation must be writ-
ten, signed and dated, and include
the preparer’s name and address. To
qualify, an evaluator must be ca-
pable of rendering unbiased es-
timates of value and must have real
estate-related training or experience
relevant to the type of property.
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The scope of an evaluation should
be consistent with the complexity of
the transaction and type of real es-
tate collateral. An evaluation that
supports a more complex trans-
action generally needs a more de-
tailed analysis. An evaluation for a
less complex transaction will gener-
ally require a less detailed analysis,
and may be based upon information
such as the current tax assessed val-
ue or comparable property sales
from sales data services, such as the
multiple listing service. The in-
stitution may use its own real estate
loan portfolio experience and ap-
praisals prepared in accordance
with 12 C.F.R. 564 for loans on com-
parable properties as a basis for an
evaluation.

Policies and Procedures for Ap-
praisals and Evaluations

The board of directors is responsible
for adopting and reviewing policies
and procedures that establish ef-
fective real estate appraisal and
evaluation programs. At a mini-
mum, the programs should:

* incorporate prudent standards
and procedures for obtaining in-
itial and subsequent appraisals
and evaluations;

e be tailored to the institution’s
size and location and to the na-
ture of its real estate-related ac-
tivities;

» establish a method(s) to monitor
the value of real estate collateral
securing an institution’s real es-
tate loans; and,

e establish the manner in which
an institution selects, evaluates,
and monitors individuals who
perform or review real estate
appraisals and evaluations.

Competency, expertise, in-
dependence,! and ability to render a
high quality written report are the
appropriate selection criteria for ap-
praisers and evaluators.

Savings associations and their sub-
sidiaries are also required to comply
with 12 CF.R. 564.8, which sets
forth the responsibilities of man-
agement to develop written ap-
praisal policies to ensure that
adequate appraisals are obtained
consistent with the requirements of
the OTS appraisal rule, to institute
procedures pertaining to the hiring
of qualified appraisers, and to an-
nually review the performance of
appraisers.

Timing of Appraisals and Evalua-
tions

The institution should have pro-
cedures in effect that require ap-
praisals and evaluations to be
completed and received in sufficient
time to be analyzed before a final
credit or other decision is made. In
cases where an institution acts to
prudently protect its interests by
modifying the terms and conditions
of an existing extension of credit, an
appraisal or evaluation may be ob-
tained subsequent to the re-
structuring.

Compliance Procedures

Institutions should establish pro-
cedures to ensure appraisals and
evaluations satisfy the technical re-
quirements of 12 C.F.R. 564, this
Bulletin, and internal policies and
procedures. Checklists may be used
to assist an institution’s personnel in
determining the completeness of ap-
praisals and evaluations. Loan files
should contain documentation that
the appraisal or evaluation received
an appropriate technical compliance
check.

The technical compliance pro-
cedures should provide a com-
prehensive assessment to detect
deficiencies in appraisals and eval-
uations. If there are deficiencies that
render an appraisal’s or evaluation’s
estimate of value unreliable, the in-
stitution should obtain a re-
placement prior to making itsfinal
credit decision. Deficiencies that do
not affect the estimate of value
should be corrected by the in-
dividual who conducted the ap-
praisal or evaluation before the
transaction is completed.

Audit/Critique Procedures

Institutions should also test the sub-
stance of appraisals and evaluations
through audit procedures. An in-
stitution’s audit procedures should
provide for a critique of selected ap-
praisals and evaluations. The cri-
teria to identify transactions subject

to this substance critique should be *

consistent with prudent audit sam-
pling or testing practices and have a
bias toward large credit exposures
and loans secured by out-of-area
properties and specialized types of
properties.

The critique should assess the ad-
equacy, reasonableness, and ap-
propriateness of the methods,
assumptions and techniques that
were used to perform the appraisal
or evaluation. An individual who
performs critiques, whether an in-
stitution employee or an outside au-
ditor or consultant, should have real
estate-related training or experience
and be independent of the trans-
action.

The estimate of value in an ap-
praisal or evaluation may not be
changed as a result of a critique.
Changes to an appraisal’s estimate
of value are permitted only as a re-
sult of a review conducted in com-

pliance with Standard IIT of USPAP.
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Useful life of appraisals or evalua-
tions

The programs should establish cri-
teria to determine whether an ex-
isting appraisal or evaluation
continues to be valid to support a
subsequent transaction. The useful
life of an appraisal or evaluation
will vary depending upon the cir-
cumstances of the property and the
market place. An institution’s man-
agement should determine if there
have been material changes to the
underlying assumptions in the ap-
praisal or evaluation that effect the
original estimate of value.

