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Executive Summary

The Accelerated Claims Disposition (ACD) Demonstration, enacted as Section 601 of the
Appropriations Act for Fiscal Y ear 1999, gives the Department of Housing and Urban Development
(HUD) the authority to experiment with a more flexible method of paying claimsfor FHA-insured
loans and disposing of foreclosed, single-family properties. The legislation permits the Federal
Housing Administration (FHA) to take assignment of mortgage notes and transfer them to private
partners for servicing, property management, and asset disposition. JV processing entails the sale of
FHA notesto a public/private joint venture at a discounted price. The private partner then manages
the restructuring of notes for securitization and sale or the foreclosure and property sale of non-
performing loans. FHA retains an equity interest in the partnership undertaking asset disposition.

Thisisthe Second Report of the Evaluation of the 601 ACD Demonstration, reporting progress on the
first two Joint Ventures (JVs) between HUD and private partners, JvV 2002 and JV2003. The purpose
of the evaluation is to determine whether JV processing of seriously delinquent mortgagesis cost
effective under existing conditions or feasible alternatives. The evaluation also considers whether JV
processing enhances HUD' s ability to achieve policy objectives, including homeownership retention.
In order to determine the cost effectiveness and policy impacts of JV processing, the evaluation
compares the outcomes of JV loansto a 10 percent holdout sample of loans that met the digibility
criteriafor JV processing. The holdout loans receive standard FHA processing—that is, servicing by
a participating servicer (p-servicer) using standard FHA techniques of loss mitigation or foreclosure
and then disposition of foreclosed properties by management and marketing contractors. The
evaluation compares the claim rates and loss rates between the JV loans and the holdout sample and
also compares the extent to which JV and standard FHA processing result in homeownership
retention.

Substantial progress has been made in reaching final status for JV2002 loans, following a
securitization salein August 2004. Asof August 31, 2004, 66 percent of the V2002 ACD loans had
been liquidated (either sold or paid off), as have 36 percent of the 2003 ACD loans. During the same
period, substantial portions of the comparison loans have resolved through reinstatement. Even with
this broader measure of resolution, a higher percentage of ACD loans have reached final resolution
than comparison loans. Results are evolving as more loans reach final resolution and the pattern
becomes clearer.

The difference in resolution rates may represent adifferencein timing. Loansin the control groups
appear to be going to foreclosure more slowly than JV loans. While more JV loans than control
group loans have been resolved as REO sold, there are fewer JV loans with the status of foreclosure
in process. Thetotalsfor the three categories, REO sold, REO inventory and foreclosure in process,
are about the same for JV and the control groupsin percentage terms. This finding suggests that
eventually the foreclosures in process for the control groupswill resolve into REO sales at about the
same or higher rate than Jv. Similarly, the control groups show a dlightly larger homeownership
retention rate, but this appearsto reflect the more rapid resolution of JV loans.
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For those notes and properties that have been liquidated, the recovery rate (the ratio of the sales price
less net expenses to the claim amount) for JV 2002 is 73 percent, compared to the recovery rate on
claimsfor the holdout loans of 69 percent. However, when the comparison is broadened to include
all resolutions of both ACD and holdout loans (paid in full, reinstatements, partia claims, and
conveyance claims), the loss rate relative to unpaid principal balance (UPB) is higher for Jv 2002
loans, 29 percent, than for holdout loans, which had aloss rate of only 7 percent. Thelossrateisthe
ratio of claimsless net recovery to unpaid principal balance. The lower lossrate for holdout loansis
due to the inclusion of resolutions with zero or very low claims.

Another factor contributing to the higher lossratesfor JV relative to control groupsisthe fact that vV
loans are further advanced in the foreclosure process when they enter JV processing. JV loans
generally have been in foreclosure for alonger period than the holdout or eligible loans when they are
submitted to ACD. Thisdifference of daysin foreclosure not only affects the timing of resolutions,
but also may affect the comparability of the JV and holdout groups. The holdout loans met the same
eigibility criteriaasthe ACD loans at provisional approval. However, the loans ultimately selected
for ACD had more daysin foreclosure and, to alesser extent some other characteristics, that indicate
the ACD loans have higher risk of foreclosure than holdout loans.

The underlying assumption for the ACD Demonstration, that all loans provisionally approved for sale
to the Joint Venture would have a high likelihood of claim, turned out not to be true. One of the
criteriafor accelerated claim eligibility isthat FHA’ s participating servicers (p-servicers) make a
determination that loss mitigation techniques would not prevent the loans from foreclosure and
conveyance claim. However, the evidence from what has actually happened to the holdout loansis
that many loans granted approval for saleto the JV can avoid claim under standard FHA processing.
Asof August 31, 2004, 24 percent of the 2002 holdout loans had reinstated, and another 19 percent
had paid in full.

The lower than expected loss rate for standard FHA processing can be explained by three factors.

First, the eligibility criterion that requires a p-servicer to predict the likely success of loss mitigation
isdifficult to enforce. HUD hasto rely on the judgment of p-servicers asto whether loss mitigation
would fail. Sinceitisvery difficult to predict which delinquent loanswill ultimately claim, p-
servicers may have an incentive to send all high risk loans to the ACD.

Second, all ACD loans have afull claim and are sold at adiscount to the Joint Venture. Determined
in the bid accepted by HUD, the discount relative to UPB averaged 38 percent for JV 2002, 29 percent
for V2003 and 19 percent for JV2004. Citigroup submitted the only bid for JV 2002, when the
concept was new and the outcome highly uncertain. There were six bids for V2003, and Lehman
won the competition with the lowest proposed discount. Citigroup won the bid for V2004 with a
discount that was half its bid for V2002 and an ownership share for FHA that increased from 30 to
40 percent. Ascompetition improves, the smaller discounts on every ACD loan will reduce the loss
rate for ACD.
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Thethird factor driving the loss rates is the strong housing market during the demonstration period to
date. The strong market had a similar result for sales prices, providing high prices for note sales for
the JV and for property salesfor both the JV and holdout loans. However, the ACD advantages of
quick and flexible disposition are more cost saving in aweak or declining market than in a strong
market. In the current, favorable housing market, property value appreciation makesit possible for
many borrowers with delinquent loans to prepay, refinance or restructure their loans and avoid
conveyance claims. Furthermore, historically low interest rates have made it possible for loss
mitigation by FHA servicersto be as effective as |oan restructuring by the JV servicer. Thus, the IV
advantage of shortening the disposition cyclein order to avoid further loss, important in a declining
housing market, islessimportant in a strong market. In sum, the housing market may be appreciating
too fast, and interest rates may be too low, for high note sale prices by ACD to offset the advantages
of zero claims on reinstatements and prepayments under standard FHA processing in a strong market.

For FHA to reduce losses through the ACD approach compared to standard processing, three things
must happen:

1) Eligibility requirements must be tightened to ensure only the loans most likely to claim
are selected for the ACD.

2) Thediscount for FHA loans sold to the JV must be reduced.

3) Thesalesprices on JV notes and properties must be substantially higher than the FHA
sales prices on REO sales.

More competitive discounts offered by JV partners under Jv 2003 and JV 2004 will undoubtedly
reduce the losses to FHA from those joint ventures, and a higher ownership share for FHA under
those partnerships will allow FHA to recoup alarger portion of the JV profits. However, the strong
market that has buoyed the JV sales prices has also continued to improve FHA REO sales prices and
to allow more FHA defaults to prepay or reinstate. Under current market conditions of low interest
rates and growing house prices, it may be difficult for JV processing to provide lower loss rates than
occur under standard FHA processing.

In an effort to compare outcomes under the ACD approach and standard FHA processing, a model of
the predicted probability of claimswas devel oped, based on 1997 FHA defaults. The coefficients of
this claims model were applied to ACD loans to predict the counterfactual outcomes for ACD loans
under standard FHA processing. This aternative method of measuring the ACD treatment effect
shows (1) that the ACD portfolio has a higher average predicted probability of claims than the full set
of defaulted loans; and (2) that the ACD loss rates were greater than what would be expected if the
same selection of ACD had received standard FHA processing. The comparison of recovery rates or
loss rates between ACD and holdout loans may be biased by higher risk loans being selected for
ACD. Adjustment for the selection effect decreases the difference in loss rates between ACD and
holdout loans, but only by 4 percentage points. If there had been no difference in the risk distribution
of loans, ACD loans would still have loss rates that were 18 percentage points higher than under
standard FHA processing.
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The model analysis also indicates that the more competitive discounts offered by JV partners under
Jv2003 and JV 2004 will undoubtedly reduce the losses to FHA from these joint ventures, and also
that a higher ownership share for FHA under these partnerships will allow FHA to recoup alarger
portion of the JV profits. The claims model shows that applying JV 2004 parameters of a 19 percent
discount rate and a 40 percent FHA ownership share in the JV partnership could lower the JV loss
rate to the point that 80 percent of the JV 2002 |oans could be handled more cost effectively by JV
processing. While JV processing is not cost effective for the parametersin JV 2002, the combination
of better targeting to high-risk loans and the parametersin Jv 2004 show that ACD could be cost
effective.

The following sections provide more detail on each of these results. The first section describesin
more detail the background on the ACD Demonstration and the design of the evaluation for
comparing JV processing to standard FHA processing. The next section reports the loan outcomes,
including both interim and final status for loans in each of three groups: ACD loans, holdout loans,
and the remaining eligible loans provisionally approved for the ACD. Costs and profits are reported
in the next section, featuring the recovery rates in terms of claims and the loss rates in terms of UPB
for each group. A description of the loan characteristics for each loan group is followed by a
selection model that estimates the factors driving the selection process. Thefinal sectionisa
breakeven analysis that considers what combination of loan selection and claim rates would make the
ACD program cost effective.

A Glossary of Terms and Abbreviations follows the Executive Summary. The Appendix contains the
complete regression results for the selection models.

Abt Associates Inc. Executive Summary v



Glossary of Terms and Abbreviations

601 Program — refers to Section 601 of the Department of Veterans Affairs and Housing and Urban
Development, and Independent Agencies Act, 1999. Section 601(d) amends Section 204(g) of
the National Housing Act to alow for structured financing such that FHA retains an equity
interest in a partnership and the private partner manages the asset disposition. The 601 Program
isaso called ACD or the JV Program.

ACD — Accelerated Claims Disposition Demonstration (also called 601 Program or JV Program).
ACD represents the dternative of delinquent loans being selected for prompt claim payment by
FHA and the loan being transferred to ajoint venture in which the private partner sells the loan
without FHA insurance for the best available price.

BPO — Broker's Price Opinion, the report that values properties at the time aloan is submitted for
ACD claim.

Eligible loans —remaining set of provisionally approved loans after holdout loans and ACD loans
have been selected out. Delinquent loans cycle through digibility with new delinquent loans
becoming provisionally approved and older delinquent loans losing eligibility. Provisiona
approval status only lasts for 60 days. In any month, eligible loans could be drawn into the set of
holdout loans or selected for ACD treatment. More information on the eligibility criteriaisfound
in the entry for Provisional Approval.

FMV —Fair Market Value, the value of the loan as determined by the private partner in the Joint
Venture. The fair market value is the discounted amount relative to the unpaid principal balance.

Holdout loans—a set of comparison loans that are similar to the set of eligible loans from which
ACD loans are drawn. A 10 percent random sample of provisionally approved loansis set aside
each month before the participating servicer selectsloansfor ACD treatment. The holdout loans
cannot be submitted for ACD under the current or subsequent joint ventures.

Homeowner ship Retention —loan restructuring or loss mitigation such that the borrower remainsin
his or her home. In standard FHA processing, the loss mitigation techniques of special
forbearance, loan modification and partial claim are the three versions of loss mitigation
homeownership retention. Non-homeownership retention means the loan isterminated —for
example, through a preforeclosure sale or deed-in-lieu. 1n JV processing, homeownership
retention is more difficult to track because the loan is often sold in anote sale. It isassumed that
the borrower retains her home in a note sale, particularly in securitization sales because the loans
are performing, but thereis no information available on the retention after the sale.

JV —Joint Venture. FHA enters a public/private joint venture in which the private partner is
responsible for managing the asset disposition of delinquent loans. The Joint Ventures are
distinguished by the year in which the auction was conducted.
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JV2002 — The Joint Venture begun in 2002 and managed by Citigroup. FHA’s ownership shareis 30
percent. To arrive at the fair market value, the average discount on loans relative to unpaid
principal balance was 37.7 percent.

JV 2003 — Joint Venture begun in 2003 and managed by Lehman. FHA’s ownership shareis 30
percent. To arrive at the fair market value, the average discount on loans relative to UPB was
29.3 percent.

JV processing — The alternative to standard FHA processing is JV processing, in which the joint
venture services the original loan, restructures the loan or forecloses on the loan and sells the
property. Thejoint ventureis not restricted by the same servicing rules as standard processing,
which means the loan can be sold as a discounted note, with or without restructuring.

Liquidation —the final termination of aloan, either as a sale (note sale or property sale) or as Paid in
Full (PIF).

L oss Mitigation — techniques used by FHA servicersto help delinquent loans cure their default or
reinstate. The homeownership retention loss mitigation tools are: special forbearance, loan
modification, and partial claim. The non-homeownership retention loss mitigation tools are:
preforeclosure sale and deed-in-lieu of foreclosure. JV servicers have awider range of loss
mitigation techniques, often referred to as loan restructuring.

L oss Rate— The ratio of claims less net recovery to unpaid principal balance. Claims are the total
accelerated claim, including participation fee, paid to the participating servicer in order for FHA
to obtain the loan. For Jv 2002 and JV 2003, net recovery is 70 percent of the Fair Market Value
plus 30 percent of the note or property sale plus other income less other expenses. In V2004, the
ownership share for FHA increased to 40 percent, so the net recovery is 60 percent of the Fair
Market Vaue plus 40 percent of the note or property sale plus other income less other expenses.

LTV - Loan-to-Vdueistheratio of unpaid principal balance to property value, based on either the
BPO or the original appraisal.

Non-For eclosur e Final Status— Loans that reached afinal status but did not compl ete foreclosure.
For ACD loans, the loans in this category are note sales sold below the unpaid principal balance.
For non-ACD loans, this category includes preforecl osure sales, deed-in-lieu of foreclosure
dispositions and any other termination involving a partial claim.

Note Sale —the Joint VVentures have the option of selling loans either at full value or at a discount
relative to the unpaid principal balance. The note sale could be a pool sale or a securitization
sale. Only the Joint Ventures have done note sales during the ACD Demonstration. FHA has
done single family note sales in the past, but has not done any note sales during the ACD
Demonstration.

P-servicer s — Participating Servicers, mortgage servicers who agreed to participate in the Accelerated
Claims Disposition Demonstration. The p-servicers send delinquent loans for provisional
approval and select which loans are ultimately submitted for accelerated claim. The p-servicers
also collect a participation fee to offset the added costs of participation in the ACD
Demonstration.
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PIF —Paid in Full, loans that are terminated with full payment, usually by the borrower. In terms of
evaluating final status, PIF loans also include JV loansin which the price paid in the note sale
was at least as much as the unpaid principal balance.

Property Sale — sale of foreclosed properties after the title has been conveyed to HUD or the Joint
Venture.

Provisional Approval —the criteria used to determine which delinquent loans are eligible for
accelerated claims and joint venture processing. To be provisionally approved aloan must meet
the following criteria:

Serviced by a Participating Servicer

Unpaid principal balance no less than $20,000

Loan must be four full payments past due

Loan-to-value (LTV) ratio of 85 percent or higher

P-servicer used reasonable judgment to conclude loss mitigation would not be successful
Freddie Mac Earlylndicator Risk Grade of D, E or F

Mortgaged property not subject to Department of Justice seizure order or in an Asset
Control Area

Mortgaged property has not sustained more than 10 percent damage regardless of
insurance

Loan not subject to partial claim or special forbearance relief

Loan not accepted for preforeclosure sale or deed-in-lieu of foreclosure

No contested foreclosure and no foreclosure sale has been scheduled within 60 days

There is also a maximum number of missed payments that varies by state, ranging from 5 to 13
months. For ACD loans, the participating servicer must order a Broker's Price Opinion (BPO)
report and submit the Monthly Supplemental Defaulted L oan Payment History. The provisional
approval lasts 60 days.

Recovery Rate—theratio of the sale price less net expensesto the claim amount. In thisreport, the
recovery rate isthe net recovery rate relative to claims. FHA recovery rates are the loss amount
subtracted from the acquisition cost divided by the acquisition cost. The recovery rate differs
from the lossrate in two ways. The recovery rate is net recovery relative to claims, whereas the
lossrateisrelativeto UPB. Also, the recovery rate is calculated for sales, either property sales or
note sales. Loss rates are calculated as claims minus net recovery and includes all resolutions,
even cases with zero claims.

Reinstatement — sufficient payment by the borrower to bring a delinquent loan current. Thereisno
presumption that reinstatement loans will not default again.

REO inventory — Real Estate Owned, property owned by either FHA or the Joint Venture and
waiting to be sold. REO Saleisthe loan category for REO properties after the sale.

Standard processing (or standard FHA processing) — Under current FHA rules, the servicer collects
payments and forwards the premium to FHA. Delinquent loans are given loss mitigation
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treatment, either using retention tools (special forbearance, loan modification or partial claim) or
non-retention tools (preforeclosure sale or deed-in-lieu of foreclosure). If loss mitigation fails,
the servicer proceeds with foreclosure. Upon completion of foreclosure, thetitle is delivered to

FHA in exchange for a claim payment and the property is sold by Management and Marketing
(M&M) contractors for HUD.

UPB —unpaid principa balance, the amount of principal owed on theloan. For ACD cases, the UPB
is recorded when the loan enters the Joint Venture. For non-ACD loans, the UPB is updated

monthly and represents the amount at the cutoff date, or August 31, 2004, used in the analysis for
this report.
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Background on the ACD Demonstration Design and
JV Processing

The Accderated Claims Disposition Demonstration comes from Section 601 of the Department of
Veterans Affairs and Housing and Urban Development, and Independent Agencies Act, 1999. The
Act alows the Federal Housing Administration (FHA) additional flexibility to choose the most cost
effective methods for paying claims and disposing of foreclosed, single-family properties. It
specifically authorizes FHA to take assignment of mortgage notes and transfer them to private
partners for servicing, property management and asset disposition. Section 601(d) amends Section
204(qg) of the National Housing Act to allow for structured financing such that FHA retains an equity
interest in the partnership undertaking the asset disposition.

