
T he market for loans on small
commercial properties of less
than $5 million is under-reported

and poorly understood. The lack of
attention flows partially from a pauci-
ty of data on this market but, more

important, from a lack of understanding about its size, charac-
ter and impact.   $ Or put another way, it may be that scant
data are tolerated as long as observers assume
the small-balance lending space is indeed small
or insignificant, and that it mirrors trends in
the larger institutional market. $ Employing
a national database of small commercial prop-
erty and mortgage transactions provided by the
Santa Ana, California–based First American
Corporation, Boxwood Means Inc., Stamford,
Connecticut, demonstrates these assumptions to
be untrue. With $64 billion in originations in
the first half of 2005, following $127 billion in
the previous full year, the small-loan market is
anything but small.   $ If you’re still not con-
vinced, consider this: The 2004 small-balance
origination total exceeded the total issuance of
domestic commercial mortgage-backed securi-
ties (CMBS) in the same period.   $ As we lift
the veil on this marketplace, we also see evi-
dence that the small market differs substan-
tially from the institutional market in degrees
of leverage, loan terms and investment trends.
Borrowers and owners appear to be chiefly buy-
and-hold investors, which may account for the
relatively stable, bubble-less flows of capital into
this space. Moreover, despite its size and unique
characteristics (or perhaps because of them),
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the small commercial loan market is extremely fragmented.
Even the largest players maintain a trivial market share. 

This conclusion has implications not only for lenders
that could better exploit the new intelligence on this mar-
ket, but also for small-property investors and small-busi-
ness owners. The fact is the small-loan market caters par-
ticularly to small businesses, classically understood to be a
major growth engine for the economy and job creation.
As a result, fostering better market information about
this sector could produce extensive private, as well as pub-
lic, benefits.

Data availability
Boxwood Means maintains a sub-
stantial database on small proper-
ties nationwide on behalf of its
joint-venture partner, First Ameri-
can Commercial Real Estate Ser-
vices Inc., Dallas, a division of the
First American Corporation. This
database, encompassing more than
3 million commercial properties of
less  than $5  mi l l ion in  va lue ,
archives all U.S. property sales
and mortgage transact ions as
recorded in county tax assessor
offices nationwide. Boxwood also maintains a similar data-
base of transactions on larger properties.  

The First American–Boxwood database reflects an ongoing
effort to quantify the size and activity levels of this small-
property market principally for the benefit of lenders. There-
fore, though we catalog property sales and loan transactions
for more than 200 property categories, we focus on the major
property types that are typically financed by commercial real
estate lenders and small-business bankers. 

Many of these small-balance loans are secured by owner-
occupied properties, single-tenant facilities or buildings run
by individuals as a single investment. The building types
include office, industrial, retail and multifamily, plus a gener-
ic commercial land-use type. The commercial category, which
includes hotels, motels, medical buildings and public storage
facilities, is also the designated classification for more conven-
tional office, retail or industrial properties in a minority of
U.S. counties and states. The dominance of the generic com-
mercial sector is depicted in the database categories shown
in Figure 1.  

Reasons for anonymity
There is no doubt that small-balance lending is big business
for participants. Nevertheless, the small-loan market has
been difficult to quantify and, thus, has remained in relative
obscurity. Perhaps the major reason is that, unlike main-
stream markets for commercial and multifamily mortgages,
small loans lack a secondary market for loan packaging and
purchases. Also, small-loan securitization programs to date
have been slow to develop. Such arrangements would
increase visibility. However, the challenges to an efficient
secondary market for small loans (including a lack of corre-
spondence between underwriting costs and the value of the
properties that can support those costs) are sizable and well-
recognized within the industry. 

A second reason for low visibility is the significant frag-
mentation of the market. Despite the extensive geographical
footprint of many national lenders, small-loan lending still
remains a very local and relationship-oriented business
characterized by thousands of individual commercial banks,
thrifts, savings and loans, and mortgage bankers and bro-
kers. Lender concentration is simply not a factor in this
marketplace. 

As shown in Figure 2, the top-ranking lenders command
only low single-digit market shares. Note also in Figure 2
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that “private party” heads the list. This reliance on private
individuals and seller financing is a widespread pattern
across the country, reinforcing the fragmented state of the
marketplace while further hindering a consolidated view.   

