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When Investors Buy Up the

Neighborhood:

Preventing Investor Ownership from Causing

Neighborhood Decline

By Sarah Treuhaft, Kalima Rose and Karen Black, PolicyLink

cross the country, communities are struggling

with the negative spillover effects of foreclo-

sures, including many neighborhoods that

were just beginning to show new signs of revi-
talization.” Without further investment, foreclosed prop-
erties deteriorate and weaken the neighborhood housing
market.? Studies have shown that foreclosed properties
dampen nearby home values by an average of $7,200, or
between 0.6 and 1.6 percent. The Center for Responsible
Lending calculated that in 2009, foreclosures caused 70
million neighboring homes to lose $510 billion in value.?
Communities are taking a variety of actions to halt
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further foreclosures, reform the lending practices that
led to the crisis, and set hard-hit neighborhoods on the
path to stability. With support from resources such as the
federal Neighborhood Stabilization Program (NSP), states
and cities are developing and implementing strategies
to stem further decline, including acquiring and rehab-
bing homes (sometimes using green building or retrofit-
ting techniques), helping new low- and moderate-income
homebuyers purchase these homes, and holding proper-
ties in land banks for future use.

Yet, even as these neighborhood stabilization strate-
gies begin to take hold, communities face an additional
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threat to recuperation: unscrupulous absentee investors.
Nationwide, would-be homebuyers and community de-
velopers are facing stiff competition from private investors
who have seen a business opportunity in the foreclosure
crisis and are rapidly buying up foreclosed properties to
sell or rent out for a profit. Unlike homebuyers and munic-
ipalities, investors can buy properties in cash and in bulk
— sometimes “sight unseen” — purchasing them before
homebuyers, nonprofits or cities even have a chance to
bid. In some communities, efforts to improve the neigh-
borhood are being thwarted by investors who are either
mothballing their properties or buying severely distressed
homes and renting them out to vulnerable tenants with
little to no rehabilitation or maintenance of the property.

The challenge of predatory investor ownership is often
greatest in the low-income communities of color that have
already suffered the most from the foreclosure crisis. Some
communities are concerned that the rapid conversion of
owner-occupied homes into rental properties by investors
will further concentrate poverty and limit access to oppor-
tunity in segregated regions.

This article excerpts a PolicyLink report that exam-
ines the issue of investor purchasing of foreclosed and
distressed properties and presents a set of best practices
and promising approaches being used in communities to
prevent irresponsible investor ownership from leading to
neighborhood decline. The full report, along with a more
complete inventory of strategies and best practices and
other resources associated with the report, can be found
online at http://www.policylink.org/publications/WhenlIn-
vestorsBuyUpTheNeighborhood

What is the Problem? Investor Ownership
and Its Challenges

Investor ownership, in and of itself, does not neces-
sarily lead to negative consequences for neighborhoods.
Small-scale property investors provide a significant
portion of our national stock of rental homes that are af-
fordable to low- and moderate-income families. Investors
range from the neighbor who buys another house down
the street using the equity from his or her home, to large
venture capital firms and hedge funds that buy bundles of
hundreds or even thousands of homes scattered in cities
across the country.

Whether an investor will take good care of their prop-
erty depends a great deal on their business model - the
strategy they adopt to make a profit from the real estate
they purchase. Some investors contribute to the health of
the neighborhood by providing well-maintained afford-
able rental and sales housing in neighborhoods with good
schools, parks, and other key amenities. Others, however,
will rent the property out with major code violations and
minimal investment just to ensure some cash flow until
they can sell.

Investors are disproportionately represented in the dis-
tressed sales market, as illustrated by Figure 1. More than
60 percent of damaged REOs, and about 20 percent of
REOs and short sales are being purchased by investors.
In neighborhoods with a large share of damaged REOS,
therefore, investors represent a major share of property
owners, the majority of whom (58 percent) intend to rent
out their property.*

Figure 1. Who is Buying Properties?
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Investor activity is especially prevalent in three types
of markets:

e Weak markets where housing costs are so extreme-
ly low that anyone can invest. For example, in Saint
Louis and Saint Louis County, the percentage of homes
selling for $10,000 or less increased 85 percent from
2006 to 2008.°

* High-growth markets that experienced double-digit
appreciation and now have high foreclosure rates
and rapidly falling housing prices. These include the
Sunbelt states of California, Florida and Arizona, and
cities such as Las Vegas.

e Stable high growth or mixed growth areas with year-
over-year appreciation during the past seven to 10
years. Atlanta, Minneapolis and Saint Paul all fall into
this category.

