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Considering Foreclosed Sales 
By: Michael Barnett 

 
Our topic is on foreclosed properties and how we are to consider them in the appraisal 
process. Let’s take a moment to clarify our understanding of what is a foreclosure sale.  
Black’s Law Dictionary defines foreclosure as:  
 

A legal proceeding to terminate a mortgagor’s interest in property, instituted by 
the lender (the mortgagee) either to gain title or to force a sale in order to satisfy 
the unpaid debt secured by the property. 
 

Identifying these properties often proves to be challenging.  Our metro communities 
typically will have reporting agencies such as Realty Trac, etc. that can provide 
resources.  Multiple listing services likewise will incorporate notes that flag the 
transaction as distressed or foreclosed.  In districts where these services are not 
available a review of the transfer instrument proves to be a good source for 
identification. 
 
While we are at it, let’s clarify a few other terms: 
 

REO – property owned by a lender, usually a bank, after an unsuccessful sale at 
a foreclosure auction.  The bank will then go through the process of trying to sell 
the property on its own.  It will try to remove some of the liens and other 
expenses on the home, and then try to sell it on the market.  Real estate 
investors will often go after these properties as banks are not in the business of 
owning homes and, in some cases, the house can be bought at a discount to its 
market value.  
 
Short Sale – occurs when the lender agrees to take less than the full loan payoff 
of an owner’s property.  The homeowner is most likely behind on payments and 
owing more than the home is worth.  

 
Software tracking and identification of these properties is critical.  Keep in mind that the 
code provides consideration of these properties for the three years preceding the tax 
year in which the residential homestead is being appraised.   
 
The Texas Legislation in its regular session in 2009 amended Section 23.01 of the 
Texas Property Tax Code. 
 

§ 23.01. Appraisals Generally  
(c) Notwithstanding Section 1.04(7)(C), in determining the market value of a 
residence homestead, the chief appraiser may not exclude from consideration 
the value of other residential property that is in the same neighborhood as the 
residence homestead being appraised and would otherwise be considered in 
appraising the residence homestead because the other residential property: 
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(1) was sold at a foreclosure sale conducted in any of the three years 
preceding the tax year in which the residence homestead is being 
appraised and was comparable at the time of sale based on relevant 
characteristics with other residence homesteads in the same 
neighborhood. 

 
Needless to say, this provision has necessitated a different consideration of foreclosed 
properties that had been previously viewed from the absolute standard of market value.  
Sec 1.04 of the Texas Property Tax Code provides this standard definition. 
 
 § 1.04. Definitions 

(7) ‘‘Market value’’ means the price at which a property would transfer for cash 
or its equivalent under prevailing market conditions if: 
 
(A) exposed for sale in the open market with a reasonable time for the seller 
to find a purchaser 
 
(B) both the seller and the purchaser know of all the uses and purposes to 
which the property is adapted and for which it is capable of being used and of 
the enforceable restrictions on its use; and 
 
(C) both the seller and purchaser seek to maximize their gains and neither is 
in a position to take advantage of the exigencies of the other 

 
This definitive explanation of the criteria for market value had appeared to exclude 
foreclosed properties.  Typically conflict arises from A) being exposed for sale in the 
open market for a reasonable time to find a purchaser and C) that the seller and 
purchaser seek to maximize their gains and neither is in a position to take advantage of 
the other.   
 
IAAO in an executive summary titled “A Guide to Foreclosure-Related Sales and 
Verification Procedures” states that: 
 

“Any foreclosure-related sale that passes the market value test is a candidate for 
appraisal modeling, valuation, and ratio studies.  The commonly accepted 
definition of market value precludes the use of any sales subject to ‘undue 
stimulus’.” 

 
Section 23.01 of the Texas Property Tax Code refers to “appraisals generally.”  The 
mass appraisal standards used by the appraisal districts must comply with Uniform 
Standards of Professional Appraisal Practices.   
 
Section 23.01 further states, “each property shall be appraised based upon individual 
characteristics that affect market value."  All available evidence specific to the value of 
the property shall be taken into account.  Section 23.01(1) requires the Chief Appraiser 
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to consider foreclosure sales in any of the three preceding years that are in the same 
neighborhood.   
 
The important point is that foreclosures are not automatically excluded nor are they 
automatically included for appraisal models.  Thus, foreclosures need to be reviewed as 
to meeting the definition of market value.  

 
With this in mind let’s expand on some of the issues that are involved in these sales. 
 
