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ost rental housing in the United States is not
large apartment buildings but single-family
homes, two- and three-family properties
like Boston’s famous triple-deckers, and
small multifamily buildings tucked into
urban and inner-ring suburban neighbor-
hoods. Rental properties with fewer than
10 dwellings (called “small rental properties”
in this article) make up the backbone of the
privately owned, affordable rental stock in
this country. While larger apartment build-
ings are concentrated at the two ends of the
market — subsidized housing or expensive,
upscale properties — small rental properties
house two out of three renter households and
one out of every five American households.!

Despite the large volume of small rental
properties, the importance of the private
sector’s role has been largely ignored by
public officials and policymakers who are
more likely to see it as a problem, rather
than as an invaluable and increasingly
important source of housing for millions of
Americans. As the homeownership rate in
the United States drops, more families are
becoming dependent on the rental market.
The number of renters has increased by
over 3 million households for the past four
years, whereas even with steady popula-
tion growth the number of homeowners
has remained relatively constant.? As fore-
closures mount, tough questions are being

raised about national policies that focus
too narrowly on homeownership, and
new attention is being given to the rental
housing sector. Addressing both the quality
and quantity of rental housing in our towns
and cities has become even more urgent as
increasing numbers of investors have moved
into the distressed property market, buying
bank-owned real estate (REO) properties or



properties at foreclosure sales and putting them on
the rental market.

In this article I will provide an overview of the
privately owned small rental housing sector, and
explore the important policy issues it raises. I will
conclude with suggestions about how the public
sector, at all levels of government, can foster both
better-quality existing rental stock and greater
production of affordably-priced new rental housing.
Only by considering both issues can we hope to
ensure that affordable and adequate rental housing
will continue to be available in our communities.

More than one-third of U.S. rentals are single-
family homes while another one-third are in small
rental properties, defined as buildings containing two
to nine units. Although most parts of the country
contain far more single-family homes for rent than
multifamily rental properties, the proportions are
reversed in New England because of the large number
of triple-deckers. Seventeen percent of all rental units
in the region are single-family homes, and nearly 40
percentare in two- to four-family properties. Another
14 percent are in buildings containing five to nine
dwellings.* This trend is particularly pronounced in
Massachusetts, where only 14 percent of rentals are
single-family homes, while 41 percent are in two- to
four-family properties.*

Larger apartment buildings are often owned by
partnerships, real estate investment trusts (REITs),
or corporations, yet small rental properties are truly
“mom and pop” operations. Nearly 90 percent of
one- to four-family properties and three-quarters
of five- to nine-family properties are owned by
an individual or a couple.’ In fact, many two- and
three-family properties are owner-occupied, with the
owners living in one unit and renting out the others.
In many communities an immigrant family will buy a
triple-decker and rent the other units to members of
their extended family or fellow-immigrants, often an
important step in sinking roots and building wealth.

Few private owners of small rental properties are
full-time landlords. The majority hold other jobs,
from which they make most of their living. Indeed,
tewer than half of the owners of two- to four-family
properties made an operating profit from their
buildings, compared with nearly three-quarters of
the owners of apartment buildings with 50 or more
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units.® Small rental properties typically have narrow
margins because the properties are often burdened
by heavy debt loads and high property taxes, and
the low incomes of tenants in many of the neigh-
borhoods where these rentals are located make it
impossible for owners to charge rents that might
generate a healthier cash flow.

Most owners of small rental properties have
historically been long-term owners, holding their
properties for retirement income, long-term capital
gains, or to pass on to their children. The 1995 Census
Bureau Property Owners and Managers Survey
(POMS) found that nearly two-thirds of the owners
of five- to nine-family buildings had owned their
building for more than 10 years. The recent housing
bubble, however, likely brought a wave of short-term
speculators into the rental housing market. Just as
many of the bubble speculators were looking for
quick profits, some of the current speculators may
also be looking for short-term gains. This may even
be the case in some weak markets such as Detroit
or Cleveland.” Regardless of the reason, the increase
in investor-buyers during the past year has significant
implications which are explored further below.

New England housing tends to be older than
housing in most other regions, and New England’s
small multifamily properties older still. In 2000,
the median two- to four-family rental property was
nearly 60 years old, while the median five- to 19-unit
building was 40 years old.® More significantly, this
stock is not being replaced. Replacement of five- to
19-unit buildings has been going down since the
1970s. Between 1990 and 2000, New England lost
42,000 pre-1990 rental apartments in five- to 19-unit
buildings, or ten percent of the stock, but added only
23,000 new apartments.’

