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U.S. HOUSING MARKET — FISHING FOR THE BOTTOM

There's a growing impression that U.S. home prices
have hit rock bottom and that the housing market could
soon recover. How many times have we heard anecdotal
reports of how cheap it isto buy ahomein Floridawith a
$600,000 condominium in 2006 now selling for half that, or
the home in the Midwest selling for $1? However, our
findingsleavetheimpression that the misery of weak home
prices can be sustained for much longer, possibly 5 years
or more. Thisdoesn't mean that priceswill fall for 5years,
but any recovery inhome pricesisunlikely to bevigorous.

This report deals with the classic economic issue of
demand and supply and the price that clears the two.
Normally price declines spur demand and curtail supply,
hence moving a market in excess supply toward balance.
Truetoform, priceshavefallen sharply pretty much across
the United States and this has perked up key measures of
demand. It hasaso drastically cut into the supply of new

Contents

Introduction . ... ... . ... 1
TheBigPicture ........ ... ... .. 2
The Regional Pictures . . ......... .. ... . ... ..... 4
TheWesthascrest........... .. ... .. ......... 6
The Northeastis nottheleast ................... 8
The South still headingsouth .................. 10
The Midwest remains depressed .............. 12
Policy Priorities and Concluding Comments . . ... .. 14
Annex 1: Estimating underwater mortgages ...... 15

Annex 2: Do state foreclosure laws impact mortgage
delinquencyrates? ................... 18
Annex 3: Affordability measures ................ 20

U.S. Housing Market — Fishing for the Bottom

HIGHLIGHTS

The steep drop in U.S. home prices has perked
up key measures of demand and drastically
cut into the supply of new homes being built.

This process has not been enough to bring bal-
ance back to the housing market, because
price declines have also increased the total
supply of homes on the market through fore-
closures.

The price declines needed to make the mar-
ket affordable for new buyers is leaving many
homeowners with negative equity in their
homes. Already 6-11 million mortgages may
have gone underwater by February.

A further 10% decline in home prices over the
next year could drive a second wave of under-
water mortgages and increase this figure to
12-16 million.

Combined with our forecast for total job losses
by next year to reach 8.3 million, unemploy-
ment will exacerbate foreclosures into 2011.

Breaking the interaction between underwater
mortgages and unemployment remains the key
challenge to rebuilding a healthy housing
market. Once broken, affordability will again
drive the market.

Based on a number of demand measures,
affordability has improved, but is still not
enough to pull in enough new demand.

So even after we have addressed the current
foreclosure-driven supply glut, and new home
construction comes back to life, it will take
years for home prices to come back to life.

Further regional highlights are on page 5.
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homes being built - witness the plunge in new home con-
struction to record lows. But thereisatwist inthe current
situation. Thereisasecond source of supply coming from
soaring foreclosures that continue to dump homes on the
market. Aspricesfall, agreater number of mortgages are
pulled underwater (when the mortgage exceeds the value
of thehome), raising forecl osures, thereby pumping up this
channel of supply. So, thetraditional theory that pricesfall
until it clearsthe market iscomplicated by thefact that itis
now dumping more supply onto the market. We are deal-
ing with three dynamicsfrom price declines. Falling prices
raise demand, cut supply of hewly constructed homes, but
also raise the supply of foreclosed homes.

In order to determine at what price and when the re-
giona U.S. housing markets might balance, we must ex-
amine how demand and the two facets of supply are and
will behaveto price declines. Inthisreport we examine 3
critical measures of demand and the likely path of fore-
closures across the 4 broad markets—West, South, North-
east, and Midwest.

In doing so, we cameto thefollowing conclusions:

1. Theincentive to buy a home has improved markedly
across al regions, but is not yet at levels to entice suffi-
cient buyersto offset new supply coming onto the market.
Asaresult, home prices need to fall considerably more.

2. But, if prices decline by 6-10% in the next year, there
is a danger that a second wave of foreclosures could hit
the American economy from underwater mortgages, ex-
acerbating the supply glut already in existence. !
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3. The Midwest and South are particularly vulnerable to
a second wave of underwater mortgages.

4. This may be a necessary evil to establish a price that
can finaly clear the market. Our analysis shows that in
the West where price declines have been the steepest and
foreclosure activity has been among the greatest, the peak
impact from underwater mortgages appearsto have passed.

5. TheNortheast region may betheexceptiontothisrule,
as it provides less evidence that underwater mortgages
present amajor supply risk. However, it continues to suf-
fer from thetraditional supply source—too much construc-
tion in the pipeline — that other regions have already suc-
cessfully worked off.
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The combination of underwater mortgages and being
unemployed too often leaves homeowners out of options.
Recent government assistance initiatives are helpful, but
may not go far enough in breaking the negative feedback
loop between falling pricesand new foreclosure. The bot-
tomlineisthat pricesneed tofall further acrossthe United
States. Even though this risks dumping more supply into
the market from foreclosure activity, the West offers an
example that theimpact from underwater mortgages does
eventually peak and further price declines have awaning
impact on supply. The scale beginsto tilt in favor of buy-
ers. However, demand in the West has outpaced supply
for a year, and prices are till trekking lower. Even as
buyers begin to pick up the slack, prices can linger in no-
mans land for years to come.

The Big Picture

Themoral of thestory isthat contagion from one mecha
nism to the other can be quite circular and self-sustaining.
Falling prices make buying a home more affordable, but
simultaneously increase the burden on existing homeown-
erswho lose the equity cushionin their home. The sever-
ity of thisfeedback loop ultimately depends on adecision
that was made when the home was first purchased — how
much of a downpayment was placed on the home? The
smaller the downpayment and accumulation of equity, the
greater the risk that in an environment of falling home
prices, the mortgage will slip underwater, thereby leaving
existing homeowners owing more on their mortgage than
the homeis currently worth.

In fact, we estimate that since September 2008, the

MORTGAGE DELINQUENCIES TEND TO MOVE
WITH THE ECONOMY
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MORE MORTGAGES ARE SLIPPING INTO
NEGATIVE EQUITY POSITION THAN ARE SOLD
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number of mortgages slipping underwater each month was
greater than the number of newly-originated mortgages,
possibly by afactor of two to threetimes. This means at-
risk mortgages have been growing faster than new mort-
gages. Intermsof levels, we estimate that at itsworst in
1991, about 94,000 mortgages in total may have gone un-
derwater, equivalent to about one-third of new mortgages
madein asinglemonth. Incontrast, 6-11 million U.S. mort-
gages may have dipped underwater by February 2009, the
equivalent of one-fifth to one-third of all new mortgages
taken out over the last five years.

But, we believe thisis only the first wave of underwa-
ter mortgages, with a second wave still likely to come.
The current first wave consists predominantly of borrow-
erswho bought homesin the last few years with less than
20% down. The second wave will come if prices decline
afurther 6-10% over the next year, and begin to draw in
the peak of buyers from this housing cycle who bought
their homesin the 2004-2005 period with at east 20% down.

