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INSURANCE

Q12014 US Mortgage Insurance Earnings Comment

A Profitable Quarter for All as the Public
Release of GSE New Requirements Nears

All Moody’s rated US mortgage insurers (Mls) reported profits in Q1 2014 for the first time
since early 2007, helped by continued reduction in incurred losses. New insurance written
declined again this quarter, as the increase in MI shares related to the FHA was not enough to
offset very low overall mortgage origination. The MIs also continued to broaden their credit
box by insuring some slightly weaker credit quality loans previously insured by the FHA. The
market seems to anticipate the new GSE criteria to be released to the public in the second
quarter. It is unclear, however, if or how much additional capital the MIs will need to be
compliant with the new criteria.

Highlights of earnings and other operating trends in Q1 2014:

All Moody’s rated US MIs reported profits in Q1 2014, a first since the financial crisis.
The MIs are on track for continued earnings improvement. Adjusted pre-tax operating
income for the cohort increased to $349 million $53 million in Q1 2013. The cohort’s
average combined ratio also declined further. The improvement was driven primarily by
47% lower incurred losses from last quarter, mainly the result of a decrease in new
delinquencies also helped by favorable seasonal trend in the first quarter. Some MIs
refined their reserves, but changes were modest.

NIW down again on historically low mortgage originations. The cohort’s new insurance
written (NIW) for the quarter declined further in Q1 2014, down by 26% year over year
and by 25% from the last quarter. The decrease is largely attributable to a historically low
mortgage origination volume as a result of 1) lower refinance volume in light of higher
interest rates and still tight underwriting standards, and 2) to a lesser extent the cold winter
in some states may have delayed property listings and purchases.

MIs continue to broaden their underwriting standards. . As in previous quarters, we
observed minor deteriorations in credit quality of NIW as reflected in slight greater
concentration in higher LTV and lower FICO buckets, because the private MIs continue
to broaden their underwriting standards to include more business previously written by the
FHA. The weaker credit quality was moderated by higher premium rates for weaker loans.
Following some cuts last quarter, pricing remained stable this quarter.
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A few broad industry themes worth watching for:

»  The new GSE requirements may be released in the second quarter. We expect the release to
clarify the greatest near term uncertainty faced by the sector. It is unclear if or how much
additional capital the MIs will need to be compliant, but several MIs have been improving their
capital profile by entering third party reinsurance agreements and raising capital. We anticipate
that the GSEs will give the MIs some time to become compliant.

»  Housing reform Johnson-Crapo Bill and the FHFA’s 2014 plan are good for MlIs but significant
uncertainty remains.' A draft of the bill was published in March and passed by the Senate
Banking Committee in May this year, but significant uncertainty remains regarding the provisions
and implementation of the bill. Should it become law, it would be credit positive for the Mls, as it
explicitly recognizes private MI as credit enhancement of high loan-to-value (LTV) loans in a post
GSE world, and sets required coverage levels for various LTV buckets. In addition, the draft bill
presents potential new business opportunities for mortgage insurers as eligible guarantors. In
addition, the US Federal Housing finance Agency (FHFA) presented its 2014 plan for the GSEs
in May, and signaled a shift in emphasis to expanding access to mortgage credit, which is credit
positive for US mortgage insurers.

»  Radian acquire to Clayton to broaden franchise. This $305 million purchase is the first
acquisition in the MI sector since the financial crisis, as Radian tries to position itself for the
future mortgage market.

EXHIBIT 1
Adjusted Ml Segment Profitability
Essent Genworth MGIC Radian* United Guaranty

(Baa2, Stable) (Ba1, Positive) (Ba3, Stable) (Ba2 Positive) (Baa1, Stable) Aggregate for Cohort
$ Millions Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 % Change
New Insurance Written 3,631 4,322 3,900 4,700 5,200 6,500 6,807 10,905 7,745 10,658 27,283 37,085 -26.4%
Net Premiums Written 52 33 144 135 218 249 213 217 231 246 858 880 NA
Net Premiums Earned 45 21 137 134 214 247 199 183 213 194 808 779 3.7%
Claims & Claims Adjustment ) )  (63) (84) (117) (265  (50)  (131)  (118)  (131) (349) (611) -42.9%
Expense
Underwriting Expenses (23) (15 (35) (40)  (39) (50)  (50) (48)  (54) (56)  (201)  (208)  -3.4%
Underwriting Income/(Loss) 20 6 39 10 57 (68) 99 4 41 7 257 (40) 735.4%
Other Income 1 1 - 1 1 3 1 2 - - 3 6 -56.6%
Net Investment Income 2 1 18 19 20 18 14 15 35 34 89 87 2.2%
Pre-Tax Operating Income 23 7 57 30 78 (47) 15 21 76 11 349 53  559.2%
Net Investment Gain/(Loss) 0 0 - - (0) 1 - (5) 1 3 1 (1) 259.9%
Earnings Before Interest and 23 7 57 30 78 (45) 115 (16) 77 44 350 52 570.6%
Tax (EBIT)

For purposes of consistency, the expense ratio is calculated as UW Exp/NPW and may differ to amounts reported by companies (for example, UGRIC calculates Exp Ratio using NPE)

* Adjusted

For research publications that
reference Credit Ratings, please see
the ratings tab on the issuer/entity
page on www.moodys.com for the
most updated Credit Rating Action
information and rating history.