Why does this matter? Small rental properties
provide most of the options for low- and moderate-
income renters. Over 70 percent of all lower-income
households live in one- to four-family properties.™
Small rental properties are an integral part of the
tabric of New England’s older communities, not only
large cities like Providence or Boston, but the region’s
innumerable smaller cities, inner-ring suburbs, and
old mill towns. If this housing is lost or deteriorates
through poor maintenance, inadequate cash flow, or
other reasons, the vitality of the communities’ vitality
and their low-income families’ ability to find decent
and affordable housing is put at risk.

Focusing on the health of the privately-owned,
small rental property sector matters for another
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reason. Millions of American households own these
properties, from owner-occupants of triple-deckers
to investors who buy a small apartment building,
such as the so-called “perfect six” of Hartford.!! The
owners put their own capital into these buildings; in
most cases, they also put their own time and effort
into maintaining their buildings, replacing fixtures,
and making repairs. While there are bad actors that
may be milking their properties for short-term gain,
and failing to adequately maintain them, properly
screen potential lessors, or take action against problem
tenants, the majority are responsible owners.

Many owners often provide decent if not luxu-
rious housing, while charging operating costs on
their books that are a fraction of those of non-profit
projects built with federal funds or tax credits. This
reflects the extent to which owners treat their time as
a form of “sweat equity” rather than a billable cost.'
It is hard to imagine a way for a more centralized
system controlled by either private or non-profit enti-
ties to replace or replicate the scale of investment of
so much in-kind time and money by millions of indi-
vidual owners. Even if it could, it would be at almost
inconceivable expense to the public, and the outcome
is unlikely to be better. It is not just the buildings
that need to be preserved, but the system through
which they are financed and operated as well.

Privately-owned small rental properties fall between
the housing policy cracks. Federal housing programs
for the most part ignore them, focusing on home-
ownership or on programs like the Low Income
Housing Tax Credit (LIHTC) and HOPE VI,
which help sophisticated developers or non-profit
corporations develop large-scale rental projects.
When owners of small rental properties find them-
selves dealing with a public agency at any level, it
is usually because of a problem or conflict between
them and the government, rather than as part of an
effort to work together.

This cuts both ways. Many local governments
see small rental properties as little more than a
nuisance that places undue demands on police and
code enforcement, and do not appreciate the valuable
resource they represent to the community. Neigh-
borhood and community development organizations
rarely see private landlords as potential partners in
their efforts to improve their communities, typically
regarding them as a problem or as irrelevant to their
efforts. Code enforcement is often administered in a
punitive fashion — focusing on minor or even trivial
violations — with little attention given to ways local
institutions or government could help small land-
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lords to maintain and improve their properties, and
to build their skills as responsible property owners
and managers. This is particularly true in the large
number of communities where code enforcement is
handled on a complaint basis rather than a systematic
basis. Complaint-driven code enforcement, which is
the rule in many older cities, offers the worst of both
worlds; individual property owners see the system as
unfair and see themselves being singled out for undue
attention, while advocates do not believe that code
enforcement efforts lead to any overall improvement
in their neighborhood’s housing conditions.

Little government help is available for small
rental properties. The federal government has not had
a program targeted at small rental properties since
the end of the Housing and Urban Development
(HUD) Rental Rehabilitation program in 1990.
While some cities use the Community Development
Block Grant (CDBG) program or HOME money
to provide loans or grants to help small landlords
upgrade their properties, it is a modest fraction of
the funds spent to assist homeowners generally. Few
cities feel any sense of responsibility to help main-
tain or replace their stock of modest, affordable
rental properties as they age. The upfront cost of
entry, particularly when spread over a small number
of units, makes it almost impossible for owners of
small properties to access LIHTCs or tax-exempt
bond financing. In communities which already
have a surplus of rental housing, particularly in the
depressed rustbelt, new LIHTC projects crowd out
the existing private market housing and contribute
to further abandonment of small rental properties.

