
Michael Allen and Imran Thobani

Valuation Issues for an 
Evolving Housing Market 



Valuation Issues for an Evolving Housing Market | 1

Introduction
This is not your father’s, or even your grandfather’s, commercial housing real estate market. 

This white paper addresses the potential evolution, and likely changes, to the U.S. residential 

income property market, as well as any resulting valuation or property tax challenges after 

the 2008–2012 recession. 

We specifically address the following:

  What has changed in the U.S. housing market as a result of the 2008–2012 crash and 

the robust recovery since then?

  Can current residential market investors monetize their already “locked in” recession 

profits and then recycle them at similar yield rates? If the party is over, where will the 

money go? 

  Are there any new housing investment vehicles that can assist in this repositioning of 

equity? 

  Are these new investment vehicles sustainable and national in scope so as to offset 

compressing conventional apartment cap rates as they approach base inflation levels? 

  Where will today’s residential investors turn to create/preserve their investment yields 

with such low cap rates being paid for housing, and in particular Class A apartments in 

top-tier markets?

  What will be the impact of the Federal Reserve’s relentless drive towards interest rate 

hikes, and how will its actions impact residential investment yields? 

  What are the property tax and valuation implications arising from these new classes 

of residential investment properties? How do you value and/or underwrite them? Are 

they a fad or a long-term investment opportunity?
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“A funny thing happens in real estate. When it comes 
back, it comes back up like gangbusters.”1 
Barbara Corcoran



Causes and Results of the 2008–2012 
Recession on Residential Properties
There are many reasons for the most recent recession and collapse of the commercial real estate 

[CRE] market. It was a “perfect storm” for the financial markets that were awash in cash that 

had to go somewhere. Wall Street banks, their clients, and their regulators failed to understand 

that they were selling a high-risk, poorly secured, and opaque investment opportunity that 

nobody really understood, and which was not fully secured by identifiable assets that could 

be foreclosed. Many were blinded by, and focused primarily on, the huge fees being earned in 

selling bundles of collateralized mortgages backed by assets that were far less credit worthy 

than the instrument being peddled ever disclosed. Everybody assumed that someone else 

in the chain of monetizing these instruments had done their due diligence. That was a bad 

assumption, and when the house of cards finally fell, there were actually few hard assets to 

recoup against. Some legendary financial houses, like Lehman Brothers, went under; others were 

forced to merge. The number of big banks actually has decreased, and the specter of “too big to 

fail” will be even more evident in the next downturn. Few were punished or went to jail. 

When the Ponzi scheme came crashing down, and the curtain was pulled back revealing 

that there was no “there, there,” the CRE market fell fast and hard. Institutions failed or were 

restructured. Many investors were wiped out, and we were plunged into recession.

Yet despite this rapid and fierce meltdown, we find ourselves today with an overall CRE market 

that has rebounded so strongly that it is as though there had been no recession just a few short 

years ago. It is like waking from a bad dream, with only a fading memory of a scary moment. In 

fact, for most classes of CRE in the U.S., we are back to similar or even greater valuations than 

even pre-recession, which in turn had been at all-time highs. The underwriting criteria have 

once again become so aggressive that their assumptions are hard to fathom and be credible. 

In no segment of the CRE market is this extraordinary value explosion more evident than 

residential income-producing properties. That is what we used to call generically the “apartment” 

market, but it is morphing into something quite bigger and different as a result of these market 

pressures and conditions. We now have fewer but larger investment institutions funding CRE 

deals with cheap capital for both equity and debt that require just a few yield points to attract 

new investors. It seems that if you can offer an investment that barely covers core U.S. inflation 

rates, you will have a line forming around the property ready to invest. 

Government has failed to put any effective regulations on this new round of investing and even 

encourages the U.S. to regain its status as the safest and best investment situs in the world. 

Accordingly, there has been a flood of new “flight capital” from around the world in U.S. CRE, 

driven in part by Swiss and other foreign banks now charging significant negative interest on 

cash balances held in their banks. It used to be gold that was considered too costly a long-term 

conservative investment because it had holding costs and generated no revenue. But that 

looks pretty good when banks are charging interest to access your own cash. What also looks 

good is U.S. CRE that can provide a positive yield and cover inflation. When added to a potential 

currency play from a rising U.S. dollar, it is not surprising that the market in U.S. residential 

properties has once again become overheated and seems to be approaching “bubble” 

proportions in some submarkets, like the residential condominium market in South Florida.
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Why is U.S. residential real estate 
leading the recovery pack?
Even though the recession is over and employment is recovering, few folks are doing better, 

and the corporate motto of “do more with less” continues unabated as a means to enhance 

corporate earnings even if top line revenue is not actually growing that fast. Employees are 

making less than they were pre-recession. The amount of their paychecks that they have to 

spend on housing is creeping up past the one-third mark into the danger zone. Investors 

paying top dollar for apartment properties are driving rent increases as investors try to 

achieve their rosy projections once they win a deal.

