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Mortgage Liquidity du Jour:
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Tightening the Housing Food Chain

In response to the recent turmoil in the mortgage market, we surveyed our
private homebuilders and their mortgage lenders to asses the new home
market's exposure to mortgage products that are at greatest risk for tightening
and increased regulation in the coming months --- it’s not just a subprime issue.

We believe that 40% of the market (share of subprime and Alt-A) is at risk of
significant fallout from tightening credit and increased regulatory scrutiny. In
particular, we believe the most pressing areas of concern should be stated
income (49% of originations), high CLTV/piggyback (39%), and interest
only/negative amortizing loans (23%). The proliferation of these exotic mortgage
products has been disproportionately weighted to former hotbeds such as
California, Nevada, Arizona and Florida, which have accounted for the lion
share of builder profits.

Major lenders such as Countrywide, Option One and Wells Fargo have already
announced plans to discontinue certain high CLTV and stated income loan
programs, and over thirty subprime lenders have closed shop since late 2006.
In addition, Freddie Mac recently indicated it will cease buying subprime ARMs
that qualify buyers at the teaser rate. We take these recent events and
conversations with our industry contacts to estimate a total impact to
incremental originations of 21%, or an approximate decline of 236,000 new
home sales from December’s annual pace to 887,000 units. Combining the
reduction in demand from credit tightening with the excessive level of investor
speculation in recent years and the risks of a softening economy/declining
consumer confidence yields our total estimated peak-to-trough drop in housing
starts of 35-45%. This compares to our previous forecast of a 25% decline as
discussed in our September 2006 report titled “Data Masks Grim Reality,” and
the current 16% decline thus far on a trailing twelve month basis.

We remind investors that the headwinds from deteriorating credit will impact
supply and pricing conditions, as well as incremental demand. With delinquency
and foreclosure rates continuing to rise, we believe this will result in more
supply hitting the market throughout the year. In addition, we estimate that
current inventory figures released by the NAR could ultimately be 20% higher
when homes currently in the foreclosure pipeline hit the resale market.

Finally, we believe that tightening liquidity and more stringent appraisals puts
current builder backlogs at considerable risk for fallout, which should lead to
another surge in cancellations and additional spec inventory on the market. As
such, we believe the impact of these headwinds will be felt throughout the entire
market (regardless of builder price point), and will likely contribute to the next
tranche down in pricing, which in turn could lead to impairment risk surpassing
our initial estimate of 20% of book as detailed in our “Wonder-Land” report.

ANALYST CERTIFICATIONS AND INFORMATION ON TRADING ALERTS AND ANALYST MODEL PORTFOLIOS
ARE IN THE DISCLOSURE APPENDIX. FOR OTHER IMPORTANT DISCLOSURES, visit www.credit-suisse.com/
researchdisclosures or call +1 (877) 291-2683 U.S. Disclosure: Credit Suisse does and seeks to do business with
companies covered in its research reports. As a result, investors should be aware that the Firm may have a conflict of
interest that could affect the objectivity of this report. Investors should consider this report as only a single factor in
making their investment decision. Customers of Credit Suisse in the United States can receive independent, third party
research on the company or companies covered in this report, at no cost to them, where such research is available.
Customers can access this independent research at www.credit-suisse.com/ir or call 1 877 291 2683 or email
equity.research @ credit-suisse.com to request a copy of this research.
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Executive Summary

Overview

We have long been of the opinion that the current housing downturn is as much a function
of deteriorating affordability as an issue of over supply from fleeing investors and
aggressive homebuilders building inventory. In order to mitigate the record price increases
seen throughout the majority of the country, homebuyers became increasingly dependant
on exotic mortgage products intended to reduce down payments and monthly mortgage
payments. We initially highlighted the proliferation of these mortgage products and easing
lending standards nearly four years ago in our report titted “Mortgage Liquidity: Don’t
Underestimate the Underwriting.” Since our initial discussion on the topic, the evolution of
the mortgage market has only accelerated further in the form of sustained easing of
lending standards and the more innovation of exotic mortgage products.

In this report, we begin by slicing the mortgage market into five major segments and
estimate the overall share of prime conforming, jumbo, Alt-A, subprime, and government
(FHA and VA) loans in the purchase mortgage market. Although there is plenty of grey
area in terms of defining and reporting lending data (with particular ambiguity surrounding
the Alt-A, jumbo and subprime universes), we believe our estimates provide a reasonable
depiction of the purchase mortgage market and how it has evolved in the past few years.

