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What Is The Issue Of Mortgage Payment Reset?

* Adjustable-rate mortgage payments are reset from low initia
rates after their introductory periods expire.

* Borrowers may not be able to cope with large resets.

* If there is enough equity present, the borrower can refinance
or sAl.

* |f there is not enough equity to enable refinance or saleand
the borrower can't pay the higher payments, default is likely.

* |t isthe duality and interplay of equity and change of
payment that defines the issue of mortgage reset.
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The duality of the reset issue implies the use of two databases:

1. Anequity databaseof 32 million Single Family Residences (SFRs)
and condominiums/ townhouses in 694 counties, in 41 states and the
District of Columbia

e Each property was valued as of December 2006 using two
Automated Valuation Models (AVMs)

» First and second mortgage balances were subtracted to compute
equit?/; all Home Equity Lines of Credit (HELOCSs) assumed to
be fully drawn

e Other loan information was used: initial interest rate,
introductory period, and adjustment rules

2. A national database of first mortgages from LoanPerformance™
» Information about loan origination, balance, interest rate, etc.

Weaving the two databases together will show how many mortgages
are in safe or challenging situations and how much money isinvolved.
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Less Than 7% Of Residences Have Negative Equity
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Almost All Who Bought Or Refinanced In 2003
Or Earlier Have Positive Equity

Equity Group |0 1295 HHIE 2 20 e ] Z0iMy

Losa tham =355 5% 0145 1.10% 0.7 1% 1 4¥ (5
Less tham -304 5% 0.5 125 0.%% (3 1.2% 1.5%
Less than «25% 7% LIR- 21 L 4% 1.1% 1545 1.5% 2.1
Less than <208 [LE_ 48 1.1% L= 1.3% L.5F 1.5 ER
Lews thoim -15% L% 1.4% 1% 1.7% 4% 20% 3.5
Lewss than - 115 L3N 1,75 LAY £.3% 3.ZH 34 5,58
Less thanh -5%: 1.4% 2.1% 3.7 3.I% 4.4% 54% 1%
Liss tham 0F% Lirt 16 4.50% +.5% L] Q.0 1745
Loss tham 5% 1.5% 53% 8% 6. 7% 0 GFly 16.2% 28 8%
Liess tham 10 o s 1% i 9.0 I54M 25.4% 5860
Less than 15% 4. 1% 5.1% 13.5%: 1 1% 21.5% A35.2% 47.3%
Lewa thanm B0 3. 1% 0,5 I8, 1% 1%, 1% 28T 44,08 i 4%
Lises than 25% 3% B.2% 3.3 24.7% AT 55, 3% GT.1%:
Less than 3% 7% (EEE LN 0.3 IA% b4 65.7% Tal%
Lesg than 35% D L3 A1 LR S6.00 T BOHY
Liess tham diFs Ii.0% 17 5% 45. %% Bl 5 Oed MY LA B M

4 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 2 m First American

Comparing Equity Distributions By Type Of Mortgages

\
=,
2004 ) 2nas ) M
Piergend Egpuily Fized  Adjustabls Finead  Adjustalsls Fizedd  Acljustahbe
Le=ss than -15% 2.0, 2T 2.3% 1o 18% 4.1%
Less than -1{F, 2.0 5.7 5 1% 3504 L
Fasm than -5% 3,08 5. 2% b0 hA% 5.0 12 1%
Liess than (Ha 5.5% 7.0 7% 11.1% (LN 2.
Less than 5% H.5% 12.1% 129, 2. 1H. 5% 37.5%
Laas tham 1065 12.9% 1A, 0% 19.9% 32.4%: e 18,95
Lims tham 159 18. T 26,5% 27.0%, 4+4.5% 35.1% 58.6%
Lese than 200% 51% 5.4 305.2% 4.0 i5.7% [ N
Less tham 2595 32, 5% 45, 0% A A G7.2% 54 1% Ta.4%
Lims tham 306 41. 3% 54, B .5, TT4% Bk B3I