The greatest remaining risk to the housing market will
be the interplay between the unprecedented lack of home
equity and the ongoing loss of jobs. We expect total job
losses during thisrecession to mount to 8.3 million by early
2010 —the total number of job losses seen in the last three
recessions combined. Asaresult, the unemployment rate
is expected to push dlightly above 10% and hold at that
level through 2011. With aninability to tap home equity as
atemporary source of incomefollowing ajob loss, under-
water mortgages will continue to exacerbate the foreclos-
ure problem. Since the unemployment rate tends to lag
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AFFORDABILITY: PRICE-TO-INCOME RATIOS
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any economic recovery, mortgage delinquencieswill likely
continue to rise well after the economy has started to re-
cover.

But, while home price declines are a bane for existing
owners, they are aboon for buyers looking for an afford-
able purchase. Whether abuyer islooking to buy ahome
asan investment or asan alternative to renting, many indi-
cators on affordability suggest that the housing market on
average still isn't cheap enough. In spite of the unprec-
edented low level of construction, the market still can’t
attract enough new buyersin order to work off the exist-
ing high levels of inventories and absorb the ongoing flow
of new foreclosures.

The Regional Pictures

The story unfolds dlightly differently when we break
out the data on a regional basis. In particular, there are
budding signsthat conditionsareripening for arecovery in
the West. In contrast, the South provides little evidence
that abottom isnear. The Northeast appearsto face some

unique challenges related to the risk that too much new
supply from constructionisstill inthe pipeline. Inthe Mid-
west, all of theaffordability indicatorsaresignaling ‘ buy’,
however the troublesin this region were not embeded in a
housing bubble, but rather in economic distress that was
exacerbated by the national housing fallout. Thetable on
page 5 highlights some key indicators of the ongoing im-
bal ance between regional housing supply and demand. We
believe there are three key supply risks —new underwater
mortgages, rising unemployment, and the existing level of
unsold homes—which remain our focusfor addressing the
glut of homes on the market. We then balance thiswith a
focus on three key affordability measures — the debt serv-
iceratio (DSR), price-to-incomeratio (PIR), and price-to-
rent ratio (PRR) — to gauge whether there is sufficient
demand for housing. We use this same framework as we
move through each of the four U.S. regions — the North-
east, West, South, and Midwest — in examining the spe-
cific progress and ongoing risksin each area.

Footnote

1 Our measure of underwater mortgages is partly based on past sales, so underwater mortages as of a given date include both
mortgages currently underwater, as well as mortgages which may have already foreclosed after slipping underwater.
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REGIONAL HOUSING SUPPLY AND DEMAND INDICATORS - CURRENT AND ONE YEAR PRIOR

Supply risk 1: Underwater mortgages Supply risk 2: Economic variables

The share of mortgages made since 2004 in which borrowers slipped into negative
equity and the average monthly home price decline that would ensure the number of
"at risk" mortgages are growing slower than the number of new mortgages.

The average unemployment rate for states in the region

Supply risk 3: Current supply

The number of months it would take to sell the existing stock of unsold homes at the

Underwater mortgages as a % of total® Price sensitivity* Unemployment rate

(Feb 09%) (Further 10% decline) (Feb 09%) (Feb 09)
Northeast 9% 14% 1.4% 10.8% Northeast 7.7%
West 30% 33% 1.5% /1 1.2% West 9.2%
South 23% 32% 0.9% /0.9% South 8.1%
Midwest 36% 47% 0.8% /0.7% Midwest 8.6%

(Feb 08%) (Feb 08)
Northeast 2% Northeast 4.8%
West 5% West 5.3%
South 5% South 4.7%
Midwest 12% Midwest 5.4%

Demand: Incentive to buy
The ratio of home prices to household income and mortgage

current pace of sales.

Existing homes New homes

(Feb 09%) (Feb 09%)
Northeast 8.5 16.3
West 7.3 13.3
South 12.1 10.8
Midwest 11.3 11.8

(Feb 08*) (Feb 08*)
Northeast 6.8 14.3
West 12.4 10.1
South 10.8 9.3
Midwest 10.0 11.8

and interest costs as a % of median family income.

Price-to-income Debt service
(2008 Q4) (2009 Q1%)
Northeast 3.5 20%
West 3.6 19%
South 2.6 14%
Midwest 2.1 13%
(2007 Q4) (2008 Q1)
Northeast 3.9 24%
West 4.9 27%
South 29 18%
Midwest 23 14%

*TD Economics estimate; ~Share of cumulative home sales since January 2004 as of Feb 2009, Feb 2008, and forecasted for a further
10% decline in home prices; *Next 12 months / subsequent 12 months; Source: Haver Analytics, Moody's Economy.com, TD Economics

WEST

e The peak impact from underwater mortgages has likely
passed.

e The oversupply of new and existing homes remain
high, but improved significantly over the last year.

e Based onincome and rent levels, affordability must
improve further.

NORTHEAST

The Northeast appears to be on higher ground, with
less risk of a second wave of underwater mortgages.

Oversupply of new homes and ongoing construction
remains too high.

Affordability remains poor, suggesting prices need to
fall considerably to pull in more demand.

SOUTH

* The share of underwater mortgages relative to home
sales over the last year may double in 2009.

» Supply throughout the states in the region remains
some of the highest in the nation.

e Home prices remain high relative to rental costs and
income levels, limiting new demand.

MIDWEST
The Midwest already had one of the worst levels of
underwater mortgages and may worsen further.

As aresult of foreclosures, existing home supply re-
mains particularly elevated.

Affordability is good relative to history, but the future
shape of the economy is the bigger concern.

U.S. Housing Market — Fishing for the Bottom
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The West has crest

While it appears that the housing market in the West
(and Californiain particular) isno longer trolling along the
bottom, it still has to see further improvements in
affordability and reductionsin inventory before asustain-
able recovery can take hold to stabilize prices. Still, the
West appears closer to this end-game than most other U.S.
regions.

