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Mortgage Insurers - US

2Q 2018: Strong performance in line with
positive outlook
Summary
U.S. private mortgage insurers (PMIs) reported strong results in the second quarter of 2018,
reflecting growth in new production, earned premiums from high-quality recent vintage
business and lower incurred losses. Although mortgage rates have begun trending higher
and housing affordability lower, we believe credit fundamentals will remain positive for the
sector, and likely drive healthy performance through the second half of the year.

Macroeconomic conditions generally favorable for PMIs, but rising interest rates
and housing affordability concerns could be challenging. Macroeconomic conditions
remain supportive of strong U.S. housing market fundamentals. These trends, which include
rising economic growth, higher home prices and low unemployment, are favorable for
mortgage credit and PMIs. Mortgage rates, which trended higher in Q2 2018, and decreasing
affordability create potential challenges for PMIs. Still, rates remain low by historical
standards.

New business volume rises in Q2. In Q2 2018, PMIs produced about $80.3 billion of
new insurance written (NIW), up 14% from Q2 2017. For the first half of 2018, NIW totaled
$138.8 billion while production was also up 14% on the year.

Premium rate cuts highlight competitive pressure. In April 2018, MGIC (senior Ba2)
reduced its premium rates on its most popular policies by about 11%, effective June 2018.
Competitors, inspired by corporate tax cuts, then cut rates themselves, essentially wiping out
gains from the tax cuts. Given the current high persistency rates and expected ordinary loan
amortization profiles, we do not expect the new lower premium rate business to become a
majority of in-force business for several years.

GSE pilot programs signal potential changes in industry dynamics. In March 2018,
Arch Capital Group (ACGL, senior Baa1 stable) and Freddie Mac (FMCC, senior Aaa stable)
announced a new risk transfer pilot program, IMAGIN (Integrated Mortgage Insurance)
through a newly formed Arch subsidiary that will cede 100% of the risk exposure to multiline
reinsurers as an alternative to traditional mortgage insurance. A few months later, in July,
Fannie Mae (FNMA, senior Aaa stable) announced a pilot program for enterprise paid
mortgage insurance (EPMI). Both programs effectively serve as substitutes for single premium
MI policies and highlight the evolution of the mortgage risk transfer market.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1137524
US%20private%20mortgage%20insurers%20(PMIs)%20reported%20impressive%20results%20during%20Q2%202018,%20reflecting%20growth%20in%20new%20production%20and%20earned%20premiums%20from%20high-quality%20recent%20vintage%20business,%20as%20well%20as%20continuing%20decreases%20in%20incurred%20losses.%20Although%20mortgage%20rates%20have%20begun%20to%20trend%20higher%20and%20housing%20affordability%20lower,%20we%20believe%20credit%20fundamentals%20will%20remain%20positive%20for%20the%20sector,%20and%20will%20likely%20drive%20strong%20performance%20through%20the%20second%20half%20of%20the%20year.
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Macroeconomic conditions remain favorable for PMIs
Macroeconomic conditions remain supportive for strong U.S. housing market fundamentals. These trends, which include increasing
economic growth, rising home prices and a strong U.S. labor market with low unemployment rates, continue to be favorable for
mortgage credit and PMIs. While mortgage interest rates have trended higher in 2018 (Exhibit 2), they remain low by historical
standards and strong demand from first-time homebuyers will stimulate purchase originations, which have historically created the bulk
of demand for mortgage insurance. However, supply constraints in the housing market may temper growth in purchase originations.

Exhibit 1

U.S. economic growth poised to accelerate, before moderating in 2019
Change in U.S. gross domestic product (Seasonally Adjusted Annual Rate)
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[1] Moody's Analytics forecast for Q3 2018 to Q2 2020
[2] Percent change from quarter one year ago
Sources: U.S. Bureau of Economic Analysis, Moody’s Analytics forecast

Exhibit 2

Conforming mortgage loan interest rates have risen significantly

3.0%

3.5%

4.0%

4.5%

5.0%

5.5%

6.0%

Source: U.S. Federal Housing Finance Agency

Home prices continue to trend higher (now about 6% annually), reflecting low housing inventory, rising demand for homes and
mortgage interest rates that are still low by historical standards. Additionally, 30-year fixed mortgage rates rose 62 basis points to
4.57% in June from 3.95% in December 2017. Higher home prices, along with the increase in mortgage rates, resulted in a greater-
than-expected decline in housing affordability in H1 2018. The upward trend in home prices will likely moderate over the next couple of
years (Exhibit 3), as housing affordability has recently been adversely affected by rising interest rates.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, 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.
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Exhibit 3