! “US Mortgage Insurers Will Benefit from Plans to Expand Access to Mortgage Credit,” Sector Comment, 19 May 2014.
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All Rated MIs Reported Profits, a First Since the Financial Crisis

All Moody’s rated US Mortgage Insurers (MlIs) reported profits in Q1 2014. The MIs are on track for
continued earnings improvement. Adjusted pre-tax operating income for the cohort increased to $349
million $53 million in Q1 2013. The cohort’s average combined ratio also declined further.

Incurred losses for the cohort declined by approximately 47% over Q4 2013 (Exhibit 2), driven
primarily by lower levels of reported new delinquencies and helped by favorable seasonal trends. The
key contributors to the trend remain the improved US housing fundamentals, good performance of
the loans under HAMP and HARP programs, and burnout of the legacy books. While several MIs
with large legacy book continue to be cash flow negative, the situation is improving as paid claims
continue to decline.

Direction of changes to reserving was mixed this quarter. MGIC and Radian reported favorable
developments of $30 million and $28 million, respectively. MGIC indicated a better cure rate, while
Radian saw a slightly lower roll to claim rate and a modest improvement in severity in Q1 2014.
Genworth US MI, on the other hand, strengthened its reserves modestly, reflecting higher severity
expectations, primarily for late stage delinquencies, driven in large part by the extension of the
foreclosure timeline. This was partially offset by a reduction in the company’s frequency expectations
for early stage delinquencies to a roll to claim rate of approximately one out of every six new
delinquencies. Genworth’s reserve strengthening had a modest net unfavorable impact of
approximately $11 million after tax in the first quarter.

EXHIBIT 2
New Delinquencies and Incurred Losses for Cohort
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Source: Issuers’ public financial reports

NIW Down Again on Lower Mortgage Originations

The cohort’s new insurance written (NIW) for the quarter declined further in Q1 2014, down by 26%
year over year and by 25% from the last quarter. The decrease in originations is attributable to lower
refinancing activity, which dropped-off as mortgage interest rates jumped during the later part of last
year (Exhibit 3). In addition, for some states, the harsh winter may have delayed homeowners listing
and sale of their properties. While interest rates remain well below historical levels, we believe that
many borrowers who were eligible to refinance have already done so. Incidentally, Freddie Mac
reported an uptick in cash-out refinances since the fourth quarter of 2013 which went up slightly again
in Q1 2014, and we could see more cash-out refinances as home prices continue to improve.
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Partly moderating the lower mortgage origination volume is that the private MI industry has regained
some market share from the Federal Housing Administration (FHA). However, the recent
announcement from the FHA to reduce premiums may negatively affect the private MI share gains.
The private mortgage insurers, in 2013, increased their market share? relative to the FHA to 50% as of

1Q 2014 (Exhibit 4).

In addition, purchase originations also grew significantly (Exhibit 3). In addition, MIs’ penetration is
generally higher for purchase mortgages than refinances. As a result, NIW for purchase mortgage is
increasingly a bigger part of MIs’ new business.

EXHIBIT 3 EXHIBIT 4
Sharp drop in refinancing as interest rates rise Private Ml gained share from FHA
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Pricing Held Steady; Minor Decline in Loan Credit Quality

There were no announced price cuts this quarter. Four MIs, MGIC, Radian, Genworth and Essent,
announced rate reduction in the second half of 2013.

The overwhelming majority of new business continues to be written on prime mortgages, with
borrowers of very high credit quality, and generally high down-payments on their mortgages.
However, we continue to see modest erosion of credit characteristics of MIs’ NIW. Exhibit 5 shows a
slight declining concentration in the highest FICO bucket, and a slight pickup in the LTV 90-95%
bucket. The change is primarily related to a combination of the private Mls picking up an increasing
share of mortgages previously insured by the FHA, and some loosening of still very tight underwriting
standards. We believe that the trend will continue as the MIs become more comfortable with a wider
range of loan credit profiles and as their own credit profiles improve.

The minor deterioration in credit quality, and higher related revenues, is not cause for concern at this
stage, but rather signifies a return to a more normalized underwriting environment.

