STRUCTURED
FINANCE
ASSOCIATION

SFA Research Corner
Tracking the Rise of the Cash-out Refi and

Market Trends

September 29, 2022

X Elen Callahan
Head of Research
. 2035120503

X Jessica Steele
Research Analyst

RMBS Market Update — Tracking the Rise of the Cash-out Refi and Market Trends . 2028474557

The 2020 mortgage refinancing boom, that was spurred on by the then record-low mortgage rates and robust house
price appreciation, has slowed to a trickle according to Black Knight’s latest Mortgage Monitor. As mortgage rates climb
to levels not seen since 2008, total refi activity has dropped to just over 600,000 loans in Q2 2022 from over 2.5 million
loans in Q1 2021. We take a look at this development below, particularly how the cash-out segment has flowed through
to RMBS.

Of the loans refinanced in Q2 almost all (90%) have been a cash-out refi. For these loans, homeowners paid off their
existing mortgage with a larger loan, cashing out the difference to use at their discretion. Common uses of cash-out
refi’s have been home improvement, debt consolidation or, as was the case during the pandemic, to pad out savings.
More recently, cash-out refi’s have also been used to facilitated divorce settlements. For a conventional cash-out refi,
mortgage lenders typically allow a loan of up to 80% of the home’s value, maintaining at least 20% of equity in the
home.

| First Lien Refinance Activity Continued to Slide in Q2 as Share of Cash-out Refi Rose
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Black Knight’s data also shows that a record share of homeowners (86%) taking out cash-out refi’s are paying a higher
interest rate (+1.3%) than their original loan. Cash-out refi’s are typically more prevalent than term refi when interest
rates are climbing higher as the driving incentive for these loans is to extract equity, according to the Urban Institute.

Correspondingly, cash-out refi’s have risen in RMBS pools. According to data from KBRA, on average, 29% of the loans
backing 2022 non-agency RMBS deals are cash-out refi loans. This is 66% more than the average recorded 5 years ago
and 7x more than the average in 2010.

| Cash-out Refi Loans Rising in Non-Agency RMBS | Trends for Prime Refinancings
(as % of pool)
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High levels of cash-out refi’s, and other products that depend on tapping a home’s equity, such as home equity lines of
credit (HELOC), were thought to play a part in the 2008 housing financial crisis. When home prices dropped, many
borrowers found themselves with little, no, or negative equity, contributing to the period’s high-level of defaults.

While the volume of cash-out refi’s is worth following, fundamentals remain sound. Firstly, today’s market is
characterized by tighter, more responsible lending practices. According to the Federal Reserve, loans being originated
today are being made to higher credit borrowers — more than 70% of mortgages originated in the last two years were
to borrowers with credit scores over 760, compared to 38% between 2003-06. Moreover, the use of cash-out refi’s is still
muted. The average equity cashed out stood at 14% in 2021 compared to over 22% in in 2007, according to data from
Freddie Mac, and overall cash extracted in 2021 was near $250 billion, less than 60% of the total amount cashed

out in 2006.
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RMBS Market Trends

Non-Agency RMBS Year-to-Date Issuance I Bid-Ask RMBS Secondary Market Spreads

$125 billion, 20% Short of 2021 Level
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