Examples of factors that could cause
material changes to reported values
include: the passage of time; the vol-
atility of the local market; the avail-
ability of financing; the inventory of
competing properties; new improve-
ments to, or lack of maintenance of,
the subject property or competing
surrounding properties; a change in
zoning; or, environmental con-
tamination. If the useful life of an
appraisal or evaluation has lapsed,
an institution should determine
whether there is a need to re-
appraise or reevaluate the real es-
tate.

Reappraisals and reevaluations of

collateral

An institution’s real estate appraisal
and evaluation programs should
also include safety and soundness
considerations that identify when it

is in the institution’s interests to re-
appraise or reevaluate real estate
collateral. Some of these considera-
tions are the condition, per-
formance, quality and status of the
loan, and the strength of the under-
lying collateral. In problem situa-
tions, such as loan workouts,
renewals, or restructurings, or trou-
bled real estate loans, when the in-
stitution is more dependent upon

the real estate collateral, man-
agement should consider the pru-
dence of a reappraisal or
reevaluation of the collateral.

Management should also be guided
by the November 7, 1991 Inter-
agency Policy Statement on the Re-
view and Classification of
Commercial Real Estate Loans on
this issue.

Institutions should document in-
formation sources and analyses
used to determine the validity of an
existing appraisal or evaluation. Re-
appraisals and reevaluations of col-
lateral must comply with 12 CF.R.
564 and this Bulletin.

Updated Appraisal

An updated appraisal is currently
not an acceptable appraisal as
defined by 12 CFR. 564. An in-
stitution may, however, use an up-
dated appraisal: (1) to evaluate real
estate not subject to the appraisal re-
quirements in 12 C.F.R. 564, and (2)
to assess the useful life of an ap-
praisal.

The OTS and other federal banking
agencies have under consideration a
broader application of the De-
parture Provision of the USPAP.
This may result in future
modifications to the agencies’ regu-
lations that may expand the use of
updated appraisals.

Supervisory Policy

The OTS will review an institution’s
real estate appraisal and evaluation
policies, programs, and procedures
as part of the examination process.
Examiners will consider the in-
stitution’s size and the nature of its
real estate-related activities in their
assessment of the appropriateness
of its programs.
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In the analysis of individual trans-
actions, examiners will review ap-
praisals or evaluations to determine
that the methods, assumptions, and
findings are reasonable and in com-
pliance with 12 C.F.R. 564 and this
Bulletin. In addition, examiners will
review the steps taken by an in-
stitution to ensure that the in-
dividuals who  perform its
appraisals or evaluations are qua-
lified, and are not subject to any
conflicts of interest.

Failure to establish and maintain ac-
ceptable programs or to comply
with applicable regulations and pol-
icies is considered an unsafe and un-
sound practice. Institutions will be
required to correct violations and
deficiencies detected in their ap-
praisal and evaluation practices.

1 In order to avoid potential conflicts of inter-
est, staff appraisers should not be supervised
by loan underwriters, loan officers or collec-
tion officers. The OTS recognizes that, in cer-
tain cases, it may be necessary for loan
officers or other institution-related in-
dividuals to perform appraisals or evalua-
tions. Such cases would depend on the
institution’s particular circumstances. An ex-
ample would be a small rural institution
where the only qualified individual to per-
form appraisals or evaluations is a loan
officer, and separating this person from the
loan and collection departments would be
difficult. In these situations, the OTS rec-
ommends that this individual perform ap-
praisal or evaluation work on loans in which
he or she is not otherwise involved. In cases
where loan officers or other related in-
dividuals perform appraisals, regulated in-
stitutions must ensure that the appraisers are
licensed or certified and that the appraisals
are adequate. Directors and officers should
abstain from any vote and/or approval that
involves assets on which they have per-
formed an appraisal or evaluation. Sufficient
safeguards must be in place to permit ap-
praisers and evaluators to exercise in-

dependent judgment.

-—dJonathan L. Fiechter
Deputy Director for
Washington Operations
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