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Tsunami? The Sub-prime Wave
By Ken Fears, Manager of Regional Economics

The real estate boom brought more people into the housing market than ever before. As a result, home ownership rose
steadily over the last decade. Over the ten year period ending in 2006, the homeownership rate rose 3.1 percentage
points to 68.8%. Millions of Americans who had previously been unable to achieve homeownership were able to
capitalize on the housing boom.

Access to housing increased for two reasons. First, the sharp decline in mortgage rates increased affordability, so that
many low and middle income families could afford to buy. Second, as prices rose, the mortgage markets responded by
lowering standards for access to credit, creating new loan products, and expanding loans to the sub-prime market. In
fact, it can be argued that this second point allowed the housing boom to extend for as long as it did. One result of this
expansion of mortgage services was an increase in the number of the sub-prime mortgages.

Now, concern is growing that this large pool of sub-prime loans could come back to hurt the market. Sub-prime loans are
made to persons whose credit is not optimal. These persons pay a premium, in the form of higher interest rates, for the
ability to borrow money. Sub-prime loans give people with poor credit a chance to make big purchases and to
rehabilitate their credit. However, the standards for these loans have been loosened and many persons now in the sub-
prime market would not have been given loans in previous years. There is even speculation that many loans were made
to persons who could not make their initial payments. Furthermore, there is concern that as initial low, teaser rates re-
set, these borrowers will not be able to make the higher, mature monthly payments. And, any shock to local employment
markets could amplify this problem. The combined effect of these scenarios could be an increase in loan defaults, a
jump in credit standards, and an increase in the supply of housing as banks foreclose on homes to recoup their loses
from these loans. In addition, the foreclosures would hurt banks, causing them to pull back on loans, which would slow
the economy.

How do we analyze what is happening in the area covered by Consolidated MLS? By law, mortgage banks are obligated
to report a form to the Federal government for each mortgage that they write. On this form, information about the loan is
recorded including the type of financing, location, purchaser, loan amount, type of occupancy, and other information.
Also included on this form is the interest rate being paid to service the mortgage. For the purposes of this analysis, we
will assume that any loan with an interest rate 3% or greater than prime is sub-prime.

Using this Data, we find that there were 2,345 sub-prime loans issued in 2005 for the Bridgeport-Stamford-Norwalk metro
area, which represent 11.9% of the total population of loans for this area. In 2005, the percentage of sub-prime loans in
the Bridgeport-Stamford-Norwalk area rose to 24.2% for a total of 4,962 sub-prime loans issued. This figure was lower
than the nation as a whole where 28% of loans in 2005 were sub-prime compared to 14% in 2004.

So what does this mean for local Realtors®? There is no doubt that the rules for making sub-prime loans have been to
lax. Furthermore, defaults will rise as mortgage rates rise and employment begins to falter with the waning economy.
However, banks learned an important lesson in the last two mortgage banking crisis. It is much better to help the
holders of sub-prime loans to meet their monthly payment than it is for the bank to write off the loan as a loss; a small
bite to profits is better than a total loss. So banks will be much more inclined to re-work loan agreements. In addition,
sub-prime loans make up a small percentage of the total number and dollar volume of existing mortgages. These factors
help to mitigate the notion that there is a large overhang of defaults about to splash on the market, bringing down home
prices and sales and the overall economy with it.

Rather, the market is having the wind knocked out of it. Housing remains a sound investment for the long-term. We all
new that the protracted length of the expansion would lead to some over investment and bad lending. Now the market is
correcting for it by weeding those factors out. However, people still need homes. And, with some price moderation,
affordability can rebound in the face of low mortgage rates. What the market is facing is the psychological impact on
buyers as they struggle to understand what all of this new information about sub-primes and a slowing economy mean
for their buying decision. This waiting and uncertainty for Realtors® may be agonizing, but it is better for the health of
the market in the long-term.

14



Forecast

The Forecast
By Lawrence Yun, Senior Research Forecaster

The subprime loan market is certainly making news. The delinquency rate on subprime loans soared to 14.3%
as of the fourth quarter of 2006 and the 2007 figures are likely to be measurably higher still. Jut two years
ago, the subprime delinquency rate was at a cyclical low of 10%. While that still sounds high, itis a level
expected by lenders who take on the risk of lending to borrowers with credit history problems. The
foreclosure rate which lags behind delinquency trends will inevitably rise further from its already high of 4.5%
for these risky loans. Wall Street, which had been eager to fund these loans at high interest rates, has now
begun to close the money tap.

