
RISK F A C T O RS T H A T M A Y A F F E C T F U T UR E R ESU L TS  
  

RISKS R E L A T E D T O O UR BUSIN ESS G E N E R A L L Y   
  

The level of demand for our mortgage loans may decrease as a result of rising interest rates, which could 
adversely impact our earnings.  

  

The mortgage industry is a cyclical business that generally performs better in a low interest rate environment. 
The environment of historically low interest rates over the past three years has been favorable for mortgage bankers, 
such as us. As the industry transitions to a higher interest rate environment, rising interest rates generally reduce the 
demand for mortgage loans and construction loans. If demand for these loans decreases, our earnings may decrease 
because our alternative investments may earn less income for us than the origination and sale of mortgage loans. 
Demand for these loans could also be reduced by a weaker economy, an increase in unemployment or a decrease in 
real estate values. There are numerous economic factors, including inflation, that could also impact interest rates, 
housing prices or housing demand. Gain on sale of loans is a large component of our revenue and would be 
adversely impacted by a significant decrease in our mortgage loan volume.  
  

Actions undertaken by current and potential competitors could adversely impact our earnings and financial 
position.  
  

We face significant competition in acquiring and selling loans. In our mortgage banking operations, we 
compete with other mortgage bankers, GSEs, established third party lending programs, investment banking firms, 
banks, savings and loan associations, and other lenders and entities purchasing mortgage assets. With regard to MBS 
issued through our mortgage banking operations, we face competition from other investment opportunities available 
to prospective investors. We estimate our market share of the U.S. mortgage market to be approximately 3.58% for 
2006. A number of our competitors have significantly larger market share and financial resources. We seek to 
compete with financial institutions and mortgage companies through an emphasis on quality of service, diversified 
products, strong risk management and maximum use of technology.  
  

The GSEs have made and we believe will continue to make significant technological and economic advances 
to broaden their customer bases. When the GSEs expand, there are both positive and negative impacts on our 
mortgage banking lending operations. As GSEs expand, additional liquidity is brought to the market, and loan  
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products can be resold more quickly. Conversely, expanding GSEs increase competition for loans, which may 
reduce profit margins on loan sales. We seek to address these competitive pressures by making a strong effort to 
maximize our use of technology, by diversifying into other residential mortgage products that are less affected by 
GSEs, and by operating in a more cost-effective manner than our competitors.  
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We are subject to changing government regulations, which could adversely affect our operations.  
  

The banking industry, in general, is heavily regulated. As a savings and loan holding company, we are subject 
to regulation by the OTS, and Indymac Bank is subject to regulation by the OTS and the Federal Deposit Insurance 
Corporation, or the FDIC. The economic and political environment influence regulatory policies, and as such, any or 
all of our business activities are subject to change if and when our primary regulators change the policies and 
regulations. Our business is subject to the laws, rules and regulations of various federal and state government 
agencies. These laws, rules and regulations, among other things, limit the interest rates, finance charges and other 
fees we may charge, require us to make extensive disclosure and prohibit discrimination. We also are subject to 
inspection by the OTS and the FDIC. Our business is also subject to laws, rules and regulations regarding the 
disclosure of non-public information about our customers to non-affiliated third parties. Our operations on the 
Internet are not currently subject to direct regulation by any government agency in the United States beyond OTS 
regulations and regulations applicable to businesses generally. A number of legislative and regulatory proposals 
currently under consideration by federal, state and local governmental organizations may lead to laws or regulations 
concerning various aspects of business on the Internet, including: user privacy, taxation, content, access charges, 
liability for third-party activities, and jurisdiction. The adoption of new laws or a change in the application of 
existing laws may decrease the use of the Internet, increase our costs or otherwise adversely affect our business.  
  

Regulatory and legal requirements are subject to change. If such requirements change and become more 
restrictive, it would be more difficult and expensive for us to comply and could affect the way we conduct our 
business, which could adversely impact our operations and earnings.  
  