The purpose of the 601 Evaluation is to answer the following questions:

What isthe return to HUD from the JV structure compared to standard HUD processing?
What explains the differencein cost? How have the increased use of loss mitigation and
evolving performance of Management & Marketing (M&M) contractors affected the
differences?

How has the design of the ACD Demonstration affected the outcomes? Which incentive
systems were productive? Which were counterproductive?

Are the outcomes compatible with FHA’ s policy objectives?
Are there adternative structures that would have improved the outcomes?

What are the implications of the ACD Demonstration outcomes for expansion of the
program?

To what extent are the results seen in the Demonstration predictive of servicer behavior
on alarger-scale?

What should be the next steps? Should the ACD Demonstration be expanded, changed or
rejected atogether?

Not all of these questions are addressed definitively in this report because the final outcomes for
many ACD loans and most FHA comparison loans have not happened yet. Nevertheless, the major
patterns are becoming clearer. For ACD to reduce costs to FHA, the p-servicers will have to improve
targeting to high-risk loans and reduce the discount on loans sold to the JV. Even under those
conditions, a strong housing market could make the FHA claims rate from delinquencies so low that it
isextremely difficult for ACD lossratesto fall below FHA lossrates. The focus of thisreport isto
present the facts based on data through August 31, 2004. The implications of those facts remain
tentative while we await final loan outcomes and more complete analysis.
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How ACD Works

The selection of loans under the ACD Demonstration starts with the participating servicers (p-
servicers) of FHA loans who have agreed to submit their delinquent loans to FHA for provisional
approval. There are anumber of eligibility criteria, including:

Serviced by a Participating Servicer

Unpaid principa balance (UPB) no less than $20,000

Loan must be four full payments past due

Loan-to-value (LTV) ratio of 85 percent or higher

P-servicer used reasonable judgment to conclude loss mitigation would not be successful
Freddie Mac EarlyIndicator Risk Grade of D, E or F

Mortgaged property not subject to Dept. of Justice seizure order or in Asset Control Area

Mortgaged property has not sustained more than 10 percent damage regardl ess of
insurance

Loan not subject to partial claim or special forbearance relief
Loan not accepted for preforeclosure sale or deed-in-lieu of foreclosure

No contested foreclosure and no foreclosure sale has been scheduled within 60 days.

Loans that meet the eligibility requirements are divided into two groups, the holdout loans and the
eligible loans. The holdout loans are a 10 percent random sample of the provisionally approved
loans. The holdout loans are set aside to create a comparison cohort for the evaluation of the ACD
loans selected by p-servicers from the provisionally approved loans. From an experimental design
point of view, it would have been better to draw the random set of holdout loans from the set of loans
the p-servicers selected for ACD. If the holdouts had been a random subset of the loans selected for
ACD treatment but not given JV processing, then it would be clear that the differences in outcomes
between holdouts and ACD were due to the JV processing. However, that would have required larger
sampling rates from the provisionally approved loans to reach statistically meaningful sample sizes of
ACD and holdouts. Instead, HUD chose a sequential design whereby the p-servicer first selected
loans for provisional approval, a 10 percent random sample of the approved loans was set aside as the
holdout sample, then the p-servicers selected the loans for ACD from the remaining approved loans.

All three groups, ACD, holdouts and eligibles, have passed through the provisional approval screen,
but the order of selection after that screening is potentially important. The holdouts are the first to be
drawn from the provisionally approved, so the distribution of characteristics for holdouts should be
most representative of the larger set of provisionally approved loans. The ACD loans are then
selected from the provisionally approved excluding the holdouts. The assumption is that foreclosure
is expensive for the p-servicersaswell asfor FHA, so the p-servicers have an incentive to select the
high-risk loans from the approved cases. The approval lasts for 60 days and it is certainly possible
that new information becomes available to the p-servicer that was not known at provisional approval.
Itisalso likely that the p-servicer has more information, such as credit scores or the borrower’s
employment history, which is used in the selection process but not revealed to HUD. Unfortunately,
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we know relatively little about how the p-servicers select loansfor ACD. Selection models estimated
on the results (reported below) suggest substantial differences among the p-servicers.

After the holdouts and ACD are selected, the remaining set of provisionally approved loans are the
eligibleloans. If the high-risk loans are selected for ACD, we would expect the eligible loansto be
lower risk than the ACD loans on average. However, the pool of eligible loans is quite dynamic with
new approvals being added each month and continuing eligibles being drawn off to holdouts, JV 2002
or subsequent JVs. In that respect, the eligible loans are not awell-defined cohort of loans and yet,
the characteristics and outcomes of the eligible loans are not that different from ACD or holdouts.
Given our limited knowledge about the selection process for ACD and to get a more compl ete view of
all the provisionally approved loans, we report results for all three loan groups.

From the set of eligible loans, the p-servicers select a subset of loans for accelerated claim paid by
FHA. Theloans submitted for ACD claim must have a Broker’ s Price Opinion (BPO), but the
holdouts do not. At settlement, the ACD loans are transferred from the p-servicers to the Joint
Venture. The vaue of theloan asit entersthe JV is based on the accepted bid for the risk category
containing the loan. The risk categories are based on UPB or BPO, LTV and daysin foreclosure.
High-risk loans are discounted more than low-risk loans, though ACD loans as agroup are relatively
high risk because they are al at least 90-day delinquent loans (4 payments past due) and many have
defaulted more than once.

JV2002 was the first joint venture, and there was considerable uncertainty about how the process
would work and how successful the JV partner, Citigroup, would be. The average discount rate,
measured as the ratio of UPB minus the fair market value (FMV) relative to UPB, was 37.7 percent,
though the discount rate for any particular risk category could be much higher or lower than that
average. JV2002 began taking in loans in October 2002 and now contains 6,656 |oans from the
Philadel phia and Atlanta Homeownership Centers (HOC). By the second Joint Venture, there were
several competitive bids and the winning bid to Lehman resulted in a discount rate of 29.3 percent.
JV2003 began in August 2003 and has 5,847 loans from al four HOC regions as of August 31, 2004.
The final month of settlement for JV 2003 was September 2004. In both Vs, HUD has a 30 percent
ownership share and the private partner has a 70 percent share. When the loan is transferred to the
JV, the private partner pays FHA 70 percent of the FMV.

The Demonstration continues with JV 2004, won by Citigroup again. The major change in the latest
joint venture is that the discount, or rate at which JV buysthe loans from FHA, has declined
substantially to 19 percent. The smaller discounts show that private partners recognize the value
contained in FHA delinquent loans and have overcome their uncertainty about the ACD Program.
Another sign of confidence in the profitability of the joint venturesisthat FHA hasincreased its
ownership share from 30 percent in JV2002 and JV 2003 to 40 percent in JV2004. The reduction in
discounts and increase in ownership share should increase the recovery rate that FHA obtains from
the latest joint venture.
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Loans transferred from p-servicer to JV are evaluated by the private partner to determine how best to
maximize the return on the loan. Some loans are restructured with new terms, some loans pay in full,
and some loans go to foreclosure and then REO status. In most cases, the JV attemptsto bring the
loan back to performing status and then sell the note either in a pool sale or securitization sale. Loans
liquidated through note sales generally earn a higher return than property sales, so the JV hasan
incentive to maximize the share of note sales relative to property sales. When the note or property is
sold, FHA receives 30 percent of the sales price less 30 percent of the expenses for servicing and
selling the asset. The net recovery isthe amount remaining after adjusting for income and expenses.
In thisreport, the recovery rate isthe net recovery amount divided by the claims amount. The loss
rate is measured as the total costs less recoveries divided by the UPB. The UPB isthe unpaid
principal balance reported by the p-servicer when the loan is submitted for provisional approval.
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Qutcomes

The loan status for ACD, eligible and holdout loans is presented in Exhibit 1 (numbers of loans),
Exhibit 2 (dollar valuesin terms of unpaid principal balance, UPB) and Exhibit 3 (average UPB).
There are three groups of loans corresponding to each joint venture designated by the beginning year
of the V. Thefirst column for each year contains the ACD loans followed by eligible loans and
holdout loans. Eligible loans are provisionally approved loans that did not get selected for either
ACD or holdout. Eligibleloansretain their approval status for 60 days, but they can be re-submitted
for approval or submitted for subsequent joint ventures. Holdout loans do not have such aflexible
status. Once aloan is designated as a holdout loan, it cannot be submitted for accelerated claim or
any joint venture. The sample sizes for the holdout loans by status category are small, especially the
holdoutsin final resolution, but the holdout results tend to be similar to the eligible loans, so both
results are shown.

The loan status for each loan is classified into one of eleven categories arranged with the three final
status categories at the top followed by various grades of interim categories. The rules used for [oan
status assignment follow Exhibit 1. The ordering follows the programming code, which gives
preference to final status categories over interim status categories.

The three final status categories are:

Paid In Full (PIF),
REO Sold and,

Non-foreclosure Final Status.

The Paid in Full (PIF) category includes not only the loansin which the borrower paid the
outstanding balance (prepays), but also the note sales for which the amount received was greater than
or equal to the UPB. For Jv2002, 43 percent of the PIF loans are prepays and the remaining are note
sales. The purpose of broadening this category isto encompass all the terminations that did not entail
aclaim under standard FHA processing.! Under standard FHA processing, if a borrower or buyer
pays the entire unpaid balance, there would be no claim. Similarly under JV processing, if aloanis
prepaid or sold for at least the UPB, the loans are classified as PIF.

1 All the ACD loans entail aclaim. The accelerated claim is paid by FHA to the p-servicer beforethe loan is

transferred to the JV.
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Exhibit 1: Loan Status by Numbers of Loans
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(Data as of 8/31/2004)
2002 2003
Loan Status ACD Eligible Holdout ACD Eligible Holdout
Paid in Full (PIF) 2,013 1,915 666 452 1,245 203
30% 19% 19% 8% % 8%
REO Sold 615 472 373 314 490 88
9% 5% 10% 5% 3% 3%
Non-foreclosure Final Status 1,775 67 31 1,320 223 19
27% 1% 1% 23% 1% 1%
Reinstatements 3,000 843 3,424 452
30% 24% 19% 18%
Total Resolutions 4,403 5,454 1,913 2,086 5,382 762
66% 54% 54% 36% 30% 30%
REO Inventory 691 415 165 709 797 141
10% 4% 5% 12% 4% 6%
Non-retention Loss Mitigation 25 12 0 38 66 6
0.4% 0.1% 0.0% 0.6% 0.4% 0.2%
Foreclosure in Process 480 1,216 493 710 2,764 453
% 12% 14% 12% 15% 18%
Reinstatements Pending Sale 161 232
2% 4%
Retention Loss Mitigation Action Taken 271 1,749 580 696 5,232 739
4% 17% 16% 12% 29% 29%
Bankruptcy 252 234 126 544 578 86
4% 2% 4% 9% 3% 3%
Unresolved Delinquency 288 532 163 183 1,470 168
4% 5% 5% 3% 8% %
Unknown 85 497 117 649 1,641 203
1% 5% 3% 11% 9% 8%
Total Loans 6,656 10,109 3,557 5,847 17,930 2,558

Note: We consider the standard that PIF, reinstated loans or loans with "3 payments in 3 months" are performing loans. Among the 2002 loans, 51% of ACD/601 loans, 49% of eligible
loans and 42% of holdouts are performing and among the 2003 loans, 13% percent of ACD/601 loans, 26% of eligible loans and 26% of holdout loans are performing as of 8/31/2004.
Moreover, 35% of bankruptcies in JV2002 and 25% of bankruptcies in JV2003 are also performing as of 8/31/2004. Among JV2002 PIFs, 47% are prepays.
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Exhibit 1: Loan Status by Numbers of Loans (Continued)
(Data as of 8/31/2004)

Rules Used in Loan Status Assignment

JV Processing (in the order of preference)

Paid in Full if the ratio of sales price to UPB is 1 or greater, includes interim PIFs.
REO Sold if property sale.

Non-foreclosure Final Status if note sale, PFR17, SAL9A, SAL9B, SALIC or TPS30.
REO Inventory if FOR46, DIL47, PSTO1, PSTO06 or PSTO08.

Non-retention Loss Mit if PFR15 or DIL44.

Foreclosure if FOR43, FOR45, FOR68, OCCO02 or OCCO03.

Reinstatement if REI20.

Retention Loss Mit Action Taken if FGV9E, FRB09, FRB12, LNM28, NWBO01, NWRO1 or NWTO1.
Bankruptcy if BKO7S, BK11S, BK12S or BK13S.

Unresolved Delinquency if DEL42, BKO7E, BK11E, BK12E or BK13E.

Unknown if not a property sale, note sale or no non financial transaction code.

© oo ~NOOUDh WNPR

B
= o

Standard Processing (in the order of preference)

Paid in Full if default status code is 13, 22, 25 or 30 or termination code is 11, 13, 22 or 23.

REO Sold if termination code is 15 and disposition date exists.

Non-foreclosure Final Status if default status code is 17, 48 or 49 or termination code is 25

REO Inventory if default status code is 24, 46 or 47 or termination code is 15 and disposition date is missing.
Non-retention Loss Mit if default status code is 15 or 44.

Foreclosure if default status code is 43, 45 or 68.

Reinstatement if default status code is 14, 20 or 21.

Retention Loss Mit Action Taken if a) default status codes is 09, 10, 12, 19, 26, 28, 32, 39 or 41, b) loss mitigation claim prepared date is after the default
status date, or c¢) loss mitigation record exists but current default record does not.

9  Bankruptcy if bankruptcy code is 1, 2, 3 or 4 and bankruptcy date is after the default status date.

10 Unresolved Delinquency if default status code is 42 or 99.

11  Unknown if default status codes is 77 or current default record does not exist.

0 ~NO UL WNBR
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Exhibit 2: Loan Status by Amount of Unpaid Principal Balance

(Data as of 8/31/2004)
2002 2003
Loan Status ACD Eligible Holdout ACD Eligible Holdout
Paid in Full (PIF) $202,043,879 $189,775,283 $68,324,861 $48,313,884 $141,497,982 $22,843,277
33% 21% 21% 8% % 8%
REO Sold $49,846,624 $39,578,142 $30,591,262 $31,091,860 $48,908,163 $8,509,404
8% 4% 10% 5% 3% 3%
Non-foreclosure Final Status $161,792,297 $7,612,094 $3,143,076 $127,151,305 $25,554,464 $2,433,344
27% 1% 1% 22% 1% 1%
Reinstatements $264,025,262 $71,718,481 $355,683,245 $47,432,101
29% 22% 19% 18%
Total Resolutions $413,682,799 $500,990,781 $173,777,680 $206,557,048 $571,643,854 $81,218,127
68% 55% 54% 36% 30% 30%
REO Inventory $54,884,991 $33,514,018 $13,432,493 $64,412,098 $79,445,977 $13,851,577
9% 4% 4% 11% 4% 5%
Non-retention Loss Mitigation $2,842,740 $1,303,673 $0 $4,054,274 $7,818,880 $778,530
0.5% 0.1% 0.0% 0.7% 0.4% 0.3%
Foreclosure in Process $40,703,440 $103,697,077 $43,691,667 $69,418,406 $288,964,070 $47,211,974
% 11% 14% 12% 15% 17%
Reinstatements Pending Sale $13,345,701 $22,812,229
2% 4%
Retention Loss Mitigation Action Taken $26,426,397 $161,102,381 $54,133,463 $74,662,961 $564,044,136 $79,094,363
4% 18% 17% 13% 30% 29%
Bankruptcy $22,659,760 $21,211,099 $11,513,473 $52,831,790 $57,683,092 $8,700,497
4% 2% 4% 9% 3% 3%
Unresolved Delinquency $26,426,594 $44,887,263 $13,836,683 $17,411,347 $151,841,361 $18,077,009
4% 5% 4% 3% 8% 7%
Unknown $7,620,604 $42,646,232 $10,248,227 $64,957,281 $167,306,636 $21,672,535
1% 5% 3% 11% 9% 8%
Total Loans $608,593,026 $909,352,523 $320,633,686 $577,117,434 $1,888,748,005 $270,604,611

Note: Unpaid principal balance (UPB) amounts were obtained from the Accelerated Claim Criteria Report Application (ACCRA) data. When UPB was not available in ACCRA (0.4% of

2002 eligible and holdout loans and 1.4% of 2003 eligible and holdout loans), UPB from the Single Family Data Warehouse (SFDW) was used.
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Exhibit 3: Loan Status in Average Unpaid Principal Balance
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(Data as of 8/31/2004)
2002 2003
Loan Status ACD Eligible Holdout ACD Eligible Holdout
Paid in Full (PIF) $100,370 $99,099 $102,590 $106,889 $113,653 $112,528
REO Sold $81,051 $83,852 $82,014 $99,019 $99,813 $96,698
Non-foreclosure Final Status $91,151 $113,613 $101,390 $96,327 $114,594 $128,071
Reinstatements $88,008 $85,075 $103,879 $104,938
Total Resolutions $93,955 $91,857 $90,840 $99,021 $106,214 $106,585
REO Inventory $79,428 $80,757 $81,409 $90,849 $99,681 $98,238
Non-retention Loss Mitigation $113,710 $108,639 NA $106,691 $118,468 $129,755
Foreclosure in Process $84,799 $85,277 $88,624 $97,772 $104,546 $104,221
Reinstatements Pending Sale $97,514 $107,274
Retention Loss Mitigation Action Taken $97,514 $92,111 $93,334 $107,274 $107,807 $107,029
Bankruptcy $89,920 $90,646 $91,377 $97,117 $99,798 $101,169
Unresolved Delinquency $91,759 $84,375 $84,888 $95,144 $103,293 $107,601
Unknown $89,654 $85,807 $87,592 $100,088 $101,954 $106,761
Total Loans $91,435 $89,955 $90,142 $98,703 $105,340 $105,788

Note: Unpaid principal balance (UPB) amounts were obtained from the Accelerated Claim Criteria Report Application (ACCRA) data. When UPB was not available in ACCRA (0.4% of
2002 eligible and holdout loans and 1.4% of 2003 eligible and holdout loans), UPB from the Single Family Data Warehouse (SFDW) was used.