Supply risk 1: Underwater mortgages (neutral)
Thewords Floridaand Californianormally conjure up
images of sunshine and white-sand beaches, but to any
economist, these two states are the poster children for
housing markets in severe distress. However, at least in
the case of California, which we use as a broad barometer
for the West, there are budding signs of arecovery.
There is no doubt that the rapid home price declines
and low downpayments in recent years have come home
to roost in the West. We estimate that around one-third of
mortgages on newly-purchased homes slipped underwa-
ter by February 2009. But, the West saw its accumulation
of underwater mortgages accelerate early in the housing
downcycle relative to other regions. The West has also
seen the unemployment rate rise faster than in other re-
gions, so both risk factors were frontloaded. Thisiswhy
the West has had such outsized foreclosures to date.
Moving forward, though, we find that with the bulk of
at-risk mortgages having aready slipped underwater, the
Western market is now the least price sensitive of any
region in accumulating new underwater mortgages. A fur-
ther 10% decline in home prices has the potential to in-

GROWTH IN UNDERWATER AND DELINQUENT
MORTGAGES
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crease the stock of underwater mortgages by 26%, half
the national average. For citieslike Los Angeles, month-
over-month price declines would have to exceed 1.7%-
2.0% over the next two yearsin order to drive the flow of
newly underwater mortgages above the monthly pace of
mortgage originations. Thisisabout twice the pace of home
price declines that most other major U.S. cities can toler-
ate. Rather than a reflection of strength, though, this is
more areflection that the bulk of mortgages at risk of be-
coming underwater have already done so due to the al-
ready large cumulative price declinesin the L.A. market.

Itisunclear whichisabigger concernfor driving new
foreclosures —how many new mortgages are underwater
relative to new workers becoming unemployed, or how
long ahighlevel of underwater mortgages and unempl oy-
ment persist. Certainly thelonger poor conditions persist,
the more some unemployed homeowners will see their
savings depleted and risk becoming delinquent. But, this
influence decreases over time so the bigger factor for driv-
ing new foreclosures should be newly underwater mort-
gagesand unemployed individuals. With the pace of newly
underwater mortgageslikely to slow in the West, this does
arguefor less upward pressure on inventories dueto fore-
closures, which would be less of adrag on attracting new
money into the market.

Supply Risk 2: Economic variables (negative)

The West is in the unfortunate position of having had
the highest and fastest rising unemployment ratein the nation
over the last year. In the span of one year, the unemploy-
ment rate has risen 4 percentage pointsto 9.2% in Febru-
ary. This certainly raises the risk that a greater share of
underwater mortgages could tip into delinquenciesin the
near-term, and eventually foreclosures. However, therate
of increasein the unemployment ratewill likely slow going
forward. Construction jobs made up 28% of all job losses
in the past year, the greatest share of any region. Since
the excesses of building have already been purged from
the economy, with housing starts at record lows, it's un-
likely that acute job loss pressures from that sector will
persist.

Supply risk 3: Supply currently on hand (neutral)
There are several other factors that argue for ongoing

improvement in the West. First, looking more broadly at

the data, sales of existing homes in the West appeared to
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have bottomed in early 2008 and have since made a steady
trek higher. Sales are up 30% from year ago levels, while
other regions remain deeply in the red. Now, one of the 3,000 Thousands of homes, SAAR
reasonswhy salesin the West were thefirst to turn around

reflects the fact that it's aregion that had a disproportion- 2,500 -
ate amount of foreclosure activity that led to the sharpest
pricedeclinesinthenation. From peak levels, median ex-
isting home prices were down 40% by February of this 1,500 -
year, in contrast to 18% in the South, and only 9% in the 1000 WM /'
Northeast. So many of these sales are simply sopping up ' w‘\\.
the massiveincreasein supply that came from foreclosure 500 T Rortheast
activity. However, the good newsisthat the pace of sales West
has outstripped that of new supply coming into the market. 0
Specifically in California, existing homeinventories have
fallen dramatically back to 2006 levels. And, theinventory
overhang is below the national levels, so on arelative ba-

EXISTING HOME SALES
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Source: Moody's/Economy.com, TD Economics

sis, California’s housing market is moving in theright di- EXISTING HOME SUPPLY
rection towards recovery. Unfortunately, inventories are

till highon ahistorical basis, suggesting one of two things. 15 Month’s supply

With supply pressures emanating from foreclosed homes, 16 -

the rate at which foreclosures are adding to the stock of 14 -

homesfor sale must ebb. Alternatively, there must be con- 12

tinued downward pressure on prices to improve
affordability in order to prompt apick up in demand.

10 4

National

Demand: Incentive to buy (neutral)

Isaffordability good enough to tempt large numbers of
new buyers? Not yet. Affordability hasimproved tremen- —_—
dously intheWest, but that’s not surprising given that home 99 00 01 02 03 04 05 06 07 08 09
prices have been clawed back to 2003 levels. Specifically
for California, the price discounting has been even more
dramatic with prices back to 2002 levels. Yet, two of the

California
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Source: Moody's/Economy.com, TD Economics

three tracking measures for affordability — PIR and PRR EXISTING HOME SUPPLY

—suggest theWest is still overvalued. Both measures con- Month's supply

tinue to exceed their historical average, but not grossly so 20 20

inthe case of the PIR. Giventhetill-high level of inven- = California

tories and the bear housing market, affordability would at 15 ;°s ‘F‘"ge'fs (C(‘;’A) 45
=== 3an Francisco

least haveto returnto historical normsand likely lower, in
order to entice the necessary demand that would finally
tighten up inventory supply and stabilize prices. In addi-
tion, breaking these measures down to the MSA level, it
appears that Los Angeles and San Francisco remain par-
ticularly vulnerable. The third measure, the debt service
ratio, hasfallen sharply inthe West and sitswell below the —
historical average. So onthisfront, buyershave consider- 9 00 01 02 03 04 05 06 07 08 09
ableincentive tojump into the market. Source: Moody's/Economy.com, TD Economics
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The Northeast is not the least

The Northeast market does not appear to have alarge
second wave of underwater mortgageswaiting inthewings
over the next year or so, but the data suggest a substantial
declinein pricesiswaiting in the wings. First, the current
new home supply overhang is stark relative to other re-
gions. Second, affordability is poor relative to other re-
gions, suggesting that prices need to fall considerably to
pull in more demand. Third, given existing mortgagesin
the Northeast areless price sensitive, home prices can fall
farther and faster than other regions, if needed, in order to
increase affordability and bring more buyersinto the mar-
ket without exacerbating foreclosure risks.

Supply risk 1: Underwater mortgages (neutral)
Newly underwater mortgages may grow faster in the
Northeast than anywhere else in the U.S. as home prices
continueto fall. We estimate that the stock of underwater
mortgageswould nearly double over the next year if home
prices retreat by 10%. While this sounds scary on the
surface, the rapid increase is a reflection of the fact that
the region has seen much less underwater mortgages to
date, so it'srising from a small base. Thisis largely be-
cause the Northeast benefited from more resilient home
prices at the start of the housing downturn, with prices not
faltering until 6-12 monthslater than the other regions. The
pace of declinein prices has also been less rapid than the
other major regionsand to cap it al off, relative to the rest
of the nation, fewer Northeastern homeowners put
downpaymentsin the high-risk grouping of lessthan 20%.
The net effect of all thisisthat lessthan 10% of newly

UNDERWATER MORTGAGES AS A SHARE OF
CUMULATIVE HOME SALES SINCE JANUARY 2004*
Percent
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*Averages of select major metro areas; Source: S&P, Census, NAR,
FHFB, Moody's Economy.com, Haver Analytics, TD Economics
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SUPPLY OF NEW HOME SALES
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sold homes over the last 5 years were at risk of having
slipped underwater by February 2009. So, even if the ab-
solute number of underwater mortgages doubles, asashare
of newly-sold homes over the last 5 years, it would only
amount to 15%, just one-third the national average. The
issue of underwater mortgages may increasein importance
over the next year, but it does not appear to be overwhelm-
ing.