We provide investors with a factual understanding of how the loan characteristics of each
segment of the market differ, and how easing underwriting standards in recent years have
led to a change in mortgage product mix used by homebuyers. We use data from Loan
Performance, SMR Research, the Credit Suisse ABS and MBS research teams, and our
proprietary network of private homebuilders and mortgage contacts (covering roughly 10%
of the total new home market) to determine which states have seen the most dramatic shift
into subprime, Alt-A and other exotic mortgages. We then delve into the specific
alternative mortgage products that have grown to represent a significant portion of the
market, such as interest only loans, negative amortization loans (option ARMSs),
piggybacks/second mortgages, and low/no documentation mortgages. We highlight the
prevalence of these products, the inherent risks involved, and discuss how recent scrutiny
from regulators and legislators will likely impact these loan programs and the entire
housing market going forward. Although regulatory actions taken thus far have primarily
been on the state level, the Credit Suisse Group of External Affairs and Public Policy
believes that this legislation could potentially be brought to the federal level within the next
18 months, implying that we will likely see the share of exotics decline drastically
throughout the country in the coming months.

We extrapolate our analysis down to the new home market and builder fundamentals.
While much of the focus in recent weeks has been on the fallout in the subprime market,
we believe the question that investors should be focusing on deals with the builders’
reliance on exotic mortgage products throughout the entire credit spectrum and the
potential fallout from credit tightening.

That said, responses from public builders regarding subprime exposure have varied
greatly, ranging anywhere from 1% of total sales to nearly 20%. We caution investors
using the builders’ statistics that the data only accounts for the percentage of loans
captured through the builders’ internal mortgage subsidiary or preferred lender. With
capture rates averaging in the 60-80% range, this leaves roughly a quarter or more of the
builders’ business un-accounted for. Therefore, we would expect the builders’ overall
exposure to the subprime mortgage market to be greater than disclosed.

Finally, we address topics such as rising foreclosures, early payment default provisions on
loans sold by the builders, tightening appraisal standards, and impending ARM resets ---
all of which will likely provide additional supply and pricing pressures that ripple through
the entire housing food chain and negatively impact all housing related segments.

12 March 2007
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Key Takeaways
Sizing Up The Market

In comparing the mortgage market in 2006 to the lending environment four years ago, we
highlight the following key takeaways:

®  The overall share of prime conventional loans has declined from an estimated 66% of
total purchase dollar originations in 2002 to 45% last year. The GSEs’ share loss has
been largely attributed to the proliferation of “exotic” mortgage products such as high
CLTV loans, low/no documentation mortgages and interest-only/negative amortization
loans, which the GSEs have typically chosen to limit their exposure to given the high
risk profiles of these products.

= The Alt-A mortgage market has become a haven for homebuyers and investors looking
for exotic mortgage products intended to mitigate the lack of affordability caused by
surging home prices. While the rapid expansion of the subprime market has been
highly publicized and scrutinized of late, the Alt-A market has expanded from just 5%
of total originations in 2002 to approximately 20% in 2006. Although the credit profile of
Alt-A borrowers is stronger than that of the subprime market (717 average FICO score
for Alt-A borrowers versus 646 for subprime), we believe that there is considerable risk
associated with the lax underwriting standards and exotic mortgage products utilized in
this segment of the market in recent years, both in the form of continued credit
deterioration and reduced incremental demand resulting from tightening lending
standards.

o The combined loan to value on Alt-A purchase originations was 88% in
2006, with 55% of homebuyers taking out simultaneous seconds
(piggybacks) at the time of purchase.

o Low/no documentation loans (stated income loans) represented a
staggering 81% of total Alt-A purchase originations in 2006, up
significantly from 64% just two years earlier (not likely a phenomena just
out of convenience).

o Interest only and option ARM loans represented approximately 62% of
Alt-A purchase originations in 2006.

o Adding to the risk is the fact that 1-year hybrid ARMs represented
approximately 28% of Alt-A purchase originations in 2006, setting the
stage for considerable reset risk.

o Investors and second home buyers represented 22% of Alt-A purchase
originations last year, which is the largest non-owner occupied share
among the various segments of the mortgage market.

® |n the past five years, subprime purchase originations have more than doubled in share
to approximately 20% of the total in 2006. Over this time period, subprime lenders
eased underwriting standards in an effort to gain market share. As one private builder
indicated to us, in the past nine months anybody with a pulse that was interested in
buying a home was able to get financing, which certainly helps explain the poor
performance thus far of 2006 loan vintages. In the third quarter of 2006, the Mortgage
Bankers’ Association reported that 12.6% of subprime loans were delinquent.

o 2006 subprime purchase originations posted an alarming 94% combined
loan-to-value, on an average loan price of nearly $200,000.

o Roughly 50% of all subprime borrowers in the past two years have
provided limited documentation regarding their incomes.