Tightened mortgage lending criteria have had a dampening effect on both home buying 

and new construction, resulting in fewer qualified buyers being in the market and creating 

a flood of new potential renters to chase a static rental housing pool. Overall, supply and 

demand in the U.S. residential rental market is now significantly out of balance as we move 

away from the traditional single-family home ownership as the measure of success in 

obtaining the American dream. The stigma of being a renter is diminishing and is fueled by 

a flight from suburbia to urban cores driven by empty nesters that are living and playing 

longer, coupled with a concentration therein of the better paying new jobs.
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What is new in the U.S. housing market 
as a result of the 2008–2012 crash and 
the robust recovery since then?
Everyone knows that commercial real estate [CRE] has undergone a dramatic comeback from 

the 2008–2012 market crash. Consequently, we are generally back to prior 2005–2007 CRE prices, 

which in turn reflected all-time CRE highs for most property classes. Amnesia is beginning to set 

in as to why we had the Lehman Brothers inspired 

crash in the first place and what they and the other 

instigators did to create it. Within the overall CRE 

investor universe, residential income properties have 

led that recovery, suffered less during the worst of it, 

and remain, after more than ten years as the preferred 

CRE investment vehicle for many investors. 

That investor class is as diverse as institutions/funds, 

real estate investment trusts [REITs], local mom-and-

pop investors, and increasingly foreign investors. Size 

does not seem to matter as long as the properties 

are at least big enough to justify onsite or central 

management [e.g., 30+ units]. The larger the property, 

the more the investor class diverges and concentrates. 

Multifamily remains the sweetheart investment 

among all commercial real estate investments 

because of relatively short-term lease commitments 

and an owner’s ability to mark the rent to the market 

at least annually. 

Interestingly, location seems to matter less for residential properties now than other CRE types 

because the demand for housing seems to be broader and deeper nationally. Instead of the old 

CRE cliché that the top three things driving real estate values were “location, location and location,” 

that mantra seems to have been replaced by “jobs, amenities, and work/life balance.”

Although, local housing demand is directly linked to local employment opportunities and job 

stability. This has been aided by stabilized housing demand in a recovering economy, with national 

unemployment that now reportedly stands at less than 5%+/-, at least amongst those who are 

still looking for work, and with significant regional variations like those primarily engaged in the 

oil and gas business. Many housing units are currently available in Alaska, North Dakota, and 

parts of Texas, but generally, if there are jobs, there is demand to rent and for investors to buy 

residential properties. Conversely, if there are no jobs locally, we are back to a “Grapes of Wrath” like 

immigration because today’s labor markets are much more volatile and mobile. 
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“By 2003, every fool was getting into real estate. The 
checkout girl at my local supermarket handed me 
her newly printed real estate agent business card.”1 
Robert Kiyosaki 

“The Nasdaq bubble and crash were followed by the 
real estate bubble then subprime crash, which led to 
the unprecedented printing of trillions of dollars in 
an attempt to prevent a global depression.”1 
Robert Kiyosaki 
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What is the impact on home value 
growth? 
There is definitely a correlation between the impact of a recovering economy on demand 

for housing—be it rental or ownership. It would be misleading to suggest that the overall 

demand in rental housing has not been mirrored by a similar increase in demand in single-

family housing. 

The following data from the U.S. Zillow Home Value Index for March 2016 provides some 

compelling data in the overall increasing housing demand in the U.S. 

In March, the median U.S. home value rose 0.4% from February, according to the Zillow 

Home Value Index. U.S. home values have grown on a year-over-year basis for 45 straight 

months. While home values have been growing consistently for four years, lately, the pace of 

growth has picked up after a yearlong cooling-off period from spring 2014 through spring 

2015. The post-bottom pace of annual home value growth peaked at 7.9% in April 2014 and 

then slowed in each of the subsequent 12 months, reaching a low of 2.7% in April 2015. 

Annual home value growth has since been higher than the month before in ten of the past 

11 months, before falling in March to a 4.8% pace, from 4.9% in February.

