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Abstract 
The best jobs are increasingly located in the largest city centers rather than in the suburbs. Young professionals are 
increasingly choosing to live in centrally located urban neighborhoods for a number of reasons: improved safety, access 
to parks and cultural institutions, and decreased reliance on cars and long freeway commutes in favor of public transit 
and walkability. As a result, the dense urban centers of California’s “gateway” cities — Los Angeles and San Francisco — 
are seeing a surge in property investment and redevelopment: not only large-scale developments, but also many smaller-
scale projects. The developers of these smaller projects have limited access to bank financing, presenting an opportunity 
for nimble investors and fund managers who understand this business, and can provide the capital developers need, when 
they need it. 

 
Young Professionals Choose Dense Urban 
Centers Over Traditional Suburban Sprawl 

A recent article in The Economist entitled, “Leaving for the 
City” explains how many large American companies are 
moving their headquarters from the suburbs to the downtown 
area of the largest cities [1]. This trend is evident in 
San Francisco, where I myself lived in the early 1990s.  

At that time, San Francisco featured a small urban core called 
the Financial District. Today, the Financial District is very 
quiet compared to the technology hub south of Market Street 
where development has exploded, bringing with it tens of 
thousands of new jobs. Much like New York City in recent 
years, San Francisco’s density is increasing. The influx of 
many ambitious, talented people creates a “virtuous cycle” 
that attracts even more new residents, who in turn bring new 
ideas and energy to the city each year. 

During California’s post–World War II boom years, new 
homes and apartment buildings were built in the suburbs. 
With each passing year, development sprawled further from 
the central business district. In Los Angeles, developers 
transformed the San Fernando Valley from orange groves 
into neighborhoods and subdivisions, and when that area was 
fully built out, development moved up to the Santa Clarita 
Valley. 

Figure 1 depicts a residential subdivision that is 
representative of this model of development. Homebuilders 

that built these sprawling projects grew into successful, large 
Fortune 500 companies by perfecting the business of 
manufacturing and selling homes in planned communities, 
often in distant suburbs. 

 
Figure 1. Suburban sprawl was the norm for several decades. 
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Growth Has Outpaced Infrastructure, and 
Traffic Has Passed the Tipping Point 

Figure 2 shows how the Los Angeles freeway system in 1968 
has barely changed in the past 48 years. However, in that same 
period, Los Angeles County’s population increased from 
7 million residents to more than 10 million today. Plans for a 
more expansive freeway system envisioned in the 1940s never 
materialized due to opposition in the 1970s. As a result, the 
system was inadequate to efficiently handle 1970s traffic, 
much less today’s freeway gridlock after decades of growth. 

The result of this mismatch between planning, population 
and freeway capacity is that traffic has reached a tipping point. 
For a homeowner in Santa Clarita who works in Century City, 
the 31-mile commute to work now takes anywhere from 
about an hour during off-peak traffic, to more than two hours 
during rush hour, one way.  

Drivers Fatigued by Long Commutes Seek to 
Improve Livability by Relocating 

The phrase “drive until you qualify” used to describe how-first 
time homebuyers decided where they were able to afford to 
live given the amenities that they desired. Since real estate 
values decline as one moves further from major employment 
centers, and given the assumption that everyone wants a 
home with a yard and a two-car garage, the longer commute 
was considered a necessary tradeoff to experience this 
particular version of the “American Dream”. 

However, at some point the long commute is no longer an 
acceptable cost to bear. Many people think spending  
2–3 hours per day commuting by car is too much. For many, 
there is more value in living in a smaller house or an 
apartment and spending more time with family and friends. 
By electing to live where they can reduce their commute 

 
Figure 2. Today’s LA freeway system remains largely unchanged from 1968, as shown in the map from that period, above. 



 
 

 

How the Urban Renaissance in Gateway Cities Creates Opportunities for Savvy Investors  │  3 
 

times, those who choose improved quality of life have 
effectively enabled the “drive until you qualify” model to, well, 
run out of gas. 

Excessive commute times have put a premium on housing 
located close to major job centers. Fortunately, cities such as 
Los Angeles and San Francisco that are embracing higher 
density are also investing heavily in mass transit such as light 
rail. The result is an emerging golden era for developers with 
expertise in urban redevelopment projects. Just as the  
post–WWII decades provided circumstances ideal for large-
scale home builders to thrive, the coming decades will favor 
smaller-scale developers who have mastered the art of 
developing in a few specific neighborhoods. 