An aternative benchmark we used to judge the vulner-
ability of aregion isto estimate the monthly pace of home
price declines that an area can sustain while still keeping
the monthly number of newly underwater mortgages be-
low the pace of home sales — in other words more new
mortgages are being made each month than old mortgages
aredipping underwater. By thismetric, existing mortgages
in the Northeast appear to be the second-least price sensi-
tive after the West, and therefore more resistant to small
changesin home pricesdriving alarger increase in under-
water mortgages. Both the Philadelphia and Boston re-
gions can ensure a manageable increase in underwater
mortgages as long as home price declines are no worse
than 1.5% each month over the next twelve months. For
the subsequent year, home price declines in the Philadel-
phia and Boston area would have to be more subdued —
not exceeding 1% and 0.7% per month, respectively. This
would mean Boston and Philadel phia would need to see
the pace of home price declines accelerate from their cur-
rent pace of the last six months and be sustained over the
next year or two before a vicious spira of an unsustain-
able accumulation of underwater mortgages would mate-
rialize. Asaresult, current homeowners in the Philadel-
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phiaand Boston areas, and the Northeast in general, seem
less susceptible to mortgages slipping underwater than in
other areas of the country.

Supply risk 2: Economic variables (neutral)

Although pressuresoninventoriesemanating fromfore-
closure activity seem limited in the Northeast, the uncer-
tainty and risks may linger longer than elsewhere, as the
region’s economy is more mature and generally recovers
at amore sluggish pace than the nation as awhole. This
seems particularly likely given that the economic reces-
sionisembodiedinafinancial crisisand the Northeast has
outsized exposureto thefinancial industry.

On the plus side, thus far in the economic cycle, job
losses have occurred at a slower pace than the nation and
the Northeast is sustaining alower unemployment rate.

Supply risk 3: Supply currently on hand (negative)
The risk of inventory accumulation from foreclosure
activity inthe Northeast appears capped and explainswhy
the region has one of the lower levels of inventories of
existing homes. However, theregion currently suffersfrom
an extremely high level of unsold new homesin the market
and thereis a danger that too much supply remainsin the
pipeline. Inventories of unsold new homes in the North-
east were running at 16.3 months of supply in February,
four months above the national average. The Northeast is
also the only region that is not experiencing a convincing
decline in homes under construction. In fact, levels are
holding remarkably high and consistent with that seen in

HOUSING UNDER CONSTRUCTION
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AFFORDABILITY: PRICE-TO-INCOME RATIOS
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the past two years. A dominant influence here has been
thechangeintheNew York City building codefor multiple
unitsthat took effect in mid-2008, which caused abig push
to break ground on new development projects before the
new building requirementstook effect. Since housing con-
struction in New York City represents one-third of the
Northeast market, it's probably safe to say that the supply
overload isnot representative of the entireregion. Never-
theless, too much supply issimply too much supply, and it
can have a depressing effect on the broader area. Fortu-
nately for the Northeast, the new home market typically
makes up avery small proportion of sales (lessthan 10%,
which ishalf the national average). Inventory overhangis
more problematic within this market if it residesin there-
sale home market. And in this respect, supply is quite el-
evated, but the Northeast is comparatively better off rela-
tive to other regions such as the South and Midwest.

Demand: Incentive to buy (negative)

So then the question boils down to whether conditions
areripefor apick up in demand to sop up potential supply?
The answer isno. The Northeast market isthe only area
where the DSR remains above the historical average, so
this metric isn’t providing a favourable buying incentive,
especially when one considersthe potential backlog of in-
ventoriesthat still hasto be absorbed into the market. Cer-
tainly on other measures, such as the PIR and PRR, the
Northeast and major cities within are still flagged as an
overvalued market, though more so in the states of New
York and New Jersey than other areas like Pennsylvania,
Maine or Massachusetts.
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The South still heading south

Our mortgage risk, economic and demand variablesall
stack in the negative column for the South. Infact, itisthe
only one of the four regionsto have consensus across the
indicators. Therisk of alarge second wave of underwater
mortgagesremainsgreat, and affordability hasnot improved
yet to levels that would pull in sufficient demand to head
off supply.

Supply risk 1: Underwater mortgages (negative)
Whileexisting mortgage holdersin the South in general
seem to have done better at avoiding a negative equity
position early in 2008, the problem seemsto have reached
aninflection point in the last three months of that year. We
estimate that the level of underwater mortgages doubled
from September to December, rising from 10% to 20% of
all homes purchased over the last five years, and thisratio
was swiftly approaching one-quarter as of February 2009.
This is the result of two forces. First, an acceleration of
home price declinesin many major citiesin theregion over
that period. Second, along with the Midwest, the South
mortgage market embedded more high-risk mortgagesre-
lated to very low down payments. A third of all homes
sold by December 2007, were still being conducted with
less than a 10% down payment. As aresult, the South is
still working through their oversized first wave of under-
water mortgages. A further 10% decline in prices would
potentially increase the stock of underwater mortgages by
slightly more than 50% from their February levels, taking
therel ative measure to one-third of al homes purchased in
the last five years at that point being underwater.
Moreover, anumber of citiesin the South arein amore
precarious position when it comes to a tipping point for
fueling faster increases in new underwater mortgages.
Looking at the mgjor cities for which we have sufficient
data, Miami seems best situated, but must still see monthly
home price declines over the next 24 months of no more
than 1% to keep the pace of newly underwater mortgages
below the current pace of total home sales. Dallas, onthe
other hand, has a sustainable home price decline rate of
only 0.7%. With the recent monthly home price declines
in the Washington D.C. metro region averaging 2%, D.C.
would need to see home price declineslimited to no worse
than 0.7% over the next 12 months in order to reduce the
risk of having more existing mortgages slipping underwa-
ter each month than new mortgages are originated. Inthe
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12 months past that, however, home price declines could
bedlightly worse, at around 1%, assuming the current pace
of sales were sustained into 2010. One saving grace for
the D.C. region is that it tends to see less job losses in a
recession due to the relative stability of government em-
ployment. As a result, these homeowners may be less
vulnerableto financial distress, which would only be exac-
erbated by an underwater mortgage, compared to other
markets where job losses might be more pronounced. Al
told, however, our analysis certainly raises the risk that
foreclosure activity couldincreasein the South region over
the next 12 months.