While annual growth in this range is largely sustainable and not much to worry about on 

its own, this uptick in growth bears watching as the spring home shopping season heats 

up—especially in light of the rapid growth and limited inventory issues noted earlier. If home 

values begin growing too much, too fast, many more buyers risk getting priced out of the 

market, which has a number of trickle-down effects. One of these impacts could be felt in the 

rental market, as would-be buyers are stuck renting for longer, keeping apartments occupied 

that may otherwise go to newly formed renter households and contributing to upward 

pressure on rents themselves. Another impact could be continued deterioration in home 

affordability overall if growth in home values outpaces income growth.

Home values in 25 of the nation’s 35 largest metro markets grew faster year-over-year than 

the nation’s 4.8% annual pace in March. Home values grew by more than 10% per year in 

seven of those large metro markets: Denver [up 15.7% year-over-year], Portland [14.8%], 

Dallas [13%], San Jose [12.6%], Seattle [11.7%], San Francisco [11.5%], and Miami [10.5%]. 

None of the nation’s largest metros experienced annual home value declines in March.



Rents Creeping Back Up
Similarly, Zillow has been tracking increased rent pressure as summarized below. 

The U.S. median rent in March was $1,389 per month [see Figure 2], up 0.5% from February and 

2.6% from March 2015, according to the Zillow Rent Index. U.S. rents have grown year-over-year 

for 43 consecutive months. March was the fifth straight month in which median U.S. home values 

grew faster year-over-year than median rents [see Figure 3].

Similar to home value growth, annual growth in rents in this range is normal and nothing to 

worry much about. However, between August 2015 and February, monthly rents in each of 

those seven months hovered between $1,380 and $1,382, before rising to the current $1,389 this 

month. This $7 per month bump isn’t huge by any means, but does represent a bit of a departure 

from recent trends and could be an early signal that rental growth is picking up again, potentially 

as a result of tightness in the rental market caused by renters unable to find a home to buy in 

their budget. This also bears watching.

Median rents in all but one of the nation’s 35 largest metro markets grew year-over-year to some 

extent, with only Cleveland experiencing an annual decline [-1.2% from March 2015]. Rents grew 

fastest year-over-year in the San Francisco [up 9.9% from March 2015], Portland [up 8.6%], and San 

Jose [up 8%] metros.

Looking ahead, Zillow expects national home values to continue growing, rising another 2.7% 

through March 2017 to a Zillow Home Value Index of $191,257. U.S. rents are also expected to keep 

growing over the next year, at a 2.7% pace through March 2017 to a Zillow Rent Index of $1,426.2 
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Overall Housing Demand
The truth seems to be that for most full-time salaried employees or retirees, if you did 

not buy a house when the money was “free” from 2003–2008, you probably are not in 

the market for a new home now. So overall occupancy levels for apartments should 

remain fairly stable, thus sustaining or accelerating the value of existing rental units. 

Absent significant new construction, rental demand at current levels should remain pretty 

constant, although it may expand in the future proportionally with the economy. The 

government-inspired mandate of greater home ownership through loosened financing 

terms and qualifications looks like a failed experiment that will not be pressed again by 

any new administration/Congress anytime soon. That is probably a good thing given the 

unintended consequences of those policies during the last ten years.

Unlike past market crashes, the 2008–2012 collapse has not been followed by a major 

new construction boom. This typically happens when a CRE market or class of products 

overheats therein, cools off, and then rebounds. As land values rise to their highest 

and best use, equity is created, and that can typically allow developers to tap into new 

financing for development. This cycle has historically resulted in construction lending 

becoming available, as we emerge from the CRE trough, and for new products to be 

built to put equilibrium back into the supply and demand equation. So why has this not 

happened this time around? Other than the condominium market in southern Florida, it 

is hard to find a current region where the old bust to boom to renewed expansion is not 

already in full swing.

The answers are complex. They include more restrictive banking/lending laws and higher 

reserve requirements because lenders from the last recession cycle have remained 

cautious and more cynical than their predecessors [or their regulators are making them so]. 

New banking regulations have cooled the natural exuberance of CRE lenders in this market 

recovery, coupled with higher requirements for presales and deposits for condominium 

developments and pre-leasing of new CRE products, and have so far failed to damper 

overall demand for new housing stock. This in turn has caused residential CRE prices to 

rise and underwriting cap rates to fall nationally. Nowhere is this more apparent than in 

residential income properties.

Obviously, the driver has been an imbalance in the basic supply/demand formula. 

