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Introduction and summary

Half a million houses, many of them vacant and deteriorating, are languishing in
abloated U.S. real estate market, threatening to turn some cities into ghost towns,
undermining the stability of working families, and proving to be an anchor on a
shaky economy. Many of these vacant homes, nearly a quarter-million, are con-

trolled by the federal government.

If the situation wasn’t already bleak enough, there are also more than a million
additional American homes saddled with delinquent mortgages that are in the
process of foreclosure. Chances are many of these homes will also end up as the
property of the federal government. The only way to lower the inventory of decay-
ing homes is to find a use for the ones we have before new ones swell the pool.
Without assistance, the current “overhang” of foreclosed homes is expected to

take four years to work back into the market.

The good news is the Obama administration and independent federal regula-

tors are formulating plans to sell government-controlled foreclosed properties to
investors who would bring them onto the rental market. The aim is to reduce the
number of vacant homes which depress housing prices and burden the economy
while meeting an increasing demand for rental homes. If made affordable these
new rentals can help meet the needs of approximately 20 million American house-
holds—about half of all renters—who are “rent impoverished” today, meaning
they devote more than a third of their monthly income just to housing.' This is a
key indicator of pent-up demand for new rental housing.

The Federal Housing Administration, or FHA, and the two mortgage giants Fannie
Mae and Freddie Mac—both currently in government conservatorship—col-
lectively own about 230,000 foreclosed homes, mostly from mortgages insured or
securitized before the housing bubble burst.> Unfortunately, only a small subset of
these foreclosed properties are in good enough shape and in strong enough markets
to be sold directly to families looking for a place to call home. For the rest, low home
prices and weak demand for owner-occupied homes mean that selling hundreds of

thousands of them into that market will depress prices for a long time to come.

1 Center for American Progress | Rehab-to-Rent Can Help Hard-Hit Communities and Our Economy



In this paper we lay out a set of priorities for removing a portion of these proper-
ties from the glutted for-sale market by converting them to affordable rental units,

a process we call “Rehab-to-Rent” or “R2R””

With home prices slumping and rental demand and rents rising, these govern-
ment-owned properties could earn a greater return for taxpayers and do more

to promote an efficient and resilient housing market if they are taken out of
for-sale markets and converted into rental units. Residents of these communities
and American taxpayers who are on the hook for homes now owned by Fannie,
Freddie, and FHA would be best served if these homes were rehabilitated, poten-
tially retrofitted for energy efficiency, and then rented out at affordable rates.

The Federal Housing Finance Agency, or FHFA, which is responsible for Fannie
Mae and Freddie Mac as their regulator and conservator, earlier this year solic-
ited information from companies, community groups, governments, and other
stakeholders on how to do this successfully. Our response was one of over 4,000

received, demonstrating a healthy appetite for this program.’

When deciding what to do with these properties, we believe FHFA should focus

on its congressional mandate to:

* Preserve and conserve the government-controlled assets and property of Fannie
and Freddie.

* Ensure Fannie and Freddie support stable and liquid mortgage markets by operat-
ing in a financially safe and sound manner even though they are in conservatorship.

* Maximize assistance for homeowners, where warranted, and minimize prevent-

able foreclosures.*

We acknowledge a possible tension in this mandate, namely between maximiz-
ing short-term return to Fannie Mae and Freddie Mac—likely by selling the
foreclosed homes they own to the highest bidder—and stabilizing local hous-

ing markets to benefit taxpayers generally by not flooding the housing market
with the mass sale of foreclosed single-family homes. But we believe these goals
can actually work in tandem if FHFA focuses on maximizing the medium- and
long-term returns on these assets, which will in turn stabilize housing markets and

neighborhoods hit hardest by the foreclosure crisis.
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This paper offers key considerations for any Rehab-to-Rent initiative Fannie,
Freddie, and FHA wish to pursue. It expands on the principles laid out in the
Center for American Progress’s official response to FHFA’s request for informa-
tion, focusing on how R2R could best work in the real world to serve multiple
goals. This paper focuses exclusively on how a Rehab-to-Rent program could deal
effectively with the continuous flow of so-called “real estate-owned,” or “REO”
properties—industry parlance for lender-owned foreclosed homes—that are
under federal government control. But we believe that its success could pave the
way for similar private-sector initiatives to deal with the quarter-million foreclosed

homes held by banks and other financial institutions.®

This paper is the product of many hours spent with the underlying economic and
housing data as well as conversations with stakeholders in both public and private
spheres, including institutional investors, community-based nonprofits, rental-
property managers, and representatives from federal, state, and local governments.
Because many of those with whom we spoke are intimately involved in internal
discussions about what to do with government-controlled foreclosed properties,
those conversations took place with the understanding that we would not attri-

bute statements to particular groups or individuals.

The results of our research are detailed in the main pages of the report, but briefly

here we present a summary of our proposal.

FHA, Fannie, and Freddie: A primer

homebuyers, low-income families, and minority communities.
The Federal National Mortgage Association, commonly called Fannie
Mae, was created first as part of the federal government in 1938

Since the Great Depression, the federal government has played a key
role in maintaining a stable U.S. housing market, promoting liquidity
in the mortgage-finance market and access to affordable mortgages
in times of economic growth and contraction. The Federal Housing
Administration is the largest purely governmental body in the hous-
ing market, providing insurance for mortgages issued by private
lenders. This includes loans for single-family residential properties,

and later as a government-sponsored, privately owned enterprise
to expand the secondary mortgage market through the securitiza-
tion of mortgage loans. A second housing finance entity with the
same basic mission the Federal Home Loan Mortgage Corporation,

apartments, hospitals, assisted-living facilities, and nursing homes.
The agency has two primary missions: promote long-term stability
in the American housing market and expand access to affordable

housing to underserved segments of the market, such as first-time
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Continued from page 3 After the housing crisis of 2007-08 severely weakened the value of
Fannie and Freddie’s portfolios and left them both on the brink of

While their structures and business practices have changed drastically bankruptcy, the federal government stepped in to bail them out.
over the past 40 years, Fannie Mae and Freddie Mac’s central goal is to Fannie Mae and Freddie Mac have been under government conser-
provide a liquid and stable mortgage market by purchasing residential vatorship, supervised by the Federal Housing Finance Agency, since

mortgages, pooling them into mortgage-backed securities, and selling August 2008.
them to investors. They also maintain a portfolio of mortgage-backed
securities and other investments, paid for by issuing institutional debt.

How R2R would work

This paper is built on two assumptions: First, Fannie Mae, Freddie Mac, and FHA
should each determine the best way to dispose of its own REO inventory because
each of them brings separate business processes, corporate attitudes, and legal and
financial tools to managing their portfolio of foreclosed-upon houses. Combining
their inventories of foreclosed properties could have benefits to R2R, but the com-

plexity makes it an unlikely prospect.

Second, Fannie, Freddie, and FHA should use multiple methods to dispose of
their stock of foreclosed houses—determining which to sell to individual owner-
occupants (referred to as the “retail market” in this paper), which to sell in bulk
to investors and community groups, and which to hold as assets and possibly rent

out through joint ventures for a period of time.

Regardless of the configuration, any disposition strategy should target the same

goals, namely:

* Maximize the long-term return of foreclosed single family homes to taxpayers

* Stabilize local home prices by reducing the glut of foreclosed properties on the
market

* Stabilize communities hit hard by the foreclosure crisis

* Expand affordable rental housing in markets with unmet need

* Expand the stock of energy-efficient homes

* Create new jobs and economic activity in depressed areas

4 Center for American Progress |



With these goals in mind, we’ve set out benchmarks below by which any R2R
strategy should be evaluated. Each benchmark may not apply to every govern-
ment-controlled foreclosed property, but we believe that each should at least be
considered for every community where substantial quantities of them exist. Let’s

examine these benchmarks more closely.

Benchmark #1: Tailor strategy to the specific needs and market
conditions of the community

As FHFA Acting Director Edward DeMarco stated in his testimony before
Congress on November 3, 2011, a “single, national program for REO disposition”
will not work.® FHFA is rightly interested in “proposals tailored to the needs and
economic conditions of local communities,” such as employment opportunities,

industry mix, income-level, and the age and quality of the housing stock.