Includes purchases and refinances by year of first mortgage orignation
v Remember both 1%t and 2 loans included for eguity computation
® The equity situation is more challenged for adjustable loans
* |f prices change, move up or down in the table
v If prices go up 5%, many properties are pulled out of negative equity
v If prices go down 5%, many properties are pushed into negative equity

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 3 m FJ’J"& 4 _Hlmc.nr_'an'
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—|‘a Active First Mortgages Originated 2004-2006 |’
5 |Nationa| Data Set Provided By LoanPerformance™ )
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6 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 5 m First American
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Grouping Adjustable Loans By Initial Interest Rate

Faitial  Monihly Prymen
) LEL Irvicrest HADAL K- bean Possibe Aher Bciver
[ Wiy Ly fneyd Ko Payaserd Haisr
i ,:.‘_ o i “ o R ,J Red Loans = Teaser Rate
1% 0 97% payment increase after reset
Ertic LT from 30% of income to 59%;
Ly EANE R g
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The main driver of foreclosure isthe ratio of final toinitia payments, whichismore
important than how many reset steps are used or whether there isan option plan.

7 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 4 m First Amerscan
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Using 2005 Originations As An Example

—|4|Differences In Length Of Introductory Periods
L
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From &.9% do 7.0% 1.2% LI T commonly begin reset
From 7.0% 10 T.5% L % aEE 1% after 3-5 years or longer
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Firom 9.0% 1o %,5% ars LI L2% L Sub-primesalmost all
Forom 2.5% no 1009 L { Py L% I begin reset after 2—3 years
P RO 1 DUS% [ L1% 5%
From 10U5% 10 10.0% [T T I.2% 3% 2/28 and 3/27 loans are
From 11,00 io 11.5% aan h are 2k frequent here
From 11.5% i 12.0% ark  ANs o7 (]
The main driver of foreclosure isthe ratio of final toinitial paymentswhich ismore
important than how many reset steps are used or whether there isan option plan.
8 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 88 m First American
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Shifts In Lending Patterns, 2004 To 2006

20F

18%

« Shift toward higher interest rates in general
« Shift toward more Teasers and Sub-primes
v" Lending outreach expands

v" Affordability becomes a concern
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i Defining Reset Impact Groups

Knowing aloan’sinitial rate, the index used as a basis, and the margin above
the index, we can use the current index rate to project the monthly payment
after full adjustment and compare it with the initial payment. |magine payments
that are initially 30% of borrower income.

The adjustable-rate first mortgages are classified into four reset groups:
* Group A —increase 25% or less (to 37.5% or less of income); amost always bearable
* Group B — increase 26% to 50% (to 37.5% to 45% of income); harder to bear
¢ Group C— increase 51% to 99% (to 45% to 60% of income); likely unsupport able
* Group D —increase 100% or more (to 60% or more of income); clearly unendurable

I will assign reset difficulty probabilities to the four groups as follows:
* Group A —10% (seldom subject to reset strain pushing towards default)
¢ Group B —40% (often subject to reset strain pushing towards default)
¢ Group C—70% (mostly subject to reset strain pushing towards default)
* Group D —100% (always subject to reset strain pushing towards default)

If reset strain occurs and there is insufficient equity to enable asale or
refinance, default is likely.

N m First American
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Looking At Reset Size, All Adjustables 2004-06
.
Resct Increase Group Percent Most adjustables fall into
A 25% OR LESS 41.09% groups A and B
B 265% TO 0% 0. 35% ;
i ; Over 18% of them arein
C51% TO 99% - ".-.'.ﬂ.fa'.i groups C and D
[ 100% O MORE 8.73%
Interest Avcrage Average Teasershave large resets
Rate Reset Percent 9
Group ety Eeresis Market- rate loans tend to have
RED 2.14 114% much smaller resets
msael 130 bl Sub-primes tend to have even
| ORANGE 1.28 8% smaller resets, but borrowers are
ALL 138 38, less able to bear the change
" Source: g:g‘aenl(lz?(.)é)ﬁlr\élolr;gage Payment Reset: The Issue and the Impact, m Frrst Amersean
5 "
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Estimating Payment Increases
Assuming All Loans Reach Full Reset In the Future & All Remain Active