The conventional wisdom states that today more people want to rent than there are 

rental units available, particularly in 24/7 cities where the best paying jobs are located. 

In the high-tech saturated markets, starting wages are increasing, which allows young 

professionals to opt out of roommate settings and rent their individual units, if they can 

find them.

There are other less obvious factors driving increased market demand for housing. For 

instance, it is well established that an improved economy has a direct correlation to 

divorce rates. When the economy is bad and unemployment is on the rise, people tend to 

be forced to stay together, and when the economy is doing well, divorces become more 

prevalent. Such family separations and splintering thereby create multiple households, 

thus increasing the overall demand for housing.
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Additionally, in the past, people waited until they started a family before they moved out of rental 

units and bought their homes. People are now waiting longer to start families and are remaining 

renters longer. This further increases demand for rental housing and keeps vacancy rates lower, 

which is a prime buy signal for many investors. 

Furthermore, the boom in home ownership seems to be over. The Congressionally led effort 

to make home ownership affordable for all [i.e., the chicken in everyone’s pot syndrome] was a 

prime cause of the subprime meltdown and the collapse/destruction of Lehman Brothers, et al. 

Today’s enhanced borrowing standards and mortgage insurance requirements for single-family 

residential and condo buyers have combined to reduce the likelihood of another housing crash. 

Coupled with tougher lending and appraisal standards, the amount of high-risk “free” money to 

buy single-family residential real estate has pretty much dried up except for first-time buyers and 

certain other targeted groups, like veterans.

Further reducing overall housing demand is the fact that the “Millennial” generation seems to 

prefer to live and play downtown near their work. This flight from the suburbs has been enhanced 

by empty nesters leaving their McMansions in favor of condos that they can lock-up and leave 

securely when they travel the world.

All of these demographic changes have kept demand for rental properties high; that in turn 

has sustained investor interest in this CRE class that now produces reduced investment yields. 

In fact, residential income properties have become “institutional” and therefore bear the lower 

yield expectations associated with lower-risk properties. The resulting food-fight frenzy, for which 

competition to buy Class-A apartment buildings has produced, is reflected in the cap rates paid 

on such properties. The lower the cap rate, the higher the value. A cap rate [capitalization rate 

or overall amortization rate] represents the first year return on investment [ROI] on an all-cash 

investment. Net operating income [NOI] underwriting has been aggressive, and many current 

deals just do not pencil out based on current NOI. This means that many apartment deals 

are once again being underwritten based on aggressive assumptions regarding future and 

significant rent increases being achieved, and that introduces an element of risk that is reflected 

in either the selected NOI or cap rate. So if the deals are riskier, then why are they attracting low-

risk underwriting?

This is a recipe for future nonperformance and possible failure. It is this assumption that renters 

will continue to accept ever-increasing rent increases without an incremental increase in 

amenities, services, or quality of life that is driving danger signs among some investors in Class-A 

apartment buildings in the Tier-1 housing markets.

To further muddy valuation models, many CRE investors already have large profits accruing in 

deals that they bought at the bottom of the housing market and recession. Even if their NOIs 

are not increasing, plummeting cap rates automatically create increased value and paper capital 

gains. So there is a growing temptation among many value investors in multi-family to take their 

profits and reinvest them “tax free” under § 1031 of the Internal Revenue Code [IRC] that allows 

U.S. federal capital gains tax to be deferred until the next transaction is realized. If the qualifying 

tax basis stays the same in the new deal and as long as the new purchase is “like property” and 

generally purchased for more, this deferral of federal income tax can go on forever for a long-

term investor.
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Devaluation of REIT stocks below the fair market value of their underlying assets is also 

driving public REITs to sell some or all of their portfolios of Class-A apartment properties to 

take advantage of high demand and to take some profit off the table. One perfect example 

is Starwood’s recent acquisition of a Class-A apartment portfolio for more than $5 billion 

during 2015 from Equity Residential.

The dominating question then becomes: “What do you roll into?” 

What is the point [and shareholder value] in selling your property based on a market 3–4% 

cap rate, which you had previously bought on a 6% + in 2010 and then rolling that profit 

over into a similar or inferior building while paying a 2%–3% cap for the privilege? Why not 

just stay where you are?

Well, some owners have to sell because of how, when, and/or where they get their capital. 

This includes REITs, pension funds, insurance companies, private equity firms, and many 

foreign syndications. Such investments can have defined and predetermined life spans. 

