GSE Home Valuation Code 
Executive Summary

In late December, the Federal Housing Finance Agency, the GSEs and the NY Attorney General released a revised Home Valuation Code of Conduct.    The purpose of the Code is prevent “improper influences on appraisers”.   On January 7th, the GSEs published Q&A’s on the valuation Code.  Fannie Mae’s Q&A’s are used in this analysis.
The highlights of the Code are:   

· Lenders must maintain strict separation from the appraisal and loan production functions including any staff compensated on the “successful completion of the loan”. 
There can be “no substantive communication” about any aspect of the appraisal process.  The person performing appraisal assignments (if an employee of the lender) must be trained and “wholly independent of the loan production staff and process”.
· Mortgage lenders that do not sell directly to the agencies (i.e. “correspondent lenders”) are permitted to select and manage the appraisal process.  A “correspondent lender” is defined as a lender that closes in its own name w/ its own funds (RESPA definition). 
· Mortgage brokers are prohibited from selecting or managing appraisal assignments including from appraisal management companies.  
Mortgage brokers may not provide the lender with a list of approved appraisers or order an appraisal from a management company. 
· A lender (including correspondent lenders) may use staff appraisers or appraisers from affiliated or non-affiliated settlement service firms if the conditions of the code are met.
· The lender must provide the borrower a copy of the appraisal “promptly” (at least three days prior to closing).  The borrower can waive the requirement.

· Finally, the Code establishes a new “Institute,” funded by the GSEs, to accept complaints from appraisers and the public about “improper influence” of appraisers.   It is not yet effective.

· To sum up, except as noted above, lenders, their affiliated appraisal firms and independent settlement service providers may continue normal business practices.  However, services could become more expensive for lenders and ultimately borrowers.   Moreover, lenders are still required secure assurances that these companies are in compliance with the Code.      

The Code applies to all 1-4 family home loans sold to Fannie Mae or Freddie Mac in which the application is dated on or after May 1, 2009.  On that date, the GSEs may not purchase or guarantee mortgages unless the seller provides reps and warrants that the appraisals comply with the Code.  Government-insured loans (and multifamily loans) are specifically exempt from the Code.  

Section-by-Section Summary of the Code and Implications for Lenders

I.  Appraiser Independence Safeguards

· An appraiser must be licensed or certified by the state in which the property is located.  

· No lender employee or any other lender-related party may influence or attempt to influence the outcome of an appraisal or an appraisal review through “coercion, extortion, collusion, compensation, inducement, intimidation [or] bribery.”  

· Implications:  The inclusion of terms that lack clear legal definition or are in the “eye of the beholder” (e.g., “intimidation”) exposes lenders to potentially frivolous claims of Code violations.  

· The Code further expands on these barred behaviors with an extended list of specific prohibited practices.  Many are obvious – a lender cannot condition payment based on specific opinion of value – while others could impact current lender practices.  For example, the Code suggests that ordering a second appraisal or an AVM is presumed to be a threat to appraiser independence unless: 1) the lender has a “documented” and “reasonable basis” to believe the first appraisal was “flawed or tainted,” or 2) the second appraisal was done pursuant to a “written,” “bona fide” QC process AND the lender “adheres to a policy of selecting the most reliable appraisal” of the two. 

· Implications:  The lengthy list of specific prohibited activities and the broad language used to describe them creates ample opportunities for appraisers to report lender violations of the Code to the “Independent Valuation Protection Institute” – a complaint reporting entity created by the Code and funded by the GSEs (see Section V below).  

· The only explicitly protected communications between lenders and appraisers are requests for an explanation about the basis for a valuation or to correct factual errors.  All other communications are subject to scrutiny under the independence standards.  

II.  Borrower Receipt of Appraisal 

· Lenders are required to “promptly” provide a copy of any appraisal report to the borrower.  In any event, the borrower must receive the appraisal at least three days prior to closing.  The lender may not charge an additional fee for copying or delivering the report.  

· Implications:  This right to a copy of an appraisal is in addition to, and goes beyond, the rights a borrower has under ECOA.     

III.  Appraiser Engagement
· Lenders are responsible for selecting and paying an appraiser, and may delegate this to a third party (appraisal company, appraisal management company, or a correspondent lender that closes in its own name with its own funds).  However, lenders are specifically barred from accepting an appraisal from appraiser selected or compensated by a mortgage broker or real estate agent.  

· Implications:  This provision marks a significant change from the proposed Code by preserving the use by lenders of in-house staff appraisers (subject to strict conditions – see below).  The Code also allows a lender to accept appraisals from appraisers retained by a correspondent lender or another lender, provided these parties are in compliance with the Code.  Mortgage brokers are prohibited in all circumstances from selecting/retaining appraisers, including through an appraisal management company.  However, the term “mortgage broker” is not defined in the Code.  As a result, it is not clear if a lender (e.g., bank, mortgage banker) acting as a mortgage broker in a specific transaction is barred from obtaining the appraisal.  

