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Second-Quarter 2011 Shadow Inventory
Update: Is The First Months-To-Clear Decline A
Sign Of Good Things To Come?

In the second quarter of 2011, Standard & Poor's Rating Services' estimate of the months to clear the supply of
distressed homes on the market in the U.S. fell for the first time since mid-2009. Our current estimate is 47 months,
a five-month decline from our first-quarter estimate and the largest quarter-to-quarter drop since mid-2008. While
the volume of these distressed U.S. nonagency residential mortgages remained extremely high at $4035 billion in the
second quarter, it has declined every quarter since mid-2010 including the most recent. In conjunction with stable
liquidation rates, we believe these are positive signs that the amount of time it will take to clear this "shadow

inventory" should continue to decline over the next year.

» We estimate it will take 47 months to clear the national shadow inventory. This is five months shorter than our estimate at the
end of first-quarter 2011 but still six months longer than our estimate ane year ago.

« Each of the top 20 MSAs recorded decreases in months-to-clear this quarter.

At 144 months, the New York MSA still tops the list at the highest months-to-clear. However, even New York's estimate improved
slightly.

In tandem with our improved months-to-clear estimate, each of the individual top-20 metropolitan statistical areas
(MSAs) that we track reported lower months-to-clear estimates this quarter than the previous quarter. In our view,

this is a yet another sign that the months-to-clear has leveled off.

At the end of the second quarter of 2011, Standard & Poor's estimated that the balance of shadow inventory had
shrunk to approximately $405 billion, from an estimated $433 billion at the end of the past quarter. This latest
number represents just under one-third of the outstanding nonagency residential mortgage-backed securities (RMBS)
market in the U.S.

Despite the recent stability of our months-to-clear estimates and liquidation rates, these distressed loans continue to
loom over the housing market and threaten to further depress home prices. Though fewer additional loans are
currently defaulting, the overall volume of distressed loans remains huge. Low liquidation rates over the past two
years allowed the shadow inventory to grow as distressed homes have remained tied up in foreclosure proceedings.
The shadow inventory will continue to jeopardize the housing market's recovery until servicers are able to improve
liquidation times. However, if and when that happens, an influx of homes will likely enter the market, increasing

supply and driving prices down further.

We include in the shadow inventory all outstanding properties whose borrowers are 90 days or more delinquent on
their mortgage payments, properties in foreclosure, and properties that are real estate owned (REO). We also
include 70% of the loans that "cured" from being 90 days delinquent (loans that once again became current) within
the last 12 months because cured loans are more likely to re-default. Our calculation of the months to clear the
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shadow inventory is the ratio of the total volume of distressed loans to the six-month moving average of liquidations
(see the Appendix: Calculating The Months To Clear The Shadow Inventory section for more information).

In our analysis, we use LoanPerformance loan level nonagency RMBS securities data available through CoreLogic.
While our analysis of the shadow inventory uses only nonagency data, we believe that the months-to-clear is
similarly high for the market as a whole. Long liquidation timelines and the accumulation of so many distressed
loans are due in large part to rising court delays in foreclosure proceedings, a problem that plagues agency and
nonagency loans indiscriminately. As long as these delays continue to affect the housing market, the shadow
inventory remains a market-wide threat. We will continue to monitor the impact that the large volume of distressed

loans is having on the housing market.

Our Overall Months To Clear Estimate Finally Fell
Our estimate of the months-to-clear grew throughout 2009 and 2010 to a peak of 52 months in March 2011. This

quarter it finally fell by five months, making it the largest quarter-over-quarter decline since mid-2008. This is
mostly due to liquidation rates (the speeds at which servicers close nonperforming loans) remaining relatively stable
over the past several months. Provided liquidation and default rates continue their flat trends, we believe our
estimate of the months-to-clear should continue to decline at a steady pace of approximately three months each

quarter.

Our months-to-clear estimates for each of the top-20 MSAs also improved this quarter, further supporting this

positive trend (see table 1).

