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Good morning. Itisapleasureto be herewith you to discuss some of theregulatory issues
facing the secondary mortgage market, specifically FannieMae and FreddieMac. Today | want to
discusswith you the evol ving technol ogy in the mortgage industry from aregulator’s perspectiveaswell
asother issuesof current interest, including of course, OFHEQ' srisk-based capital rule.

Itisclear to anyonewho readsthe paper or turnsonthe TV that e-commerceisarapidly
expanding sector of theglobal economy. Toll-free numbers have been replaced by dot com addresses.
Today, itisalmost impossibleto talk about our economy and exi sting busi ness processes without
incorporating e-commerceinto thosediscussions. While e-commerceisnot new, the Internet and new
technol ogiesaretransforming theway wethink about commerceand theway inwhich businessis
conducted.

Inthe 1970sand 80swe saw busi nesses extend their computing capabilities beyond company
walls, using e ectronic networksto compileand transmit informati on between companies.

The 1980sand 90s saw even more new technol ogiesenhanceinternal, aswell asexternal
business processes, and the quality of productsand servicesthat businessesoffered. But the cost of
installing and maintaining networksreserved e ectronic communi cation for only thelargest and most
profitablebus nesses. Even among thelarger companies, thefull potentia for savingswasnot redized
dueto thefragmentation caused by incompatible systems.

But al that ischanging. Thelnternet, and new technol ogiesassociated withiit, are making
€l ectronic commerce uniform and moreaffordable to even the smallest businesses. Companiesof dl
sizescan now communicate and exchange datawith each other electronically, through the public
I nternet, through intranets, and through private value-added networkslinking acompany anditsbus-
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nesspartners. Therearecountlessinitiativesinvolving e ectronic commerce — B-to-B, B-to-C, and
now P-to-P payment initiatives—thelistislengthy.

But the common thread among al of theseinitiativesistherolethe Internet and other new technolo-
giesare playing and how they are reshaping themodel that hasbeen used for conducting business.

Thisimpact isno moreapparent than inthe mortgageindustry, where technology isbeing employed
to streamline and even eiminate stepsin the mortgage process. Stepswhichtook days, or evenweeks,
to completejust afew yearsago, now can bedonein just minuteswith afew computer key strokes.
Theresultislower coststo the consumersand reduced coststo lenders.

A primeexampleof thisintegration of technology wasthe recent formation of HomeAdvisor Tech-
nologiesIncorporated, or HT1. HTI isajoint venture between Microsoft and anumber of thenation’'s
largest mortgage companies, with Freddie Mac playing an activerole both financial ly and technol ogi-
caly. By creating an Internet mortgage portal such asthis, |oans can be originated, processed, closed,
and securitized seamlessly among HT1 businesspartners. I’ m not hereto promotethisventureand we
arecarefully reviewing FreddieMac'sroleinit. Butitiscertainly adevel opment worth mentioning.

Thisintegration isshortening the gap between Wall Street and the consumer. Whilecertainly not the
only or thelast web-based mortgage system, the HT | ventureis noteworthy becauseitisthefirst to
bring thelargest playersat nearly every stage of the process— Internet service providers, lenders, and
the secondary market —into onefully-integrated system.

Of coursethese changes do not comewithout controversy. Affected partiesand government
policymakershave rai sed | egitimate questions about the expanding reach of the Enterprises. OFHEO
and HUD will certainly havearolein that debate asit movesforward.

Asl indicated, E-commerceisnot new for Fannie Mae and Freddie Mac and OFHEO aready
conductsexaminationsfor therisksassociated with their current e-commerce activities. Weevauate
and assessthequdlity of the Enterprises :

datacenter operations,

controlsfor protecting dataand information security;

plansfor business continuity planning and contingency planning;
devel opment of new systemsand maintenance of existing systems,
application devel opment and the attendant controls, and
information technology strategic planning.

