The Appraisal Industry, FIRREA
and Professionalism

by Clyde B. Johnson

The Appraisal INDUSTRY

R eal estate appraising has under-

gone a tremendous change over
the past U0 years. Ywith the aavent of
the "computer age,” we have wit-
nessed a dramatic increase in new
programs, techniques and applica-
tions that have stretched the original
approaches to value to a new level of
complexity. A cursory review of any
modern appraisal text clearly sup-
ports this premise and generally
prompts the beginning appraisal
student to choose another profession.
This surge of technology, information
and data access has occurred in many
professions, often with the same
unsettling results.

As an outgrowth of the accounting,
profession, the appraisal business has
for years struggled to reach “profes-
sional status.” A recent article by
Benedict |. Fredericks, Jr., MAL pro-
vides an excellent analysis of this
struggle and concludes that those in
the appraisal industry must continue
to push for professional recognition.'

As a result of the Savings and
Loan collapse and subsequent take-
overs, federal agencies as well as state

governments have been placed under
a mandate to establish appraisal stan-

dards and create regulatory boards to
provide for their enforcement. Sev-
eral of the more prominent appraisal
organizations formed the Appraisal
Foundation (incorporated as an Illi-
nois, non-profit corporation) that, by
lawy, is to:

¢ establish and improve uniform
appraisal standards by defining,
issuing and promoting such
standards

» establish appropriate criteria for
defining, issuing and promoting
qualified appraisers and dissemi-
nating such qualifications criteria
to states, governmental enlities
and others, and

* develop or assist in the develop-
ment of appropriate examinations
for qualified appraisers
Law requires states to adhere to

these standards. The indirect influ-

ence of some of the participating
members of the Appraisal Founda-
tiom on the MNational Assoctation of

Realtors (WAR) created concern at the

congressiomal level, The resulting

breach between MAR and the Ameri-
can Institute of Real Estate Apprais-
ers (AIREA) helped bring about the
long discussed merger of the two
largest national appraisal organiza-
tions. The AIREA and the Society of

[eal Estate Appraisers (SREA) re-

cently voted to form a single organi-

zation, the Appraisal Institute. Al-
most simultanecusly, the AIREA
ended its long affiliation with NAR.

article, “An Analysis of Post-Deregu-
lation Savings and Loan Failures”
Patricia M. Rudolph and Bassam
Hamdan finds that the “economic
v i el is ]ih.l:]_',.' tor Jdeter mudane, in
part, the characteristics that are asso-
ciated with failed associations.”? This
article seeks to analyze and explore
the financial characteristics of failed
Savings and Loan Associations in the
deregulated environment. The article
identifies only one variable that is
significant in the studies included in
the analysis, which is the capital ad-
equacy measure: net worth to total
assets. The study also concludes that
financial characteristics associated
with failure are not consistent over
time. Others seeking to analyze the
Savings and Loan industry in the
deregulated environment found that

As a result of the Savings and Loan collapse and subsequent
takeovers, federal agencies as well as state governments have
been placed under a mandate to establish appraisal standards

and create regulatory boards to provide for their enforcement.

The long disputed claim that the ap-
praisal establishment seeks stronger
standards as opposed to the real es-
tate profession’s desire for a less rig-
orous stance on regulations created a
split within this union. The appraisal
industry is now afforded a unique
opportunity to advance the goal of
professionalism by taking advantage
of the current atmosphere that fo-
cuses on certification and licensing of
real estate appraisers,

THe SAvINGS AND Loan Puzzie

A brief examination of the Savings
and Loan industry’s environmental
climate in the early 1950s indicates
that, in the second quarter of 1954
through the first quarter of 1985, ap-
proximately 34 associations failed
{defined as “out of business” or
“merged with regulatory assistance”)
with many more to follow. In their

departures from traditional account-
ing principals and procedures were
proposed or enacted within the in-
dustry, enabling individual thrift
assogiabions to perpetuate positive
net worth,?