Our financial condition and results of operations are reported in accordance with United States generally 
accepted accounting principles, or GAAP. While not impacting economic results, future changes in accounting 
principles issued by the Financial Accounting Standards Board could impact our earnings as reported under GAAP. 
As a public company, we are also subject to the corporate governance standards set forth in the Sarbanes-Oxley Act 
of 2002, as well as applicable rules and regulations promulgated by the SEC and the New York Stock Exchange. 
Complying with these standards, rules and regulations may impose administrative costs and burdens on us.  
  

Additionally, political conditions could impact our earnings. Acts or threats of war or terrorism, as well as 
actions taken by the U.S. or other governments in response to such acts or threats, could impact business and 
economic conditions in which we operate.  
  

Economic downturns or disasters in our principal lending markets, including California, F lorida, Michigan, 
New Jersey and New York, could adversely impact our earnings.  

  

A majority of our loans are geographically concentrated in certain states, including California, Florida, 
Michigan, New York and New Jersey, with 52% of our loan receivable balance at December 31, 2006 being in 
California. Any adverse economic conditions in these markets could cause the number of loans acquired to decrease, 
likely resulting in a corresponding decline in revenues and an increase in credit risk. Also, we could be adversely 
affected by business disruptions triggered by natural disasters or acts of war or terrorism in these geographic areas.  
  

Our business is highly dependent upon technology for execution of our business model.  
  



Our business performance is highly dependent on solidly executing our mortgage banking business model. We 
must properly price and continue to expand our products, customer base and market share. In addition, the execution 
of our hedging activities is critical as we have significant exposure to changes in interest rates.  
  

We are highly dependent on the use of technology in all areas of our business and we must take advantage of 
advances in technology to stay competitive. There are no guarantees as to our degree of success in anticipating and 
taking advantage of technological advances or that we will be more successful in the use of technology than our 
competitors.  
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Our business process outsourcing and information technology outsourcing activities in India may be adversely 
impacted by instability in the Indian business environment caused by political factors or data security breaches 
involving outsourcing firms.  

  

Through the Global Resources program, we utilize an off-shore workforce in India predominantly in non-
customer-facing back office functions to enhance service levels and improve efficiencies. Political instability, 
increasing labor disputes and public uprisings may cause disruptions to the general business environment in India. 
We do not believe these issues should materially impact our outsourcing activities. However, if political and social 
unrest in India dramatically worsens, our outsourcing activities may be adversely impacted.  
  

Additionally, there have been reported incidences of alleged security breaches and loss of customer data 
involving the outsourcing industry in India. While we have not been affected by any such security breaches and we 
believe our overall information security framework is very solid, we cannot guarantee that all potential security risks 
abroad have been eliminated.  
  

We may be adversely affected by unusual employee turnover.  
  

Our strategic goals anticipate the need to continue to attract and retain talented employees. There is significant 
competition among employers in the financial service industry and we experience turnover of employees. For 2006, 
our turnover rate was 21.7%. We do not believe that this rate of turnover is unusual in our industry and we have not 
experienced significant shortfalls in our strategic goals to date as a result of turnover. However, should we be 
subjected to unusual turnover of employees, it may have a negative effect on our business and operating results. In 
January 2007, we have announced a company-wide base salary freeze in response to the current market 
environment. Consequently, this may increase our turnover rate and thus negatively impact our business and 
operating results.  
  

RISKS R E L A T E D T O O UR IN T E R EST R A T E H E D G IN G ST R A T E G I ES  
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Certain hedging strategies that we use to manage our assets and liabilities may be ineffective to mitigate the 
impact of interest rate changes.  

  

We utilize various hedging strategies to mitigate the interest rate risk and prepayment risk inherent in many of 
our assets, including our mortgage pipeline, our portfolio of interest-only securities, our mortgage servicing rights 
portfolio, and other financial instruments in which we invest.  
  

Due to the characteristics of our financial assets and liabilities and the nature of our business activities, our 
liquidity, financial position, and results of operations may be materially affected by changes in interest rates in 
various ways. The objective of our hedging strategies is to mitigate the impact of interest rate changes, on an 
economic and accounting basis, on net interest income and the fair value of our balance sheet. The overall 
effectiveness of these hedging strategies is subject to market conditions, the quality of our execution, the accuracy of 
our asset valuation assumptions and other sources of interest rate risk discussed further below.  
  

