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Appropriate Customers for
[-O and Option ARM:s

e Corporate executive who expects to be
transferred and thus sell her home during
initial period

e Law student who will start a high-paying job in
a few months

e Entrepreneur with irregular and sometimes
large income streams (for Option ARMs)

NOTE: Relative affluence and sophistication




Awverage Features of 5/25 Subprime
[-O ARMs Originated in 2005

From Fitch Ratings:

Initial rate: 5.72%
Margin: 2.8% above 6-month

LIBOR
Initial rate cap: 4.73%
Periodic rate cap: 1.76%
Lifetime rate cap: 11.11%




Payment Shock Potential on a $350,000
[-O 5/25 ARM, Initial Rate=6.00%

e Use other Fitch assumptions and assume 6-month

LIBOR in month 61 = 5.28% [same as today’s rate]

 Monthly payments:

Months 1-60 (based on 6% rate): $1,750.00

Month 61 (rate rises to 8.08%): $2,719.93
Result: increase of $969.93 or 55.42%

Maximum payment (11.11% lifetime cap): $3,458.27
Result: Almost twice initial payment




Why This Payment Shock Projection
Is Probably Too Low

e [t assumes that LIBOR will not rise in the next
5 years (unlikely)

* [f the loan were an Option ARM, any negative
amortization would boost payments further
(and possibly before initial period ends if
borrower hits negative amortization cap early)

* These assumptions are based on averages:
teaser rates can go lower (and often do on

Option ARMs)
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TABLE 11

Equity Group Percentages

Homes with First Mortgages Originated in 2004-2005
Initial Interest Rate 1.0% to 2.5%

4 N
Below -20% 5.2%
Below -15% 7.3%
Below -10% 10.5%
Below -5% 15.1%

(Below 0% 21.5%)
Below 5% 30.0%
Below 10% 40.1%
Below 15% 51.3%
Below 20% 62.3%
Below 25% 72.2%
Below 30% 80.4%




(Refinancing options: Monthly payment savings at prevailing rates (assuming $500,000 loan size)

30-year 31 31 5/1 3/1 MTA
FRM hybrid ~ hybrid hybrid 10 hybrid10  teaser ARM
at 5.8% at5.02% at5.17% at5.3%  at5.15% at 1.5%
Current loan $ $ $ $ $ $
Average 30-year loan 64 308 262 792 854 1,272
Outstanding WAC = 6.00
Average 5/1 hybrid (317) (73) (119) 411 474 892
Outstanding WAC = 4.78
Average 3/1 hybrid (486) (242) (288) 242 304 122
Outstanding WAC = 4.21
Average 5/1 hybrid 10 (925) (682) (728) (198) (135) g@_z_>
Outstanding WAC = 4.82
Average 3/1 hybrid 10 (1,009) (765) (811) (281) (219) 200

Outstanding WAC = 4.62

MTA: 12-month Treasury average.
Source: Bear Steams.

MORTGA!(
BANKERS
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Fitch Ratings 2005

“IM]ost lenders qualify the IO borrower at the smaller
IO payment. . . .

“If an IO borrower’s DTT [debt-to-income ratio] only
reflects the small IO payment, when the monthly
payment increases so does the DTI. If the DTIs
increase above those ratios required to qualify for a
specific loan size, the IO borrower could become
financially strapped once the fixed-rate period ends.”




Analysis of Teaser-Rate Loans by
First Amer. Real Estate Solutions/Loan Performance

“The red loans [with initial rates of 0-4%] are the

most likely to default, since these are the loans
where the borrowers are the most extended,
face the sharpest reset sensitivity, and have

been making artificially low teaser payments —
hence these people are the most likely to
simply abandon their properties and their
loans. In the cautious scenario presented here,
it is assumed that 90 percent of these loans
that have equity difficulty go into default.”
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Loss Aversion

Certain loss now (fixed-rate) (Gain now; future risk (I-O)

Higher payments now : Lower payments now;
possible higher future

payments




Hyperbolic Discounting

Ya MEANS TO — fLL ADMIT YOURE GOOD,

tmcmER%lE | KIN NOT L POPEYE, BUT YOU AIN'T

LICK KID PANTHER ? /| wOULD GLADLY[ THAT

| YaMm SUSPRIZED! /pay vouqnf%amv GOooD
- FOR A HAMBURGER




Framing

Is the glass . . .

half-full (a gain)?

half-empty (a loss)?