Single-family home prices continue upward path
% change vs. prior year
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New insurance written volume rises; competition remains orderly
In Q2 2018, PMIs reported $80.3 billion of new insurance written (NIW). For H1 2018, PMIs reported $138.8 billion of NIW, a
similar increase of 14% compared with H1 2017. Quarterly new business production has not passed $80 billion since 2016, meaning
production volume in Q2 2018 was a post-crisis peak. The recent strength in NIW production continues to push insurance-in-force
higher. NMI (senior Ba3), in particular, posted significant production growth in Q2 2018, with $6.5 billion of NIW, a 29% increase from
the previous year. With the exception of MGIC, in Q2 2018 all of the operating PMIs reported double-digit year-over-year growth in
NIW.

Exhibit 4

Market share is stable for PMIs
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Market positions appear more established (Exhibit 4) , although Arch Capital shed some market share in after their merger with
United Guaranty at the end of 2016. NMI picked up most of the lost market share from its competitors as they continue to grow their
books. Overall, competition within the market remains orderly as firms prepare for the implementation of the new PMIERs capital
requirements, the private mortgage insurer eligibility requirements necessary to insure loans acquired by the GSEs, later this year.

Growth in insurance-in-force and lower losses drives profitability higher
The profitability of the U.S. MI sector has steadily grown since early 2013, as lower quality pre-crisis legacy business rolls off the books
and is replaced by higher quality loans. The PMIs' profitability continued to climb in Q2 2018, with firms reporting a combined pretax
operating income of $1 billion, up 15% from $909 million in Q2 2017. For the first half of 2018, sector pretax operating income rose to
$1.9 billion, a 18% increase from H1 2017 (Exhibit 5).

3          27 August 2018 Mortgage Insurers - US: 2Q 2018: Strong performance in line with positive outlook

https://www.moodys.com/credit-ratings/NMI-Holdings-Inc-credit-rating-824603450


MOODY'S INVESTORS SERVICE FINANCIAL INSTITUTIONS

Exhibit 5

U.S. mortgage insurance sector pretax operating income continues to climb
(USD million)
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We continue to see PMIs emphasizing the quality of new insurance written, as it lays the foundation for a strong future earnings
stream. With lenders’ underwriting standards providing strong credit quality on the front end, new MI business continues to be high
quality. The GSEs have expanded their 97% LTV programs, leading to a significant increase in 95%+ LTV origination among PMIs over
the past couple of years. However, higher premium rates for this business should mitigate the increased risk, and PMIs remain cautious
on the highest LTV loans, which make up about 16% on average of PMIs' new origination. Pre-crisis loans now comprise around 10%
of total insurance-in-force for the industry as of Q2 2018, with the remaining 90% consisting of high quality post-2009 vintage loans,
which continue to perform well (Exhibit 6).

Exhibit 6

Pre-crisis insurance-in-force continues to diminish, fewer losses
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As a result of the shifting composition of insurance-in-force, PMIs are experiencing low new default rates and lower losses incurred,
with most of the losses coming from pre-crisis loans that remain on the books of legacy companies. There was also a significant
increase in cures of hurricane-related defaults since the end of 2017. We expect default rates to continue to decline at a steady pace as
pre-2009 vintage loans run off.
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Capital strength builds for upcoming changes to PMIERs
All of the PMIs reported adequate PMIERs cushions as of Q2 2018. In December, the GSEs confidentially provided PMIs with a summary
of the proposed changes to the requirements, which are scheduled to be reviewed every two years. PMIs are now talking with the FHFA
and the GSEs about the draft PMIERs and expect to have a six-month implementation period, after the final PMIERs are released, to
comply with the new capital requirements. The draft for the new PMIERs requirements is likely be finalized in Q3 2018 and become
effective at the end of Q1 2019. Although we expect capital requirements to increase, we believe PMIs will be able to keep their PMIERs
sufficiency ratios above 100% because of strong capital cushions built in 2017.

Exhibit 7

Reported PMIERs compliance in Q2 2018

 Arch MI Essent    Guaranty Genworth MI MGIC National MI Radian    Guaranty

Required Assets  n/a                       1,350  n/a                       3,800                          587                       3,220 

Available Assets  n/a                       1,740  n/a                       4,800                          653                       3,700 

PMIERs Sufficiency Ratio 134% 129% 129% 126% 111% 115%

Sources: Company Reports, Moody's Investors Service

Capital management

» Genworth Mortgage Insurance Corp. (GNW, Ba1) paid a $50 million dividend to the Genworth parent as a result of its strong
performance and capital levels in Q2. However, the company has said they do not anticipate another dividend from the U.S. MI
until 2019, when the impacts from PMIERs 2.0 will be clearer.