Certain hedging strategies that we use to manage our mortgage pipeline may be ineffective to mitigate the risk of 
overall changes in fair value of loans held for sale and interest rate lock commitments.  
  

The mortgage pipeline consists of our commitments to purchase mortgage loans, or interest rate locks, and 
funded mortgage loans that will be sold in the secondary market. The risk associated with the mortgage pipeline is 
that interest rates will fluctuate between the time we commit to purchase a loan at a pre-determined price, or the 
customer locks in the interest rate on a loan, and the time we sell or commit to sell the mortgage loan. These 
commitments are managed net of the anticipated loan funding probability, or fallout factor. Generally speaking, if 
interest rates increase, the value of an unhedged mortgage pipeline decreases, and gain on sale margins are adversely 
impacted. Typically, we hedge the risk of overall changes in fair value of loans held for sale by either entering into 
forward loan sale agreements, selling forward Fannie Mae or Freddie Mac MBS or using other derivative 
instruments to hedge loan commitments and to create fair value hedges against the funded loan portfolios. If the 
hedging strategies we use to mitigate interest rate risk in our mortgage pipeline are ineffective, our gain on sale 
margins may be compressed and our earnings may be adversely impacted.  

 
74  

 

Table of Contents 

  

Certain hedging strategies that we use to manage our investment in Mortgage Servicing Rights and other 
retained assets may be ineffective to mitigate the risk of changes in the fair value of these assets due to changes 
in interest rates.  

  

We invest in MSRs and other retained assets to support our mortgage banking strategies and to deploy capital 
at acceptable returns. The value of these assets and the income they provide tend to be counter-cyclical to the 
changes in production volumes and gain on sale of loans that result from changes in interest rates. We also enter into 
derivatives and other mortgage-related securities to hedge our MSRs and other retained assets to offset losses in fair 
value resulting from increased prepayments in declining interest rate environments. The primary risk associated with 
MSRs and other retained assets is that they will lose a substantial portion of their value as a result of higher than 
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anticipated prepayments occasioned by declining interest rates. Conversely, these assets generally increase in value 
in a rising rate environment. Our hedging strategies are highly susceptible to prepayment risk, basis risk, market 
volatility and changes in the shape of the yield curve among other factors. In addition, our hedging strategies rely on 
assumptions and projections regarding our assets and general market factors. If these assumptions and projections 
prove to be incorrect or our hedging strategies do not adequately mitigate the impact of changes in interest rates or 
prepayment speeds, we may incur losses that could adversely impact our earnings.  
  

Certain hedging and asset/liability management strategies that we use to manage our other financial instruments 
may be ineffective to mitigate the risk of interest rate fluctuations.  
  

Certain other financial instruments that we invest in tend to decrease in value as interest rates increase and 
tend to increase in value as interest rates decline. These include fixed rate mortgage loans held for investment, fixed 
rate investment grade and non-investment grade mortgage-backed and asset-backed securities. To a lesser extent, 
adjustable mortgage loans held for investment and mortgage securities supported by adjustable rate mortgage loans 
may change in value as interest rates change, if the timing or absolute level of interest rate adjustments on the 
underlying loans do not correspond to applicable changes in market interest rates. We invest in these assets to earn 
stable spread income. While such assets are generally low risk from a credit standpoint, these assets are subject to 
interest rate risk because actual future cash flows may vary from expected cash flows primarily due to borrower 
prepayment behavior.  
  

We use hedging and asset/liability management strategies to mitigate the impact that changes in interest rates 
will have on these financial instruments. These strategies require us to make certain assumptions and use estimates 
that may prove to be incorrect and make these strategies ineffective to mitigate the interest rate risk embedded in 
these financial instruments. If these strategies are ineffective our net interest income and earnings may be adversely 
impacted.  
  

There can be no assurance that our interest rate risk strategies or their implementation will be successful in any 
particular interest rate environment.  
  

We seek to mitigate our interest rate risks through the various strategies described above. However, there can 
be no assurance that these strategies (including assumptions concerning the correlation thought to exist between 
different types of instruments) or their implementation will be successful in any particular interest rate environment, 
as market volatility cannot be predicted.  
  