12 March 2007
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o In 2006, 2/28 ARMs represented roughly 78% of all subprime purchase
originations according to data from Loan Performance. According to our
contacts, homebuyers were primarily qualified at the introductory teaser
rate rather than the fully amortizing rate, which for many buyers was the
main reason they were even qualified in the first place.

Lenders and Borrowers Get Exotic

The rapid shift into subprime and Alt-A mortgages does not come close to telling the whole
story of the recent evolution of the industry. In order to mitigate record home price
increases in recent years, exotic mortgage products have grown to represent a significant
portion of the overall market.

Based on data from SMR Research, approximately 40% of home purchase mortgages
in 2006 involved piggyback loans (through the third quarter), compared to 20% in
2001. When speaking with our private builder contacts, even we were surprised by just
how little money recent homebuyers have put down when taking piggybacks into
account. Based on a survey of our builder contacts, their average combined loan-to-
value ratio on home sales in 2006 was 91%, with 49% of homebuyers taking out a
simultaneous second mortgage at the time of purchase. With home prices falling
anywhere from 10-30% in previously frothy markets, high CLTV borrowers are finding
themselves in with significant levels of negative equity in their homes.

A misconception that we commonly hear is that the growth in piggybacks has generally
been isolated to the subprime arena. While more than half of all subprime mortgages
had a simultaneous second mortgage associated with them, Alt-A and jumbo loans
have seen similar growth in piggyback prevalence in recent years. In fact, 55% of
securitized Alt-A mortgages in 2006 had simultaneous seconds attached to them.

In recent weeks, the lending environment for piggyback loans has tightened
significantly. Just three weeks ago, Fremont General Corporation, a top 10 subprime
lender, announced that it would no longer be providing these second mortgages to
borrowers (the company has since exited the subprime market completely). On March
7, Option One, the 9th ranked subprime lender based on 2006 origination volume,
announced that it would no longer originate any mortgages (not confined to subprime)
with CLTV’s above 95% due to the secondary market’s lack of appetite for these loans.
Two days later, Countrywide announced that it would no longer be offering any 100%
LTV products, effective immediately. We believe it is extremely likely that other major
lenders will follow suit, as investors’ interest in these high-risk loans continues to wane
making it unprofitable for issuers to originate them.

An estimated 23% of total purchase originations in 2006 were interest only or negative
amortization mortgages. Similarly, according to our private builder survey, interest only
and option ARMs represented 24% of new home sales in 2006.

Low/no documentation loans increased from just 18% of total purchase originations in
2001 to 49% in 2006 according to Loan Performance. Based on a survey of our private
homebuilders, the percentage of buyers providing limited-to-no documentation was
similar on the new construction side of the business to the overall market, at 46% in
2006. While many believe that buyers choose to provide limited or no documentation
for convenience rather than necessity, a study by the Mortgage Asset Research
Institute sampling 100 stated income (low/no documentation) loans found that 60% of
borrowers had “exaggerated” their income by more than 50%.

The crackdown on these mortgage products has already begun. Last week, Wells
Fargo announced that it has completely discontinued its stated income/limited
documentation wholesale loan programs in the state of Ohio. The announcement was
made in response to the recently enacted Ohio Senate Bill 185, which suggests that
certain mortgage products originated in Ohio by non-bank entities may not be included
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in securitization pools. While this announcement has not received much media
attention, we believe it could be a major event if other states pass similar legislation.

m The Credit Suisse Group of External Affairs and Public Policy believes that this
legislation could potentially be brought to the federal level within the next 18 months,
implying that we will likely see the share of low and no documentation loans decline
drastically throughout the country in the coming months.

®m  As a response to defaults rising and with new leadership in Congress, in December
2006, the Senate Banking Committee Chairman, Senator Chris Dodd and five other
committee members increased pressure on federal banking regulators to take action
and tighten underwriting of certain subprime products (notably 2/28 ARMs).

m | ikely not coincidentally, in late February, Freddie Mac made it known that it will cease
buying certain subprime mortgages, limiting its purchase to loans that qualify
borrowers at the fully indexed, fully amortized rate and will limit the use of low-doc
subprime loans (most importantly, this will impact 2/28 loans, which represented nearly
80% of subprime originations in 2006).

Where’s the Greatest Risk?

While we ultimately believe that the impact of tightening lending standards will be felt in all
markets across the country, there were several states and MSAs that were particularly
reliant on risky and exotic mortgages in the past few years in order to fuel incremental
housing demand.