What is required instead is a set of criteria that will help FHFA identify a few fun-
damental traits that make R2R possible in a community and then look to bidders
to make the case for viability in that community. Considerations include having
sufficient numbers of government-controlled REO properties within a specific
geographic area, unmet demand for rental housing, and financial incentive to

invest in rental properties.

Benchmark #2: Ensure bidders have a track record and viable plans
to rehabilitate and rent the units

If R2R is to have a measurable impact on communities or the balance sheets of
Fannie, Freddie, and FHA then it will have to achieve substantial scale—at the
very least tens of thousands of homes within a couple of years. Based on our
discussions with Fannie and Freddie representatives, these institutions have
around 60,000 to 90,000 foreclosed properties available for active sale right now;
larger potential investors have told us they would purchase 10,000 to 25,000
properties immediately if they could. If even a fraction of this is achieved, tens

of thousands of homes across the country will be moving into the hands of new
owners to be held out for rent. A failure by any one of these new owners—even a
partial failure, such as a big delay in rehabilitating properties—could have a large

impact on the community where those homes are located.
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While we don’t harbor idyllic notions of working within a perfect system,

a top priority has to be to qualify buyers and property managers based on
proven track records in property rehabilitation and market performance as

well as demonstrated potential to provide local benefits through community
engagement.” Fannie, Freddie, and FHA should consider a bidder’s track record
in acquiring, rehabbing, and managing scattered-site, single-family homes;
primary location of operation; knowledge of the local real estate market;
relationships with the community; and, where appropriate, the organization’s

history of community and economic development.

Benchmark #3: Acquire properties for R2R in communities that will
maximize long-term returns to taxpayers and stabilize housing markets

One of the most prominent issues in FHFAs request for information was how

to get the properties from the hands of the federal government to those who
will responsibly manage them for rent. The primary focus here should be selling
to responsible buyers under terms that are most likely to maximize long-term
returns. In some instances, that may be an auction to a qualified bidder in order
to yield the highest immediate reward. In others, a multiyear joint venture where
Fannie, Freddie, or FHA holds the title while the joint venture partner rehabili-
tates, retrofits, maintains, and rents the properties could yield a greater overall

return under certain circumstances.

Regardless of the resulting ownership structure, the process for transferring prop-
erties from the federal government for R2R must be carefully designed to avoid
cherry picking, to accommodate consortiums of bidders and property managers,

and to ensure that neighborhood stabilization remains a key consideration.

Benchmark #4: Expand the affordable rental housing market

At a time of high unemployment and stagnant middle-class wages, affordable
housing is critical to our economic recovery. The more low- and moderate-income
families spend on housing each month, the less they spend in stores, making busi-
nesses leery of investing and hiring new employees. People coming out of their
homes due to foreclosure need a place to live, as do workers who need to move to

find jobs and will need access to affordable rental housing.
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Indeed, the need for affordable rental housing is unprecedented in recent his-
tory, therefore any disposition plan should include mechanisms to encourage
its provision. One way to do this is by encouraging the participation of local
community organizations with experience rehabilitating and managing afford-
able rental properties. But these nonprofits often lack the capital necessary to be
competitive with certain classes of investors such as private equity groups. That
is why it is important to provide low-cost seller financing to ensure the partici-

pation of mission-driven community groups.

Benchmark #5: Provide incentives to property owners to properly renovate
properties and undertake economically justifiable retrofits

Hundreds of thousands of steadily deteriorating foreclosed properties sit vacant
today. They will need to be rehabilitated before they can be rented. In some
cases, especially when the federal government maintains some financial stake

in the property through a joint venture (as we discuss later), this provides an
opportunity to reduce the total cost of ownership through economically justifi-

able, energy-efficient retrofits.

Since individual owners will be rehabilitating many properties simultaneously

in a relatively short time period in any Rehab-to-Rent program, they will have

an opportunity to go beyond mere rehabilitation and improve home energy-
efficiency performance through a deeper retrofit at marginal additional cost. If a
new owner of these properties, for example, is already replacing windows or heat-
ing systems, energy savings can be achieved for little additional cost by installing
higher-quality materials and mechanical systems. There are also social benefits

of energy-eflicient rental housing: it helps lower our dependence on foreign oil,
reduces carbon emissions to help combat climate change, and lowers utility bills

for tenants, many of whom are low- and moderate-income families.

Retrofits should be encouraged in any R2R program. Through financing and other
methods, the federal government can offer incentives to property owners to con-
duct proven and cost-effective energy and water saving retrofits that can enhance
the long-term value of the property.
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Benchmark #6: Ensure sufficient measures are in place to monitor compliance

It is a given that with such an ambitious undertaking involving large numbers
of buyers, things will occasionally not work as planned. It is imperative that

the government sets up strong monitoring and contingency plans in place not
to simply mitigate the risk of failure, but also to effectively respond if investors
fail to meet certain compliance requirements. FHFA must monitor those who
hold formerly government-owned REO properties out for rent and lay out clear

penalties for noncompliance.

Fannie, Freddie, and FHA should restrict a poor-performing investor’s ability to
acquire more properties, and for the most serious offenders, establish a mecha-
nism for recapturing properties. The federal government should draw on its
experience (both good and bad) in previous efforts to transfer properties from
government to private entities, such as the Resolution Trust Corporation set up

after the savings and loan crisis of the 1980s.

We take a more detailed examination of each benchmark later in this report, but
first let’s turn to a detailed assessment of today’s foreclosed property market to
understand more clearly how our Rehab-to-Rent approach can help resolve sev-
eral festering problems resulting from the housing market crash and subsequently

slow and uneven recovery.

8 Center for American Progress | Rehab-to-Rent Can Help Hard-Hit Communities and Our Economy



The housing market
in the wake of the bubble

Much of America’s weak housing market can be attributed to the earlier bubble in
homebuilding and poorly regulated mortgage finance, leaving behind an imbalance
in supply and demand. On the supply side, an overhang of vacant foreclosed homes
is causing a glut in the for-sale market, also known as the “retail” market. At the same
time, anemic economic growth, high unemployment, tightened credit standards, and

demographic changes have curtailed demand for owner-occupied homeownership.®

The result is a slumping for-sale market and an overstretched rental market.
Home values nationwide are down 30 percent from their peak in 2006, and

in many communities it’s closer to 50 percent.” While the pace of home price
declines appears to have slowed, or at least leveled off, this plateau may be
temporary. There were about 15 million vacant single-family homes in 2010, an

increase of over 40 percent from a decade earlier.”

Meanwhile, rental markets are expected to grow by as much as 25 percent over
the next three years."’ Unstable home prices, tight underwriting standards

of mortgage lenders, and uncertainty over one’s employment prospects have
helped push would-be owners to rent.'? This has helped push up rents in cities

across the country to near record highs.

Of course, the conditions will vary dramatically by community and depends on
a number of variables. But there are some basic attributes about the foreclosed

property market that are common across almost all communities.

"Real estate-owned” 101

“Real estate-owned” or “REO” refers to a property owned by a lender or guaran-
tor as a result of foreclosure. When a borrower defaults on a mortgage loan, the
lender can foreclose on the property and put it back on the for-sale market. Today

there are more than 3.3 million homes on the for-sale market, many of which are
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deteriorating and losing value.” About 560,000 of these properties are owned by

banks and other financial institutions as a result of foreclosure proceedings."

Not all of these vacant repossessed properties are owned by big banks. The

federal government currently owns about 230,000 foreclosed properties, mostly

from mortgages insured or securitized by the Federal Housing
Administration, Fannie Mae, and Freddie Mac before the housing
bubble burst.'® (see Figure 1)

Fannie Mae and Freddie Mac buy mortgages that meet certain
government criteria and package them into securities for sale

to investors. When a mortgage in those securitized pools enters
foreclosure, Fannie and Freddie buy the mortgage back to remove

it from the pool, foreclose on the property, and own the home.

