Offering Circular dated December 31, 2003 I

. Freddi
Freddie Mac Mac

Debentures
Medium-Term Notes
Discount Notes

Offered Securities: Debentures, Medium-Term Notes and Discount Notes.
Reference We may designate some Securities as Reference Bills® securities
Securities®™: (“‘Reference Bills’’), which are regularly scheduled issues auctioned in

large principal amounts.

Amount: Unlimited.

Maturities: One day or longer, but not more than one year in the case of Discount
Notes.

Offering Terms: We will offer the Securities primarily through dealers on the terms described

in this Offering Circular and, for Debentures and Medium-Term Notes,
related Pricing Supplements.

Priority: The Securities will be unsecured general obligations or unsecured
subordinated obligations of Freddie Mac.

Tax Status: The Securities are not tax-exempt.

Form of Securities: Book-entry (Federal Reserve Banks or Depository Trust Company).

You should consider carefully the risks involved in investing in the Securities because the
Securities may not be suitable investments for you. You should purchase Securities only if you
understand this Offering Circular, the related Pricing Supplement for the Debentures or Medium-
Term Notes you are considering and the documents that we incorporate by reference in this
Offering Circular. You should consider carefully the Risk Factors described beginning on page 8.

The Securities are obligations of Freddie Mac only. The Securities, including any interest or
return of discount on the Securities, are not guaranteed by, and are not debts or obligations of,
the United States or any agency or instrumentality of the United States other than Freddie Mac.

Because of applicable securities law exemptions, we have not registered the Securities with
any federal or state securities commission. No securities commission has reviewed this Offering
Circular.

The Index of Terms (Appendix A) shows where definitions of defined terms appear in this
Offering Circular.

“Reference Securities™” is a service mark of Freddie Mac and ‘“‘Reference Bills®” is a registered trademark of Freddie
Mac.




The Securities generally will not have an established trading market when issued. Certain
Dealers have advised Freddie Mac that they intend to use reasonable efforts to make a secondary
market in the Securities that they offer. However, they are not obligated to do so. These Dealers
could discontinue their secondary market activities at any time without notice. There is no assurance
that a secondary market for any of the Securities will develop or, if such a market develops, that it
will continue or will be liquid. Consequently, you may not be able to sell your Securities readily or at
prices that will enable you to realize your anticipated yield.

If you intend to purchase Securities, you should rely only on the information in this Offering
Circular and in any related Pricing Supplement for the Securities that you are considering, including
the information in any documents that we incorporate by reference. We have not authorized anyone
to provide you with different information. We are not offering the Securities in any jurisdiction that
prohibits their offer. This Offering Circular, any related Pricing Supplement and any incorporated
documents speak only as of their dates, regardless of the date you receive these documents or
purchase Securities.

This Offering Circular replaces and supersedes our Offering Circular dated April 4, 2003 for
issues of Debentures, Medium-Term Notes and Discount Notes priced on or after the date of this
Offering Circular. This Offering Circular relates to our Debentures, Medium-Term Notes (including
Estate Notes®™ securities and FreddieNotes®™ securities) and Discount Notes (including Reference
Bills®) and not to any other securities of Freddie Mac, including €Reference Securities®™ or other
securities offered under the Freddie Mac Global Debt Facility.

SMs»

“Estate Notes™,”” “FreddieNotes®™” and “‘€Reference Securities are service marks of Freddie Mac and ‘‘Reference

Bills®” is a registered trademark of Freddie Mac.
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SUMMARY

This Summary contains selected information about the Securities. It does not contain all of the
information you should consider before purchasing the Securities. You should refer to the remainder of
this Offering Circular and to any related Pricing Supplement for further information. If a Pricing
Supplement contains different information from this Offering Circular, you should rely on the Pricing
Supplement.

Issuer ............. ... ..... Federal Home Loan Mortgage Corporation or “Freddie Mac,” a
shareholder owned government-sponsored enterprise.

Securities Offered ........... Debentures, Medium-Term Notes and Discount Notes (the
“Securities’’).

Legal Status ................ Unless otherwise specified in the applicable Pricing Supplement,

the Securities will be unsecured general obligations having the
same priority as all of our other unsecured and unsubordinated
debt and ranking senior to any subordinated debt. If specified in
the applicable Pricing Supplement, the Securities will be un-
secured subordinated obligations with the terms, including but
not limited to terms relating to payment priority or payment
suspension, limitation or deferral (if any), set forth in the
applicable Pricing Supplement (‘““Subordinated Securities’).
The United States does not guarantee the Securities or any
interest or return of discount on the Securities. The Securities
are not debts or obligations of the United States or any agency
or instrumentality of the United States other than Freddie Mac.

Pricing Supplement.......... We will offer Debentures and Medium-Term Notes by means of
Pricing Supplements, which will describe the specific terms of
the Securities (each, a ‘‘Pricing Supplement”). If a Pricing
Supplement contains different information from this Offering
Circular, you should rely on the Pricing Supplement.