To date, the predominant difference in disposition strategies between JV processing” and standard
FHA processing is the option by the JV to conduct note sales and securitizations. The disposition
strategy for the standard FHA processing is foreclosure and subsequent sale by HUD' s M&M
contractors. Note sales are commonly donein ACD, but not done by FHA servicers. In particular,
the vV can write down or forgive a portion of the principal as part of the loan restructuring, which
FHA servicers cannot do. Jv 2002 has not forgiven principal so far, but notes have been sold for
values below the UPB. Notes sold below UPB are classified as non-foreclosure final status.

The resolutions are sorted into four categories, either by size of claim for standard FHA processing or
by size of discount for JV processing. Loans with no claim for FHA or no discount for JV are
categorized as PIF, if terminated, or reinstatements, if still active. REO sales correspond to large
claimsfor FHA and usually large discounts for JV processing. Claims smaller than conveyance
claimsfor FHA are categorized as non-foreclosure final status. Similarly, discount note salesin
which the amount recovered from the note sale is less than the UPB are categorized as non-
foreclosure final status.

The sum of the final status categoriesistotal resolutions. Considering first the 2002 loans, Exhibit 1
shows that 66 percent of ACD loans have been resolved as of August 31, 2004 compared to only 54
percent of holdout loans. The share of REO is quite similar between ACD and holdouts. The largest
difference between ACD and holdoutsis in the non-foreclosure final status outcome in which 27
percent of ACD loans were sold as discounted notes compared to only 1 percent of holdout or eligible
loans. The second largest differenceisthat 30 percent of V2002 loanswere Paid in Full compared to
only 19 percent of holdout or eligible loans. For 2003, the mgjor differenceisin the discounted note
sales with 23 percent of ACD loansin non-foreclosure final status compared to only 1 percent for
holdouts or eligibles. Clearly, ACD loans are reaching final resolution at a higher rate than standard
processing and the difference is not due to more property sales, but rather due to note sales.

Reinstatements of eligible and holdout loans are included as resolutions because they continue as
active FHA loans making regular payments. ACD reinstatements are listed with the other non-final
categories because all ACD loans eventually are sold as notes or properties. Therefore, ACD
reinstatements are waiting for the next note sale either as a pool sale or a securitization sale.

The non-final status categories are listed below the Total Resolutionsin Exhibit 1. REO inventory

and non-retention loss mitigation, are properties waiting to be sold. The distinction isthat REO
inventory completed foreclosure, while non-retention loss mitigation means the borrower has started a
preforeclosure sale or deed-in-lieu transfer. The REO inventory istwice aslarge for ACD loans
compared to the holdouts (10 percent for V2002 vs. 5 percent for holdouts, 12 percent for JV 2003

vs. 6 percent for holdouts).

All the loans in the remaining non-final status categories could recover so that the borrower could
retain the ownership of hisor her home. Under the foreclosure in process category, we see the reverse
pattern from the REO inventory in that thereis a higher percentage of holdouts than ACD loans. Itis
likely that thisreflects adifferenceintiming. Standard FHA servicing appears to give the borrower

2 Theterm “processing” is used in place of “servicing” because processing encompasses a broader range of

activities including loan servicing, note sales and property sales.
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more time as they attempt to reinstate the loan through loss mitigation strategies. The JV servicer has
abroader set of loss mitigation options, including restructuring the loan with aloan amount below the
original UPB. If the JV servicer determines that the borrower will not be able to make payments, the
appropriate loss mitigation alternatives are explored with the borrower including, but not limited to,
short sales or deed-in-lieu of foreclosure. Moving promptly to foreclosure should only be considered
after al non-foreclosure alternatives have been considered. In thisfinancia snapshot, ACD is ahead
in REO inventory, but in time the holdouts in foreclosure could reach REO inventory and close the
percentage gap between ACD and holdouts. Also, part of the apparent ACD lead in processing may
be due to the ACD selection of loans that are more advanced toward restructuring or completing
foreclosure.

The bright spot for standard FHA processing is that a substantial portion of their loans are reinstating,
24 percent of holdouts and 30 percent of eligible loans compared to only 2 percent for JV2002. M ost
of the ACD loans that reinstate have already been sold in the note sales and thus grouped in the PIF or
non-foreclosure final status. The same pattern appears in 2003 though fewer note sales have occurred.
The low rate of ACD reinstatement is offset by the high rate of PIF and discounted note sales relative
to standard FHA processing. In fact, many of the ACD note sales may be reinstated loans such that
the only difference from the borrower’ s point of view isthe termination of FHA mortgage insurance
on the note. For example, using the standard of “3 paymentsin 3 months,” we found that 35 percent
of the V2002 |oans were performing in the 3 months prior to August 2004. Those loanswere sold in
asecuritization salein August. It suggests that the rate of reinstatement may be as high among ACD
loans as standard FHA processing, though the reinstatement statusis preempted by the note sales
(non-foreclosure final status).

The high rate of reinstatement for both ACD and FHA is notable because all of these loans were
considered a high risk of claim by the p-servicers. Favorable housing market conditionswith rising
house values and low interest rates get credit for much of this success. However, the housing market
did not get dramatically better from 2002 to 2004. Another factor in the high rate of reinstatement is
the apparent difficulty for p-servicersin selecting high-risk cases. At the time of provisiona
approval, al of the loans had Early Indicator grades of D, E or F, which means they are likely to
foreclose and claim without aggressive intervention. The fact that so many loans re-performed under
ACD could be atestament to the superior servicing under JV. Yet, alarge share of holdout and
eligible loans a so reinstated without JV processing. There appears to be a*trough” phenomenon,
whereby loans are selected at provisional approva when borrower income and payments have
dropped to alow point. Many of those loans will recover under standard FHA servicing as borrower
income and payments are restored. The challenge isto determine which loans will not recover. The
high rate of reperformance under JV processing or reinstatement under FHA processing shows that it
is quite difficult to predict ultimate foreclosure and claims.

The next category, retention loss mitigation action taken, shows that standard processing is much
more likely to be engaged in retention loss mitigation (special forbearance, loan modification, partial
claim) than ACD processing, though the difference may bein reporting. For 2002, the differenceis 4
percent for ACD and 16 percent for holdouts. For 2003, the differenceis 12 percent for ACD and 29
percent for holdouts. It isimportant to note that this category only includes the cases currently
receiving loss mitigation. All of the securitization sale loans were reperforming and may have
benefited from some form of loss mitigation. For JV2002, 2,656 loans or 39.9 percent received some
kind of loss mitigation (retention and non-retention) after provisional approval compared to 594 or
16.7 percent of holdouts.
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Asnoted in thelist of eligibility criteria, the p-servicers determined for all provisionally approved
loans that 1oss mitigation would not be appropriate or successful. It ispossible that the V servicer
sees the situation differently than the p-servicer, or the borrower’ s situation has improved so that loss
mitigation becomes worthwhile. Also, reporting errorsin the dates for timing of default episode and
corresponding loss mitigation make it difficult to be certain that the loss mitigation claim is for the
same default that led to the provisional approval. However, another possibility is that the success of
loss mitigation is hard to judge, and the eligibility criteria on loss mitigation are very difficult for the
provisional approval process to enforce.

The bankruptcy category is essentially a holding pattern in that servicers cannot proceed to make
arrangements for loan payment or foreclosure until aplan is court approved for handling al the
borrower’s debts. The higher rate of bankruptcy cases for JV 2003 may reflect the generally higher
risk of ACD loans. Asthe cohort ages, the bankruptcies will end and those loans will move toward
final resolution.

Unresolved delinquencies are the small set of loans that appear to have not progressed beyond the
delinquency status at provisional approval. A few of the loansin the eligible column have a code that
indicates they will be entering into JV 2003 in September, but their status as of August 31, 2004 is still
an eligible loan. One of the motivations for the ACD program is that subservicing specialists would
be more proactive and aggressive at dealing with delinquent loans. From the reporting in the data it
does appear that the joint ventures are better at moving along the unresolved delinquencies.

Thefinal category is“Unknown.” Loan statusis essentially based on default status codes and
termination codes in the Single Family Data Warehouse (SFDW) and nonfinancial status codesin the
601 Support System. For afew loans there is no status reported. Eventually this problem attenuates
(11 percent for V2003 vs. 1 percent for JV2002) and many of them may be properly classified as
unresolved delinquencies.

The Loan Status by amount of UPB is shown in Exhibit 2. The results are quite similar to the
percentages of numbers of loansin Exhibit 1. The percentage of loanswith Paid In Full (PIF) status
islarger in terms of UPB suggesting that |oans with above average UPB are more likely to pay off or
prepay. On the other hand, the share reinstating under standard processing is smaller for UPB than
for numbers of loans, suggesting the smaller value loans are more likely to reinstate.

Loan Statusin average UPB is presented in Exhibit 3. Overall, the 2003 averages are larger in part
because the loans originated more recently. Another reason the 2003 loan values are higher isthat
they are drawn from all four Homeownership Centers, including the West Coast where house values
are substantially higher. A consistent pattern for both loan cohortsisthat average UPB for REO sales
is about 80 to 90 percent of the UPB for PIF. Similarly, REO inventory and, to alesser extent,
foreclosure in process loans tend to be below average of UPB.
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Homeownership Retention

Homeownership retention is an important goal for FHA and one concern about the ACD program is
that faster processing could push more borrowers out of their homes. Unfortunately, the datais
truncated because we do not know the homeownership retention status after the note sale. 1n the short
run, every note sale counts as homeownership retention. The JV 2002 securitization salein August
included 2,599 performing loans.®> The holder of the note changed hands, but the borrower kept her
home and continues with monthly payments. All those note sales should count as homeownership
retention. For loansin the securitization sale, the status of the loan can be tracked through the trust
monitoring the security. For whole loan sales, the servicing is transferred and no further information
isavailable. The problem isthat we are more likely to track the reinstated holdout loans, because
they continue as FHA insured loans, than the ACD notes sold. Even if ACD and holdout loans are
equally likely to foreclose ayear later, the FHA data only reports the non-retention of FHA
conveyances and not the outcomes for ACD loans. Therefore, a comparison of retention between
ACD and standard processing is limited by a difference in the duration and completeness of the
records.

A simple approach isto count all the cases that are not REO (either REO sold or REO inventory) as
possible homeownership retentions, as shown in Exhibit 4. By that measure in 2002, 80 percent of
ACD and 85 percent of the holdouts could retain their homes. The same pattern holds for 2003, 83
percent retention for ACD vs. 91 percent retention for holdouts. The sample sizes for eligible loans
are considerably larger and support the finding that standard FHA processing is better at avoiding
REO, at least in the short run.

If we include foreclosure with REO, on the presumption that most foreclosures end in REO inventory,
ACD has higher homeownership retention than holdouts in 2002 (73 percent vs. 71 percent).
However, the comparison of ACD with holdouts in 2003 or with eligibles for either year shows
higher retention for standard processing. However, eligibles are not a good comparison group for
homeownership retention because the more advanced foreclosure cases have been selected out of the
eligiblesfor ACD. Giventhelimited data, it appears that standard FHA processing has a small
advantage in homeownership retention, at least in the short run.

Some ACD loans are further advanced in the foreclosure process when they are sold to the IV and JV
processing through note sales is faster at reaching final resolution than standard FHA processing
through REO sales. Therefore, much of the short run difference in homeownership retention may
simply be due to faster processing by JV than FHA. After another year or two, the final resolution
rates should converge and the long run homeownership retention can be more reliably measured at
that time.

3 Of the 2,599 loans in the securitization sale, 1,582 loans are classified as PIF and 1,017 loans as non-

foreclosure final status.
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Exhibit 4: Homeownership Retention Rates
(Data as of 8/31/2004)

Loan Status ACD Eligible Holdout
2002
Loans not in REO sold, nor REO inventory 80.4% 91.2% 84.9%
Not in REO sold , REO inventory, nor Foreclosure 73.2% 79.2% 71.0%
2003
Loans not in REO sold, nor REO inventory 82.5% 92.8% 91.0%
Not in REO sold , REO inventory, nor Foreclosure 70.4% 77.4% 73.3%
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Costs and Recoveries

The financial outcomes for the 2002 loan groups are presented in Exhibit 5 and for 2003 loan groups
in Exhibit 6. The values are as of August 31, 2004. As shown inthe ACD column of Exhibit 5,
JV2002 has 6,656 |oans with atotal value of $609 million and total claims cost to HUD of $643
million. Loans entered JV 2002 from November 2002 until August 2003. After that date, new ACD
loans entered JV 2003 till September 2004.

By comparison in Exhibit 6, JV2003 accumulated 5,847 loans for atotal value of $577 million and
total claimsto HUD of $608 million. Asthe more recent partnership, JV 2003 has sold fewer notes
and properties, but it has managed more salesin itsfirst year than JV2002 did. Undoubtedly, JV 2002
faced more challenges as the ACD Demonstration established new systems and routines. Moreover,
JV2002 pursued a strategy of alarge securitization sale for performing loans, while JvV 2003
conducted a series of smaller pool sales. Two-thirds of the 3,786 JV 2002 note sales were completed
in the August 2004 securitization sale. For both JVs, there have been far fewer REO sales, 615 for
Jv2002 and 314 for Jv2003.

The share of REO salesfor digibles (5 percent) islower than ACD (9 percent) or holdouts (10
percent). Using REO resolutions as a measure of claim risk, it appears that eligibles are less risky
than ACD or holdouts. Thisview is corroborated by the 30 percent share of reinstatements for
eigiblesrelative to 24 percent for holdouts. However, the lower risk of eligiblesrelativeto ACD
may be afunction of timing (FHA processing slower than JV processing) and small samples.

The third sections of Exhibits 5 and 6 report the claims paid by FHA. The claims include the unpaid
principal and accrued interest during default as well as p-servicer expenses and a participation fee.
Theratio of claimsto UPB for JV2002 is 106 percent and nearly the same (105 percent) for JV2003.
Relative to REO casesin FHA, the ACD claims costs are much lower. For holdouts, the claims cost
ratio is 113 percent for 2002 and 109 percent for 2003. However, the claims for non-REO casesin
FHA are much lower. The accelerated claims are paid for all loansin ACD before they begin JV
processing whereas with standard FHA processing most claims are paid after conveyance. Loss
mitigation claims and partial claims on short sales are included in the claims amounts, but they are
much smaller than the conveyance claims. Once the partial claims and non-claims are averaged with
the conveyance claims, the claims ratio for holdout resolutions drops to 20 percent. Ultimately this
differencein claims costsis key to the comparison of loss rates between ACD and holdouts. The fact
that many resolutions under standard FHA processing are for non-claims greatly lowers the claims
costsrelative to JV processing in which all loans start with about the same claim cost ratio. The
claims cost ratio for ACD of 106 percent islower than for REO holdouts in 2002 (113 percent), but
much higher than the overall claims cost ratio for holdout resolutions (20 percent). As more holdouts
reach final resolution, the claimswill probably increase, but it is highly unlikely that they will exceed
half of the claims costs for ACD.
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Exhibit 5: Financial Outcomes of the 2002 Loans
(Data as of 8/31/2004)

ACD Eligibles Holdouts
Accounting Measure Value Percent Value Percent Value Percent
Outcomes
PIF 2,013 30% 1,915 19% 666 19%
REO* 615 9% 472 5% 371 10%
Nonforeclosure Resolution* 1,773 27% 67 1% 31 1%
Reinstatements 3,000 30% 843 24%
Resolutions 4,401 66% 5,454 54% 1,911 54%
Interim Status* 2,255 34% 4,655 46% 1,646 46%
Total Loans 6,656 100% 10,109 100% 3,557 100%
Unpaid Principal Balance
PIF $202,043,879 33% $189,775,283 21% $68,324,861 21%
REO $49,846,624 8% $39,578,142 4% $30,230,682 9%
Nonforeclosure Resolution $161,639,385 27% $7,612,094 1% $3,143,076 1%
Reinstatements $264,025,262 29% $71,718,481 22%
Resolutions $413,529,888 68% $500,990,781 55% $173,417,100 54%
Interim Status $195,063,138 32% $408,361,742 45% $147,216,586 46%
Total Loans $608,593,025 100% $909,352,523 100% $320,633,686 100%
Claims Cost to HUD % of UPB % of UPB % of UPB
PIF $214,534,226 106% $443,713 0.2% $176,257 0.3%
REO $52,860,523 106% $43,531,752 110% $34,034,833 113%
Nonforeclosure Resolution $169,763,743 105% $1,893,442 25% $416,789 13%
Reinstatements $1,116,475 0.4% $337,844 0.5%
Resolutions $437,158,492 106% $46,985,382 9% $34,965,723 20%
Interim Status $206,103,026 106%
Total Loans $643,261,518 106% $46,985,382 5% $34,965,723 11%
Net Recovery % of Claim % of Claim % of Claim
PIF $164,739,955 7%
REO $31,493,414 60% $30,739,479 71% $23,582,342 69%
Nonforeclosure Resolution $122,388,637 72%
Resolutions $318,622,006 73% $30,739,479 65% $23,582,342 67%
Loss % of UPB % of UPB % of UPB
PIF $49,794,271 25% $443,713 0.2% $176,257 0.3%
REO $21,367,109 43% $12,792,273 32% $10,452,491 35%
Nonforeclosure Resolution $47,375,106 29% $1,893,442 25% $416,789 13%
Reinstatements $1,116,475 0.4% $337,844 0.5%
Resolutions $118,536,486 29% $16,245,903 3% $11,383,381 7%
Interim Status $206,103,026 106%
Total Loans $324,639,512 53%

Note: These numbers are likely to change when all cases have been resolved.