= Given that we estimate that Nevada, California, Arizona, Florida and Virginia had the
greatest share of Alt-A originations in 2005, we believe the fallout on incremental
demand will be considerable in these markets. These five states are also the top five
EBIT generators for our homebuilding universe, representing roughly 75% of total
operating profit in 2005.

= |n a survey of our private homebuilders, our contacts confirmed that the Alt-A market is
a significant portion of their overall business, representing 18% of new home sales, on
average, in 2006. In addition, our builder contacts specifically operating in Nevada
(30% Alt-A share), California (28%), Florida (27%), and Arizona (20%) confirm that
those states have an above average concentration of Alt-A loans of the overall
mortgage pie.

m We estimate that Rhode Island (28% subprime share), California (25%), Mississippi
(25%), lllinois (24%), and Texas (23%) had the greatest percentage of subprime
homebuyers in 2005.

®  More than 60% of homes purchased in 2006 had piggyback loans attached to them in
hotbeds such as Los Angeles, the Inland Empire, Las Vegas, and Sacramento. More
than half of all home purchases last year had CLTVs of 95% or higher in markets such
as the Inland Empire, Las Vegas, Fresno, Detroit and Fort Myers (just to name a few!).

® Similar to piggybacks, the prevalence of I0s and option ARMs has been
disproportionately weighted to high priced MSAs such as San Diego (42% of total), the
Bay Area (40%), Los Angeles (39%) and Las Vegas (38%).

m While the share of low/no documentation loans appears to be the highest in former
investor hotbeds such as California, Las Vegas and Florida, there is not much of a
drop-off in other parts of the country. Based on a survey of our private homebuilders,
the percentage of buyers providing limited-to-no documentation was greatest in
Arizona (71% of total), California (69%), Nevada (52%) and Florida (47%), while the
average for all markets in 2006 was 46%.
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We believe that tightening liquidity puts current builder backlogs at considerable risk for
fallout, which should lead to another surge in cancellations and additional spec
inventory on the market. We are already hearing anecdotes from builders in California,
Florida, Nevada and Texas of buyers in backlog being unable to obtain financing
because their loan program is no longer being offered by the lender (or the lending
requirements have changed), which could lead to the next tranche down in pricing.

Watch Out For Pent-Up Supply and Further Pricing Pressure

While much of the focus in the next few months for the builders will likely be on credit
tightening and how that will impact homebuyers’ ability to get financing, we do not want to
underestimate the impact that rising foreclosures and delinquencies will have on the
supply and pricing dynamics of the housing market. Given the recent credit deterioration in
the subprime and Alt-A markets, and the likely fallout throughout the entire housing chain,
we are of the opinion that there is a real threat of “pent-up supply” that will hit the market in
the next six-to-twelve months as a result of the lax underwriting standards of recent years.

In January, RealtyTrac reported that roughly 130,500 homes entered the foreclosure
process across the country, which represented the highest level since the company
began disclosing the data two years ago.

There are three basic stages of the foreclosure process. While the timing of each stage
can vary depending on state laws, based on conversations with industry experts we
believe it may take anywhere from six-to-twelve months for a home to move through
the entire foreclosure process and finally end up as a unit of inventory. On a trailing six
month basis (we take the low-end of our potential duration of the foreclosure process),
roughly 700,000 homes have entered foreclosure based on RealtyTrac’s data. Over
the last twelve months, 1.0% of total households in the U.S. have entered foreclosure
(1.29 million homes), up from 0.7% in 2005.

We estimate that there are approximately 565,000 homes in the foreclosure process
around the country that have the potential to be added to inventory within the next two-
to-six months in the form of an REO, and another 135,000 that are already listed or on
the verge of being listed as “must-sells.”

To put this into perspective, the National Association of Realtors reported existing
inventory of 3.55 million units in January, implying that total inventory may be 20%
understated when taking foreclosures into account.

The builders may also be on the hook for defaults due to early payment default
provisions. An early payment default (EPD) for a homebuilder occurs when a loan
originated by the builder's mortgage subsidiary defaults within a pre-determined
timeframe, and the builder is forced to repurchase the loan from the secondary market
investor that it originally sold it to. Based on our survey of private builders, 43% of
builders responded that they have EPD provisions attached to their mortgages, with
the timeframe that they would be forced to repurchase a defaulted loan ranging
anywhere from one month to more than six months. Only 19% of respondents have
had to repurchase any loans thus far, although we believe this could become a larger
issue if credit conditions continue to deteriorate and builders are forced to take REOs
on to the balance sheet.