Debentures and Medium-
Term Notes ............... A Debenture or Medium-Term Note will:

* pay principal in one or more of the following methods: (i) only
at maturity, (ii) periodically until maturity or (iii) upon re-
demption or repayment before maturity;

» bear interest at a fixed or variable interest rate or bear no
interest; and

* have a maturity of one day or more from its issue date.
Discount Notes . ............. A Discount Note will:

* have a maturity of one year or less from its issue date;

* be sold at a discount to its stated principal amount;

* not bear interest; and

* be paid only at maturity.

Reference Securities ........ We will designate some Securities as Reference Securities, which
are regularly scheduled issues auctioned in large principal
amounts. For example, Reference Bills® are U.S. Dollar denomi-
nated Discount Notes.
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Form of Securities........... Fed Book-Entry. Most Securities will be issued, held and transfer-
rable on the book-entry system of the Federal Reserve Banks
(*‘Fed Book-Entry System’’). Securities on the Fed Book-Entry
System may be held of record only by entities eligible to
maintain book-entry accounts with a Federal Reserve Bank
(*‘Fed Participants’’).

DTC Book-Entry. Certain Debentures and Medium-Term Notes will
be represented by one or more certificates held by, or on behalf
of, The Depository Trust Company or its successor (‘‘Deposi-
tory’’). The Depository will maintain each such issue through its
book-entry facilities (“‘DTC Book-Entry System’’).

Other Trading Arrangements. If so specified in the related Pricing
Supplement, Debentures and Medium-Term Notes may be
made eligible for trading on the clearing systems operated by
the Euroclear System and Clearstream Banking, société
anonyme, through custody accounts maintained by them with
certain Fed Participants.

Holders ..................... The term ““Holders’’ means:

* the Fed Participants appearing on the book-entry records of a
Federal Reserve Bank as Holders, in the case of an issue of
Securities on the Fed Book-Entry System; or

» the Depository or its nominee, in the case of an issue of
Securities on the DTC Book-Entry System.

A Holder of a Security is not necessarily the beneficial owner of
that Security. Beneficial owners ordinarily will hold Securities
through one or more financial intermediaries, such as banks,
brokerage firms and securities clearing organizations. A Holder
that is not the beneficial owner of a Security, and each other
financial intermediary in the chain between the Holder and the
beneficial owner, will be responsible for establishing and main-
taining accounts for their respective customers and for remitting
payments to those accounts.

See “'Description of the Securities — Holders.”

Securities Agreements.. .. .. .. We will issue Debentures and Medium-Term Notes under the
Debenture and Medium-Term Note Agreement, dated the same
date as this Offering Circular, among Freddie Mac and the
Holders of Debentures and Medium-Term Notes (‘‘Debenture
and Medium-Term Note Agreement’’).

We will issue Discount Notes under the Discount Note Agreement,
dated the same date as this Offering Circular, among Freddie
Mac and the Holders of Discount Notes (‘‘Discount Note
Agreement’).

Redemption and
Repayment................ We may have the option to redeem some Debentures or Medium-
Term Notes, in whole or in part, before their Maturity Dates
(including redemption by installment). Also, certain Holders of
some Debentures or Medium-Term Notes may have the option
to require repayment of their Securities, in whole or in part,
before their Maturity Dates. The Pricing Supplement for an
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issue of Debentures or Medium-Term Notes will say whether
the Debentures or Medium-Term Notes are redeemable at our
option or repayable at your option and will describe the redemp-
tion or repayment right.

Estate Notes®™ and
FreddieNotes™ ... ... . ... Medium-Term Notes that permit persons acting on behalf of
deceased beneficial owners to require us to repay principal
prior to their Maturity Date.

Payment Terms ............. The related Pricing Supplement will specify the payment terms of
the Debentures and Medium-Term Notes.

Principal:

Fixed Principal Repayment
Amount ................. Either (i) an amount equal to 100% of the principal amount of a
Debenture or Medium-Term Note, payable on the applicable
Maturity Date or date of redemption or repayment, or (ii) a
specified amount above or below its principal amount, payable
on that date.

Variable Principal
Repayment Amount. . .... A principal amount determined by reference to one or more
indices, such as interest or exchange rate indices or other
formulas, payable on the applicable Maturity Date or date of
redemption or repayment of a Debenture or Medium-Term
Note.

Amortizing Principal
Repayment Amounts .... Amounts of periodic payments of principal made during the term
of a Debenture or Medium-Term Note.