1.25% RATE WITH 40 YEAR AMORTIZATION

MEG AM Loan Typical Loan
Interest Rate A i

Loan
Amortization ‘ ars Amortization
Monthly Payment £1, Monthly P

Savings Per Month $1,673
$20,076




1 MONTH PAYMENT OPTION ARM {1 MONTH LIBOR INDEX)
MORTGAGE PROGRAM DISCLOSURE

This payment option adjustable rate mortgage program disclosure describes the features of the
payment option adjustable rate mortgage (ARM) program you are considering. The interest rate
and payment amount of your lean are subject to change. Menthly paymzents may not be encugh
to cover the interest due, and any difference will be added to your principal balance. Therefore,
the principal amount to repay the loan could be greater than the amount onginally bommowed.
This 15 known as negative amortization. The loan will have a term of 30 years. Information on
other AFM programs 15 available upon request.

This disclesure is not & confract or commituent to lend. Only vour promissoery note, security
mstrument, and other decuments will establish vour nghts under the loan. This disclosure
addresses how you will repay the principal and interest on your loan. It does not address amy
other paviments that may be required under the tetms of yvour loan, for example, monthly escrow
payments.

How Your Interest Rate is Calculated
1. Index. The “Index” is the average of mterbank offered rates for one menth U5, dollar-

denominated deposits in the London marke: ("LIBOR”) as published in The Wall Street
Joumal. The most recent Index figure available as of the first business day of the menth
mumediately preceding the month in which your Interest Rate conld change is called the
“Current Index.™ If the Index is no lenger available, we will choose a new Index that 15

based upon comparable information. We will grve you notice of this choice.

2

Margin. The “Margin® is the amount added to the Current Index to establish vour
mterest rate. It 13 expressed in percentage pomts. Ask us about our current Margm.

Lad

Interest Rate. Starting with the first mterest rate adjustment on yvour loan, the “Interest
Fate” (the interest rate applicable to vour loan) will be caleulated by adding the Current
Index to the Margin. We will then round the resnlt of this addition to the nearest one-
eighth of cne percentage point (0.125%). This rounded amount will be your new Interest
Fate until the next date on which your Interest Eate could change. Tour Initial Interest
Fate will be established and disclosed to you prier to closing. Ask us for our current
mtersst rate.

Your Interest Rate Mayv Be Different

Your "Tnitial Interest Rate™ (the Interest Rate applicable to your loan until the first interest rate
adjustment) will be established by us based on market conditions and, as a result, 13 not
necessarily based on the Current Index plus the Margim used to make later adjustments. The
Current Index plus the Margin rovnded fo the nearest one-eighth of one percentage point i3
called the “Fully Indexed Rate.”™ The amount by which an mnitial mterest rate 13 more than the
Fully Indexed Bate is called a “Premium” and the ameunt by which an mitial interest rate is less
than the Fully Indexed Rate 15 called a “Discount.™ Because of the Premium or Discount on your




loan, your Interest Rate may not move in the same direction as the Curent Index.  For example,
1f your loan has a Discount, your Interest Eate may mcrease on the first adjustment date, even if
the index remains the same or decreases.

Ask us about our current interest rate and the amoun: of any Premium or Discount. If you
choose an interest rate comnutment option that provides for a fleating rate, your Initial Interest
Bate at closing may be different than the interest rate in effect at the time you apply for your
loan. The amownt of the Premium or Discount may change as a result.

How Your Interest Rate Can Be Adjusted

wd

Calculation of the Interest Rate Ad]uslment. The first adjustment to vour Interest Bate
will oceur in approxmmately 1 month on the due date nf}ou' first u.c:-nt.:ul}- payment.
After that, vour Interest Rate will be scheduled to change on the same date every month.
Each date on which vour Interest Rate 15 scheduled to change is called an “Interest Fate
Change Datz” The Index used to calculate your new Interest Rate is the one that was in
effect on the first busmess day m the month before the month of the applicable Interest
Fate Change Date. Your Interest Fate will be determined by adding the Curent Index to
the Margin and rounding the total to the nearest one-eighth of one percentage pomt. The
Interest Rate may change monthly. but the monthly payment 15 recaleulated as deseribed
below.