Averagy
Muosiuthily Maonthly  Increase im Inorease
Imidial Py i Paymand Manthly in Maomihly
loterest Rate Mumber Halamce Before Reset  After Reset Payment Payment
Group of Loans  {millions) Cemillioms {millionsy  {millions) Per Loam
IEET} L A3k GTS £5 20 MR FIHIE A F300] 4% 8216315 F1.511.08
VELLCW 5 THGHESS 80,124,594 O RTRHY BH LTS BLEGS.ES §492.72
CRANGE 3. 054,007 S0 A 4TRSS 575550 B A4 FA0H 6T
TOFIAL BATLEEY 276,580 FLLGTOT FLTOHM T4 F3512.0% FohAAG

* Teasersface large increases in monthly payments
* Market-rate loans have much smaller, more bearable payment

increases
* Sub-primes have even smaller increases, but fewer financial
resources
E : E Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 20 w First American

Estimated National Impact

Average
Mouthly Monthly  Increase im Inorease
Imigial Ty il Paymami Manthly  in Monthly
Interest Rate  MNumber HBalamce  Before Heset  After Reset  Payment Fayment
Grmugs af Lsans  {millions)  (millions)  (millionsd  (millions)  Per Lsan
IEET} LAMEGTS £5200 THHE $1HIR 28 $1001 43 81163105 £1.511.88
VELLOW 5 THESS  §0,124.5%04 FOUNTRAHY FEZILTS  BLEOG.ES §dg2.72
CIRARGT Bo054, 007 B30 Salh 4 4TI 54 $4.754.20 Bi 504 F4085.6F
TCFTAL e FL I P ] FLLETHT $17 0HH Ty B3 512008 FohE. A0

Theseloans will not al be resetting, or even active, at the sanetime. By thetime
al loansreach full reset, some will have been paid off through refinance or sale,
and some will be written off through defaullt.

Estimate

* Total payment rise at the time of greatest increase to be about two-thirds of
$5.3 hillion per month — about $3.5 billion per month, or $42 hillion per year.

* Thisis not enough to break our $12 trillion economy, but will affect the subset
that experiences the impact, particularly teaser and sub-prime loans.

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 20 % First Amerscan
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Equity By Year Of First Reset: The Two For One Rule

Year of First Iluz_t

Equity 2004 2005 2006 2007 2008 Z0dM 2010+
Less than -20% 2% 2P 2TH ZI1%  26% 19% 1.7%
Less than -15% 1% A0% 3R 0% 40N 2% %
Lerss than -1 45% 45% S50% 40N 605% 40 4%
Less than -5% 6.7% T.2% O Td% 7. 1% .35
Less than (% 10.0%  108%  150% 1o, 130% 12.7%
Less than 5% 15.1% 19.0% E5.5% 235090 2L5%  ZLTH
Less than 108 21.7% 3000 SR S35 27.8% 3L6%
Less than 15% 302%  43.8%  5LEN  46HEN AN 41
Lerxx than 208 4000 5T.%% CA3.0% 5T.3% o i 52T
Less than 25% SLA%M G99 TN 67.5% TR 5340%  G4.0%
Less than 30 B2 ADO% RORN . TTA%W BADW 433k T4

2008 isthe year of the highest percentages with low equity
* Thetwo for onerule: a 5% shift in prices changes equity numbers by 10%
v'2006 resets: 5% price drop means 25.5% in negative equity (10.4% more than 15.1%)
v2007 resets: 5% price drop means 23.3% in negative equity (10.4% more than 12.9%)

Thetwo for onerule is approximate but highly useful

14 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 29 m First American
. o
Equity Distributions By Reset Size
Reset Size Geoup
A B C [k}

Equity 5% OR LESS 2 T S0% 1 TO 99N L0 OVR MORE

Less than - 200 2.1% 2.1% 0% 2.