So what will be the impact from the subprime market fallout? Consider, the subprime loans comprised about
13% of the overall mortgage market, and 20% of mortgage originations since 2005(though there are divergent
figures depending upon the source) . The recent overall rise in default rates is primarily associated with the
subprime loans rather than with the predominant prime loans. The delinquency rate on prime loans was only
2.8% by comparison with the foreclosure rate running at 0.5%. Both delinquencies and foreclosures for prime
loans have been steady with very little movement. Therefore, a 14.3% delinquency on 13% of the loan
market means subprime problems are impacting close to 2% of all loans. Factor in the fact that one-third of
all homeowners own their home free-and-clear, the subprime problems are associated with about 1.4% of all
homes. History says that less than half of these homes with delinquent mortgage payments ever move into
actual foreclosure. So roughly speaking, 0.7% of all homes will at most run into eventual foreclosure from
recent meltdown in the subprime sector.

In addition, unlike past housing recessions of early 1980s or early 1990s when the country was losing jobs, the
current housing recession is associated with job gains - two million in the past 12 months. So there will likely
be quick purchases of foreclosed homes that reach the market. \ery painful for those losing their homes. But
that problem looks to be isolated without spreading significantly to the overall housing market.

The recent subprime problems will dent home prices. Nationally, prices are projected to fall 1% in 2007,
before picking up in 2008. As for the regional impact, the top five states with the highest prevalence of
subprime borrowing were California, Rhode Island, Michigan, Nevada, and Illinois, and so these markets will
face higher risk. By contrast, those states with little exposure to subprime loans are North Dakota, South
Dakota, Vermont, Alaska, and Montana.

Locally, the Norwalk region added 3,900 jobs in the past 12 months - a very solid gain for market this size.
That is a huge help in lining potential homebuyers. But recent declines in sales are reflecting that many are
renting. Assuch, rents have been climbing. Very soon, the squeezed renters will begin to search for ahome
purchase. Best guess is for home sales to show a year-over-year growth by the fourth quarter. The
momentum will strengthen in 2008. Prices will also show respectable rise in 2008. The market just needs to
pass through the subprime loan implosion in 2007.
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Economic and Housing Market Outlook: May 2007

