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Introduction




Institutional Foundations for
Efficient Capital Markets

“Efficient real estate and securities capital
markets require strong public and private sector
cooperation, disclosure of government and
corporate financial conditions, and institutional
and individual investor confidence in financial and
political institutions.”

Lawrence Souza




Nomenclature of Knowledge (Solving Valuation Eqoaji

THEOLOGY Linquistics

PHILOSOPHY Language

LAW Psychology

POLITICS Sociology

PUBLIC ADMINISTRATION Technology

ECONOMICS Telecom

FINANCE Cognition

ACCOUNTING Logic

“The nature of commercial real estate investment isross-sectional in nature,
taking multiple disciplines and approaches to solwvig the valuation equation.”




Yield Curve (Term Structure)
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Commercial Real Estate Valuation —
Income Approach - CAPM

CAPM = E (r) —@— r+ (rp,—re)

@ NOI

~NO! (240 + NOI/(i_—gl
(1K), (1+i),

Michael Giliberto, Real Estate in A Capital Markétsntext.




Fiscal Deficits
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US Budget Deficits

e $11 trillion public debt outstanding, $55 billion in
Interest; Total Debt-to-GDP to reach ~100% by 2015

Crowding Out Effect ~ High Inflation Expectations
and Interest Rates ~ Fiscal/Monetary Policy
Ineffectiveness

e $1.5 trillion annual budget defi¢it$640 billion Per Year for

Irag/Afghanistan Warsl0'-15’; defense budget up 41% sinc
2001

« Budget deficits to total $10 trillion over next ¥6ars.

 Foreigners currently own 47% of U.S. governmentbtd
(China/Japan): China $798.9 bill., Japan $746/5 hilK. $230.7
bill., Hong Kong $140.0 bill., Oil Exporting $188bilI.




Political-Economic Institutional

Analysis




Political-Economic Institutional Analysis

“Over the past 95 years, society and the economy
have  witnessed (great prosperity, wars,
depressions, recessions and revolutions. We have
just withessed a revolution in political-economic
iIdeological thought — from Keynesianism to
Monetarism — and In its wake.....institutional
deconstruction, destruction and market
failure the question Is what social, political
and economic Institutional synthesis  will
develop....and how will history judge us, as a
society, howwill we be remembered.”

Lawrence Souza




PostModern Philosophy Institutional Deconstructiofg

Violations Pluralistic/Democratic Institutional Deco nstruction

Bill of Rights Media Censorship (Inability to Report from W ar Zones)

Media Consolidation of Ownership (Violation 1996 Telecom Act)
Reporter Incarceration (Lack of Shield Laws)

Citizen Eavesdropping and W iretapping (Special Agencies)

Constitutional Private Prison and Legal Systems (Kidnapping/Military Courts)
Rights W aver Habeas Corpus and Due Process (No Legal Representation)

Privatization of Public Property and Goods (Land/Redistricting)
Lack of Environmental Protection and Public Safety (Food/Drugs)

Ammendments Talking of Individual Rights (Late Term Abortion/Contraceptives)
to the Reclassification of Rights (Healthcare Limitations and Coverage)
Constitution
Unification of Church and State (Private Charities/Social Services)
Lack of Government Transparency/Accountability (Executive Privilege)
Taxation without Representation (Monetization of Debt)

“Institutional deconstruction is the dismantling of pluralistic and democratic institutions by
powerful interests within society. The goal is tédeconstruct” these institutions, and replace them
with new authoritarian institutions that enforce and redistribute private property rights to
privileged interests, at any cost.”

Jacques Derrida, Martin Heidegger, Friedreich Mighe, Larry Souza, Et.Al.



The Political Philosophy and Economy of CommerciaReal Estate Investment
Binary Institutional-ldeological Extremes

Keynesian Industrial Policy
Neo-New Deal

* Wage/Labor

e Infrastructure

» Technology

e Institutions/Government

» Equity/Utilitarian

* Production/Manufacturing
* Domestic Comparative Advantages
 Full Employment

e Individual/Social Rights

e Budget Surplus

* Fiscal Policy

* Public Goods

* Regulation

“Progressive Democrats”

Friedman Liberalism

Free Market Capitalism
» Capital

* Interest

» Markets

 Price Bubbles

e Distribution

* Finance

e Services

» Globalization

o Inflation

 Private Property Rights
* Deregulation

» Budget Deficits

* Monetary Policy

“New Democrats/Republicans”

Interdisciplinary/Cross-Sectional Approach to Reslate Market Analysis




The Political Philosophy and Economy of CommerciaReal Estate Investment
Classical Hegelian Dialectical Analysis
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Interdisciplinary/Cross-Sectional Approach to Reslate Market Analysis



The Political Philosophy and Economy of CommerciaReal Estate Investment

Modern Hegelian Dialectical — Modern Application
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Interdisciplinary/Cross-Sectional Approach to Reslate Market Analysis



Greenspan Critique: Labor vs. Capita

Greenspan developed a New Business Cycle thatlgges
financial-capital markets over labor markets.