2 Market excluding VA and private MI HARP originations
e
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EXHIBIT 5

Credit Quality (Only MGIC, Radian & Essent include credit characteristics of NIW in public disclosures)

MGIC Radian Essent

Q12014 Q42013 Q32013 Q12014 Q42013 Q32013 Q12014 Q42013 Q42012

% FICO >700 86.0% 88.0% 91.0% FICO >740 63.8% 65.7% 69.3% FICO >740 62.0% 64.9% 75.2%
Weighted Avg FICO 751 753 757 FICO 680-739 30.0% 28.9% 26.5% FICO 680-739 33.8% 32.2% 23.7%
FICO 620-679 6.20% 5.40% 4.20% FICO 620-679 4.20% 2.90% 1.10%

LTV >95% 2.0% 5.7% 4.8% LTV >95% 0.9% 3.4% 3.1% LTV >95% 0.8% 3.0% 0.5%
LTV 90-95% 54.9% 52.5% 50.8% LTV 90-95% 51.8% 48.7% 483% LTV 90-95% 53.0% 52.4% 44.4%
LTV <90% 43.0% 41.8% 44.4% LTV <90% 47.3% 47.9% 48.6% LTV <90% 46.2% 44.6% 55.1%

Source: Issuers’ public financial reports

Industry Awaits Revised GSE Eligibility Criteria

The revised GSE eligibility criteria may be released to the public, sometime in the second quarter. The
MIs continue to prepare themselves for potential higher capital requirements by the GSEs.

Genworth priced a partial initial public offering of 34% of the Australian mortgage insurance business
on 15 May 2014. The firm indicated the gross proceeds, ranging $535 million to $486 million, may
be used to ensure its business operations, including supporting US MI to remain appropriately
capitalized in light of the pending new GSE eligibility requirements. In addition, Genworth said the
proceeds may be used to accelerate its holding company deleveraging goals. To help support its US MI
operations, in the fourth quarter of last year, Genworth put $100 million in its US MI operations and
kept $300 million parked at GMICQO’s direct holding company to be deployed to support the MI
operations if needed.

Radian reported that they have requested the approval from the New York State Department of
Financial Services for an extraordinary dividend to be paid to Radian Guaranty from its subsidiary
Radian Asset. An extraordinary dividend would improve Radian Guaranty’s liquidity and possibly
capital profile relative to GSE requirements. The new GSE criteria may impose material capital
haircuts on affiliated holdings, which are significant for Genworth US MI and Radian Guaranty.

The MIs will likely have an extended time period to adapt. It is yet to be seen to what extent new
capital might be needed, or the MIs may get there organically as they continue to grow earnings while
legacy book runs off further.

Radian to Acquire Clayton to Broaden Franchise

Radian announced in May the acquisition of Clayton Holdings LLC, a provider of outsourcing
services to the mortgage industry. It is the first acquisition in the MI sector as Radian tries to position
itself for the future mortgage market.

The purchase consideration of $305 million, payable in cash, will be financed through public issuances
of debt and equity. The acquisition provides a good opportunity for Radian to expand its franchise
beyond its core mortgage insurance business, while remaining within its field of expertise. However,
the contribution of capital, albeit newly raised, to non-core operations, while Radian's ability to meet
the capital requirements under the new GSE eligibility criteria remain unknown, presents a distinct
risk.
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Appendix: Comparative Financial Data and Metrics

Essent Genworth MGIC Radian* United Guaranty
(Baa2, Stable) (Ba1, Positive) (Ba3, Stable) (Ba2 Positive) (Baa1, Stable) Aggregate for Cohort
$ Millions Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 Q12014 Q12013 % Change
New/Book NM NM 48% 42% 49% 36% 62% 48% 1% 52% 57% 45% 28.6%
Legacy/Book NM NM 52% 58% 51% 64% 38% 52% 29% 48% 43% 55% -23.1%
Loss Ratio 2.0 3.4 46.0 62.0 57.2 107.8 24.7 721 55.4 67.5 43.2 784 -44.9%
Exp Ratio** 449 44.8 243 29.6 18.1 20.1 23.3 21.9 23.4 22.8 24.4 271 -10.0%
Combined Ratio 46.9 48.2 70.3 91.6 753 127.9 51.6 107.8 78.8 90.3 67.6 1055 -35.9%

Primary delinquency ratio 0.1% 0.1% 7.4% 9.7% 9.7% 12.8% 6.3% 10.9% 53% 7.9% 5.8% 83% -30.3%
Persistency (12 mo) 87.9% 809% 850% 80.0% 811% 787% 823% 809% 821% 76.0% 826% 789% 4.7%
Statutory Risk-to-Capital 16.1:1 NA 1871 2421 153:1 2041 19.2.1  18.6:1 NA  17.91 NA NA NA

* Adjusted. For purposes of consistency, the expense ratio is calculated as UW Exp/NPW and may differ to amounts reported by companies (for example, UGRIC calculates Exp Ratio using NPE)
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Moody's Related Research

Industry Outlook:
»  US Mortgage Insurers: Positive Outlook, June 2013(154801)

Credit Opinions:

»  Essent Guaranty, Inc.

»  Genworth Mortgage Insurance Corporation

»  Mortgage Guaranty Insurance Corp.

»  Radian Guaranty Inc.

»  United Guaranty Residential Insurance Co.

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of
this report and that more recent reports may be available. All research may not be available to all clients.

Rate this Research
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