The following are the primary sources of risk that we must manage in our hedging strategies:  
  

Basis Risk.  In connection with our interest rate risk management, basis risk is most prevalent in our hedging 
activities, in that the change in value of hedges may not equal or completely offset the change in value of the 
financial asset or liability being hedged. While we choose hedges we believe will correlate effectively with the 
hedged asset or liability under a variety of market conditions, there are no assurances that the hedges we choose will 
be perfectly correlated with the assets or liabilities we attempt to hedge. Further, we make assumptions in our 
financial models as to how LIBOR/swap, treasury, agency and private-label mortgage rates, and other hedges that 
we might use will change in relation to one another. From time to time, in certain interest rate environments, the 
relative movement of these different interest rates and the corresponding change in value of the applicable hedge 
instruments do not change in accordance with our assumptions, which may result in an imperfect correlation 



between the values of the hedges and the hedged assets making our hedges ineffective in mitigating basis risk which 
may result in our earnings being adversely impacted.  
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Options Risk.  An option provides the holder the right, but not the obligation, to buy, sell, or in some manner 
alter the cash flows of an instrument or financial contract. Options may be stand-alone instruments such as 
exchange-traded options and over-the-counter contracts, or they may be embedded within standard instruments. 
Instruments with embedded options include bonds and notes with call or put provisions, loans that give borrowers 
the right to prepay balances, and adjustable rate loans with interest rate caps or floors that limit the amount by which 
the rate may adjust. Loans that give borrowers the right to prepay balances present the most significant option risk 
that we must manage, and there are no assurances that the hedges that we select for any type of option will 
effectively offset the interest rate risks.  
  

Repricing Risk.  Repricing risks arise from the timing difference in the maturity and/or repricing of assets, 
liabilities and off-balance sheet positions. While such repricing mismatches are fundamental to our business, they 
can expose us to fluctuations in income and economic value as interest rates vary. We monitor and manage repricing 
risk by calculating and monitoring the duration gap on our individual positions and in the aggregate, and 
maintaining certain risk tolerances. In certain circumstances, however, this internal risk management process may 
not eliminate repricing risk. If we inadequately manage our repricing risk through our hedging strategies, our 
operations and earnings may be adversely impacted.  
  

Yield Curve Risk.  The value of certain loans, securities and hedges we hold is based on a number of factors, 
including the shape or slope of the appropriate yield curve, as the market values of financial assets and hedge 
instruments are based on expectations for interest rates in the future. Yield curves typically reflect the market’s 
expectations for future interest rates. In valuing our assets and related hedge instruments, in formulating our hedging 
strategies and in evaluating the interest rate sensitivity for risk management purposes, our models use market yield 
curves, which are constantly changing. If the shape or slope of the market yield curves changes unexpectedly, the 
market values of our assets and related hedges may be negatively impacted and/or changes in the value of the hedges 
may not be effectively correlated with the changes in the value of the hedged assets or liabilities.  
  

RISKS R E L A T E D T O O UR V A L U A T I O N O F ASSE TS  
  

We use estimates in determining the fair value of certain assets, such as Mortgage Servicing Rights, AAA-rated 
and agency interest-only securities, non-investment grade securities, and residual securities. If our estimates 
prove to be incorrect, we may be required to write down the value of these assets which could adversely impact 
our earnings.  
  

We hold assets that we retain in connection with the sale or securitization of mortgage loans, including MSRs, 
AAA-rated and agency interest-only securities, prepayment penalty securities, non-investment grade securities and 
residuals. We use third party vendor financial models to value each of the asset types referred to above. These 
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models are complex and use asset specific collateral data and market inputs for interest rates. In addition, the 
modeling requirements of MSRs and residual securities are significantly more complex than those of AAA-rated and 
agency interest-only securities because of the high number of variables that drive cash flows associated with MSRs 
and the complex cash flow structures, which may differ on each securitization, that determine the value of residual 
securities. There are no assurances that we can properly manage the increased complexity of our models and 
valuations to ensure, among other things, that the models are properly calibrated, the assumptions are reasonable, the 
mathematical relationships used in the model are predictive and remain so over time, and the data and structure of 
the assets and hedges being modeled are properly input.  
  