These are: 
 
 Sec 1.04(7)(a) – A fact determination would be the time the properties were, 
“exposed for sale in the open market with reasonable time for the seller to find a 
purchaser”.  What we have found is that the holding period for foreclosed properties 
does not have a meaningful average number of days on the market.  The majority of 
these properties often go straight to auction.  Likewise, we find that there will be certain 
realtors that will specialize in the marketing of foreclosed properties.  We have not been 
able to discern as to why some properties are placed in a market listing opportunity or 
go directly to auction. 
 
It has been observed that often times properties that are government backed (i.e. 
Fannie Mae or Freddie Mac) are transferred to HUD and put on the market.  Other 
properties that are maintained by the original lender will move straight to auction 
because the lender needs to liquidate their debt to meet capital requirements and risk-
weighted asset regulations.  If the auction is unsuccessful in meeting a minimum bid for 
the property it will become an REO property and move back to the banks control, which 
is in turn also listed on the market.   
 
The selling and disposition of REO properties by financial institutions usually results in 
two approaches.  The first being to sell the property as soon as possible in “as is” 
condition to satisfy a potential need to monetize its illiquid assets or to satisfy the before 
mentioned requirements and regulations imposed by the government.  And secondly, 
holding the property and investing significant additional capital necessary to stabilize the 
asset to facilitate its sale.  Often with residential property it is not practical to hold the 
asset and invest more capital into it to stabilize its value.  This approach is usually done 
with commercial real estate or valuable income producing properties in large 
metropolitan areas. 
 
 Sec 1.04(7)(c) – Another primary consideration is to what extent the seller 
was under duress to complete a sale.  The previous comments were recognition of 
considerations for open market opportunity.  Equally important is the premise that both 
seller and purchaser seek to maximize their gains and neither is in a position to take 
advantage of the exigencies of the other.  Part of the answer to this issue may be 
explained by private mortgage insurance (PMI).   
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PMI could also be a factor that influences the position for a seller.  This past year a 
feature article titled “The Next Mortgage Bombshell” was printed in Barron’s (June 25, 
2011). 
 

‘The next domino likely to topple is the so-called private –mortgage-insurance 
industry, which permits buyers to purchase homes without making a full 20% 
down payment.  Private mortgage insurance covers the first 25% of a mortgage’s 
value against default, plus accrued interest.  Some $700 billion of U.S. 
mortgages carry such insurance, with most of it owned by Fannie Mae and 
Freddie Mac and backed by the federal government.’ 
 

A property with PMI offers less exposure to the seller.  PMI reduces the loss and 
facilitates the transfer of the property.  This might explain why property with PMI 
markets out for less per square foot than others.  
 
Though statistical data is available confirming percentages of properties financed with 
PMI, it is another matter to confirm disclosure of PMI on a single property.   
 
The article cited that the 3 biggest insurers comprise 60% of the industry and appear 
undercapitalized to meet the claims over the next couple of years.  Our experience from 
a practical standpoint has been that the mortgage holder or party selling the property 
typically will be either inaccessible or reluctant to provide information.  On the other 
hand, the purchaser will be willing to provide information.  This inquiry needs to be 
made as soon as the transfer occurs. 
 
The purchasers of foreclosed properties fit a certain niche.  They compete with other 
buyers who are acquiring these properties as investment opportunities.  We find very 
few purchases that ultimately become owner occupied.   
 
These buyers are sophisticated in their understanding of the market and the cost 
associated with making the property viable.  Most of these properties are purchased 
cash up front.  Some may be acquired with financing but usually require substantial 
down payments, 20% or more, and a short window for closing.  The typical home 
purchaser is excluded due to these constraints.   
 
Now that we’ve provided a backdrop for foreclosures we can talk a little about 
considering these types of properties.  We will move forward with the assumption that a 
database has been created to identify those properties that have been foreclosed.  We 
will also assume that those properties that have some unique cost to cure associated 
with them have been separated from the sample.   
 
To comply with IAAO standards each property should receive a physical inspection.  
These inspections are typically limited to exterior observation and as a consequence 
may not recognize interior vandalism or other depreciation.  A data confirmation letter to 
confirm any issues that the property may have had at time of sale is also a helpful tool.  
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Our next step would be to complete a ratio study.  Each appraisal district has its own 
guidelines for establishing market neighborhoods.  The tax code refers to residential 
property that is in the same neighborhood.  We will assume that this will be equivalent 
to a market neighborhood.  There are several situations that may arise when completing 
the market analysis.  These are: 
 

1. The market neighborhood shows a significant concentration of foreclosure 
sales.  In many ways this simplifies the issue as the foreclosures are the rule 
and not the exception.  IAAO advises a substantial concentration (IAAO 4.3.3 
– Guide to Foreclosure-Related Sales and Verification Procedures) would 
justify using foreclosures in valuation modeling.   This is important to keep in 
mind as we are required to utilize sales in any of the 3 preceding years. 
 