A final reason for the scarcity of mortgage-market intelli-
gence is that lenders generally have not demanded it. Grant-
ed, for their part, third-party vendors have been tardy in step-
ping up to the plate because of various data challenges in
processing and synthesizing public loan data. Nonetheless,
one might assume that in a marketplace this large—equiva-
lent to the size of the $100 billion U.S. consumer electronics
market or, alternatively, total annual domestic pharmaceutical
sales—more lenders would be motivated to capitalize on mar-
ket-research resources as participants in other significant
industries routinely do.  

Such actions are likely to lead to more profitable lending,
and the formulation and delivery of new financial products
and services to borrowers along with it. Next we would like
to discuss a number of the traits and trends of the small-loan
market that illustrate its depth, distinctiveness and potential.  

Market attributes and activity
The small commercial real estate property market is exten-
sive. Boxwood Means and First American Commercial Real
Estate Services tracked $64 billion of commercial real estate
originations during the first half of 2005, comprising small
commercial mortgages and business real estate loans at less
than $5 million apiece. In 2004, the most recent period for
which full-year figures are available, total production was
$127 billion. By contrast, total domestic issuance of CMBS
issued in the same period was $94 billion as recorded by the
Commercial Mortgage Securities Association (CMSA), New
York. Clearly, the small-balance market is big business, and
the capital flows reported here expose a vigorous pulse of
retail investor and small-business real estate activity.  

Pumping up the volume
Originations in the small-loan space are routinely heavy.
There have been five consecutive quarters of production
exceeding $30 billion. As shown in Figure 3, the growth has
been quite stable. 

The $64 billion of originations in the first half of 2005 is
2.6 percent higher than production totals in the similar peri-
od last year. Volume in the second quarter of 2005 alone was
nearly 14 percent greater than the previous quarter. In this
latest period, refinance loans increased by 20.5 percent, while
purchase mortgages rose 2.7 percent. Overall, refinance activ-
ity, at 67 percent of total production, swamped total origina-
tions in the latest quarter as property owners successfully
monetized their investments in what has been a favorable
interest-rate environment.  

The stable year-over-year origination figures are unlikely
to invoke comparisons with the frothy conditions that
occasionally accompany discussions about the larger com-
mercial mortgage market. Yet, this smaller market has not
attracted the same degree of institutional interest associat-
ed with the larger commercial market. The proverbial “wall
of money” that has inundated the real estate capital markets
has not as yet disrupted the dynamics of the small-loan mar-

ketplace. Instead, the strong volume appears simply to
bear witness to the very robust, albeit provincial or internal,
demand generated by small-property investors and small-
business owners.  

As shown in Figure 4, the generic commercial category
accounted for the highest volume in the second quarter at
$10.1 billion, or nearly 30 percent of the total loan pro-
duction. Multifamily followed at 24 percent, industrial
and retail at 19 percent and 18 percent, respectively, and
then office at 9 percent of total volume. Note from the fig-
ure that heavy refinance activity was uniform across all
property types. 

While origination volumes have been stable over the last
several quarters, the size of the average loan has been steadi-
ly growing (see Figure 5). Overall, the mean small-balance
loan size was $740,000 in the second quarter of 2005, up 8.5
percent year-over-year. The value of refinance loans increased
more, by 11 percent to $836,000, while average purchase
mortgages climbed 4.9 percent to $599,000. 

As noted earlier, the small-loan space is typified by thou-
sands of lenders without significant market-share. However,
there do exist unambiguous top geographical markets for
originations. In fact, the top 10 U.S. counties account for
almost 30 percent of total production. Not surprisingly, these
counties encompass some of the largest metropolitan areas
in the country. The top five counties for loan volume, includ-
ing three in California, are depicted in Figure 6.
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It may seem obvious that lenders should have a presence in
such top-ranking markets for small loan originations. Yet,
employing proprietary metrics to produce a “Market Attrac-
tiveness Index,” Boxwood suggests that any lender’s market
potential is a function not only of a market’s annual origina-
tion yield, but also a number of other important factors. These
other factors include local lender concentration, the composi-
tion of the industrial and employer base, and other econom-
ic, demographic and real estate considerations. Such an index
is useful to lenders in setting production goals in existing ter-
ritories as well as formulating expectations before entry into
new markets. 

Property sales proliferate 
Based on the robust finance market, it comes as no surprise
that property sales activity among small-retail investors and
owner-occupants is also extensive. In 2004, more than 75,000
commercial and multifamily transactions accounted for $53
billion in sales. Through the first half of 2005, sales volume
was slightly ahead of that pace, with roughly $27 billion of
properties trading hands and prices on the rise (see Figure 7). 

