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MARKET RECAP

Foreclosures were the leading story this past week — leading because they were
alarming. RealtyTrac (which is quickly morphing into the “Debbie Downer” of
housing data aggregation) reported that banks seized nearly 270,000 properties in
the second quarter of 2010, a 5 percent increase from the previous quarter and a 38
percent increase from the same year-ago quarter. RealtyTrac expects that
repossessions will top 1 million this year, thanks, in no small part, to an inventory
of 5 million seriously delinquent loans.

Of course it's bad form, not to mention irrational, to shoot the messenger, and we
don't mean to do that: RealtyTrac is simply reporting the facts as it collects them.
But it's worth noting that the extent of the foreclosure and shadow inventory
problem isn't flying below anyone's radar. In other words, it's already built into
expectations. As we've stated before, it's the unknown that roils markets, not the
known.

Housing prices were also singled out for attention and exposition last week.
CoreLogic reported that national home prices increased in May, posting a fourth-
consecutive year-over-year increase and another monthly increase. To us, this
suggests a stabilized pricing environment, which also suggests an opportune buying
market. Nevertheless, CoreLogic expects prices to "moderate and possibly decline”
because of the expiration of tax credits (the failsafe explanation) and languid job
growth.

We remain upbeat, nevertheless, because we have faith in the private market to
make lemonade when handed lemons. To wit, Housingwire.com reported that San
Diego-based Brookfield Homes launched a new initiative to provide referred home
buyers a $10,000 credit toward closing costs, options, or upgrades, while giving
$5,000 for the referral. Whether Brookfield's initiative will work remains to be
seen, but we appreciate the tenacity and ingenuity to solve a difficult problem.

Anything Brookfield Homes, or any other home seller, sells can still be financed at
rock-bottom mortgages rates, though they've been a little less rock bottom than



they had been over the previous month, with rates inching up slightly across the
board. We've stated our reasons for why we think rising mortgage rates would be
good for the market, spurring activity being not the least of them. The fact is rates
will likely remain subdued through summer. We base our prognostication on the
Federal Reserve's latest economic outlook, which expects continued sluggishness
due to elevated uncertainty.
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We Need More Risky Lending, Not Less

The Wall Street Journal recently published a cautionary tale on the putative rise of
risky lending (“Signs of Risky Lending Emerge”). We only hope the tale is true,
because a rise in risky lending reflects a rise in risk taking, and more risk-taking is
what this economy needs to pull itself out of its doldrums.

Many people will reflexively respond “Wasn't it risky lending that got us into this
predicament in the first place?” Actually, it wasn't. It was the mispricing of risky
lending that got us into this predicament. If a loan is correctly priced — through
interest rates, fees, or collateral — then, theoretically, all loans would be expected
to generate the same return to investors. The problem wasn't the risky loan, per se;
it was the pricing of the loan, which failed to fully account for risk.

Once the mispricing problem was realized, lenders tended to go the other way,
shutting out borrowers with lower FICO scores and only lending to those with the
highest scores. It was a case of throwing out the baby with the bath water.
Obviously, we all want the borrower with the 800 FICO score, the 20 percent
down payment, and the steady job, but we also want the less pristine borrower as
well.

If the Journal is right, and more lenders are warming up to more risky borrowers
(we find that's the case), that bodes well for the economy, because it means more
risk taking, more housing-market activity, and more money to lend.
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