Major shift to preemptive monetary policy strikesoward
Inflation targeting, and away fronfull employment-real wage
growth targeting(Paul Volcker -> Ben Bernanke).

Foundation of monetary policy was deregulationfirancial
boom in the stock and real estate markets andtifaee, driving

up consumer consumption and debt levels.

Results Cycle marked by deindustrialization, growing tra
deficits, financial-asset market price bubbles, lafol
overvaluation, L-T decline real wage growth, grogvimusehold
debt levels, under investment by business in dagibak

Risks: Fragile economy-recovery, high debt levels, ung
performing labor markets, exposure to financial kear
corrections, moral hazard — Fed intervention touesnarkets

Thomas Palley, Challenge, Nov.-Dec. 2005.




Institutional Impact of
Political Philosophy and Economic |Ideolog

“| found a flaw In the model that | perceived is the
critical functioning structure that defines how the
world works.” Alan Greenspan, Chairman, Federal

Reserve System, House Committee on
Oversight and Government Reform
Hearing, October 23, 2008.

“The housing bubble was a major cause, If not the
cause, of the subprime crisis and the broader
economic crisis we are Now face.” pr. Robert Shiller, Professor of

Economics, Yale University, 2008.

“Never let a serious crisis go to waste. What |
mean by that Is it’'s an opportunity to do things
you couldn’t do before.” White House Chief of Staff, Rahm

Emanuel, November 2008.




Financial Institutional Analysis




Real Estate Supply and Demand Analysis
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Real Estate Supply and Demand Analysis
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Real Estate Supply and Demand Analysis
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Real Estate Derivatives
Capital Market Supply and Demand Analysis
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TABLE 8.1

Balance Sheet of All Commercial Banks, €nd of 1984 (Items as % of Total)

N A T BT AN T T I e W e T R e e S A O O e R VA LR et L A

Assets (Uses of Funds)

Liabilities (Sources of Funds)

(In order of decreasing liquidity)
Reserves

Cash Items in Process of
Collection

Deposits with Other Banks

State and local government and
other securities

Loans
Lommercial ano mousuiail
Mortgage
Consumer
Other loans

Other Assets
(for example, physical capital)

TOTAL

Checkable Deposits 22

Nontransaction Deposits
Savings deposits 17
Small denomination (<$100,000) 20
Time deposits
Large denomination 13
Time deposits

Borrowings

Bank Equ1tq Copitoi **

e Dilution - Equity Issues

» Gov Preferred/Convertible Stock
Purchase

* RMBS/CMBS/GSE Debt/Equity
Purchases

TOTAL 100

e e S e s L (i T e S L VA A i b el R S RCIPR R SR LR B e SR e S LS

Source: Federal Reserve Bulletin.




Reserve Balances with Federal Reserve Banks (WRESBAL)
Source: Board of Governors of the Federal Reserve System
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Total Assets Held by Federal Reserve Bank

Driven Largely by MBS and Agency Purchases
Paying Interest on Bank Held
Reserves with Fed to Limit
Liquidity in System
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Monetary Oversight
and

Re-Regulation
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Financial Re-Regulation (Policy Response)

Macro-Prudential Bank Regulator (Federal Reserve)
» Improved Regulatory Oversight and Risk ManagenReattices
« Use Monetary Policy (Orthodox/Unorthodox) Regulasset Price Bubbles

Implementation of Regressive/Progressive Income &mapital
Gains Taxes (Wall Street Bonuses-Salary/Bank Leeekaees)

Return Glass-Steagall Act (1933 — 1999) — Cdmmn Banks
(Overruled by Gramnrheach-Bliley Act)

Bank Levy/Capital Requirements for Derivativesding (Book)
Required Holding of Collateral by Rating Agenc{&£:P)
Increased FDIC Bank Deposit Insurance Prems (OT00#eC)

Increased SEC/FINRA/Justice-Treasury
Dept/FBI/Congressional/State: Oversight, Investoyga
Prosecution (Mtg/Securities Fraud) — Goldman SaCihXJs)

Goals and Objectives Alleviate Moral Hazard, Adverse Selection,
Principat Aent Problem, Asymmetric Information.
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Recommended Readings

Joseph E. Stiglitz, Freefall: America, Free Marketsand the Sinking of
the World Economy.