2. A market neighborhood is designated that historically has few transactions.  
The review should include consideration as to whether the foreclosed 
properties are impacting market prices and are foreclosed properties the only 
ones selling.  It may be helpful to review the annual number of transfers 
historically and determine if this pattern is confirmed in the current database.  
This would provide an opportunity to consider expanding the market 
neighborhood.   

 
The consideration of foreclosed properties is challenging.  Numerous criticisms have 
been raised that the appraisal districts are not complying with the tax code.  I think 
much of the criticism arises out of a lack of clarity on both the part of the Chief Appraiser 
and the property owner.   
 
Most recently an Attorney General’s opinion (GA-0943) was released on foreclosures.  
The summary states: 
 

‘Pursuant to Tax Code section 23.01(c), a chief appraiser, in appraising a 
residence homestead, may not exclude from consideration the value of 
neighboring properties simply because they were subject to a foreclosure 
sale.’ 

 
 

It appears as we close the year that most markets have improved.  A recent article in 
the Dallas Morning News stated that 2012 foreclosures had dropped for the 2nd year in a 
row (to 48,653).  That’s the lowest since 2007 (home foreclosures peaked in 2010 with 
approximately 64,000) and now appears to confirm a downturn in foreclosures that is 
being witnessed nationwide.  The old adage location, location, location is as true today 
as it was in the past.  Therefore it is even more important in our market model to 
consider adjustments for time.  Obviously this will pose a greater challenge to those 
districts that have limited sales.  For this reason we look first at total sales and then we 
review sales by market neighborhood.   
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It would be nice to say that our review is complete and comes to a close.  However the 
fact remains that there will be individuals who have purchased their properties through 
foreclosure and will argue that their foreclosed purchase price is market value.  If this 
were the case it would suggest that the remaining properties should be selling at the 
foreclosed purchase price.   
 
To address this issue regression modeling can provide an alternative method of 
analysis.  It is common to use a regression model for a neighborhood to predict market 
value.  However, it can also be used to compare a property to other foreclosures in the 
county.  An example of a regression model using other foreclosed properties is Exhibit 
E.  We use this model to compare properties to their predicted sale price based on other 
foreclosures in the county.  If the actual sale price is comparable to the predicted sale 
price, we then use valid sales in the neighborhood to determine if it is market value.  If 
the sale price is not comparable to the predicted sale price in the regression model then 
the subject property is considered an outlier and is not a market value transaction.  This 
process adheres to the tax code requirement to consider other foreclosure sale prices 
when determining the market value of a property. 
 
Likewise, many of the purchasers are successful at quickly getting their property leased 
up.  For this reason it’s important to develop GRM's that will confirm a projected market 
value using the income approach as a comparative to the purchase price.   
 
In closing I think the Attorney General said it best, “a chief appraiser in appraising a 
residence homestead may not exclude from consideration the value of neighboring 
properties simply because they were subject to a foreclosure sale”. 
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Muiltiple Regression Analysis of Foreclosures in Smith County, Texas 
Prepared by Drew Dunklin 11/05/2012 

 

 
Introduction: 
 

The subject property located at 1419 Buena Vista Drive, is being protested based on grounds of 
being appraised over market value.  Pursuant to § 1.04(7) of the Texas property tax code, market value 
is defined as the following: “Market value means the price at which a property would transfer for cash 
or its equivalent under prevailing market conditions if, (A) exposed for sale in the open market with a  
reasonable time for the seller to find a purchaser, (B) both the seller and the purchaser know of all the 
uses and purposes to which the property is adapted and for which it is capable of being used and of the 
enforceable restrictions on its use, and (C) both the seller and purchaser seek to maximize their gains 
and neither is in a position to take advantage of the exigencies of the other.”  Considering that the 
property owner purchased the subject property for $45,000 out of foreclosure from a financial 
institution, the purchase does not adhere to the Texas property tax code definition (C) of a “market 
value” transaction because the property owner was in a position to take advantage of the “exigencies of 
the other.”  The financial institution placed an original listing price of $95,100 on the subject property 
which is representative of true market value.  After being on the market for only 115 days the seller 
accepted an offer of $45,000.  This transaction is typical of bank-owned real estate being liquidated out 
of foreclosure to alleviate accumulated debt from defaulted mortgages.  Furthermore, the subject 
property was originally purchased in April of 2009 for $114,000, which is a closer representation of 
market value for the subject property than $45,000. 