Supply Risk 2: Economic variables (negative)
Looking purely at job figuresleavestheimpression that
the labor market in the South has been resilient relative to
the U.S., but the data is skewed by the state of Texas
which represents almost one-quarter of the job market for
the region. Elevated energy prices last year delayed the
economic downturn in that state, but thiswas not the case
elsewhereintheregion. Excluding Texas, joblossesfell at
afaster rate in the South (-3.4%) than for the nation as a
whole (-3%) in the past year. For just the South Atlantic
region, the unemployment rate sat well above the national
rate in February with states like Florida already at 9.4%,
Georgia at 9.3%, South Carolina at 11%. Being a key
catalyst to the housing bust, economic hardship hasgripped
theregion. Looking forward, the region will likely main-
tain higher unemployment ratesthan the national economy.
Specifically in Florida, a survey conducted by PNC Bank
between January 26 and March 4 of small and medium
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size business indicated that 71% of business owners plan
to cut their capital spending, and just 9% said they planto
hireworkersin the next six months, with 20% percent cut-
tingjobs.

Supply risk 3: Supply currently on hand (negative)

In the Southern region, inventories are in the unenvi-
able position of being the highest in the nation. At the
current pace of sales, there is slightly more than a years
worth of homes waiting for a buyer. Although the dataiis
not available to compute month's of inventory by state, we
do have vacancy rates. Existing home prices fell 35%
from the peak to December of last year in Florida, and yet
vacancy rates were a record high of just over 17% — the
third highest among all 50 statesin the United States. Va-
cancy rates in South Carolina are next in ling, coming in
fourth highest in the country, while North Carolinais the
12th highest, which speaksto awider inventory issuethan
just Florida.

Data compiled by the Florida Association of Realtors
and the University of Florida Real Estate Research Center
indicate that salesin the state did pick-up in thefirst quar-
ter, so the vacancy rate probably edged lower, but it would
likely haveto drop by one-quarter before priceswould even
begin to stabilize and we're a year or more away from
that. Aninventory glut remainsin Floridaand will likely
beworked off at aglacia pace, especially since affordability
remains poor in the state relative to historical norms. In
contrast, in the state of Texas, vacancy rates were drop-
ping throughout 2008 to almost half the level of Florida,
which also wasn't too far off itshistorical low. Supply glut
isnot an issue yet for this state.

Demand: Incentive to buy (negative)

The demand side of the equation is also giving little
indication that thismarket isat the bottom. Salescontinue
to deteriorate, vacant housing stock remains extremely el-
evated and the affordability measuresindicate astill-pricey
market relative to incomes and rent.

Disaggregating the datafurther, the PIR for Floridain-
dicates a much more overvalued market than that for the
South as awhole. That's because the largest state in the
region—Texas—is<till considered well-valued by thismetric,
therefore it skews the entire metric down for the South.
The PRR tells the same story for this state. Texas was
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latein joining the housing market bust dueto specific eco-
nomic drivers related to elevated energy prices. Amidst
all the recent economic turmoil, it's easy to forget that the
price of oil was still holding on average above the $100 per
barrel mark in September of last year.

However, looking at a broader swath of the South At-
lantic region, itisclear that Floridadoesnot stand alone as
an overvalued market relative to affordability. A number
of states, such as Maryland, Virginia and the District of
Columbia, also have elevated PIR’s relative to historical
norms.
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The Midwest remains depressed

The Midwest had the misfortune of not participating in
the housing boom, but isexperiencing all of thefallout from
the bust. That's because this region has bigger fish to fry
than just a housing market crash. States in which the
economy is more leveraged to industrial activity, such as
Michiganand Illinois, face anumber of structural economic
changes, which requires little explanation for anyone fol-
lowing the automotive sagaof late. In contrast, the econo-
mies in states with a heavier agricultural tilt, like lowa,
Idaho, and Kansas, are proving to be more resilient in the
face of the recession. In this report, our housing analysis
is focused on the former group, due to data availability.
The Midwest housing market is caught in the crosswinds
of potentially a large second wage of underwater mort-
gages hitting in the next 12 months, alongside an already
over-supplied market. While affordability is among the
best in the nation, it will not be the savior of this market.

Supply risk 1: Underwater mortgages (negative)

The Midwest appears to be one of the worst in many
regards when it comes to pressures coming from under-
water mortgages. As of February, almost two out of five
mortgages on homes sold over thelast five yearsmay have
dlipped underwater. This has much less to do with the
pace of the housing boom or any abnormal declines in
prices. Rather, the region saw a large number of mort-
gages made with less than 10% down late in the housing
cycle, exceeding one third of new mortgages made in the
second half of 2007 in several major cities such as Cleve-
land, Detroit, and St. Louis.

Supply Risk 2: Economic variables (negative)

This seems to have been areflection of the weak eco-
nomic environment, wheretheregional labor market grew
by only 2% total from 2003 to 2008 and has since lost
amost 4% of the workforce from that low peak. Dueto
poor economic fundamental's, thelossin home equity from
falling home prices has been compounded by the largest
decline in the pace of home sales in the country, with the
pace of salesin December 2008 sitting 20% below its pace
oneyear prior. Asaresult of the low pace of sales, cities
like Chicago would see newly underwater mortgages ex-
ceed thelow pace of newly originated mortgagesif monthly
home price declines are more severe than 0.5%. Asthis

U.S. Housing Market — Fishing for the Bottom

TOTAL EMPLOYMENT
108 Index 2003=100 108
United States
106 4 Midwest - 106
104 1 - 104

] W\ 10
100 \ 100

98 4 - 98

96 T T T T T —- 96
03 04 05 06 07 08 09

Source: Moody's/Economy.com, TD Economics

EXISTING MORTGAGES: PRICE SENSITIVITY TO
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would bejust one-third of the average pace of home price
declines over the previous month, the risk factors for the
region seem strongly biased towards further deteriorations
inthe level of underwater mortgages, and, given the poor
labor market, further deteriorations in the level of fore-
closuresand inventories.

Supply risk 3: Supply currently on hand (negative)

The Midwest is facing a highly oversupplied market
both for new and existing homes. In fact, in the case of
the latter, supply exceeds the national average. In Ohio,
vacancy ratesare about doublethelong term average, while
Michigan faces record vacancy rates. Demand in the
Midwest is in an extraordinarily weak condition. Sales
have been in afreefall for severa years, with the peak in
activity having occurred way back in the summer of 2005.
In February of thisyear, saleswerestill bouncing along the
bottom, showing no conviction to head north. Thesignifi-
cant risk of more underwater mortgages coming onto the
market coupled with the fact that demand has not awak-
ened from its slumber, suggests this housing market has
longer term structural issues on its hands and could very
well be the last to recover.