*1n 2002, ACD had 1,775 nonforeclosure resolutions and Holdouts had 373 REOs. However, recovery amounts could not be calculated for 2
nonforeclosure resolutions among ACDs and 2 REOs among Holdouts because they had missing or zero sales price. Hence in this table, those 4 loans
are treated as loans in interim status.
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Exhibit 6: Financial Outcomes of the 2003 Loans
(Data as of 8/31/2004)

ACD Eligible Holdout
Accounting Measure Value Percent Value Percent Value Percent
Outcomes
PIF 452 8% 1,245 7% 203 8%
REO* 314 5% 489 3% 88 3%
Nonforeclosure Resolution* 1,317 23% 223 1% 19 1%
Reinstatements 3,424 19% 452 18%
Resolutions 2,083 36% 5,381 30% 762 30%
Interim Status* 3,764 64% 12,549 70% 1,796 70%
Total Loans 5,847 100% 17,930 100% 2,558 100%
Unpaid Principal Balance
PIF $48,313,884 8% $141,497,982 7% $22,843,277 8%
REO $31,091,860 5% $48,742,223 3% $8,509,404 3%
Nonforeclosure Resolution $126,828,364 22% $25,554,464 1% $2,433,344 1%
Reinstatements $355,683,245 19% $47,432,101 18%
Resolutions $206,234,107 36% $571,477,915 30% $81,218,127 30%
Interim Status $370,883,327 64% $1,317,270,090 70% $189,386,484 70%
Total Loans $577,117,434 100% $1,888,748,005 100% $270,604,611 100%
Claims Cost to HUD % of UPB % of UPB % of UPB
PIF $50,896,277 105% $803,647 1% $172,041 1%
REO $32,760,048 105% $52,918,614 109% $9,279,571 109%
Nonforeclosure Resolution $134,075,568 106% $14,007,042 55% $375,218 15%
Reinstatements $2,274,490 1% $225,836 0.5%
Resolutions $217,731,893 106% $70,003,792 12% $10,052,666 12%
Interim Status $390,213,397 105%
Total Loans $607,945,290 105% $70,003,792 4% $10,052,666 4%
Net Recovery % of Claim % of Claim % of Claim
PIF $42,948,545 84%
REO $23,015,586 70% $37,037,823 70% $6,834,524 74%
Nonforeclosure Resolution $102,341,370 76%

Resolutions $168,305,501 77% $37,037,823 53% $6,834,524 68%
Loss % of UPB % of UPB % of UPB
PIF $7,947,732 16% $803,647 1% $172,041 1%
REO $9,744,462 31% $15,880,791 33% $2,445,047 29%
Nonforeclosure Resolution $31,734,198 25% $14,007,042 55% $375,218 15%
Reinstatements $2,274,490 1% $225,836 0.5%
Resolutions $49,426,392 24% $32,965,969 6% $3,218,142 4%

Interim Status $390,213,397 105%
Total Loans $439,639,789 76%

Note: These numbers are likely to change when all cases have been resolved.
*In 2003, ACD had 1,320 nonforeclosure resolutions and Eligibles had 490 REOs. However, recovery amounts could not be calculated for 3

nonforeclosure resolutions among ACDs and 1 REOs among Eligibles because they had missing or zero sales price. Hence in this table, those 4 loans
are treated as loans in interim status.
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The net recovery amounts shown in Exhibits 5 and 6 are calculated as 70 percent of the Fair Market
Value (not shown) plus 30 percent of the sum of sale amount, other income and other expenses. The
FMYV isthe discounted note value at which the JV buys the loan from FHA. Given that FHA retainsa
30 percent ownership share, the private partner pays FHA for 70 percent of the discounted note value.
In addition, FHA gets 30 percent of the net sale amount, that is, note or property sale amount net of
income and expenses incurred while JV held the loan. The category “other income” is primarily
interest payments from reperforming notes and other expenses include servicing fees, maintenance
and sales expenses. Therecovery rates are from HUD' s point of view, not from the JV perspective.

The JV2002 combined recovery rate is 73 percent, which is the weighted average of 77 percent for
PIF, 60 percent for REO and 72 percent for discount notes in Non-forecl osure resolutions.
Recoveries come from sales, so the analogous recovery rates for the holdout loans are the recovery
rates for REO sales of 69 percent. With only 371 or 10 percent of the holdout loansin this category,
itislikely that the recovery rate will change with additional resolutions. However, the official FHA
recovery rate for 46,967 REO salesin the eastern two HOCs is also 69 percent, suggesting that the
initial holdout property sales are fairly representative of FHA sales.

For eligibles and holdouts, REO sales are the only source of recoveries, and the recovery rate for
REO sales equal s the recovery amount divided by the claims paid on these loans. But for total
resolutions, while the recoveries remain the same, claims costs increase to include the partial claims
and other loss mitigation incentives paid on loans that reinstate or pay in full. When the total
recoveries are divided by total claims on resolutions, the recovery rate goes down. Thus, the net
recovery rate for holdoutsis 69 percent for REO properties and 67 percent for all resolutions.

The JV 2003 combined recovery rateis 77 percent, which isamix of 84 percent for PIF, 70 percent
for REO and 76 percent for non-foreclosure resolutions. With only 36 percent of assets sold under
Jv2003 compared to 66 percent for V2002, it is certainly possible that the higher recovery rates for
Jv2003 may decline as underperforming notes or difficult properties are brought to market.
However, at this point the 4 percentage point advantage for JV 2003 compared with V2002 is
supported by its much higher recovery rate for properties (70 percent for JV 2003 vs. 60 percent for
V2002).

The lower property recovery rates under the JVs are related to the discounts assigned by the JV
partners. Inthe bidding process, potential private partners determine the fair market value (FMV) of
each loan in a hypothetical portfolio arranged by risk category. FHA determines the winning bid in
conjunction with its ownership share of the joint venture. For both JV 2002 and Jv 2003, the HUD
ownership share has been 30 percent. FHA receives 70 percent of each loan’s fair market value
(discounted from unpaid principal balance) plus 30 percent of the property sale price less net
expenses. A larger discount means that even if the property sells for an average market price, the
deep discount on the note lowers the property recovery rate to HUD under JV processing. One reason
recovery rates are lower for JV 2002 than JV2003 is that the average discount rate for loans sold to
JV2002 (37.7 percent) is larger than for JV 2003 (29.3 percent). If we assume the Jv 2002 loans had
the same discount as the V2003 loans, the projected recovery rate would be 78.5 percent or 5.6
percentage points higher. Asthe bidsfor JV partnership have become more competitive, the recovery
rates received by HUD have improved.
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The bottom panel in Exhibits 5 and 6 shows the losses and loss rates, again from FHA'’ s point of
view. Thelossrate is amore comprehensive measure because it includes the losses from all
resolutions, not just the property and note sales. The loss rate is calculated as the claims less net
recovery divided by the UPB (measured at the time of provisional approval). For REO sdles, the loss
rateis amost 1 minus the recovery rate except the denominator in therate is UPB instead of claims.
For other resolutions in eligibles and holdouts, the net recovery is zero so the loss rate is the claims
relative to UPB.

The most important distinction between the recovery rates and loss rates is the inclusion of non-REO
resolutions with zero or low claims. Reinstatements are included because they are resolutions for
eligibles and holdouts.* ACD reinstatements do not become resolutions until they are sold as notes.
An examination of 1997 reinstatements showed that 85 percent of those |oans terminated without
claim, so it isfair to expect most of those reinstatements to eventually terminate without claim. When
the low claims of hon-REOQ resolutions are averaged with the high claims from REO, the average loss
rate for holdoutsis 7 percent.®> In comparison, ACD loans have nearly the same claims relative to
UPB for al of itsloans with higher recoveries for note sales than property sales. The average ACD
loss rate for resolutionsis 29 percent. ACD loss rates are much higher than holdouts because the
share of holdout resolutions that conveyance claim is only 19 percent (371 / 1911) compared to 100
percent for ACD. The low share of losses from the non-claim resolutions lowers the loss rate for
holdouts (or eligibles) far below the loss rate for ACD.

Focusing on just the REO sales, Exhibit 7 compares the property sales for ACD with eligibles and
holdouts. The sample sizes per loan group are all less than 615 and particularly small for 2003
holdouts, so the results should be treated with caution as they are likely to change over time. The
results for eligibles and holdoutsin 2002 are fairly consistent with one another. The recovery rate
relative to numbers of claimsis about 70 percent compared to a property recovery rate for Jv 2002 of
60 percent. In 2003, the holdout recovery rates (73.7 percent) are higher than eligible recovery rates
(70.0 percent), but the sample sizes are small (only 88 holdout loans). There isamost no difference
between eligible recovery rates and Jv 2003 property recovery rates. Both are 70 percent.

JV 2003 includes loans from all four Homeownership Centers (HOC), whereas JV 2002 only covers
the two eastern HOCs (Atlanta and Philadelphia). This difference in geography matters particularly
for the Santa Ana HOC, which has higher recovery rates for both ACD and FHA, as shown in Exhibit
8. The ACD recovery ratesin Exhibit 8 are only for properties. The average national FHA recovery
rate, based on the 12 months ending August 2004, is 70.5 percent. Eleven percent of those properties
arein the Santa Ana district, which has an average recovery rate of 85.5 percent. The highest
recovery rate for JV 2003 also occurs in Santa Ana, 74.8 percent.

A small percentage of reinstatements could claim within a short time, either for ACD or comparison group
loans. However, most eligible or holdout loans that reinstate continue as active, paying loans and most
ACD reinstatements are sold as re-performing notes.

Thelossrate for holdouts excluding the reinstatementsis 11 percent.
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Exhibit 7: Costs and Recoveries to HUD from REO Sales

(Data as of 8/31/2004)
ACD Eligibles Holdouts
Loan Ratio of Loan Ratio of Loan Ratio of
Accounting Measure N Total Value Average Totals N Total Value Average Totals N Total Value Average Totals
2002
Unpaid Principal Balance 615 $49,846,624 $81,051 472  $39,578,142 $83,852 371 $30,230,682 $81,484
Claims Costs to HUD 615 $52,860,523 $85,952 472 $43,531,752 $92,228 371 $34,034,833 $91,738
Net Recovery from Property Sales 615 $31,493,414 $51,209 472  $30,739,479 $65,126 371 $23,582,342 $63,564
Recovery Rate from Properties
(Relative to UPB) 615 63.2% 472 77.7% 371 78.0%
Recovery Rate from Properties
(Relative to Claims) 615 59.6% 472 70.6% 371 69.3%
2003
Unpaid Principal Balance 314 $31,091,860 $99,019 489 $48,742,223 $99,677 88 $8,509,404 $96,698
Claims Costs to HUD 314 $32,760,048 $104,331 489 $52,918,614  $108,218 88  $9,279,571 $105,450
Net Recovery from Property Sales 314 $23,015,586 $73,298 489 $37,037,823 $75,742 88  $6,834,524 $77,665
Recovery Rate from Properties
(Relative to UPB) 314 74.0% 489 76.0% 88 80.3%
Recovery Rate from Properties
(Relative to Claims) 314 70.3% 489 70.0% 88 73.7%

Note: This table does not include 3 eligible or holdout loans for which sales price was missing. Unpaid principal balance (UPB) amounts were obtained from the Accelerated Claim Criteria Report Application (ACCRA)
data. When UPB was not available in ACCRA (0.4% of 2002 eligible and holdout loans and 1.4% of 2003 eligible and holdout loans), UPB from the Single Family Data Warehouse (SFDW) was used.
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Exhibit 8: HUD's REO Sale Net Recovery Rates Relative to Claims by Homeownership Center

(Data as of 8/31/2004)
2002 2003
ACD Holdouts ACD Holdouts FHA
Recovery Recovery Recovery Recovery Recovery
HOC N Rate N Rate N Rate N Rate N Rate
Atlanta 363 60.3% 246 70.5% 58 71.9% 23 74.5% 26,999 69.0%
Denver 176 68.2% 49 70.3% 23,235 66.3%
Philadelphia* 252 58.6% 125 67.0% 20 68.5% 1 131.4% 19,968 69.6%
Santa Ana 60 74.8% 15 78.5% 8,339 85.5%
National 615 59.6% 371 69.3% 314 70.3% 88 73.7% 78,541 70.5%

Note: * There is only 1 Holdout property sale in Philadelphia HOC in 2003.



Bloom Correction for Eligibles Not Getting ACD Treatment

Whileit istempting to compare the ACD recovery rate to the holdout recovery rate, thereis reason to
be cautious. The assumption underlying such a comparison is that the loans selected to be submitted
to ACD arejust like the loans that foreclosed and sold as properties in the holdout sample. If the
loans selected for ACD are different from the loans included in the holdout recovery rate, then the
difference in recovery rates is a combination of selection and treatment effects. It is because we do
not know which holdout |oans would have been selected for ACD that we have to be cautious in the
comparison.

The design of the ACD Demonstration can be represented as in Exhibit 9.

Exhibit 9: Experimental Design for ACD Treatment

Holdouts Treatment

Would have been selected

~ 0, 0,
for ACD if not in holdout 1,412 (40%) ACD (6,656 or 40%)
Would NOT have been .

~ 0, 0,
selected for ACD 2,145 (60%) Eligibles (10,109 or 60%)
Total Counts 3,557 16,765
Overall Recovery Rate RR; RRg.e

We know the holdouts are a 10% random sample of the provisionally approved loans, but we do not
know how many of them would have been selected for ACD treatment had they been available.
Suppose we assume the ratio of ACD to Eligiblesis the same as the ratio of holdouts that would have
been selected to those that would NOT have been selected. Then we estimate that about 40 percent
would have gotten treatment had they been available.

The key problem is that we do not know which holdout loans are in the 40 percent that would have
the same selection asthe ACD treatment group. In anideal arrangement, the 40 percent would reveal
themselves by foreclosing and becoming claims under FHA standard servicing. If those foreclosures
in the holdout group were just like the ACD loans at provisional approval, then the difference in
recovery rates would be due to the ACD treatment. However, if asubstantial set of ACD loans are
less risky than the holdout foreclosures, the higher recovery rate by ACD could be due to selection.
From days in foreclosure, we have evidence that some of the ACD loans are more risky by being
further along in foreclosure. But from the high rate of Paid in Full and re-performing loansin ACD,
there arises the possibility that many ACD loans are not as risky as the holdout (or FHA)
foreclosures.

Alternative 1. One solution isto measure carefully the selection process and loan risk, so that we can
select a subset of ACD loans that match the loans in holdout foreclosure. Then we can compare the
recovery rate of the holdout foreclosures to the subset of equally risky ACD loans. The differencein
recovery rates or loss rates would be the treatment effect controlling for risk. Without better
information on the selection process, especially credit score and property appraisal for holdouts at the
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time of approval, it isimpossible to model the selection process. However, we can estimate a
historical model of claims using 1997 defaults screened for ACD dligibility and track them to final
outcome. The claims model can be used to predict the ACD portfolio of loans asif they were given
standard FHA processing. The treatment effect is then the difference between the ACD loss rate and
the FHA lossrate for the same set of loans. The results of this approach are presented in the final
section on Breakeven Analysis.

Alternative 2: Another solution would be to include all the holdouts (not just foreclosures) and
compare that recovery rate to the combined recovery rate for ACD and eligibles. The selection effect
is not controlled for as much as avoided. The holdouts are a 10% random sample of the combined set
of ACD and dligibles. The differenceisthat none of the holdouts received ACD treatment. After
combining ACD and eligibles, the selection effect becomes internal to the combined set of loans.

The treatment effect is diluted by the fact that only the ACD loans (40% of the total) received the
treatment. Therefore, the full treatment effect is the difference between the holdout recovery rate and
the combined (ACD + dligibles) recovery rate divided by the share of ACD loans in the combination
(40%). This second approach is conceptually stronger (Bloom, 1984; Angrist, Imbens and Rubin,
1996), and avoids the difficulty of modeling the selection strategy of p-servicers.

Based on Exhibit 5, there are 4,401 ACD resolutions and 5,454 dligible resolutions (including
reinstatements) to make atotal of 9,855. We focus on the resol utions because those are the loans for
which we have arecovery rate or lossrate. Some reinstatement will ultimately claim. Based on the
1997 defaults, only 15 percent of the reinstatements claimed within 6 years. Assume for simplicity
that al the reinstatements that end as REO sales have arecovery rate of 71 percent (same as the
recovery rate of the eligible REO properties already sold). Then the recovery rate for the combination
of ACD and dligiblesis:

(4,401* 73% + 5,454* 71%)
(4,401 + 5,454)

=71.6%

The difference between the recovery rate for the combination, 71.6 percent and the recovery rate for
the holdout loans, 69 percent, is divided by the share of ACD loans in the combination
4,401/(4,401+5,454)=0.447. The Bloom corrected treatment effect in terms of the recovery rate for
REO claimsis:

71.6%- 69.3%
0.447

=5.2%

The Bloom correction increases the difference in recovery rates. Previoudly, the ACD recovery rate
of 73 percent was compared to a holdout recovery rate of 69 percent. However, this comparison
underestimates the ACD treatment effect, which is 5.2 percent. In other words controlling for the
difference in selection, the ACD treatment is responsible for a 5.2 percentage point increase in
recovery rates.

The key assumption when comparing the recovery rates between ACD and holdoutsis the exclusion
of the zero claims for prepays and reinstatements (that do not eventually claim). The Bloom
correction calculations are similar for loss rates that include all the resolutions as for recovery rates.
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Theloss rate for the combination is the weighted average of loss rates for ACD and loss rates for
eigibles:

(4,401% 29% + 5,454 * 3%)
(4,401 + 5,454)

=14.6%

The Bloom corrected lossrate is:

14.7% - 6.8%
0.447

=18.0%

The comparison of ACD loss rate of 29 percent and holdout loss rate of 7 percent suggests that the
ACD treatment effect is 22 percentage pointsincreasein the lossrate. The Bloom corrected measure
snows the ACD lossrateis only 18 percentage points greater. The 22 percentage point difference can
be divided into 18 percentage points treatment effect and 4 percentage points selection effect. The
moderate change in results (22 percent to 18 percent) suggests the selection effect is not a strong
factor, especially compared to the importance of including all the non-claims, which overturn the
higher ACD recovery rate. Selection accounts for about 20 percent of the higher loss rate by ACD.
That also means the ACD treatment accounts for 80 percent of the higher loss rates. Even after
adjustment for higher risk loans going to ACD, the more comprehensive measure of outcomes that
includes prepays (PIF) and reinstatements indicates that standard FHA processing is more cost
effective than current versions of JV processing.

The Bloom correction technique can be applied by type of resolution outcome to determine what
would have happened to the ACD loans without the ACD treatment. The percentages in column 1 of
Exhibit 10 are the final resolutions from Exhibit 1 relative to total resolutions (2,013/4,403 = 45.7%).
Most of the ACD sales are note sales, which are reported as either PIF (payment received is at least
the UPB) or non-foreclosure final status (payment received is a discount relative to UPB). Column 2
givesthe resolutions for the eligible loans. Most eligible loans resolve as reinstatements or PIF.
Column 3 gives the distribution of resolutions for the combination of ACD and dligibles. When the
distribution of holdouts (column 4) is subtracted from the combined distribution (column 3), we get
the differencein column 5. Clearly, the ACD+Eligibles combination has more PIF and non-
foreclosure final status resolutions, but fewer REO sold and reinstatements than holdouts.