Even if the general accuracy of the valuation model is validated, valuations are highly dependent upon the 
reasonableness of our assumptions and the predictability of the relationships which drive the results of the model. 
Such assumptions are complex as we must make judgments about the effect of matters that are inherently uncertain. 
As the number of variables and assumptions affecting the possible future resolution of the uncertainties increases, 
those judgments become even more complex. If loans in our investment portfolio, or loans underlying certain assets 
in our investment portfolio prepay faster than estimated or loan loss levels are higher than anticipated, we may be 
required to write down the value of certain assets which could adversely impact our earnings.  

 
76  

 

Table of Contents 

  

Our valuation assumptions regarding securities acquired from third party issuers may be incorrect, which could 
adversely impact our earnings.  

  

From time to time, we may acquire securities from third party issuers. We value these securities with complex 
financial models that incorporate significant assumptions and judgments, which could vary significantly as market 
conditions change. If our assumptions with respect to these types of assets are incorrect, we may be required to write 
down the value of some or all of these assets which could adversely impact our earnings.  
  

RISKS R E L A T E D T O O UR ASSU M PT I O N O F C R E DI T RISK   
  

Our risk management policies and practices may not adequately manage our exposure to credit risk in our 
business operations.  
  

We have assumed a degree of credit risk in connection with our investments in certain mortgage securities and 
loans held for investment and sale, as well as in connection with our construction lending operations and our 
mortgage banking activities. We have established risk management and credit polices to manage our exposure to 
credit losses in each of these business operations. We have also established a central credit risk management group 
to monitor the credit quality of our balance sheet and production. We cannot be sure, however, that the risk 
management polices and practices in place will provide adequate oversight of our credit risk.  
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Our earnings could be adversely impacted if the assumptions underlying our risk-based pricing models prove to 
be incorrect.  
  

Our mortgage loan underwriting process, including our e-MITS underwriting and pricing system, depends 
heavily on risk-based pricing models. Because our risk-based pricing models, including the risk-based pricing 
models utilized in e-MITS, are based primarily on standard industry loan loss data supplemented by our historical 
loan loss data and proprietary logic developed by us, and because the models cannot predict the effect of financial 
market and other economic performance factors, there are no assurances that our risk-based pricing models are a 
complete and accurate reflection of the risks associated with our loan products which may reduce the quality of our 
loan portfolio and could adversely impact our earnings.  
  

Our earnings could be adversely impacted by incidences of fraud and compliance failures that are not within our 
direct control.  
  

We are subject to fraud and compliance risk in connection with the purchase or origination of mortgage loans. 
Fraud risk includes the risk of intentional misstatement of information in property appraisals or other underwriting 
documentation provided to us by third parties. This risk is typically higher in the acquisition of a loan from a third-
party seller. Compliance risk is the risk that loans are not originated in compliance with applicable laws and 
regulations, and to our standards. There can be no assurance that we can prevent or detect acts of fraud or violations 
of law or our compliance standards by third parties that we deal with. Frequent incidences of fraud or violations of 
law or our compliance standards may require us to repurchase loans that we have originated and sold at a more 
frequent rate than we have anticipated and could have an adverse impact on our earnings.  
  

We are exposed to credit risk from the sale of mortgage loans.  
  

We retain limited credit exposure from the sale of mortgage loans. We make standard representations and 
warranties to the transferee in connection with all such dispositions. These representations and warranties do not 
assure against credit risk associated with the transferred loans, but if individual mortgage loans are found not to have 
fully complied with the associated representations and warranties we have made to a transferee, we may be required 
to repurchase the loans from the transferee or we may make payments in lieu of curing such breaches of these 
representations and warranties.  
  

Our management of the credit risk associated with non-investment grade MBS and residual securities depends 
upon estimates and assumptions that may not be accurate.  

  

We assume a certain degree of credit risk in connection with investments in non-investment grade MBS and 
residual securities that we occasionally acquire from third-party issuers or retain from our own securitizations. Non-
investment grade securities (rated below BBB) may or may not represent the second loss position, depending on the 
rating, but are typically subject to a disproportionate amount of the credit risk. Residuals represent the first loss  
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position and are not typically rated by a nationally recognized rating agency. In general, non-investment grade 
securities bear losses prior to the more senior investment grade securities, and therefore bear a disproportionate 
amount of the credit risk with respect to the underlying collateral.  
  