Interest:
Fixed Rate ................ Debentures or Medium-Term Notes that bear interest at a single
fixed rate.
Variable Rate ............. Debentures or Medium-Term Notes that bear interest at a variable
rate determined by reference to one or more specified indices.
Fixed/Variable Rate .. ..... Debentures or Medium-Term Notes that bear interest at a fixed
rate during one or more periods and at a variable rate during
other periods.
Step.................L Debentures or Medium-Term Notes that bear interest at different
fixed rates during different periods.
ZeroCoupon.............. Debentures or Medium-Term Notes that do not bear interest and
are issued at a discount to their principal amount.

Tax Status .................. The Securities and income or return of discount derived from the
Securities are generally subject to taxation by the United States
and are generally not exempt from taxation. See ‘“Certain
United States Federal Tax Consequences.”

Method of Payment.......... The Federal Reserve Banks will credit payments on Securities

maintained on the Fed Book-Entry System on applicable pay-
ment dates to the accounts of Fed Participants. Each Holder,
and each other financial intermediary in the chain to the benefi-
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cial owner, will be responsible for remitting payments to their
customers.

We will make payments on Securities maintained on the DTC

Denominations

Book-Entry System to the Depository in immediately available
funds. The Depository will be responsible for crediting pay-
ments to the accounts of the appropriate Depository Partici-
pants in accordance with the Depository’s normal procedures.
Each Depository Participant, and each other financial intermedi-
ary in the chain to the beneficial owner, will be responsible for
remitting payments to their customers.

We will issue and maintain the Securities in minimum principal

Method of Distribution

amounts and additional increments of $1,000, unless otherwise
indicated in the related Pricing Supplement.

We generally will sell Debentures and Medium-Term Notes to one

or more Dealers, acting as principals, that are named in the
related Pricing Supplement. Alternatively, we may allow Dealers
to solicit purchases of Debentures and Medium-Term Notes on
an agency basis or we may sell Debentures and Medium-Term
Notes directly to investors.

In general, we will sell Discount Notes through Dealers, acting as
our agents.




AVAILABLE INFORMATION

We prepare an annual Information Statement that describes our business and operations and
contains important financial and other information, including our consolidated financial statements
(the “Information Statement’). We also prepare quarterly and other periodic Information Statement
Supplements that include unaudited consolidated financial data and other information concerning
our business and operations (each, an ‘“Information Statement Supplement”’). These documents
are (or upon publication will be) incorporated by reference in this Offering Circular, which means
that we are disclosing information to you by referring you to those documents. These documents are
considered part of this Offering Circular. You should read this Offering Circular, and any applicable
supplements or amendments, in conjunction with our most recent Information Statement and any
subsequent Information Statement Supplements we incorporate by reference in this Offering
Circular. As of the date of this Offering Circular, our five most recent Information Statement
Supplements (which are attached as Appendices B, C, D, E and F to this Offering Circular) are
dated November 21, 2003, December 8, 2003, December 10, 2003, December 18, 2003 and
December 23, 2003. The Information Statement Supplement dated November 21, 2003 contains the
results of our restatement of previously issued consolidated financial statements for the years 2000
and 2001 and the first three quarters of 2002 and the revision of fourth quarter and full-year
consolidated financial statements for 2002. The Information Statement Supplement dated December
23, 2003 and attached as Appendix F contains information about our most recent business
performance and risk measures. You should rely only on the most current information provided or
incorporated by reference in this Offering Circular and any applicable supplement or amendment.

You can obtain any of these documents and any other documents that we make available from:

Freddie Mac
Debt Securities Marketing Office
1551 Park Run Drive
McLean, Virginia U.S.A. 22102-3110
E-Mail: debt_securities@freddiemac.com
www.freddiemac.com*

You also can read the Information Statement and other information about Freddie Mac at the
offices of the New York Stock Exchange.

* We are providing this Internet address solely for the information of prospective investors. We do not intend this Internet
address to be an active link and are not using reference to this address to incorporate additional information into this
Offering Circular or any Pricing Supplement.



FREDDIE MAC

Freddie Mac is one of the largest participants in the U.S. mortgage market. We are a
shareholder-owned government-sponsored enterprise, or GSE, chartered by Congress on July 24,
1970 under the Federal Home Loan Mortgage Corporation Act, which we refer to in this Offering
Circular as the ““Freddie Mac Act.”” Our statutory purposes are:

« to provide stability in the secondary market for residential mortgages;
» to respond appropriately to the private capital market;
 to provide ongoing assistance to the secondary market for residential mortgages; and

» to promote access to mortgage credit throughout the United States (including central
cities, rural areas and underserved areas) by increasing the liquidity of mortgage
investments and improving the distribution of investment capital available for residential
mortgage financing.

We fulfill these statutory purposes primarily by purchasing residential mortgages and mortgage
securities from mortgage lenders, other mortgage sellers and securities dealers. We finance our
purchases with debt and equity securities and by guaranteeing the timely payment of principal and
interest on mortgage securities.