Interest Rate Caps. Owver the term of the loan, vour Interest Fate cannot be greater than
0.95%.

How Your Payvment is Calculated

Amount of Payment. Your mltlal monthly payment will be based on the Imfial Interest
Rate. BEEI.]JJJJJIE with the 13% payment in the loan documents and every 12 months
thereafter (the “Payment Change Date™), we will calculate the amount of the monthly
payment that wo ould be sufficient to repay the unpaid prineipal balance in full by the
maturity date in substantially equal paymrents at the interest rate m effact du.nng the
month ]:urecedmg the payment change date. This payment is called the “Full Pax'ment_
Except as otherwise provided in the loan documents, your “Limited Payment” will be the
payment amount for the month preceding the payment change date mer reased by no more
than 7.5% of such payment {“Payment Cap™). Your new “Mininmm Payment” will be
the lesser of the Limited Payment and the Fu]l Payment. You also have ‘the option to pay
the Full Pavment for vour new monthly payment. If vou pay less than the Full Payment,
then the payment may not be enough to cover the interest due, and any difference will be
added to your pn.uu:lpa balance. This means the balance of vour loan could increase.
This is known as “negative amortization.” During the loan term, we may provide you
with other menthly payment options that are greater than the Minmwm Payment. such as
mterest only payments, fully amortizing payments or 13 year amortized payments
{“Payment Options™). Please ask us about these Payment Options.




How Your Payvment Can Change

el

tad

New Pavment Amount. Your monthly payment every vear can merease or decrease
substantiall v based on changes in the interest rate. At ever ¥ 5 Payment Change Date the
Mininum Pa vient will be the Ful 1 Payment: until the next Payment Change Date.

Notice of Adjustment. You will be notified in writing at least 30 days before the due
date of a payment at a new amount. The notice will include infonmation about the
mtersst rate, payment amount and loan balanee.

Maximum Increase in Pr |m:1]m1 Amount. The maximum principal amount of your
loan can never exceed 113% (110% in New York) of the original amount borrow ed. If
your principal ameunt nses to this point, your monthly payment may change more
frequently than annually and the payment change will not be limited by the 7.5%
Paymen: Cap. The new Mininm Payment will be set each Payment Chaune Date
thereafter and will be in an amount that would be sufficient to pay off the 1u1paLd
principal balance over the remaming hife of the loan at the cument infeze

Maximum Rate and Payment Examples. For example. oy/a $10,000 30 year loan with
an initial interest Tate of 1.0%%* iwhich 15 discounted by 3.875%6kased on the mdex for
March 2006 of 4.823% plus a margin of 2.00%3), the maximmm amount that the mferest
rate can rise under this program is to 9.95%. We asswne the mnterest rate will increase to
the maximmum rate as rapidly as possible. Because of the 7.5% payment cap, the monthly
payment would nse from o mitial payment of $32.16to 2 payment of $34.57 in the 13th
month and §37.16 in the 25® month. As a result of the negative amortization, the
maximm principal of $11,300 would be reached at the 30t payment. The new fully
amortizing principal and interest payment would be $101.70 starting with the 30
payment. To see what your payment might be based upon this example, divide your
mortgage amount by $10,000; then multiply the monthly payment by that ameount. (For
example, the mitial monthly payment for a mortzage amount of $100,000 wonld be:
$100,000 divided by $10,000 =10; 10 x 332.16 = $321.60)

*This 15 an interest rate that was in effect m March 2006,

You hereby acknowledge receipt of this mertgage program diselosure and a copy of the
Consumer Handbock on Adjustable Rate Mortgages on the date(s) indicated below.

Date

Date

s

Cption ARM Descliraire — 1 Mook LIBOR, (3-06)




Policy Implications

e Problems with disclosure: Do consumers get the
information they need to easily evaluate these loans?

e Counseling/education:

— Are these products too complex and risky for
unsophisticated & financially stretched borrowers?

— Are cognitive biases too deep-seated to make counseling
effective!’

— Is society willing to pay for effective & independent
counseling?

e Underwriting standards: Has underwriting become too
lax and, if yes, what should we do?