Non-investment grade securities represent leveraged credit risk as they absorb a disproportionate share of 
credit risk as compared to investment grade securities. These securities are recorded on our books net of discount 
that is based upon, among other things, the estimated credit losses, expected prepayments, as estimated by internal 
loss models and/or perceived by the market, and the coupons, associated with these securities. The adequacy of this 
discount is dependent upon how accurate our estimate is of both the amount and timing of the cash flows paid to the 
non-investment grade securities, which is primarily based upon our estimate of the amount and timing of credit 
losses and prepayments on the underlying loan collateral.  
  

Residual securities possess a greater degree of risk because they are relatively illiquid, represent the first loss 
position and require a higher reliance on financial models in determining their fair value. Realization of this fair 
value is dependent upon the accuracy of our estimate of both the amount and timing of the cash flows paid to the 
residual securities, which are based primarily on our estimate of the amount and timing of credit losses on the 
underlying loan collateral and to a lesser extent prepayment rates on the underlying loan collateral.  
  

If we do not adequately estimate the credit losses, prepayments and the amount and timing of cash flows 
associated with non-investment grade and residual securities that we hold, our earnings and cash flows may be 
adversely impacted.  
  

The rate of loan losses we incur may exceed the level of our loss reserves, which could adversely impact our 
earnings.  
  

We establish reserves for various credit risk exposures. These reserves are often based on estimates of future 
borrower behavior and the value of underlying collateral. Both our business units and corporate oversight groups 
review the adequacy of these reserves and the underlying estimates on a periodic basis and we make adjustments to 
the reserves when required. There is no assurance that our actual losses will not exceed our estimates and adversely 
impact our earnings.  
  

We make and hold in our portfolio a significant number of construction loans, which may pose more credit risk 
than other types of mortgage loans typically made by savings institutions.  
  

We offer residential construction programs for builders and developers. Builder construction loans are 
considered more risky than other types of residential mortgage loans. The primary credit risks associated with 
builder construction lending are underwriting, project risks and market risks. Project risks include cost overruns, 
borrower credit risk, project completion risk, general contractor credit risk, and environmental and other hazard 
risks. Market risks are risks associated with the sale of the completed residential units. They include affordability 
risk, which is the risk of affordability of financing by borrowers in a rising interest rate environment, product design 
risk, and risks posed by competing projects. While we have established adequate reserves on our financial 
statements to cover the credit risk of our construction loan portfolio, there can be no assurance that losses will not 
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exceed our reserves, which could adversely impact our earnings. Our failure to adequately address the related risks 
could have an adverse effect on our business and results of operations.  
  

The U.S. housing market has experienced a significant amount of appreciation in recent years and this boom 
has provided a very favorable operating environment for new home builders. Recently, house price appreciation has 
slowed, and in some markets, house prices have begun to decline. This slowdown has negatively impacted the 
amount of new home sales and the prices of such sales. Our builder construction portfolio has seen virtually no 
charge-offs or non-performing loans in the past three years. Given the current environment we expect that our non-
performing loans in this portfolio will increase substantially and these non-performing loans could result in a 
material level of charge-offs.  
  

Recent developments in the subprime mortgage market may affect the profitability of our subprime loans in the 
pipeline.  
  

Rising default rates by subprime borrowers have caused purchasers of subprime mortgage loans in the 
secondary market to demand better terms. While the Bank has raised the rates on its subprime loans in order to 
respond in the near term to this development, the Bank is unable to change the terms of loans to which it already is  
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committed and are in the pipeline. As a result, the profitability of subprime loans currently in the pipeline may be 
affected.  
  

We are exposed to credit risk related to counterparties in many of our businesses. If these counterparties are 
unable to perform according to the terms of our contract, our earnings may be adversely impacted.  