An analysis of major banking leg-
islation and regulatory provisions
since the Federal Keserve Act of 1913
reveals a remarkable scenario in that
until deregulation in the 1980s, only
four major Acts were established that
affected the industry. Legislation
enacted in the early 80s under “new
tederalism” later provided insight
into subsequent problems. In 1980,
the first of several acts that proceeded
the Savings and Loan crisis became
law. The Depository Institutions Die-
regulation and Monetary Control Act
(19800 established uniform reserve
requirements tor all depository insti-
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tutions, phased out deposit rate ceil-
ings, allowed NOW accounts at all
depository institutions and, for the
first time, allowed thrifts to issue

credit cards and make consumer
loans, In 1982, the most important

legislation that seemingly gave rise to
the problems we face today was cre-
ated. The Depository Institubions Act
of 1982, or the Garn-5t. Cermain Act,
provided for interstate and
interinstitutional mergers and gave
thrifts authority to make some com-
mercial loans. Savings and Loans
under deregulation received many
new powers during the decade of the
1980s. This new power gave rise to
potential conflicts of interest by
simple manipulation of the appraisal
Process.
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ManipuLaniNG THE Appraisal Process

Omne document that sheds light on
the problem faced by the real estate
financial industry is the Forty-Eight
Ee’wf hll,a Fhe Coamarmiibboe on Covernmient
Owerations. This report concluded that
federal regulatory agencies, lenders
and appraisers share responsibility
for the problems created by poor
judgement. Appraisals utilized to
document loans for values larger
than market value was pervasive
during this period, As Janet O'Toale,
MAIL, pointed out, "Between 1983 and
1985, more than 800 (25 percent) of
the 3,200 federally insured Savings
and Loans had real estate loan portto-
lios based on appraisals with signifi-
cant deficiencies. These appraisals
overvalued the property used to se-
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cure loans by £3 billion, "

The process of “flipping” proper-
ties and the problems generated by
this activity created perhaps the
ereatest single stigma that haunts the
appraisal industry today. An exami-
nation of some of the larger Savings
and Loans that were industry leaders
in the early 1980s indicate this activ-
ity was pervasive and generated
enormous “paper assets” that were
used to finance properties as well as
associated fees. By flipping properties
through resales at higher prices; an
enormous amount of “paper profit”
was created. We now know that some
of these institutions used appraisers
who had vested interest in selected
projects and provided appraisals on
properties up to four times their
original worth.

Eeaction to the Savings and Loan
problem was initially slow. Empire
Savings and Loan was taken over in
1984, yet little was done to stem the
hemorrhage within the industry until
1989, The Silverado Savings and Loan
has received much attention, and its
failure and subsequent takeover in
1989 resulted in a projected $1 billion
bill for the taxpayers.

Finally with the passage of the
Financial Institutions Reform, Recowv-
ery and Enforcement Act of 1989
(FIREEA), changes were made in the
structure of thrift institution regula-
tions., Additional changes were made
in the federal deposit insurance struc-
ture and financing requirements that
centered on capital requirements and
the qualified thrift lender test. Title XI
- Real Estate Appraisal Reform
Amendments specifically address the
appraisal industry,

FIRREA — Pusuc Law 100-73

The mandate of the 1959 FIRREA
law, which “rose like a phoenix”
from the ashes of the Savings and
Loan disaster and the failure of feder-
ally insured lending institutions, is to




put appraisal standards and regula-
tions into effect in every state by July
1, 1991. Congress sought to reverse
itself on its position that deregulation
was necessary within the industry.
FIRREA is a complex Act that sub-

stantially changes the current opera-
oz ol e il industy uoeder de-

regulation, It introduces stricter rules
concerning capital, and implemented
a 70 percent qualified thrift lender
test in an attempt to return the indus-
try to solvency.

