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The State of the Markets

It feels a bit like the world is starting to come apart at the seams.

Again.
The EU finally fisolvedd the Gre:
solution just accelerated the d.

children, Portugal and Spain. Global markets should have breathed a
sigh of relief this week, but i

The reality is that Greece is a symptom, not the disease. Look
around this country at the ailing finances of our states, counties and
cities and the story is essentially the same: Bloated budgets, shrink-
ing income and debt burdens that are impossibly high.

Nevertheless, domestic economic data continues to point towards a
recovery, however fledgling and government-supported it may be.

The housing market is just as muddled.

Foreclosures continue to hit record highs, as do defaults on
commercial mortgages. But home price data show improvements
and over 100 people recently showed up to an open house at a
decrepit duplex in a hardly desirable part of Oakland. Foreign buyers
armed with loads of cash are swooping into the market, begging the
guestion of whether our markets are that far undervalued, or if
markets across the pacific are that close to collapse.

Supply remains constrained in most markets, as bad areas recover
before good ones. Buyers, flogged on by expiring tax credits and the
promise that itdéds a great ti
the next boom. If there is one.

These are confusing times, to put it mildly. Well-educated people are
quietly wishing they paid more attention in high school econ class so
they knew how a plunging euro will effect corporate bond spreads
and, ultimately, their jobs.

Yet, despite the imminence of a sovereign credit crisis that would
make the mortgage mess look like a fender bender, there is an odd
calm in housing, like things were so bad for so long the financial gods
woul dnét dare put us through all/l

The good news, however obscured by the deluge of smoking SUVs
and leaky rigs, is that from the depths of chaos, opportunity is
wrought. Last spring, when hope was all but lost, turned out to be the
best short term buying opportunity for real estate in decades, if not
more.

Warren Buffet, still a legendary investor despite his bewildering
defense of credit rating firms, made his name buying when no one
else dared.
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Over the past several weeks, the federal govern-
ment 6s increased scruti
brought complex financial securities at the heart of
the housing market collapse back into the govern-
ment 6s crosshairs. We t
é(planation of not just the case against Goldman
Sachs, but of how these instruments in question,
CDOs, actually work would be valuable.

On April 16th, the Secuities and Exchange Com-
mission, or SEC, filed a civil suit against Goldman
Sachs, and late last week it surfaced that the Jus-
tice Department was conducting a criminal investi-
gagion into the company

Both departments are foc
volvement in setting up collateralized debt obliga-
tions, or CDOs. The charge, and one that on the
surface sounds like a slam dunk for the folks at the
SEC, is that Goldman colluded with a hedge fund
to create a security designed to fail, then peddled it
to unsuspecting investors while the hedge fund
placed huge bets the security would fall in value.

During the boom, investment banks like Goldman
Sachs bought up thousands of individual mort-
gages and packaged them into mortgage back
securities. These securities aggregated monthly
cash flow payments from individual borrowers, then
distributed them to investors based on their risk
tolerances. Risk-averse investors (pension funds,
big banks, insurance companies, etc) were paid
first while more risk hungry investors like hedge
funds, were paid second if there was enough
money left after the first group was paid.

For taking on the risk of being paid second, inves-
tors were paid a higher rate of return.

CDOs function similarly, but rather than aggregat-
ing individual mortgages, they group together mort-
gage-backed securities (stay with us).

CDOs aggregate the payments of individual securi-
ties, whose cash flow is determined by the mort-
gages that make up each one. Investors in the
CDO get in line for payments and are compensated
based on their place in line for cash flows.

The Goldman security in question, called Abacus,
takes this one step further. Abacus was hatched
using a collection of what are known as credit de-
fault swaps, or CDS, and is thus known as a
iSynthetic CDO. o

CDS, for all their complications, are nothing more
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ate this concern, you could buy a CDS that guar-
anteed your investment
make good on its bond payments. The seller of
that CDS (think insurance company) only has to
pay if GE stops making its payments. So, if news
were to break that GE were running out of cash,
the insurance would go up in cost (value) since
bond holder protection would be in high demand.

An investor in a synthetic CDO is paid from
premiums collected from CDS buyers who want to
bet that the securities protected by the CDS de-
fault, thereby increasing the value of their invest-
ments in the CDS (get all that?).

So, here you have two sides of the trade. Syn-
thetic CDO buyers hoping the underlying securi-
ties keep paying and that CDS buyers keep pay-
ing their premiums vs. CDS buyers who hope the
underlying securities fail, thereby pushing up the
value of their protection.

Since CDS contracts do not require that the insur-
ance seller (or buyer) own any of the underlying
securities, these devices were essentially high risk
gambling devices, where many gamblers made
large sums of money at the expense of other gam-
bl ers. Clear as mud, ri
these often opaque securities got out of control.

