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Los Angeles is infamous for its traffic-jammed freeways. I know about traffic 

from personal experience of travelling on the 405 freeway of “Carmegeddon” 

fame almost every day. In Los Angeles, instead of saying “Interstate 405” or “I-

405” we just say “the 405”—demonstrating the prominence of freeways in our 

lives here.  On some days, travelling the 11 miles from the Los Angeles Airport to 

Westwood can take an hour. 

 
 

The 405 freeway in Los 

Angeles at rush hour. 
 

Those of us who live in West Los Angeles have learned a valuable survival technique about the 405. When 

traffic is really bad, it pays to get off the freeway and take local surface streets. I recall a meeting I had with a 

colleague who recently relocated from Philadelphia. He drove separately and took the freeway.  I got off the 

freeway when I hit traffic and followed local routes I had learned from experience. Although we left at the same 

time, I arrived at the meeting about 25 minutes before he did. My average rate of progress was almost twice 

what he was able to accomplish, because I knew the area well and was able to avoid the congested freeway. 

Something similar is happening in the real estate investment market right now. There is a huge amount of 

money chasing real estate investments. However, for a variety of reasons, most of it is destined to stay focused 

on institutional-quality real estate investments. Institutions (along with opportunity funds and many large family 

offices) prefer to invest in the largest metropolitan areas; in the largest and highest-quality buildings; and in 

commercial properties such as office buildings and shopping centers, rather than in single family homes. 

For those investors with local market knowledge, and without the limitations of investing in large properties in 

major cities, these institutional investments seem inferior from a financial standpoint to what is available in the 

non-institutional segments of the market. 

To demonstrate this point, let’s look at three ways of investing in rental housing in the U.S. The easiest way is 

to buy shares in the largest U.S. apartment REIT, Equity Residential (EQR). As discussed in an article I 

published on Seeking Alpha, EQR is valued at a cap rate under 5%. EQR has about $1.2 billion of cash flow 

before debt service and an enterprise value in the $25 billion range (I have adjusted the numbers to reflect 

EQR’s reduced share price since I published the article). The cap rate is the ratio of these two numbers.  EQR 

features a dividend yield of about 2.5%. 

A more “hands on” investment would be to directly purchase an apartment building similar to what EQR might 

buy. This approach might generate a cap rate of 6%. Meanwhile, truly entrepreneurial real estate investors are 

busy buying homes from banks, fixing them up, and renting them out at an 8% cap rate. In addition to superior 

current income, once these homes are fixed up they are worth quite a bit more than what they cost the investor 

who bought them from a bank and fixed them. These entrepreneurial investors can look forward to substantial 

capital gains when the ultimately sell the homes, even if there is no increase in the market overall. 

Of course the liquidity of REIT shares is worth something. But is it worth the difference between a 2.5% current 

yield on a fully valued asset and an 8% current yield featuring a below-retail-value cost basis? Even after 

adjusting for the fact that one needs to identify and compensate local operators to take advantage of the single 

family home rental strategy, there is arguably a significant arbitrage to be had by avoiding the “mainstream” 

institutional approach to real estate investment. 



To understand why non-institutional investments can provide much higher risk-adjusted returns, consider a few 

key statistics about real estate loans in default. In the U.S. currently, approximately $46 billion of commercial 

real estate loans are considered in default due to missing an interest payment or failing to repay principal on 

time (Source: Real Capital Analytics). This is the pool of toxic bank assets in which many multi-billion dollar 

opportunity funds are searching to find distressed acquisitions. 

Meanwhile the volume of defaulted single family home loans is about $1.1 trillion—more than 20 times the size 

of the commercial defaulted loan market (Source: U.S. Controller of the Currency). And yet, very few 

institutional investors or opportunity funds are focusing on or able to capitalize in any way on this situation. 

Local investors who are buying, fixing up and renting out or re-selling homes that went through a foreclosure 

will make tens of billions of dollars of profit from this harder-to-access market, and they will do so without 

having to compete directly with Wall Street investors. 

I am not advocating that readers of AllAboutAlpha should necessarily invest in U.S. single-family rental homes. 

The point is that better risk-adjusted returns are available to investors and investment managers who take the 

time to find niches in the market that are not yet over-bought. Generally this means niches that are difficult or 

impossible for Wall Street capital to access. Consider this idea next time you find yourself stuck in freeway 

traffic. 