While there is not a strong body of research that ex-
amines the impacts of investor ownership on neighbor-
hoods, we do know that property owners who are local
and live in or near the property tend to maintain it better.®
Studies also confirm that neighborhoods with high levels
of absentee ownership are less stable and more prone to
experience crime and deterioration of property.” Absentee
owners living at a substantial distance from their property
are less likely to regularly check on the condition of their
property or stop in to perform basic repairs. While these
functions could be performed by a property management
firm, there is no data available on how many owners are
willing to take on this expense. Rental income on many
single family properties may be insufficient to pay for pro-
fessional management staff, leaving the properties with, at
best, intermittent care and attention.

There are several challenges to preventing irresponsi-
ble investors who buy properties and let them deteriorate.
One challenge is data. Few jurisdictions track investor
purchases and even fewer track the condition of the prop-
erties owned by significant investors over time, making
it difficult to assess which investors are responsible for
derelict properties. But even with strong data on investor
behavior, influencing a private transaction between a dis-
tressed property seller and an investor is difficult. Investors
seek out multiple opportunities to acquire properties, are
able to pay cash (in 2008, 42 percent of investors bought
foreclosed homes with cash), and buy in bulk, which
makes them particularly appealing to lenders and other
entities selling a large inventory of bulk transactions.? The
motivation of lenders to sell properties quickly and in bulk
can be in direct conflict with the community’s interest
in ensuring the properties are transferred to responsible
owners who will rehabilitate and maintain them.

In addition, while community members are concerned
about the rapid conversion of formerly owner-occupied
into rental properties, there is an urgent need for new

rental alternatives to help current residents stay in the
neighborhood and to allow other residents to join the
community as well. Responsible investors play a critical
role in financing these affordable rental units and can help
to stabilize neighborhood property values.

Strategies to Prevent Irresponsible
Property Investors and Neighborhood
Decline

The goal, therefore, is not to limit the flow of invest-
ment capital into low-income communities of color, but
rather to develop strategies that can help ensure that these
investors contribute to the stock of high-quality housing
in the neighborhood. Between April and October 2009,
PolicyLink conducted interviews with a wide range of
stakeholders and scanned local policies to identify promis-
ing strategies for preventing irresponsible investing. These
strategies were classified into three broad approaches:
those that encourage homeowners and responsible inves-
tors to buy, rehabilitate and maintain foreclosure proper-
ties; those that work to strategically gain control of fore-
closed properties; and those that hold property owners
accountable for property conditions.

Encourage homeowners and responsible investors to buy,
rehabilitate and maintain foreclosed properties

Strategies that boost the ability of homeowners and
nonprofits to purchase foreclosed properties can serve to
balance demand by investors, particularly in the current
credit environment, which has limited the ability of many
families to purchase homes. Helping qualified homeown-
ers obtain mortgage financing and offering tax credits to
new homeowners can increase the demand for homeown-
ership. The state of Georgia, for example, offered a three-
year tax credit for purchase of a single family home in
20009, seeking to replicate the success of the federal home-
ownership credit at the local level. The program provided a
credit of either $1,800 or 1.2 percent of the purchase price,
whichever is less, spread out over a three year period.’
Arizona also developed a local incentive program for bor-
rowers using NSP funds. Focused on buyers with a gross
income of no more than 120 percent of median income,
the Your Way Home program provided a deferred second
mortgage loan for up to 22 percent of the purchase price.
It offered zero percent interest and no monthly payment,
and was forgivable after a period of time. The program was
available in 13 counties until the funds ran out.™

Another important strategy to ensure that properties
are well-maintained is to providing training or finan-
cial assistance to landlords who buy distressed proper-
ties to fix up and rent out, with a focus on “Mom and
Pops.” Most small local investors (more than 70 percent)
own only one or two properties. The majority are part-
time real estate investors with other jobs.' Most have no
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formal training in real estate property management, and
their competence and skill to maintain the property varies
greatly.' Portland, Oregon runs a nationally recognized
landlord training program that has been replicated in 550
cities and counties. The city’s Bureau of Development Ser-
vices partners with the Police Bureau and other city offices
to provide a free, eight-hour training session on property
management to prevent crime or loss of investment, best
practices in applicant screening, rental agreements, and
other topics."