At issue is if Goldman, as issuer of the security,
made proper disclosures to buyers about the na-
ture of the security and who designed it.

And while itbés easy
Wall Street Greedo
serve their share of the blame for blindly buying
what they were told was good quality.
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Around the Bay: Local News Bites

Silicon Valley Defies California Gloom
(Silicon Valley Business Journal)

Even though consumer confidence in California has fallen to a historic low, Silicon Valley

residents remain some of the countryds mor
Sentiment registeredanal-t i me | ow of 68.8, five points
con Valley, on the other hand, came in at
are better off now than they were a year a
worse off next year at this time. So, even though Californians think the current situation gen-
erally stinks, by in |l arge we dond6t think

(Read more here: http://tinyurl.com/ciriostrendsmay1)

Calls for a Bottom in Commerci
(Cornish and Carey Commercial Real Estate)

A growing consensus is emerging that despite fears of a collapse in commercial real estate,
the market may be quietly healing itself. In its latest quarterly survey of San Francisco com-
mercial real estate activity, brokerage Cornish and Carey reported that Class A asking rents
inched up by 0.4% from the previous quarter. A smidgen indeed, but this marks the first Q/Q
increase since the market peaked in Q2 2008. Even though unleased inventory still appears
massive when you look at the data, most of it is concentrated in vast, empty swaths of space.
Smaller chunks and premium view space are in limited supply and deals are on occasion
seeing multiple bidders. Recovery? Not yet, but investors are licking their chops.

(Read more here:_http://tinyurl.com/ciriostrendsapril2)

Are Mortgage Backed Securities Back?
(San Francisco Business Times)

For the first time in almost two years, investors placed bets that mortgages not backed by the
government were a good investment. Redwood Trust, a Mill-Valley based real estate invest-
ment firm, issued and sold the first private label jumbo mortgage backed security since 2008.
The deal, small by bubble-craze standards, consisted of 255 mortgages issued by Citigroup
for a total deal size of $222.4 million. The secondary market for mortgage backed securities
not insured by Fannie Mae or Freddie Mac has been literally non-existent, as investors have
proven unwilling to buy debt without Uncl e
deal, adding more fuel to optimists fire, was over-subscribed.

(Read more here: http://tinyurl.com/ciriostrendsmay3)

Foreclosures Continue Steady March Upwards
(San Jose Mercury News)

For all the signals that the housing market may actually be improving, that nasty fly in the oint-

ment, foreclosures, just wondt go away. Dej

problem, foreclosures in Santa Clara County rose 72% from a year ago. This trend is being
echoed around California and indeed the country, where foreclosures, the market clearing
mechanism everybody loves to hate, continue to plague local economies. One bright spot,
however, is that investors are stepping into the market. 4,000 homes were sold directly to in-
vestors at auctions - up almost 4-fold from 2009.

(Read more here:_http://tinyurl.com/ciriostrendsmay4 )
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AnPrices

essentially
plateaued
since the
precipitous
drop in
2008.

Zip Code Spotlight - Los Gatos - 95032

This monthdos zip code sgja Sunnyvale Alum Rock

edly high end area of the San Francisco Penin- Santa Clara San Jose Joseph D

sulai Los Gatos. Lot Gatos is a suburb to the Cupertino R ‘ Sunol:Midtown County
\ 280/ -

scHt t of San Jose, known for large, secluded Willow Glen Evergreen

lots at the very high end of the pricing scale. Campbell Seven Trads

quking aF the sales _activity.graph below, tr_le first Rock Saratogi

thing that jumps out is the high price: Running dark

average prices peaked at over $1.5 million in Voe

2005. In fact, for clarity, this graph cuts off sales

above the $2 million level even though homes still Sierasyul  Almaden

regularly sell above this level. RegioGI1| Quicksilver, ~ Coyot

Open S#ice County Park Coun
The next item worth mentioning is the 30% drop Hills

in prices this area experienced in the space of

only around six months. As we have so often seen, this cliff drive in prices corresponded with a spike in
available supply. Interestingly, the price dive appears to have preceded the supply spike, as it usually hap-
pens the other way around. Also, a 30% drop in prices in this short of a time span is pretty unusual for this
type of luxury market. This evidences, among other things, the extent to which aspirational buyers were
reaching for a Los Gatos address, only to have reality quickly set in when the bubble burst.

Another item worth noting on this graph is that supply remains elevated above traditional levels for this area,
and that prices have essentially held steady since the precipitous drop in 2008. Does this mean this high
end market is consolidating for another leg down? Only time will tell, but the folks here at Cirios Real Estate
are watching luxury markets like these with baited breath to see which way they go.
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