The states with the highest level of foreclosures in 2006 were Colorado (2.7% of
households), Nevada (2.1%), Georgia (2.0%) and Michigan (1.4%). Not surprisingly, all
of these states have seen significant pricing pressure in the past year or more.

Rising subprime and Alt-A delinquency rates will likely keep foreclosure levels elevated
for the foreseeable future. Subprime 60+ day delinquencies and foreclosure rates for
2006 vintages are running more than 3 times the levels form 2004 vintages given the
sharp downturn in home prices and underwriting standards that continued to ease
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through much of the year. Delinquencies of 90 days or more, foreclosure and REO
rates on 2006 vintage Alt-A ARMs are running 3 to 4 times above the levels from 2003
and 2004 vintages.

Roughly $300 billion of securitized subprime mortgages (36% of outstanding subprime
MBS) are set to reset in 2007 alone, with $500 billion in total mortgage debt (6% of
outstanding) scheduled to reset during the year. While we are not attempting to make
a call on the consumer, part of our concerns surrounding our building products and
furniture spaces, as well as the concerns expressed by the Credit Suisse Broadline
and Hardline retail teams are centered on the potential consumer implications of
payment shock associated with these rate resets.

Another major issue that our contacts are extremely concerned with is the tightening of
appraisals. Several of our builder contacts have reported increasing instances of
appraisals coming in below the price that the home was sold for a few months earlier,
which is causing builders to lower the price to the appraised value at closing.
Appraisals are now coming back several times, and up to three days before closing
given the tighter standards. On the existing side, many builders have reported buyers
in backlog that have had to cancel because the appraisal value of their home came in
below their sales price and outstanding loan value. While most of the focus on lending
tightening has been on the actual mortgage products and lending criteria, we believe
that this headwind may prove to have a significant impact on the overall housing
market by forcing the next drop in home prices, as reluctant home sellers finally face
the reality that their home is not worth what it was two years ago.

Tying It All Together

The obvious corollary to our analysis of the risk underlying the mortgage market is its
pending impact on new home sales and homebuilder fundamentals. In recent days,
several public homebuilders have commented on their exposure to the subprime
mortgage market. While the focus has predominantly been isolated to the subprime
market, we believe the question that investors should be focusing on deals with the
builders’ reliance on exotic mortgage products throughout the entire credit spectrum
and the potential fallout from credit tightening.

That said, responses regarding subprime exposure have varied greatly, ranging
anywhere from 1% of total sales to nearly 20%. While we would be extremely
surprised to see such a wide range in exposure among the various builders (especially
those selling to similar price points), we are not terribly shocked to see the differing
responses given the blurred boundaries between mortgage segments.

We caution investors using the builders’ statistics that the data only accounts for the
percentage of loans captured through the builders’ internal mortgage subsidiary or
preferred lender. With capture rates averaging in the 60-80% range, this leaves
roughly a quarter or more of the builders’ business un-accounted for. Many of our
contacts indicated that a disproportionate share of their non-captured home sales are
subprime borrowers. If the same holds true for the publics, we would expect the
builders’ overall exposure to the subprime mortgage market to be greater than
disclosed.

The fact that builders do not have, or have not historically tracked more in-depth credit
statistics for their buyers leaves risk that any tightening could take the group by
surprise, reminiscent of our concerns regarding investors nearly two years ago.

New Home Market Impact

With financing pulling back at the entry-level, we believe it is only a matter of time until
the impact is felt in other price points. If 15-25% of entry-level buyers that would have
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used subprime financing can no longer obtain funding, does this mean that 15-25% of
potential move-up buyers can no longer obtain a buyer for their home, and so on?

®  Apalyzed another way, we take each piece of the general mortgage market and use
conversations with industry contacts, recent tightening announced by lenders and
expected legislative and regulatory actions, to estimate the proportion of each segment
that could be eliminated by tighter lending standards. In our base case, we assume
that 50% of the subprime market is at risk, taking originations back to 2003 levels,
which would impact total purchase volume by 10%. Similarly, we estimate that 25% of
Alt-A and 10% of prime loans would not be approved under tighter restrictions for
various combinations of investor purchases, piggybacks, low down payments and low
documentation, and the impending ripple effect down the entire housing market food
chain. In aggregate, the total fallout of incremental originations would be 21% over the
next one-to-two years.

®  Related to speculation, investors' share of the market climbed to roughly 18% in 2005
and 2006 from an average of 7% from 1998-2001, implying that a return to the mean
would remove 11% of housing demand.

