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Summary

e US homeowners’ total real estate equity
value exceeds $30 trillion ...

e ... but much of that is locked in due to
the rise in interest rates

e Second-lien mortgages allow home-
owners to unlock some of that home
equity value ...

e ... and offer attractive opportunities for
investors

Securing low mortgage rates in the years
before the Fed started to tighten policy is
one reason for the resilience of the US
economy.?

On the flip side, most home-owners are
effectively locked in as prevailing mortgage
rates are much higher than the effective

Unlocking home equity
values

interest rate they currently pay on their
outstanding mortgages (see Chart 1).

Chart 1: Mortgage interest rates
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We estimate that financing a similarly priced
home would increase debt-service payments
for existing homeowners by as much as 50%
depending on the interest rate and
remaining duration of the initial mortgage.
Not surprisingly, existing home sales have
dropped nearly 40% since the peak in 2021.3

Given our view that interest rates will stay
higher for longer, the lock-ins are likely to
prevail for some time. That means that a lot
of the home equity value is unlikely to be
used for home acquisitions, which impacts
both individual households as well as the
housing market and the economy as a whole.

More than $30 trillion of home equity

Based on the latest data from the Federal
Reserve, the aggregated value of
homeowners’ equity in real estate is around
$32.8 trillion, up 300% over the last twelve
years.*

In relative terms, the share of homeowners’
equity in household real estate has increased
by 25 percentage points since the financial
crisis to over 70% (see Chart 2).

Chart 2: Homeowners' equity in real estate
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That implies that the loan-to-value ratio of
outstanding mortgages has dropped below
30%. Relative to disposable income, the
share of homeowners’ equity in household
real estate has more than doubled over the
last twelve years and currently stands well
above the highs seen before the financial
crisis (see Chart 2, again).

Deleveraging has played an important role in
the rise of homeowners’ equity in real estate.
Following the financial crisis, household
mortgage debt fell for several years and rose
only modestly thereafter.®

Relative to disposable income, household
mortgage debt fell from the peak of nearly
150% during the financial crisis to less than
100%, which also helped push the debt-
service ratio to a historical low (see Chart 3).

Chart 3: Mortgage debt and payments
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Not a bubble

The other factor behind the rise of
homeowners’ equity in real estate is home-
price appreciation. Home values more than
doubled over the last 12 years, boosting its
share of disposable income to levels last
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seen in the years prior to the financial crisis
(see Chart 4).

Chart 4: Average home values
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The lofty valuation naturally triggers bubble
concerns and raises doubts whether the high
value of homeowners’ equity is sustainable.

In our view, however, a dangerous bubble
only emerges if high home valuations are
accompanied by an excessive rise in leverage
and housing construction.

Yet, as we pointed out before, leverage has
actually declined and housing construction
activity is not strong by past standards,
which is also reflected in low vacancy rates
(see Chart 5).

If housing was in a bubble, then Fed
tightening should have pricked it and
boosted mortgage delinquencies. That did
not happen: more than two years after the
Fed started to hike interest rates mortgage
delinquency rates are still below 1%.°

This resilience is also supported by the much
higher credit standards that have prevailed
since the financial crisis.®

ZAIS Opinion: Not a Solicitation or a Recommendation to Buy or Sell any Security.

Chart 5: Housing construction and vacancy
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Instead, we believe that high home values
result from a shortage of housing and firm
underlying demand. Indeed, our home price
model, which is based on demand and supply
factors, suggests that home prices will rise
around 3% annually over the next one to
two years.'? As a result, we expect
homeowners’ equity values to rise further.

The return of second-lien mortgages

The disparity between effective and
prevailing mortgage rates has made it very
difficult for homeowners to extract and use
existing home equity as a means of
facilitating new home purchases. However,
we see ample opportunity for homeowners
to use second-lien mortgages to fund
discretionary spending and to improve their
financial position by refinancing expensive
consumer debt balances.

Indeed, while consumer debt makes up
roughly a quarter of total household debt,
consumer debt-service payments account
for nearly 60% of total household debt-
service payments (see Chart 6 on next page).

Inversely, mortgage debt-service payments
account for just 40% of total household
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debt-service payments, while mortgage debt
makes up about three quarters of total
household debt.