However, according to SUBCHAPTER A, § 23.01(c)(1), “In determining the market value of a 
residence homestead, the chief appraiser may not exclude from consideration the value of other 
residential property that is in the same neighborhood as the residence homestead being appraised and 
would otherwise be considered in appraising the residence homestead because the other residential 
property: (1) was sold at a foreclosure sale conducted in any of the three years preceding the tax year in 
which the residence homestead is being appraised and comparable at the time of sale based on relevant 
characteristics with other residence homesteads in the same neighborhood.”  Therefore, the following 
analysis of foreclosures in Smith County, Texas is in compliance with the Appraisal District’s 
responsibility to consider all sales, including foreclosures, in the analysis and determination of market 
value for the subject property.     

Methodology: 
 

In accordance with SUBCHAPTER A of the Texas property tax code, 618 foreclosures in Smith 
County, Texas, dating back from January 2009, through July 2012, were considered and included in a 
multiple regression analysis (MRA) to determine on average what the predicted sale price of the subject 
property would be from a sale or auction out of foreclosure.  MRA was utilized to compare the subject 
property to other sales out of foreclosure as an alternative to the matched-paired sales method.  
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Traditional appraisal produces a point estimate of value (the central tendency where values tend to 
cluster), which may or may not be accompanied by a subjectively estimated range (how values may be 
scattered or dispersed around the point estimate).  Regression modeling produces both a point estimate 
of value (mean) and an objectively determined measure of dispersion (standard deviation or standard 
error) around the point estimate.  Thus, regression is particularly useful when data elements are not 
homogenous, or in this case, when the sale price of foreclosed homes does not adhere to traditional 
market value transactions.   

Predicted sale price was the dependent variable in the model and it was regressed by the 
independent variables building class, effective year built, condition of construction, square feet, 
amenities, exterior wall construction type, ISD, condition and depreciation (C&D), and number of days 
on market.  The inclusion of 9 independent variables is considered a strength of the model because it 
produces a higher R2 value.  The R2 value is expressed as a percentage of which the variability observed 
in the dependent variable (sale price) is explained by the independent variables included.  

Results: 

The regression model output (see figure 1) defines coefficients for each of the independent 
variables which are expressed in the same unit of measurement of the dependent variable, sale price 
($).  Each coefficient is a linear function of sale price independent of all other variables.  Each coefficient 
is summed together to arrive at the predicted sale price of the subject property based on the 
characteristics that it exhibits.  For example, one property might have a construction condition defined 
as “excellent”, which would give that characteristic a value of $26,740.  Conversely, another property 
might exhibit a construction condition defined as “Average”, which would contribute $20,314 to the 
predicted sale price.  The following equation is the sum of each applicable coefficient from the model to 
arrive at a predicted sale price by using the unique characteristics of the subject property. 

Y = b0 + b1 + b2 + b3 + b4x4 + b5x5 + b6 + b7 + b8x8 + b9x9  

Y = Sale price 
b0 = Intercept 
b1 = Coefficient for building class (4+) 
b2 = Coefficient for Effective Year Built (5=1975) 
b3 = Coefficient for Condition of Construction (Good) 
b4 = Coefficient for Square Feet 
x4 = Number for Square Feet (1,515 square feet) 
b5 = Coefficient for Amenities 
x5 = Amenity Value (-15%) 
b6 = Coefficient for Exterior Wall Construction (Brick) 
b7 = Coefficient for School District (TY) 
b8 = Coefficient for C&D 
x8 = C&D value (10%) 
b9 = Coefficient for Days on Market 
x9 = Days on Market value (115 days) 
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Therefore, application of the equation using the appropriate coefficients determined by the 
characteristics of the property is as follows: 
 

Sale Price = 18,284.01 + 25,346.30 + (-10,008.06) + 22,570.71 + (14.42)(1,515) + (52,938.40)(-0.15) + 
8,349.12 + (-4,360.64) + (40,349.63)(0.10) + (-32.21)(115) 

Sale Price = $74,417.79 

 
The regression model predicts a sale price for the subject property of $74,417.79.  As stated 

previously, 618 sales out of foreclosure and 9 independent variables were included in the model (no 
valid “market value” sales were included).  The MRA is significant at the 95% confidence interval and the 
large sample size and number of independent variables produced a strong R2 value of 77.4%.  Thus, 
77.4% of the observed variability in sale price is explained by the 9 independent variables included in the 
model.  R2 values over 60% indicate that the model is functioning correctly.  Moreover, R2 values 
approaching 80% and above are indicative of a very strong explanatory relationship of the dependent 
variable by the independent variables. 