®  Combining the two yields a 25-35% reduction in peak housing production. This would
likely be exacerbated by declining consumer confidence, investor demand falling below
historical norms, the risk of a softening economy and supply pressures weighing on
demand (all of which seem present today), suggesting at least a further 10% drop.
Aggregating the various impacts would result in a 35-45% drop-off in new starts from
the peak of 2.1 million homes to roughly 1.2-1.4 million, as compared to the 16%
decrease thus far on a trailing twelve month basis. For comparison, starts during the
last three downturns ending in 1991 (down 34%), 1982 (down 32%) and 1980 (down
37%) fell by an average of 34%.

m  Expressed differently, if we assume that the full impact of mortgage lending tightening
will be felt in 2007, all else equal, we would expect new home sales to fall roughly 20%
from December’s seasonally adjusted rate of 1.123 million to an annual rate of 887,000
homes (236,000 reduction from tightening lending standards).

®  Qur new forecast of a 35-45% peak-to-trough decline in housing starts compares to our
initial “back-of-the-envelope” estimate of 25% as discussed in our September 2006
report titled “Data Masks Grim Reality.” Given our forecast reduction, we are lowering
our 2007 earnings estimates across our space. Please see our note also published
today called “A Different Kind of Spring Selling Season: Reducing 2007 Estimates” for
more details.

®m Thus far, the group has recognized $3.9 billion of our estimated $10.5 billion of
impairments expected via writedowns and option forfeitures with new order home
prices falling 12% in 4Q06 from a 4Q05 peak. Our estimated writedown analysis was
predicated on new home values falling back to 2003 levels, which would be a further
5.5% reduction from current levels. Given the incremental headwinds of reduced
demand from liquidity tightening, and additional supply coming to the market in the
form of REOs, buyers falling out of backlog and appraisal tightening, we remain
confident in our initial estimates and would not be surprised to see prices come under
even greater pressure than originally anticipated, therefore implying additional
impairment risk beyond our estimates.

Market and Builder Risk

® To summarize our views down to the public builders, we compared the exposure to
subprime, Alt-A and prime mortgages by state to that of the builders' revenue
breakdown. In addition to having geographic risk to frothy mortgage markets, builders
that derive a higher percentage of units from the entry-level are likely to feel the
tightening more immediately. We segment out the builders most exposed to the entry-
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level via industry statistics from Professional Builder of price point, in addition to the
average selling price given our view that certain builders have different classifications
of an “entry-level” home.

®  Combining the two metrics highlights those builders that we believe would have the
most risk to tightening credit. For example, in 2005, SPF and KBH generated roughly
50% and 47% of revenues from high or medium risk markets while also having above
average exposure to the entry-level. On the other hand, NVR, PHM, TOL and WCI
either have below average exposure to the first-time buyer, or are less prevalent in
high risk markets. However, we caution that while this framework provides an easy
method to measure relative risk, we reiterate our comment that a divergence in price
points is only a temporary phenomenon, and therefore we believe that all builders will
ultimately be negatively impacted by the headwinds discussed in this report.

We would like to extend a special thanks to our Asset-Backed Securities Team led by Rod
Dubitsky and our Mortgage Backed Securities Team led by Satish Mansukhani and
Chandrajit Bhattacharya for their instrumental contributions in preparing this report.
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The U.S. Mortgage Market

The mortgage market can be broadly broken down into five segments: prime conforming,
jumbos, Alt-A, subprime, and government (FHA and VA). There are numerous factors that
contribute to which financing option a prospective homebuyer ultimately uses. In general,
a more established credit history, supportive assets and/or a consistent employment
record translates to the most desirable of mortgage with the best rates and terms, i.e.
prime conforming. However, poor credit quality, undocumented income or the purchase of
a high priced home could push the borrower into a nonconforming mortgage.

In this section, we briefly define each mortgage type, highlight the main differences and
outline the relative size of each segment. While we originally set out in this report to
definitively and accurately slice the mortgage market into the segments highlighted above,
we quickly discovered that there is plenty of grey area in terms of defining and reporting
lending data. Particular ambiguity surrounds the Alt-A, jumbo and subprime universes,
which often have blurred boundaries.

In addition to vague definitions, loan tracking data such as the oft-cited Loan Performance
database has its limitations, as it only covers the securitized non-agency mortgage market.
We estimate that our data, which combines the Loan Performance database and agency
securitization data, captures roughly 75% of the total mortgage market. It is unclear
exactly how that remaining quarter of the market shakes out between segments, and any
estimates of segment breakouts are just that --- estimates. Historically, one could make
the assumption that the majority of non-securitized loans were higher quality mortgages
that originators decided to keep on their balance sheets. More recently, however, it is likely
that the opposite is true, due to deteriorating investor demand for higher-risk loans.