Exhibit 10: ACD Effect with Bloom Correction by Resolution Type

1) (2 3 4) (5) (6) 7
ACD Elig. Combined Holdout Difference ACD Effect ACD Base

Paid in Full 45.7% 35.1% 39.9% 34.9% 5.0 pts 11.2 pts 34.5%
REO Sold 14.0% 8.7% 11.0% 19.4% -8.4 pts -18.8 pts 32.8%
Non-Foreclose 40.3% 1.2% 18.7% 1.6% 17.1 pts 38.3 pts 2.0%
Final Status

Reinstated 0.0% 55.0% 30.4% 44.1% -13.9 pts -31.2 pts 31.2%
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Applying the Bloom correction to each of those differences produces the estimates for the ACD
treatment effect in column 6. ACD increases the share of loansresolving as paid in full by 11.2
percentage points, in part by lowering the share of REO sales by 18.8 percentage points. A less
favorable trade-off isthat ACD treatment increases the non-foreclosure final status (discount note
sales) by reducing reinstatements by 31.2 percentage points. Thisresult isthe crux of the matter.
Reinstatements generate very low claims, primarily loss mitigation claims. ACD converts very low
claimsin the form of reinstatements into quite sizable claimsin the form of accelerated claims and
discount note sales. FHA’s 30 percent share of the note sales profits does not offset the large initial
discount when the FHA loans are sold to the JV. Therefore, when the FHA outcomes would have
contained a large share of reinstatements or prepays, the ACD effect is not cost effective.

The final column (7) presents the counterfactual, that is, what would have happened to the ACD loans
absent the ACD treatment. Column 7 is calculated by subtracting the ACD effect (column 6) from
ACD (column 1). The counterfactual result, labeled ACD Base, shows that more ACD loans would
have ended as REO sales under standard FHA processing, but most ACD loans would have resolved
as PIF or reinstatements. Aslong as the non-claim outcomes are so prevalent among the FHA
outcomes, it will be extremely difficult for JV lossratesto fall below standard FHA processing loss
rates.
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Description and Comparison of Loan
Characteristics

This section provides the characteristics of the ACD loans and the control loans in both the eligible
and holdout groups. Theissue is whether the ACD loans are “riskier” than the other groups such that
the comparison of outcomesis misleading. A higher loss rate for ACD relative to holdouts might be
explained by higher risk and claims for the loans selected into ACD. A related issue is whether the p-
servicers are able to identify the high-risk loans for submission to ACD. Exhibits 11 and 12 provide a
six-way comparison of various loan and borrower characteristics between ACD, eligible and holdout
loans for 2002 and 2003. Variables reported by distribution are in Exhibit 11, whereas the average
and standard errors for continuous variables are reported in Exhibit 12. Below, we describe some
sdlient differences and similarities.

The loans selected for the first IV were amix of existing defaulted loans (the Designated Mortgage
Lending Pool or DMLP) and a pipeline of new defaults (Pipeline Mortgage Lending Pool or PMLP)
from the eastern states. The second JV contains only pipeline defaults and they are drawn from the
entire country. All 2003 loan groups have higher unpaid principal balance and more recent
originations than 2002. For example, ACD loansin 2002 have an average UPB of $91,435 while
ACD loansin 2003 have a higher average UPB of $98,703. Certainly part of the higher UPB in 2003
istheinclusion of high-cost states such as California, though by share of loan counts Californiais not
in the top 10 states listed. The average loan age at the time of provisional approval for V2002 is 48
months (see Exhibit 12) compared to 39 months for JV2003. Assuming that future joint ventures will
select from a pipeline of nationally representative defaults, then it islikely their portfolios will look
like Jv2003.

Comparing ACD loans to the control loan groups, ACD loans have a higher average |oan age than
eligibles or holdouts. 1n 2003, the gap in average loan age between ACD (39.3 months) and holdouts
(27.6 months) isnearly ayear. The distribution of loan age shown in Exhibit 11 shows a high
percentage in the most recent years and along tail of diminishing percentages into past years.

One of the clearest examples of p-servicer selection is shown in Daysin Foreclosure in Exhibit 11. In
both 2002 and 2003, the ACD loans have a much larger share of loans above 120 daysin foreclosure.
For example, 2002 ACD has 28 percent of |oans above 120 days compared to only 10 percent of the
eligible and 7 percent of the holdout loans. Another 20 percent of 2002 ACD loans have daysin
foreclosure between 1 and 120 days bringing the total ACD loans in foreclosure to 48 percent.
Certainly daysin foreclosure is astrong signal of foreclosure risk and p-servicers submit to ACD
most of the foreclosure casesthat are not set aside by the holdouts. After the p-servicers selected the
foreclosure cases for ACD, there was only 16 percent of the eligible pool with positive daysin
foreclosure.

One ramification of selecting loans further along in the foreclosure processisthat JV processing can
complete the foreclosure and dispose of the property faster than standard FHA processing. However,
loans well advanced in the foreclosure process are less likely to be restructured and sold as notes.
Note sales are the more profitable disposition strategy relative to property sales.
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Freddie Mac Early Indicator Risk grades—or alpha grades—are used to select eligible loans. Only
loans with grades D, E or F qualify as eligible for the ACD Demonstration. There are mixed results
in the comparison of alpha grades among the ACD, eligible and holdout loans. In 2002, more eligible
or holdout loans had grade D than the ACD loans in terms of percentage and fewer had grade F. But
in 2003, that pattern isreversed. Fewer eligible or holdout loans had grade D than the ACD loansin
terms of percentage and more had grade F. On the other hand, there were almost no ACD loans with
alphagrades A, B or Cin either year but 2 to 8 percent of holdout or eligible loans had grades A, B or
C. Given that loans would not be eligible with grades A, B or C, it islikely those grades reflect
improvements after the time when the loan was provisionally approved.

Number of default episodes and months in default are other signals of risk. ACD loans are somewhat
more likely to have multiple defaults and much more likely to have more months in default.
However, the most noticeable issue in both these measuresis that the percent with missing
information is disproportionately in the control groups. Apparently, the p-servicers select defaults
with more compl ete default data.

Often loan-to-value (LTV) ratios are a good measure of risk because borrowers with equity in their
house would rather refinance or go without in other ways than lose that investment. ACD loansin
2002 have higher LTV than eligible or holdout |oans, though the distributions are quite similar in
2003.

The average debenture rates are slightly higher for 2002 |oans than for 2003 and in 2003, ACD loans
have a dightly higher average debenture rate than eligible or holdout loans. The debenture spread,
which isthe spread between the debenture rate and the three-month commercial paper rate, is
comparable between JV2002 and €ligible or holdout loans in 2002. 1n 2003, ACD loans have a
marginally higher debenture rate than eligible or holdout loans. These numbers provide no evidence
to support the hypothesis that p-servicers hold back the loans with higher debenture spread from the
ACD Program.

Theloansin ACD are dightly more likely to have adjustable mortgage rates and slightly lesslikely to
have refinanced than eligible or holdout loans in 2002 and 2003. First time borrowers are also
dlightly more likely to bein ACD than eligible or holdout. Refinancing is slightly higher for 2003
than 2002, but there are fewer first time buyersin 2003 than 2002.

Regardless of the JV year or status, there are more married borrowers than single borrowers and more
white borrowers than black borrowers. There are slightly more Hispanic borrowersin 2003 than in
2002 as the Demonstration became nationally representative. In 2002, Illinois, Floridaand Ohio have
the highest proportion of loans but in 2003 Texas overtakes al states. FHA loansin Texas had claims
at therate of 1.9 percent of insurance in force as of August 2004, which is above the national average
of 1.4 percent, but 9 states have claim rates higher than Texas.

In terms of p-servicers, Countrywide submitted few loans to JV 2002 and did not participate at all in
JV2003. Cendant isthe smallest p-servicer. Wells Fargo is the largest contributor of loans by far. In
most loan groups, Wells Fargo has the mgjority of loans followed by Chase Manhattan. Wellsisaso
the servicer for JV2002 and JV 2003.

The difference in distributions by p-servicer gives some indication of how selective each p-servicer is.
Cendant is the smallest servicer by size of loan portfolio and, historically, has the lowest default rate

Abt Associates Inc. 601 Evaluation — Second Report 27



of the four p-servicers. Based on size of portfolios and default rates reported in Interim Report 1,
Cendant selected about 14 percent of its defaults for provisional approval and 20 percent of the
approved for ACD. At the other extreme, Chase submitted about 4 percent of its defaults for
provisional approval, but then selected 74 percent of the approved for ACD. Apparently, Chase was
the most active in pre-screening its defaults before approval and then submitting for accelerated claim
most of the loans granted approval. Countrywide and Wells each submitted about 9 percent of their
defaults for approval, but Countrywide only claimed 3 percent of approvals whereas Wells submitted
to accelerated claim 41 percent of its approvals. Asaresult of these varying selection rates,
Countrywide had the largest share of holdouts but the smallest share of JV2002. Wells had about
one-third of the holdouts, but 53 percent of JV2002. By JV 2003, Wellsincreased its submissions for
approval and claim, so that it clearly dominates ACD, dligibles and holdouts.
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Exhibit 11: Distributions of Characteristics at the Time of Provisional Approval

(Used in the Selection Models)

2002 2003
ACD Eligibles Holdouts ACD Eligibles Holdouts
Characteristics N % N % N % N % N % N %
Total Number of Loans 6,656 10,109 3,557 5,847 17,930 2,558
Year of Origination
1982-1992 56 1% 100 1% 25 1% 32 1% 31 0% 4 0%
1993 126 2% 104 1% 39 1% 78 1% 64 0% 3 0%
1994 147 2% 161 2% 65 2% 92 2% 94 1% 20 1%
1995 273 4% 275 3% 107 3% 133 2% 163 1% 34 1%
1996 503 8% 583 6% 200 6% 226 4% 275 2% 49 2%
1997 689 10% 653 6% 293 8% 283 5% 392 2% 55 2%
1998 984 15% 1,330 13% 448 13% 482 8% 658 4% 115 4%
1999 1,273 19% 1,701 17% 677 19% 628 11% 974 5% 167 7%
2000 1,172 18% 1,848 18% 681 19% 574 10% 1,216 7% 171 7%
2001 1,377 21% 2,896 29% 923 26% 943 16% 2,505 14% 362 14%
2002 56 1% 458 5% 99 3% 1,455 25% 5,230 29% 755 30%
2003 0 0% 0 0% 0 0% 918 16% 5,959 33% 779 30%
2004 0 0% 0 0% 0 0% 3 0% 369 2% 44 2%
Days in Foreclosure
0 3,482 52% 8,446 84% 3,053 86% 3,604 62% 15,041 84% 2,357 92%
1-120 1,306 20% 636 6% 257 7% 1,191 20% 1,452 8% 121 5%
>120 1,868 28% 1,027 10% 247 7% 1,052 18% 1,437 8% 80 3%
Loan to Value
<90 657 10% 1,161 11% 322 9% 641 11% 1,528 9% 192 8%
90 - 94 1,959 29% 2,980 29% 1,053 30% 1,604 27% 4,078 23% 583 23%
95 -97 2,077 31% 3,460 34% 1,190 33% 2,047 35% 6,820 38% 995 39%
>97 1,884 28% 2,182 22% 885 25% 1,499 26% 4,651 26% 673 26%
Unknown 79 1% 326 3% 107 3% 56 1% 853 5% 115 4%
Unpaid Balance
<50 686 10% 891 9% 326 9% 463 8% 1,018 6% 140 5%
50 - 80 2,303 35% 3,692 37% 1,326 37% 1,726 30% 4,352 24% 635 25%
>80 3,667 55% 5,526 55% 1,905 54% 3,658 63% 12,560 70% 1,783 70%
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Exhibit 11: Distributions of Characteristics at the Time of Provisional Approval (Continued)
(Used in the Selection Models)

2002 2003
ACD Eligibles Holdouts ACD Eligibles Holdouts
Characteristics N % N % N % N % N % N %
Total Number of Loans 6,656 10,109 3,557 5,847 17,930 2,558
Alpha Grades
A 0 0% 1 0% 0 0% 0 0% 6 0% 1 0%
B 0 0% 66 1% 12 0% 0 0% 182 1% 21 1%
C 6 0% 358 4% 74 2% 0 0% 1,263 7% 139 5%
D 2,865 43% 6,268 62% 1,885 53% 2,569 44% 6,141 34% 865 34%
E 1,766 27% 2,218 22% 916 26% 1,658 28% 3,926 22% 524 20%
F 1,978 30% 1,105 11% 639 18% 1,620 28% 6,407 36% 1,008 39%
Unknown 41 1% 93 1% 31 1% 0 0% 5 0% 0 0%
ARMs 967 15% 545 5% 259 7% 678 12% 1,384 8% 204 8%
Purchase 6,044 91% 8,862 88% 3,139 88% 4,966 85% 14,085 79% 2,000 78%
Borrower's Marital Status
Married 3,488 52% 5,516 55% 1,893 53% 3,038 52% 9,415 53% 1,352 53%
Separated 102 2% 137 1% 62 2% 66 1% 186 1% 33 1%
Single 3,032 46% 4,389 43% 1,584 45% 2,716 46% 8,304 46% 1,170 46%
Unknown 34 1% 67 1% 18 1% 27 0% 25 0% 3 0%
Borrower's Race
White 3,678 55% 5,293 52% 1,908 54% 3,316 57% 8,818 49% 1,313 51%
Black 1,946 29% 2,920 29% 1,040 29% 1,184 20% 3,481 19% 489 19%
Hispanic 520 8% 645 6% 243 7% 782 13% 2,845 16% 393 15%
Asian 47 1% 52 1% 17 0% 83 1% 197 1% 28 1%
Native American 21 0% 39 0% 7 0% 33 1% 89 0% 15 1%
Others and Undisclosed 444 7% 1,160 11% 342 10% 449 8% 2,500 14% 320 13%
First Time Home Buyer 4,995 75% 7,143 71% 2,553 72% 3,997 68% 11,119 62% 1,600 63%
P-Servicers
Wells Fargo 3,500 53% 3,741 37% 1,211 34% 3,435 59% 14,853 83% 1,964 7%
Chase Manhattan 2,684 40% 487 5% 475 13% 2,197 38% 1,651 9% 412 16%
Countrywide 196 3% 4,955 49% 1,613 45% 0 0% 0 0% 0 0%
Cendant 276 4% 842 8% 235 7% 214 4% 1,297 7% 163 6%

Others 0 0% 84 1% 23 1% 1 0% 129 1% 19 1%
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Exhibit 11: Distributions of Characteristics at the Time of Provisional Approval (Continued)
(Used in the Selection Models)

2002 2003
ACD Eligibles Holdouts ACD Eligibles Holdouts
Characteristics N % N % N % N % N % N %
Total Number of Loans 6,656 10,109 3,557 5,847 17,930 2,558
State of Origination (Top 10)
Texas 0 0% 1 0% 0 0% 645 11% 4,413 25% 491 19%
Florida 705 11% 1,085 11% 364 10% 389 7% 789 4% 140 5%
lllinois 798 12% 813 8% 380 11% 320 5% 717 4% 101 4%
Ohio 663 10% 706 7% 306 9% 293 5% 597 3% 107 4%
Pennsylvania 661 10% 720 7% 302 8% 266 5% 571 3% 86 3%
Georgia 336 5% 840 8% 250 7% 244 4% 820 5% 108 4%
New York 645 10% 572 6% 254 7% 258 4% 361 2% 61 2%
New Jersey 610 9% 544 5% 228 6% 272 5% 406 2% 80 3%
Michigan 197 3% 1,010 10% 265 7% 101 2% 361 2% 59 2%
Maryland 339 5% 573 6% 196 6% 140 2% 479 3% 86 3%
Other States 1,702 26% 3,245 32% 1,012 28% 2,919 50% 8,416 47% 1,239 48%

Note: When chi-squared tests are conducted, all differences between ACD and Holdout loans are significant at the 5% level.
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Exhibit 12: Averages of Characteristics at the Time of Provisional Approval
(Used in the Selection Models)

2002 2003
ACD Eligibles Holdouts ACD Eligibles Holdouts

Characteristics Avg Std Err Avg Std Err Avg Std Err Avg Std Err Avg Std Err Avg Std Err
Loan Age in Months 48.0 0.31 43.3 0.25 42.4 0.41 39.3 0.39 26.4 0.17 27.6 0.47
Original Mortgage Amount $93,211 $473 $91,673 $343 $91,852 $607 $100,445 $536 $106,730 $311 $107,176 $831
Debenture Rate in % 6.3 0.01 6.2 0.01 6.2 0.01 5.9 0.01 5.5 0.01 5.6 0.01
Debenture Spread in % 5.0 0.01 5.0 0.01 4.9 0.01 4.8 0.01 4.4 0.01 4.4 0.02
Note Less Debenture Spread in % 1.3 0.01 1.4 0.01 15 0.02 1.2 0.01 1.2 0.01 1.2 0.02
Days in Foreclosure 203.2 4.96 81.0 2.89 45.5 3.37 145.2 4.77 52.8 171 23.6 2.79
% in Foreclosure 47.7% 0.61% 16.5% 0.37% 14.2% 0.58% 38.4% 0.64% 16.1% 0.27% 7.9% 0.53%
Loan to Value Ratio in % 108.8 4.18 96.0 1.00 95.3 0.08 106.2 4.06 97.2 0.78 99.6 3.64
Unpaid Balance $91,435 $473 $89,955 $347 $90,142 $609 $98,703 $541 $105,346 $311 $105,788 $831
Payment to Income Ratio in % 33.9 0.41 37.2 0.38 36.4 0.62 40.2 0.53 48.6 0.36 48.0 0.96
Number of Defaults 1.8 0.01 1.7 0.01 1.7 0.02 1.6 0.01 1.3 0.01 1.4 0.01
% Missing Number of Defaults 12.0% 0.40% 38.9% 0.48% 26.3% 0.74% 15.8% 0.48% 47.9% 0.37% 41.0% 0.97%
Months to First Default 27.8 0.26 28.9 0.19 27.2 0.33 23.6 0.28 18.0 0.12 18.3 0.34
% Missing Months to First Default 0.1% 0.05% 22.1% 0.41% 13.6% 0.57% 0.1% 0.05% 17.6% 0.28% 14.4% 0.69%
Months in Default 14.4 0.19 12.4 0.13 14.9 0.24 10.2 0.19 8.1 0.07 8.7 0.19
% Missing Months in Default 0.1% 0.05% 7.5% 0.26% 5.5% 0.38% 0.1% 0.05% 10.8% 0.23% 9.0% 0.57%
Borrower's Age 34.2 0.12 33.9 0.09 33.9 0.15 34.2 0.13 33.6 0.07 33.6 0.20
Servicer Score by Jurisdiction 3.5 0.02 4.7 0.03 4.7 0.04 2.6 0.02 24 0.01 25 0.03
% Missing Servicer Score 0.8% 0.11% 0.8% 0.09% 0.5% 0.12% 0.6% 0.10% 0.5% 0.06% 1.0% 0.19%
MSA Default Rate in % 5.7 0.04 51 0.03 6.2 0.06 3.2 0.04 2.6 0.02 2.7 0.05

Note: When t-tests are conducted, all differences between ACD and Holdout loans are significant at the 5% level except Note Less Debenture Spread in 2003 and Missing Servicer Score in both 2002 and 2003.



