The Month In Review

May 2007

What’s New?

Compass is launching a monthly Webinar training series. The sessions cover current market
topics, are approximately one hour long and are hosted by one of Compass’s Managing Partners.
There will not be any sessions for the remainder of May in light of the National Secondary
Conference. However, June will be busy with Mortgage Duration month. Compass will be hosting
Mortgage Duration Part 1: Fundamental Cash Flows on Tuesday, June 19"™ at 12:00 PDT and Part
2: Duration and Convexity on Tuesday, June 26" at 12:00 PDT. Please email Kellie Kramer at
kkramer@compass-analytics.com if you are interested in attending either/both of these sessions.
Additionally, if you would like to request a certain topic be covered in an upcoming training, please
email Kellie Kramer at the above email address as well.

New in CompassPoint™!

Compass is pleased to report its recent development progress in CompassPoint™, including:

Expanded Data Stratification Tool Formatting and Calculations

AD-CO 5.1 Loan Type Mapping and Loan-Level Tuner Adjustors

Bloomberg Median Speed Import and Prepayment Model

Enhanced File Import Tools — Text Mapping and Text/Numeric/Numeric Filters
Improved Data Source Handling

VVVYY

CompassPoint™ features and capabilities reflect the business needs as defined and requested by
its users. For additional information on new features or to submit suggestions and requests,
please contact Rob Kessel at 415-925-2812 or e-mail at rkessel@compass-analytics.com.

Market Update

It's been a mostly quiet, sideways month for bond prices with the yield on 10-yr treasuries locked in
a range between 4.62% and 4.70%. Both the Fed and bond markets remain stuck between worries
of increasing inflation on the one hand and evidence of weaker economic growth on the other. Add
to this balance of factors an early dose of the summer doldrums and you have a recipe for a
sideways trade.

While bonds remained in a tight range, equity markets drove to record levels amidst reports of
strong earnings. This served to add to the uncertainty in the economic outlook. Bond traders were
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likely asking themselves how earnings gains could be so prevalent when signs pointed to slowing
growth and a possible pick-up in inflation. To that point, consumers continue to lead the economy
with consumer spending up another 3.8% in the first quarter. But can that continue if home prices
remain flat or falling for an extended period? On the heels of a solid first quarter, will business
come to the economy’s rescue if the consumer falters?

As the fallout in the subprime market continues, an eye should be kept to the role of the rating
agencies. Some flack has been directed their way as participants wonder why the rise in
delinquencies and foreclosures, in the early stages, seemed to have been missed. The rating
agencies find themselves in a difficult position as many institutional bond holders are restricted by
their charters to carry only bonds of a certain grade or higher. Any large scale degradation of
mortgage bond ratings could cause a more severe sell-off in subprime securities. Even agency
MBS have not fared particularly well recently, when compared to benchmark treasuries. What
bonds don’t need in this period of economic and inflationary uncertainty is an expanding layer of
credit concerns. —Lindsay Hill

Topic of the Month: Risk-Based Pricing Systems for Alt-A and Subprime
Mortgage Loans

As published in the April 9, 2007 edition of the Asset Securitization Report

Authors:

Rob Kessel, Managing Partner, Compass Analytics

Brian Vonderhorst, Director, S&P RMBS Ratings

Thomas Warrack, Managing Director, S&P RMBS Ratings

The use of excess spread and overcollateralization as credit enhancement has long been a staple
in the subprime residential mortgage-backed securities (RMBS) marketplace. This methodology
has become increasingly attractive in other RMBS collateral types, especially Alt-A mortgages.
According to analysts at Standard & Poor's Ratings Services and Inside Mortgage Finance,
approximately 70% of the $1.15 trillion 2006 non-agency RMBS issuance used the senior-
subordinate, O/C structure.

The additional modeling required to understand and take advantage of the O/C structure has
hastened technology upgrades across the securitization and mortgage industries. Current market
dynamics are also forcing vendors to produce models that can be integrated and work seamlessly
together to provide reliable loan-level valuation and risk based pricing.

What is risk-based pricing? Essentially, it's the determination of an optimal interest rate or dollar
price on a to-be-originated mortgage loan based on its estimated credit risk. The pricing assumes
that all newly originated mortgages will be funded in the capital markets through securitization and
that the credit enhancement of the securitization is derived from a senior-subordinate cash flow
structure. The estimated credit risk of a mortgage, which is measured in terms of its ultimate loss, is
typically analyzed using rating agency credit models, such as the Standard & Poor's LEVELS®
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model. Given the estimated loss, the models suggest the appropriate senior/subordinate credit
enhancement levels for a contemplated transaction.