This sales activity is estimated to represent only 20 per-
cent of annual dollar volume in the larger ($5 million–plus)
market based on third-quarter 2005 figures compiled by

Real Capital Analytics Inc., New
York. However, the massive flow
of  modest - s ized  t ransact ions
underscores the vitality of com-
mercial real estate on Main Street,
as well as its peculiar focus on the
discrete business and investment
needs primarily of individuals and
modest-sized firms. 

The active transaction volume
also confirms the common percep-
t i o n  t h a t  m a ny  i n d i v i d u a l
investors and “mom-and-pops,”
l ike  their  counterparts  in the
institutional realm, have con-
verged on this asset class as an
alternative investment to relative-
ly low-yielding stocks and bonds.
Multifamily properties, which
tend to be especially attractive to
new or part-time real estate investors, accounted for the
largest percentage of sales at 29 percent. 

Clearly, the market of small investors plays to a different set
of needs and wants than the institutional segment. For
instance, institutional investors aggressively bought office
properties in 2005 as market fundamentals slowly improved.
In contrast, the small commercial property market tends to be
less focused on more complex or management-intensive office
properties, and more on multifamily and other categories such
as single-tenant properties popularized through tenant-in-com-
mon and tax-deferred real estate exchange programs. 

Financing gap
In the wake of strong property sales, the level of purchase
financing is instructive. As noted, private individuals and sell-
er financing are quite prevalent in this market. What is per-
haps more surprising is that across all property types, only
78 percent of small-property sales included debt. 

We might expect that low sales prices relative to the insti-
tutional market, as well as tax considerations, might induce
many all-equity deals. However, other issues such as access
to financial information on the property or borrower, gener-
al credit availability, borrowing costs and specific building
uses appear to be key factors limiting the mortgage penetra-
tion rate. 

This sizable mismatch between property sales and financ-
ing signifies market inefficiencies that astute lenders likely
will want to further ferret out and exploit. 

Loan composition
The degree of leverage on small loans is also distinctive. Over-
all, 70 percent of purchase loans in aggregate were originated
with loan-to-value ratios (LTVs) of 75 percent or more in the
second quarter, with 28 percent of originations with LTVs
exceeding 85 percent. Borrowers of commercial and industri-
al properties obtained the highest leverage on average, while
multifamily and retail properties received the lowest. 

The fact that small-loan originators frequently rely on the
personal credit strength of the principals, often obtain full
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personal recourse and, like the institutional market, are
blessed with extremely low loss rates, are additional factors
supporting this degree of leverage. Having said that, these
leverage levels are shifting downward, even as the small space
remains heated. Overall, leverage in the highest bracket (LTVs
at or above 85 percent) has decreased four percentage points
since the second quarter of 2004, with commensurate increas-
es in the share of LTVs at lower ranges of debt levels. 

As we know, leverage in the institutional market is even
greater than what we see in this small-loan market. In addition,
whereas the large mortgage market heavily relies on floating-
rate and other adjustable-type loans, fixed-rate loans predomi-
nate in the small market at 71 percent of all deals. Borrowers
with a long-term mentality have perhaps been the exception in
the institutional market, but for the small-property investor,
fixed-rate terms are still the rule. It points once again to the fact
that the small-property market attracts a different type of play-
er—often the single investor or small-business owner—who
typically operates with a buy-and-hold strategy.

Final thoughts
The research on small commercial properties by Boxwood
Means and First American Commercial Real Estate Services
has uncovered a vast, and heretofore unplumbed, marketplace
of sales and loan transactions. With its exposure, we glimpse
not only its broad expanse, but also the inefficiencies, frag-
mentation and disparities in lending practices compared with
the larger institutional market.  

The idiosyncrasies of the small-property market have

implications for market partici-
pants as well as the general public.
For lenders, we can anticipate that
these players wil l  continue to
expand their outreach to small
investors and small-business real
estate owners, create new capital
market initiatives and strive fur-
ther to wring out existing market
inefficiencies. In these efforts, ben-
efits will accrue to the public at
large because small commercial
properties tend to house small
businesses and owner-occupants
that have proven to be a primary
driver of U.S. employment growth.

Continued research on small-
loan activity can increase market
transparency and support the role of lenders in financing
small-property investors and small-business owners’ real
estate needs.  MIB
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