Work to strategically gain control of foreclosed properties

The second set of strategies focuses on the acquisition
of foreclosed properties, generally by nonprofits and local
governments. Local groups have developed new tools and
institutions to effectively implement the national Neigh-
borhood Stabilization Program (NSP), which provides
federal funding to purchase and rehabilitate individual
properties and resell them to homeowners. Several cities,
counties, and regions have established land banks to
swiftly acquire, hold, and convey foreclosed and vacant
properties to responsible owners. The Twin Cities Com-
munity Land Bank, launched in September 2009, plans
to acquire 2,000 properties in the region for its municipal
and nonprofit developer partners. The Cuyahoga County
Land Bank, established in May 2009, is working to stabi-
lize 35,000 vacant properties in the county and currently
maintains an inventory of 424 properties.'

The development of intermediaries that connect the
localities and nonprofits working with NSP dollars to the
sellers of bank-owned properties (REO) is another innova-
tion that has helped level the playing field when it comes
to buying foreclosed properties. The National Community
Stabilization Trust, a collaboration of six national non-
profits negotiated commitments from the leading financial
institutions to link the sellers of REO with public entities.
Since it was formed in 2008, the Trust has helped NSP
grantees access more than 45,000 properties at an average
of 15 percent below fair market value.” In fall 2010,
HUD partnered with the Trust to launch the National First
Look Program, which provides NSP grantees an exclusive
window of opportunity to preview and purchase REO
properties located in NSP target areas.

Hold property owners accountable for
property conditions

The third set of strategies focuses on ensuring that in-
vestor properties don't blight the neighborhood by holding
property owners accountable for the maintenance and
upkeep of their units. This encompasses strategies such as
implementing and enforcing local property maintenance

codes. In particular, proactive regular inspections of prop-
erties, rather than a reactive complaint-driven inspection
policy, can be an effective tool to prevent property dete-
rioration and its negative effects. Los Angeles adopted its
Systematic Code Enforcement Program in 1998, calling for
rental properties to be inspected regularly (at least every
five years), and immediately staffing up with additional
housing inspectors. The program was initially funded with a
$1 per unit monthly fee, which can be passed on to tenants;
this has since has been raised to $2.27. To complement in-
spections, the city created a loan program to help small
apartment owners finance repairs. The city also increased
its legal resources dedicated to code enforcement.'®

Several municipalities have also implemented new
regulations that deal specifically with the maintenance
of distressed and foreclosed properties. Redlands, in San
Bernardino County, California, requires anyone buying a
foreclosed house to meet the city's maintenance standards
within a month. It set fines of up to $1,000 per day and/
or as much as six months in jail as penalties and also pro-
vides a process for notice of violation, a remedy period
and an appeals process.'” Pennsylvania requires purchas-
ers of a building with substantial code violations to bring
the structure into code compliance within one year of the
date of purchase. The state also made it a misdemeanor to
fail to correct repeated property maintenance code viola-
tions. In Minneapolis, owners must register vacant proper-
ties and pay a fee of $6,000 (or more) per year on each
property for as long as it remains vacant. To encourage
the rehabilitation of buildings, the City allows this fee to
be held in abeyance for six months as long as the prop-
erty owner is rehabilitating the property and meeting other
conditions in the Restoration Agreement.®

Finally, other localities are exploring ways to raise
revenue from rental units that can help to fund code en-
forcement activities. Phoenix, Arizona, for example, re-
quires owners of residential rental properties to obtain and
maintain a privilege (sales) tax license. All amounts paid
by the renter to, or on behalf of, the owner are taxable,
including utilities, unreturned deposits and pet fees.' The
tax provides the City with a source of revenue that can be
used to enforce property maintenance codes and make
neighborhood improvements, both of which can mitigate
the impact of irresponsible property owners.

The full report lists many more strategies, and of course
no one approach will fulfill the needs of each city or town.
Meeting the challenges of investor ownership will require
innovation and experimentation, and choosing strategies
will require a thorough evaluation of local government’s
ability to implement new laws or policies as well as the
potential consequences and complications associated
with various interventions.
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