Less than -15% 5.0 AP 10 5%

Lazss than - 1075 4.5% 4% 4, 5% 5%

Lasas than -5%, A% A4 7.8, B

Less than &% 15.9% 15.8% A 15.2%

Lasx phan &% 25.9%, 25 K% A 25,5

Lasss than 10% 36,75 A5,3n o 40,005,

Lets than 15% AT LA g T 5400,

Less than 20 5T.7% S6.2% SO 6i7.6%

Lams than 25% B AR 04, 2% o S0 TR T%

Lasss thian 3% 7.6 TATH 755 B A%,

The columns are similar, but teasers are more likely to be under 10% / 20% equity
* Thetwo for onerule: a 5% shift in prices changes equity numbers by 10%
v'Group A —5% drop in prices means 25.9% in negative equity (10.4% more than 15.5%)
v'Group B — 5% drop in prices means 25.8% in negative equity (10.0% more than 15.8%)
v'Group C — 5% drop in prices means 23.6% in negative equity (10.0% more than 13.6%)
v'Group D — 5% drop in prices means 25.8% in negative equity (10.6% more than 15.2%)
15 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 31 m First American
. o
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Equity Distributions By Initial Rate Group

Initial Rate Groop

Eduity RED VELLOW ORANGE Teasers: Second-highest
Less than -20% 2% 1.8% 2% per(_:entages with low

it equity levels
Lass than -15% 3.2% 2.0, 409
Less than 1% 4.7% I 2%
Less than -3% 2% 4.5 Market-rate Adjustables:
Less ihan (% 14.1% H.i% Lowest (best) percentages
Less than 5% 30 15.5% with low equity levels
Less than 103 B Eﬂ.?\‘. | 5
Less than 15% +0.7% H""'}’- Sub-primes: Highest
Less than 2004 fid4% 45.4% (worst) percentages with
Less than 25% ThE% 0.5 T68% low equity levels
Less than 3004 A1, 3% 67.5% A5

Thetwo for onerule: a 5% shift in prices changes equity numbers by 10%
¢ Red: 5% drop in prices means 23.9% in negative equity (9.8% more than 14.1%)
* Yellow: 5% drop in prices means 15.5% in negative equity (6.9% nore than 8.6%)
* Orange: 5% drop in prices means 36.0% in negative equity (13.6% more than 22.4%)
v The orange loans are the most sensitiveto adrop in prices
For all three groups, the two for one rule also holds well if a further 5% drop in pricesisimagined,
comparing the 5% and 10% equity levels

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 30 m First American
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The Important First-Reset Year Of 2008

Initial Interest Rate Group ™ of Loans Millions
RELY 3413 1012
YELLORW 27 312 AT 450
ORAMGE EE | DES 179,156
Tintal L.I72.713 §207 Gl

The first-resets of 2008 are dominated by sub-prime loans
* Many of these are 2/28 loans originated in 2006, or 3/27 loans from 2005
* Thisgroup of amost 900,000 loans ($179 billion) isimportant
v It has already been seen thatequity is an issue for many in this group
v Sub-prime borrowers are less able to cope with payment reset

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 27/2008 m First Amerscan
v
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Defining Equity Risk Groups

1. Properties with 15% or more equity are assigned to Equity Risk Group 1, with
Very Low equity strain. With this much equity, market -rate borrowers faced with reset
should almost always be able to refinance (whether into another adjustable loan or
into afixed |oan; whether with their current lender or another lender) or even to sell.

2. Properties with 5% to 15% equity are assigned to Equity Risk Group 2, with
L owequity strain. Even after allowing a’5% margin for the costs of refinanceor
sale, market-rate borrowers should probably be able to refinance or sall.

3. Properties from -5% to 5% equity are assigned to Equity Risk Group 3, with
Medium equity strain. For market -rate borrowers, the refinance or sale of such a
home must be considered atoss-up. Perhaps they can find alender who will work
with them, or perhaps they can reallocate money from savings, relatives, or elsewhere
to make a cash payment and enable refinance or sale. But it is also possibleto
envision them being unable to do this.

4. Properties from-15%to -5% equity are assigned to Equity Risk Group 4, with
High equity strain. It islikely that a default will occur under reset strain, although
perhaps money could be supplied or the loan could be renegotiated with the current
lender or another lender.