RISK FACTORS

This section describes some of the general risks and considerations that you should examine
before investing in the Securities. There may be other risks and considerations not discussed below or
discussed in the applicable Pricing Supplement that you should consider. These risks and considera-
tions may vary depending on your particular circumstances and on various economic and interest rate
scenarios. Therefore, you should consult your own financial and legal advisors to determine the
suitability for you of a particular issue of Securities.

The Securities May Not Be Suitable For You

The Securities are not suitable investments for all investors. Before investing in a particular
issue of Securities, you should:

* possess, either alone or with an investment advisor, the expertise and analytical tools
necessary to evaluate, in the context of your financial situation, the particular features of
the Securities, the risks and benefits of investing in the Securities and the effect of the
Securities on your overall investment portfolio;

» have sufficient financial resources and liquidity to bear the risks associated with the
Securities;

« understand the information contained and incorporated in this Offering Circular and any
related Pricing Supplement;

¢ understand the terms of the Securities; and
* understand any applicable legal investment restrictions.

Sophisticated institutional investors generally do not purchase complex securities as stand-
alone investments. Rather, they invest in certain types of complex securities to reduce the risk of
their overall portfolio or to enhance their yield by adding an appropriate level of risk to their overall
portfolio. You should not purchase any Securities unless you understand and are able to bear the
associated yield, market, liquidity and structure risks, including risks associated with any redemption
provisions, periodic interest rate adjustments and exchange rates and controls. You should decide
whether to invest in an issue of Securities based on your own financial needs and the anticipated
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performance of the Securities under a variety of economic, interest rate and exchange rate
scenarios.

Structured Securities May Be Complex and Involve Greater Risks

Historically, the majority of the Debentures and Medium-Term Notes we issue have been fixed
rate debt obligations, including those that are redeemable at our option beginning on a specified
date. Although these Securities present certain risks to investors, they do not present all of the risks
associated with more complex Securities.

More complex Securities (such as Variable Rate, Variable Principal Repayment Amount and
Amortizing Debentures and Medium-Term Notes) may involve greater risk. They may have principal
or interest payments determined, either directly or inversely, by reference to one or more indices
(including interest rate, exchange rate, currency, swap or equity indices or formulas). An invest-
ment in such Debentures or Medium-Term Notes entails risks not associated with an investment in a
conventional fixed rate debt security. These risks include the possibility that:

* the applicable index or indices may change significantly;

» changes in the applicable index or indices may not correlate with changes in interest
rates or currencies, generally, or with changes in other indices;

* changes in the applicable index or indices will be magnified or diminished if the
Securities’ principal or interest formula contains a leverage factor or a deleverage factor;

« the applicable index or indices may be subject to maximum (‘“Cap’’) or minimum
(““Floor’’) interest rate or exchange rate limitations;

« the timing of changes in an applicable index or indices may affect your actual yield, even
if the average level is consistent with your expectations (in general, the earlier the
change in the applicable index or indices, the greater the effect on yield);

« two or more indices or formulas that you may expect to move in tandem or in some other
relationship to each other may unexpectedly converge, diverge or otherwise not move as
expected;

 currency devaluations may occur or monetary authorities may impose or modify currency
exchange controls;

* the resulting interest rate may be less than the interest rate payable on a conventional
fixed rate debt security we issued at the same time and, in some cases, may be as low as
zero;

* you may receive repayments of principal at times other than you expect;

* you may lose all or a substantial portion of the principal of your Security (whether
payable at maturity, upon redemption or otherwise); and

« the value of Securities with complex formulas or other terms may be volatile.

These risks may depend on a number of interrelated factors that we cannot control, including
financial, economic, regulatory and political developments. In the past, certain interest rates,
currencies, currency units, exchange rates, swap, equity and other indices have been highly volatile.
Past fluctuations, moreover, do not necessarily indicate fluctuations that may occur in the future.

You should have knowledge of, and access to, appropriate analytical tools to evaluate
quantitatively the effect of the particular features of the Securities you are considering purchasing
and the resulting effects upon their yields and values.
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Various Factors Could Adversely Affect the Trading Value and Yield of Your Securities

Secondary Markets and Market Values

The Securities generally will not have an established trading market when issued. Certain
Dealers have advised us that they intend to use reasonable efforts to make a secondary market in
the Securities that they offer, but, in general, they are not obligated to do so. These Dealers may
discontinue any such secondary market making at any time without notice. Consequently:

« a secondary market for any of the Securities may not develop, particularly for those
Securities that are especially sensitive to interest rate or market risks or that are
structured to meet the investment requirements of limited categories of investors; or

« if a secondary market develops, it may not be liquid at all times.

As a result, you may not be able to sell your Securities readily or at prices comparable to similar
instruments with a developed secondary market. If you are seeking to purchase or sell very small or
very large amounts of Securities, you may not be able to do so at prices comparable to those
available to other investors.