Demand: Incentive to buy (positive)

Affordability measures don’t provide much assistance
inreading theturninthismarket vianew demand, sinceall
metrics scream ‘affordable’. The bigger issueiswhen the
economy will bottom, since this region is experiencing a
structural change in its economy, rather than a structural
change in the housing market. In other words, it's not
about how affordable, but who can afford.

U.S. Housing Market — Fishing for the Bottom
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Policy Priorities and Concluding Comments

Outside of thefactors cited in this paper, there has also
been further assistance and incentives provided to existing
and potential homebuyersthrough regulatory changesand
tax incentives. Thesewill helpin stemming thetide spilling
from at-risk underwater mortgages to actual foreclosures.

President Obama’ s HomeAffordable Refinancing Pro-
gram hel ps current homeownerswith asolid payment his-
tory and, at most, are 5% underwater in their mortgage, to
refinance through June 2010. For those already delinquent
or at risk of default, the Home Affordable Modification
Program provides borrowers with the ability, though De-
cember 2012, to refinance their mortgage with lower in-
terest rates, with subsidies and incentives paid to borrow-
ers and lenders from the government for modifying loans
and staying current. If interest rate changes alone are not
enough, some combination of extending the loan term up
to 40 years, reducing the principal, or shifting part of the
principal to a zero-interest lump-sum payment at the end
of the mortgage can also be used.

Theseprogramsall helpto stemthetide of rising inven-
tories of foreclosed homes, though given our findingsthat
12-16 million mortgages may be underwater within one
year if prices decline a further 10%, the administration’s
assumption that these two planswill help 7-9 million peo-
ple could turn out to be on thelow side. Since the biggest
concern is the interplay between having an underwater
mortgage and then losing your job, a government-funded
income replacement scheme could also help stem thetide
of new foreclosures. If an existing homeowner with an
underwater mortgage loses their job, but their mortgage
was otherwise affordable, a plan to provide low-interest
income replacement loans to these individuals until they
find anew job could be very useful in avoiding a vicious
cycle between job losses, mortgage foreclosures, and fur-
ther home price declines sending more borrowers under-
water.

Other unintended consequences have also been miti-
gated. For example, existing homebuyers in foreclosure
or who must sell their home but are in a position of nega-
tive equity, are helped by the Mortgage Forgiveness Debt
Relief Act passed in 2007 (and as later amended). This
ensures that, through the end of 2012, up to $2 millionin
loan forgivenesson aprimary residencewill not beincluded
as income for tax purposes.

U.S. Housing Market — Fishing for the Bottom

Obama’s home buyer credit

Any one who buys a home between January 1, 2009
and November 30, 2009 and meets the following condi-
tions:

e Must not have owned a house in the past 3 years.
This is the “first time” homeowner condition.

e Income must be less than $75,000 for singles or
$150,000 for married couples. Singles who make
up to $95k and couples who make up to $170k can
get a partial credit.

e Stay in the house for 3 years otherwise the credit
has to be paid back.

To address the demand side of the equation, the tax
incentivesfor first time homebuyers (see box) provide some
additional new demand, but arguably many would-be, first-
time homebuyers already entered the market in the past
few yearsand may no longer be eligible. Onepossibility is
to open this plan up to individualswho havelost their home
to foreclosure in the previous few years, but who are cur-
rently financially able to afford a new mortgage with an
appropriate downpayment and mortgage terms. Thiswould
be one way of creating some further new demand and
targetting those most affected by the housing crash. To
the extent this plan does|ead to home sales that would not
have otherwise occurred, or limitsthe downward pressure
on homeprices, it isalso asubsidy from the government to
the states by creating new property tax revenue.

Whilethe monetary amount of thissubsidy may belim-
ited, it does highlight what is ultimately needed to resolve
this crisis—less supply of homes sitting vacant and more
demand that stabilizes home prices. The U.S. housing
market is currently ripped in two. While aggregate
affordability indicators suggest further progressis needed,
thereisbetter affordability for foreclosed homesgiventheir
low prices. But, oncethisinventory isworked off, thereis
little to suggest there will be much upward momentum in
the mainstream U.S. housing market for years to come.

Beata Caranci, Director of Economic Forecasting
416-982-8067

Richard Kelly, Senior Economist
416-982-2559
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Annex 1: Estimating underwater mortgages

Underwater mortgages pose potentially the largest on-
going risk to the U.S. housing market. A mortgageissaid
to be underwater when the value of a homeowner’s mort-
gageislarger than the value of the houseitself —aloan-to-
value (LTV) ratio greater than 100%. When home prices
are rising and normal payments are made on a mortgage,
thisis not an issue as the value of the home isrising over
timewhilethe mortgageisbeing paid off. However, inthe
current environment, falling home prices reduce homeown-
ers’ equity each month and push more and more mort-
gagesinto anegative equity position.

Exacerbating the problem, during the heydays of the
current housing cycle, more than 20% of new mortgages
had LTV ratios of 90%. So it waswithin quick order that
LTV’s crossed the 100% threshold for these homeowners
as prices tumbled 28% from the peak. Even those with
LTV’s of 80% were impacted, if homes were bought near
the peak of themarket. In contrast, during the early-1990s
period, households in the high-risk group with LTV’s of
90% represented |ess than 10% of new mortgages, so the
peak-to-trough price decline of around 9% was not suffi-
cient to push alarge number of mortgages underwater. In
fact, we estimate that at its worst in 1991, about 94,000
mortgages in total may have gone underwater, equivalent
to about one-third of new mortgages madein agiven month.
In contrast, combining national data.on home prices, home
sales, and LTV ratios, we estimate that by February 2009,
6.2-10.8 million U.S. mortgages may have slipped under-
water, the equivalent of one-fifth to one-third of all new
mortgages taken out over the last five years.

There is an ebb and flow to the number of mortgages
dipping into anegative equity position from month to month.
For one, the flow of new underwater mortgages is less
driven by peak-to-trough declinesin home prices, and more
so by how fast those declines come. Homeowners who
remain current on their mortgage payments are adding
slowly to their home equity. Typically, ahomeowner will
accumulate about 1.5%-2.0% of new equity in their home
each year during the first five years of a new mortgage.
Asaresult, afall in home prices by 10% in one year risks
driving anyone who bought ahomein that period with less
than 10% down underwater, whereas a 2% decline each
year for five years would leave home equity levelsflat.