5. Properties with below -15% equity (more than 15% negative equity) are assigned to
Equity Risk Group 5, with Very High equity strain. If thereis alarge reset, default
isalmost certain.

EREE I 4 e
seus m First American
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Adjustments To The Equity Risk Group Definitions

* Assign a5% time penalty to all loanswith first reset in 2008 or later
v to alow for uncertainties in future market prices
* Assign a5% loan type penalty to all teaser and sub-primeloans
v to allow for possible future negative amortization for teasers; past
negative amortization is already calculated in

v"to alow for likely challenges for sub-prime loans, possibly including less
generous lending guidelines in the future

Equity Risk Group 1 requires 15% or more equity for market-level loans resetting
in 2007 or earlier (as dready defined)

¢ Equity Risk Group 1 requires 20% or more equity for market-level loans resetting
in 2008 or later (5% time penalty)

¢ Equity Risk Group 1 requires 20% or more equity for teaser or sub-primeloans
resetting in 2007 or earlier (5% loan type penalty)

¢ Equity Risk Group 1 requires 25% or mor e equity for teaser or sub-primeloans
resetting in 2008 or later (two penalties)

Apply the same reasoning to all five equity risk groups

FREA - -“"u F e
peed m' First Amerscan
S
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Assigning Probabilities Of Equity Risk Strain

* Group 1: 10%, “very low, hardly ever” probability of equity strain

* Group 2: 30%, “low, probably not” probability of equity strain

* Group 3: 50%, “medium, toss-up” probability of equity strain

* Group 4: 70%, “high, likely” probability of equity strain

* Group 5: 90%, “very high, almost certain” probability of equity strain

The probabilities are 20% apart and the equity bands are 10% apart
* Thisfollowsthe spirit of the two for onerule!

* This spacing arrangement will make it possible to analyze alternative
scenariosinvolving rising or falling market values

m First American

-
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Combining Reset Analysis With Equity Analysis
Estimating Default Probabilities

Reset Size Group
A B L= n
£25% 0% 51% 10
OR LESS TO 5% T M5 OR MORE
Probability of Resel DNfjficiilty

Fegrity Probafrility
Rixk af Egquily

Grenf Difficulty 10% SFH. i, 1S
1 VERY LOW 1% [ 1% A% b 10
2 LOW 3 3 12%% 21% Fr%
3 MEDILM s e 2FHs 3% S0
4 HIGH T, TH 2% A0, 0%
5 VERY HIGH ik | P ki a¥% I

Equity Risk Group 1, Reset Group B
estimated probability of default = 10% times 40% = 4%

* Equity Risk Group 5, Reset Group C
estimated probability of default = 90% times 70% = 63%

AR Lo g -
© 353 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 32 % First Amerscan
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Projected Foreclosures For Two Reset Years

First Reset Year 20048

M ood Milklons
Rate Groug ™ ol loans Millicens Foreclosures  Foreclosed
BEIX Foss $212.775 IH_BAT EH1 082
YELLOFW 150,303 B34, 5T 16 AT 55,991
RANGE A0 D87 77 4R 45413 7,008
TOTAL 1152905 B529,124 s Al 92,171

First Resat Year 2008

Mool Bl
Babe Grougs M af kans MilFisns Forechosures  Forcodosd
RED 413 81,012 L] 1] EzZH9
YELLOW 267312 SA7 430 S §140, 344
DORANGE HH1,0H8 179,150 141 182 %0218
TOTAL 1172715 5267, 604 ITRES B 552

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, #, irst Americs
Table 35/2006 / Table 35/2008 et First pligor

o
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Loss Analysis, All Years
Using Cautionary Foreclosure Discounts For Resale Prices

All Years of First Reset Combined
Pewoenk Perdemt

Haip M al Millions af Losans off Mooey  Millions
Gromp Mol loans Millisns  Forecloswres  Forechsed  Foreclosed Lot Lot