Selection Model

The ACD Demonstration is designed to channel the loans at highest risk of foreclosure away from
standard FHA servicing and into ajoint venture specifically formed to dispose of problem loans.
Eligibility requirements are set to focus on the high-risk loans, but many more delinquent loans are
eligible than get selected for ACD treatment. The selection is made by the p-servicers after a 10
percent random sample of eligible loans has been held out. Even after the holdout loans are
withdrawn from the eligible pool, there are two to three times more delinquent loans than those that
are selected by the p-servicers. This section discusses the factors that appear to drive the selection
process.

We assume that p-servicers are motivated to select the loans that would be the most costly to service
and most likely to end in foreclosure. Servicing fees are derived from monthly borrower payments.
Therefore servicers want the borrowers to keep the loans current for aslong as possible. Late fees
offset the cost of minor delinquency. The cost of aforeclosureislargely, but not completely,
reimbursed by FHA, which should create an incentive for servicersto submit to ACD the loans at
greatest risk of foreclosure. The p-servicer would get an accelerated claim payment for the loans and
transfer the risk to the joint venture. HUD reduces its own default losses when the accelerated claim
less recovery from the joint venture is smaller than aforeclosure claim less recovery from property
sale by management and marketing contractors. In general, both the p-servicers and HUD are better
off when the worst loans are selected for the ACD treatment.

High reimbursement interest rates could complicate the selection process by motivating p-servicersto
retain the delinquent loans with the highest debenture rates. HUD reimburses servicers for al but one
missed interest payment at the debenture rate, not at the note rate. HUD sets the debenture rate at the
time of origination and it approximates the cost of funds for the lender at the time of origination. |If
the debenture rate is high relative to the current cost of funds, such as the 90-day commercia paper
rate, then it is possible for the servicer to make more money by holding a delinquent loan than
submitting it for accelerated claim. If reimbursement rates were the only consideration, loans with
high debenture spreads would be retained in the servicing portfolio and loans with low debenture
spreads would be submitted for accelerated claim payment. Instead of submitting the loans with the
highest risk of foreclosure, p-servicers could maximize their own return by holding back risky loans
with high reimbursement spreads and this would undercut the savings to HUD of the ACD Program.

To test whether loans with high debenture spreads are withheld or loans with the highest risk are
submitted to the ACD program, we estimated logistic regression models on the probability of loan
selection into ACD. The regression models help analyze the effects of many |oan characteristics that
may influence the selection process. But the analysisis complicated by correlation between
seasoning and interest rates of loans. During the last decade when ACD and holdout loans originated,
note rates and debenture rates have been steadily declining. The more seasoned loans nearly always
have higher interest rates and higher debenture rates.

We have run four separate sets of regressions. Thefirst is between ACD and eligible loans in 2002,
the second between ACD and holdout loans in 2002, the third between ACD and eligible loansin
2003 and the last between ACD and holdout loansin 2003. For each set of regressions, we ran four
different models. In addition to the control variables that are the same across all the models, Model A
includes loan age, Model B includes debenture spread, Model C includes both variables, and Model D
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includes both variables aswell asthe state fixed effects. The dependent variableis 1 for loans
selected into JV2002 or V2003 and O for eligible or holdout loans.

The large number of covariates used in the regressions minimizes the possibility of omitted variable
biasin the regressions. Some of the control variablesin the models are drawn from the risk stratifiers
in the bid matrix: daysin foreclosure, LTV and UPB. Other variables are loan and borrower
characteristics that could affect selection into ACD. Key covariates are presented in Exhibit 13 and
the complete regressions are presented in the Appendix.

The evidence for the hypothesis that loans with lower debenture spread are sent to ACD can be found
in the negative coefficient on the debenture spread variable. Models B, C and D for JV 2002 versus
eligibles show negative and significant debenture spread coefficients, but the same models for

Jv 2002 versus holdouts, Jv 2003 versus eligibles and Jv 2003 versus holdouts show positive and
significant debenture spread coefficients. Thusthereislittle consistent evidence to support the
hypothesis that p-servicers retain loans with high debenture spreads.

On the other hand, Model A, arobust model that excludes the debenture spread, consistently shows
that the most seasoned loans that default are most likely to be selected for the ACD program. The
preference for submitting old loans in danger of foreclosure seems to more than offset any gain from
holding the loan and collecting the FHA claim reimbursement at the debenture rate. Models C and D
for V2002 versus digibles retain the positive and significant coefficient of loan age, but the same
models for JV 2002 versus holdouts show positive and insignificant coefficient of loan age. However,
models C and D for JV2003 versus digibles or holdouts show small negative coefficients for [oan
age, most of which are significant. In these regressions, the correlation between |oan age and
debenture spread comesinto effect. The coefficient for debenture spread picks up some of the
positive effects of seasoning and detracts that effect from the loan age variable.

All models support the theory that riskier loans are selected into ACD to some extent. Loanswith
more days in foreclosure are more likely to be selected into the ACD Program. Thisresult is
significant across all models. All models for V2002 versus eligibles also show that loans with alpha
grades E or F are significantly more likely to go to the 601 program than loans with grade D. But all
models for JV 2002 versus holdouts and JV 2003 versus eligibles or holdouts show insignificant
resultswhen grade E is compared to grade D. And when grade F is compared to grade D, loans with
grade F are significantly lesslikely to go into the ACD Program.

The regressions of V2002 or JV 2003 versus €ligibles show that loans with the lowest LTV are less
likely to be selected for V2002 with negative and often significant coefficient on the indicator
variablefor LTV lessthan 90 percent. But the regressions of Jv 2002 or JV 2003 versus holdouts do
not show such aclear relationship.® Borrowers with higher payment-to-income (PTI) ratio are also
lesslikely to be selected into the ACD Program, though that effect is often insignificant after
controlling for loan age. Except for the regressions between JV 2002 versus holdouts where
coefficient of MSA default rate have negative and significant coefficients, in the other three sets of
regression models the higher the default rate of the MSA the higher the likelihood that the loan is
selected into the ACD Program. Overall, these regression results indicate that the preference of p-

®  Although the most important selection is the set of ACD loans relative to the eligibles, many comparisons

in this report are between ACD and holdouts. If they are similar portfolios, we would expect to see few
significant differences between ACD and holdouts. In fact, that does appear to be the case.
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servicers for submitting old loans in danger of foreclosure more than offsets any gain from holding
the loan and collecting the FHA claim reimbursement at the debenture rate.

Nearly al the other demographic and loan type variables are insignificant (p-value greater than
0.005). However, each of the p-servicersis distinct from Wells Fargo (the reference servicer in the
models) based on the servicer indicator variables. Chase Manhattan selects higher percentage of
loans into the ACD Program than Wells Fargo, but Countrywide and Cendant select a lower
percentage than Wells Fargo. A full set of stateindicatorsisaso included in Model D, most of which
are not significant. The insignificance of most of these control variablesis reassuring because it
means that the holdouts and the eligible sample pools provide a representative comparison for the
Jv2002 and JV 2003 |oans.

The regression models, however, are significant overall. Even the weakest of the models can classify
loans correctly at a higher percent than possible by always selecting either ACD or the comparison.
For example, in the regression of JV 2002 versus the holdouts, two-thirds of the sampleisin V2002
and Model A can classify 82.5 percent of the loans correctly.

The regressions we ran can be improved with the inclusion of other variables that indicate riskiness of
loans such the number of days before the first default, number of default episodes and total timein
default. For this report, we were not able to use these control variables because complete information
on default episodes were difficult to gather for many loans. In fact, the missing were
disproportionately from the non-ACD loan groups as shown in Exhibit 12. In addition, there could be
other considerations for picking loansfor ACD. It is possible that p-servicers pick for ACD the
properties with negative equity that are more likely to forecl ose regardless of the income or
creditworthiness of the borrower. But since the BPO datais only available for the ACD loans and not
for eligibles or holdouts, we cannot determine the amount of equity for non-ACD properties.

Alternatively, p-servicers may use contemporaneous FICO scoresto identify high-risk cases. If a
borrower isfalling behind on other credit payments, as indicated by FICO scores, sheismore likely
to go into bankruptcy or foreclose. We therefore lack the necessary data that servicers typicaly use
to determine relative risks of loans for a more powerful selection model. Even with the additional
data that we presume servicers use in their selection, servicers apparently have difficulty identifying
the highest risks based on the relatively low rate of REO salesin all three loan groups.
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Exhibit 13: Logistical Regressions of Loan Selection into ACD

Model A Model B Model C Model D
Coef. Pr>?22 Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2

Selection into JV2002 versus Eligibles

1ifin JVv2003 6,655 6,655 6,655 6,655

0 if in Eligible Sample 10,109 10,109 10,109 10,109

Percent Concordant 87.3 87.3 87.7 88

Explanatory Variables
Loan Age 0.0057 <.0001 0.0159 <.0001 0.0157 <.0001
Debenture Spread -0.2763  <.0001 -0.6525 <.0001 -0.6351 <.0001
Days in Foreclosure: 1 - 120 0.9039 <.0001 0.9931 <.0001 0.8898 <.0001 0.8167 <.0001
Days in Foreclosure: > 120 0.8083 <.0001 0.9469 <.0001 0.7903 <.0001 0.7637 <.0001
Alpha Grades: A, B and C -3.7951 <.0001 -3.7590 <.0001 -3.7797  <.0001 -3.8194  <.0001
Alpha Grade E 0.3546 <.0001 0.3054 <.0001 0.3754 <.0001 0.3684 <.0001
Alpha Grade F 0.1580 0.0058 0.1377 0.0164 0.1574 0.0064 0.1207 0.0387
Alpha Grade Unknown -0.8676  <.0001 -0.8803 <.0001 -0.8477  <.0001 -0.8889  <.0001
MSA Default Rate 0.0838 <.0001 0.0736 <.0001 0.0747 <.0001 0.0951 <.0001

Selection into JV2002 versus Holdouts

1ifin JV2002 6,655 6,655 6,655 6,655

0 if in Holdout Sample 3,557 3,557 3,557 3,557

Percent Concordant 82.5 82.5 82.5 83.1

Explanatory Variables
Loan Age 0.0035 0.0070 0.0011 0.4656 0.0015 0.3179
Debenture Spread 0.1714 <.0001 0.1573 0.0002 0.1496 0.0005
Days in Foreclosure: 1 - 120 1.0516 <.0001 1.0743 <.0001 1.0684 <.0001 1.1086 <.0001
Days in Foreclosure: > 120 1.3702 <.0001 1.3912 <.0001 1.3804 <.0001 1.4336 <.0001
Alpha Grades: A, Band C -3.3905 <.0001 -3.3393  <.0001 -3.3495  <.0001 -3.2936  <.0001
Alpha Grade E 0.0925 0.1576 0.0753 0.2465 0.0815 0.2137 0.0700 0.2890
Alpha Grade F -0.3174  <.0001 -0.3153  <.0001 -0.3130 <.0001 -0.3081  <.0001
Alpha Grade Unknown -0.7381  0.0034 -0.7382  0.0034 -0.7453  0.0031 -0.7170  0.0048
MSA Default Rate -0.0391 <.0001 -0.0352 <.0001 -0.0350 <.0001 -0.0471  <.0001

Selection into JV2003 versus Eligibles

1ifin JVv2003 5,846 5,846 5,846 5,846

0 if in Eligible Sample 17,930 17,930 17,930 17,930

Percent Concordant 78.1 79.3 79.2 80.5

Explanatory Variables
Loan Age 0.0124 <.0001 -0.0071  <.0001 -0.0066  <.0001
Debenture Spread 0.7278 <.0001 0.8887 <.0001 0.8625 <.0001
Days in Foreclosure: 1 - 120 1.1404 <.0001 1.1041 <.0001 1.1423 <.0001 0.9843 <.0001
Days in Foreclosure: > 120 0.8428 <.0001 0.7012 <.0001 0.7789 <.0001 0.6878 <.0001
Alpha Grades: A, B and C -15.2267 0.8775 -16.3107 0.9192 -16.3054 0.9195 -16.3209 0.9186
Alpha Grade E 0.0451 0.2896 0.0595 0.1678 0.0354 0.4140 0.0922 0.0383
Alpha Grade F -0.4791 <.0001 -0.5174 <.0001 -0.5637 <.0001 -0.5707 <.0001
Alpha Grade Unknown -14.9387 0.9932 -15.1631 0.9958 -15.0823 0.9958 -14.6411 0.9959
MSA Default Rate 0.1141 <.0001 0.0845 <.0001 0.0772 <.0001 0.1116 <.0001

Selection into JV2003 versus Holdouts

1ifin JV2003 5,846 5,846 5,846 5,846

0 if in Holdout Sample 2,558 2,558 2,558 2,558

Percent Concordant 74.0 74.6 74.5 75.6

Explanatory Variables
Loan Age 0.0048 0.0005 -0.0098 <.0001 -0.0090 <.0001
Debenture Spread 0.4535 <.0001 0.6690 <.0001 0.6574 <.0001
Days in Foreclosure: 1 - 120 1.8973 <.0001 1.8392 <.0001 1.8852 <.0001 1.8322 <.0001
Days in Foreclosure: > 120 2.0370 <.0001 1.8921 <.0001 2.0184 <.0001 2.0160 <.0001
Alpha Grades: A, Band C -16.1235 0.9315 -16.1669 0.9308 -16.1773 0.9309 -16.1917 0.9302
Alpha Grade E -0.0032  0.9634 0.0227 0.7449 -0.0167  0.8122 0.0087 0.9032
Alpha Grade F -0.8489  <.0001 -0.8297 <.0001 -0.8982  <.0001 -0.9057 <.0001
Alpha Grade Unknown NA NA NA NA NA NA NA NA
MSA Default Rate 0.0996 <.0001 0.0800 <.0001 0.0701 <.0001 0.0873 <.0001

Note: The other covariates in the regression models are UPB, LTV, PTI, demographic variables, loan type, servicer scores, servicer dummies and, in the case of Model D, state

dummies. The complete regressions are in the Appendix.
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Claims Model and Breakeven Analysis

As described in the section on Bloom Correction, an ideal measure of the ACD treatment would be to
compare the actual ACD loss rate to the counterfactual loss rate of ACD loans under standard FHA
processing. What would have happened to the loans selected for ACD if they had received the
standard servicing and property disposition of other FHA-insured loans? The main advantage of this
approach isthat it removes the selection effect because the very same loans are “given” different
processing. The challengeisthat too few of the control group loans (eligible or holdout) have
reached final resolution. To attain more complete resolution, we have selected a set of 1997 defaults
and tracked their outcomesto March 2004. A claims model is estimated according to those outcomes
and then that model is used to predict the counterfactual standard FHA outcomes for the ACD loans.

Another valuable use of the claims model isin the breakeven analysis. The main assumption is that
the claims model can approximately order the ACD loans from lowest to highest risk based on the
predicted probability of claim. The sorted list is subdivided by decile (1 for lowest risk to 10 for
highest risk) to seeif better targeting to the highest risk cases would generate more cost saving for JV
relativeto FHA. If the main driver in the loss rate comparisonsis the claim rate for FHA, the high-
risk cases may have such a high rate of claimsthat JV processing would be less costly than standard
FHA processing. Inwhich case, more stringent eligibility criteria might increase the savings from
ACD. Other parameters, such as the discount rate and FHA ownership share, can be modified to
determine which combinations would make ACD cost effective.

Claims Model

The first step in estimating the claims model isto select a set of delinquent loans from a previous year
so that a high percentage of loans reached final resolution by 2004, yet not so long ago that the
processing is different from what current FHA loans experience. We selected 69,795 delinquencies
from 1997 that would have met ACD dligibility requirements with the exception of the loss
mitigation criteria. In 1997, the assignment era had ended and was being replaced by loss mitigation.
We could have excluded the 8.9 percent of loans that eventually received loss mitigation as a sign that
loss mitigation would have worked for them. However, only 4.8 percent of the terminations received
loss mitigation and we did not exclude such cases from the holdouts. Many loans in the holdout and
eligible sample received loss mitigation treatment after provisional approval, so we decided to leave
loans receiving loss mitigation in the historical sample.

The distribution of final status for the delinquent loans deemed eligible in 1997 are shown in Exhibit
14. Asof March 2004, 76.6 percent of the delinquent |oans had terminated with 63 percent of the
terminations as claims. Although disposition took longer before M& M contractors were generally
used for REO salesby FHA,, it isinstructive to see that six years after the default 23 percent of loans
were still active and 28 percent ended without claim. Given that there has been only 2 years for most
defaults to reach final resolution in the ACD Demonstration, it is remarkable that 66 percent of the
ACD loans have aready resolved. It may take several more years for eligibles and holdouts to
surpassthat level of resolution. Moreover as of August 31, 2004, 62 percent of the 1,070 resolutions
among holdout loans have been paid in full, anon-claim termination. Itislikely that non-claim
resolutions occur before claim resolutions, which have to complete foreclosure and property
disposition. Inwhich case, the claim rate for holdouts would be expected to rise over time. The
recovery rate for holdouts, 69 percent, matches the official recovery rate for FHA in the two eastern

Abt Associates Inc. 601 Evaluation — Second Report 37



HOC regions. If, however, the holdout |oans are higher risk due to the selection for ACD dligibility
than the FHA average overall, it is possible that the recovery rates for holdout loans will decline over
time asthe claim rate risesto historical levels. The point is simply that the low claim rate and
average recovery rate for the holdout loans may reflect the strong housing market conditions in 2004.
Asthe more difficult properties reach final disposition, it is quite possible that the loss rate for the
holdouts will increase toward the historical average.