With the help of the Credit Suisse U.S. Mortgage Strategy team and our industry contacts
in the mortgage arena, we present below a brief overview of the major mortgage segments
and provide an estimated breakout of purchase originations among the segments. For the
purpose of this report, we are focusing in particular on the purchase mortgage market, as
refinancings are not incremental for our analysis. The percentage breakouts are estimates
based on the various data sources available, providing a reasonable depiction of the
purchase mortgage market, and how it has evolved in recent years. A more detailed
discussion devoted to alternative mortgage products (i.e. interest only, option ARMs,
negative amortization, stated income loans, piggybacks, etc.) is included in the following
section of this report.

Exhibit 1 and Exhibit 2 provide a comparison of the current purchase mortgage market
versus the market in 2002, as we detailed in our original report on the topic almost four
years ago called “Mortgage Liquidity: Don’t Underestimate the Underwriting.” In that four
year time period, the overall share of prime conventional loans declined from an estimated
66% of total purchase dollar originations to 45%, as the surge in subprime and Alt-A
lending contributed to the drop in market share.
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Exhibit 1: Estimated Purchase Dollar Originations, 2006

Government
3%

Prime-Conforming
45%

Subprime
20%

Prime-Jumbo
12%

Source: Inside Mortgage Finance, MBA, LEHC, Credit Suisse U.S. Mortgage Strategy, Credit Suisse analysis.

Exhibit 2: Estimated Purchase Dollar Originations, 2002

Alt-A exposure was
approximately 5% of
purchase originations in
2002, and was grouped in
Prime-Conforming, Prime-

Prime-Conforming Prlm:eéi/umbo Jumbo and Subprime.
66% °
Subprime
6%
Government
13%

Source: Inside Mortgage Finance, MBA, FHA, FHFB, Credit Suisse analysis.
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Prime Conventional Mortgages (Estimated 45% of Purchase Dollar Originations)

Although the market share of conforming conventional mortgages has declined in recent
years, the product remains the most common type of mortgage originated in the residential
market at an estimated 45% of total purchase dollar originations. Historically, the typical
prime conforming conventional (PCC) borrower purchased an entry-level, first-time or
potentially second-time move-up home, put down at least 20% of the purchase price,
received a competitive market interest rate and was not required to purchase mortgage
insurance. As shown in Exhibit 3, the typical PCC borrower is taking out a fixed rate
mortgage and providing full income and asset documentation. While prime conforming
conventional loans are still considered to be the safest credit risk, underwriting standards
on these loans appeared to have eased in recent years, in-step with the broader mortgage
market. For example, low documentation loans represented 36% of all PCC purchase
originations in 2006 that reported documentation data, up from 24% in 2003.

Although we have long argued that a homebuyer’s FICO score is not necessarily a good
indicator of default risk, PCC loans are typically limited to buyers with scores above 620.
The vast majority of the loans are sold to Fannie Mae and Freddie Mac (Government
Sponsored Entities, or GSESs). It is important to note, however, that Fannie and Freddie do
not originate conforming mortgages; they simply provide liquidity to the market by
purchasing loans originated by other financial institutions. Therefore, the GSEs hold
significant influence over underwriting standards in this segment of the market. (See the
section of this report titled “Recent Events May Force Regulators’ Hand” for more
information on the current lending and regulatory environment).

Exhibit 3: Characteristics of Prime Conventional Conforming Purchase Mortgage
Originations, 2004-2006

2004 2005 2006 2004 2005 2006
Product Type Documentation
Fixed Rate Mortgage 69.1% 72.1% 76.0%|| ||Full Doc 67.2% 65.6% 63.6%
Amortizing ARM 27.2% 21.3% 20.0%]| |lLow Doc 32.8% 34.4% 36.4%
NegAm ARM 3.6% 5.6% 3.4%|| ||Occupancy Status
N/A 0.1% 1.0% 0.7%l|| |[Owner-Occupied 82.9% 79.4% 80.0%
Property Type 2nd Home 6.5% 8.9% 8.8%
Single-Family 82.1% 81.2% 83.8%|| ||Investor 8.1% 8.7% 7.4%
[Condo/Coop 14.0% 15.4% 13.0%|| |[N/A 2.6% 3.0% 3.7%)
2-4 Units 3.9% 3.4% 3.2%)

Note: All distributions are weighted by the dollar volume of mortgage originations.

