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Earlier this summer, I 
had the pleasure of 
speaking at the REO 

Expo in Dallas, Texas. The 
event was packed with some 
of the best and most talented 
Realtors in the nation. I 
was on a panel about REO 
valuations, where the main 
focus was on understanding 
how to properly value REO 
and distressed properties. 
Sounds simple enough. But 
what I found out from that 
lively event was that there are 
a lot of misconceptions with 
REO valuations and there’s 
a huge gap between what a 
BPO states, what appraisal 
states and the actual sale 
price. I also learned a lot of of 
other very important things. 
Let me explain. 

REO valuations aren’t clear cut. There’s a huge gap between what a BPO 
states, what appraisal states and the actual sale price.

By Brian C. Coester
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When it comes to valuing REO, 
BPOs, appraisals and sales prices come 
into direct opposition with each other. 
The first area is market value. While mar-
ket value seems straightforward enough, 
each methodology has its own way of de-
termining what a property is worth. 

True or false? “Market value is what-
ever someone will pay for a home.” Well, 
that depends who you’re asking. If you’re 
asking Fannie Mae and FHA, the answer 
is false. These agencies actually have a 
specific definition of market value, one 
that most Realtors don't account for when 
creating their list prices or estimated sale 
prices for the valuation. Fannie Mae's and 
FHA's definition accounts for the ability 
of the property to not only be financed 
but also for the cost of being adequately 
maintained for the market area. 

The problem with most REO sales is 
that in certain areas, the home may not be 
financeable due to various HOA and con-
do restrictions—not to mention additional 
issues with the condition of the property. 
So a home that looks like it’s in good 
shape and the value should be around 
$200,000, the "market value" could in re-
ality be worth only $100,000 because it's 
not eligible for financing through FHA. 
It doesn’t matter whether it’s ineligible 
because the condo association is in ar-
rears or because the septic tank needs a 
$20,000 repair that the bank doesn't want 
to make. The bottom line is that the prop-
erty will not qualify under Fannie Mae or 
FHA guidelines. 

The reality is that there are actually 
two types of appraisals. There’s the "here's 
what I think it’s worth based on comps" 

value, and then there’s the "here's what 
it's worth with investor overlays" value. 
Those two values are very, very different 
based on guidelines and have nothing to 
do with each other. 

They say that beauty is in the eye of 
the beholder. The same thing goes for 
properties. The truth is that nobody looks 
at a property the same way. This is par-
ticularly true for appraisers and Realtors. 
An appraiser will look for certain prop-
erty characteristics. A Realtor will looks 
for something completely different. 

To give you an idea of what I’m talk-
ing about, appraisers are more nuts-and-
bolts, while Realtors are more about the 
sizzle. An appraiser will look at a prop-
erty and think, "How does this compare 
to the overall neighborhood?" The ap-
praiser more or less generalizes the prop-
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erty. However, when a Realtor looks at 
a property, he or she looks at the home 
itself and its features. It is similar to the 
way a mechanic would look at a Ford and 
say, "They make good cars," while a car 
salesman would say, "This car has a nice 
sunroof." If you’re the mechanic, you’re 
not really concerned with the sunroof, but 
if you’re a car salesman, you’re thinking 
about the way you feel when the sunroof 
is open. You’re interested in the features 
because the features often make the sale. 

In real estate, however, appraisers are 
the mechanics. They are less interested in 
details and more interested in the nuts and 
bolts of the overall market. Their focus is 
the overall style and overall market trends 

and features. They won’t get caught up 
nearly as much in the sale points of the 
property itself. This difference in approach 
is a primary cause of the major issues and 
differences lenders will see in valuations. 
A pool, jacuzzi, sauna, built in book case, 
skylights all are great sale points for Re-
altor because they can market features 
like "your at-home spa," but an appraiser 
won’t be thinking about what a specific 
niche buyer wants, but rather that some-
one will have to maintain the property, 
and that only 10% of the properties have 
pools in the market area so it’s not a trend. 
While a Realtor is thinking that potential 
buyers may fall in love with the Jacuzzi 
spa, the appraiser is thinking that Jacuzzi 
is typically rarely used. Rather than think-
ing about finding that one unique buyer, 
the appraiser is probably realizing that 
out of all the comps reviewed, he or she 
still couldn't find one that had a sauna in 
it, so that “at-home spa” probably doesn’t 
really add any value to the property. If it 
does, it’s minimal at best. Needless to say, 
this nuts and bolts, “just the facts, ma’am” 
approach tends to send shockwaves to the 
Realtors. That not to say a home’s fea-
tures don’t matter. It’s merely to point out 

that great sale points are not really one in 
the same as great value points. 

When people say there’s no account-
ing for taste, they could be talking about 
the way that the government agencies 
value REO. When it comes to determin-
ing what REO properties are worth, there 
are three primary factors: condition, con-
dition, condition. The property must meet 
FHA and Fannie Mae guidelines— more 
so FHA guidelines because they are more 
strict than Fannie Mae—in order to be 
considered “salable.”  That means you 
could have a beautiful property, but if it 
doesn't mean FHA's “threes”—those be-
ing the three “s’s” of safety, security and 
soundness—the property is not finance-

able and to a certain extent in some mar-
kets, unsalable. 

People need to understand that an 
REO valuation and recommended repairs 
need to include all of the things that must 
be done to make the property eligible for 
FHA financing in order to determine a 
proper market value. These can include 
"nice to have" items, but are more likely to 
include variables like a refrigerator, stove, 
permanent heat source, septic inspection, 
a lack of peeling paint, and a variety of 
other FHA requirements. 

Although this may seem like splitting 
hairs, the reality is that the valuations on 
REO properties, whether conducted by 
Realtors or appraisers, effect major deci-
sions when it comes to the listing price, 
contract price and negotiated sale price. 
Lenders are being misled by reports that 
don't address the real issues with a proper-

ty, but instead address the “nice to haves.” 
When it comes to selling REO, lenders 
need to understand that there’s a big dif-
ference between emotional sales rationale 
and marketing strategies, and the nuts and 
bolts factors that actually enable a prop-
erty to be properly repaired, listed and ul-
timately sold. The question isn’t whether 
or not a Realtor is right in saying that a Ja-
cuzzi is a great selling point. Or whether 
an appraiser is more correct in stating that 
a home cannot qualify for financing with-
out the homeowners association getting 
current, or certain repairs being done to 
the property. It’s whether or not a lender 
wants to base a sales price on the notion 
that a Jacuzzi—or bay windows, or what-
ever other feature—will be enough to 
generate offers, pull the property off the 
market, and sell for a price that makes 
sense to your bottom line. 

The best way for lenders to protect 
against losses is to stay educated on the 
factors that impact the pricing, sales time 
and—in particular—the ability to secure 
financing on a property. Sales pitches can 
be awfully tempting, but before agreeing 
to let an untrained person value your prop-
erties, you should take investor overlays 
into consideration, in particular, Fannie 
Mae and FHA ways of handling valua-
tions. Take the time to read trade publica-
tions. Attend panel discussions at industry 
trade shows and conferences. And most 
of all, ask questions. If anyone, Realtor or 
otherwise, assures you of a sales price or 
turn times that seem a bit too aggressive 
or too good to be true, ask for a second 
opinion. Again, remember that good mar-
keting can’t change Fannie Mae and FHA 
guidelines, there is a cost to maintaining 
an unoccupied home, and there’s a lot 
more to determining value than reviewing 
Internet sources like Trulia and Zillow. ❖ 
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When it comes to valuing REO, BPOs, appraisals 
and sales prices come into direct opposition with 
each other.
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