Another reason for the variability in newly underwater
mortgages is the change in the flow of mortgage

U.S. Housing Market — Fishing for the Bottom

CUMULATIVE HOME SALES AND POTENTIAL
UNDERWATER MORTGAGES

Percent

Millions of mortgages

Potential underwater
mortgages as a
percent of cumulative

Potential range
if home prices
decline by 1%
each month

30 home purchases
since January 2004

«—> |

20 1 Potential range
of cumulative
mortgages in
10 4 a negative
equity position

06 07 08 09
Source: Census, NAR, S&P, FHFB, Moody's Economy.com, Haver
Analytics, TD Economics

originations. Home salespeaked in late 2004 and into 2005,
so the cumul ative price declines since that period havethe
potential to pull more mortgages underwater than any other
period. However, financing decisions made by homeown-
ers were changing over time, as well. During the 2004-
2005 period, homeownerswere showing agreater tendency
to put down at | east 20% as adownpayment on their home.
In contrast, tracking mortgages thereafter to mid-2007, it
becomes evident that agreater and greater share of home-
ownerswere buying homeswith downpaymentsthat were
in a higher risk category of less than 20%. (see chart on
page 2) This results in a two-wave effect for pushing
mortgages underwater.

We have largely already seen the first wave accounted
for by those who put less than 20% down. The second
wavewill comeif home pricesdecline afurther 6-10%, as
we expect them to. At that point, there would be another
surgein underwater mortgages, washing over many of those
homeownerswho werein the 2004-2005 period with 20%
downpayments.

We estimate that since September, the number of mort-
gages dlipping underwater each month was greater than
the number of newly-originated mortgages, and may have
even been two to three times greater. It seems likely we
arein aperiod now where as many mortgages are slipping
underwater as are being originated each month on newly-
purchased homes, but we are likely to see an increasing
pace of newly underwater mortgages by the end of the
year if home price declines continue.

Just because a mortgage moves into a negative equity
position doesn’t mean it will become delinquent, so the next

April 23, 2009



www.td.com/economics

crucial uncertainty iswhat exactly homeowners do when
they find they owe more on their mortgage than the prop-
erty isworth. The answer in most casesis probably abso-
lutely nothing. Thereisusually no discernable change for
a homeowner after their mortgage moves into a negative
equity position. They will likely be unable to refinance
their mortgage, but the existing mortgage contract and terms
are unaffected. So, as long as a borrower continues to
have the ability to maketheir monthly mortgage payment,
nothing needsto change. Theuncertaintiesrevolvearound
the extent to which homeowners view their house as an
investment, rather than a home, and the extent to which
the ability to make their monthly mortgage payment dete-
riorates.

A homeowner’s decision to continue to finance an un-
derwater mortgage or walk away will depend on:

1. Whether they view their home largely as an in-
vestment. Inthiscase, if the principal remaining on
a mortgage exceeds the home's value, the negative
equity position and associated carrying costsisobvi-
ously not offering a profitable rate of return on that
investment. The owner may look for away to walk
away from their existing mortgage. Even if home
price growth turns positive, theinvestor may till need
to wait some time before the price gains erase their
negative equity position. In contrast, if they were
ableto walk away from their existing house and buy
a new one, they would not be starting in the hole
from an equity position.

2. Whether they view their home largely as a longer
termplaceto live. When ahomeowner experiences
deterioration in their ability to repay the existing mort-
gage, perhaps due to a job loss as a result of the
recession, refinancing the home typically becomes
an important option that allowsthe owner to usethat
mortgage equity to bridge the gap in their loss of in-
come. If that equity is not available, a homeowner
may have no choice but to default on their mortgage.
So in the ‘investor’ case, the lack of equity creates
anincentiveto leave, whileinthiscase, it creates an
increased burden that results from income loss.

U.S. Housing Market — Fishing for the Bottom

3. Whether the legal structure makes it easy to walk
away from a mortgage obligation with little re-
percussions. While the laws surrounding foreclo-
sure proceedings in each state may feed into these
incentives by making it easier or harder for a bor-
rower to leavetheir mortgage, we found no evidence
to suggest that legal differences across states have
exacerbated the stresses on foreclosures during this
recession (see Annex 2).

Estimates show that investorsin category 1 above rep-
resented about 9-10% of outstanding mortgagesintheU.S.
They not only made up arelatively small portion of mort-
gages, butitislikely that most investorsdivested from prop-
ertiesin the earlier states in the housing bust as their in-
come and capital gain prospects eroded. Any remaining
investorswould make up an even smaller share of the mort-
gage pie. That brings usto the second group of individu-
als, who value their home as a place to live. Thisis the
group that presents the greatest risk going forward as a
driver of new delinquencies and foreclosures. By our es-
timates, the economy will continue to deteriorate until the
final quarter of thisyear. Job lossesare expected to mount
to 8.3 million by early 2010, whilethe unemployment rate
is expected to push dlightly above 10% and hold at that
level through 2011. So aswelook ahead, it istheinterre-
lationship between underwater mortgages and unemploy-
ment which concerns us the most.

The recession feedback

Looking at the cross-section of statewide differences
over thelast two years (December 2006 to December 2008),
we estimate that there have been two important factors
driving mortgage delinquencies. First, al10% increasein
the unemployment rate (i.e. from 6.0% to 6.6%) led to a
5% increase in the delinquency rate. Second, a 10% de-
clinein home prices led to a 17.5% increase in the delin-
guency rate. Among the two influences, the first is well
known and established. Even intuitively it makes sense
that delinquencies are driven by changes in a homeown-
er’sability to pay, which means the unemployment rateis
akey input. And, given that changesin the unemployment
rate tend to lag the economic recovery, this implies that
mortgage delinquencieswill continueto risewell after the
economy has started to recover.
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In contrast, the impact of home pricesin driving delin-
guenciesfalsinto the category of being aunique and new
feature of this cycle. We have not seen this influence in
past recessions. Home prices did not decline during the
2001 recession and the 9% peak-to-trough decline during
the 1991 recession had no discernibleimpact on delinquen-
cies. Thisraisesaconcern that the dynamics are different
thistime, and if home price declinesare causing delinquen-
cies, and delinquencies|ead to further foreclosures, rising
inventories of unsold homes, and further home price de-
clines, theviciouscycle could feed onitself. The problem
is that there are a number of unprecedented features of
the current housing cycle so it isdifficult to say whether it
is home prices or some other exceptional aspect that is
driving price declinesand itself isthe actual causal factor.

Itisnot even clear yet whether home pricesaredriving

delinquenciesor delinquenciesaredriving homeprices. The
previous discussion on underwater mortgages suggests it
may not befalling home pricesthemselves, but the volume
of mortgages driven underwater, and the share of these
that then become delinquent when unemployment rates
increase and make more homeowners unable to make
mortgage payments, which isthetrueissue. If theflow of
new mortgages slipping into a negative equity positionis
the driving factor, our expectation for another wave of
mortgages slipping underwater certainly createsarisk that
we will see a further exaggerated increase of delinquen-
cies as the unemployment rate continues to rise through
2010. Unfortunately, an ongoing issuein thisfinancial cri-
sisistheintermix of unprecedented risks and ongoing un-
certainties.

April 23, 2009
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Annex 2: Do State Foreclosure Laws Impact Mortgage
Delinquency Rates?