Who Benefits from Urban Redevelopment? 

Urban redevelopment differs from suburban development in 
several ways. First, large parcels of land are almost impossible 
to find in the desirable urban neighborhoods of Los Angeles. 
Though some large-scale development is underway, especially 
next to light rail and subway stations, the vast majority of 
development is smaller in scale. A good example is shown in 
Figure 3, a project at the corner of Sawtelle and Mississippi in 
West Los Angeles. 

Note that there are two separate developments: one several 
months ahead of the other. Both buildings are three stories 
and at least one will feature ground-floor retail with 
residential units above. Many of the surrounding buildings 
are only one-story in height. Los Angeles zoning ordinances 
and building codes allow for a building height of 45 feet, but 
the typical building is much lower; meaning that much of the 
city is primed for redevelopment which will enable more 
people to be housed closer to where they work. 

How Investors Can Participate in Small-Scale 
Urban Redevelopment Projects 

Though the need for urban redevelopment is increasing, 
banks who traditionally lend to developers have experienced 
significant challenges. In short, elected officials hold banks 
responsible, more than any other entity, for causing the 
financial crisis of 2008. As a result, banks are navigating a new 
and complex regulatory regime designed not only to keep the 
financial system safer, but also to hold banks accountable for 
their perceived role in the last housing crisis.  

Figure 4, reported by The Economist [2], shows the post-crisis 
regulatory changes at JP Morgan Chase, whose CEO Jamie 
Dimon describes around 14,000 new rules, regulations and 

 
Figure 3. New three-story development project in West Los Angeles. 
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laws [3]. The chart indicates many additional layers of 
bureaucracy, ranging from multiple governmental agencies to 
internal oversight involving all areas of banking, compared to 
the pre-crisis model which was much simpler and streamlined 
than the new, more complex system. 

When it comes to real estate loans, banks have a very strict set 
of criteria to determine who can get financing. In short, 
potential borrowers must be financially sound and typically 
must have enough liquidity and cash flow to pay off any loan 
from other sources, should the subject property not be sold. 
In other words, if you don’t really need a loan to do a 
particular project, banks are a great source of capital.  

The largest developers have access to capital because many are 
public companies, or have ties to giant pension funds and 
endowments. However as discussed previously, the majority 
of urban redevelopment projects require the specialized skills 
and local market knowledge that only much smaller-scale 
developers possess, but they also have much more limited 
access to bank financing. 

Opportunities and Challenges in Providing 
Financing to Small Urban Developers 

Developers who build or redevelop projects of fewer than 10 
units are frequently capital constrained: meaning, they often 
invest their own equity in projects but also raise additional 
capital through syndications. For the debt portion of their 
financing, some can access bank financing but many use 
private construction loans. 

Investors seeking higher returns may want to provide joint 
venture equity to a developer of these types of projects, 
particularly if the investor can get to know a particular 
developer with a solid track record. A good place to meet such 
developers is a local real estate networking group. For 
example, my company, Arixa Capital, has sponsored a series 
of events that attract developers wanting to learn from other 
developers or meet investors. More information is available at 
http://www.meetup.com/Be-the-Bank-Westside-Real-Estate-
Meetup-Group/. 

 
Figure 4. Regulatory changes at JP Morgan Chase pursuant to the collapse of the housing market vastly increased complexity. 

http://www.meetup.com/Be-the-Bank-Westside-Real-Estate-Meetup-Group/
http://www.meetup.com/Be-the-Bank-Westside-Real-Estate-Meetup-Group/
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Advantages of lending to small urban developers  
for this type of investment include: 

Reasonable Loan-to-Value. As a lender, your margin 
of safety is determined largely by the difference 
between a property’s value and the loan you provide 
on that property. Let’s assume a developer’s total cost 
for a project is $1 million and the projected gross value 
upon completion is $1.2 million. A lender who invests 
$700,000 in that project would have a loan-to-value of 
$700,000 divided by $1.2 million equals 58.3%. In other 
words, in case of default, you, the lender would own 
the property at a discount of more than 40% relative to 
the market value of the property. 