Holding for a longer term is not an option. These deals are often self-liquidating and have 

specific “sunset” provisions and horizons. Therefore, they have to turn over, particularly 

since there are large fees to be made on the reinvestment by fund managers, brokers, 

lenders and the like, which further drives the pressure to cash out and reinvest. So when 

does it make sense to sell the Bentley and buy a BMW? 

Sound like the making of a bubble? Many investors think so, and they are looking for a 

way out.
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Can current residential market investors 
monetize their already “locked in” 
recession profits and then recycle 
them at similar or better yield rates? 
If the party is over, where will the money go? 

So where do these reluctant or forced sellers put their realized gains to get an equivalent ROI? 

Some have moved their focus from Tier-1 and 2 markets to Tier-3 markets. 

© PricewaterhouseCoopers LLP (PwC). Not for further use or distribution without the permission of PwC.

© PricewaterhouseCoopers LLP (PwC). Not for further use or distribution without the permission of PwC.

The above tables show that the criteria being used to purchase CRE have swung back again in 

favor of sellers and that there are now more buyers chasing fewer deals as we exit the recession, 

and the last crash becomes a distant memory. 
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In fact, the next maps show compressing cap rates and how low these rates have fallen 

for existing apartment complexes across the country in both downtown and suburban 

markets. 

© CB Richard Ellis (CBRE). Not for further use or distribution without the permission of CBRE.

 

© CB Richard Ellis (CBRE). Not for further use or distribution without the permission of CBRE.

Other investors are abandoning this overheated competition in favor of new types of 

investment vehicles. These are still in the residential space, but they generate higher yields, 

usually because they bear a greater perceived degree of risk or lack of investor premium. 

This is the “anti-lemming” approach. More acceptable risk brings cap rates and yields up. 
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Are there any new housing investment 
vehicles that can assist in this 
repositioning of equity? 
Have sustainable, national, new residential investment vehicles emerged as 
apartment cap rates approach levels of base inflation? Where will today’s 
residential investors turn to create/preserve their yields with such low cap rates 
being paid for housing, and in particular Class-A apartments in top-tier markets?

To the extent that such alternative investments actually exist today, they can be illustrated by 

considering the following new residential deal categories, namely:

• Single-family rental [SFR] that are individually rented out, 

• Town center “destination” developments, and 

• Microapartments in downtown 24/7 urban markets.

A. Portfolios of SFR

Renting out single-family residences to tenants has existed for centuries. According to the 

National Multifamily Housing Council, there are more than $15 million single-family rental 

households in the U.S. today. One of the newer investment opportunities that has emerged from 

the 2008–2012 recession has been the opportunistic purchase, by both private and institutional 

investors of large portfolios, of foreclosed or surrendered SFRs. Such portfolios were previously 

less common and more difficult to assemble and purchase on a bulk basis, let alone at a discount.

As a direct result of the subprime meltdown, many banks, insurance companies, funds, etc. 

were forced to abruptly dump their mortgage-backed securities [MBS] and/or foreclose on the 

underlying assets that were supposed to be the collateral supporting those mortgages. Once the 

lenders or their successors in interest got title back to these properties, they focused on dumping 

them and getting them off their balance sheets as soon as possible. Unfortunately, this dumping 

was often done at the height of the recession and into an already depressed and crashing CRE 

market. This further depressed the housing market and values, causing new foreclosures, etc.

So many anti-cyclical investors with extra cash on hand started picking up large portfolios of 

SFR located predominantly in U.S. “sand and sea” cities at bargain prices. They did so with an eye 

to basic fundamentals like the pre-crash land values [no one is making any new land!] and true 

replacement cost of existing improvements already built on or in the land [site improvements/

actual house]. Most figured that eventually housing prices would stabilize with the economy 

and job market. Then they could sell off the individual homes from the portfolio at a substantial 

profit. Essentially, their plan was to buy cheap at wholesale and resell at full retail prices when 

the market recovered—a classic buy low/sell high strategy, which is hard to fault if you had the 

available cash during the crash and the ability to hold on until the market turned.

But what are investors to do with these assets during the hold period, which was indefinite and 

hard to anticipate? The obvious answer was to rent them out on leases of one year or more. The 

resulting income stream would pay for upkeep and a modest ROI. Empty houses deteriorate 

quickly and attract vandalism/crime, thereby depressing values in the surrounding communities. 

If you are the main player in that submarket then you need to stabilize it, or you are shooting 

yourself in the foot and will have no end game.
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Many of these large portfolios went into management pools and were rented out. 