Chart 6: Consumer debt and debt-service
payments
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The main reason for the difference between
mortgage and consumer debt and their
respective share of debt-service payments is
interest rates. The market lends at a
significantly lower rate on a secured versus
an unsecured basis. The discrepancy is most
striking between mortgage and credit-card
debt. The effective interest rate on all
outstanding credit card debt is currently
above 21% while the effective interest rate
on existing mortgages is less than 4%.14

Based on our calculations, a homeowner
whose property appreciated by at least 20%
since purchase and with a 30-year mortgage
for $400,000 at 3% could take out a 20-year
second-lien mortgage for $100,000 at 9%
and pay on the combined balance an
effective interest rate of around 4.7%.

We estimate that this would reduce the
overall interest rate on the total debt by up
to 2 percentage points if the homeowner
uses the second-lien mortgage to retire more
expensive consumer loans.

ZAIS Opinion: Not a Solicitation or a Recommendation to Buy or Sell any Security.

Of course, second-lien mortgages are not a
new concept. Home equity loans (HELOAN)
and home equity lines of credit (HELOC)
have been around for many years.*

Furthermore, the opportunity likely is
smaller than the aggregated figures suggest,
as home-owner and debt profiles vary
significantly across household, age and
income groups. Especially, the homeowner-
ship rate increases with income, while the
debt-service burden of consumer loans falls
with income.1®

Regulations on second-lien mortgages have
also been tightened since the financial crisis,
and tax incentives, such as the ability to
deduct interest payments on second-lien
mortgages, have been reduced.?’ Still, we
expect that the demand for second-lien
mortgages will rise if, as we expect, interest
rates stay higher for longer.

Attractive investment opportunities

The FHFA recently provided conditional
approval for a pilot program that will allow
Freddie Mac to purchase second-lien
mortgages subject to certain limitations for a
total of $2.5 billion.*®

We believe this is a good development for
the market. On the one hand, having Freddie
Mac as a reliable purchaser of second-lien
mortgages should incentivize more high-
quality origination of such product. On the
other hand, with an initial cap of $2.5 billion,
which we think is a small percentage of the
potential size of issuance, there should not
be a big crowding out of private capital.

There are various options for investors to
enter the second-lien mortgage market, such
as closed end second-lien mortgages.

In our view, second-lien mortgage products
offer investors compelling and diversified
returns relative to competing loan and
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securitization products. Given the high
creditworthiness of the borrowers, the built-
up home price appreciation and still
relatively low combined leverage, we think
second-lien mortgage products can provide
strong returns relative to the risk.
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Important Information

Confidentiality

The information presented herein has been
prepared and provided by and is confidential and
proprietary to ZAIS Group, LLC, ZAIS Group (UK)
Limited and their affiliates and subsidiaries
(collectively, “ZAlS"). Accordingly, this material is
not to be reproduced in whole or in part or used
for any purpose except as authorized by ZAlS, is
to be treated as strictly confidential and is not to
be disclosed directly or indirectly to any party
other than the recipient. By accepting receipt of
this document, the recipient agrees to comply
with this restriction and confirms its
understanding of the limitations set forth in
these disclaimers.

Source of Information

Unless otherwise noted, the source of
information for the charts, graphs, and other
materials contained herein is ZAIS. The charts,
tables, and graphs contained in this document
are not intended to be used to assist the reader
in determining which securities to buy or sell or
when to buy or sell securities. Additional
information is available upon request.

Nature of Information Provided

This information has been prepared solely for
informational purposes and is not an offer to buy
or sell or a solicitation of an offer to buy or sell
any security or instrument or to participate in
any trading strategy which may or may not be
made available. Any such offer of securities
would, if made, be made pursuant to definitive
final private offering documents, which would
contain material information not contained
herein (including certain risks) or material that
differs from the information contained herein
and to which current and prospective investors
are referred. Any decision to invest should be
made solely in reliance upon such private
offering documents. In the event of any such
offering, this information shall be deemed
superseded, amended and supplemented in its
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entirety by such private offering documents.
Information contained herein does not purport
to be complete and is subject to the same
qualifications and assumptions, and should be
considered by investors only in the light of the
same warnings, lack of assurances and
representations and other precautionary matters,
as disclosed in an applicable private offering
memorandum and subscription agreement. No
representation or warranty can be given with
respect to the terms of any offer of securities
conforming to the terms hereof. There is no
guarantee that the strategies set forth herein will
be successful. The information should only be
considered current as at the date specified
herein and is subject to change at any time and
without notice. Statements made herein that are
not attributed to a third party source reflect the
views and opinions of ZAIS.