And astheInternet and new technol ogiesintroduce new risks, OFHEO will befurther devel oping
itsexaminations and research capabilitiesto ensure therisksarefully understood and managed.

Astheavailability and use of technology reachescritical mass, it still won't reachitsfull potential
without standardsallowing full network and systemsinterfacing. That iswhy | want to compliment the
MBA for itsinitiativein establishing MISM O, the Mortgage I ndustry Standards M aintenance Organiza-
tion. Thisinitiativewill maintain and administer sandardsfor common datarel evant to the mortgage
origination and underwriting processes.
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A clear set of common standardsalowsall participantsthe opportunity to utilizeand understand the
dataand technology whichisbeing employed. Again, | applaud theMBA and |ook forward toworking
withyou and otherson thisimportant initiative.

Now | want to turn to other regulatory issueswhichwill affect FannieMae and FreddieMac, and
indirectly, therest of the mortgage market.

Undoubtedly, the single most important regul atory issuerel ated to the safety and soundness of
FannieMae and Freddie Macis OFHEQ' srisk-based capital rule, whichisinthefina stagesof consid-
eration.

OFHEO'srisk-based capitd standard ismuch different from therisk-weighted leverage standard
used to regulate banking ingtitutions. OFHEQO' sstandard uses astresstest to smulate thefinancia
performance of the Enterprisesunder severe economic conditions. Theeconomic conditionsusedinthe
stresstest includelarge, sustained movementsininterest ratesand high levelsof mortgage defaultsand
associated |osses.

Modeling cash flows associated with Enterprise assetsand obligationswill provideuswith an
accurate pictureof the Enterprises’ risk profiles, aswell asthe benefits produced by hedging. The
Enterprisesmust have sufficient capital to survivethelossesunder thesedifficult circumstancesfor 10 full
years— that’ severy quarter of every year. Finally, inorder tofulfill their risk-based capital obligation,
the statute requires an additional 30 percent capital to cover management and operationsrisk.

The comment period on our proposed capital rule has closed and | want to thank the MBA for
taking thetimeto evaluate our proposal and provide uswith many insightful comments. Your staff,
particularly thissession’smoderator, Phyllis Slesinger, did an outstanding job combing through our
proposal.

Weare currently inthe process of eval uating thousands of pages of comments. The comments
rangefrom broad pointsof public policy and therequirementsof the underlying statute, to very technical
pointson measuring risk. Our goal isto complete our analysisand make any necessary changesas
soonaspossible. Thisismy greatest priority right now.

Asagenera matter, | sharethe same goalsasthe MBA and many other interested parties about
therisk-based capita rule. | agreewiththe MBA’sgoal that we should publish afina ruleassoonas
practicable. Giventhesizeof thetwo Enterprises, and therate at which they aregrowing, itisvital that
OFHEO quickly put arisk-based capital requirement in place.

The MBA hasalso correctly pointed out that the rule needsto accommodate change and
innovation, and that the Enterprises must be ableto managetheir businessesunder therule. | aminfull
agreement with thispoint aswell.

Thefina capital rulewill haveaprocessthat will alow it to evolve and change over timeto
reflect new products, innovationsin risk management, and new techniquesfor measuring risk. By
adapting to changing conditions, it will reward the Enterprisesfor reducing risk and raise capital when
riskincreases.
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Therisk-based capital standard will be state-of-the-art and will bethelatest component in
OFHEO'smulti-faceted regul atory program.

Whenfinalized, it will joinaminimum capita requirement which hasexisted sincethe Office's
early daysand acomprehensive annual risk-based examination program. To ensurethat we havean
accurate pictureof theindustry theseregulationswill impact, OFHEO must dso maintainahighly
qualified research capability. Sound and authoritative research and analysisof developmentsand risks
inthemortgage marketsisessential for OFHEQO to adequatdly fulfill itsobligations.

Asmortgage professionals, | am sureyou haveread or heard some of the recent comments
regarding the possible systemic risk posed by the Enterprisesto thefinancia system.