At the same time, property owners see govern-
ment more as an adversary than a source of assistance
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and are often reluctant to approach it for help. The
often antagonistic relationship between government
and landlords reflects the reality that contact tends to
occur under negative conditions. These may be visits
by housing inspectors or meetings with unsympa-
thetic city hall bureaucrats arising from attempts to
seek regulatory relief or financial assistance. As one
immigrant property owner told the author, “They
don’t conduct business like people who are trying to
make a profit. They’re slow, and lax about paperwork.
They’re in total control. They know you need them
and they don't need you.”"

The single-family rental housing stock is
constantly replenished, as new single-family homes,
townhouses, and condos are constructed and existing
ones fluctuate back and forth between owner-occu-
pancy and rental tenure. The same is not true of
small multifamily properties, whether triple-deckers
or small apartment buildings. With rare exceptions,
they can be replenished only through new construc-
tion. As older units are lost, they are often not
replaced, for both regulatory and financial reasons. In
most parts of New England, as well as the rest of the
United States, local zoning ordinances do not permit
multifamily construction, or if they do, permit it only
under conditions that rule out modestly priced small
buildings. Even if the zoning were available, afford-
able financing — particularly under today’s stringent
conditions — may be all but impossible to obtain.
Owners need low-cost financing because rental
cash flows are often not enough to carry the cost of
building new small multifamily buildings.

These issues have been brought into sharp relief
by the growing wave of investors buying distressed
single family and small multifamily properties. As
house prices have plunged in regions as far-flung as
Detroit, Phoenix and Miami, investors have filled a
vacuum left by the collapse of the homebuyer market,
buying up an increasing number of properties, bidding
at foreclosure sales, and buying from lenders’ REO
inventories. In the words of one Phoenix real estate
consultant, “Foreclosure investing is the real estate
buzzword now. Huge investment companies and indi-
viduals are looking to pick up properties cheap.”

Investor purchases account for a large part of
the recent increase in existing house sales in the four
Sunbelt states hit hardest by foreclosures — Arizona,
California, Florida and Nevada.’ According to the
real estate research firm MDA DataQuick, in April
2009 investors accounted for nearly two out of every
five home sales in the Phoenix and Las Vegas metro



areas.'” Investors have also become the most powerful
drivers of sales in many older urban and inner-ring
neighborhoods that are heavily impacted by recent
foreclosures and severe price declines. That includes
the Northside neighborhood of Minneapolis as well
as Roxbury and Mattapan in Boston.

While many local officials and advocates are
suspicious of the increased investor activity and
believe that investor purchases are crowding out
potential homeowners, others see investors as a pref-
erable alternative to foreclosed houses remaining
vacant or being abandoned. This is a particularly
sensitive issue with respect to the Massachusetts
triple-deckers, which are being foreclosed at far
higher rates than single-family homes."® “The proof
will be in the pudding,” as Harvard’s William Apgar
(now at HUD) says. “Are they maintaining them well
or are they letting them slip? Time will tell.”" How
will public officials, housing advocates, and commu-
nity leaders respond to the rising tide of investors?

To preserve and maintain a decent level of quality
and affordability in small rental properties, the public
sector needs to become more engaged and accept
a share of responsibility for its future health and
vitality. Public policy should be designed to multiply
the presence of “good actors,” while discouraging
the presence of “bad actors.” To ensure adequate
future stock, public agencies should encourage the
construction of new triple-deckers and small apart-
ment buildings as older buildings become obsolete
or are recycled to other uses.

To succeed, a combination of carrots and sticks
— thoughtful regulation and carefully-designed
financial incentives — are likely to be necessary. It
is often easier for public officials to think of sticks
instead of carrots, which may carry a price tag. But
without incentives for good behavior, regulatory
sanctions and penalties are likely to be ineffective.
Landlords who preserve the quality and affordability
of their properties and contribute to the stability of
their communities need to be encouraged to do so.
To be successful, public policy could provide carrots
to ensure that “good actors” can maintain their
properties at adequate levels of quality, while those
who refuse or are unable to should face strong, swift
sanctions. Without strong public policies to reward
good behavior and effective sanctions to control bad

behavior, irresponsible property owners can easily
come to dominate a community’s rental market.