The unintended consequence of that strategy is that it created a new submarket of 

rented homes that are actually hard to sell. Fortunately, there has been a strong and 

continuing national demand for such rental homes, particularly if located in nice suburban 

neighborhoods with good schools, convenient retail, functioning infrastructure, and 

reasonable commutes to where the jobs are located. Basically, there is still a demand for 

the Ozzie and Harriet lifestyle, particularly when you have kids and do not have to buy to 

enjoy it. 

So what may have initially been simply a buy low/sell high opportunity 

with a short-hold investment outlook is actually morphing into an 

alternative long-term residential income investment play and new vehicle. 

The end game is to now sell these pooled income-producing properties 

as a portfolio at much higher cap rates than those being paid by the 

lemming like investors chasing conventional Class-A investors [or even 

Class-B or even C investors]. Many of these SFR portfolios are situated in 

Tier-1 and 2 markets. So you get arguably equivalent quantity and quality 

of NOI as compared to traditional conventional apartment investments, 

but at a higher cap rate and lower value. The difference is that one 

investment vehicle groups all of the assets into a single centrally located complex, and the 

other is made up of a large number of individual homes spread throughout a market. 

Whether this is a short-term fad driven by the market correction of the last recession or 

a long-term investment opportunity driven by changing demographics and housing, 

demand remains to be seen. In the short term, it will drain off some equity that otherwise 

might have been competing for high-priced apartment complexes and should give some 

yield relief to dropping cap rates that may be driving the next bubble in CRE.

B. Town Center Developments

CRE is a truly cyclical business, so all you new MBAs out there, beware 

and please study your history. You can expect that what goes up will 

come down and then eventually go back up again. This usually happens 

when supply/demand gets out of balance. It can be triggered by 

government deciding that housing policy should be driven by cheap 

mortgages [2008–2012] or the deregulations of the savings and loan 

industry, so they can compete with banks and get higher yields on their 

deposits [1980s], or doing away with tax shelters for dentists with no recourse loans, which 

are then treated as though it was cash to get allocated portions of depreciation and Net 

Operating Losses [1986]. 

Post-2012 crash, we have seen more conservative lending practices, particularly for new 

construction and development. Pre-sales of 80% with 50% down became typical for new 

condo projects [e.g., Miami]. Lending underwriting has gotten stricter, and the usual 

construction post-crash to increase supply in markets where demand has driven up prices 

has generally not occurred.

What has emerged is a lender preference towards certain types of new projects that are 

thematic and trend setting, in that they address the baby-boomer retirement reality, 

ongoing longevity, and a growing increase and hate of commuter times by Millennials and 

Gen Xers. 

“Now, one thing I tell everyone is learn 
about real estate. Repeat after me: real 
estate provides the highest returns, the 
greatest values and the least risk.”1 
Armstrong Williams 

“To my real estate agent, Chernobyl is a 
fixer-upper.”1 
Yakov Smirnoff 



As the suburb living see a decreased demand, because the empty nest baby boomers want to 

move where the amenities and entertainment are, coupled with Millennials/Gen Xers trying 

to live near their work and/or in downtown cores, a new vision of suburban life has evolved to 

challenge the “leisure world” solution of our parents. We are living longer, healthier, and better 

but are still retiring in our mid to late 60s with longer life expectancy. Because of healthy lifestyles, 

people remain active longer than in the past, and many are committed to delaying their check-in 

to an assisted living facility for as long as possible and instead are opting to indulge in urban 

living as long as they can. 

One solution that appeals to empty nesters and Millennials is the “town center” concept. Such 

developments include retail, entertainment, housing, and office components so that you can live 

near where you work and party. The town center is vastly popular with environmentalists as a 

more ecology green sustainable solution that cuts down on the local carbon footprint. Biking or 

walking to work is “in” and highly desired as a housing amenity and politically correct solution.

Historically, these mixed-use centers typically get sold post development in pieces based on their 

particular use and utility. But there may be growing demand emerging for housing-anchored 

master developments among the investor class. This crossover appeal in some ways replaces the 

golf-course anchored resort/hotel investment. These new developments can be anchored by a 

movie theater and multiple restaurants, with daycare and local retail all close by, as well as office 

and new schools. Municipalities responsible for new zoning and master planned communities 

like this concept of high-density developments as it allows for additional tax revenue without 

heavy infrastructure investments. Such concentrations of amenities can better maintain demand 

for local housing units irrespective of how the economy is doing. They create micro-economic 

clusters that may survive downturns and future CRE crashes better.