In the case of the FHA, which currently serves 56 percent of
first-time homebuyers and 60 percent of minority homebuyers,
lenders can obtain FHA insurance to protect themselves against
default by the borrower. If the borrower stops paying and the
lender forecloses, then the lender can a make a claim to FHA for
the lost value from the loan. In exchange for the payout on the

claim, the lender signs over title of the home to FHA.

Starting in 2007 the stock of foreclosed properties owned by FHA,
Fannie Mae, and Freddie Mac increased steadily. In the fourth

quarter of 2007, about a year before Fannie and Freddie were

FIGURE 1
Who owns the REO inventory?

Number of real estate-owned properties by
owner, Q3 2011
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placed under government conservatorship because of their losses in the mortgage

market, the three entities owned a total of about 75,000 foreclosed properties. By

the fourth quarter of 2010 that number had nearly quadrupled to a record high of

about 290,000 properties. The current inventory of 230,000 single-family foreclosed

homes remains well above pre-crisis levels.

These vacant foreclosed properties are often a drag on local house prices.

Foreclosed property sales pulled prices down in 31 of 34 states analyzed by the

Brookings Institution in 2010.'° And an earlier study found that each vacant home

in a neighborhood lowers the value other properties within one-eighth-mile

radius by roughly 1 percent."”
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Since the beginning of the financial crisis, lenders and borrowers have tended to
pursue a series of mitigation options, including loan modifications, refinancing,
and short sales, prior to foreclosure. These efforts, beginning with the federal gov-
ernment’s Making Home Affordable program, established in 2009, and extending
to myriad evolutions of it both private and public, have had a substantial impact
on the housing crisis. The Center for American Progress has written extensively
on these programs and believes that such efforts continue to be a vital part of the
response to the crisis. Whether rightly or wrongly, those efforts will not succeed

every time and, when that happens, foreclosure is the next step. (see Table 2)

FIGURE 2
Quarterly government-controlled REO inventory by owner during the housing crisis
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The looming “shadow inventory”

In reality, the problem is much bigger than the roughly half a million foreclosed
properties on the market today. That stock is simply the current inventory level,
a level that is constantly replenishing as homes are sold and more homes enter
foreclosure. In fact, in the years it would take to sell those homes, more homes
would go through foreclosure and end up as REO properties owned by private

lenders and the federal government. So the question before us today is not how to
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reduce just today’s inventory, but how to deal with the millions of homes that will

be foreclosed upon in the coming years.

These future foreclosed homes are part of a larger group known as the “shadow
inventory” While the shadow inventory has no single definition, it is generally the
number of homes with delinquent mortgages of 60 days or more, plus all of the
homes that are in some stage of foreclosure, a process that itself can take nearly a

year on average to complete.

One in every seven mortgages nationwide is either in foreclosure or at least 30
days behind on payments, according to the Mortgage Bankers Association."®
That’s almost 7 million American families either in or at risk of foreclosure today.
As of late 2011 there were approximately 2.2 million properties in the foreclosure
pre-sale inventory," and, according to an analysis by Amherst Securities, as many
as 4.5 million nonperforming loans. Amherst estimates that 10.4 million addi-
tional borrowers will eventually default over the next several years if nothing is
done.” Given that about half of the current REO stock belongs to Fannie, Freddie,
and FHA, one can assume that these institutions will experience a large and con-
tinued flow of REO on to their books.

In the long term the shadow inventory creates an “overhang” on the housing mar-
ket, requiring new and existing home sales to compete with the sale of foreclosed
homes. Until these homes and shadow inventory levels reach pre-bubble levels,

the housing market will not have truly recovered. That is estimated to take at least
four years, according to Standard and Poor’s.*! Perhaps more tellingly, lenders are

still foreclosing on more homes than they are selling every month.>

The problem with lowering foreclosure inventory is that a massive sell-oft would
mean selling at depressed prices that, in turn, would likely yield a big loss for tax-
payers. At the same time, a weak housing resale market indicates that homeowners
will not likely occupy these units anytime soon. To complicate matters further,
historic lows in housing prices and slower-than-necessary foreclosure sales dem-
onstrate that demand for single-family REO is not enough to tackle the scale of

soon-to-be foreclosed homes.?

It’s clear the federal government needs to do all it can to remove homes that can-
not be sold to owner occupants from the glutted for-sale market and get these

nonperforming assets off the books for the highest price possible.
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Shifting from homeownership to rentals

In the wake of the foreclosure crisis and subsequent recession, many former
homeowners have become renters. According to a June survey from the personal
credit rating agency TransUnion, nearly half of property managers nationwide
reported an increase in rental applicants moving into apartments from foreclosed
properties.”* Between mid-2010 and mid-2011, an estimated 1.4 million house-
holds moved into rental housing, causing a 4 percent rise in the number of renters,
according to the U.S. Census Bureau. At the same time, the U.S. homeownership

rate has fallen about 1.5 percent over the past year.

With this increase in demand has come an increase in monthly rents. Sixty-four
percent of large property managers surveyed by TransUnion said rental prices on
their units increased from last year.¢ While rents have increased in many parts of
the country over the past year, median household incomes fell by more than 2 per-
cent after adjusting for inflation, making rental housing less affordable.” Half of all
renters are spending more than a third of their income on housing, the threshold

for being “rent impoverished,” and a quarter spend more than half.**

What is more, analysts project rents to increase further in the coming years: The
research firm REIS estimates that rents will rise an average of 3.6 percent in 2011,
with rent hikes exceeding 10 percent in high-demand cities such as Washington,
D.C. and New York City.”

In combination, higher rents and lower income depress consumer confidence,
impede potential workers from moving to where jobs are, and reduce household
formation as people move in together to reduce housing costs. These factors slow

down the recovery as spending, hiring, and housing all remain slow.

In certain communities, there is a clear opportunity to tackle two persistent prob-
lems in the housing market: a glut of foreclosed single-family homes and a lack of
affordable rental housing. If done carefully and in the right communities, Rehab-
to-Rent can make a dent in both, converting vacant foreclosed homes into rehabili-

tated, energy-eflicient, and affordable rental units. We turn to these solutions next.
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Many possible approaches to
disposing government-controlled
foreclosed homes

Some of the government-controlled foreclosed properties may be in good enough
shape and in strong enough markets that they can be sold to individuals looking
for a place to call home. Freddie Mac sold a record number of foreclosed homes in
2011, 70 percent of which went to individual owner-occupants. Fannie Mae sold
59 percent of its foreclosed homes to owner-occupants that year as well.** That is,
they sold the home to someone who planned to live in the home, rather than to an

investor who planned to convert the unit to a rental or sell it later on.

One reason for the high percentages is that these institutions provide a “first look”
to owner-occupants; that is, Fannie and Freddie first offers a home up for sale to
an owner-occupant before marketing it to investors.*" Another is that Fannie and
Freddie cap the number of units that any one buyer can acquire, preventing the

scale under consideration with R2R.

Under R2R, in certain circumstances, properties should continue to be sold
individually to owner-occupants. But a retail-only approach will address neither
the scale of our foreclosure problem, nor the great need for affordable rental
housing.** We strongly urge that those properties not sold retail to owner-occu-
pants, after a reasonable period of time on the market, should be converted to

affordable rental properties.

There are many possible ways to accomplish this. Today many homes are also sold
piecemeal to local investors who own and rent a handful of properties at a time.
But Fannie, Freddie, and FHA cannot depend on these sales alone to clear today’s
near-record REO inventory because the scale is too small and the effort to manage
so many small buyers at a national-level would be overwhelming. There must be

other options for converting large quantities of REO into rentals.

The two general models are joint venture and bulk sale. In a joint venture,
Fannie, Freddie, and FHA would contribute title to the property. In exchange, a

partner or partners would cover the cost of all rehabilitations and retrofit work,
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find a tenant, and manage the rental property throughout a hold period of, say,
five years. The partner retains the rental income, possibly remitting a percentage
back to Fannie, Freddie, or FHA.