While everyone would agree thatadequate quality
should be maintained, not everyone agrees on what
that represents. In lower-income communities, there
is an inherent tension between maximizing housing
quality and maintaining an affordable housing stock
without public subsidy. This is an issue that needs
attention. Given the narrow margins affecting small
rental properties, particularly in low-income areas, if
these units are to remain available at affordable rents,
it may not be realistic to hold them to the standards
of our existing housing codes. However, legitimately
distinguishing between necessary and discretionary
code standards could prove challenging, both in
substance and in terms of the political implications
of making such distinctions.

Two authors have proposed what they call a
“multitiered” code that (1) gives priority to serious
structural and safety conditions while allowing a
realistic amount of time to get funding and do well-
planned work; and (2) allows existing, older housing
to be ‘grandfathered’ and kept ‘as is’ as long as feasible,
as long as it does not pose health and safety risks to
the tenants.”* The authors further suggest that prop-
erty owners — rather than just licensed contractors
— be permitted to do many repairs, and that tech-
nical assistance be provided to owners “emphasizing
long-term building maintenance over cosmetics,
preservation rather than gut rehab.” While these
ideas are potentially controversial, new ideas that
consider the reality of small property rental owner-
ship deserve further exploration.

Public policy should be designed to multiply
“good actors,” while discouraging “bad actors.”

In addition to giving owners code flexibility
to make essential improvements in a cost-effective
manner, financial assistance with repairs and mainte-
nance could help owners maintain low rents without
impairing their financial viability. Policies that
encourage regulatory flexibility and provide finan-
cial assistance could also be linked to affordability
provisions, training, and technical assistance. For
example, the Community Investment Corporation,
a Chicago-based non-profit rental lender, offers its
borrowers and other landlords some useful prop-
erty management training covering subjects such
as marketing, fair housing requirements, tax issues,
maintenance, and budgeting.?? Additionally, New
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York City’s Owner Services Program offers training,
technical assistance to small groups, or one-on-one
mentoring to landlords of multifamily buildings.
One way to encourage “good actors” has been
pursued by the city of Rochdale, a small industrial
city in northwestern England. Rochdale set up a
Landlords’ Accreditation Scheme, under which land-
lords sign on to a code of standards in exchange for
preferential access to services from the municipality,
including a program under which the municipality
guarantees security deposits for tenants who lack the
means.*? The city’s goal is to build a cooperative rela-
tionship between the municipality and its landlords,
and leave behind the more traditional adversarial one.

Investors should be seen as potential contributors
to the health and stability of their communities.

Another example of promoting good owner
behavior is found in Ogden, Utah. Ogden imposes a
stiff licensing fee on rental properties while creating
a parallel Good Landlord Program. Participants of
the program take an eight-hour training course and
agree to carefully screen tenants and maintain their
properties free of criminal activity or code viola-
tions in exchange for a significant fee discount. Tax
incentives, like changing depreciation schedules or
providing capital gains to reward long-term holding
could also be considered, as should ways of restruc-
turing the Section 8 voucher program to foster greater
long-term stability in the affordable housing stock.?
Given landlords’ tight financial margins, even small
financial incentives may have a significant effect on
an owner’s bottom line, and may be enough to moti-
vate the desired behavior.

However compelling the carrots may be, behind
them there must be sticks. When federal government
agencies or municipalities sell properties to private
owners, they should ensure that only responsible
bidders participate and are held to clear standards
for subsequent repair and reuse of these properties.
HUD’s disposition practices may have contributed to,
rather than ameliorated, the problem of substandard
housing in many American cities. While government
has no direct control over who buys property on the
private market or how long the property is held, it
has powerful tools to influence private decisions.
Antispeculation measures, disclosure requirements,
strict enforcement of habitability codes at the point
of sale, and targeted code enforcement and nuisance
abatement can all be effective measures. While code

6 Community Developments

enforcement must be used carefully, combining it
with programs that help landlords keep their build-
ings in use and in proper repair is critical. Where
landlords are focused on short-term gains and fail to
maintain their properties, codes should be rigorously
enforced and penalties levied.

For a city facing large numbers of foreclosures,
having an effective, well-organized code enforce-
ment agency is critical. The same seriousness that is
applied to enforcing laws and fire codes should char-
acterize government’s attitude to investors buying
REQO properties or properties at foreclosure sale.
Investors should be seen as potential contributors to
the health and stability of the communities where
they buy, and should be encouraged with both moral
and financial incentives by governments and neigh-
borhood-based organizations to play that role. At
the same time, local government should draw a clear
line: if investors fail to follow required standards for
tenant selection or property maintenance, or if they
flip substandard or uninhabitable properties, they
need to know that they will face severe sanctions.