Table 1

Shadow Inventory For The Top 20 U.S. Markets

Months of inventory at end of quarter

(No.)

Current overhang Change in Change in

Original balance  balance (% of balance inventory since  inventory since

MSA outstanding (bil. $) outstanding) 2011 1011 4010 3010 2010 1011 (%) 2010 (%)
Atlanta 235 28.28 49 52 49 4 40 Down 7 Up 21
Boston 18.7 31.27 83 86 Al 59 60 Down 4 Up 38
Charlotte 45 25.78 51 61 65 49 45 Down 20 Up13
Chicago 345 38.91 63 65 59 49 47 Down 3 Up 35
Cleveland 38 32.96 48 51 56 45 4 Down 6 Up 16
Dallas 15.2 21.10 52 61 56 43 4 Down 17 Up 27
Denver 13.1 20.60 32 38 38 34 32 Down 17 Up1
Detroit 1.2 31.04 29 29 31 29 27 Down 1 Up7
Las Vegas 20.8 46.67 30 34 32 29 27 Down 15 Up 11
Los Angeles 159.2 3043 47 54 50 42 42 Down 16 Up M
Miami 53.7 55.07 56 59 60 60 64 Down 5 Down 14
Minneapolis 12.2 27.35 37 39 38 33 31 Down 6 Up19
New York 108.6 3767 144 146 130 115 113 Down 1 Up 27
Phoenix 248 32.73 20 26 26 22 21 Down 27 Down 5
Portland 9.8 27.58 45 50 51 41 37 Down 12 Up 23
San Diego 421 27.04 36 42 39 32 31 Down 18 Up 13
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Table 1

Come?

Shadow Inventory For The Top 20 U.S. Markets (cont.)

San Francisco 69.9 23.06 37 43 42 36 34 Down 16 Up 11
Seattle 225 28.94 51 60 59 49 48 Down 19 Upb
Tampa 14.7 46.95 47 55 57 53 56 Down 16 Down 18
\I:l)Vgshington, 55.1 25.47 51 b4 49 4 39 Down 6 Up 32
Total U.S. 1,253.8 32.32 47 52 49 42 4 Down 10 Up 15
market

Source: CorelLogic. MSA--Metropolitan statistical area.

However, our estimates continue to vary significantly by area (see chart 2). The New York MSA still has the highest

months-to-clear at 144 months. While New York's months-to-clear estimate fell with the other MSAs this quarter, it

was only two months less than the past quarter's estimate. This variation in our estimates reflects the fact that

liquidation rates still vary significantly across geographic regions in our analysis due to the various rules governing

the procedures servicers must follow to finalize foreclosures against defaulted borrowers.

Chart 1

Months To Clear The Shadow Inventory By County As Of June 2011

Source: Coralagic.

2 Standard & Poor's 2011.
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The Shadow Inventory Continued To Shrink Steadily

Since the beginning of 2010, the total volume of distressed loans has been falling and continued to decline in the
second quarter of 2011. As of June 2011, this amount stood at $4035 billion, the lowest level since December 2008

(see chart 1). This trend reflects default rates that have been falling since first-quarter 2009 and liquidation rates that
appear to be stabilizing.

Chart 2

Balance Of Distressed Loans For Total U.5. Market
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Source: CoreLogic. REC--Real estate owned.

@ Standard & Poor's 2011,

Home Prices Remained Depressed

Home prices have continued to decline from their historical highs in early 2007 according to the Federal Housing
Finance Agency (FHFA) home price index (see "The FHFA Housing Price Index Declined Modestly In March, But
Its Overall Drop In The 1st Quarter Was The Worst Since '08," published May 25, 2011, for more information).