The Expansion Of O/C Structures Through RMBS

The growth of O/C structures is a direct result of the enhanced execution possible through the use
of excess spread as credit support. The O/C structure requires originators to pledge excess
interest and to create over-collateralization, which is used as a form of credit enhancement equal to
the amount necessary to achieve the requested ratings according to rating agency requirements.
For example, $1 billion in collateral may be used in a securitization to collateralize the issuance of
$950 million of bonds—in other words, a 5% O/C. The weighted average coupon (WAC) of the
underlying collateral typically exceeds the required bond coupons (either fixed coupons or floating
coupons fixed with amortizing swaps), producing the excess interest necessary to absorb losses
and replenish or build O/C, typically by accelerating principal payments to the most senior bonds.
The challenge to risk-based pricing strategies is to properly incorporate the nuances of valuation
and execution decisions into the front-end pricing matrixes.

Determining The Capital Structure

The value placed on excess spread for use as credit enhancement is key to determining which
credit enhancement structure to use for a securitization. In most cases, when excess interest is
available, using that excess interest as credit enhancement generates a more economical
securitization structure. The challenge is how to properly value the excess interest and understand
how it will affect the capital structure. Although the standard senior-subordinate or “six pack”
structure will provide for the sale of all or nearly all of the collateral, the senior (‘AAA’ rated)
coupons of an O/C structure might represent a larger share of the issuance than the six pack
structure. This will avoid the placement of collateral in several lower-credit-grade tranches such as
‘BB’ or ‘B’ because, generally, there is sufficient excess interest to cover (protect) up to an
investment-grade level of losses.

Risk Management And Valuation Can Be More Difficult For O/C Structures

While the use of excess spread as credit enhancement has often been a boon for originators, it isn’t
without its challenges when it comes to risk management and valuation. The variables and
assumptions increase dramatically in the cash flow modeling process and they are often moving
targets. Default timelines, interest rate stresses, and prepayment assumptions make up just part of
the criteria used to model cash flows when valuing excess spread. Incomplete credit enhancement
profiles are a valuation challenge for whole-loan traders, issuers, and originators, and O/C
structures also introduce interesting duration and convexity implications for risk managers.

Additional Steps For Modeling O/C Structures
The additional analysis required in order to model O/C structures can be a time-consuming, labor-
intensive process. To value a loan portfolio, industry participants must:

e Clean the loan data and ensure that there is sufficient data for the desired credit rating

agency and cash flow models;

e Map the loan data to the model’s field values;

e Use the rating agency credit models to derive the credit enhancement requirements;

e Define the appropriate securitization structure;
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o Define the appropriate prepayment, default, loss severity, prepayment penalty models, and
other settings; and then

e Derive valuation by generating cash flows for the securitization structure using cash flow
models calibrated to established rating agency requirements (such as Standard & Poor’s
SPIRE™ cash flow model).

Depending on the situation, one of these steps may be more complex than the others. For instance,
if a recurring loan file format is used, data need only be mapped the first time. This contrasts with
whole-loan traders who receive multiple loan file formats that often change unpredictably over time.
Because many loan sellers work in Microsoft Excel, loan files are often generated ad hoc, resulting
in changing values and missing data. Often, analysts must fix the initial data maps they receive,
plus complete additional mapping on variables before sending the data to rating agency and cash
flow models, both of which require specific data maps.

The Need For Improved Analytics

If whole-loan traders and originators had their way, this time-consuming process would be loan-
level and automated from file receipt to valuation. Instead, most market participants today use
separate stand-alone credit rating model interfaces and cash flow engines that not only need
manual processing of each piece of the process but also require additional data integration in order
to pass data between disparate models. Rather than supporting loan-level feeds, some models
may require some amount of aggregation or reporting lines (“replines”) to work in their models.
When providing loan-level granularity in both modeling and actual valuation, that aggregation may
further complicate how data is passed to the model and how the model’s results are received. In
short, the valuation process is time-consuming and clunky, and not particularly granular.

This is what risk managers are up against as they try to derive collateral valuation sensitivity to
interest rate and credit spread moves. Fundamentally, different collateral types will have different
prepayment, default, and severity behaviors. In addition, loan-level characteristics for each
collateral type will require different credit enhancement requirements. Those behavioral differences
will lead to different valuation sensitivities. To model rate sensitivity (duration) and the change in
that sensitivity (convexity), risk managers need to derive valuations given different rate scenarios.

The modeling may entail taking the same credit enhancement profile and employing the cash flow
model repetitively to generate valuation curves that can provide duration and convexity. Given
common tools and processes, that task can take a long time and often results in deal-level results
instead of loan-level or even repline results. A further complication arises when incorporating how
interest rates will affect excess interest availability, which in turn affects optimization of O/C and the
resulting credit enhancement profiles. With those changes, the cash flow and the credit
enhancement models have to be reprocessed for each scenario—also a formidable, time-
consuming proposition with limited granularity.