Finally, policymakers should take a hard look at
the barriers to constructing a future generation of
affordable triple-deckers and small apartment build-
ings. Such buildings, by virtue of their small scale
and straightforward wood frame construction, offer
flexible tenureship, whether homeownership, rental
occupancy, or a combination. Promoting this type of
stock could be an effective way to replenish afford-
able private-market housing, and to strengthen the
fabric of older urban and suburban neighborhoods.
States should take steps to combat local exclusionary
zoning practices in ways that open up opportunities
for development of small multifamily buildings. State
and federal governments should look at both existing
and potential financing programs to encourage future
small rental property development. Making LIHTC
and tax-exempt bond financing programs accessible
for small-scale developments would be one important
step. Another might be a moderate-income rental
program that could combine low-interest financing,
partial tax abatement, and a shallow subsidy to make
new buildings financially feasible.

Policymakers need to consider two public goods.
First, maintaining a healthy, sound stock of small
rental properties in dispersed private ownership is a
critically important part of providing decent, afford-
able housing. Second, government has an essential
role to play in ensuring that the small rental prop-
erty sector is financially sound, well-preserved, and



replaced over time. As more people move from
owning a home to renting, both public policies and
government actions need to reflect the importance
of good rental opportunities in meeting the nation’s
housing needs.

Alan Mallach is a2 Non-Resident Senior Fellow at the
Brookings Institution in Washington, DC. He 1is the
author of Bringing Buildings Back: From Abandoned
Properties to Community Assets and many other
works on housing and urban revitalization.
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Figure 1: Investors Purchase More
Small Multifamily than Single-Family Properties
AR 10 relatives. The differences across neighborhoods’ housing

Investor M Owner-occupant  * Total purchases stock may also reflect the active policy decisions in non-LMI

percent
100 —

By Jeffrey Greenberg, Ren Essene, and Kai-yan Lee

Representing 21.6 percent of southern New England’s housing stock, small multifamily (SMF) proper-
ties (defined here as two- to four-unit properties) are vital to the supply of affordable rental housing
in Rhode Island, Massachusetts, and Connecticut." From Q1-2005 through Q1-2009, 74.1 percent of
SMF properties in southern New England were purchased by owners intending to occupy one of the
units (“owner-occupants”); another 25.3 percent were purchased by investors living outside the prop-
erty. Analyzing and comparing the borrowing trends of these owner-occupants and investors in the SMF
property market reveals that investors may not engage in as much risky behavior as public sentiment
leads one to expect. In fact, our analysis shows that owner-occupants have riskier borrower characteris-
tics and take out riskier mortgage products than their investor counterparts.

Not surprisingly, investors prefer purchasing SMF properties over single-family properties. Having
multiple units in a property allows investors to collect rent from several different occupants, reducing
the risk of vacancy losses and providing better cash flow. Figure 1 illustrates the more significant role of
the investor in small multifamily properties than in the single-family market.>

SMF properties provide housing for many people in low- and moderate-income (LMI) communities
throughout southern New England, as Figure 2 illustrates. This concentration of SMF properties in LMI
ZIP codes likely reflects the makeup of the neighborhoods’ housing stock, including a large share of
historic “triple-deckers.” Starting in the late 1800s, SMF proper-
ties helped recently immigrated, working-class families to buy
property for themselves and rent out additional units, frequently

communities, where zoning laws explicitly and implicitly restrict
the construction of affordable, multifamily housing and the
57.610% conversion of single-family properties for multifamily uses.

74.6%

543,356
92.1%

Recent public opinion and public policy favor rescuing strug-
gling owner-occupants while excluding investors facing
similar difficulties. When President Obama announced the

17.611% $75 billion foreclosure prevention package, he responded to

15,609*
2.8%

Single-Family Small Multifamily

Source: LPS Applied Analytics.

