Nonprofit Strategies for Returning REO Properties to Effective Use*

Real-estate-owned (REQO) and vacant homes
resulting from the economic crisis continue
to destabilize low- and moderate-income
neighborhoods across the country. Nonprofit
organizations that seek to redevelop these
properties face myriad challenges. The lenders
and servicers responsible for REO disposition
are difficult to access, for example, and may
be unwilling to negotiate lower sales prices.
Furthermore, many REOs require substantial
rehabilitation, and the overwhelming volume of
foreclosures affects the resale value of redevel-

oped housing.

This paper presents a range of strategies that
nonprofit organizations can utilize to address
REO and vacant properties.> The paper
emphasizes the conditions necessary for REO
redevelopment and discusses how several fac-
tors—including local market conditions; REOs’
geographic distribution, physical characteris-
tics, ownership, and legal status; organizational
capacity; and public policies—aftect the efforts
of nonprofits to acquire, rehabilitate, sell, and
rent REO properties. Finally, given the unique
circumstances of the current housing crisis, the
paper outlines several alternative, non-redevel-
opment strategies that many nonprofits may
choose to pursue.

Nonprofit approaches to REO or vacant homes
can be divided into two broad categories:
redevelopment strategies and non-redevelopment
strategies. Organizations engaged in the for-
mer acquire, rehabilitate, and repurpose vacant
properties into affordable for-sale, for-rent, or
rent-to-own housing. Those taking the latter
approach either facilitate the redevelopment
of vacant housing by responsible buyers or
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attempt to stabilize and maintain vacant prop-
erties. Each strategy entails different financial
resources, internal capacity, and exposure to risk.

All successful nonprofit strategies for REOs,
whether redevelopment or non-redevelopment
in nature, begin with an understanding of
neighborhood housing demand and the mar-
ket for redeveloped housing. Redevelopment
strategies are often most appropriate in inter-
mediate, warm-market neighborhoods, defined
for the purpose of this paper as areas in which
housing demand has declined but is expected
to rebound. In hotter neighborhoods—areas
with high home prices and strong demand—
nonprofits may not be able compete for
properties; moreover, nonprofit redevelopment
may be unnecessary in these neighborhoods
due to the presence of private homebuyers.
Colder neighborhoods, too, may be unsuitable
for redevelopment strategies. In these areas,
characterized by high levels of vacancies, heav-
ily deteriorated buildings, and low demand for
rental and for-sale housing, redevelopment may
be risky because resale values are low. Instead of
taking approaches that involve redevelopment,
nonprofits that operate in hot- and cold-mar-
ket neighborhoods may choose to pursue one
or several of the non-redevelopment strategies
described in this report.’

In addition to market conditions, nonprofits
should also account for complications related
to acquisition, as well as the existence of any
policies or funding that support specific REO
strategies. Nonprofits must also consider inter-
nal capacity as it relates to REO redevelopment.
Although the U.S. Department of Housing
Neighborhood

and Urban Development’s
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Stabilization Program (NSP) and other gov-
ernmental and private efforts provide financial
support for REO redevelopment activities,
nonprofits should be wary of expanding their
redevelopment efforts during the current period
of market volatility.

Redevelopment Strategies

For-sale housing.* For both practical and ideo-
logical reasons, many community development
corporations (CDCs) prioritize the devel-
opment of for-sale housing over rental and
rent-to-own properties.” According to a recent
survey, for-sale housing was the preferred
strategy of 69 percent of nonprofits engaged
in property redevelopment.® The federal first-
time homebuyer tax credit and historically low
mortgage rates provide further impetus to non-
profits’ efforts to develop housing for sale to
responsible homeowners.

In neighborhoods with concentrated foreclo-
sures, however, the development of for-sale
housing is risky. Capacity constraints prevent
most CDCs from redeveloping enough vacant
homes to reverse the decline of neighborhood
home values, which jeopardize the resale value
of each individual property. To ensure that
resale value will exceed acquisition and rehab
costs, nonprofit organizations should target
property acquisition geographically within the
context of larger public and private community
stabilization efforts.