Why Granularity Is So Important

Relative-value buyers are always trying to find ways to use more granular assumptions, and risk
managers want to better model duration and convexity. If the data analysis isn’'t granular, risk
managers are left without the means to efficiently engineer the credit enhancement from changing
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rates, and they won’t be able to model convexity correctly. And without such a solution, investors
cannot tie their own research and opinions to credit rating agency models to correctly model and
predict loan performance.

To make loan-level analysis and process automation and integration a reality, credit and cash flow
models must have program/software interfaces that other applications can call through code by
passing loan data to the model and consuming the model results seamlessly. These automatic
program interfaces (APIs) can then be called sequentially at the loan level, thereby providing loan-
level valuations. By tacking rate scenarios to the front of the sequence risk managers may
complete multiple calls per loan to derive duration and convexity.

In the current whole-loan environment, loan originators greatly benefit from the economic certainty
offered by fast, accurate, loan-level risk-based pricing models. Portfolio and/or bulk valuations are
often delayed because of the time-consuming, labor-intensive valuation process. Bids on bulks are
often returned in 24 hours, not one or two. In addition, the labor-intensive review does not
guarantee improved performance predictions or better bids for product. Those originators who
integrate their credit rating agency and cash flow models through the use of APls, however, will be
able to offer more timely bids, as well as save on resources because of the decreased manual
procedures. More important than reallocated resources, however, is the relative value that
improved analytics offers investors. Central to this opportunity is the need to have sufficient model
granularity, from prepayment and default through credit enhancement, to appropriately consider all
loan-level feature effects. For this to happen, investors must look to APl model integration and loan-
level granularity in their models.

How To Gain The Competitive Edge

It's important for originators, traders, and investors to consider systems that both allow users to
determine the impact that changes in loan characteristics will have on the ultimate securitization
economics and allow more effective risk-based pricing and loan-level economic value analysis.
Those seeking more automated, fast, and accurate valuation and risk-management analysis need
to use information provided by rating agency APIs (and the systems/solutions that wrap those APIs
together) along with loan-level granularity. Those that adopt this technology will be a step ahead of
the rest.
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Alt A and Jumbo Spreads

Unlike the stability we observed in the MBS market in March, April provided for a lot of ups and
downs. The market remained flat for the first week, and then tanked on release of the March Non-
Farm Payroll number, which came in 50K higher than expectations. FN30 5.5’s dropped 4 point;
interestingly Spreads remained unchanged. There appeared to be a one day lag in their reaction,
as the following day Spreads dramatically tightened, as much as 40 bps for the Alt-A 30. The MBS
market and Spreads both remained relatively neutral the following week, although the MBS market
started to rally mid-month and Spreads continued to remain flat. Although Spreads remained at the
month lows for most of April, a market sell off in the last week finally brought about a change. As
the market dropped on several economic releases, 30 year Spreads widened while 15 year
Spreads tightened. All Spreads ended the month close to the highs seen at the beginning.

Due to the instability in the mortgage market, there was a significant decrease in the volume of
bulks executed in April as compared to previous months, as many lenders opted to sell on a flow
mandatory basis. -Vimi Vasudeva

Alt-A & Jumbo Spread Vectors - April 2007

200 101.0000
T 150 ’/k\_’\
e [}
7] e + 100.5000
© o
= 100 +
o

50 100.0000

—e—AIt-A30 At-A1l5 —e—Jumbo 30 —e—Jumbo 15 —=—FN306.0

Copyright 2006, Compass Analytics, LLC Page 6 5/15/2007



COMP/SS

LY T |1

Compass Analytics | 900 Larkspur Landing Circle, Suite 285 | Larkspur, CA 94939 | www.compass-analytics.com

Hybrid Arm Hedge Analysis
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April was a relatively quiet month with the MBS market drifting lower and short term yields rising as
market participants reassessed the inflation outlook. A stronger than forecast NFP and a drop in
the unemployment rate contributed to the market’s lackluster performance in early April. A market
recovery was reversed late in the month as data releases showed mixed economic signals.
Through the course of April, the one year LIBOR gained 4.5 bps in yield while the 10 year swap
shed 1 bp in yield. The 1-10 swap spread finished the month inverted by about 9 bps. —Virgil
Caselli
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Production in April slowed slightly while rates again traded in a tight range, with the average yield
increasing 9bps from March. Average volume for the month was 137% of our base volume (vs.
145% in March) ranging from a low of 71% to a high of 216%. The average yield on the FN30 RNY
was 6.14% (vs. 6.05% in March) ranging from a low of 6.10% to a high of 6.21%. -Dave Bennett
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