For their part, Fannie, Freddie, and FHA get an improved asset that can sell at
more than the current value at the end of the hold period, along with the ability to
closely monitor the property and assert control over it if the partner(s) don’t per-
form as expected. Taxpayers in the community get a tenanted, improved property
that doesn’t sell for a period of years, thus improving the local property tax base

and lowering property turnover, permitting the market to recover.

The drawback under this scenario is that the property may not be truly “off the
books” while rented and they may need to invest in the rehabilitation of the prop-

erty. Bulk sales have the advantage of truly removing the asset from the books.

Here’s how bulk sales would work. Where appropriate, Fannie, Freddie, and FHA
can solicit bids for carefully selected bundles of foreclosed properties from buyers
who commit to renting them for a minimum period, typically five years.* Eligible
bidders then purchase the properties under an agreement to rehabilitate them up

to minimum standards and rent the homes out at affordable rates.

Special financing options should be made available to mission-driven entities,
such as nonprofits, with a particular interest in long-term neighborhood stabi-
lization, and the government would provide additional incentives for including
energy-eficient retrofits as part of any rehabilitation. The goal is a system that
accommodates the many differences between communities hit hard by the hous-
ing crisis while creating a single framework to streamline the process and tackle

the scale of the foreclosure problem.

Regardless of the specific mechanism used to make it happen, there are several
benefits to R2R, including:

* It helps local housing markets by taking foreclosed properties off the market,
even if just for a few years. This will help stabilize home prices while the housing
markets continue to deal with the overhang of excess inventory. Lowering the

supply of for-sale homes should at the very least stem price declines.

» It helps neighborhood stability by repopulating vacant, deteriorating homes.
This proposal can help to improve the desirability of the neighborhoods these

homes sit in and, by extension, the values of all homes located nearby.
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* It expands the availability of affordable rental housing. That’s particularly impor-
tant today, as the number of renter households in the United States is once again
on the rise after along period of stagnation.** Affordable housing can help stabilize
many of these new living situations, especially young households, by providing a

viable alternative to moving in with relatives or doubling-up under one roof.

* Along those lines, R2R can also improve labor mobility, or the ease with which
the unemployed can move to find suitable work. Today many unemployed
workers simply cannot move because they are tied to an underwater home or
are unable to afford rental properties in other areas where job opportunities may
exist. While labor immobility may not be a major reason for our weak labor mar-

ket, it could still be one barrier to our economic recovery.*®

* It can meaningfully improve the energy efficiency of thousands of homes,
lowering the costs of occupying those homes, and reducing our dependence on

imported fossil fuels.

It puts people to work. Rehabilitating, retrofitting, and weatherizing homes will
create well-paying jobs that cannot be outsourced, helping a construction indus-
try that was hit hard by the recent recession. And the large pool of rental homes
will also require workers to monitor and maintain them. Putting people back to
work will be as important as anything else in stabilizing the housing markets and

ending the foreclosure crisis.

When R2R is done correctly—with a focus on long-term asset value—it can help
FHEFA, as the conservator of Fannie and Freddie, and FHA realize their goals
to maximize asset values while supporting neighborhood stabilization and the

broader economic recovery, as we discuss in more detail below.

That said, buying several homes in an area and renting them out sounds simple, but
it is anything but. Managing multiple properties scattered across a neighborhood, or
even an entire city, is more difficult and more expensive than managing traditional
multifamily rentals. An apartment building has one roof, uniform appliances and

so on. Single-family homes each have their own parts and appliances, all of difter-
ent materials, makes, and ages. They can also be located far apart and have unique

rehabilitation requirements after sitting vacant for months or even years.

It’s worth noting, however, that this is already being done across the country.

Today more than a third of all rental units are single-family homes, and more
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than half are in buildings with four or fewer units.** Waypoint Real Estate Group,
for example, buys, rehabilitates, and rents out single- family, residential homes
in southern California.*” And Greenlet Investments in Houston, Texas is already

managing scattered-site rental units with much success.*®

The right buyer must be realistic and already have the necessary experience to take
on this challenge, both in asset and property management. That means assessing
what properties it wants, developing a solid plan to rehabilitate them to a reason-
able quality standard, and having a property-management plan in place for when
they are rental-ready. This is the only way to limit failures that will have significant

impact on the communities where they might occur.

To be clear, we are not saying that the undertaking is impossible, just that it is not
“easy money.” The most important thing is to target R2R to the communities, buy-
ers, and property managers that have the best chance of implementing the model
successfully. With all this in mind, let’s look in more detail at the keys to imple-

menting a successful R2R program.

Benchmarks for an effective rehab to rent strategy

Fannie, Freddie, and FHA will determine the best way to implement R2R, account-
ing for the quality of the properties, conditions of local housing markets, and local
demand for affordable, energy-efficient rental housing. But any disposition strategy

should shoot for the same basic goals of meeting local housing needs by:

* Maximizing long-term return to taxpayers
* Stabilizing neighborhoods and home prices in communities hard-hit by the crisis

* Improving the affordability and energy efficiency of the rental housing stock
With those goals in mind, we’ve developed six benchmarks against which any R2R
initiative should be evaluated.

Benchmark #1: Tailor strategy to the specific needs and market

conditions of the community

Not every housing market is appropriate for R2R. Some cities don’t have large

numbers of private- and public-owned REO properties located close to one another.
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Other cities have plenty of vacant homes on the market, but attractive home prices

and weak demand for rentals make retail sales to owner-occupants the best option.

Given how much there is to learn about R2R, its complexity and its scope, it is
likely that Fannie, Freddie, and FHA will want to field test the program in pilot
markets. Good pilot markets should have three basic characteristics—high con-
centration of government-controlled foreclosures; solid demand for rental hous-

ing; and strong financial incentives for property owners to rent rather than sell.

To better understand where R2R could work best, we mined relevant data for
the S1 metropolitan areas for which we had complete data, focusing on the fol-

lowing metrics: *°

* Government-controlled foreclosed homes: Total count of foreclosed properties
on the market owned by FHA, Fannie Mae, and Freddie Mac *°

* REO concentration: Total REO properties (owned by both public and private
entities) as a percentage of all mortgage loans *

* Rental demand: Vacancy rate for rental units (the lower the rate, the higher the
demand for rentals) ¥

* Incentives to rent: Price-to-rent ratio, which compares a typical home’s value to
its expected monthly rent (the lower the ratio, the more incentive for property

owners to rent rather than sell) +

The table in Appendix A on page 33 presents the numbers for each metro area for
which complete data were available. Here we present a breakdown of the metro
areas assessed with the ones that warrant a closer look for piloting the R2R model.

(see Table 1 on following page)
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TABLE 1

Choosing the best communities for a rehab-to-rent program
Public and private REO inventories and rental markets for specific communities

Philadelphia, PA

Low REO Medium REO High REO
Austin, TX
Baltimore, MD
Charlotte, NC Dallas, TX
Hartford, CT Jacksonwville, FL
Weak rental H(.)noluluC HI Memp.his, N Houston, TX
market Indianapolis, IN Nashville, TN
Raleigh-Cary, NC New Orleans, LA
Richmond, VA Washington-Arlington, DC
San Antonio, TX
San Jose, CA
Chicago, IL?
Detroit, MI
Bridgeport-Stamford, CT Penver, co Kansas City, MO
. Milwaukee, Wi
Medium rental Oklahoma City, OK San Diego, CA Las Vegas, NV

Oakland, CA

Strong rental
market

Boston-Cambridge, MA
New York-White Plains,
NY Pittsburgh, PA

market _ ;
San Francisco, CA Visra ?;?aABneaa?hn—?\lr;?fr:{kCC A Orlando, FL
9 ! Phoenix, AZ
Seattle, WA
Atlanta, GA

Cincinnati, OH
Cleveland, OH
Columbus, OH
Portland, OR
Salt Lake City, UT
St. Louis, MO

Fort Lauderdale, FL
Los Angeles, CA
Miami, FL
Minneapolis-St. Paul, MN
Riverside-San Bernardino, CA
Sacramento, CA
Tampa-St. Petersburg, FL

High-priority communities

Other communities to consider for R2R pilots

Source: Authors' calculations using data from the Federal Housing Finance Agency, CoreLogic, Moody's Analytics, and the U.S. Census Bureau.

