Confronting the Neighborhood Impacts of Foreclosure

Pricing and Valuation of Vacant Properties:
Developing a Neighborhood Stabilization Approach

Presentation by:
Charles S. Laven
President, Forsyth Street Advisors
Adjunct Professor of Real Estate, Columbia University

Presented at:
NeighborWorks Training Institute
How to Use HUD’s Neighborhood Stabilization Program in Your Community
Implementing Your Neighborhood Stabilization Program Action Plan

December 11, 2008

Materials for this presentation were developed with the assistance from:
Enterprise Community Partners
Forsyth Street Advisors
The National Community Stabilization Trust
John H. Vogel, Jr., Adjunct Professor, Tuck School of Business, Dartmouth University



Purpose of Presentation




Neighborhood Market Context




Valuation methods are distorted by unique economic
circumstances affecting different regions
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Density of Residential Sheriff's Deeds, 2002
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Density of Residential Sheriff's Deeds, 2005
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Density of Residential Sheriff's Deeds, 2006

=

Cuyahoga County, OH

e

D Cleveland Boundary
: City/Neighborhood Boundary
Sheriff's Sales per Square Mile, 2006
[_Jo-s

[ s-10
[ 11-20
P 21-40
B 41 -0
s - 160
B s - 227

4 8 Miles
1 J

Prepared by: Center on Urban Poverty and Community Development,
Mandel School of Applied Social Sciences,
Case Western Reserve University
December 10, 2007
Source: NEO CANDO (http://neocando.case.edu)
Cuyahoga County Auditor




12

D Cleveland Boundary

: City/Neighborhood Boundary
Sheriffs Sales per Square Mile, 2007
[_Jo-s

[ s-10
[ 11-20
P 21-40
B 41 -0
s - 160
B s - 227

Density of Residential Sheriff's Deeds, 2007 p
Cuyahoga County, OH

4 8 Miles
| J

0
|
Prepared by: Center on Urban Poverty and Community Development,

Mandel School of Applied Social Sciences,
Case Western Reserve University
December 10, 2007

Source: NEO CANDO (http://neocando.case.edu)

Cuyahoga County Auditor




House Price Growth and Foreclosure Rates in
Massachusetts: 1990 - 2007
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Macro economic conditions for vacant houses present
significant problems in valuation
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The market has evolved to include many different types of
sellers with different constraints

Private Sellers

Public and Quasi-Public
Sellers

e FHA e Bank-held portfolios
e GSE’s e Servicers on behalf of
e Secretary of Treasury investors in non-

under TARP securitized whole loans

e Servicers of securitized
portfolios
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Different Market Participants Have Different Perspectives
on Valuation
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Traditional single family valuation techniques are difficult to apply and
are based on retrospective look at recent sales comparables
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Alternative valuation approaches must be considered
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Net Realizable Value (NRV)

» Market value minus the cost of disposition.

» The estimated selling price in the ordinary course of business less
estimated costs of completion (to the stage of completion assumed
in the determining the selling price), holding, and disposal. (FASB)

Source: The Dictionary of Real Estate Appraisal, 3rd Edition, The Appraisal Institute
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Applying the Net Realizable Value Approach to Vacant

Property

Estimated market value assuming normal market conditions and procedures through a
BPO, an AVM or a full appraisal

Less

Less

Less

Less

Less

Equals

Saved holding costs of insurance, real estate taxes and maintenance

Avoided transaction costs of brokerage and sellers internal supervision and
administration

Savings in capital costs due to early receipt of proceeds

Possible decline in value over the holding period

Rehabilitation required for code compliance and marketing

Net Realizable Value
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Valuation Worksheet Example

Valuation Worksheet

Nominal Basis

Market Assumptions

Total Extended Time on Market
Estimated House Price Appreciation/Depreciation
Discount Rate / Interest Rate

Current Market Value

Holding Cost Assumptions

Interest 10.00% $ (3,333) Carrying Costs in excess of Seller/Servicer 30 day hold
House Price Appreciation/Depreciation (per month) Market fluctuations per local conditions

Real Estate Taxes Payments necessary to keep property current
Insurance ‘Payments necessary for appropriate insurance coverage
Maintenance ‘Payments necessary to keep property sales ready

‘Payments necessary for repairs prior to sale

Interim Repairs
Total Holding Costs Assumptions

Seller/Servicer Savings
Third Party Costs

Administrative Costs

Brokerage Fee/Cost of Sale

Seller/Servicer Savings of Interest on Protective Advances
Total Seller/Servicer Savings

éMisceIIaneous additional third party costs
‘Miscellaneous additional administrative Seller/Servicer costs

Total Adjustments 23%| $ (23,333)

Net Realizable Value S 76,667
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Sensitivity Analysis Example

Sensitivity Analysis of Time on Market and Housing Price Appreciation/Depreciationon a Nominal Basis

Estimated Time on Market to Closing

60 days

90 days

120 days

150 days

180 days

Estimated House Price Appreciation/Depreciation

-2.50% -1.50% -1.00% 0.00% 1.00%
22% 20% 19% 17% 15%
26% 23% 21% 18% 15%
29% 25% 23% 19% 15%
33% 28% 25% 20% 15%
37% 31% 28% 22% 16%
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NRV is a Roadmap to Price Agreement

Sellers

Zone of Agreement
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Key Issues in Implementing the NRV Approach

» AVM'’s and BPO'’s have high error rates in declining and volatile
markets

» Low and negative home values raise special issues
» There is an unintended consequence of resetting neighborhood
comps to a lower level:

— Trade off between having a vacant house on the block that depresses
prices, versus

— anew and current comp that establishes declining prices, versus

— arenovated house re-occupied at an affordable price and subject to a
regulatory restriction

» Using NRV results as “Seller’s Adjustment to Price” may help
mitigate downward market pressure resulting from lower sale
prices
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Benefits of NRV Approach

e

To Sellers

N
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To Buyers
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Conclusion

» NRV is an approach appropriate to neighborhood stabilization goals

» It balances the fiduciary responsibilities of Sellers with the
programmatic needs of Buyers with a process that is speedy, open,
transparent and

» Will result in vacant property coming to the market more quickly in
a manner in which all parties benefit
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