Source: Loan Performance, Fannie Mae.

In the four years since we wrote our report “Mortgage Liquidity: Don’t Underestimate the
Underwriting”, prime conforming mortgages have declined from roughly 66% of purchase
dollar originations in 2002 to an estimated 45% in 2006, although the market share from
four years ago likely included a small percentage of loans that are now classified as Alt-A
mortgages. As shown in Exhibit 4, the GSEs controlled 42% of total outstanding mortgage
debt at the end of 2006, which is down from the peak of 50% in 2002. Exhibit 5 shows the
breakout of which entities purchase mortgages that are securitized by the GSEs, with
foreign investors, commercial banks and Fannie and Freddie representing the largest
holders of agency issued debt. The GSEs’ share loss has been largely attributed to the
proliferation of “exotic” mortgage products such as high CLTV loans, low/no
documentation mortgages and interest-only/negative amortization loans, which the GSEs
have typically chosen to limit their exposure to given the high risk profiles of these
products (See Exhibit 6 for a breakout of prime conventional conforming mortgage
originations by loan type).

That said, as secondary mortgage market investors (and homebuyers) have developed
increased appetites for risk in the past few years of record home price appreciation, non-
agency lenders have been successful in marketing these products and packaging the
loans in the secondary market. As the full ramifications of this recent wave of “easy
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money” in the non-agency mortgage world remains unknown, it is possible that the GSEs
eventually regain some of the lost market share as MBS investors take a flight to quality to
this “safer” pool of mortgages.

Exhibit 4: Percentage Held of Household Mortgage Debt, 1971-2006

60%

Fannie Mae and Freddie Mac

50% A

40%

Commercial Banks & Savings Institutions

30% 1

20% 1

10%

0%

ENRENRRRRREBE IR I D238 8533385838388
o O O 0O 0O 0O O 0O 0O O 0O 0O 0O 0O 0O 00 0O 0O 00 00 0O 00 00 00 ;o0 00 00 o0 ;O O O O O O O O
rrrrrrrrrrrrrrrrrrrrrrrrrrrrr d d & & & Q&
Source: OFHEOQ, Federal Reserve, Company data, Credit Suisse analysis.
Exhibit 5: Who Buys Agency Issued Securitized Mortgages?
While data is not available,
Other Governments anecdotal evidence suggest

13% 1% that foreign investors and

hedge funds own a large
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securitizations.
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Source: Federal Reserve, Credit Suisse analysis.
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Exhibit 6: Distribution of Prime Conventional Mortgage Originations by Loan Type, 2006

5-Year ARM
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Note: Based on origination dollars for purchase loans.

Source: Loan Performance, Fannie Mae, LEHC, Credit Suisse analysis.

Jumbo Mortgages (Estimated 12% of Purchase Dollar Originations)

Freddie Mac and Fannie Mae stipulate the maximum size of a home mortgage that they
are willing to buy from mortgage originators ($417,000 in 2006 and 2007). Mortgages that
exceed this threshold are considered “jumbos” and are categorized as a nonconforming
loan. The typical jumbo borrower is either purchasing a second-time move-up home or
resides in an expensive real estate market, such as California, where it is common for the
amount of the loan to exceed the maximum allowed by Freddie and Fannie. The jumbo
borrower receives a slightly higher than market interest rate since it is more difficult for the
underwriter to sell off the risk, although the credit quality of a jumbo loan holder is
comparable to a prime conforming buyer (the jumbo buyer needs to be able to qualify for
the higher monthly payment). Since the GSEs do not purchase jumbo mortgages, the
originators either hold the loans or securitize them through the private MBS market.

As we mentioned above, the increased appetite for risk in the past few years has made it
far easier (and affordable) for homebuyers to take out combined mortgages. In order to
avoid paying the higher interest rate or mortgage insurance, many jumbo buyers will take
a first mortgage equal to the GSE loan limit, and then take a second mortgage for the
remaining loan amount. Often times the combined interest rate on the first and second
mortgage is lower than the prevailing rate for a jumbo loan.

Even more significant, however, is the recent propagation of exotic mortgage products
such as option ARMs throughout the Alt-A universe, which has likely contributed to the
reduced share of jumbo mortgages. These loans allow homebuyers to make minimum
payments below interest costs in the early years of a mortgage. Despite the fact that fully
amortized rates are typically higher on these exotics, the reduced payments on a
negatively amortizing loan can be quite significant in the early years of a mortgage,
especially on such a large loan amount in the case of these high-priced homes.
Historically, jumbo mortgages have been disproportionately weighted towards ARM
products for