Michael Lewis, The Big Short: Inside the Doomsday Mchine

Simon Johnson, 13 Bankers: The Wall Street Takeoveand Next
Financial Meltdown.

Andrew Ross Sorkin, Too Big To Falil

Steve Fraser, Wall Street: Americas Dream Palace
Clyde Prestowitz, The Betrayal of American Prospety.
Pat Choate, Saving Capitalism: Keeping America Stnog.
Judge Richard Posner, A Failure of Capitalism

Kim Phillips-Fein, Invisible Hands.

Jerome Corsi, America for Sale

Timothy Carney, Obamanomics

Naomi Klein, The Shock Doctrine

Daniel Yergin, The Prize: The Epic Quest for Oil, Money and Power
Anthony Downs, Real Estate and the Financial Crisis

David Harvey, The New Imperialisnt Paul Kennedy, Rise and Fall of
the Great Powers Noam Chomsky, Failed StatesNecessary lllusions
and Manufacturing Consent V.S. Soloviev, Politics, Law and Morality

Michel Foucault, Power/Knowledge




NICK ANDERSON




Economic Distress
and

Commercial Real Estate Values




Gross Domestic Product (GDP)

Gross Domestic Product, 1 Decimal (GDP)
Source: .S, Department of Commerce: Bureau of Economic Analysis

GDP = consumption + gross investment + governmenpending + (exports imports)

4/1Q 08/09' =-5.4¢ 64%, worst in 28 yrs.
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Commercial Property Sales Volume (From 2001 to 2009

Commercial/Multifamily Property Sales SBillions

Hotel and Industrial sales lowest on record.
Retail sales up significantly.

Apartment transaction
low $2.1 bil. 1Q09

( 3B%),up25 b %
iIn 2010, multiple
offers, cap rate
compressio

Y

1l

——
[ 1]

2009 Q1 I
7009 Q2
2009 Q3
2009 Q4

BAapartment ORetal Oindusiial BOMoe

Source: Feal Capital Analytics

http://www.mbaa.org/files/Research/DataBooks/4Q0&¢aulyDataBook.pdf




Commercial Real Estate Indices

Fercent Change From Previous Quarter

Rate of decline slowing, could see sligh
positive (capital) appreciation rates in 20
East/West Coast to recover first.

MIT Transacti
Based Index

2005.1 20082 20083 20054 200291 20092 20093 20094

m MFPI m Frice Index mDemand Index

http://web.mit.edu/cre/research/credl|/tbi.ntml
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Commercial Real Estate
Mortgage Delinquency and

Security Defaults




Real Estate Cycle Theory

Market Cycle Quadrants

[Phase Il - Expansien | Phaselll-Hypersupplyl

Falling Delinquency and Defaults Rising Delinquency
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reasing Vacancy
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Commercial Mortgage Debt Exposure

COMMERCIAL AND MULTIFAMILY MORTGAGE DEBT OUTSTANDING E‘En EHAEE
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$3 4 trillion Outstandlng Banks (44%) CI\/IBS (21%)
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R _' Default Risk Exposure
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NS ff per year) coming due, will need to be
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Source: Jim Valente, Kennedy Associates,
Institutional Real Estate Letter, April 2009.
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Distressed Commercial Assets

Volume Increases in 2009 - 2013:

All asset classes rose to record $187 bill Dec 09’, up
$115 bill. from 08’, only 18% resolved, spike in 2011.

Apartment sector significant jump in distressed
properties Jan - Apr 10’: up from $4.9 bil. to $35.8
bill.