Rental housing.” A CDC may wish to rede-
velop one- to four-unit REOs into rental
housing for several reasons. First, the neigh-
borhood may exhibit weak demand for for-sale
housing, making rental housing the only viable
redevelopment strategy. Second, a CDC may
determine that the addition of well-maintained
rental properties will address a neighborhood
housing need. Finally, a CDC may choose to
develop rental housing according to the build-
ing typology of the REO. Two- to four-unit
rental properties, for example, are particularly
susceptible to speculative and absentee own-

ership. By developing and managing these
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properties, a CDC can help keep them out
of the wrong hands and mitigate neighbor-
hood instability.

Nonprofits that redevelop REOs into rental
housing face substantial property management
challenges. Results from a 1995 survey of prop-
erty owners indicate that less than 40 percent
of one- to four-unit property owners turned a
profit in the previous year.® One approach to
helping ensure profitability is to concentrate
properties  geographically and standardize
building specifications. In this way, nonprofits
can reduce the management costs associated

with this type of housing.’

Lease—purchase housing. In a third strategy,
lease—purchase, the nonprofit agrees to rent a
home to a tenant for a period of time, after which
the tenant purchases the home from the non-
profit. A successful example of this approach is
that of the Cleveland Housing Network, which
has employed the Low Income Housing Tax
Credit (LIHTC) to develop lease—purchase
homes and stabilize low-income neighbor-
hoods in Cleveland. As potential homeowners
experience difficulty obtaining financing, and
more homes continue to sit vacant for longer
periods of time, nonprofits may increasingly
turn to lease—purchase as a means of redevelop-
ing REOs or selling properties for which they
cannot find conventional buyers.

Barriers to implementing a successful lease—
purchase program include the challenge of
shepherding long-time renters toward home-
ownership, a process that, if unsuccessful, can
leave the nonprofit with vacancies and turnover
expenses while it finds new program partici-
pants. Furthermore, development financing
for lease—purchase is complex. For instance,
nonprofits that wish to utilize the LIHTC for
development financing must comply with the
15-year rental period required before they sell
the property to the tenant.’® Furthermore, con-
ventional financing may not be available for this
complex disposition strategy. For these reasons,
many CDCs avoid lease—purchase and develop
only for-sale or for-rent housing.



Overcoming Acquisition Challenges
The disposition strategies described above
assume a property’s potential for redevelopment
and an organization’s ability to undertake such
redevelopment. Complications related to REO
acquisition, however, can derail the best-inten-
tioned efforts to redevelop otherwise suitable
properties. Despite increased pressure and
financial incentives for lenders to sell proper-
ties to mission-driven organizations, acquisition
remains one of the greatest challenges for
nonprofits seeking to redevelop REOs into
affordable housing.

Nonprofits that wish to acquire REOs face sev-
eral barriers. First, lenders and servicers that
hold REOs can be difficult to access and may
not have the authority to lower sale prices due
to fiduciary obligations to investors in mort-
gage-backed securities. In addition, while some
lenders list their inventory of REO properties
on the Internet, the sales themselves are typi-
cally facilitated by local brokers who may not
be interested in negotiating discounted prices
for nonprofit buyers. Complex legal issues
compound these difficulties. If the mortgage
has been securitized, the lenders and servicers
themselves may not be certain which party is
responsible for disposition. If liens on the prop-
erty have been sold to a third-party investor, or
if the cost of liens exceeds the resale value of the
property, municipal intervention may be neces-
sary to clear the title prior to acquisition.'

Many of the challenges nonprofits face in
acquiring REOs can be addressed only with
governmental or large-scale, institutional assis-
tance. The National Community Stabilization
Trust, a national nonprofit, is one such orga-
nization that helps facilitate the transfer of
properties from servicers to nonprofits. Through
its “First Look” program, the Trust negotiates
with servicers to offer cities and nonprofits an
opportunity to purchase REOs before the prop-
erties are listed on the open market.’? Local
nonprofits may also wish to explore the follow-
ing strategies to expedite their acquisition of
REO properties.

Bulk-Purchase Strategies

Strategies that involve bulk purchases of REO
properties enable both lenders and purchas-
ers to avoid the inefliciencies and higher costs
associated with piecemeal, retail-level REO
sales. Through a bulk purchase, the nonprofit
may get a discounted sale price on a portfolio
of properties while acquiring a critical mass for
redevelopment. This strategy may also enable
the purchaser to subsidize the rehabilitation of
deteriorated homes with profits generated from
sales of more intact homes.

