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Special Topic (Continued from cover page) 
  

Every state has seen an increase in new foreclosures and 
the inventory of foreclosed homes over the past year 
(although the Commonwealth of Puerto Rico saw a small 
decline in new foreclosures). Why is this phenomenon 
occurring and what fundamental economic and market 
factors are contributing to its evolution? 
 

National mortgage delinquencies and foreclosures have 
been rising for the following reasons: 
 

1. Misalignment of credit and affordability 
2. Declining homeowner’s equity  
3. Rising unemployment rates 
4. Upward adjustable-rate mortgage (ARM) resets  
5. Mortgage fraud 
Plus 1. Record investor buying of homes 
 

1. Misalignment of Credit and Affordability 
In recent years, a large number of households purchased 
homes that they could not afford and affordability is a vital 
component of sustainable homeownership.  Some of 
these homeowners could afford their initial monthly 
payments, but rising mortgage rates (from upwardly-
adjusting mortgages) or falling incomes (from job losses, 
illness, divorce, or other factors) made continued 
homeownership unaffordable.  Others, however, 
purchased homes without being able to afford even the 
initial payments, instead hoping that further home price 
appreciation and/or the possibility of refinancing into a 
lower rate mortgage would allow them to escape their 
unaffordable position.  Ultimately, homeowners need to 
have sufficient incomes for their mortgage payments – 
both current and prospective – in order to have long-term 
success as a homeowner.  
 

Figure 1 illustrates the misalignment that has occurred in 
recent years.  It compares the historical paths of housing 
affordability with the average homeowning household’s 
mortgage financial obligations ratio (the ratio of payments 
on mortgage debt, homeowners’ insurance, and taxes to 
disposable personal income). 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
As the figure shows, affordability plummeted during 2003-
2006 as house prices climbed much faster than family 
incomes. This decrease in affordability was exacerbated 
by the rise in interest rates as the Federal Reserve 
tightened monetary policy beginning in 2004.  In spite of 

these sharp decreases in housing affordability, 
homebuyers continued to take on more mortgage-related 
debt during this period.  The financial obligations ratio did 
not begin to fall until the housing market began to drop. 
Part of this decline in the ratio reflects the reduction in debt 
payments stemming from the rise in foreclosures. 
 

2. Declining Homeowners Equity 
It is a long-known truism in the lending community that the 
less equity a borrower has, the greater the odds of a 
mortgage delinquency. Homeowners’ equity is a function 
of house price appreciation, scheduled amortization of the 
mortgage, and special equity additions/withdrawals over 
the life of the loan.  During the recent period of 
unsustainably rapid increases in house prices, many 
homeowners withdrew significant amounts of equity from 
their homes through the use of cash-out refinancings, 
closed-end second mortgages, and home equity lines of 
credit (HELOCs).  Additionally, amortization occurs slowly 
in the early years of new loans, and thus affects equity 
growth very little over that period.   
 

The combination of significant equity withdrawals and 
home price declines has caused a sharp rise in the debt-
to-value ratio of American households.  According to the 
Federal Reserve, the average household’s real estate 
equity fell to 48 percent at the end of 2007, which marks 
the first time in the post war period that the average 
American homeowner owed more on their home than 
they owned.   
 

Figure 2 details the relationship between house price 
appreciation and foreclosure rates. 
 
 
 
 
 
 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
3. Rising  Unemployment Rates 
With the exception of the upper Midwest, which has had 
relatively high unemployment rates for some time, the 
national unemployment rate hit a cyclical bottom in late 
2006/early 2007; approximately one year after the peak in 
the housing market.  The slowdown in economic growth 
that began in 2006 has caused unemployment rates to 
increase, with the manufacturing and construction sectors 
(led by residential construction) taking the brunt of the 
impact.  The states with the highest unemployment rates 
are typically those with the highest foreclosure rates.   
(Continued on pg. 13) Page 12 

Figure 1: Comparison of Affordability 
to Financial Obligations %’age 
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Figure 2: Comparison of OFHEO Purchase-
Only House Price Appreciation Rate and 
Foreclosure Rate on All Mortgage Loans 
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Figure 3 illustrates the relationship between 
unemployment rates and foreclosure rates. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
According to the MBA’s National Delinquency Survey, 84 
percent of the increase in prime ARM foreclosures 
occurred in California, Florida, Nevada, and Arizona.   
 