REIF LAXE A% #5210 441 el THM FI71.581 AET 57.5% Fi, 30
YELLOW FT7ELARY O FLEE 544 26k, 1R 37090 T, 25.0% |
ORANGE 305407 B30 A 385,524 77000 123 7,55 528,000
TOTAL HATHIBG B2 ET6M3] B 110, TOH $325,679 12.5% F112.516

s N
* Estimated 1.1 million reset-based foreclosures, representing $326 billion
of first-mortgage money

¢ Estimated foreclosure discounts from author’ s research, assuming
conservative conditions: 20% market-rate, 30% teasers and sub-primes

* Estimating first mortgages as 80% of total, these losses are calculated as
25% for market-rate, 37.5% for teasers and sub-primes

\' Total non-recovered |osses estimated as $112.5 hillion over several years)

Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 36 m‘ First Amergcan

I
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Remarks And Interpretation, Part 1

All Years of First Reset Combined

PFexvent Percent

Haidr M al Millins A Lamams of Money  Millions
Group Mool loans Millions  Foreclosmres  Fooreclsed  Foreclomed Lawst Losi
REI¥ LARE %0 F5Z1 441 CCIRUH ) 171,581 p P ] 57.5% B4, %20
YELLOW 53, TR0 A5 FE 024 544 20k, 184 AT 0H T 25,0 Fro 2T
ORANGE 3154047 B0 RN 385,524 77,050 1225 37.5% 328 20
TOTAL HATHIBG B2 IT6M3] B U140, ToH F325,679 125% F112,516
4 . . R
* We have a$12 trillion per year national economy
¢ Total mortgage lending is about $2 trillion per year
e Losses of $112 billion over 5-6 years (about $20-22 hillion per year)
are about 1% of total lending
¢ Reset will not break the economy or the mortgage industry
* But reset will affect the subset of borrowers, lenders and investors who
are exposed
¢ Impact will fall first upon remaining equity, then upon junior lenders,
L and only then upon first mortgage lenders )
24 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 36 m First American

Remarks And Interpretation, Part 2

L
All Years of First Reset Combined
Perveni Percemt

Moy ™ al Millliins Al Logamms of Moowy  Millions
Gromp Mol loans Millisns  Forecloswres  Forechsed  Foreclosed Loyt Laosi
REIF LAXE A% #5210 441 el TN FI71.581 AETH 57.5% Fi, 30
YELLOW FT7ELARY O FLEE 544 26k, 1R 37090 T, 25.0% |
ORANGE 3. 054,047 530 Ran R5,524 FTT.00 1225 I7.5% 38,0070
TOTAL HATHIBG B2 ET6M3] B 110, TOH $325,679 12.5% F112.516

4 )

* 32% of teaser loans projected to default

upon the leading edge of exposure:

L borrowers and lenders negotiate refinances.

* 7% of market-rate adjustable loans projected to default
* 129% of sub-prime adjustable loans projected to default

Even if thereis outside remediation, thiswill come only after impact hasfallen

® Currently existing Teasers and Sub-primes (especially 2/28 and 3/27)

Therefore, it is themarketplace of lenders and investorsthat must deal with the
issue — fortunately, thismarketplace remediation is already occurring, as

J

25 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 36

m First Amergcan
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a

Estimate Losses Under Alternate Scenarios
Using Roll-Up Averages And The Two For One Rule
%
B,
In the event of anational 10% price drop we estimate the probabilities
of equity risk to increase by 20% for all reset size groups.
Note: After some averaging and rounding.
Diefoed Probabdlity  Average Prohabdny Pen jrcted Peojreted &
Besct Sl deroap of Mavet Runk af Lguity Hask Praobability of Loss N of Loans af Farvs losuras
A ESWOH LESS liFs 558 5.4 EXIEEN b2 G m Y
H 26% TO Sk Hrs s 2L LIRS A a2
£ 50% T 9% nrs 1% 1% T H30 M) 2605
b BIHFS OHR MAOEE HEFs S ShIF 1,216,670 (L BE 20 )
Thisisalittle oversimplified, but Toisl 8,571,800 1 B5h 550
has the advantage of being simple! Prmvenl Furcclopres I,
Sensitivity to prices: 700,000 more foreclosures
Approximately 70,000 more foreclosures per 1% price drop
26 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 41 m First American
L