» MGIC paid a $50 million dividend to its holding company in both Q1 and Q2 2018, and the company believes it will continue to be
able to pay quarterly $50 million dividends even with the more stringent new PMIERs requirements ahead.

» After having fully used its prior share buyback authorization, Radian (RDN, senior Ba3) authorized a share buyback program in
August, which will last through July 2019 and allow it to spend up to $100 million to repurchase common stock.

» Essent (ESNT, Baa1) paid a $40 million dividend to its U.S. holding company in Q2 to pay down a portion of the outstanding
balance of its revolver, an action related to the upsizing of its existing credit facility by $125 million to $500 million.

» NMI refinanced their $150 million term loan in May with significant improvement in the pricing terms and maturity profile and
also established an $85 million revolver. After the end of the quarter, in July, NMI secured $264 million of reinsurance protection
through the Oaktown Re II Ltd. insurance-linked note transaction.

» In April 2018, Arch MI secured $374.5 million of reinsurance protection through the Bellemeade 2018-1 Ltd. insurance-linked note
transaction.

5          27 August 2018 Mortgage Insurers - US: 2Q 2018: Strong performance in line with positive outlook

https://www.moodys.com/credit-ratings/Genworth-Mortgage-Insurance-Corporation-credit-rating-308535
https://www.moodys.com/credit-ratings/Genworth-Mortgage-Insurance-Corporation-credit-rating-308535
https://www.moodys.com/credit-ratings/Genworth-Mortgage-Insurance-Corporation-credit-rating-308535
https://www.moodys.com/credit-ratings/Genworth-Mortgage-Insurance-Corporation-credit-rating-308535
https://www.moodys.com/credit-ratings/Radian-Group-Inc-credit-rating-600012793
https://www.moodys.com/credit-ratings/Essent-Guaranty-Inc-credit-rating-823314360


MOODY'S INVESTORS SERVICE FINANCIAL INSTITUTIONS

Recent sector developments
GSEs seek additional risk transfer capacity with IMAGIN and EPMI programs

In March 2018, Arch Capital and Freddie Mac announced a new risk transfer pilot program, IMAGIN (Integrated Mortgage Insurance)
through a newly formed Arch subsidiary that will cede 100% of the risk exposure to multiline reinsurers as an alternative to traditional
mortgage insurance. Just a few months later in July, Fannie Mae announced a pilot program for enterprise paid mortgage insurance
(EPMI). Both programs effectively serve as substitutes for single premium MI policies and highlight the evolution of the mortgage
risk transfer market. While these programs could threaten to alter the dynamics of the MI market in the long run, they are now only
focused on the single premium market, which during 2017 comprised just 19% of NIW by PMIs. The PMIs have already been de-
emphasizing this business, because it typically leads to lower profitability than borrower paid monthly policies and has higher capital
requirements under PMIERs. Given the relatively small size of the singles market, the pilot programs should only have a modest impact
on the private mortgage insurance industry over the near term.

Premium rate cuts highlight competitive pressure

In April, MGIC reduced its premium rates on its most popular policies by about 11%, effective June 2018. This was followed by a slew
of rate cuts by competitors and was essentially prompted by lower corporate tax rates, whose benefits were wiped out by the rate
cuts. The premium reductions could also make PMI a more cost effective option for borrowers in certain LTV/FICO segments where
the Federal Housing Administration (FHA) now has a pricing advantage, providing an opportunity for PMIs to gain market share. Given
the current high persistency rates and expected ordinary loan amortization profiles, we do not expect the new lower premium rate
business to become a majority of in-force business for several years. While premium reductions will likely reduce the rate of growth
in the sector's pretax operating income, we expect the impact to be minor for the next couple of years, and could largely be offset
by lower incurred losses, higher penetration rates, increased persistency and increased investment income as new money rates move
higher.

Radian finalizes IRS tax dispute settlements, MGIC making progress

In July, Radian finalized settlements with the Internal Revenue Service (IRS). In 2014, the IRS began examining the companies'
consolidated federal income tax returns for 2000-2007 as relates to the treatment of the flow-through income and loss from
investments in portfolios of residual interests of Real Estate Mortgage Investment Conduits (REMICs) for Radian and MGIC. Radian
expects to realize $74 million in tax benefits, including both the impact of the IRS settlement and the reversal of certain previously
accrued state and local tax liabilities. Radian is also expected to submit $31 million of its $89 million qualified deposit to the U.S.
Treasury. However, MGIC is still waiting for a tentative settlement with the IRS to be finalized. In Q2 2018, MGIC was notified that the
Joint Committee on Taxation, which was reviewing its case, had no objections to the terms of their settlement agreement and that the
IRS was working toward finalizing the agreement.