Distressed volume % market:
Las Vegas (34%), Detroit (25%), Miami (22%)
Cincinnati (17%), San Antonio/Palm Beach/Cleveland
(14%)
Baltimore (13%), NYC/Pittsburgh (11%)

Sources: Real Capital Analytics and Delta Assosiate




Commercial Mortgage Back Securities (CMBS) Issuance

http://www.cmsaglobal.org/uploadedFiles/CMSA_Sitent¢/Industry_Resources/Research/Industry_StafiSttSA _Compendium.pdf




Fixed Rate CMBS Delinquency Rate 2001 - 2010




CMBS Delinguency Rate 1Q03 —to- 4Q09




CMBS Delinguency Rate 1Q96 —to- 1Q09




CMBS Spreads — Investment Grade vs. 10 Yr. Treasury

Sources: Commercial Mortgage Backed Securities @agon, Quandrant Real Estate Advisors, InstitudidReal Estate Inc. (IREI)




Commercial Mortgage Loan Maturity

http://nreionline.com/news/cre_debt_threatens etgyn®212/




Default Rate Commercial Mortgages 1992 - 2012




Yield Curve







Appendix




Interest (Discount/Cap) Rates




NASDAQ Composite Index (From 1971 to 2010)




Real Interest Rates (From 1981 to 2011)




Inflation Expectations

Source: Energy Information Administration (httpi#/eloe.gov/)




Inflation Expectations
U.S. Producer and Consumer Price Index (PPI/CPI)




10 Year Treasury Yields (From 2008 to 2010)

Deniz Igan and Marcelo Pinheiro, Exposure to Reaktesh Bank
Portfolios, Journal of Real Estate Research, VdNgd2, 2010.

Sources: Yahoo Finance, Chicago Board Options Egideand Deutsche Bank.




Commercial Real Estate
Securities Markets (REITSs)




REIT Equity Stock Index Performance — S&P US REIT Index

http://www.investmentmanagement.prudential.com/medi/managed/documents/pim/Pru_GRES_Feb_10.pdf




REIT Equity Stock Index Performance — Dow Jones

http://www.reit.com/
http://finance.yahoo.com/g/bc?s=REIT &t=my




REIT Equity Stock Index Performance — Dividend Yields

http://www.investmentmanagement.prudential.com/medi/managed/documents/pim/Pru_GRES_Feb_10.pdf




REIT Equity Stock Index Performance — Redwood Trust(RWT)

http://finance.yahoo.com/g/bc?s=RWT&t=2y




REIT Equity Stock Index Performance — AMB

http://finance.yahoo.com/g/bc?s=AMB+Basic+Chart&t=2




REIT Equity Stock Index Performance — Avalon Bay (AVB)

http://finance.yahoo.com/echarts?s=AVB#symbol=AVB;ange=5y;compare=




REIT Equity Stock Index Performance — Digital Realty (OLR)

http://finance.yahoo.com/q/bc?s=DLR+Basic+Chart&t=3




Residential

Real Estate Markets




San Francisco Bay Area Apartment Market




San Francisco Bay Area Investment Market

PO Y Y B G\ R . S

Source: Cassidy/Turley BT Commercial, Investment Biision.




San Francisco Bay Area Total Investment Market

Source: Cassidy/Turley BT Commercial, Investment Biision.




Housing Market — Price Declines

http://www?2.standardandpoors.com/spf/pdf/index/CBidBrice _Release 082562.pdf




Real Residential Fixed Investment

http://www.bea.gov/briefrm/resfi.htm




Lawrence Souza brings to his clients over 20 yehexperience in real estate economic
and financial research experience. Mr. Souza igeantly affiliated with Solari
Investments, LLC. Mr. Souza has also held senasitions as Managing Director-
Index Services, Charles Schwab Investment Manage(@38IM); Chief Real Estate
Economist and Director of Index Services, GlobaalR&nalytics (GRA); Director of
Research for BRE Properties, Inc. (REIT) in Sann€isco and holding Senior
Market/Research Analyst positions at Metric Insitinal Realty Advisors and Mellon-
McMahan/MacFarlane Realty Advisors, and marketaesgepositions at Norris, Beggs
and Simpson and Grubb & Ellis commercial brokerdge.Souza combines traditional
fundamental real estate economic and market rdsedth fundamental and technical
financial and capital market research and investragategy. This combined approach
allows for the tracking and forecasting of econgmaal estate and financial cycles and
efficient portfolio construction, optimization andk management.

Mr. Souza has undergraduate degrees in Econom&sdBd Business Administration
(BS) with concentrations in Accounting, FinancenBag and Real Estate; and holds
master's degrees in Applied Economics (MA), Findmsestments (MS), Public
Administration (MPA), and Information Systems (M3I8&Ir. Souza has been teaching
Modern Real Estate Principles and Finance sinc® ¥@th an emphasis on real estate
in a modern portfolio and capital markets conteatd the institutionalization,
securitization, internationalization and technakagion of real estate markets and
products.