Because cap rates tend to get blended together to reflect the different types of real estate uses 

that are bundled in this type of mixed use development, this type of investment may represent 

a new sort of housing investment with built-in risk reduction, but at an overall higher cap 

rate than standalone conventional apartments. That should mean higher yields to investors. 

Investor interest in owning the entire “village” may grow if commercial lenders get behind it, or 

if it becomes a new Wall Street investment darling. By bundling the various uses into a single 

investment vehicle, investors get a higher blended going in cap rate investment opportunity, less 

overall risk and potentially higher returns. The pool of future buyers is also likely to be larger and 

terminal cap rates lower. 

C. Microapartments

These days, pint-sized, “microapartments” are all the rage. Typically ranging between 180 and 300 

square-feet, these tiny apartments are becoming increasingly popular among the young-and-

single set, and even some retirees, seeking affordable places to live in the nation’s costliest cities. 

To many people’s surprise the advent of the microapartment seems to have taken hold and 

is seeing growing acceptance and use among a certain demographic around the world. That 

demographic can be defined by age, political and environmental conviction, lifestyle, as well as 

economic necessity. 

Microapartments are also becoming popular in urban centers in Europe, Japan, Hong Kong, and 

in many cities in North America, thereby maximizing profits for developers and landlords, and 

providing relatively low-priced accommodation for communities with limited housing stock and 

high demand.
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In recent years, U.S. cities from San Francisco to Boston have approved some microapartment 

projects, thereby seeking to address housing shortages in a nation where 28% of all 

households are people living alone, up from 13% in 1960. 

There has been a backlash in some of these cities against the increasing number of these 

developments. In some cities, residents have complained that high-density micro-housing 

changes the character of their neighborhoods, suddenly increasing demand for parking spaces 

and other amenities.

Can you classify it as a “multi-family” property if even a single person can barely squeeze 

into such a tiny living space? So a threshold consideration is whether microapartments are 

inherently the same species of residential dwelling as other types of residential real estate, or 

are they something very different that requires special valuation rules and techniques? Are 

they more akin to student housing, micro hotels, or living on a houseboat?

There are many additional challenging issues related to the emergence and valuation of 

microapartments as an affordable [if not low cost] and perhaps more eco-friendly dwelling 

solution in the most overpriced cities, including the following topics: 

• Is the demand for this type of special housing a long-term solution to larger political, 

cultural and environmental issues facing the most congested 24/7 cities, or is this a 

temporary fad that will be replaced or fade as other solutions emerge?

• Can this be the magic bullet for affordable housing, or does it inevitably lead us down the 

path to even worse quality of housing and life for the least affluent members of society? 

• Is this movement just camouflage for the secret agenda of a small number of real estate 

moguls who desire a higher return on their land investments by getting compliant 

government and politicians to change the rules to allow even greater housing density?

• Will this movement push owners of more conventional multi-family income residential 

properties to follow suit and downsize living areas generally as a way to increase yields on 

a property type that many feel has reached its value zenith? 

• Is the net operating income [NOI] generated by these types of units inherently worth 

more, or perhaps less, than that derived from conventional units, and if different does that 

impact their valuation? 

• Are there any special valuation issues relating to the quality and/or quantity of NOI that 

such properties can generate?

• Do they merit different capitalization rates to reflect greater or lesser risk? If so, how 

should that be determined? 

• Can any rental “premium” paid for a microapartment be counted on consistently long-

term, and is demand going to be constant so as not to affect vacancy issues?

• Will higher occupancy within such a building result in higher operating costs, 

replacement reserves and/or more collection adjustments and losses?

• Is there a non-realty component of value that is inherent in this type of property and 

that requires an adjustment for an extraordinary return on and of the “management” 

associated with their development and/or operation? If so, how do you calculate such an 

“intangible” asset, and is such an adjustment required inherently in every valuation of this 

type of special use property? 
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1. Microapartments are a new and evolving class of residential income property. 

2. Demand and acceptance of such properties as investment quality are still uncertain and 

evolving. For now, they represent more risk than more accepted and traditional multi-family 

properties that have a long and proven track record.

3. Even if microapartments are generally similar to their bigger multi-family cousins, special 

attention needs to be given to what value is sought and what methodology is used in their 

valuation.

4. Defining the type of value sought is critical to obtaining the right answer. Value in “use” will 

typically have intangible assets embedded that may need adjusting for depending on the 

valuation purpose. 