  

In connection with our trading and hedging activities, we do business only with counterparties that we believe 
are established and sufficiently capitalized. In addition, with respect to hedging activities on the pipeline of 
mortgage loans held for sale, we enter into “master netting” agreements with an independent clearinghouse known 
as the Fixed Income Clearing Corporation. This entity collects and pays daily margin deposits to reduce the risk 
associated with counterparty credit quality. We do not engage in any foreign currency trading. All interest rate hedge 
contracts are with entities (including their subsidiaries) that are approved by a committee of our Board of Directors 
and that generally must have a long term credit rating of “A” or better (by one or more nationally recognized 
statistical rating organization) at the time the relevant contract is consummated. We also retain limited credit 
exposure from the sale of our mortgage loans. We make standard representations and warranties to the purchasers in 
connection with all such dispositions. These representations and warranties do not protect purchasers from credit 
risk associated with the transferred loans, but if individual mortgage loans are found not to have fully complied with 
the representations and warranties we make to purchasers, we may be required to repurchase the loans from the 
purchasers or we may make payments to settle such breaches of these representations and warranties. While we have 
made what we believe to be appropriate loss allowances and reserves for representation and warranty claims, there 
can be no guarantee that the amount reserved is sufficient to cover all potential losses and repurchases which could 
adversely impact our earnings.  
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RISKS R E L A T E D T O O UR L I Q UID I T Y   
  

Our ability to borrow funds and raise capital could be limited, which could adversely affect our earnings.  
  

Our ability to make mortgage loans depends largely on our ability to secure financing on acceptable terms. 
Our primary sources of funds to meet our financing needs include loan sales and securitizations, consumer deposits, 
borrowings from the Federal Home Loan Bank, or FHLB, asset-backed commercial paper, borrowings from 
investment and commercial banks and capital. Our ability to maintain borrowing facilities is subject to renewal of 
these facilities. If we are unable to renew any of these financing arrangements or arrange for new financing on terms 
acceptable to us, or if we default on any of the restrictions imposed upon us by our lenders, then we may have to 
reduce the number of loans we are able to fund or to hold on our balance sheet. A reduction in assets could adversely 
impact our earnings. Additionally, we are required to maintain adequate capital to be regarded as “well capitalized” 
by the OTS. There is no guarantee that we will be able to adequately access capital markets when or if a need for 
additional capital arises which could limit our ability to increase the assets on our balance sheet and adversely 
impact our earnings.  
  

On March 15, 2006, the Federal Housing Finance Board published a proposed rule aimed at bolstering capital 
for the Federal Home Loan Banks. Among other things, this proposal would result in the respective FHLB reducing 
dividends paid to its members until such time as the respective FHLB capital reaches a specified level. The 
implementation of this proposal has been deferred indefinitely to allow more time for the Finance Board to evaluate 
other alternatives.  
  

The level of demand for, and the value of, our mortgage loans may decrease as a result of rising interest rates, 
which could adversely impact our earnings.  
  

Our business model relies heavily upon the ability to sell the majority of mortgage loans shortly after we 
acquire them. The key channels through which we sell mortgage loans are bulk sales of loan pools to GSEs, sales on 
a whole loan basis and the private securitization of loan pools, whereby the loans are sold to securitization trusts. 
During 2006, sales to GSEs were 19% of our total loan sales, whole loan sales were 39%, private securitizations 
were 38%, and the remaining was transfers to our thrift portfolio. We have ready access to all three of these external 
distribution channels at this time; however, a disruption in this access could negatively impact our liquidity position 
and our ability to execute on our business plan. The secondary mortgage market is generally a very liquid market 
with continuing demand for mortgage-backed security issuances. A lengthy disruption to this market may require us  
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to radically restructure our business to slow volume and we would have difficulty sustaining our earnings 
performance as a significant portion of our earnings depends on our ability to sell our mortgage production.  
  

http://sec.gov/Archives/edgar/data/773468/000095013407004510/v27665e10vk.htm#tocpage


Decreased secondary market demand for subprime loans may limit our ability to make such loans, which could 
adversely affect our earnings.  

  

Rising default rates by subprime mortgage loan borrowers may cause the demand for such loans in the 
secondary market to decline. In such an event, the Bank is likely to reduce its originations or purchases of such 
loans, which could adversely affect our earnings.  

 