The market values of the Securities likely will fluctuate over time, perhaps significantly. These
fluctuations could cause significant losses to your investment in Securities, especially if you dispose
of your Securities prior to their maturity. The market prices of Securities issued at either a
substantial discount (such as Zero Coupon Debentures) or a substantial premium (such as
Securities that have significantly above-market interest rates) from their principal amount tend to
fluctuate more in relation to general changes in interest rates than do the prices of Securities with
comparable maturities that are not issued at such a discount or premium.

A number of factors may affect any secondary market for, and the market value of, an issue of
Securities, including:

* the creditworthiness of Freddie Mac;

« the value, complexity and volatility of any applicable index or indices;

« the method of calculating the principal or any interest payments on the Securities;
« the time remaining to the maturity of the Securities;

« any redemption or repayment features of the Securities;

« the outstanding amount of the Securities;

« the amount of other securities linked to any applicable index or indices;

« the amount of Securities being sold in any secondary market from time to time;

» the subordinated status or other terms of any Subordinated Securities;

* any legal restrictions or tax treatment that limits demand for the Securities;

« the availability of comparable securities, including comparable U.S. Treasury securities;

« fluctuations in the “‘spread’’ of the Securities to comparable U.S. Treasury securities; and

the level, direction and volatility of market interest rates generally.

You should not purchase any Securities unless you understand and can bear the risks that you
may not be able to resell them easily, that their value will fluctuate over time and that these
fluctuations may be significant and cause losses to you. llliquidity may have a severely adverse

10



effect on the market values of the Securities. These risks of limited liquidity and price volatility are
greatest for Securities that are:

* especially sensitive to interest rate, currency or market risks;
 designed for specific investment objectives or strategies;
« structured to meet the investment requirements of limited categories of investors; or

* not held until maturity.

Subordinated Securities

If specified in the applicable Pricing Supplement, the indebtedness represented by Subordi-
nated Securities and the payment of principal of and interest on Subordinated Securities may be
subordinated to prior payment in full of all of our ‘“Senior Obligations” which are due and payable.
Therefore, we will not be permitted to make any payments of principal of or interest on the
Subordinated Securities (including redeeming any redeemable Subordinated Securities) while we
are in default on any of our Senior Obligations. In the event of a liquidation or dissolution of Freddie
Mac, our assets would not be available to pay obligations under the Subordinated Securities until
our Senior Obligations have been paid in full. Such Senior Obligations will be identified by category
in the applicable Pricing Supplement.

In addition, there may be other terms applicable to specific offerings of Subordinated Securities
that would defer, limit or suspend our obligation to make any payment of principal of or interest on
these Subordinated Securities under certain specified conditions. Moreover, Events of Default that
apply to Senior Obligations may not necessarily be Events of Default for Subordinated Securities. As
a result, the Holders of Subordinated Securities may not have the same acceleration rights as
Holders of other Securities. See “The Agreements — Events of Default” and ‘* — Rights Upon
Event of Default — Debentures and Medium-Term Notes.”” The terms and conditions of any issue of
Subordinated Securities will be described in the applicable Pricing Supplement.

Redeemable Debentures and Medium-Term Notes

We will have the option to redeem certain Debentures and Medium-Term Notes after a specified
date if we so provide in the related Pricing Supplement. The redemption price typically is 100% of the
principal amount plus accrued interest, in the case of Debentures and Medium-Term Notes which
bear interest, and the accreted value to the redemption date, in the case of Zero Coupon
Debentures and Medium-Term Notes. These optional redemption provisions are likely to restrict the
market values that the Securities would otherwise have. For example, the market price of such
Securities generally will not rise substantially above their redemption price during (and possibly
before) any period when we may redeem the Securities because of the increased likelihood of
redemption. If we redeem a portion of an issue of Securities, the market for the Securities left
outstanding may become less liquid.

In general, we are most likely to redeem such Debentures and Medium-Term Notes when
prevailing interest rates and our borrowing costs are relatively low and least likely to redeem them
when prevailing interest rates and our borrowing costs are relatively high. Our decision to redeem or
not to redeem an issue of Debentures or Medium-Term Notes may also be affected by any related
hedge or derivative position that we hold. If we redeem Debentures or Medium-Term Notes when
prevailing interest rates are relatively low, you may not be able to reinvest the redemption proceeds
in comparable securities with similar yields.

Some Debentures and Medium-Term Notes may be redeemable at a variable amount deter-
mined by reference to one or more interest rate, exchange rate or other indices. The redemption
proceeds of such Securities will vary depending on the level of the applicable index, and you may
receive less than 100% of your original principal amount upon redemption.
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Fixed Rate Debentures and Medium Term Notes

Fixed Rate Debentures and Medium-Term Notes, if held to maturity, will provide return of their
principal and the certainty of interest payments at a fixed rate. However, the market values of these
Securities are likely to fluctuate with changes in prevailing interest rates.