Note: For southern New England first-lien purchase loans originated between
Q1-2005 and Q1-2009, excluding second homes. Calculated by the Federal
Reserve Bank of Boston.
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public sentiment by highlighting that the program would help
only owner-occupied homes and not speculative investors.s
Likewise, regional programs, such as the “9o-Day Right to Cure”
in Massachusetts, deliberately exclude investors from receiving
government assistance.® No one wants to reward the specula-
tive behavior that was common among investors in California,



The main source of data for this article is Lender Processing Services Inc.’s Applied Analytics (LPS), for-
merly known as McDash. The LPS database covers around 70 percent of the entire mortgage market of
southern New England, especially loans administered by large servicers, and approximately 75 percent of
the prime securitized mortgage market. However, LPS has limited coverage of the subprime market. First
American LoanPerformance (LP) data from nonagency securitized pools are also used. The LP database
captures about 70 percent of the subprime securitized mortgage market with limited coverage of the
prime market.

This article uses the dataset with the best coverage ratio and, when necessary, consolidates the two data-
sets to ensure sufficient coverage. The data are first-lien purchase loans and therefore do not include
second-lien and refinance loans. The mortgage origination data do not represent the total property stock
for a given year. For chart 1, a low- and moderate-income (LMI) ZIP code is defined as a ZIP code where the
median income is at or below 8o percent of the state median income. For the purposes of this article, we
focus on Q1-2005 through Q1-2009 data. For our foreclosure petition analysis, we focus only on borrowers
who received petitions between Q1-2005 and Q1-2009 for first-lien purchase loans originated in 2005.

Florida, Arizona, and Nevada and fueled the real estate bubble. However, according to mortgage data
provided by major servicers, that cowboy approach to real estate was not as common in southern New
England.

A common misperception of investors is that, compared with owner-occupants, they have “less skin
in the game,” worse borrower characteristics, and are more likely to foreclose on a property when the
market drops.” Figure 3 compares investors’ and owner-occupants’ characteristics at loan origination
and identifies investors as having better credit quality and taking on less risk than owner-occupants.?
The prima facie explanation for this phenomenon is that, on the whole, SMF property investors are
simply better qualified than owner-occupants.

Another explanation for investors’ stronger characteristics could be that investors face stricter loan
underwriting criteria in the secondary market than their owner-occupant counterparts. Servicers explain
that these differences stem from the perception that investors have less emotional attachment to their
properties and, as a result, have a greater potential for negative consequences. Conclusions drawn from
Figure 3 must also take into account that the data have better coverage of servicer loans than portfolio
loans. Also, these data exclude loans that investors may turn to if they are denied conventional mort-
gages, such as private loans and those from “hard money lenders.”

In addition to owner-occupants having riskier borrower  Figure 2: Small Multifamily Homes Make Up a
characteristics, they also use riskier mortgage products Significant Portion of Purchases in LMI Communities

more commonly than investors to purchase SMF prop-
erties. Figure 4 illustrates that subprime loans were

used in comparable proportions among investor and LMI ZIP Codes Non-LMI ZIP Codes

owner-occupant purchasers of single-family properties.
However, subprime mortgage products are used far
more commonly among owner-occupant purchasers
of SMF properties than investors.

59% /8%

Anecdotes from owner-occupant purchasers of SMF
properties reveal that some buyers are being “upsold”

by realtors who downplay the risk of SMF ownership.? B Small Multifamily = Condo/Other = Single-Family

In recent interviews, first-time buyers explained they —_ ~~ applied Analytics

began their home searches looking for single-family
homes, but were then convinced by mortgage brokers

Note: For first-lien purchases originated between Q1-2005 and Q1-2009. LMI ZIP codes = ZIP
codes where the median income is less than or equal to 80% of the state's median income.
Data represent ZIP codes in RI, MA, and CT. Calculated by the Federal Reserve Bank of Boston.
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Figure 3: Investors in Small Multifamily
Properties Have Less Risky Borrower
Characteristics and are Less Leveraged
than Owner-Occupants

Underwriting Owner-
Indicators Investor occupants
Loan Amount $217,600 $244,800
LTV Ratio 70 78.26
DTI Ratio 39 41
FICO Score 720 688

Source: LPS Applied Analytics

Note: Underwriting indicators are median values at time of first-lien
purchase loan origination from Q1-2005 through Q1-2009 in RI, MA,
and CT. Calculated by the Federal Reserve Bank of Boston.

Figure 4: Subprime Loans
are Most Common Among Owner-Occupants
of Small Multifamily Properties

Investor M Owner-occupant

percent
40

30.5%

14.4%

10 8.6% _ 94%

Single-Family Small Multifamily

All first-lien subprime purchase loans for properties
in RI, MA and CT in 200s.