Title XI - Real Estate Appraisal
Reform Amendments attached to
FIRREA provides that federal finan-
cial and public policy interest in real
estate related transactions will be
protected by requiring that real estate
appraisals use (in connection with
uniform standards} "individuals
whose competency has been demon-
strated and whose professional con-
duct will be subject to effective super-
vision.” In hearings conducted in
1985, which promulgated this section
of FIRREA, the House Banking Com-

wilhtee suughit o esaniine Qe iogpact
of Faulty and fraudulent real estate
appraisals on fed erally insured and
regulated agencies. It was found that:

» many so called appraisers lacked
adequate experience and educa-
tion

+ most were not members of profes-
sional organizations that required
specific standards for an appraisal

® psers of these services had little or
no basis for evaluation of either the
appraiser or the appraisal report
(Review Appratser), and

s the appraisal profession suffered
from problems resulting within the
thrift industry

Section 1116 of Title XI requires
examinations and provides, through
the Appraisal Foundation, for their
development. To date, over 40 states
have established laws regulating
appraisers as required under
FIRREA. Other states have similar
legislation in various stages of

completion. As an example, the Gen-
eral Assembly of the State of Georgia
passed legislation (effective July 1,
1990 that provides for state registra-
tion, certification or licensure, and
regulation of real estate appraisers.
At the same time, it created the Geor-
Bin Ttcal Catatc APFmimﬂ Board,
which will have authority to establish
qualification for the appraiser, set
standards for the actual real estate
appraisals, and provide for disciplin-
ary action against any violations. The
Georgia law creates basically three
types of appraisers: 1) registered, 2)
licensed, and 3) certified. Each level
requires different educational re-
quirements, classroom hours and
experience levels. Similar legislation
has been enacted by most states effec-
tive June, 1991,

Under FIRREA, the Appraisal
Subcommittee functions to:
* monitor State requirements for

appraiser licensing and certifica-

tion,

monitor federal financial institu-
tions (Appraisal Standards and

Appraiser Qualifications),
maintain the National Appraiser
Registry,

prepare the annual report for
congress, and

= monitor the Appraisal Foundation
activibes.

It is empowered to:

» establish an advisory committee,

* hold hearings,

s take lestimonies,

s receive evidence,

» provide information, and

¢ perform research,

The act also:

s permits establishment of a state
certifying/licensing agency,

* provides for a waiver of certifica-
Eiom,

* creates the Federal Financial
[nstitution Examination Council,

« provides for an appeal process for

state agencies,

= defines federally related transac-
tions, and

= specifies affected federal agencies.

FIRREA's role in addressing the
appraisal fappraiser problem is the
first step toward a national regula-
tory system for the appraisal indus-
try. This, coupled with the require-
ment for state appraiser qualifica-
tions, holds promise in providing the
vehicle for the final push into profes-
stonalism,

There are witnessed attempts to
alter the appraisal exemption level,
originally established at $15,004,
among certain federal agencies. Cne
federal agency proposal to waive
mandatory appraisals on transactions
of $100.000 or less created grave con-
cerns within the industry. It now
appears that a lower level will be
designated, or at least a requirement
for all appraisals, on transactions of
SROLOD0 or more.

WHAT 15 THE PrimarY GoAL OF
FIRREA?

FIRREA on the surface appears to
be attempting to protect federal fi-
nancial and public policy interests in
related real estate transactions by
requiring each state to establish stan-
dards for appraisals and qualifica-
tioms for appraisers. The effect on our
goal of professionalism has vet to be
addressed.

The cause and effect of the Savings
and Loan collapse and resulting legis-
laton remains a topic of heated dis-
cussion and much finger pointing.
Current estimates set the cost of the
bailout at $500 billion or more. The
analysis of the financial environment
and accounting procedures within
the Savings and Loan industry fail to
present a definitive reason for the
problems that arose after deregula-
ticn. Whether or not the reader ac-
cepts the premise that the attempt to
regulate the industry arises from
consumer protection, the final out-
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come of FIRREA and the associated
laws and regulations generated by
this legislation may be viewed in a
positive light.