In recent testimony before the House Banking Committee, Treasury Undersecretary Gary
Gender testified that: “ Asthe GSEs continueto grow and to play anincreasingly central roleinthe
capital markets, issuesof potential systemic risk and market competition become morerelevant... The
public sector hasthreeroles: Creating an environment inwhich market disciplinecanwork effectively;
promoting the maximum degree of transparency; and maintaining the competitivenessof thesystemasa
whole”

In addition, the Chairman of the Capital Markets SubcommitteeintheHouse, said: “1 believe
that market discipline, coupled with prudent supervision, isthebest formulafor mitigating systemicrisk.”

And FannieMae CEO Frank Raineshasa so said to the Wall Street community, “...Pre-1992
wedid not have asafety and soundnessregulator who wasfull time...who had aserious capital stan-
dard and who had aserious examination arm. We havethat now. And each of thosethingsisagresat
assuranceto others.”

Increased market disciplinethat Treasury and Congressaretalking about will help OFHEO do
itsjob, and wewill look for waysto bring that about, including greater transparency.

Whatever perspective participantsbring to the debate, onethingisclear: They al agreethat
prudent regulation isboth necessary and appropriate. By providing the comprehensiveregulatory
approach I mentioned amoment ago, OFHEO isfulfillingitsimportant public mission.

Findly, let mejust say something about predatory lending, whichisamuch discussedtopicin
regulatory and Congressional forumsright now. No honest lender condonesthe practiceand weall
haveadesireto help combat it. OFHEQ ison atask force with other regulatorswho are addressing
theissue. Traffickingintheseloansraisescredit risk, reputationa risk, and possibly legal exposurefor
the Enterprises.

One pending case certainly highlightsthat the possiblelegal risk rel ated to predatory lendingis
not limited to the primary market. Inalawsuit against asubprimelender, aprominent Wall Street firm
that securitized thelender’ s mortgages has been named asadefendant in the action for violations of
Truthin Lending Act and various statelaws, including unfair and deceptivelaws.

Theinvestment bank isincludedin the suit based on the theory that astheleading seller of
bondsfor subprimelenders, it isan underwriter of subprimeloansand asource of fundsto support
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fraudulent practices. So, whileit isnot suggested that theinvestment bank madeany loan or holdsa
directinterestinalegedly illega loans, thefirmisadefendant for itsfinancia support of such practices.

Whether or not the plaintiff prevailsonitstheory, secondary market purchasersof predatory
loans should remember thewarning “ buyer beware.” Predatory lending may havelega consequences
for direct and evenindirect actions. While many observersgivethiscase adim chance of success, just
remember that’swhat they said about the Fleet Factors case, beforethe court ruled that banks could be
liablefor environmenta clean-up costs.

| understand the MBA hasjust issued abest practicesguidelineand | commend theminthis
congtructivefirst stepin combating predatory lending.

To effectively deal with predatory lending, we need to better understand the subprime mortgage
marketsinwhich such behavior frequently occurs. These marketsarethemselvesevolving rapidly, and
the Enterprises’ participationinthese marketsmay haveacritical effect onthe path of that evolution. To
ensurethat theloansthey arefunding are not creating unacceptablerisks, we areworking to determine
what additional |oan level information OFHEO may need to obtain. Weawaysneed thebest informa-
tion possibleto carry out our mission.

Thank you again for the opportunity to participatetoday. | look forward to continuing towork
with the MBA to ensurethat our nation hasastrong, vibrant housi ng financeindustry.

OFHEO was established as an independent entity within the Department of Housing and Urban
Development by the Federal Housing Enterprises Financial Safety and Soundness Act of 1992(Title
X111 of P.L. 102-550). OFHEQO's primary mission is ensuring the capital adequacy and

financial safety and soundness of Fannie Mae and Freddie Mac.

HiHE
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