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Slide 1: Composition of 57 million Mortgage Loans

Nonprime: 25.1 million ($4.63 trillion) or 44% of all loans
Double the pre-September 2008 estimates of all nonprime loans

Fannie/Freddie: 10 million or 40% of nonprime total
Double the pre-9.08 estimates of Fannie/Freddie nonprime loans

FHA: 3.5 million or 14% of nonprime total

Non-Fannie/Freddie/FHA: 12 million or 46% of nonprime total
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Notes to Slide 1. Example of Underestimation Generally

« Advisor Perspectives
(http://www.advisorperspectives.com/pdfs/newsltr08-2-7-5.pdf):
“According to Federal Reserve data, the home mortgage market is
approximately $11 trillion. Frederic Mishkin, a Fed Governor, put the
sub-prime market at a little less than 10% of this total, or
approximately $1.1 trillion <April 2007 estimate>. But sub-prime is
not a perfect definition. It generally refers to loans made to borrowers
with credit scores below 620 with a history of credit problems and
without the documentation and income verification standards that are
required by the Federal Housing Authority. Another 10% of the home
mortgage market is in Alt-A loans, which are between the prime and
sub-prime markets. These loans were made to borrowers with good
— but not necessarily verifiable — income (for example, comm|SS|oned

salespeople); they represent a lower credit risk than sub-prime.”
Spring, 2008

* Instead of 7 million subprime loans totaling $1.1 trillion, there are 17
million subprime loans totaling $2.6 trillion.

* Instead of 3.5 million Alt-A loans totaling $1.1 trillion, there are 8.1
million Alt-A and other nonprime loans totaling $2 trillion.

» This resulted in14.6 million unexpected loans totaling $2.4 trillion. 3



Notes to Slide 1: Reasons for Underestimation for
Fannie/Freddie

« Until recently, Fannie and Freddie did not disclose sufficient data to
allow a full analysis of their nonprime exposure.
— Both had been purchasing large amounts of Alt-A since early in this
decade.

— A tortured definition of subprime lets them state, to this day, that they did
not purchase any quantity of subprime loans.

— It was not until Fannie filed its 2007 10-K on 2.27.08 that it disclosed its
significant exposure to first mortgages with simultaneous seconds.
Freddie reported the same fact in its Q2:08 10-Q filed 8.6.08;

— It was not until 2008 that their Investor Supplements set forth the
guantity, book year exposure and related poor performance of their
nonprime loans.

 Even today, transparency and adequate disclosure is lacking. While
90% of their losses are from nonprime risks, determining this from
their disclosures is not an easy task. They remain in denial regarding
the size of their nonprime exposure. Their smaller loan sizes (esp.

Alt-A) are having an outsized impact on the broader housing market.
4



Slide 2: Fannie and Freddie’s Role

34% of All Outstanding Subprime Loans
60% of All Outstanding Alt-A Loans
Nonprime: $1.6 trillion (34%) of Fannie and Freddie’s Outstanding Mortgage Risk

Until recently they published only aggregate delinquency data, obscuring the fact
that they had two portfolios, one traditional (0.5% serious delinquency) and one
nonprime (5+% serious delinquency). All categories below have been deduped to
account for loans with multiple characteristics. For example, un-deduped, Alt-A
exposure is $575 billion or 12% of the total.
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Notes to Slide 2: Fannie/Freddie’s $1.6 Trillion






Slide 4: Traditional Prime Loans Are Not the
Problem... YET!

« Traditional Prime Loans Represent Two-thirds of
Fannie/Freddie’s Mortgage Risk

— Projected serious delinquency rate of 0.5% - 0.6% at 12.31.08
— account for about 10% of Fannie/Freddie’s default losses

e Subprime and Alt-A loans Represent Two-thirds of
Fannie/Freddie’s Mortgage Risk

— estimated serious delinquency rate of 6% at 12.31.08
— account for about 90% of Fannie/Freddie’s Default Losses

e CA, NV, FL, and AZ account for 55% Fannie/Freddie’s
Default Losses
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Equity Backing Home Mortgages

As of 12.31.08 (est.):

$18.1 Trillion: Value of All Homes
$12.7 Trillion: Value of Homes w. Mortgages
$12.1 Trillion: Mortgage Debt on Homes w. Mortgages

70% of all mortgage debt is now held or guaranteed by the Federal government
As of 12.31.09 (projected based on home value decline of 1%/month):

$15.9 Trillion: Value of All Homes
$11.1 Trillion: Value of Homes w. Mortgages
$12.1 Trillion: Mortgage Debt on Homes w. Mortgages

Average Loan-to-value at 12.31.08: 95%
Average Loan-to-value at 12.31.09 109%
Average Debt-to-value of all homes in 1933 20%
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How does this compare to the Great Depression?

Home prices declined 24% between 1929 and 1933 (29% if starting
In 1925) vs. 18% between 2006-07 and 2009 (blend of OFHEO and
Case-Shiller). Expect this to increase to 28% by end of 20009.