The market values of fixed rate Securities generally will rise in a falling interest rate environment
and will fall in a rising interest rate environment. This fluctuation creates risk of loss of investment
capital if you dispose of these Securities prior to maturity. This effect on market values is generally
greater for Securities having relatively long remaining terms to maturity than for Securities having
relatively short remaining terms to maturity. For example, this effect on market values is generally
greater for Debentures and Medium-Term Notes than for Discount Notes because of the generally
short terms to maturity of Discount Notes.

Zero Coupon Debentures and Medium-Term Notes

An investment in Zero Coupon Debentures and Medium-Term Notes presents certain risks that
are different from an investment in fixed-rate Securities that pay interest periodically. If you hold the
Zero Coupon Debentures and Medium-Term Notes to maturity, they will provide return of your
principal, including return of the discount, but their market value is likely to fluctuate substantially
with changes in prevailing interest rates. The market values of Zero Coupon Debentures and
Medium-Term Notes generally will fall in a rising interest rate environment, creating a risk of loss of
your investment capital if your circumstances do not permit you to hold the Zero Coupon
Debentures and Medium-Term Notes to maturity. The market values of Zero Coupon Debentures
and Medium-Term Notes generally will rise in a falling interest rate environment. The possibility of
substantial price volatility, combined with the fact that payments on Zero Coupon Debentures and
Medium-Term Notes will be made only at maturity, also could affect the secondary market for, and
the liquidity of, Zero Coupon Debentures and Medium-Term Notes. Zero Coupon Debentures and
Medium-Term Notes that are redeemable involve certain additional risks. See “Risk Factors —
Various Factors Could Adversely Affect the Trading Value and Yield of Your Securities — Redeem-
able Debentures and Medium-Term Notes.”

The market values of Zero Coupon Debentures and Medium-Term Notes and other Securities
issued at substantial discounts tend to fluctuate more in relation to general changes in interest rates
than do prices for conventional interest-bearing securities. Generally, the longer their remaining
term, the greater the price volatility as compared to conventional interest-bearing securities with
comparable maturities.

Step Debentures and Medium-Term Notes

Step Debentures and Medium-Term Notes provide for one or more prescribed increases (or
decreases) in their interest rates on specified dates. However, we may have the option to redeem
Step Debentures and Medium-Term Notes before, at the beginning of or during one or more step
periods. Therefore, you should consider the likelihood that we will redeem Step Debentures and
Medium-Term Notes if their subsequent interest rates exceed the interest rates then available to us
for comparable borrowings.

Although the interest rate on a Step Debenture or Medium-Term Note may increase on
specified dates, the increased interest rate may be below the interest rate that you would receive on
newly issued but otherwise comparable instruments with the same remaining term to maturity.

Variable Rate Debentures and Medium-Term Notes

If the interest rate on a Variable Rate Debenture or Medium-Term Note bears a direct
relationship to a specified index or indices, lower than anticipated levels of such index or indices
could result in actual yields that are lower than anticipated. Conversely, if the interest rate on a
Variable Rate Debenture or Medium-Term Note bears an inverse relationship to a specified index or
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indices, higher than anticipated levels of such index or indices could result in actual yields that are
lower than anticipated.

Inverse Variable Rate Securities have an interest rate equal to a fixed rate minus a rate based
upon an applicable index. The market values of inverse Variable Rate Securities typically are more
volatile than market values of our conventional Variable Rate Securities based on the same
applicable index (and with otherwise comparable terms). Inverse Variable Rate Securities are more
volatile because an increase in the applicable index not only decreases the interest rate of the
inverse Variable Rate Security, but also often reflects an increase in prevailing interest rates, which
further adversely affects the market value of these Securities.

The indices applicable to Variable Rate Debentures and Medium-Term Notes are not likely to
remain constant at any level. The timing of a change in the level of an applicable index may affect the
actual yield you receive, even if the average level is consistent with your expectation. In general, the
earlier a change in the level of an applicable index, the greater the effect on the yield you receive,
especially for Debentures and Medium-Term Notes that provide for repayment of principal at one or
more times prior to maturity. As a result, the effect on the yield you receive of an index level that is
lower (or higher) than the anticipated level during earlier periods is not likely to be offset by a later
equivalent increase (or reduction). Moreover, changes in the index applicable to a particular
Variable Rate Debenture or Medium-Term Note may not correlate with changes in interest rates
generally or with changes in other indices. Your yield could be adversely affected if changes in the
index applicable to your Variable Rate Debenture or Medium-Term Note do not reflect changes in
interest rates generally.

The interest rate formula for a Variable Rate Debenture or Medium-Term Note may include a
multiplier that is applied to an index in determining the applicable interest rate. In general, a
multiplier of greater than one will cause changes in the interest rate of the Debentures or Medium-
Term Notes to be more pronounced than changes in the value of the applicable index, while a
multiplier of less than one will have the opposite effect. Variable Rate Debentures or Medium-Term
Notes with multipliers of greater than one are “leveraged,” and those with multipliers of less than
one are ‘‘deleveraged.”