We believe prices are likely to fall further as servicers clear the shadow inventory backlog and the properties under
the distressed loans crowd the already weak housing market (see chart 3).
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Chart 3

Months To Clear Shadow Inventory For Total U.5. Market Versus FHFA Index
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The Credit Profile Of Shadow Inventory Mortgages

Distressed loans naturally tend to have weaker credit characteristics. The average FICO score for loans in the
shadow inventory is 645 while the average FICO score for current loans is 685. In addition, distressed loans have
significantly higher original and House Price Index (HPI)-adjusted loan-to-value (LTV) ratios. The average shadow
inventory loan is significantly "under-water," meaning that the borrower owes more on the mortgage than the value
of his/her house. Loans that are currently 90-plus days delinquent, in foreclosure, or REO have missed an average of

more than 19 payments (see table 2).

Table 2

Come?

Status Of Current Versus Distressed Loans

Not in shadow inventory

In shadow inventory

30-days 60-days Recently 90+ days In Liquidated in
Current delinquent delinquent cured delinquent  foreclosure In REO June
No. of loans 2,661,919 199,963 80,703 394,396 526,482 577,333 123,839 30,094
outstanding
Outstanding original 744,289 41,749 18,730 97,248 144,553 159,384 33,208 8313
balance (mil. $)
Avg. loan size ($) 279,606 208,782 232,083 246,575 274,564 276,070 268,156 276,225
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Table 2

Status Of Current Versus Distressed Loans (cont.)

Avg. FICO score at 690 634 639 632 644 652 656 667
origination

Avg. original CLTV 78.0 81.6 82.2 83.5 84.5 84.8 86.5 86.0
Avg. current 88.0 94.4 100.4 107.0 113.1 116.5 123.0 124.4
index-adjusted CLTV

Avg. loan age (mos.) 73 72 70 67 66 65 65 64
Avg. No. of missed 0 1 2 0 14 23 27 20
paymments

% of loans ever 12 29 32 74 30 22 17 17
modified

Source: CoreLogic. REO--Real estate owned. CLTV--Combined loan-to-value.

Although liquidation rates seem to have leveled off, foreclosure timelines are still very long and do not yet show
signs of improving (see chart 4). In other words, the time it takes for servicers to liquidate a loan is still getting
longer. Recently liquidated loans missed an average of almost two years of payments before being liquidated. We
believe that this trend is unsustainable, and that sooner or later liquidation rates will likely begin to rise.

Chart 4

Average Number Of Missed Payments By Shadow Inventory Loans Before Liquidation
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Despite The Positive Signs, Speed Bumps Could Still Be Ahead

Though this quarter marks the first time we are reporting a decrease in the number of months-to-clear, the volume
of distressed loans remains very high. Liquidation rates have finally stabilized, but we believe that foreclosure
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timelines are still unsustainably long. On the other hand, if servicers do speed up liquidations significantly, the
housing market may be inundated with properties, driving home prices still lower.

Related Criteria And Research

* First-Quarter Shadow Inventory Update: Relief Is Further Away, But There Is Light At The End Of The Tunnel,
published May 23, 2011.
New York Can't Get No Liquidation, published April 12, 2011.

Loan Modifications Can Provide A Short-Term Cure, But Few Achieve Permanent Success, published Feb. 7,
2011.

Appendix: Calculating The Months To Clear The Shadow Inventory

To estimate the months-to-clear the shadow inventory, we look at default, liquidation, and loan-cure rates across
the U.S.

Default rates

Our estimate of the months to clear the shadow inventory reached its peak at 57 months in early 2008. Back then,
rising default rates caused a sharp increase in the overall amount of distressed properties. However, first default
rates have been falling since March 2009 (see chart 5), indicating that fewer loans are becoming distressed.

Chartb

Monthly First Default Rates
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Despite falling default rates, however, servicers have been unable to significantly reduce the shadow inventory as
foreclosure timelines have lengthened and liquidation rates have dropped.
Liquidation rates

Liquidation rates, as of second-quarter 2011, appear to have bottomed near historical lows (see chart 6). Low and
falling liquidation rates have been the driving force behind consistently rising months-to-clear estimates since
mid-2008, and now that liquidation rates have steadied, the months-to-clear has begun to fall.