I

Estimate Losses Under Alternate Scenarios
Using Roll-Up Averages And The Two For One Rule
%
™
In the event of anational 10% price rise we estimate the probabilities
of equity risk to decrease by 20% for all reset size groups.
Note: After some averaging and rounding.
Defbmed Probabdlity  Average Prohabilliy P fecied Praojected &
Beswi Slaw Growp of Masct Rk at Lguiiy Hask Prabahility of Loss W of Loans al Farvs losures
A FERL K LESE (23 T 1,54 LR EERET] 45407
n 2% TO S - %% i LIRS LLEE {0
L85 L Tk o ns T Hi0 24} (SRR A |
b BIHFS OHE MAOEE MEFs s 1647 1. 216670 104,509
Thisisalittle oversimplified, but Toied 8,371,800 ABBETY
has the advantage of being simple! Pemvenl Furesheones e
Sensitivity to prices: 700,000 fewer foreclosures
Approximately 70,000 fewer foreclosures per 1% pricerise
27 Source: Cagan (2007), Mortgage Payment Reset: The Issue and the Impact, Table 42 ": #__ :" First Amergcan
L

I
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28

Loss Analysis, All Years, Los Angeles County
Using Cautionary Foreclosure Discounts For Resale Prices

\
All Yaars of Firet Reset Cambinad
Pegoent Thergent
Rate Mool L RIETHES af Ladaas of Maomey  Millimns
Liraap L i PETES Blillinms Foredisures  Foredosed  Foredosed Laost Lot
REIN 123094 Fi0. 7058 H56H7 £17 780 25 B AN &6 14
YELLLME 195,195 ELL ER L] 5,255 7.2% 25,08 £1,554
DRANGE LAt i F37.001 12,925 &5 {F15 15.5% F1.5% B1U11
TOTAL 412,250 §183,643 G3.607 §x0_109 10,137
' 2\

* Estimated 63,600 reset-based foreclosures, representing $29 hillion

* Tota non-recovered losses estimated as $10.1 billion over severa years

* The county has a $350 billion annual GDP; reset will not break the
economy, but will affect the subset which is exposed

* Each 1% of price movement from December 2006 corresponds to 4,500

more or fewer foreclosure losses
. J

m First American

I

29

Loss Analysis, All Years, Orange County
Using Cautionary Foreclosure Discounts For Resale Prices

L
All Yoars of First Reset Cormbsined
Percent Peroeni
Bzt MNoal Millizms of Loans of Money  Mullicas
Groap Mol I Millions  Foreclossires  Foreclosesl  Pareclosed Lavwd Laost
RED LERL B50, 20 Lir k98 0,07 M1 5% 57.5% LER T
YELLOW L, TIH: a0l 447 52063 TAR IS4 EH1N
ORANGE 24, 0.35% SL3 S i 31,674 15.0% 37,58 inlk
TOTAL TG, 581 S4B B 25,901 §14, 109 EeE L
4 2\

* Estimated 25,900 reset-based foreclosures, representing $14 billion
* Total non-recovered losses estimated as $4.9 billion over severa years

® The county has a $130 billion annual GDP; reset will not break the
economy, but will affect the subset which is exposed

¢ Each 1% of price movement corresponds to 1,800 foreclosure |osses

¢ Relatively few sub-primes in this affluent county
- J

ﬁ: First Amergcan

I
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Loss Analysis, All Years, Riverside/San Bernardino Counties
Using Cautionary Foreclosure Discounts For Resale Prices

.
All Years af First Raset Camblnad
Percent Percent

Teate ™ ol Millias of Lodas  of Masey  Milliois
dlransp B o hasns Milliens  Foreclosunes Foreclased  Foreclased Last Luosi
HED T4, 206 425 B2 24,647 R 70T 55.6% 57.9% 45,204
YELLOW 117, 97H 57 4% HEG%% 13474 LR ] 25.0% FLER]
ORANGE H3,055 25,281 L5, 06 $3.504 15.4 37.5% 140
TOTAL T4 3D $46,522 S6 A0 §16,065 $5.603