In March of 2009, the nonprofit Housing and
Neighborhood Development Services, Inc.
(HANDS), based in Orange, New Jersey, pio-
neered an innovative strategy to address the
problems of neighborhoods affected by fore-
closures. It purchased a bundle of 47 mortgages
that comprised a single portfolio of fraudu-
lent mortgages, then conducted or oversaw a
thorough physical inspection, title search, and
market appraisal for each home, assigning one
of five exit strategies to each according to the
property’s location, resale value, and physical
condition. HANDS also enlisted six CDCs to
assist with redevelopment, worked with local
municipalities to ensure that the redeveloped
properties are affordable, and negotiated flexible
financing from both local and national mis-
sion-driven lenders to fund this effort. (In this
publication, see also “The Community Asset
Preservation Corporation: A New Approach to
Community Revitalization,” by Harold Simon.)

More often, unfortunately, the properties held
by a lender or servicer do not lend themselves to
bulk packaging in this manner. The fact that the
47 mortgages acquired by HANDS were tied
to a single lending scam became a key point of
leverage that enabled the organization to acquire
the entire portfolio at a discounted price from
the servicer which, by then, had been taken over
by the FDIC. Moreover, the mortgages had
not been securitized, which enabled HANDS
to acquire the properties with relative legal
ease, unaffected by the barriers typically con-
fronted when purchasing securitized mortgages.
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For these reasons, HANDS’ bulk acquisition
is the product of unique conditions and is not
easily replicable.

Furthermore, capacity is likely to be a con-
straint for most CDCs that wish to execute
bulk purchases. Few CDCs have the resources
to acquire and redevelop a portfolio of proper-
ties large enough to warrant a meaningful price
reduction from lenders. For this reason, bulk
purchase strategies are more frequently initi-
ated by local governments and special-purpose
entities. In 2008, HANDS helped establish the
Community Asset Preservation Corporation,
a special-purpose nonprofit, to help purchase
REO properties in bulk, then to triage and
systematically dispose of them to responsible
developers.” In a similar manner, local govern-
ments may be able to purchase bulk properties
for disposition to nonprofit developers by using
NSP or other funding.*

Short Sales

Short sales involve what the name implies—
selling short, or at a price lower than the seller
desires. The difficulty lies in finding sellers with
something to gain through a short sale. If a
nonprofit is able to identify a mortgagor at risk
of default, it can attempt to execute a short sale
to acquire the property prior to foreclosure. In
such an arrangement, the mortgagor sells the
home to the nonprofit for less than the value of
the mortgage, and the mortgage holder agrees to
forgive all or some of the remaining balance of
the loan. The mortgage holder’s loss is typically
less than what a foreclosure would cost, hence
its incentive to engage in such a transaction. For
its part, a CDC achieves the twin objectives of
helping a distressed borrower avoid foreclosure
while acquiring a property for redevelopment.

Acquiring properties through short sales
also poses substantial challenges to a CDC.
First, short sale opportunities are not typi-
cally advertised and may be difficult to identify.
Furthermore, investor—owners in some hot and
warm markets are likely to outbid CDCs for
short sale properties, and mortgage servicers
may not be willing to offer discounted proper-
ties to nonprofits. One source of assistance is
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a mission-driven mortgage brokerage, which
can help a nonprofit identify and purchase
properties at risk of foreclosure. NHS Realty,
for example, a mission-driven brokerage estab-
lished by Neighborhood Housing Services
of New York City, helps facilitate the sale of

distressed properties to responsible buyers.’

Non-redevelopment Strategies
Nonprofits that pursue a non-redevelopment
strategy for REO properties typically do so for
a couple of reasons. First, redevelopment may be
infeasible because of weak market conditions,
the legal status of the property, or the capac-
ity of the nonprofit. Second, redevelopment
may simply be unnecessary, due to the presence
of responsible purchasers of REO properties.
When redevelopment is infeasible, the CDC
may attempt to mitigate the negative neighbor-
hood impact of REO properties by promoting
code enforcement, land banking, and/or demo-
lition. When redevelopment is unnecessary,
the CDC may serve to facilitate the sale of
REO properties to a responsible third party.
Mitigation and facilitation strategies can each
be used as a primary approach to REOs or as a
complement to redevelopment activity.