What the communities above have in common is this: They are relatively large and

they were hit hard by the housing crisis. It is no surprise, for example, to see three
California cities listed on the “priority” list. California has one of the highest per-cap-
ita foreclosure rates in the nation and has seen one of the largest drops in home prices.

These are certainly not the only communities where R2R can succeed. Rather,

they are the most promising test beds based on publicly available data. We do not
necessarily advocate that Fannie, Freddie, and FHA slow down any R2R program

by running it first in test markets, but we do understand why they might choose to

do so. We believe that if R2R works at all, it can work in many more communities

than those we’ve listed.
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Benchmark #2: Ensure bidders have a track record and viable plans to
rehabilitate and rent the units

In addition to selecting the right communities for R2R, the federal government
must make sure they are selling these properties to the right buyer. Fronting
enough cash to outbid competitors is not enough. If it were, then the REO dis-
position process would simply reward inexperienced bidders offering high bids
based on overly optimistic forecasts. Those kinds of buyers would probably fail
to sustain a business adequately maintaining and renting out properties, which
in turn would harm not only the broader community in which the properties are
located but also the government’s balance sheet since it is likely that Fannie Mae,

Freddie Mac, or FHA insure other properties in the areas affected.

The best way to offset the risk to both buyers of these properties and the com-
munity at large is to demand proven rental-management experience. Single-family
rentals are historically difficult to manage on a large scale. Average operating

costs are up to 20 percent higher than traditional multifamily units, according to
some experts with whom we have spoken.* That’s because single-family homes
are often spread out and have their own mechanical equipment and amenities to
maintain. There is a dearth of capable long-term landlords with experience manag-

ing dozens of single-family properties.*

We don’t mean to limit bidding only to entities with scattered-site rental experi-
ence, but instead to require demonstrated experience in property management
at scale so that bidders have the real world experience necessary to recognize the

costs and resources involved in scattered-site rental.

Knowledge of the local real estate market and relationships with the community
are also critical for this program to work. Local real estate markets often differ sig-
nificantly. Job prospects, population trends, crime levels, and the quality of local
school systems—all of which greatly influence home values—can vary dramati-
cally among localities. The quality of housing stock can also vary greatly based on

the vacancy period and local weather conditions.

We propose that the federal government screen bidders before bulk sales are
approved. Fannie Mae, for example, already vets bulk purchasers as part of its
limited foreclosed home disposition program, which involves site visits to other

properties that the investors have previously purchased. Fannie Mae also facili-

R2R keys to success

No. 1: Target the right
communities

For R2R to have a measurable
effect in maximizing value and
improving housing markets,

it must be done in communi-
ties where there is a sufficient
number of REO properites and
a need for affordable rental
housing.

No. 2: Require bidders to
have local experience

Bidders must have experience in
and local knowledge of neigh-
borhoods, economic conditions,
and other variables to succeed.
Bidders should either be local
or outside investors partnered
with experienced local entities
that will operate the properties.

In meeting the goal of targeting
appropriate execution partners,
any proposal for the disposition
of REO should screen partners
based both on their ability to
execute transactions at scale
and to appropriately engage
community partners in those
transactions.
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tates meetings between the bulk purchaser and local community representatives

to ensure the community supports the bulk sale of homes to the investor.*

These are helpful first steps for ensuring the properties are sold to investors in bulk
sales or connected to managers in joint ventures with the capacity and expertise to
rehabilitate and rent out a large pool of foreclosed homes. We would go one step
further and require all bidders to affiliate with a property manager either inside or
outside of their own companies with a strong track record in and understanding of

the local real estate market.

For any REO rental program to work, property managers must have an intimate
familiarity with the specific real estate market, the housing stock, and the likely
expenses and returns associated with rehabilitating and managing a portfolio of
scattered-site rental properties in that particular community. In large markets in
particular, vetting is important because the scale is larger. Conversely, in markets
where rental demand might be lower, the federal government must vet bidders
closely to ensure that their projections are based on valid market assumptions
given the higher opportunity for a failed investment.

R2R keys to success

In the case of a bulk sale program, community groups have expressed legitimate

concern that it will be an invitation to large speculative investors who are not No. 3: Auction properties
familiar with the community and who have a poor track record as landlords.” for sale or management
The federal government should permit outside investors to participate in the in bulk

bidding in order to widen the pool of participants, but only if experienced local

managers—for profit or nonprofit— are involved to ensure local experience and The only way for the R2R market

to function efficiently is for

if outside investors agree to take a balanced portfolio. This solution permits each
every entity seeking properties

party to do what they do best. .
to own or manage be a bidder

in an auction, no matter the

structure of that entity.
Benchmark #3: Acquire properties for R2R that will maximize long-term

returns to taxpayers and stabilize housing markets

The FHFA's request for information focused on the ownership structure that
could be used for dispositions of government-controlled foreclosed property.
Buyers can be purely private, private-public partnerships, or even joint ventures
between Fannie, Freddie, or FHA and a private group of asset managers, property

managers, investors, and builders.
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To grant all of these parties access to the properties in a community probably

would require an auction process. Yet because Fannie Mae, Freddie Mac, and FHA

all hold significant quantities of foreclosed properties, it is very possible that a
single buyer may face three different contractual partners with different governing
terms when building a portfolio in a single community. Ideally, when creating an
auction, the federal government should combine inventories and auction all prop-
erties through a single channel. This would mean the establishment of a separate

clearinghouse tasked with auctioning off the combined listing of properties.

Our conversations indicate that, given the complexity of the R2R undertaking
within each of Fannie, Freddie, and FHA, there is little appetite for creating a new
entity and attempting to share these complex tasks between them. That is under-
standable in the short term, but the entities should seriously examine this option
as R2R gets off the ground.

An REO disposition auction must maximize the value of properties and improve
the housing market, which means the auctioneers should ensure broad participa-

tion from a variety of organizations.

Given the large number of current and soon-to-be REO properties held by FHA,
Fannie Mae, and Freddie Mac, a meaningful disposition program will require the
participation of investors with sufficient capital to tackle the scale of the prob-
lem. Bidders, therefore, should be required to post some degree of equity capital
to demonstrate proof of funds prior to making offers on pools of properties. Of
course, less capital will be demanded if the bid is for a contract to manage and not
own properties as part of a joint venture with Fannie, Freddie, or FHA whichever

is contributing the properties.

The key here is for a bidder to demonstrate access to capital sufficient to carry out

its proposal.

The next issue is one of scale. Bidders must be willing to buy or manage a mini-
mum number of properties in a community to justify the overhead of the bulk
auction process and to ensure scale of operations. Any auction must permit bid-
ders to identify portfolios small enough that it does not exclude bidders with a
smaller capital base. The concern is that if the portfolio requirement is too large,
only large investors with access to significant capital would participate. An auc-

tion with too few bidders would reduce the leverage of the federal government to

R2R keys to success

No. 4: Set limits, both
high and low, for bidders
hoping to acquire or
manage properties

Too small a portfolio require-
ment in an auction requires

too much overhead to assess
and manage many small bid-
ders. Further, bidders may not
acquire enough properties to
achieve sufficient scale. Too
large a portfolio requirement

in an auction and you lock

out most bidders, leaving the
government with less competi-
tion between bidders and less
competitive pricing environ-
ment. Further, any bidder with
too large a market share could
seriously impact communities
or even entire cities in which it
operates should it fail to comply
with its R2R obligations. Getting
the balance right is key.
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negotiate price on the properties, resulting in larger discounts than is necessary. In
a similar vein putting too many properties in the hands of a few organizations cre-

ates a significant risk to a city’s housing stock if that owner falters or fails.

The upshot: Any auction process must require bidders to take a minimum number

of properties necessary to achieve scale in a single metro area.