50% of mortgages were delinquent vs. 7% at 9.30.08
Foreclosure rates were “low”: 1.4% in 1933 vs. 3% today
This dispatrity is due to the lower LTVs in the '30s

“Modification” vehicle: Federal Home Owner’s Loan Corp:
— Purchased 1 million delinquent loans during 1933-1936
— This equaled 3.4% of the value of all homes

— However, due to the low incidence of mortgage debt, it amounted to
13.4% of residential mortgage debt ($1.5 trillion today)

— Predominant loan was short term, interest only which was refinanced
into a 15-year fully amortizing loan. Borrower had to qualify based on
income (declining rates helped) and meet maximum LTV of 80%

— While 20% of modified loans ended up being foreclosed upon, 80% werg,
sustainable loans that preserved and built up homeowner equity



Challenge for President Obama

 Today we face what is in some ways a more challenging
situation than faced in the 1930s: Vast majority of
delinguent loans are “upside down” in terms of LTV;
— Qualifying based on income problematic;

— FICO for about 70% of the non-prime loans was below 660 when
the loan was made;

— Another 10% were made to speculators;
— However rates are down, but do not know for how long.

« Goal of any modification program must be the same as in
the 1930’s: create sustainable loans that preserve and
build up homeowner equity. Existing programs do not do
this.
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What This Means for President-elect Obama - 1

8.8 million (1 in 6 mortgages): estimated foreclosures
over next 4 years

25 million junk loans ($4.6 trillion) will account for 80+%
of this number

— 7.5 million foreclosures (30% incidence and 50% severity) or
losses of $700 billion

32 million traditional loans ($6.4 trillion) will account for
<20% of this number

— 1.3 million foreclosures (4% incidence and 40% severity) or
losses of $100 billion

We already know the parties responsible for this $800
billion in losses

— $400 billion — tranches of PMBS (hard to quantify Federal

government’s ultimate portion — use $100 billion as a place
holder)

— $400 billion — Federal government (Fannie/Freddie, FHA, FDIC
FHLBs, Treasury)
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What This Means for President-elect Obama - 2

e Implications:

— Federal government has to take responsibility for its $500 billion in
losses. Little has been funded to date with appropriations (example:
Fannie and Freddie’s have no capital and face a minimum $200 billion
foreclosure/modification hole);

— The other $300 billion in losses (balance of PMBS) are widely dispersed
and substantial write- downs have already been taken;

— The immediate challenge is at least three fold:
» Appropriate sufficient federal funds to allow the government to take its losses;
» Create a loan maodification plan that results in sustainable loans
« Address problems created by securitization “friction” with a federal relief act
(cram-down is not the answer)

» Consider consolidating bad assets (at least the government’s 60%) into a
“bad bank”

— Substituting FHA for subprime lending is not a good policy alternative
(FHA constitutes 25%-33% of late-2008 volume). In November 2008,
seasoned FHA loans have a near 8% serious delinquency rate. This is
the same rate for subprime fixed rate loans in September 2008. Adding
to this policy confusion is that Fannie, Freddie, and FHA are competing
for the same high risk but goal rich loans that help meet affordable 17
housing goals.



Appendix 1: Addressing the Immediate Foreclosure
Problem

Fighting an out of control fire requires an effective fire break

« Stabilize neighborhoods and house prices by converting at risk loans
to sustainable loans with a standardized, blanket plan targeted to at
risk homeowners

— Delinquent or in danger of default

— Funding for principal write-downs (60+% of losses nationalized)

— Convert/refinance to a low, fixed rate loan with a 20 year term

— Prohibit owner from borrowing against equity

— Make loan recourse

— Recover portion of principal write-down if prepaid during 1st 5 years
— Need alternative to cram-down which will do lasting harm

» Address modification bottleneck with a national mortgage relief act
giving servicers of mortgage securities power to modify targeted
loans “it determines, in its reasonable judgment, to be likely to
produce the greatest recovery for the trust, taking into account the
time value of money”

18



Appendix 2: Repairing the mortgage lending system

 Real estate is cyclical and needs a large equity cushion

and well capitalized players

— 1960s: 80% financing with 20% borrower equity and 8% thrift
capital = 2.9:1 leverage

— 2007: 100% financing with 0.45% GSE capital, 1.6% lender
capital, and 1% MI capital = 33:1 leverage

e Solution is to deleverage:
— Return to core underwriting principles
— Borrowers and neighborhoods need adequate initial equity
— Well-capitalized originating lenders that retain some % of risk

— A number of well-capitalized mortgage guaranty companies
provide liquidity with guaranteed MBS (no portfolio), operated as
lender cooperatives, no congressional or HUD involvement

— Well-capitalized mortgage insurance companies for 81-90% loans
— FHA provides 95% loans on a limited basis (traditional role)
19
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