Code enforcement. Code enforcement strate-
gies respond to the failure of some lenders to
adequately maintain vacant REO properties.
Many cities have enacted vacant property ordi-
nances to encourage lenders to maintain their
properties. While local government provides
the muscle behind code enforcement, nonprofit
community organizations can participate by
documenting instances of property neglect and
advocating for increased governmental action.

Receivership laws provide municipalities with
a more aggressive means of confronting neg-
ligent property owners. Through receivership,
the city places a lien on a deteriorated property
and appoints a receiver to execute the neces-
sary rehabilitation work. A receivership lien,
like a tax lien, supersedes all other claims to the
property, including the mortgage. In this way,
receivership forces the lender to either pay the
lien or sell the home to a party willing to carry
out the terms of the lien. CDCs with strong



community standing have utilized threat of
receivership to acquire properties from delin-
quent servicers and other absentee owners.

Land banking. Land banks are chartered by
state governments to acquire, triage, and dispose
of vacant properties. While most land banks
focus on tax-delinquent or nuisance proper-
ties, they may also be permitted to acquire
REOs for demolition or disposition to qualified
developers. Additionally, some land banks have
responded to the growing number of vacant
homes by providing management services for
properties acquired by nonprofit developers. In
2008, the Fulton County/City of Atlanta Land
Bank introduced a program wherein a nonprofit
can transfer a property to the land bank for up
to three years if the nonprofit cannot redevelop
the property immediately. In addition to clear-
ing existing liens on the property, the land bank
provides low-cost property management and
enables CDCs to purchase available proper-
ties quickly and without need for immediate
redevelopment. Furthermore, CDCs are not
required to pay property taxes for homes held
by the land bank.'® While land banks require
state-level enabling legislation and have not
typically focused on bank-foreclosed properties
in the past, they are an increasingly important
resource in cities with large numbers of fore-
closures.”” (In this publication, see also “How
Modern Land Banking Can Be Used to Solve
REO Acquisition Problems,” by Thomas ]J.
Fitzpatrick IV.)

Demolition. Demolition may be the only feasi-
ble strategy for REO properties that have little
or no reuse potential.’® Some CDCs and com-
munity organizations have worked to maintain
or transform vacant lots following the demoli-
tion of buildings. Since the mid-1990s, the New
Kensington CDC in Philadelphia, in collabora-
tion with the Pennsylvania Horticultural Society,
has conducted a “greening” program to address
vacant neighborhood lots. The CDC either sta-
bilizes lots by cleaning and planting trees on
them, or develops them as community gardens.
Side lots are offered for sale to abutting property
owners.”” Where redevelopment is infeasible,
this type of strategy can be a low-cost and

relatively quick means of transforming pockets
of neighborhood blight into community assets.

Mitigation and

Facilitation Strategies

Homebuyer financing. Providing financing or
subsidies to homebuyers is an effective REO
strategy if the lack of mortgage credit, rather
than poor neighborhood or property conditions,
is the primary impediment to redevelopment.
Under such conditions, a nonprofit may estab-
lish a mortgage brokerage to provide financing
to qualified potential homebuyers. Nonprofit
mortgage brokerages work with lending institu-
tions to assemble a pool of subsidized financing
for approved low-income buyers. The brokerage
typically charges fees to cover its overhead costs.

Dayton’s Bluft Neighborhood Housing Services
in St. Paul, Minnesota, utilizes a nonprofit mort-
gage brokerage as part of a comprehensive effort
to address neighborhood REO properties. The
brokerage provides second mortgage financing
of up to 20 percent of the appraised value of
homes in qualified neighborhoods. Participating
borrowers obtain low-cost financing and avoid
the need for private second mortgages or mort-
gage insurance, either of which might otherwise
be necessary due to tight credit standards and
declining home values in the Twin Cities. This
lending program complements its traditional
acquisition and rehabilitation efforts for more
deteriorated neighborhood vacant properties.
While homebuyer financing programs require
specialized capacity and are not appropriate for
every nonprofit, this alternative to REO acqui-
sition provides a useful tool for organizations
operating in warm-market neighborhoods.