Unemployment rates are equal to the national average in 
Florida and are below average in Arizona, but they are 
rising in both states (especially in Florida).  California and 
Nevada ranked fifth and eighth in unemployment during 
the first quarter.  Foreclosure rates in Michigan and Ohio 
declined slightly during the first quarter, but both states 
continue to experience unemployment rates well in 
excess of the national average.  
 

4. Upward ARM Resets 
During the height of the housing and mortgage market 
boom, two of the most popular lending alternatives to the 
traditional 30-year fixed-rate mortgage (FRM) were the 
2/28 adjustable-rate mortgage in the subprime market and 
the interest-only hybrid ARM in the prime market (often in 
the Alt-A portion of that market).  These loans typically had 
a start rate that was below the fully-indexed rate, which 
made it easier for a borrower to qualify by reducing their 
required monthly mortgage payment for some fixed period 
of time.  When these loans reset they invariably adjusted 
upward, often significantly..   
 

For example, a subprime borrower getting a 2/28 ARM in 
2004 would have had a start rate of about 7.5 percent.  
When the interest rate on that loan adjusted in 2006, it 
could easily have jumped to 10.5 percent and increased 
the borrower’s mortgage payments to a level they could 
not sustain. At that point, the borrower could sell the 
property and recapture their equity, refinance the 
mortgage to one with more affordable payments, or 
default on the loan.  The options of selling or refinancing 
have been closed to many borrowers in the past year-or-
two as home prices have dropped (eliminating the equity 
of later home buyers) and the subprime and Alt-A 
mortgage markets have either evaporated or been cut 
back substantially (greatly reducing the refinancing options 
for many borrowers).  This has left default as the only 
apparent option for many borrowers.  The only bright spot 
here is that the Fed has lowered short-term rates so much 
in the past 10 months that the most recent upward 
adjustments have been very small, and new adjustments 
should be similarly small. 
 

According to the MBA, while subprime ARMs were only 6 
percent of loans outstanding, they represented 39 percent 
of the foreclosures started during the first quarter.  Prime 
ARMs represent 15 percent of loans outstanding, but 23 
percent of the foreclosures started.  Thus, while ARMs 
collectively represented 21 percent of loans outstanding 
during the first quarter, they represented 62 percent of the 
foreclosures started during the quarter. 
 

5. Mortgage Fraud 
Mortgage fraud* continues to be an escalating problem in 
the United States.  Subprime mortgage issues remain a 
key factor in influencing mortgage fraud directly and 
indirectly.  The subprime share of outstanding loans has 
more than a doubled since 2003 putting a greater share of 
loans at higher risk of failure.  Additionally, during 2007 
there were more than 2.2 million foreclosure filings 
reported on approximately 1.29 million properties 
nationally, up 75 percent from 2006.   
 

According to the FBI, the state’s most affected by 
mortgage fraud during 2007 were Florida, Georgia, 
Michigan, California, Illinois, Ohio, Texas, New York, 
Colorado, and Minnesota.  With the exception of Texas 
and New York, the remaining eight states all rank in the 13 
highest states in terms of foreclosures started during the 
first quarter. 
 

* Mortgage fraud, as defined by The Federal Bureau of 
Investigation (FBI), refers to the intentional misstatement, 
misrepresentation, or omission by an applicant or other 
interested party, relied on by a lender or underwriter to 
provide funding for, to purchase, or to insure a mortgage 
loan.   
 

Plus 1. Investor Owners  
The motivation of an owner-occupant will often differ 
greatly from that of an investor.  A house usually 
represents more than a simple financial asset to an 
owner-occupant, but an investor sees a property as a way 
to generate income and create wealth.  As a result, 
investors are usually more likely than owner-occupants to 
sell the homes they own when markets begin to weaken.   
 

Investors helped to fuel the housing boom, with their share 
of homebuyers rising to a record of approximately 25 
percent, according to a study by the National Association 
of Realtors.  As housing markets inevitably cooled, the 
potential for short-term profits disappeared, and much of 
the investor demand for properties disappeared with it. 
The lack of investor-buyers in the market decreased 
demand and further depressed prices, causing many who 
already owned investment properties to try to sell. The 
subsequent increase in investor inventory, coupled with 
the decrease in investor demand, resulted in a steeper 
decline in house prices than would have occurred in more 
normal markets with fewer investors. As prices dropped, 
the equity for the remaining owner-occupants and 
investors, fell and increased the odds of delinquency and 
ultimate default.  
 