Chart 6

Monthly Transition From Outstanding Default Balance For Total U.5. Market
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Loan cure success rates

Loan cure success rates continued to improve this quarter. Only about 32% of loans that first cured in June 2010
re-defaulted within a year, compared with about 75% of those first cured during the early 2008 peak in recidivism
(see chart 7). As described above, the shadow inventory includes 70% of loans that were recently 90 or more days
delinquent. Though this percentage reflects average recidivism rates from 2007 through 2009, more recent loan

cures have been more successful. Applying a 40% recidivism rate would reduce the overall volume of the shadow
inventory by about 7%.
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Chart7
Recently Cured Loan Recidivism Rate* For Total U.5. Market
— | oans curing for the first time — Loans curing for the secand time
— Lioans curing for the third+ time
a5
an
TS
— 0
i BS -
5 0 YA
% 55 Mwﬂvf \hv \
E =0 \A'i,'l h‘\‘
45 S
40 |
a5 5
58858885 55882828383¢2 ¢
E & T E ¥ % E F & E ¥ ¥ E F & E &
- = i - = i - = il - = wl - = l = =
Curefmodification date
*Rate of default within 12 months of curedmodification date.
Source: Corelagic.
@ Standard & Poor's 2011,
Standard & Poor’s | RatingsDirect on the Global Credit Portal | August 17, 2011 10

885425 | 300129047



Copyright © 2011 by Standard & Poors Financial Services LLC (S&P), a subsidiary of The McGraw-Hill Companies, Inc. All rights reserved.

No content (including ratings, credit-related analyses and data, model, software or other application or output therefrom) or any part thereof (Content) may be modified,
reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of S&P. The Content
shall not be used for any unlawful or unauthorized purposes. S&P, its affiliates, and any third-party providers, as well as their directors, officers, shareholders, employees or
agents (collectively S&P Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. S&P Parties are not responsible for any errors or
omissions, regardless of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any data input by the user. The Content is
provided on an "as is" basis. S&P PARTIES DISCLAIM ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING
WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall S&P Parties be liable to any
party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without
limitation, lost income or lost profits and opportunity costs) in connection with any use of the Content even if advised of the possibility of such damages.

Credit-related analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and not statements of fact or
recommendations to purchase, hold, or sell any securities or to make any investment decisions. S&P assumes no obligation to update the Content following publication in any
form or format. The Content should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or
clients when making investment and other business decisions. S&P's opinions and analyses do not address the suitability of any security. S&P does not act as a fiduciary or
an investment advisor. While S&P has obtained information from sources it believes to be reliable, S&P does not perform an audit and undertakes no duty of due diligence or
independent verification of any information it receives.

S&P keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective activities. As a result,
certain business units of S&P may have information that is not available to other S&P business units. S&P has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.

S&P may receive compensation for its ratings and certain credit-related analyses, normally from issuers or underwriters of securities or from obligors. S&P reserves the right
to disseminate its opinions and analyses. S&P's public ratings and analyses are made available on its Web sites, www.standardandpoors.com (free of charge), and

www.ratingsdirect.com and www.globalcreditportal.com (subscription), and may be distributed through other means, including via S&P publications and third-party
redistributors. Additional information about our ratings fees is available at www.standardandpoors.com/usratingsfees.

The McGraw-Hill companies

www.standardandpoors.com/ratingsdirect 11



	Research:
	Our Overall Months To Clear Estimate Finally Fell
	The Shadow Inventory Continued To Shrink Steadily
	Home Prices Remained Depressed
	The Credit Profile Of Shadow Inventory Mortgages
	Despite The Positive Signs, Speed Bumps Could Still Be Ahead
	Related Criteria And Research
	Appendix: Calculating The Months To Clear The Shadow Inventory  
	Default rates
	Liquidation rates
	Loan cure success rates