The dramatic reaction, if not some-
what belated, to the Savings and
Loan disaster created a sudden and
dramatic rush toward appraisal certi-
fication and licensure. The present
status of these efforts are somewhat
confusing, especially if considered on
a state-by-state basis. Attempts to
ensure honest and realistic apprais-
als, must be tempered with reality.

WHAT 1s A PROFESSIONAL?

Every profession attemnpts to de-
fine "professional” along lines that
address their specific needs or goals.
For our purposes, it may be defined
as follows: “A profession is a calling
requiring specialized knowledge and
often long and intensive preparation,
inclhuding instruction in skills and
methods as well as in the scientific,
historical or scholarly principals un-
derlving such skills and methods,
maintaining by force of organization
or concerted opimon hgh standards
of achievement and conduct and
committing its members to continued
study and to a kind of worls which
has for its prime purpose a rendering
of a public service.”™

The goal of the appraisal profes-
s1om seems close at hand as a result of
the requirements of FIRREA. For the
first time in the history of the ap-
praisal industry, appraisers will be
regulated. The effects of FIRREA will
enhance the credibility of the ap-
praisal industry and, whether mem-
bers of the industry become certified
or licensed either voluntarily or man-
dated, it can only promote their
cause. Requirements developed at the
state level will strengthen national ef-
forts and provide positive incentives
for local organizations. The Real Es-
tate Appraisal Reform Amendments
of FIRREA, that resulted from Con-
gressman Doug Barnards (D-GA) bill
introduced into Congress in 1987 has
provided impetus toward this goal,

A detailed study of protessional-
ism within the appraisal industry was
undertaken by John . White, MAIL
and presented in The Appraisal jour-
nal, July 1987 * This article correctly
addresses the problems within the
industry, affiliation with the National
Board of Realtors, certification and
uniform standards, and professional
ethics and the enforcement of those
ethics. The cost of professionalism
will be both direct and indirect to the
appraisal industry.” Some of the most
obvious will be:

o Certification /license fees

* Higher entry level cost for ap-
praiser services

* Continuous education require-
ments and related cost

* [nitial reduction in supply of
licensed appraise

+ Higher product (appraisal) cost

The above cost will be passed
along to the consumer, There is noth-
ing new facing the appraisal industry
as a result of FIRREA except some
noodad gnl{-lqgu];hian_, :,ral: no othor
single legislative act has influenced
the appraisal industry more since the
inception of the Federal Highway Act
of the early 505 and Public Law
91-646, the Uniform Relocation Assis-
tance and Real Property Acquisilion
Policies Act of 1970,

Oiva {niaraﬂ.h'nﬁ I:I-n"tnl: that appaara
to be a key piece of the Savings and
Loan puzzle is the lack of a separate
review function to provide a second
layer of responsibility for value esti-
mates used within the industry. This
review requirement has long been an
integral and continuously empha-
sized part of the Federal Highway
Administration’s policy under the
Uniform Act.

Are members of the appraisal in-
dustry professionals? In light of the
Savings and Loan disaster and the
stigma cast upon the appraisal indus-
Lry, the final resulls are like a double-
edge sward. What has been the cost
te the industry? Ethics and standards
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have long been slressed, yet many
appraisers involved in questionable
activities gave little credence to their
existence. As a result of past actions
within the appraisal industry, we
must assume responsibility and the
resulting additional cost generated by
mandated regulation of our business,
Protessionalism will require sell-
discipline within the industry at a
higher level than achieved to date in
arder to recapture public confidence.
Appraisal professionals must take
advantage of the opportunity that
now presents itself, Our goal appears
close at hand and achievable if we
react positively o the requirements of
current legislation, and ufilize it as the
vehicle to reach “professionalism.”
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