China Oceanwide and Genworth gain CFIUS approval and extend merger agreement, seek to close deal this year

On June 9, China Oceanwide Holdings Group Co., Ltd. (Oceanwide, unrated) and Genworth Financial, Inc. announced that the
Committee on Foreign Investment in the United States (CFIUS) had completed its review of their proposed transaction and concluded
that there are no unresolved national security concerns associated with the deal. Genworth and Oceanwide agreed to enter a
mitigation agreement, requiring the use of a U.S.-based, third-party service provider to manage and protect policyholder data. With
their merger agreement extended until December, Oceanwide and Genworth aim to close the transaction by the end of 2018.

Arch issues largest mortgage-linked ILS yet as market expands

In early August, Arch began marketing the largest issuance of mortgage insurance-linked notes with a $653.3 million Bellemeade Re
2018-2 Ltd. transaction. This record-breaking deal nods to the expansion of the capital markets participation in mortgage reinsurance.
The reinsurance market for U.S. mortgage credit risk has continued to grow as demand for risk transfer capacity remains strong,
because of quasi-regulatory capital requirements for U.S. PMIs and public policy goals designed to increase the role of private capital
in the U.S. housing finance market. While mortgage credit risk is still a relatively small risk class for reinsurers, it is attractive because of
the increased diversification it provides to insured portfolios, its strongly expected profitability and its solid growth prospects. However,
given its long duration, mortgage credit risk also presents significant risks. ILS transactions like Arch's recent Bellemeade deal are a
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growing risk transfer option for PMIs. Since mid-2015, PMIs have sponsored eight transactions with an aggregate risk transfer limit of
more than $2.9 billion.
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Appendix

Exhibit 8

U.S. mortgage insurance: summary financial statistics (USD Mil.)

 Arch Group MGIC Radian Genworth Essent National MI TOTAL

Moody's IFS Rating  A3  Baa2  Baa3  Ba1  Baa1  Baa3 

Outlook  Stable  Stable  Positive  Positive  Stable  Stable 

Q2 2018 New Insurance Written                    19,944             13,200             16,417                11,400            12,851                      6,513               80,325 

Q2 2017 New Insurance Written                    17,303             12,900             14,342                  9,800            11,368                      5,037               70,750 

Change Y/Y 15.3% 2.3% 14.5% 16.3% 13.0% 29.3% 13.5%

Q2 2018 Primary Insurance in Force                  262,889           200,700           210,741              159,500          122,501                    58,089          1,014,420 

Q2 2017 Primary Insurance in Force                  244,235           187,300           191,637              143,000            95,494                    38,629             900,295 

Change Y/Y 7.6% 7.2% 10.0% 11.5% 28.3% 50.4% 12.7%

Q2 2018 Pretax Operating Income                        206                  253                  228                     174                 135                           38                 1,034 

Q2 2017 Pretax Operating Income                        280                  181                  198                     142                   98                             9                    909 

Change Y/Y -26.6% 39.8% 15.4% 22.5% 37.3% 305.4% 13.8%

Combined Ratio 30.2% 21.8% 31.7% 18.0% 24.4% 48.1%

Delinquency Ratio 1.7% 3.5% 2.2% 2.4% 0.6% 0.3%

Persistency 81.7% 80.1% 82.3% 83.0% 83.0% 85.5%

Risk to Capital Ratio                      11.6x                 9.1x               12.5x                  12.6x              14.0x                      13.7x 

PMIERs Sufficiency Ratio 134% 126% 115% 129% 129% 111%

2Q2018 Performance and Capital Statistics

Source: Company Reports, Moody's Investors Service
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Moody's related publications

Industry Outlook:

» Mortgage Insurance - US: Positive outlook reflects supportive economic, housing market conditions, November 2017

Sector Comments:

» Mortgage Insurance - US: Premium rate cut highlights competitive pressures, a credit negative, April 2018

» Mortgage Insurance - US: Arch, Freddie Mac pilot program targets private capital to grow risk transfer market, April 2018

» US Housing and Housing Finance Conference - Recap: Panelists ponder first time home buyers and non-bank lenders, May 2018

» Cross-Sector - US: Reform of Fannie Mae and Freddie Mac Has Potential to Reshape US Mortgage Markets, March 2017

Rating Methodology:

» Rating Methodology for Mortgage Insurers, April 2016

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.
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