Source: LPS Applied Analytics (LPS) and First American LoanPerformance(LP).
Note: We consolidated the prime loans from LPS with the subprime and

alt-a loans from LP. Each bar in the above chart displays the percentage

of subprime loans. Calculated by the Federal Reserve Bank of Boston.

or realtors—on the basis of rental income and the perception
that home values would continually increase—to purchase more
expensive SMF properties. As owner-occupants buy beyond their
budget, they become riskier borrowers and rely more heavily on
riskier subprime mortgage products.

An unambiguous indicator of increased risk and overstretched
budgets is the percentage of owner-occupants receiving foreclo-
sure petitions. Figure 5 shows, by loan type, the percentage of
investors and owner-occupants who received foreclosure peti-
tions. Other than single-family prime loans, across other product
and property dimensions, owner-occupants who purchased
properties in 2005 received a higher percentage of foreclo-
sure petitions than investors. The significant share of petitions
received by subprime mortgagees also stands out for owner-
occupants. In fact, for loans originated in 2005, over one-third
of owner-occupants (35.4 percent) with subprime mortgages
on SMF properties received at least one foreclosure petition by
March 2009. For prime loans, more than twice the percentage
of owner-occupants who bought SMF properties received fore-
closure petitions (8.7 percent) compared with single-family
properties (4.0 percent).

Another indication of owner-occupants being more vulner-
able and overstretched financially than investors is the speed
with which they receive their first foreclosure petitions. Figure
6 shows, by state, the length of time between origination and
the first foreclosure petition for owner-occupants and investors.
Rhode Island has the biggest disparity, as the median time it
takes for an owner-occupant to receive a first foreclosure peti-
tion is 229 days earlier than for an investor.

Contrary to public opinion, mortgage data from Q1-2005 through
Q1-2009 illustrate that owner-occupants have riskier borrower
characteristics, take out riskier loans, have greater numbers of
foreclosure petitions, and move more quickly into foreclosures
than investors. However, limitations of the datasets may make
it difficult to draw conclusions for the market overall. Further
research could explore alternative lending channels and eval-
uate the differences between owner-occupants and investors as
landlords of SMF properties. While the data may capture some

differences in loan underwriting, the comparison of owner-occupants and investors is compelling. The
results underscore the importance of informing lenders and the public on the actual risks associated
with small multifamily properties. Overall, the emotional attachment of being an owner-occupant does
not negate the increased risks of less stringent underwriting criteria nor the risks associated with the use

of subprime lending products.

Jeffrey Greenberg is a 2009 summer intern at the Federal Reserve Bank of Boston and a graduate student at Columbia University
studying International Finance and Economic Policy. Ren Essene is a Policy Analyst at the Federal Reserve Bank of Boston. She is a

co-editor and leading author in Revisiting the CRA: Perspectives on the Future of the Community Reinvestment Act and other

papers investigating consumer credit issues. Kai-yan Lee is a Policy Analyst at the Federal Reserve Bank of Boston. He has authored

several articles on the effects of foreclosures on communities and is currently working a paper assessing Real Estate Owned properties’

development potential.
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Figure 5: Foreclosure Petitions are Most Common Among
Owner-Occupants of Small Multifamily Properties

Investor M Owner-occupant
percent of
petitions
40—
35.4%
30 26.8% 26.8%|
20—
15.6%
(o)
10 6% 719%37%
4%
0
Prime Subprime Prime Subprime
Single-Family Small Multifamily

Source: LPS Applied Analytics for prime loans and First American LoanPerformance (LP) for
subprime loans in RI, MA, and CT, see data box.
Note: Calculated by the Federal Reserve Bank of Boston.

Figure 6: Owner-Occupants Receive Foreclosure
Petitions on Multifamily Properties
Earlier Than Investors

Number of days Investor M Owner-occupant
to receive first
foreclosure
petition
1000 — 1000
827 852
800 — 771
730 730
600 —
400 —
200 —
0
Connecticut Massachusetts Rhode Island

Source: LPS Applied Analytics

Note: Median days between date of mortgage origination in 2005 and date of first
foreclosure petition for borrowers who received petitions. Calculated by the Federal
Reserve Bank of Boston.
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