Another finding shown in Exhibit 14 is that only about 15 percent of reinstatements eventually
terminate in claim. Of the 69,795 delinquent loans, 48.9 percent reinstate at some point, but of those
reinstatements less than 15 percent end in claim. One caveat to thisfinding is that reinstatements
seem to be under-reported. Presumably all the 1997 defaults that are still active should be counted as
reinstatements. However, according to the default status codes as reported by servicers, there are
16,356 actives and only 14,016 reinstatements. The under-reporting of reinstatements does not
necessarily change the share of reinstatements that terminate with claims, but there is uncertainty
about that percentage. The main point isthat arelatively small share of reinstatements ultimately
claim. An assumption that most reinstatements will claimislesslikely to be true than an assumption
that most reinstatements will not claim.

Given the 69,795 delinquent loans that theoretically would be provisionally approved in 1997, a
claims modd is estimated on the three primary outcomes: terminate with claim, terminate without
claim or continue active. The variables used in the model are essentially the same ones used in the
selection model. The most important variables, such as credit score and current appraisal, are not
availablein the 1997 FHA data. Exhibit 15 shows the results for the variablesin the claims outcome
of the multinomial logit model. The largest positive coefficient isfor “LTV Unknown,” whichis
probably capturing refinances because their value is not recorded, and may be partially offset by the
purchase indicator. High LTV does indicate higher probability of claim, but number of defaults and
total monthsin default reduce the likelihood of claim inthismodel. A more parsimonious model
might give more coefficients with the expected signs, but our main goal wasto improve thefit of the
model.

The claims model can be used to predict the probability of claim for the three portfolios: ACD,
eligibles and holdouts. Exhibit 16 shows the average predicted probabilities for each loan group and
each outcome. The first row shows the historical claimsfor the 1997 cohort, 48 percent, which is
higher than the predictions for the 2002 loan groups, 44 to 45 percent. The variation acrossloan
groups in the predicted probability of claim is quite modest. The low variation in predicted claims
implies the portfolios are not so different in risk, at least on average. ACD does have a higher
average than the eligibles, but the eligibles have a higher average than the holdouts. Given our
expectation that the worst cases are taken from the eligibles and put into ACD, it is reasonable to
expect the average risk for the digibles to be lower than for holdouts.

Cendant hasthe “riskiest” loansin al three loan groups, but Cendant’ s sharein eligiblesis nearly the
same asin the holdouts. 1t is Chase, with the lowest probability of claim and the smallest share of
eligibles (5 percent), that is most responsible for the average predicted claim in eligibles being higher
than in the holdouts. If the ACD distribution of loans by p-servicer is applied to all three loan groups,
the average predicted claim rate is virtually the same for all three groups (45.2 for ACD, 46.0 for
eligibles, 45.4 for holdouts). Based on the average predicted claims rate, there does not appear to be
much difference in risk among the three loan groups. Thisresult may be because the claims model
does apoor job of discriminating high-risk from low-risk loans, exacerbated by the limited data.
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Alternatively, the p-servicers may do relatively little to put the highest-risk loansinto ACD or it may
be extremely difficult to select the highest risk loans. Even though claim is the most likely outcome
(the probability of claim is higher than the probability of terminating without claim or reinstatement),
more than half of the loans do not claim.

The next step isto sort the ACD loans by predicted probability of claim and organize them by decile,
1 for lowest predicted probability of claim to 10 for highest predicted probability of claim. We
expect the loans with a high predicted claim rate to be more likely to terminate in property sale than
note sale. Exhibit 17 shows the actual property sale rate for each decile, that is the share of property
saleresolutions out of the total resolutions for each decile. Indeed, decile 1 has the lowest property
sale rate with agenerally rising trend to decile 10 with the highest property salerate. The dotted line
on Exhibit 17 shows the counterfactual claims rate using the claims model on the ACD loans to
predict their claims rate under standard FHA processing. The claims model predicts what share of
loans would terminate with claim if the loans experienced standard FHA processing. The gap
between the two curves is ameasure of the ACD treatment effect because it shows the lower
probability of property sale for the same set of loans under JV vs. FHA processing.

If the highest risk loans (decile 10) were selected for JV processing, would the loss rate for that select
group be lower than if the same loans were given standard FHA processing? Exhibit 18 shows that
the loss rate for the highest risk loans would be higher for JV processing than FHA processing.
Decile 9 shows the results from pooling together the loansin deciles 9 and 10. Decile 8 showsthe
results from pooling together the loansin deciles 8, 9 and 10, etc. Ideally, there would be a crossover
point such that JV processing would be lower cost for high-risk loans and FHA processing would be
lower cost for low-risk loans. However, for the loans and parameters for JV 2002, there appears to be
no degree of targeting that would be sufficient for ACD to be cost effective.

The gap for the first decile shows the ACD treatment effect for al the V2002 loans. The ACD loss
rateis 29 percent and the FHA counterfactual is 13 percent. The difference of 16 percentage points
shows that JV processing would increase loss rates by 16 percentage points compared to the same
loans getting standard FHA processing. This carries out Alternative 1 described in the section on
Bloom correction. Take the same set of loans and compare the loss rates under JV processing vs.
standard FHA processing. The differencein lossrates, an increase of 16 percentage points, is a
measure of the ACD treatment effect.

Theloss rates for the FHA curve in Exhibit 18 might be low because the strong housing market in
2004 is keeping FHA claims rates low. Exhibit 19 shows the effect of assuming the claims rates for
the 1997 cohort. The ACD benchmark stays the same, but the counterfactual FHA curve shiftsup in
response to higher claim rates. Now there is a breakeven point in the 9" decile. If market conditions
declined such that FHA claim rates reached 1997 levels, then it would be less costly to process the
highest risk loansin the ACD Program. However, most |oans with lower risk are still handled more
cost effectively under standard FHA processing.

Another experiment isto see if certain p-servicers have selection strategies that are more likely to
pick out the high-risk loans and, therefore, more likely to be cost effective. We aready noted in the
section on loan characteristics that the degree of selectivity seemsto vary significantly by p-servicer.
Exhibit 20 shows the share of property sales relative to total ACD sales ordered by the predicted
claim deciles. Cendant stands out as the p-servicer with the highest share of property salesfor deciles
310 9. Wells Fargo and Chase Manhattan have the medium share of property sales and their large
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share of ACD loans drive the overall trend for ACD. Countrywide has avery small share of ACD
loans so its downward trend for the lowest deciles may not be meaningful. The main point from
Exhibit 20 isthat if all the p-servicers could be persuaded to select ACD loans like Cendant, thereisa
greater likelihood that JV processing would be cost effective because Cendant oans are much more
likely to claim under standard FHA processing. On the other hand, the high rate of REO sales from
Cendant loans would likely lower the average recovery rate for the JV.

The final experiment isthe most revealing of all. What share of ACD |loans would become cost
effective under JV processing if the parameters for discount rate or ownership share were adjusted to
mimic JV2004? Suppose the discount rate were 19 percent (asit isfor JV2004) instead of 38 percent
(asitisfor IV2002). Would that reduction in discount be enough to make ACD cost effective?
Exhibit 21 shows the results for three alternatives. The top line shows the benchmark for ACD using
the parameters for JV 2002, namely a discount factor of 62 percent (1 minus the discount rate) and an
FHA ownership share of 30 percent. The dotted line showsthe FHA counterfactual, that is, the
predicted loss rates for ACD loans under standard FHA processing, which does not change between
scenarios. Increasing the FHA ownership share from 30 percent to 40 percent shiftsthe ACD line
from aloss rate of 30 percent down to about 24 percent. Only the top decile of highest risk loans
would be handled cost effectively by JV. Cutting the discount rate from 38 percent to 19 percent (that
is, raising the discount factor from 62 percent to 81 percent) would lower the JV lossrateto 17
percent. In thisscenario, loansin deciles 5 and above would be handled more cost effectively by JV.
The third scenario combines the lower discount rate (19 percent) with a higher FHA ownership share
of 40 percent. The combined effect isto lower JV loss rates to 14 percent such that the breakeven
point isin decile 2. In this scenario, 80 percent of the ACD loans are handled more cost effectively
under JV processing than under standard FHA processing. While JV processing is not cost effective
for the parametersin JV 2002, the combination of better targeting to high-risk loans and the
parametersin JV 2004 show that ACD could be cost effective.
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Exhibit 14: Final Status of Eligible Loans in 1997 as of March 2004

Terminations

All Active! All Terminations Non-claims? Claims®

Number of Loans 69,795 16,356 53,439 19,785 33,654
% of All 100.0% 23.4% 76.6% 28.3% 48.2%
% of All Terminations 100.0% 37.0% 63.0%
Reinstatements 34,113 14,016 20,097 15,136 4,971
% of All Reinstatements 100.0% 41.1% 58.9% 44.4% 14.6%
% of Final Status 48.9% 85.7% 37.6% 76.5% 14.8%
Loss Mitigation 6,188 3,624 2,564 1,578 986

% of All Loss Mitigation 100.0% 58.6% 41.4% 25.5% 15.9%
% of Final Status 8.9% 22.2% 4.8% 8.0% 2.9%

Notes:

1. Active loans have not been terminated and they do not have claims.

2. Non-claims are terminated loans without claims. They include the following Single Family Data Warehouse termination types: 93% paid in full, 2% nonconveyance foreclosure, 0.1%
voluntary termination of insurance by lender and 5% netting refinance.

3. Claims are terminated loans with all claims including partial claims. They include the following Single Family Data Warehouse termination types: 95% conveyance of title for insurance
benefits, 0.1% assignment of note for insurance benefits, 0.01% conversion title or assigned note and 5% nonconveyance claims.




Exhibit 15: Claims Model Using Eligible Loans in 1997
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Exhibit 16: Average Predicted Outcomes by Loan Groups and P-Servicers
Using Claims Model Estimated on Historical Data

Average Predicted Outcomes

Terminations

Loan Types by Servicers N Active Non-Claims Claims
Historical (1997 Eligible Loans) 69,794 23.4% 28.3% 48.2%
2002
ACD 6,655 26.8% 28.0% 45.2%
Eligible 10,107 25.8% 29.3% 44.9%
Holdout 3,557 28.0% 28.4% 43.7%
By Loan Group and P-Servicer:
2002
ACD 6,655 26.8% 28.0% 45.2%
Wells Fargo 3,500 24.3% 29.3% 46.4%
Chase Manhattan 2,683 31.2% 26.5% 42.3%
Cendant 276 18.0% 25.0% 56.9%
Countrywide 196 22.6% 29.0% 48.4%
Eligible 10,107 25.8% 29.3% 44.9%
Wells Fargo 3,739 21.8% 27.9% 50.3%
Chase Manhattan 487 33.6% 26.5% 39.9%
Cendant 842 19.3% 25.9% 54.8%
Countrywide 4,955 29.2% 31.3% 39.5%
Holdout 3,557 28.0% 28.4% 43.7%
Wells Fargo 1,211 24.6% 27.6% 47.8%
Chase Manhattan 475 33.3% 24.7% 42.0%
Cendant 235 21.2% 25.6% 53.2%
Countrywide 1,613 30.0% 30.4% 39.5%
By P-Servicer:
Wells Fargo 8,498 23.3% 28.4% 48.3%
Chase Manhattan 3,662 31.8% 26.3% 41.9%
Cendant 1,371 19.4% 25.7% 54.9%
Countrywide 6,778 29.2% 31.0% 39.8%
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Exhibit 17: Actual Property Sale Rate and Counterfactual Claims Rate of ACD
by Claims Rate Decile
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Exhibit 18: Loss Rate by Reverse Cumulative Decile of Claims Rate

(Adjusted to Current Average Loss Rate)
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Exhibit 19: Loss Rate by Reverse Cumulative Decile of Claims Rate
(Historical)
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Exhibit 20: Share of Property Sales to ACD Total Sales
by P-Servicer and Claims Decile
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Exhibit 21: Loss Rate by Reverse Cumulative Decile of Claims Rate
(Adjusted to Current Average Loss Rate)
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Appendix A-1: Logistical Regression of Loan Selection into JV2002 versus Eligibles

Model A Model B Model C Model D

1if in JV2002 6,655 6,655 6,655 6,655
0if in Eliaible Sample 10,109 10,109 10,109 10,109

Intercept  Full Model Intercept  Full Model Intercept  Full Model Intercept  Full Model
-2Loag L 22523.1 14460.8 22523.1 14443.3 22523.1 14287.1 22523.1 14168.3
Percent Concordant 87.3 87.3 87.7 88.0
Explanatory Variables Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2
Loan Age 0.0057 <.0001 0.0159 <.0001 0.0157 <.0001
Debenture Spread -0.2763 <.0001 -0.6525 <.0001 -0.6351 <.0001
Days in Foreclosure: 1 - 120 0.9039 <.0001 0.9931 <.0001 0.8898 <.0001 0.8167 <.0001
Days in Foreclosure: > 120 0.8083 <.0001 0.9469 <.0001 0.7903 <.0001 0.7637 <.0001
LTV: < 90% -0.2241 0.0060 -0.0255 0.7493 -0.2374 0.0039 -0.2240 0.0070
LTV: 90 - 94% 0.1181 0.0399 0.2503 <.0001 0.0987 0.0887 0.1101 0.0593
LTV:>97% -0.1347 0.0116 -0.0742 0.1657 -0.0876 0.1042 -0.1057 0.0521
LTV Unknown -0.1257 0.5080 0.0128 0.9456 -0.0915 0.6311 -0.1303 0.4994
UPB: $50,000 - $80,000 -0.0956 0.2068 -0.1542 0.0411 -0.1190 0.1180 -0.0809 0.2936
UPB: > $80,000 -0.2507 0.0009 -0.3930 <.0001 -0.2969 <.0001 -0.2236 0.0042
Alpha Grades: A, B and C -3.7951 <.0001 -3.7590 <.0001 -3.7797 <.0001 -3.8194 <.0001
Alpha Grade E 0.3546 <.0001 0.3054 <.0001 0.3754 <.0001 0.3684 <.0001
Alpha Grade F 0.1580 0.0058 0.1377 0.0164 0.1574 0.0064 0.1207 0.0387
Alpha Grade Unknown -0.8676 <.0001 -0.8803 <.0001 -0.8477 <.0001 -0.8889 <.0001
PTI 0.0002 0.8571 0.0002 0.8093 -0.0001 0.8800 -0.0002 0.8623
ARM 0.1962 0.0042 0.4222 <.0001 0.3203 <.0001 0.3069 <.0001
Purchase -0.0832 0.4768 0.0947 0.4169 -0.0133 0.9099 -0.0187 0.8749
Borrower's Age 0.0046 0.0433 0.0048 0.0346 0.0046 0.0452 0.0041 0.0727
Separated Borrower 0.0291 0.8633 -0.0259 0.8782 0.0032 0.9849 -0.0170 0.9211
Unmarried Borrower 0.0641 0.1334 0.0177 0.6784 0.0637 0.1392 0.0724 0.0956
Marital Status Unknown -0.4558 0.1659 0.3765 0.2537 -0.1102 0.7397 -0.1390 0.6759
Black Borrower -0.2971 <.0001 -0.2695 <.0001 -0.2761 <.0001 -0.2283 <.0001
Hispanic Borrower -0.0269 0.7529 -0.0395 0.6434 -0.0208 0.8089 -0.0240 0.7845
Asian Borrower 0.0001 0.9998 0.0093 0.9725 0.0349 0.8968 0.0724 0.7893
Native American Borrower -0.0757 0.8346 -0.0318 0.9300 0.0018 0.9961 0.0860 0.8148
Other or Undisclosed Race -0.2028 0.0284 -0.2605 0.0050 -0.1785 0.0554 -0.1515 0.1067
First Time Homebuyer -0.0007 0.9899 -0.0250 0.6638 -0.0167 0.7724 -0.0283 0.6271
Chase Manhattan 1.4800 <.0001 1.4575 <.0001 1.5060 <.0001 1.5472 <.0001
Countrywide -3.3401 <.0001 -3.3313 <.0001 -3.2770 <.0001 -3.1164 <.0001
Cendant -1.1473 <.0001 -1.2471 <.0001 -1.1285 <.0001 -1.1004 <.0001
Other P-Servicer -14.6935 0.9108 -14.7923 0.9099 -14.6080 0.9108 -14.6015 0.9101
Servicer Score by Jurisdiction 0.0557 <.0001 0.0724 <.0001 0.0528 <.0001 0.0264 0.0889
Servicer Score Unknown 0.5811 0.0116 0.6435 0.0051 0.6541 0.0046 0.5960 0.0132
MSA Default Rate 0.0838 <.0001 0.0736 <.0001 0.0747 <.0001 0.0951 <.0001
AK
AL -0.0908 0.5316
AR
AZ
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Appendix A-1: Logistical Regression of Loan Selection into JV2002 versus Eligibles (Continued)

Model A Model B Model C Model D

CA

co

CcT 0.3845 0.1162
DC -0.9319 0.1072
DE 0.1062 0.6432
GA -0.4395 <.0001
1A

ID

IL 0.2278 0.0237
IN 0.1722 0.1312
KS

KY 0.1706 0.3306
LA

MA 0.4062 0.0353
MD 0.1815 0.1029
ME 0.3732 0.1811
MI -0.4828 0.0002
MN

MO

MS 0.0310 0.8651
MT

NC -0.3228 0.0066
ND

NE

NH -0.4224 0.3516
NJ 0.2146 0.0425
NM

NV

NY 0.0429 0.6881
OH 0.2447 0.0164
OK

OR

PA 0.2971 0.0022
PR -11.9641 0.9797
RI -0.2255 0.6636
scC 0.0985 0.5483
SD

TN 0.0544 0.6548
TX -13.5684 0.9914
uT

VA 0.0800 0.5535
VI

VT 0.9329 0.1762
WA

Wi

WV -0.1046 0.8179
wYy

Intercept -1.0465 <.0001 0.4431 0.0840 1.7717 <.0001 1.5741 <.0001
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Model A Model B Model C Model D
1if in JV2002 6,655 6,655 6,655 6,655
0if in Eliaible Sample 3,557 3,657 3,557 3,557
Intercept  Full Model Intercept  Full Model Intercept  Full Model Intercept  Full Model