Opinions

Certain information contained herein represents
ZAlS's current reasonable opinion and is based
on unaudited and forecast figures which have
been derived from multiple sources and have not
been subject to specific due diligence. The
information has been provided in good faith but
is not guaranteed and is subject to uncertainties
beyond ZAlIS's control and should not be relied
upon for the purposes of any investment
decision. ZAIS makes no representations or
warranties and accepts no liability whether in
contract, tort or otherwise for (1) the information
not being full and complete, (2) the accuracy of
any opinion, (3) the basis on which any
comparison has been drawn or the facts selected
to make such comparison and (4) the
assumptions underlying any opinions. ZAIS does
not undertake to update its opinions. No opinion
of this nature can be, and this information does
not purport to be, full, complete, comprehensive
or to contain all relevant information. Statements
made herein that are not attributed to a third
party source reflect the views and opinions of
ZAIS.
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Forward-Looking Statements

These materials may contain statements that are
not purely historical in nature but are “forward-
looking statements”. In some cases, you can
identify forward-looking statements by terms
such as “anticipate,” “believe,” “could,”
“estimate,” “expect,” “intend,” “may,” “plan,”
“potential,” “should” and “would” or the negative
of these terms or other comparable terminology.
These forward-looking statements include,
among other things, projections, forecasts,
estimates or hypothetical calculations with
respect to income, yield or return, future
performance targets, sample or pro forma
portfolio structures or portfolio composition,
scenario analysis, specific investment strategies
or proposed or pro forma levels of diversification
or sector investment. These forward-looking
statements are based upon certain assumptions,
some of which are described herein. Prospective
investors are cautioned not to place undue
reliance on such statements. No representation
is made by ZAIS as to the accuracy, validity or
relevance of any such forward-looking statement
and the recipient agrees it is solely responsible
for gathering its own information and
undertaking its own projections, forecasts,
estimates and hypothetical calculations. Actual
events are difficult to predict, are beyond ZAIS'’s
control, and may substantially differ from those
assumed. All forward-looking statements
included herein are based on information
available on the date hereof or such date
specified and ZAIS does not assume any duty to
update any forward-looking statement contained
herein. Some important factors which could
cause actual results to differ materially from
those in any forward-looking statements include,
among others, the actual composition of the
investment portfolio, any defaults to the
investments, the timing of any defaults and
subsequent recoveries, changes in interest rates,
changes in currency rates and any weakening of
the specific obligations included in the portfolio.
Accordingly, there can be no assurance that
estimated returns or projections can be realized,
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that forward-looking statements will materialize
or that actual returns or results will not be
materially lower or higher than those presented.
The value of any investment, and the income
from it, may fall as well as rise. Accordingly, there
can be no assurances that an investor will
receive back all or any of the original capital
invested. Further, the eligible investments may
be leveraged and the portfolio of eligible
investments may lack diversification thereby
increasing the risk of loss.

ZAIS Group (UK) Limited

ZAIS Group (UK) Limited is a company registered
in England with number 08908933 and whose
registered office is c/o Dixon Wilson, 22
Chancery Lane, London WC2A 1LS, United
Kingdom. ZAIS Group (UK) Limited is an
appointed representative of Infinity Asset
Management LLP, which is authorized and
regulated by the Financial Conduct Authority in
the United Kingdom. ZAIS Group (UK) Limited’s
status as an appointed representative of Infinity
Asset Management LLP does not imply a certain
level of skill or training. Investors will not benefit
from the rules and regulations made under the
Financial Services and Markets Act 2000 for the
protection of investors, nor from the Financial
Services Compensation Scheme in the United
Kingdom. Nothing herein excludes any liability
which ZAIS is not permitted to exclude by
applicable law.

Regulatory Registrations and Authorizations

ZAIS Group, LLC's registrations with the
Securities and Exchange Commission (the “SEC")
and the Commodity Futures Trading Commission
(the “CFTC"), and ZAIS Group (UK) Limited’s
status as an appointed representative of Infinity
Asset Management LLP (which is authorized by
the United Kingdom’s Financial Conduct
Authority (“FCA"), does not imply a certain level
of skill or training.
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