Neighborhood marketing campaigns. Like
homebuyer financing strategies, neighborhood
marketing campaigns are most effective in rela-
tively stable, warm-market neighborhoods. In
some cities, nonprofits and local government
have enhanced marketing efforts to address
increased levels of foreclosures and vacancies.
'The City of Rochester, New York, for example,
co-sponsors Home Rochester, a nonprofit ini-
tiative that engages local CDCs and contractors
to redevelop vacant properties. Rochester City
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Table 1

REO Strategy Matrix

Market conditions*

Building typology

Physical condition**

Initial CDC action

Exit strategy

Hot market Single family Good X X
Fair Homebuyer financing/Acquisition Sell to homebuyer
Poor Acquisition Sell to homebuyer
2-4 units Good X X
Fair Homebuyer financing/Acquisition Sell to homebuyer
Poor Acquisition Sell to homebuyer
Warm market Single family Good Homebuyer financing/Acquisition Sell to homebuyer
Fair Consider acquisition Sell to homebuyer/ Hold as rental/
Lease-purchase
Poor Acquisition for strategic Sell to homebuyer/ Hold as rental/
properties/Demolition for Lease-purchase
non-strategic properties
2—4 units Good Consider acquisition Hold as rental
Fair Consider acquisition Hold as rental
Poor Acquisition for strategic Hold as rental
properties/Demolition for
non-strategic properties
Cold market Single family Good Acquisition Hold as rental/Lease-purchase
Fair Code enforcement Advocate for land banking/
Greening strategy
Poor Advocate for demolition
2—4 units Good Consider acquisition Hold as rental
Fair Code enforcement Advocate for land banking/
Greening strategy
Poor Advocate for demolition

*Market Condition Definitions:

Hot market: Housing demand outpaces supply, and prices are high; vacant properties are quickly purchased

Warm market: Housing demand has slowed temporarily but is expected to return; vacant properties are eventually purchased
Cold market: Housing demand is weak and is not expected to increase significantly; vacant properties sit for prolonged periods
**Physical Condition Definitions:
Good: Minimal rehab needed
Fair: Significant rehab needed, but structure is salvageable
Poor: Structure is not salvageable
***X indicates that nonprofit intervention may not be necessary
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Living Center, another initiative undertaken
by the City, markets neighborhoods and spe-
cific home-buying opportunities. Rochester
also underwrites the Home Store, a one-stop
center administered by the Urban League of
Rochester that matches potential buyers with
subsidies and provides credit and homebuyer
counseling.” Together, the three programs help
CDCs redevelop, market, and sell properties
in target neighborhoods. CDCs operating in
neighborhoods with scattered REOs may con-
sider these strategies to increase market activity
for vacant properties.

The REO strategies described above, and the
conditions under which each may be optimal,
are arranged in table 1 in a matrix.?* The table
illustrates the decision-making process and the
range of nonprofit interventions for REO prop-
erties. For each scenario, an alternative strategy

may be possible or preferable.

Conclusion

Several characteristics of the current crisis—
including declining home values, the legal status
of REOs, and the volume of vacant homes—
pose challenges to nonprofit organizations.
CDCs accustomed to acquiring tax-delinquent
properties or homes at or near the bottom of
the market must take into account the unique
risks and uncertainties associated with REO
properties. Many nonprofits will determine
that
than redevelopment strategies, are the more

non-redevelopment strategies, rather
appropriate course of action for most REOs in

their communities.

Opportunities for successful redevelopment
strategies do exist for nonprofits in relatively
stable neighborhoods with sufficient capacity
and resources. As states and cities continue to
deploy NSP dollars and funding from other
sources, nonprofit organizations can exercise
their knowledge oflocal conditions to help iden-
tify redevelopment opportunities and partners.
While nonprofits can address only a fraction
of foreclosures nationwide, they play a critical
role at the neighborhood level in low-income
communities. By accounting for the risks and
opportunities of various redevelopment and

non-redevelopment strategies, nonprofits can
continue to help move these neighborhoods
toward recovery.
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