5. Leased fee and fee simple value will vary based on the cost to convert the property back to a 

more generic use. 

6. Overall, the income approach to value and particularly direct and yield capitalization will be 

the better valuation methodologies for microapartments, although cost and sales data can 

be useful checks, if sufficient credible, recent, and local data exists. Income multipliers are 

less useful.

7. Income Approach assumptions must reflect the inflated rent psf, higher collection and 

possible higher vacancy costs, operating expenses especially management fees, and reserves. 

One should also account for higher turnover compared to traditional apartments.

8. Selecting the appropriate risk rate for the cap rate is the greatest challenge in valuing 

operating microapartments because different types of investors will perceive and underwrite 

them differently based on their own subjective investment criteria. 

9. Adjustments to overall value indications for tangible personal property and any embedded 

intangibles must be carefully considered in each case, and such adjustments, if warranted, will 

need to be property and fact specific.

10. The valuation process and resulting value estimates will improve dramatically as more 

microapartment properties are created and then traded. Until then, great caution needs to be 

exercised in their valuation.

11. What are the property tax and valuation implications arising from these new classes of 

residential properties? How do you value and/or underwrite them? Are they a fad or a long-

term investment opportunity?
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Three Approaches to Value 
There are three traditional approaches typically available to develop indications of real 

property value: the cost, sales comparison, and income capitalization approaches. 

Cost Approach 

The cost approach is based upon the principle that a prudent purchaser would pay 

no more for a property than the cost to purchase a similar site and construct similar 

improvements without undue delay, producing a property of equal desirability and utility. 

This approach is particularly applicable when the improvements being appraised are 

relatively new or proposed, or when the improvements are so specialized that there are 

too few comparable sales to develop a credible sales comparison approach analysis. This 

approach may be useful in valuing microapartments due to lack of data available for other 

approaches to value. 

Sales Comparison Approach 

In the sales comparison approach, you analyze sales and listings of similar properties, 

adjusting for differences between the subject property and the comparable properties. 

This method can be useful for valuing general purpose properties or vacant land. For 

improved properties, it is particularly applicable when there is an active sales market for 

the property type being appraised—either by owner-users or investors. Sales comparison 

approach is very relevant in valuing SFR properties due to available data points for 

homogeneous properties. 

Income Capitalization Approach 

The income capitalization approach is based on the principle that a prudent investor will 

pay no more for the property than he or she would for another investment of similar risk 

and cash flow characteristics. This approach realizes that the investor is purchasing the 

present value of a future income stream. The income capitalization approach is widely 

used and relied upon in appraising income-producing properties, especially those for 

which there is an active investment sales market.
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Type of  
Residential Property

Income Approach Sales Approach Cost Approach

Single-Family Rental Secondary Method Primary Method
Only for New 
Construction

Town Center Primary Method Secondary Method
Only for New 
Construction

Microapartments Primary Method Secondary Method Secondary Method



Conclusion
1. Many investors who bought during the 2008–2012 recession have accrued large 

potential capital gains, which they may now have to realize due to pre-agreed 

holding periods and/or fears of a residential housing bubble.

2. The challenge for existing property owners is how to realize embedded gains 

and then reinvest their capital either tax free using IRC Section 1031 and/or into 

an equivalent investment that will produce similar yields as those if the current 

investment were maintained. 

3. Investors who bought into the residential income market after 2008 did so at cap 

rates that are significantly higher than those being offered today. Therefore, in 

order to achieve comparable yields, they must take on more risk and/or inferior 

products. 

4. Various new residential income investment vehicles are emerging, which may not 

warrant the same historic low cap rates as Class-A or B apartment buildings are 

currently commanding.

5. There are concerns as to the long-term demand for these new subspecies of 

residential housing, both from renters and investors. How they are perceived by 

Millennials and empty nesters will be key to their emerging as investment-quality 

properties.

6. In order to maintain or regain higher yields, investors will have to look at riskier 

property types and/or leave the major U.S. 24/7 metropolitan areas.

7. The current yields on Class-A apartments are barely above core inflation and are 

probably being artificially depressed by the amount of institutional capital and 

foreign flight capital that require less than typical returns in order to attract them. 

However, there is much greater volatility in this type of investment capital which 

potentially can make the U.S. residential income housing market less of a safe 

haven and the darling of CRE investors.

8. Single-family rental, town center developments, and microapartments may 

represent the type of new hybrid residential property types that can be supported 

by social and demographic change in the U.S. and which in the short term may 

provide better investor yields than more typical apartment complexes. 
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