In general, the volatility associated with the level of an applicable index is higher for leveraged
Debentures or Medium-Term Notes and lower for deleveraged Debentures or Medium-Term Notes.
For example, the interest rate of a leveraged Variable Rate Debenture or Medium-Term Note
bearing an inverse relationship to a specified index generally will decline sharply as the value of the
applicable index increases. By contrast, the interest rate of a deleveraged Variable Rate Debenture
or Medium-Term Note bearing an inverse relationship to a specified index generally will decline
more slowly as the value of the applicable index increases.

Investors in Variable Rate Debentures or Medium-Term Notes should also consider the effects
on their interest rates and yields of any applicable Caps or Floors and of any delays in periodic
interest rate adjustments. Some Variable Rate Debentures and Medium-Term Notes may provide for
no interest to accrue during periods when the applicable index is outside a specified range. The
market values of Variable Rate Debentures and Medium-Term Notes with Caps or Floors or with
such a range feature generally are more volatile than those of Variable Rate Debentures and
Medium-Term Notes linked to the same applicable index without Caps or Floors or a range feature,
especially when the applicable index approaches or passes the Cap or Floor or the endpoint of the
applicable range.

Fixed/Variable Rate Securities

Some Fixed/Variable Rate Securities may bear interest at a rate that we may elect to convert
from a fixed rate to a variable rate, or from a variable rate to a fixed rate. Our ability to convert the
interest rate will affect the secondary market and the market value of the Securities since we may be
expected to convert the rate when it is likely to produce a lower overall cost of borrowing. If we
convert from a fixed rate to a variable rate, the ‘““spread’” above or below the applicable index may

13



be less favorable than the prevailing spreads on our conventional Variable Rate Securities tied to the
same index. In addition, the new variable rate at any time may be lower than the rates on our other
Variable Rate Securities. If we convert from a variable rate to a fixed rate, the fixed rate may be
lower than then prevailing rates on our other Fixed Rate Securities.

Debentures and Medium-Term Notes with Variable or Amortizing Principal Repayment
Amounts

Debentures and Medium-Term Notes with Variable or Amortizing Principal Repayment Amounts
provide for payments of principal or their redemption price to be determined based on one or more
indices. Before purchasing such a Debenture or Medium-Term Note you should understand the
indices used in calculating payments. Such indices may fluctuate independently of other indices.
Fluctuations in such indices may cause you to receive principal at a different time or in a lesser
amount than you anticipate.

Securities Eligible for Stripping

Some issues of Fixed Rate Securities and Step Securities will be eligible to be separated
(“stripped’’) into Interest Components and Principal Components. The related Pricing Supplement
will indicate which issues of Securities are eligible to be stripped. The secondary market, if any, for
the Interest Components and Principal Components of stripped Securities may be more limited and
have less liquidity than the secondary market for Securities of the same issue that have not been
stripped. The liquidity of an issue of Securities also may be reduced if a significant portion of the
Securities are stripped. See ‘“‘Description of the Securities — Debentures and Medium-Term
Notes — Stripped Debentures and Medium-Term Notes’ for more information on stripping.

Exchange Rate Risks and Exchange Controls May Affect the Timing or Amount of Interest and
Principal Paid on Your Securities

The amount of principal or interest to be paid on Debentures and Medium-Term Notes may be
determined by reference to one or more currencies or currency units (including exchange rates and
swap indices between currencies or currency units). Government and monetary authorities have
imposed, and may impose in the future, exchange controls that could adversely affect an applicable
exchange rate. As a result, you may receive less interest or principal than expected, or no interest or
principal at all.

Principal and interest on most Debentures and Medium-Term Notes will be payable in U.S.
dollars. This presents risks relating to currency conversions if you conduct business in another
currency. These include the risk that exchange rates may significantly change (including changes
due to devaluation of the U.S. dollar or revaluation of your currency) and the risk that government or
monetary authorities may impose or modify exchange controls. Any appreciation in the value of your
currency relative to the U.S. dollar would decrease the currency-equivalent yield and value of your
Debenture or Medium-Term Note.

Legal Investment Considerations May Restrict Certain Investors

You should consult your own legal advisors in determining whether the Securities are legal
investments for you and whether you can pledge the Securities as collateral for various types of
borrowings. In addition, if you are a financial institution, you should consult your legal advisors or
regulators to determine how to treat Securities under any applicable risk-based capital or similar
rules.

Certain legal investment laws and regulations or regulatory authorities may restrict an institu-
tion’s investment in certain types of Securities or in Securities generally. An institution under the
jurisdiction of regulatory agencies should review any applicable regulations, policy statements and
guidelines before purchasing or pledging Securities.
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Credit Ratings May Not Reflect All Risks

Rating agencies may assign credit ratings to the Securities. Any credit ratings assigned to the
Securities may not reflect the potential impact of all risks related to structure, yield, market, liquidity
and other factors affecting their value. A credit rating is not a recommendation to buy, sell or hold
the Securities and may be revised or withdrawn by the rating agency.