Relatively Short Duration. Loans to small residential 
developers normally have a maturity of less than two 
years. This allows the developer time to build or 
redevelop the property — and either sell the property 
as a whole, or sell the individual units — in order to pay 
off the loan. The shorter the maturity, the less the 
market is likely to change during the course of the loan. 
For example, during the aftermath of the last financial 
crisis, real estate values dropped steadily for four years. 
Even though property values dropped dramatically 
from 2008 to 2012, they only dropped about half as 
much during any given two-year period. In other 
words, when the maturity is shorter, the margin of 
safety is more likely to prove adequate to protect the 
lender from a loss.* 

Attractive Yield. Because small urban projects often 
have strong profit margins, together with a scarcity of 
lenders, the market features relatively high interest 
rates. As of mid-2016, construction and renovation 
loans typically feature interest rates in the 8.5–9.9% 
range. Including origination fees and/or exit fees, the 
total gross return on these loans is in the low double 
digits, which is hard to find in any investment in today’s 
low-return environment. 

Multiple Exit Strategies. For multi-unit residential 
developments, in case of a default the lender has more 
than one option for the investment. After foreclosing 
and completing the project, the lender could sell the 
units individually (assuming the project is built as 
single-family homes or condominiums). Alternately, the 
lender could operate the property as apartments. On 
the project shown in Figure 5 — a five-unit townhome 
project in West Hollywood, California — the lender 
would have attractive cash flow at a cost basis of  
70–75% of actual project cost. 

*In some cases, lenders can make a 12-month maturity loan — particularly if 
the developer wants to refinance a project as it is nearing completion — which 
is an interesting niche in the market at the time of writing this white paper. 

Disadvantages of lending to small urban developers. 
As for any strategy with strong projected returns, there 
are risks with lending to urban developers: 

Construction Projects Are Complex. Taking over a 
project during construction in case of default requires 
specialized skills. The lender must be prepared to 
complete the project and rent it out or sell it to recover 
principal. There may not be a buyer until the project is 
completed. 

Underwriting Requires Knowledge of Construction 
and Development. Unlike a bridge loan on an existing 
building, such as a shopping center or office property, 
a construction loan requires detailed knowledge of 
construction costs to determine whether the project 
will be profitable. 

Development Projects Require Multiple Draws and 
Specialized Servicing. In a construction loan, the 
borrower typically requests multiple draws rather than 
a single funding incident as in most real estate loans. 
The lender must have capital available for each draw 
and must have the ability — either directly or via a 
service provider — to perform inspections, ensure lien 
releases, and disburse funds over time. 

 
Figure 5. West Hollywood multi-unit townhome project. 
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Summary. Each of these challenges restricts the supply 
of construction financing and increases returns for 
those lenders who have the infrastructure in place to 
originate and service this type of loan. Given the 
specialized nature of construction lending, and the 
substantial size of some loans, investors may choose to 
participate in this business by investing in a fund that 
originates and manages a portfolio of construction 
loans. 

 

The risk with providing joint venture equity is that the returns 
are highly volatile. Just as any unexpected increase in the 
market can add to the profit, any cost overruns or market 
downturns can reduce profit or lead to a loss on a particular 
project. 

Another way to invest with less volatility is to be a lender to 
small urban developers. In this model, the investor makes a 
senior loan of about 70% of the cost of a project and receives 
a fixed fee and an interest payment each month until the loan 
is repaid through either the sale or refinance of the property. 
If the property consists of for-sale units such as small lot 
subdivision homes or condominiums, the loan will feature a 
release clause specifying how much of the loan must be repaid 
each time a unit sells.  

Conclusion: The Impact of Emerging 
Technologies 

Urban living is increasingly desirable as a result of jobs 
migrating to the mature neighborhoods of large cities. 
Increased traffic gridlock has put a premium on the value of 
housing that is located close to the best jobs. But just as banks 
have pulled back from lending to small businesses and real 
estate developers, major portions of cities such as Los Angeles 
and San Francisco are ready to be developed in the coming 
decades. Non-bank lenders are filling in the void by 
generating strong income from the interest payments made 

by urban developers on their private loans, and their investors 
stand to gain. 

Just as these trends gather momentum, technology is poised 
to change the real estate landscape again. Specifically, self-
driving cars and the “Uberization” of transportation could 
lead to a reduction in traffic and congestion in the coming 
years. This could change the relative value of urban and 
suburban land, making suburban land relatively more 
valuable again. If a 60-minute commute can be reduced to 
40 minutes, and the occupant of the vehicle can read and work 
in a self-driving car, homebuyers may rediscover the benefits 
of suburban living. More development might then return to 
areas that are 10–30 miles from major job centers.  

I intend to write a future white paper about the effect of these 
technologies on real estate values and development patterns. 
To be notified when this white paper is completed, please 
contact me at jbrzeski@arixacapital.com. 
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