In the case of bulk sales, the auction process will almost certainly require expand-
ing current limits on REO sales by Fannie, Freddie, and FHA. Based on current
guidelines, investors can only purchase 10 Fannie Mae properties and four Freddie
Mac properties. According to mortgage finance expert Lewis Ranieri—the inventor
of the mortgage-backed security several decades ago—those limits will have to be
raised to at least as high as they were for a short period in the 1990s when investors
could purchase up to 25 foreclosed properties held by Fannie and Freddie.*

The quality of the properties is also important. Foremost, the auction process
cannot let bidders cherry pick properties such that FHA, Fannie Mae, and Freddie
Mac are left to manage those in the worst condition or located in the least desir-
able neighborhoods. This would fly in the face of any profit-maximizing strategy
that aims to protect the interests of U.S. taxpayers because the premiums that bid-
ders would offer in any auction in order to cherry pick the assets for sale is unlikely

to be suficient to cover the costs of the properties they leave behind.

There are several ways to prevent cherry picking. Bidders could be allowed to con-
struct portfolios themselves subject to the requirement that each portfolio contain
a range of properties. This option could prove difficult, as no two portfolios may

be identical, complicating auctioneers’ efforts to fairly evaluate and compare bids.

Alternately, bidders could provide the auctioneer with geographic and/or prop-
erty specifications and agree to take any property within that area. The negative
here is, of course, that bidders will worry about getting a disproportionate number

of less desirable properties and demand a lower price for the entire portfolio.
A compromise is to permit bidders to provide four pieces of information:

* The geographic area in which they are interested, ranging from a few blocks to
the whole of the metro area
* The number of properties sought for ownership or management through a

joint venture
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* The appetite for taking lower range properties
* The offering price

Based on this, the auctioneer can divvy up available properties most efliciently.

It’s important to note a bit of history here. The auction should not be biased
against bidders who require a federal subsidy or seller financing, which we discuss
later in this paper. Under the Resolution Trust Corporation, the government
agency charged with disposing of real estate assets in the wake of the savings and
loan crisis in the late 1980s, if two organizations made the same bid for properties,
RTC would side against the seller-financed bidder.* This had the effect of greatly
reducing the participation of nonprofits that tend to have less access to capital and

are more in need of seller financing.

Today the result would be to hobble the efforts of mission-driven organizations,
such as nonprofits, seeking to purchase or manage these properties to develop
affordable rental housing. Preserving their involvement in the R2R process would

be crucial for redeveloping neighborhoods.

Benchmark #4: Expand the affordable rental housing market

A central goal of R2R is to ensure that FHFA maximizes shareholder value and to
support FHA and FHFA’s mandate to promote a stable housing market. Simply
clearing the federal government’s balance sheets of foreclosed property invento-

ries does not do enough to meet this critical mandate.

That’s because approximately 20 million American households—about half of all
renters—are “rent impoverished,” meaning they devote more than a third of their
monthly income just to housing. By comparison, only 38 percent of renters were

“rent impoverished” in 2000.%°

This means that to improve the housing market, R2R must simultaneously provide
affordable housing options to young workers who today choose to live at home,

to workers who need to move to find work, and to households where one or more
members is unemployed or underemployed. While this might sound like wishful
thinking, these are in fact the Americans that represent the rising rental demand. If

R2R cannot cater to their need for affordable housing, it may not succeed.
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To help meet the need for affordable rental housing, R2R must be structured to
ensure sufficient participation of nonprofit groups and other mission-oriented
groups that focus on affordable housing and have experience implementing it.
Since the passage of the Neighborhood Stabilization Program in 2008, a grow-
ing number of mission-driven organizations, such as Neighborworks, Enterprise,
and the Low-Income Investment Fund have successfully handled the acquisition,

rehabilitation, and management of foreclosed homes in their communities.

Yet these groups often have less access to capital than standard private inves-

tors, which could impede their ability to buy government-controlled foreclosed
properties in bulk.” These entities have close community ties, a vested interest in
neighborhood stabilization, and often a mission to promote community and eco-
nomic development, which means they are more likely to keep the rents afford-

able, invest more to improve the housing stock, and retain a long-term stake in the

property.

The economics behind affordable-housing organizations make them attractive bid-
ders or partners in a joint venture. Private investors need to make a certain level of
profit to justify their investment, while affordable housing organizations are usually
nonprofits with lower required rates of return. As a result, community organizations
may be willing to buy or operate properties for less, which benefits Fannie, Freddie,

and FHA because properties do not need to be sold at as great of a discount.

What affordable housing organizations often lack, though, is access to the capital
necessary to purchase or rehabilitate and retrofit these properties. Fannie, Freddie,
and FHA could provide seller financing or other credit enhancements with pref-
erential terms to affordable-housing organizations. This would put mission-driven
organizations on a more even footing with for-profit investors that have greater

access to credit and capital markets.

But seller-financed deals would be a significant change in the way the three organi-
zations currently dispose of foreclosed properties. Currently FHA provides credit
enhancement for traditional single-family home purchases in the form of mort-
gage insurance, the cost of which is entirely covered by premiums paid by lenders.
FHA also guarantees loans for home renovations through its 203 (k) insurance
program. But it does not directly finance any home purchases or renovations.
FHA could insure loans for investors, but this would, in effect, introduce a new

bulk FHA loan product in the private market, entailing its own complexities.
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No. 5: Involve affordable
housing organizations

To improve the housing market
and stabilize neighborhoods

hit hard by the housing crisis,

all proposals for the sale of gov-
ernment-controlled foreclosed
properties should involve the
participation of affordable hous-
ing organizations (though not
necessarily on every transac-
tion). These groups are invested
in and have intimate knowledge
of the local community. Yet to
ensure their participation, a
successful R2R program may
require the provision of low-cost
seller financing to community
organizations with experience
in the provision of affordable
rental housing.



Similarly, Fannie Mae and Freddie Mac guarantee payment of principal and
interest on certain types of home loans by purchasing and securitizing mort-
gages. The two mortgage-finance giants either keep these mortgages in their
own portfolio or bundle them into mortgage-backed securities to be sold on the

secondary market to investors.

To enable Fannie, Freddie, and FHA to sell their foreclosed properties through
seller-financed loans, policymakers should determine whether their respective
charters would allow them to directly make home-purchase loans for REO dispo-
sition. If not, then Congress may need to expand the ability of these organizations

to provide seller-financing for REO disposition.

The other concern is that local affordable-housing organizations could not
grow to a large enough scale to make a meaningful dent in the overhang of fore-
closed properties in their communities, both government and privately owned.
If these organizations can only take over a few thousand properties—while
helpful for improving local rental markets—it would still leave hundreds of
thousands of foreclosed homes still on the market. Access to capital could help
community groups afford a bigger share of the inventory, but the groups would
still need to drastically expand their current resources in order to manage such

a large rental portfolio.

In addition, private investors or managers could benefit from the expertise of
affordable-housing organizations by partnering with them for the purpose of over-
sight. The private partner would operate the properties. The affordable-housing
organizations would direct the effort and ensure that rentals and later resales are
affordable. In return, private investors with sufficient affordable housing participa-
tion in their portfolio would gain “affordable” status, with access to special financ-

ing and other potential preferences.

Benchmark 5: Provide incentives to property owners to properly renovate
properties and undertake economically justifiable retrofits

One of FHFA's stated objectives for efforts to manage the disposition of govern-
ment-controlled foreclosed properties is to meet “property repair and rehabilita-
tion needs.”** Today, most of these properties are vacant and in a state of disrepair,
ranging from simple dirt to mold to broken appliances to vandalism. With so

many homes needing to undergo rehabilitation to ready them for tenants, we have
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an opportunity to significantly improve our housing stock’s quality, affordability,

and economic value by also retrofitting properties for energy efficiency.

Retrofits are a promising tool for realizing FHFA’s dual mandate of maximizing
asset values and promoting a resilient housing market when Fannie, Freddie, and
FHA maintain some financial stake in the property through a joint venture. Why?
Because retrofits can increase the overall value of the property.”* So when the
joint venture’s hold period expires and the federal government sells the property,

taxpayers could see a larger return.

Of course, retrofits could also increase the value of properties sold to private
investors in bulk sales, but that does not provide a benefit to taxpayers. But there
is a broader social benefit of a more energy-efficient rental housing stock. Overall,
they help lower our dependence on foreign oil, reduce carbon emissions to help
combat climate change, and lower utility bills for tenants, many of whom are low-

and moderate-income families.

