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pMI | RISK INDEX i By David W. Berson, Ph.D., Chief Economist and Strategist, The PMI Group, Inc.

Economic Trends in PMI's Economics & Strategy Department works continually to improve the

the Nation’s MSAs
forecasting accuracy of our U.S. Market Risk Index. Sometimes these changes
MSA Comparison Tables
are small, but at other times they are more significant — as they are with this

PMI U.S. Market i
Risk Index Model quarter’s release of the Risk Index. We have made a number of changes to the

Geographic Distribution model in order to make this PMI’s most robust Risk Index yet.

of House Price Risk

Speoifically, two changes to the under-  the repeat-transaction home price index
lying model accounted for the bulk of  from the firm Loan Performance (LP, a divi-
DAVID W. BERSON, Ph.D. the enhancements to the Risk Index. First,  sion of First American Corelogic, Inc.) for
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THE PMI GROUP. INC. in order to get more accurate readings on  that produced by the Federal Housing
MSA-level home values, we substituted  Finance Agency (FHFA, formerly the Office
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FIGURE 1:|] REFINANCINGS HAVE BIASED HOME VALUES UPWARD RECENTLY
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Model Changes

(continued from page 2)

Based on the historical record of the number of MSAs with
price declines in the following two years, the new ranges are a
better reflection of the description of the risk categories. For
example, MSAs with a Risk Index in the range of 20-30 weren't
very likely to see house price declines, so were more accurately
placed in the “low" risk category than the “moderate” risk
category — hence the expansion of the “low"” category to 10-30
from 10-20.

Although we made a few other minor technical modifications to
the underlying models that aren’t detailed here, the changes to
the Risk Index primarily result from the two items discussed
above. As we discover additional data that pertain to future
house price behavior, we may make further changes to the

structure of the models that determine the Risk Index. At this
point, however, with the current data the Risk Index is as
accurate as we believe possible.

Figure 2 shows the historical accuracy of the Risk Index, based
on our latest specification. To assess model accuracy, we gen-
erated all quarterly MSA risk scores between the first quarter of
1985 and the third quarter of 2006 using the new model frame-
work — resulting in 27,395 observations. Segmenting this data
into deciles, the percentage of MSAs that actually had lower
prices two years later are shown by the bars in the chart. It's
clear from these results that the new Risk Index has yielded
consistently accurate results over the past 20 years, as the bars
are close to the 45 degree line that indicates perfect results. ¢

FIGURE 2: | HISTORICAL ACCURACY RATE OF THE PMI RISK INDEX
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Trends in the Nation's MSAs
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risk scores in Massachusetts and Maryland. Overall, however,
the effect of higher foreclosure rates on risk scores was sub-
stantially less in the East than it was in the Midwest.

Florida and California MSAs continued to have some of the
highest risk scores, on average, in the nation during the third
quarter. In Florida, risk continued to increase most in the northern
portion of the state, primarily in response to higher rates of
unemployment. Fort Walton Beach, Gainesville, and
Tallahassee all had risk score increases of between 19-27
percentage points in the third quarter. As a result, we classify all
of Florida’s 20 MISAs as having a high probability of lower house
prices in two years relative to today's prices. The average prob-
ability of lower prices in two years for all of Florida’s MSAs
climbed to 96 in the third quarter, compared with an average of
90 in the second quarter.

California is seeing a growing divergence in risk paths between
regions in the state. The outlook for price declines is substantially
higher in the southern and central regions of the state than in
the northern MSAs. The greatest probability of decline is in the
Central Valley MSAs of Bakersfield and Stockton, with risk
scores of 98.1 for both. San Diego and Oxnard have the highest
risk scores in the south, at 95.7 and 95.5, respectively. Due
primarily to lower rates of foreclosure, San Francisco and
San Jose have much lower risk scores than the rest of the
state, at 19.5 and 30.9, respectively. Nevertheless, all of
California’s MISAs are seeing upward pressure on risk scores in
response to rising rates of unemployment. This trend increased
average risk scores in the state by approximately 11 percentage
points in the third quarter.

Trends in Home Price Appreciation

There was a significant increase in the percentage of MSAs seeing
declines in their annual rate of house price appreciation relative
to a year earlier. Across all 381 MSAs, 67 percent had negative
rates of house price appreciation over the past twelve months.
This was almost twice as high as the same quarter in 2008,
when only 35 percent saw annual declines. According to the
Loan Performance (LP) House Price Index (HPI), for the twelve
months ending in September, price growth remained weakest in
California, Florida, Nevada, and Arizona. Over this period,
price declines in California MSAs averaged 24.9 percent,
Florida MSAs averaged a 16.6 percent drop, Nevada averaged
an 18.6 percent decline, and Arizona averaged a 13.6 percent
decline. On the other end of the spectrum, Texas continued to
have increases in house prices, as the economic downturn has
been less severe there and the magnitude of the housing prob-
lems facing the country (including, for example, the oversupply of
homes for sale) has been less in the Loan Star State. Texas MISAs
averaged a 2.8 percent increase in prices for the twelve months
ending in September. Only five of the state’s 26 MSAs had a
decline in prices over that period, with the largest decline occur-
ring in Wichita Falls at 3.0 percent.

Trends in Housing Affordability

Housing affordability was little changed in the third quarter from
the second, mostly from a slowing in personal income growth in
response to rising unemployment rates as the recession deep-
ened. Moreover, mortgage rates were higher in most of the third
quarter as the credit crunch worsened. PMl's proprietary
Affordability Index measures how affordable homes are today in
a given MSA relative to a baseline of 1995. An Affordability Index

(continued on page 10)




Trends in the Nation's MSAs
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score exceeding 100 indicates that homes have become more
affordable; a score below 100 means they are less affordable.

For all 381 MSAs, the weighted average Affordability Index reading
was 114.5 in the third quarter, compared with the second quarter
reading of 115.5. Across the nation, 62 percent of the MSAs
showed marginally lower affordability. Affordability improved
slightly, however, in 59 percent of the 100 MSAs ranked in the
two highest risk classifications, mostly in response to sharply
falling house prices — which averaged 14.0 percent, far exceeding
the decline in income growth over the period.

Trends in Employment

Unemployment rates are increasing rapidly across the nation.
Across all 381 MSAs, unemployment rates averaged 5.97 per-
cent in the third quarter compared with 5.24 percent in the second
quarter, and 5.04 percent in the first quarter.

While the states most affected by the housing recession all are
seeing rising rates of unemployment, it is also rising broadly
across the majority of the nation's MSAs as the current recession
both broadens and deepens. Michigan, primarily a manufacturing
state, continued to lead the nation with an 8.7 percent unemploy-
ment rate in the third quarter, followed closely by Rhode Island,
both a manufacturing and financial services state, at 8.4 percent.
Even highly diversified California is seeing a substantial rise in its
unemployment rate — climbing from 5.93 percent in the first
quarter to 7.60 percent in the third.

Conclusion

PMI's Risk Index increased substantially in the third quarter of
2008 as the nation had further house price declines, high fore-
closure rates, and rising rates of unemployment. With the
recession continuing, higher unemployment rates and rising
foreclosure rates will put additional upward pressure on risk.
Offsetting this (to some extent) will be further increases in
affordability, as declining mortgage rates and house prices raise
affordability by more than slower income growth lowers it. On
balance, it is likely that the Risk Index will rise further in many
MSAs in coming quarters. ¢






