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The ongoing supply chain disruptions will likely result in new home supply continuing to lag demand, even

in the face of reduced demand due to rising interest rates. Again, we believe this to hold true in the low-
and mid-tier segments of the housing market more so than the higher priced tiers.

Indicators of potential new housing supply can be monitored by looking at building permits, housing starts,
and housing completions. As the chart below shows, there has historically been a strong correlation
between building permits and completed housing units, however, since 3Q 2020 completions have
remained relatively flat in part due to supply chain challenges and labor shortages.

NEW HOUSING - FROM PERMITS TO COMPLETION
(Units in Millions - 3-month Average)
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Source: U.S. Census Bureau
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It is important to point out some notable differences in the mortgage lending environment today versus
pre-2008 as a result of the Dodd Frank Act. New regulation aimed at improving the safety and soundness
of mortgage lending and curtailing many of the ‘risky’ behaviors that contributed to the global financial
crisis have significantly reduced the credit risk in today’'s market. For example:

» Most loans are fixed rate fully amortizing loans

« Eliminated many of the ‘affordability products’ with interest only and balloon payment features

» No more adjustable-rate loans with below market teaser rates (e.g. 2/28 ARMs with payment shock)
* No more negatively amortizing pay option loans

- Loans typically have 20% to 40% down payment requirements
» No more 0% down payment purchases (80% first liens followed by 20% ‘piggyback’ 2™ liens)

« Fully underwritten loans that confirm borrower’s income, assets, employment, and ability-to -repay
* No more stated income or stated asset consumer loans (other than the CDFI loans')
« No ‘NINA’ or ‘NINJA" loans (‘no income, no asset, no job’)

Catalysts for the 2008 housing crisis were poorly underwritten loans, fraudulent appraisals, borrower and
broker misrepresentations with respect to income, assets, and employment - and, of course, a synthetic
derivative market that exponentially magnified losses and counterparty credit risk around the globe.

Fortunately, many of these factors are not found in today’s housing or financial markets, however, housing
and other consumer credit products remain susceptible to factors such as unemployment, inflation, and
wage growth. As we think about credit risk, the rate of inflation for goods and services needed to live will
play a part in consumer discretionary income, use of consumer debt, credit quality, and default experience.

Currently, with rising home values, distressed homeowners have the option of simply selling their home
and extracting their equity as opposed to proceeding through foreclosure. As the charts below indicate,
foreclosures and consumer financial obligations are at historic lows, so it seems we have some time before
we start seeing meaningful widespread consumer distress that translates into mortgage defaults and
distressed home sales.

' A Community Development Financial Institutions (“CDFI”) designation allows certain institutions to originate loans without being
subject to the Dodd Frank Act's Ability-to-Repay Rule.
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FINANCIAL OBLIGATIONS RATIO
(Housing Debt Service % of Disposable Income)
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As mentioned previously, one of the biggest
risks to consumers in our view is the potential
for corporate defaults resulting from rapid
increases in debt laden company's interest
expense and the need to downsize opera-
tions. Similar to disposable income and fore-
closures, unemployment of 3.6% remains well
below any levels of concern and has been on a
steep downward slope since the peak of
COVID in 2Q 2020.
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But as we know, low levels of unemployment
can shift to job losses and stagnant wage
growth in short order, and consumer savings
can be depleted in only a few months of
searching for a new job without steady
income.

While we are not suggesting we will see a
meaningful increase in corporate defaults
followed by unemployment in the near term, it
could happen as policymakers attempt to
tame inflation without stoking a recessionary
flame and supportive policy abates. With the
Fed reducing the size of its $9 trillion balance
sheet, and demand for triple-A CLOs diminish-
ing, we could see companies struggling to
refinance maturing debt. Do we know how
many companies survived over the last two
years because of stimulus, accommodative
policy, and easy access to low-cost financing?
As 1Q 2022 has proven once again, things can
change very quickly.

Speaking of which, a lot has changed since we
started writing this letter, however, as we sit
here today with the Bankrate.com national
average 30-year mortgage rate at 5.29%,
3-year swaps at 3.04%, and 2-year AAA
non-QM bonds marketing at 4.35%, we are
cautious and continue to prefer short duration
property rehab/construction loans and home
equity investments, each with high relative and
absolute asset yields (7.5% to 10.0%) and
reasonable downside protection. Given
market volatility and uncertainty in the rates
market, there could be some interesting entry
points in sectors that have experienced price
risk in recent years.
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PALISADES

This document is issued by The Palisades Group, LLC. The information provided in this document is general information only
and does not constitute investment or other advice. The content of this document does not constitute an offer or solicitation
to subscribe for units in the Fund. The Palisades Group, LLC accepts no liability for any inaccurate, incomplete or omitted
information of any kind or any losses caused by using this information. Any investment decision in connection with the Fund

should only be made based on the information contained in the Private Placement Memorandum.