-2Loag L 13202.0 9367.5 13202.0 9354.4 13202.0 9353.8 13202.0 9304.4
Percent Concordant 82.5 82.4 82.5 82.7
Explanatory Variables Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2
Loan Age 0.0035 0.0070 0.0011 0.4656 0.0015 0.3179
Debenture Spread 0.1714 <.0001 0.1573 0.0002 0.1496 0.0005
Days in Foreclosure: 1 - 120 1.0516 <.0001 1.0743 <.0001 1.0684 <.0001 1.1086 <.0001
Days in Foreclosure: > 120 1.3702 <.0001 1.3912 <.0001 1.3804 <.0001 1.4336 <.0001
LTV: < 90% -0.1704 0.1037 -0.1512 0.1391 -0.1680 0.1088 -0.1520 0.1492
LTV: 90 - 94% -0.0531 0.4581 -0.0410 0.5565 -0.0527 0.4614 -0.0566 0.4312
LTV:>97% -0.1472 0.0300 -0.1669 0.0143 -0.1665 0.0145 -0.1457 0.0339
LTV Unknown 0.0776 0.7456 0.0802 0.7370 0.0711 0.7663 0.0877 0.7141
UPB: $50,000 - $80,000 -0.0061 0.9479 0.0048 0.9588 0.0081 0.9303 0.0017 0.9860
UPB: > $80,000 -0.0503 0.5882 -0.0437 0.6354 -0.0346 0.7103 -0.0273 0.7753
Alpha Grades: A, B and C -3.3905 <.0001 -3.3393 <.0001 -3.3495 <.0001 -3.2936 <.0001
Alpha Grade E 0.0925 0.1576 0.0753 0.2465 0.0815 0.2137 0.0700 0.2890
Alpha Grade F -0.3174 <.0001 -0.3153 <.0001 -0.3130 <.0001 -0.3081 <.0001
Alpha Grade Unknown -0.7381 0.0034 -0.7382 0.0034 -0.7453 0.0031 -0.7170 0.0048
PTI -0.0006 0.6350 -0.0005 0.6595 -0.0005 0.6598 -0.0002 0.8412
ARM -0.0502 0.5578 -0.0708 0.4042 -0.0815 0.3440 -0.0810 0.3543
Purchase -0.1140 0.4360 -0.1314 0.3694 -0.1398 0.3410 -0.1242 0.4006
Borrower's Age 0.0016 0.5678 0.0017 0.5589 0.0016 0.5638 0.0026 0.3743
Separated Borrower -0.1779 0.3781 -0.1865 0.3547 -0.1850 0.3589 -0.1748 0.3903
Unmarried Borrower -0.0096 0.8587 -0.0145 0.7878 -0.0104 0.8469 -0.0027 0.9609
Marital Status Unknown -0.6515 0.0981 -0.6855 0.0774 -0.7359 0.0618 -0.7434 0.0614
Black Borrower -0.0725 0.2431 -0.0789 0.2040 -0.0798 0.1990 -0.0469 0.4660
Hispanic Borrower -0.1438 0.1676 -0.1491 0.1529 -0.1474 0.1578 -0.0762 0.4748
Asian Borrower 0.3183 0.3722 0.2914 0.4161 0.2947 0.4107 0.3338 0.3528
Native American Borrower 0.5818 0.2891 0.5583 0.3106 0.5585 0.3100 0.6041 0.2697
Other or Undisclosed Race -0.0436 0.7228 -0.0693 0.5715 -0.0618 0.6156 -0.0377 0.7597
First Time Homebuyer 0.0293 0.6862 0.0338 0.6411 0.0341 0.6378 0.0483 0.5080
Chase Manhattan 0.4246 <.0001 0.4011 <.0001 0.4066 <.0001 0.4213 <.0001
Countrywide -3.0455 <.0001 -3.0756 <.0001 -3.0694 <.0001 -3.0548 <.0001
Cendant -0.9929 <.0001 -0.9962 <.0001 -0.9879 <.0001 -0.9999 <.0001
Other P-Servicer -14.6424 0.9284 -14.6755 0.9282 -14.6663 0.9282 -14.7729 0.9271
Servicer Score by Jurisdiction 0.0023 0.8842 0.0045 0.7750 0.0033 0.8353 -0.0069 0.7098
Servicer Score Unknown 0.4428 0.1586 0.4436 0.1606 0.4434 0.1604 0.5256 0.1098
MSA Default Rate -0.0391 <.0001 -0.0352 <.0001 -0.0350 <.0001 -0.0471 <.0001
AK

AL 0.1538 0.3858
AR

AZ
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Appendix A-2: Logistical Regression of Loan Selection into JV2002 versus Holdouts (Continued)

Model A Model B Model C Model D

CA

co

CcT -0.0528 0.8650
DC -0.3570 0.6195
DE 0.3881 0.2285
GA 0.1346 0.3360
1A

ID

IL -0.0547 0.6613
IN 0.5337 0.0003
KS

KY 0.0719 0.7493
LA

MA 0.3676 0.1724
MD 0.0004 0.9977
ME 0.1648 0.6870
MI 0.2565 0.1168
MN

MO

MS 0.0385 0.8703
MT

NC 0.1895 0.2524
ND

NE

NH -0.8122 0.1383
NJ -0.0061 0.9640
NM

NV

NY -0.0785 0.5417
OH 0.2832 0.0282
OK

OR

PA 0.0353 0.7696
PR -11.6431 0.9886
RI -0.5772 0.4083
scC 0.3162 0.1324
SD

TN 0.4882 0.0024
TX

uT

VA -0.1433 0.4092
VI

VT -0.1517 0.8414
WA

Wi

WV 0.2920 0.6012
wYy

Intercept 1.0925 <.0001 0.3962 0.1686 0.4249 0.1431 0.3383 0.2661
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Appendix A-3: Logistical Regression of Loan Selection into JV2003 versus Eligibles

Model A Model B Model C Model D

1if in JV2002 5,846 5,846 5,846 5,846
0if in Eliaible Sample 17,930 17,930 17,930 17,930

Intercept  Full Model Intercept  Full Model Intercept  Full Model Intercept  Full Model
-2Loag L 26522.7 21438.9 26522.7 20888.9 26522.7 20851.2 26522.7 20336.1
Percent Concordant 78.8 80.3 80.3 81.6
Explanatory Variables Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2
Loan Age 0.0124 <.0001 -0.0071 <.0001 -0.0066 <.0001
Debenture Spread 0.7278 <.0001 0.8887 <.0001 0.8625 <.0001
Days in Foreclosure: 1 - 120 1.1404 <.0001 1.1041 <.0001 1.1423 <.0001 0.9843 <.0001
Days in Foreclosure: > 120 0.8428 <.0001 0.7012 <.0001 0.7789 <.0001 0.6878 <.0001
LTV: < 90% -0.1848 0.0052 -0.2048 0.0018 -0.1195 0.0737 -0.0842 0.2148
LTV: 90 - 94% -0.0487 0.2850 -0.0535 0.2382 -0.0016 0.9730 0.0319 0.4967
LTV:>97% -0.0709 0.1062 -0.0584 0.1910 -0.0462 0.3026 -0.0681 0.1363
LTV Unknown -1.3318 <.0001 -1.3018 <.0001 -1.2403 <.0001 -1.2137 <.0001
UPB: $50,000 - $80,000 0.0550 0.4545 0.0777 0.2949 0.0504 0.4960 0.1248 0.0995
UPB: > $80,000 -0.0844 0.2409 -0.0307 0.6703 -0.0934 0.1978 0.0178 0.8145
Alpha Grades: A, B and C -15.2267 0.8775 -16.3107 0.9192 -16.3054 0.9195 -16.3209 0.9186
Alpha Grade E 0.0451 0.2896 0.0595 0.1678 0.0354 0.4140 0.0922 0.0383
Alpha Grade F -0.4791 <.0001 -0.5174 <.0001 -0.5637 <.0001 -0.5707 <.0001
Alpha Grade Unknown -14.9387 0.9932 -15.1631 0.9958 -15.0823 0.9958 -14.6411 0.9959
PTI -0.0005 0.4445 -0.0001 0.8796 -0.0001 0.9013 -0.0001 0.8484
ARM 0.1353 0.0213 0.0104 0.8626 0.0437 0.4687 -0.0291 0.6376
Purchase -0.1755 0.0501 -0.2571 0.0044 -0.2264 0.0123 -0.1953 0.0337
Borrower's Age 0.0034 0.0544 0.0022 0.2315 0.0023 0.1939 0.0029 0.1162
Separated Borrower -0.0424 0.7954 -0.0372 0.8237 -0.0434 0.7948 -0.0946 0.5750
Unmarried Borrower 0.0593 0.0907 0.0843 0.0175 0.0694 0.0513 0.0585 0.1075
Marital Status Unknown -0.4772 0.1817 -0.7078 0.0538 -0.3749 0.3163 -0.2958 0.4517
Black Borrower -0.3135 <.0001 -0.3163 <.0001 -0.3111 <.0001 -0.1829 0.0002
Hispanic Borrower -0.2922 <.0001 -0.2936 <.0001 -0.2988 <.0001 -0.1080 0.0512
Asian Borrower 0.1762 0.2291 0.1680 0.2594 0.1669 0.2634 0.1809 0.2306
Native American Borrower -0.0333 0.8871 -0.1152 0.6266 -0.1216 0.6055 -0.1153 0.6309
Other or Undisclosed Race -0.2755 <.0001 -0.2731 <.0001 -0.2943 <.0001 -0.2248 0.0015
First Time Homebuyer 0.0120 0.8030 -0.0048 0.9225 -0.0014 0.9768 0.0039 0.9373
Chase Manhattan 1.5443 <.0001 1.6392 <.0001 1.6618 <.0001 1.6325 <.0001
Countrywide
Cendant -0.6399 <.0001 -0.7349 <.0001 -0.7704 <.0001 -0.8169 <.0001
Other P-Servicer -4.1720 <.0001 -4.0906 <.0001 -4.1415 <.0001 -4.2077 <.0001
Servicer Score by Jurisdiction 0.0319 0.0106 0.0337 0.0078 0.0422 0.0009 -0.0001 0.9978
Servicer Score Unknown 0.0686 0.7703 0.0050 0.9831 0.0069 0.9768 -0.1585 0.5173
MSA Default Rate 0.1141 <.0001 0.0845 <.0001 0.0772 <.0001 0.1116 <.0001
AK 0.4910 0.1301
AL -0.5245 0.0018
AR 0.1646 0.3630
AZ -0.4135 0.0063
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Appendix A-3: Logistical Regression of Loan Selection into JV2003 versus Eligibles (Continued)

Model A Model B Model C Model D
CA -0.2029 0.1116
co 0.0140 0.9064
CT 0.1556 0.5808
DC -0.8535 0.1975
DE 0.4437 0.1422
GA -0.4363 0.0001
IA 0.7934 <.0001
ID -0.2092 0.3162
IL 0.0352 0.7550
IN 0.1072 0.4050
KS 0.2244 0.3015
KY 0.2512 0.1800
LA -0.1306 0.3649
MA 0.2059 0.4574
MD -0.0137 0.9199
ME 0.0291 0.9532
Ml -0.7587 <.0001
MN 0.2430 0.1523
MO -0.0038 0.9806
MS -0.5256 0.0182
MT 0.9245 0.0156
NC -0.1746 0.1595
ND 0.4096 0.5519
NE 0.7095 0.0096
NH -0.8503 0.2713
NJ 0.4517 0.0004
NM -0.3718 0.0513
NV -0.4578 0.0163
NY 0.2381 0.0749
OH 0.3206 0.0069
oK 0.5978 <.0001
OR 0.0791 0.6326
PA 0.1750 0.1339
PR -15.6548 0.9981
RI -0.5490 0.3994
sc -0.1913 0.2569
SD 0.5958 0.4824
TN -0.1935 0.1535
TX -0.7746 <.0001
uT 0.2021 0.1103
VA -0.2291 0.1767
Y/ -16.0952 0.9980
VT 0.4691 0.6964
WA 0.0844 0.4670
Wi 0.7428 <.0001
WV -15.7728 0.9893
WY 0.6673 0.2164
Intercept -1.9955 <.0001 -4.7655 <.0001 -5.2770 <.0001 -5.2145 <.0001
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Appendix A-4: Logistical Regression of Loan Selection into JV2003 versus Holdouts

Model A Model B Model C Model D

1if in JV2002 5,846 5,846 5,846 5,846
0if in Eliaible Sample 2,558 2,558 2,558 2,558

Intercept  Full Model Intercept  Full Model Intercept  Full Model Intercept  Full Model
-2Loag L 10329.0 8323.7 10329.0 8230.5 10329.0 8204.7 10329.0 8094.6
Percent Concordant 79.1 79.7 79.9 80.5
Explanatory Variables Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2 Coef. Pr>?2
Loan Age 0.0048 0.0005 -0.0098 <.0001 -0.0090 <.0001
Debenture Spread 0.4535 <.0001 0.6690 <.0001 0.6574 <.0001
Days in Foreclosure: 1 - 120 1.8973 <.0001 1.8392 <.0001 1.8852 <.0001 1.8322 <.0001
Days in Foreclosure: > 120 2.0370 <.0001 1.8921 <.0001 2.0184 <.0001 2.0160 <.0001
LTV: < 90% 0.0865 0.4317 0.0423 0.6978 0.1500 0.1766 0.1727 0.1233
LTV: 90 - 94% 0.0065 0.9287 -0.0231 0.7463 0.0588 0.4230 0.0731 0.3246
LTV:>97% -0.0205 0.7651 -0.0080 0.9082 -0.0004 0.9954 -0.0030 0.9661
LTV Unknown -1.4589 <.0001 -1.4518 <.0001 -1.3800 <.0001 -1.3134 <.0001
UPB: $50,000 - $80,000 0.0431 0.7235 0.0743 0.5431 0.0436 0.7209 0.0752 0.5449
UPB: > $80,000 -0.1170 0.3261 -0.0352 0.7666 -0.1082 0.3647 -0.0331 0.7896
Alpha Grades: A, B and C -16.1235 0.9315 -16.1669 0.9308 -16.1773 0.9309 -16.1917 0.9302
Alpha Grade E -0.0032 0.9634 0.0227 0.7449 -0.0167 0.8122 0.0087 0.9032
Alpha Grade F -0.8489 <.0001 -0.8297 <.0001 -0.8982 <.0001 -0.9057 <.0001
Alpha Grade Unknown
PTI 0.0003 0.7898 0.0005 0.6833 0.0005 0.6465 0.0005 0.6525
ARM 0.1450 0.1342 0.0505 0.6056 0.0859 0.3812 0.0350 0.7277
Purchase 0.0090 0.9486 -0.0765 0.5867 -0.0273 0.8472 -0.0151 0.9162
Borrower's Age 0.0023 0.4089 0.0008 0.7585 0.0010 0.7297 0.0022 0.4296
Separated Borrower -0.1899 0.4415 -0.1761 0.4801 -0.1800 0.4727 -0.1910 0.4520
Unmarried Borrower 0.0417 0.4524 0.0630 0.2581 0.0371 0.5075 0.0316 0.5793
Marital Status Unknown -0.1248 0.8543 -0.5613 0.3991 -0.1081 0.8717 -0.0529 0.9374
Black Borrower -0.1913 0.0088 -0.1904 0.0096 -0.1819 0.0136 -0.1470 0.0612
Hispanic Borrower -0.1971 0.0133 -0.1938 0.0155 -0.2007 0.0124 -0.0432 0.6141
Asian Borrower 0.2224 0.3570 0.2029 0.4036 0.1932 0.4276 0.2684 0.2749
Native American Borrower -0.2450 0.4761 -0.2624 0.4488 -0.3068 0.3758 -0.1687 0.6343
Other or Undisclosed Race -0.2063 0.0462 -0.2028 0.0509 -0.2277 0.0293 -0.1714 0.1080
First Time Homebuyer -0.0444 0.5625 -0.0564 0.4650 -0.0605 0.4338 -0.0387 0.6211
Chase Manhattan 0.7884 <.0001 0.8324 <.0001 0.8421 <.0001 0.8380 <.0001
Countrywide
Cendant -0.4316 0.0035 -0.4421 0.0028 -0.4635 0.0018 -0.5000 0.0012
Other P-Servicer -3.1587 0.0023 -3.2109 0.0019 -3.2642 0.0016 -3.5276 0.0008
Servicer Score by Jurisdiction 0.0226 0.2681 0.0167 0.4156 0.0259 0.2088 0.0091 0.7454
Servicer Score Unknown -0.1581 0.6278 -0.2204 0.5000 -0.2337 0.4738 -0.3125 0.3531
MSA Default Rate 0.0996 <.0001 0.0800 <.0001 0.0701 <.0001 0.0873 <.0001
AK 2.4053 0.0109
AL 0.0491 0.8446
AR 0.2801 0.3004

AZ 0.2160 0.3905
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Appendix A-4: Logistical Regression of Loan Selection into JV2003 versus Holdouts (Continued)

Model A Model B Model C Model D

CA -0.2382 0.2289
co 0.3585 0.0571
CT 0.4454 0.3730
DC -0.7353 0.3735
DE 0.4191 0.3661
GA 0.2590 0.1489
IA 0.5095 0.0544
ID 0.2737 0.4207
IL 0.2812 0.1259
IN 0.5154 0.0159
KS 0.2555 0.4281
KY 0.3089 0.2855
LA 0.0765 0.7379
MA 0.7584 0.1020
MD 0.1391 0.4981
ME -0.0083 0.9910
Ml -0.2478 0.2960
MN 0.8925 0.0019
MO 0.8967 0.0012
MS 0.2501 0.4913
MT 0.5884 0.2957
NC 0.3854 0.0445
ND 0.6935 0.5538
NE 0.9969 0.0252
NH -0.8475 0.3984
NJ 0.2987 0.1361
NM -0.2975 0.2870
NV -0.0644 0.8297
NY 0.4228 0.0504
OH 0.4490 0.0155
oK 0.3315 0.1390
OR -0.0228 0.9266
PA 0.3708 0.0485
PR

RI 0.1574 0.8746
sc 0.2891 0.2862
SD -0.2595 0.7853
TN 0.5547 0.0131
TX -0.1472 0.2943
uT 0.2608 0.1914
VA 0.3352 0.2031
Y/

VT 15.2927 0.9945
WA 0.0078 0.9653
Wi 0.6428 0.0156
w, -14.9144 0.9890
WY 1.2515 0.2863
Intercept 0.1689 0.4611 -1.6302 <.0001 -2.2963 <.0001 -2.6325 <.0001