2006 2007 2008 ANNUAL

Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 2005 2006 2007 2008
U.S. Economy
Annual Growth Rate
Real GDP 5.6 2.6 2.0 25 2.0 2.1 2.8 31 29 2.9 3.2 3.3 2.3 2.9
Nonfarm Payroll Employment 22 15 1.6 15 15 1.3 1.4 1.3 1.2 1.3 17 1.9 15 13
Consumer Prices 1.9 5.0 3.1 -2.1 3.1 3.2 2.3 2.6 2.4 2.7 3.4 3.2 21 2.6
Real Disposable Income 4.6 -15 3.2 5.3 45 0.4 32 31 3.6 2.9 12 2.6 31 3.0
Consumer Confidence 106 107 104 107 110 108 108 108 109 110 100 106 109 109
Percent
Unemployment Rate 4.7 4.7 4.7 4.5 45 4.6 4.7 4.7 4.7 4.7 5.1 4.6 4.6 47
Interest Rates, Percent
Fed Funds Rate 4.5 4.9 5.3 5.2 5.3 53 5.3 5.3 5.0 4.8 3.2 5.0 53 4.9
3-Month T-Bill Rate 4.4 4.7 4.9 4.9 5.0 5.0 5.0 49 4.7 45 31 4.7 5.0 4.6
Prime Rate 7.4 7.9 8.3 8.2 8.3 8.3 8.3 8.3 8.0 7.8 6.2 8.0 8.3 7.9
Corporate Aaa Bond Yield 5.4 5.9 5.7 5.4 5.4 5.6 5.7 5.8 5.8 5.8 5.2 5.6 5.6 58
10-Year Government Bond 4.6 5.1 4.9 4.6 4.7 4.8 49 5.0 5.0 4.9 4.3 4.8 49 4.9
30-Year Government Bond 4.6 5.1 5.0 4.7 4.8 49 5.0 5.1 5.1 5.1 4.6 49 4.9 5.0
Mortgage Rates, percent
30-Year Fixed Rate 6.2 6.6 6.6 6.3 6.2 6.4 6.5 6.6 6.6 6.5 5.9 6.4 6.4 6.6
1-Year Adjustable 5.3 5.6 5.7 55 55 55 55 5.4 53 5.2 45 55 55 5.2
National Housing Indicators
Thousands
Existing Single-Family Sales 6,863 6,627 6,287 6,263| 6506 6223 6274 6351| 6604 6534| 7,076 6,478 6,338 6,520
New Single-Family Sales 1,111 1,100 1,001 1,040 888 913 903 913 911 948 1,283 1,053 904 935
Housing Starts 2123 1873 1,714 1559 | 1464 1460 1466 1491 1,489 1540| 2,068 1,801 1470 1,546
Single-Family Units 1,747 1530 1401 1234 1157 1133 1,125 1,138| 1,136 1,182 1,716 1,465 1,138 1,186
Multifamily Units 376 343 313 324 307 327 341 353 353 358 352 336 332 359
Residential Construction* 619 601 570 540 515 501 496 499 503 511 608 582 503 516
Percent Change -- Year Ago
Existing Single-Family Sales 2.1 -7.2 -124 -1041 5.2 6.1 -0.2 1.4 15 5.0 44 -85 22 2.9
New Single-Family Sales -11.5 -14.3 -22.8 -18.8 -20.0 -17.0 -9.8 -12.2 25 3.8 6.7 -17.9 -14.1 34
Housing Starts 2.6 -9.3 -18.4 -24.3 -31.0 -22.0 -145 -4.3 17 55 5.8 -12.9 -18.4 51
Single-Family Units 2.6 -10.4 -19.8 -28.2 -33.8 -25.9 -19.7 -7.8 -1.8 4.3 6.5 -14.6 -22.3 4.2
Multifamily Units 2.9 -3.8 -11.3 5.1 -18.3 -4.7 8.9 9.0 15.0 9.5 21 -4.5 -11 8.2
Residential Construction 6.1 -1.5 -8.1 -12.8 -16.8 -16.5 -13.0 -1.6 -2.3 18 8.6 -4.2 -13.6 2.7
National Home Prices
Thousands of Dollars
Existing Home Prices 2169 2268 2250 2193 | 2117 2229 2244 2201 | 2134 2252 2196 2219 2203 2238
New Home Prices 2448 2461 2362 2439 | 2431 2456 2369 2461 | 246.0 249.6 2409 2453 246.2 2511
Percent Change -- Year Ago
Existing Home Prices 8.6 2.9 -1.1 -2.7 -2.4 -1.7 -0.3 0.4 0.8 1.0 124 1.0 -0.7 16
New Home Prices 6.5 6.9 -0.1 1.6 -0.7 -0.2 0.3 0.9 1.2 1.6 9.0 1.8 04 2.0
Local Region
Payroll Jobs (in thousands) 408.7 4189 4166 4214 | 4136 4243 4212 4256 | 4181 4303 | 4113 4164 4212 42715
Home Sales 1916 2820 2867 2267 1946 2665 2810 2333 2006 2756 | 11608 9870 9753 10061
Home Prices (in thousand $) 658.0 669.0 6643 6054 | 6782 6764 6749 6169 | 693.1 6939 | 653.0 6509 662.1 6829
Percent Change -- Year Ago
Jobs 14% 1.2% 1.1% 1.3% 1.2% 1.3% 1.1% 1.0% 1.1% 1.4% 0.3% 1.3% 1.1% 1.5%
Home Sales -6.1% -152% -23.4% -9.4% 16% -55% -2.0% 2.9% 3.1% 3.4%| -04% -15.0% -12% 3.2%
Home Prices 51% 43% -44% -3.5% 3.1% 1.1% 1.6% 1.9% 2.2% 2.6%| 10.0% -0.3% 17%  3.1%

Quarterly figures are seasonally adjusted annual rates.

* Billion dollars

Source: Forecast produced using Macroeconomic Advisers quarterly model of the U.S. economy.

Assumptions and simulations by Dr. Lawrence Yun.
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