And while it is not the primary focus for FHFA, energy-efficiency retrofits gener-
ate well-paying jobs within the community. Retrofit work is almost exclusively
done by local construction workers and manufacturing tradesmen, two industries
that were hit especially hard by the economic downturn. To ensure that R2R leads
to job creation in the communities hit hardest by the foreclosure crisis, the federal
government in any auctions could favor investors or property managers whose
workforce is comprised primarily by local employees. And much of this work
could help to improve the skill set of workers, teaching new green-building skills

for future employment opportunities.

Nearly all vacant foreclosed properties will require some rehabilitation prior to
rental, so the choice facing the federal government is not whether to invest in
rehabilitation, or require buyers to do so, but how much to invest. In most cases,
the extra cost of an energy-efficient upgrade is small compared to the nearest cost-

effective equivalent that would otherwise need to be completed.

The question, then, is why aren’t all property owners doing retrofits given the
economic benefits of doing so? The answer is that many property owners would
be footing the capital costs of retrofits while the benefits of those retrofits tend to
accrue to tenants through lower energy bills. This creates a split incentive in which

tenants would have good reason to want retrofits, while property owners may not.

R2R keys to success

No. 6: An energy-efficient
retrofit can make eco-
nomic sense, particularly
in cases where the federal
government retains partial
ownership of the property

Retrofits can produce energy
savings and lower operating
costs, while reducing climate
impact and lowering U.S.
dependence on foreign energy.
The federal government should
support them as part of an R2R
program. This is most relevant
when employing joint ventures,
where the federal government
retains an interest in the rental
properties and can benefit di-
rectly from the retrofit upon the
eventual sale of the property.
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In joint ventures, where the federal government maintains a stake in the prop-
erty, it can step past this and mandate the retrofit, either providing financing or
requiring a lower income percentage in return. The solution is less clear in the
case of bulk sales of foreclosed properties, where the decision to retrofit lies with a

private-property owner.

One possibility is to offer low-cost financing for rehabilitation work that also
includes retrofits. In many cases, existing financing tools are already offered by
Fannie, Freddie, and FHA and could be extended to encourage economically
justifiable retrofits. Fannie Mae’s Homepath renovation mortgage program, which
helps finance renovations to individual properties, is one example. Currently,
loans under the Homepath program are offered to those who purchase a fore-
closed property that requires “light to moderate” renovation. The loan is capped at

35 percent of the completed value of the property and cannot exceed $35,000.

FHA's Title 1 Home Improvement Loan Program is another example of a current
financing option that could be modified to provide portfolio financing for ret-
rofits. The program provides low-interest loans of up to $25,000 toward home-
improvement projects. Another is Fannie and Freddie’s Green Refinance Plus
Program, which allow owners of affordable multifamily properties to refinance

their mortgages at lower rates in order to make energy-efficient upgrades.

To make these programs suitable to a broader portfolio of foreclosed homes
offered for sale in an auction, some of which are in great disrepair, the federal
government could apply this cap to a portfolio of properties. By extending this
low-cost financing to a portfolio of properties, successful bidders could spread the

costs of these renovations over the course of their loan payments.

To be sure, all homes are different and not every retrofit works for every home, so an
essential part of any retrofit strategy is making cost-effective choices at both the prop-
erty and porfotlio level. We do not believe that there is a one-size-fits-all approach.
We do believe, however, that there are instances in which there is an economic ben-

efit in performing deeper home-performance retrofits on REO properties.

Benchmark 6: Ensure sufficient measures are in place to monitor compliance
Simply laying out the ground rules for a R2R program regarding hold periods,

habitability standards, retrofit, and rent will not be enough. With so many buyers,
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things will inevitably go wrong. The federal government must have strong moni-

toring and contingency plans in place to mitigate the risks of failure.

Monitoring those who hold this REO out for rent is necessary to ensure compli-
ance with terms of the agreement, from the most basic (Is the property still held

for rent?) to the technical (Are local housing code requirements being met?).
Monitoring is something that housing agencies around the country already do.
Most are stretched and could use additional resources. R2R will further tax them by
introducing additional rental units. A successful proposal may require federal funds
to help these monitors do their jobs more effectively. The cost should be borne by
bidders and, eventually, property owners, in the form of fees associated with the sale

or, in the case of joint ventures, the ongoing income stream to the government.

Where R2R is undertaken through bulk sale, we would support penalties for non-
compliance, though it is not clear what beyond local code enforcement would be
effective without imposing substantial overhead costs at the national and state levels.
The one relatively low-cost lever that is available is restricting a poor performing
investor’s ability to acquire more properties. Most investors we've spoken to intend
to grow their portfolio significantly in the medium to long term from the constant
flow of government-controlled foreclosed properties in future R2R auctions.
Making this impossible for poor performers will limit the damage they can do and

serve as a substantial penalty for investors seeking new investment opportunities.

For substantial noncompliance or insolvency by a bidder, the federal government
should reserve the right to recapture properties for resale. There will be those who
cannot sustain their models and, as a last resort, those properties should revert to gov-
ernment ownership for redisposition at no cost. In a straight sale of these properties,
government recapture in the event of the bankruptcy of the purchasers would need to
be contractual. Properties sold by the federal government would need a restriction in

the deed prohibiting the sale of the properties by the new owners for five years.

We recommend an exception to this contractual remedy in cases in which the
property is sold as affordable housing to owner-occupants, as they are most likely to
ensure the property is well maintained. But if the property were sold to nonowner
occupants that do not meet affordability requirements, then in the case of a bank-
ruptcy by the new owners the sale would be nullified prior to closing and the prop-
erty would revert to the organizations for rebundling. While this might work, it is,

admittedly, a crude instrument. What is more, it only affects the sale of the property.
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No. 7: When possible,
use existing state and
local systems to monitor
compliance

States and municipalities have
housing-code enforcement pro-
fessionals trained and on staff.
Deploying a second workforce
to support a federal program
makes little sense. But neither
does significantly increasing the
workload for state and local offi-
cials without adequate resourc-
ing, so program participants
should pay some sort of fee for
this monitoring.

No. 8: Know what to do if
R2R fails

If there is no mechanism for
dealing with homes that go
into R2R and are mismanaged
or held by a company that
goes bankrupt, the negative
consequences for communities
could be significant. And with
a program this size, failures will
happen. Having a contingency
plan for how to deal with non-
compliance or outright failure
and get the homes involved
into the hands of a responsible
party quickly is key to any R2R
program.



Fannie, Freddie, or FHA can exert much greater control and maintain closer
oversight if they retain an ownership stake in the properties through a joint
venture. The joint venture agreement can include conditions where noncompli-
ance requires that the partner pay a penalty or percentage of earnings. In extreme
circumstances, it would permit the federal government to take full title to problem
properties within the joint venture without the need to interfere with or nullify

other third-party transactions.
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Next steps and policy
recommendations

FHFA and the Obama administration appear serious about moving forward
quickly on a rehab-to-rent program. We believe this is a prudent goal given the
dangerous overhang of foreclosed properties in the U.S. housing market amid
rising rents. But we also understand why FHFA would want to be deliberate given

the scope and complexity of this problem.

Therefore, we urge Fannie Mae, Freddie Mac, and the Federal Housing
Administration to identify communities that are ripe for R2R, diligently qualify
all bidders, and set up an auction process that grants equal access to both private
investors and mission-driven organizations. Most of the components of this
program can be implemented right away without congressional action or new
government spending, an especially important factor at a time of partisan gridlock

in Congress and deep-seated Republican aversion to new spending programs.

No matter what approach the federal government adopts—joint ventures, small-

scale sales, or bulk sales—Rehab-to-Rent should focus on a core set of policy goals:

* Maximize the long-term return of foreclosed single-family homes to taxpayers

* Stabilize local home prices by reducing the glut of foreclosed properties on the
market

* Stabilize communities hit hard by the foreclosure crisis

* Expand affordable rental housing in markets with unmet need

* Expand the stock of energy-efficient homes

* Create new jobs and economic activity in depressed areas

If done well, this program also will create a more resilient, affordable, and energy-
efficient stock of rental housing, protect taxpayers from financial loss, and create

well-paying jobs and economic activity in the process.