The notion that any U.S. homeowner can mail their
keys back to the bank at any time and walk away from
their mortgage has become fairly prevalent, earning the
term“jinglemail.” Infact, thereisafair bit of diversity in
foreclosure laws from state to state. The differences gen-
erally come down to two fundamental issues. Doesafore-
closurerequiretheinvolvement of the courtsand who bears
the lossif the mortgage value is greater than the value of
the home, the bank or the borrower? Whilethisstill over-
simplifies the differences, it does provide a useful frame-
work for categorizing each state. There are nine states
such as Massachusetts where the laws tend to be bor-
rower-friendly, where the bank typically haslittle recourse
to recoup any negative equity inthehome. Inafurther 13
states, the borrower may be required to compensate the
bank for negative equity, but every foreclosure requires
going to court, which can be expensivefor thelender. Ina
further 20 statesand the District of Columbia, thelawsare
more favorable to the lender. In these cases, foreclosures
may involvethe courts, but they can also be contract-based
and in either case, the bank may be able to recoup nega-
tive equity losses from the borrower. There are then a
further eight states, six of which are in the west, where
foreclosures may involve courts or be contract-based, but
only the courts can make judgments regarding negative
equity.

Wewould expect to find that stateswhich makeit easier
for borrowers to walk away from a mortgage will, on av-
erage, tend to have higher mortgage delinquency rates. In
fact, for any given unemployment rate, those states that
have borrower-friendly foreclosure laws have tended to
have mortgage delinquency rates 1-3 percentage points
higher. However, the important question in the current
environment is whether these same legal differences lead
to different dynamics as unemployment ratesrise and more
mortgages fall into anegative equity position. Does hav-
ing alegal environment favorableto borrowersimply that
more borrowers than in other states will become delin-
guent on their mortgage for the same increase in the un-
employment rate?

Onthiscrucia question, theevidenceislimited but sug-
geststhisis not the case. Looking at the relationship be-
tween the change in the unemployment rate over the last

U.S. Housing Market — Fishing for the Bottom

two years and the change in the mortgage delinquency
rate, those states which had lower delinquency rates to
start with relative to other states (such as those with am-
biguous laws) have seen the strongest push from rising
unemployment ratesto rising delinquencies. Meanwhile,
those states where delinquency rates were aready high
(the borrower-friendly states) have seen the least increase
in the delinquency rate relative to changes in unemploy-
ment. The dynamics here have so far been one of conver-
gence, rather than aggravation.

NATIONWIDE DIFFERENCES IN FORECLOSURE LAWS
WEST NORTHEAST SOUTH MIDWEST
BORROWER-FRIENDLY

Foreclosure may or may not require courts, but bank can never
recoup negative equity

Massachusetts |Delaware lowa
Mississippi Missouri
North Carolina Nebraska
West Viriginia South Dakota
LENDER-EXPENSIVE

All foreclosures require a court, but bank can recoup negative equity
through the court

New Mexico |[Connecticut Florida Indiana
Maine Kentucky Kansas
New Jersey Louisiana North Dakota
Pennsylvania South Carolina Ohio
LENDER-FRIENDLY

Foreclosure may or may not require courts, and in either case bank
can recoup negative equity

Colorado New Hampshire |Alabama lllinois
Hawaii New York Arkansas Minnesota
Idaho Rhode Island District of Columbia |Wisconsin
Nevada Vermont Georgia
Utah Maryland
Wyoming Tennessee

Texas

Virginia
AMBIGUOUS

Foreclosures may or may not require courts, but courts are needed
to recoup negative equity

Alaska
Arizona
California
Montana
Oregon
Washington

Oklahoma

Michigan
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The differing relationship between home prices and
delinquencies, too, supportsthe notion that the legal envi-
ronment plays only anegligiblerole. Outside of the bor-
rower-friendly states, the larger the declinein prices over
thelast two years, thelarger theincreasein the delinquency
rate. But in borrower-friendly states where you might
expect borrowers to walk away sooner from a negative
equity position, there has been no relationship between
these declines and increasing delingquencies (though to be
fair, these states on average have seen less home price
declines). Asafinal check, after accounting for the fun-
damental factors described on page 15, there is no evi-
dencethat the differing legal environments had any influ-
ence on increasing any state’s mortgage delinquency rate
over the last two years.

(Special thanks to research analyst, Francis Fong, for
helping to research state foreclosure laws.)
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Annex 3: Affordability measures

The various affordability indices are sending mixed
messages at the national level, suggesting thereisn’t suffi-
cient impetusto drive demand meaningfully higher in order
to work off inventories in quick order. This leads us to
believe that prices need to fall further to create a greater
incentive to buy into a new mortgage.

1. Price-to-income ratio (PIR)...neutral

Historically, atypical American household spends 2-to-
3timestheir annual income to purchase a detached home.
Asthis measure dips below its historical level, buyers get
more bang for their hard-earned buck. On a national ba-
Sis, our estimates show that thisratio sat at 2.8 at the end
of 2008, whichisthelowest level since 2001 but still dightly
aboveitshistorical average of 2.6 —quiteremarkablegiven
the steep declines experienced in home prices. Looking
ahead, it may have a more difficult time moving below
historical normsin short order. That's because household
incomes started to slide backward in late 2008, which we
anticipatewill extend through 2009. Therefore, homeprices
will have to back peddle at an even faster rate in order to
push the PIR to more attractive levels.

Although first quarter datais not yet available, in all
probability the PIR moved closer to its historical average
as preliminary data suggest incomes declined less than
home pricesin the quarter. However, in order to entice a
sufficient number of buyersinto the market to draw down
inventories, thisratio likely hasto dip below the historical
average.

2. Debt service ratio (DSR)...positive

This measure captures the carrying cost of amortgage
(monthly principal payments + interest costs) relative to
the monthly median family income. Historically, Ameri-
cans spend about 20% of their pre-tax income on servic-
ing their mortgages. Our estimates for the first quarter
suggest thisratio has dipped to an attractive 15%, the low-
est level on record (1981) as the price of a home tumbled
further inthe New Year and mortgage rates reached record
lows. This measureis screaming “cheap, cheap, cheap!”

3. Price-to-rent ratio (PRR)...negative

The price-to-rent ratio can indicate the desirability of
owning versusrenting ahome. Looking at rentisanintui-
tive way to evaluate the fundamental value of any prop-
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erty. The PRR linksthe cost of ownership with the cost of
rental, an ideal relationship since possession of aproperty
can be obtained by either method. Prior to the housing
boom (1983-2001), the Case/Shiller PRR averaged just
1.13. It pushed ashigh as 1.58 during the housing heydays,
but since tumbled back to 1.45 by the end of 2008. Still,
the PRR remains well above its historical average sug-
gesting that prices need to tumble further in order to re-
store the historical relationship and pull buyers into the
ownership market.

U.S. AFFORDABILITY RATIOS
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