Moreover, many investors used non-traditional mortgages 
– such as 2/28s and hybrid ARMs - along with loans that 
allowed negative amortization.  With their assets now 
falling in value (significantly so in some areas), and 
mortgage products that are inappropriate for their 
investments, some investors believe they have an 
incentive to default on their mortgages, helping to push the 
foreclosure rate upward. 
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Figure 1: Comparison of Unemployment 
and Foreclosure Rate 

Source: Bureau of Labor Statistics / Federal Reserve Board 
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Cautionary Statement:  
Statements in this 
document that are not 
historical facts, or that 
relate to future plans, 
events or performance 
are "forward-looking" 
statements within the 
meaning of the Private 
Securities Litigation 
Reform Act of 1995. 
These forward-looking 
statements include our 
expectation with respect 
to the economy and the 
housing and mortgage 
markets. Readers are 
cautioned that forward-
looking statements by 
their nature involve risk 
and uncertainty because 
they relate to events and 
depend on circumstances 
that will occur in the 
future. Many factors could 
cause actual results and 
developments to differ 
materially from those 
expressed or implied by 
forward-looking 
statements.  Such factors 
include, among others, 
national or regional 
recessions, credit market 
disruptions, changes in 
interest rates, housing 
prices and employment 
rates, and regulatory and 
legislative developments.  
Other risks and 
uncertainties are 
discussed in our SEC 
filings, including our 
Annual Report Form 10-K 
for the year ended 
December 31, 2007 (in 
Item 1A) and Form 10-Q 
for the quarter ended 
March 31, 2008. We 
undertake no obligation to 
update forward-looking 
statements. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

The PMI Forecast 

Year Quarter
2008 1st Quarter 4953 557 -4.4

2nd Quarter 4930 515 1.6
3rd Quarter 4750 505 0.0
4th Quarter 4750 525 -1.0

Annual 4846 526 -7.6

2009 1st Quarter 4900 540 -2.5
2nd Quarter 5050 570 0.5
3rd Quarter 5300 600 1.1
4th Quarter 5400 620 0.5

Annual 5163 583 -1.8

Year Quarter
2008 1st Quarter 480 59.7 10.6

2nd Quarter 520 50.1 7.7
3rd Quarter 490 41.5 9.5
4th Quarter 450 45.5 12.0

Annual 1940 49.2 10.0

2009 1st Quarter 425 45.0 12.0
2nd Quarter 465 44.5 12.5
3rd Quarter 480 43.5 13.0
4th Quarter 460 40.0 13.5

Annual 1830 43.3 12.8

Year Quarter
2008 1st Quarter 5.87 3.67 5.14

2nd Quarter 6.09 3.88 5.19
3rd Quarter 6.25 4.10 5.25
4th Quarter 6.25 4.10 5.35

Annual 6.12 3.94 5.23

2009 1st Quarter 6.27 4.15 5.40
2nd Quarter 6.35 4.25 5.55
3rd Quarter 6.45 4.50 5.75
4th Quarter 6.55 4.75 5.85

Annual 6.41 4.41 5.64

Year Quarter
2008 1st Quarter 1.0 4.3 4.9

2nd Quarter 0.2 5.5 5.3
3rd Quarter 2.0 3.0 5.6
4th Quarter 1.1 1.8 5.8

Annual 1.1 4.2 5.4

2009 1st Quarter 1.3 1.9 5.9
2nd Quarter 2.5 2.2 6.0
3rd Quarter 2.6 2.3 5.8
4th Quarter 2.8 2.3 5.7

Annual 2.3 2.4 5.9

1   Quarterly = percent change ; Annual = Year Avg. / Year Avg.
2   Quarterly = annualized percent change ; Annual = Q4 / Q4
3   Quarterly = annualized percent change ; Annual = Year Avg. / Year Avg.

Housing Market
Existing Sales New Sales Median Existing Home

(Thousands of Units) (Thousands of Units) Price Change (%) 1

Mortgage Market
Single Family Originations Refinancing ARM

(Billions of $) Share Share

Interest Rates
30-year Fixed Rate 10-year Treasury 1-year Adjustable

Mortgage (%) Note (%) Rate Mortgage (%)

Economic Outlook
Real GDP Consumer Civilian
Growth 2 Price Inflation 3 Unemployment Rate