· The Code requires lenders to maintain strict separation of the appraisal and loan production functions.  Loan production staff is prohibited from selecting or influencing the selection of an appraiser for a specific assignment, and from weighing in on which appraisers are placed on approved lists or exclusion lists.  These prohibitions extend to any employee compensated on a commission basis for closed loans, and anyone who reports “ultimately” to an officer that is NOT completely independent of the loan production process.   All of these employees are further forbidden from having any substantive communications with an appraiser or an appraisal management company regarding any appraisal valuation or the management of an appraisal assignment.  
· Implications:  While large lenders are likely to be able to construct the firewalls mandated by the Code, smaller lenders may have trouble attaining the complete isolation of the two functions.  The Code attempts to address this, noting that if “absolute lines of independence cannot be achieved” due to the limited size of a lender’s staff, the lender must be able to “clearly demonstrate” that it has implemented safeguards to prohibit influence or interference in the collateral valuation function by the loan production process.   It is unclear what safeguards will pass muster with the GSEs and the Code for smaller lenders that cannot attain “absolute lines of independence.    

· Lender employees involved with appraiser list management or the appraisal review process must be “appropriately trained and qualified in the area of real estate appraisals.” 
· Implications:   “Appropriately trained” is not defined, but some believe it could mean that these employees themselves must be licensed or certified appraisers.  

IV. Prevention of Improper Influences on Appraisers

· The Code prohibits a lender from using any appraiser employed by the lender or by any affiliate of the lender (including an affiliated appraisal company or appraisal management company) unless detailed conditions are met.  Many of these conditions reinforce or repeat other provisions of the Code.  Additional (non-repetitive) requirements that must be met for lenders to use staff appraisers or appraisers with affiliated companies include:  

· Maintenance by the lender (or any appraisal company or management company used by the lender) of written policies and procedures to implement the code, including training, disciplinary rules and violation reporting.

· An annual external audit of the lender’s appraisal functions (or a regulatory examination of the same) for compliance with the Code, including a requirement to promptly report any “adverse, negative or irregular” findings to Fannie Mae and Freddie Mac.

· These provisions do not apply to “institutions (including non-banking institutions)” that: 1) meet the definition of a “small bank” under certain provisions of federal banking law (assets less than $250 million), AND 2) Fannie Mae or Freddie Mac have determined that the conditions impose a hardship.   This exception appears to require a case-by-case finding by the GSEs. 

· Implications:  These standards will place significant new internal compliance burdens on lenders that use in-house appraisers or affiliated appraisal companies.  Although the exemption for small lenders may provide relief, it will depend on clarifying the “small bank” definition, and on the willingness of the GSEs to provide a hardship exception. 

· Lenders are prohibited from using appraisals from companies or individuals that are affiliated by common ownership with companies that provide other RESPA-defined settlement services (e.g., title insurance, closing services, or real estate brokerage), unless: 1) the lender determines that the entity providing the appraisal has written policies in place to implement the Code, and 2) the lender accepts that the Independent Valuation Protection Institute will accept and review complaints regarding violations.  

· Implications:  New burden on lenders to ensure companies they hire to conduct appraisals are in compliance with the Code. 

· Notwithstanding these provisions, a lender may use in-house appraisers to: 1) conduct appraisal reviews and other QC activities, 2) develop and use automated valuation models, and 3) prepare appraisals in connection with transactions other than mortgage originations, “such as loan workouts,” provided the appraisal complies with the Code of Conduct.  
· Implications:  Although a Fannie Mae Q&A says the Code is “specific to a mortgage financing transaction,” this section of the Code implies that appraisals used in activities not related to loan origination are nonetheless covered by the terms of the Code.  Depending on how this apparent conflict is resolved, appraisals or other valuations ordered in connection with loss mitigation or short sales may have to comply with provisions of the Code.   By bootstrapping the Code to cover workout activities, the cost and timeliness of valuations used in short sales and loan mods could be adversely impacted. 
V.  The Independent Valuation Protection Institute

· The Code requires the creation by the GSEs of the Independent Valuation Protection Institute.  The IVPI will establish a hotline (phone and email) to receive complaints from appraisers, borrowers and others regarding attempts to improperly influence valuations.  Lenders are required to notify borrowers and appraisers of the availability of the hotline.  Retaliation against anyone lodging a compliant is prohibited.  The IVPI will also publish best practices for independent valuations.  

· Implications:  New disclosures will need to be developed for borrowers (and appraisers).   IVPI complaints (both legitimate and frivolous) will require increased follow-up and remediation by lenders, up to and including buy back requests by the GSEs.  It is not clear when the IVPI will be fully functional.   

VI.  Appraisal Quality Control Testing

· Lenders must QC a random sample of 10% (or some other “bona fide statistically significant percentage”) of all appraisals or valuations, including the results of AVMs, broker price opinions or desktop evaluations.  Adverse, negative or “irregular” findings must be reported to Fannie Mae and Freddie Mac on loans sold to them.  The Code notes that the GSEs may enforce all applicable rights including requiring a repurchase. 

· Implications:   Fannie Mae has clarified that the QC sampling applies only to loans sold to them, and that the Fannie’s existing QC requirements are sufficient to meet the Code requirements.    

VII.  Appraisal Misconduct Reports

· Lenders are required to report to state appraiser regulators if they have a reasonable basis to believe that an appraiser or appraisal management company is violating laws or engaged in unethical conduct.  

VIII.  Representations and Warranties

· Lenders are required to rep and warrant that appraisal reports are conducted in compliance with the Code.  If violations are found by the GSEs or referred by the IVPI, the GSE’s are to enforce all rights and remedies, including suspension or termination, unless the lender remediates. 

IX.  Scope of Code

· Nothing in the Code requires a lender to obtain a property valuation where one is not required by the GSEs standards, or to use any particular method for property valuation. Nor does the Code affect the acceptable scope of work for an appraiser in connection with a particular assignment.
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