4 2\

°

Estimated 48,400 reset-based foreclosures, representing $16 hillion

* Total non-recovered losses estimated as $5.6 billion over several years

¢ Each 1% of price movement corresponds to 3,400 foreclosure |osses

¢ Relatively more sub-primesin the Inland Empire

* Reset-based losses higher as compared to population or the economy

. J

m First American

30
L. "
Loss Analysis, All Years, San Diego County
Using Cautionary Foreclosure Discounts For Resale Prices
%
All Yaars af Firgl Rasat Cambinad
Percent Per<ent
RaLe BN ool i B R of Loans  of Momsey  Millicans
g Mol Jeknin Blillisms  Fieredosuwres  Foredosed  Foredosed Last Lost
RED 01,571 L2054% 24 408 1120 3H.2% Ll L $4.208
YELLOW 112,500 E47 HTY i1 4%0 &6 mhE i, 2%, 25,08 g1,216
DRANGE 7,004 E11,454 4,452 LI E_EL] 15. 9% Exs HiH4
TOTAL 201,934 388,064 30, 300 F17 508 B0, 107
e N
¢ Estimated 39,360 reset-based foreclosures, representing $18 billion
* Total non-recovered losses estimated as $6.1 billion over severa years
* Each 1% of price movement corresponds to 2,800 foreclosure |osses
* Many fewer sub-primes than in the Inland Empire
* Reset-based |osses coming from teaser and even prime loans
- J
- # __i.' First Amergcan
. "
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32

Loss Analysis, All Years, Ventura County
Using Cautionary Foreclosure Discounts For Resale Prices

\
All Yaars af Firet Raset Cormnbsinad
Percent Percemt

Rate ™ ol Millioias ol Liviaich of Moiwey Millicas
dirnup B ol Lo Millicns Foreclosures  Foreclosed]l  Poreclased Lasa Lot
REID 1H, 573 0547 L0 P EES 121 LB 7 81,104
YELLLMW 27,4499 LIR O K 1,157 L e ] 1% £50F% LFLL]
DRANGE 70657 F5a72 1, I fasl 15.57% 5T.5% #1141
TOTAL 53459 25,042 2,339 §4,658 #1623

' 2\

* Estimated 9,300 reset-based foreclosures, representing $4.7 billion

* Total non-recovered losses estimated as $1.6 billion over several years

* Each 1% of price movement up [or down] from December 2006
corresponds to 650 fewer [or more] foreclosure losses

* Reset-based losses coming primarily from teaser rather than sub-prime

mortgages
. J

m First American

%, o
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Loss Analysis, All Years, Six Southern California Counties
Using Cautionary Foreclosure Discounts For Resale Prices
%
All Yaars af Firgt Raset Combinad
Percent Percent
Rare Mol Mlillioms of Loas  of Moiey Millicas
diraup B sl I Millicns  Foreclosares  Forecloses]  Farechosed Lasa Lost
RED 320 253 £154,7T0 10, 50, e 52.5% AT.5% $18.574
YELLOW ST 5251, 142 Bi.00% FIHTIY H.2% 2% AF% B0
DREANGE 237,143 BRI ALY 34,592 §13,059 14.7% 47.5% B4 AT
TOTAL 1111303 475,183 186607 81 AR $I58,352
/ . . . . \
* Estimated 187,000 reset-based foreclosures, representing $82 hillion of
first-mortgage money
* Theselosseswill be dispersed through several years
* Total non-recovered |losses after foreclosure and REO resale estimated as
$28 hillion
* Each 1% in price movement up [or down] from December 2006
corresponds to 13,000 fewer [or more] foreclosure losses
. J
ﬁ: First Amergcan
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Reset Summary And Conclusions

* Will not break the economy or the lending industry

e Will affect the dice of borrowers, lenders and investors who
are exposed

* Impact is sengitive to price movements

¢ Old economic virtues are true after al

v" In norma markets, risky investments are less secure than

conventional ones, and should be understood and valued
assuch

* It isthe marketplace of lenders and investors, as well
as borrowers, that must face the issue of reset

v Marketplace remediation has already begun
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