A former White House official once quipped that you never want to let a serious

crisis go to waste.>* Today we find ourselves in a rare economic moment in which
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an excess supply of vacant single-family homes can help fill unmet demand for
affordable rental housing. The federal government, institutional investors, and
mission-driven nonprofits must recognize this opportunity and take simple steps
to do what’s best for everyday Americans—both as taxpayers and members of our

hardest-hit communities.

32 Center for American Progress | Rehab-to-Rent Can Help Hard-Hit Communities and Our Economy



Appendix A

Metropolitan area data for the selection of possible R2R pilot cities

FHA- . . Total govern- Percent of Total REO as Rental Rent
Fannie Mae- Freddie Mac- total REO vacancy .
Metro Area owned ment-controlled percent of ratio Q2
REO owned REO  owned REO REO government- mortaage loans ent 2011
controlled 9ag 2010
Atla'nta—Sam'jy 1,388 3,585 931 5,904 54.89 1.10 13.8 11.79
Springs-Marietta GA
AU LAIILEE 83 213 49 345 46.62 0.26 18 19.89
San Marcos TX
Baltimore-Towson MD 72 340 70 482 29.52 0.37 11.8 15.70
Boston-Cambridge
MA-NH 8 210 38 256 26.69 0.38 6.2 16.57
Bridgeport-Stamford- ¢ 47 12 65 1857 0.26 87 17.62
Norwalk CT
Charlotte-Gastonia-
Rock Hill NC-SC 27 103 39 169 38.94 0.39 11.2 27.99
Chicago-Joliet-Naper- 1,837 584 2,833 33.28 0.68 121 13.95
ville IL
Cincinnati-Middle-
town OH-KY-IN 151 424 102 677 51.84 0.42 12.0 13.35
Cleveland-Elyria- 81 448 107 636 44.95 0.50 1.3 10.79
Mentor OH
Columbus OH 114 325 101 540 52.43 0.38 8.0 14.92
Dallas-Plano-Irving TX 295 565 136 996 42.03 0.37 135 15.88
Denver-Aurora- 170 619 216 1,005 39.23 0.52 8.2 20.84
Broomfield CO ! ’ ’ ’ ’
Detroit-Livonia- 189 1,058 145 1,392 34.46 1.82 164 11.60
Dearborn MI
Fort Lauderdale-Pom-
pano Beach-Deerfield 37 563 125 725 19.13 1.19 10.1 13.34
Beach FL
Hartford-West
Hartford-East Hart- 27 67 18 112 35.22 0.19 11.6 18.08
ford CT
Honolulu HI 1 91 19 111 27.68 0.34 7.2 31.79
Houston-Sugartand- o0 1,138 194 1,620 4230 0.48 16.2 15.65
Baytown TX
Indianapolis-Carmel
N 284 281 77 642 89.04 0.25 14.1 14.54
Jacksonville FL 57 260 79 396 37.15 0.47 13.9 14.46
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Kansas City MO-KS 236 648 135 1,019 61.05 0.52 14.0 13.72

Las Vegas-Paradise NV 216 2,416 337 2,969 47.95 177 138 12.98
Los Angeles-Long

Bonch Clomaln CA 24 1,670 304 1,998 25.06 067 6.7 1639
Memphis TN-MS-AR 162 325 67 554 69.51 0.44 185 16.97
e EEEE e 15 529 97 641 13.90 129 10.1 13.04
Kendall FL

Milwaukee-Wauke-

sha-West Allis Wi 42 288 94 424 49.59 0.40 76 20.18
Minneapolis-St. Paul-

R S——————— 153 1,138 386 1,677 28.63 0.94 7.4 11.80
Nashville-Davidson-

-Murfreesboro- 190 282 78 550 70.51 0.32 8.2 23.31
-Franklin TN

New Orleans-Metai- 66 348 75 489 63.84 0.55 15.2 15.46
rie-Kenner LA

New York-White

Plains Wayne NY-U 1 184 48 243 15.63 0.16 6.6 14.69
IR ACLINS 8 563 146 717 1834 0.89 6.0 3433
Hayward CA

Oklahoma City OK 56 178 52 286 66.36 025 96 1638
DLl SOl 43 583 138 764 24.42 0.84 19.0 1233
Sanford FL

Philadelphia PA 43 348 53 444 28.68 028 116 14.81
AT SRS 211 3,584 606 4,401 4218 144 163 11.45
dale AZ

Pittsburgh PA 69 163 36 268 40.67 027 7.8 1122
Portland-Vancouver-

Hilshore OR A 40 345 162 547 3493 0.40 42 22.99
Raleigh-Cary NC 55 76 38 169 44.13 0.19 1.4 2427
Richmond VA 83 258 83 424 55.57 036 135 2138
Riverside-San

Bernardino-Ontario 94 2,549 398 3,041 36.21 1.22 123 13.46
CA

Sacramento--Arden-

el A 35 1,091 228 1,354 34.47 1.01 8.4 1458
Salt Lake City UT 94 352 93 539 59.82 048 6.0 16.16
SEATETLER 2 4 1 7 100.00 0.07 140 16.97
Braunfels TX

San Diego-Carlsbad- 9 557 101 667 2367 0.60 78 21.08
San Marcos CA

San Francisco-San

Mateo-Redwood 1 47 17 65 7.95 0.33 6.0 29.92

City CA
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San Jose-Sunnyvale-

PSR 1 9% 2 119 9.86 0.44 8.2 28.68
santa Ana-Anaheim- 7 294 47 348 17.00 0.45 6.7 2828
Irvine CA

seattle-Bellevue- 82 1,002 236 1320 50.44 052 7.4 24.05
Everett WA

St. Louis MO-IL 240 792 192 1,224 60.27 045 112 12.88
Tampa-St. Petersburg- o 554 141 845 26.69 068 126 1261
Clearwater FL

Virginia Beach-Nor-

folk-Newport News 87 325 79 491 44.43 0.41 8.8 17.50
VA-NC

Washington-

Arlington-Alexandria 54 749 179 982 27.79 0.43 8.8 17.89
DC-VA-MD-WV

Sources: Authors'calculations using data from the Federal Housing Finance Agency, CorelLogic, Moody's Analytics, and the U.S. Census Bureau.

Appendix B

Methodology for selecting possible R2R pilot cities

As mentioned above, the Rehab-to-Rent model will not work everywhere, and
policymakers will need to carefully target communities that have the best chance of
implementing the model successfully. In very basic terms this requires at least two
market characteristics: a large enough supply of government-controlled foreclosed

properties and a strong enough rental market to make the investment worthwhile.

We were limited to metropolitan area-level data for the preliminary analysis in

this report. Our dataset included two measurements of each metro area’s stock of
real estate-owned properties—the total number of government-controlled REO
properties on the market and the concentration of REO properties as a percentage
of all mortgage loans—and two measurements of each metro area’s rental market:

the area’s rental vacancy rate and price-to-rent ratio.

Our primary goal for this analysis was to summarize all of the available data into
two simple categories: the size of the REO stock and strength of the rental market.
We then cross-tabulated the results for all the metro areas for which we had data.
(see Table 1 on page 19)
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For ease of analysis, we weighed each contributing factor equally for each cat-
egory. In other words, the “size of the REO stock” is an even consideration of the
number of each metropolitan area’s share of government-controlled REO on the
market and its local concentration of all REO properties. Similarly, the “strength
of the rental market” is an even consideration of the each metropolitan area’s rela-

tive rental vacancy rate and price-to-rent ratio.

This analysis is not intended to be comprehensive or, for that matter, even all that
scientific. Instead it is meant to jumpstart our thinking on where Rehab-to-Rent
might work and where it might not. In subsequent analyses we plan to dig deeper
into the data, hopefully down to the neighborhood level, to learn more about
these properties and better understand which communities are ripe for experi-
mentation with the Rehab-to-Rent model.
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