The standard error of the MRA is ± $6,922.96.  As stated in the introduction, an advantage of 
MRA over traditional appraisal methods is that regression modeling produces both a point estimate of 
value (mean) and an objectively determined measure of dispersion (standard deviation or standard 
error) around the point estimate.  Thus, since the model is significant at the 95% confident interval, it is 
valid to assert that with 95% confidence the true mean of the subject property (predicted sale price) is 
$74,417.79, ± ($6,922.96 x 2). 

Conclusion: 

The multiple regression analysis outlined here, along with the traditional sales analysis included, 
was used to further demonstrate that the sale price of the subject property was indicative of severe 
liquidation by the financial institution that possessed it.   Furthermore, the Appraisal District’s 
application of the regression model, which considered sales out of foreclosure as comparables in the 
determination of market value for the subject property, satisfies the requirements of SUBSECTION A,  
§ 23.01(c)(1), of the Texas property tax code. And lastly, this analysis also sustains the ARB order that 
reduced the subject property from its market value of $110,694 to $70,000.  
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Appendix 

 
 
Figure 1: 
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Figure 2: 

Coefficients (in $) 
Target: Sale Price 

      Model Term Coefficient Standard Error t statistic Sig. Importance 

Intercept (Constant) 18,284.01 6,922.96 2.641 0.008 52.7% 

Bldg Class 4- 7,346.11 4,835.25 1.519 0.029 52.7% 

Bldg Class 4 11,208.87 4,479.62 2.502 0.013 52.7% 

Bldg Class 4+ 25,346.30 4,761.97 5.323 0.000 52.7% 

Bldg Class 5- 42,095.92 5,360.51 7.853 0.000 52.7% 

Bldg Class 5 52,992.25 5,599.66 9.463 0.000 52.7% 

Bldg Class 5+ 75,117.48 6,136.28 12.242 0.000 52.7% 

Bldg Class 2,3,3- 0a       52.7% 

Effective Yr Built 1 -33,736.84 7,231.00 -4.665 0.000 22.0% 

Effective Yr Built 2 -23,419.41 7,048.55 0.332 0.001 22.0% 

Effective Yr Built 3 -17,947.91 4,223.77 -4.239 0.000 22.0% 

Effective Yr Built 4 -16,162.72 3,784.30 -4.271 0.000 22.0% 

Effective Yr Built 5 -10,008.06 3,638.04 -2.751 0.006 22.0% 

Effective Yr Built 6 -8,378.62 2,898.51 -2.891 0.004 22.0% 

Effective Yr Built 7 84,273.22 10,415.50 8.091 0.000 22.0% 

Effective Yr Built 8 0a       22.0% 

Condition - Fair 11,199.21 4,880.56 2.295 0.022 8.9% 

Condition - Average 20,314.12 4,465.56 4.549 0.000 8.9% 

Condition - Good 22,570.71 4,526.61 4.986 0.000 8.9% 

Condition - Very Good 30,235.04 5,024.51 6.018 0.000 8.9% 

Condition - Excellent 26,740.71 4,929.66 5.424 0.000 8.9% 

Condition - Poor 0a       8.9% 

Square Feet (per square ft.) 14.42 2.43 5.931 0.000 6.5% 

Amenities 52,938.40 11,591.25 4.567 0.000 3.9% 

Brick or Stucco 8,349.12 2,529.99 3.300 0.001 2.2% 

Wood Frame 0a       2.2% 

ISD - TR, Van, WI -13,356.25 4,295.25 -3.110 0.002 2.0% 

ISD - AR, CH, TY, GL -4,360.64 2,039.50 -2.138 0.033 2.0% 

ISD - BU, LI, WH 0a       2.0% 
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C&D 40,349.63 17,301.07 2.332 0.020 1.0% 

Days on Market (per day) -32.21 15.98 -2.016 0.044 1.0% 
a This coefficient is set to zero because it is redundant. 

Figure 3:
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