DESCRIPTION OF THE SECURITIES

General
The Securities will be issued pursuant to:
« Section 306 (a) of the Freddie Mac Act;

* in the case of Debentures and Medium-Term Notes, the Debenture and Medium-Term
Note Agreement and the related Pricing Supplement; and

* in the case of Discount Notes, the Discount Note Agreement.

Copies of the Debenture and Medium-Term Note Agreement and the Discount Note Agreement
(““Agreements’’) and any applicable Pricing Supplement are available as described under *‘Availa-
ble Information” above. By receiving and accepting a Security, or an interest in a Security, you agree
to be bound by the terms and conditions of the applicable Agreement, as supplemented or amended
from time to time. See “The Agreements — Binding Effect of the Agreements.”

The Securities are obligations of Freddie Mac only. The Securities, including any interest or
return of discount on the Securities, are not guaranteed by and are not debts or obligations of the
United States or any agency or instrumentality of the United States other than Freddie Mac.

Debentures and Medium-Term Notes
Status of the Securities

The Debentures and Medium-Term Notes will be unsecured general obligations of Freddie Mac
or, if specified in the applicable Pricing Supplement, unsecured subordinated obligations of Freddie
Mac. See “Description of the Securities — Debentures and Medium-Term Notes — Subordinated
Securities.” The Debenture and Medium-Term Note Agreement does not limit other indebtedness
that we may incur and does not contain any financial or similar restrictions on us or any restrictions
on our ability to secure our indebtedness. We may issue an unlimited amount of Debentures and
Medium-Term Notes under the Debenture and Medium-Term Note Agreement.

We may designate some Debentures and Medium-Term Notes as ‘“‘Reference Securities®,”

which are regularly scheduled issues auctioned in large principal amounts.
Maturity, Redemption and Optional Repayment

Each Debenture and Medium-Term Note will mature on a date (the ‘“Maturity Date’’) one day or
longer from its issue date, unless redeemed earlier at our option or repaid at your option, as
specified in the applicable Pricing Supplement. The Pricing Supplement will specify whether an issue
of Debentures or Medium-Term Notes may be redeemable at our option or repayable at your option,
in whole or in part, prior to its Maturity Date. An issue of Debentures or Medium-Term Notes may be
redeemable or repayabile:

« in whole or from time to time in part as applicable;
e on one or more specified dates;
« at any time on or after a specified date; or

» during one or more specified periods of time.
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The principal amount payable on the Maturity Date or upon redemption or repayment of a
Debenture or Medium-Term Note will be determined as described in the related Pricing Supplement
and may be either:

« a fixed amount (the ‘‘Fixed Principal Repayment Amount’) equal to 100% of the
principal amount (i.e., par), or a specified amount above or below that principal amount;
or

* an amount (the “Variable Principal Repayment Amount”’) determined by reference to
one or more interest rate or exchange rate indices or otherwise.

In addition, we may issue “Amortizing Debentures or Medium-Term Notes” on which we make
periodic payments of principal during their terms as described in the related Pricing Supplement.
Amortizing Debentures or Medium-Term Notes may bear interest at fixed or variable rates.

Unless a different notice period is specified in the Pricing Supplement, we will give you notice of
optional redemption from 5 Business Days to 60 calendar days before the redemption date in the
manner described under “The Agreements — Notice.” Notice provisions relating to Holders’
exercise of any option to require repayment will be provided in the related Pricing Supplement.

In the case of a partial redemption of an issue of Debentures or Medium-Term Notes, we will
redeem a pro rata portion of each outstanding Debenture or Medium-Term Note of the affected
issue.

Estate Notes®™ and FreddieNotes*™ are types of repayable Medium-Term Notes. They are
repayable at the option of a representative of a deceased beneficial owner subject to limits on both
the amount of repayments on Estate Notes®™ and FreddieNotes®™ owned by one person or estate
and the aggregate amount of repayments on an Estate Notes®™ or FreddieNotes®M issue.

Interest Payments

The Securities may bear interest at one or more fixed rates or variable rates or may not bear
interest. The applicable Pricing Supplement will specify how frequently interest, if any, is payable on
an issue of Debentures or Medium-Term Notes. Interest on Debentures and Medium-Term Notes
will be payable in arrears on each date specified in the Pricing Supplement (each, an “Interest
Payment Date’’). Zero Coupon Debentures and Medium-Term Notes will not bear interest.

Each issue of interest-bearing Debentures or Medium-Term Notes will bear interest (i) from
and including the immediately preceding Interest Payment Date or, if no interest has been paid or
made available for payment on the issue of Securities, from and including the date on which we
issue the Securities (“‘Issue Date’’) or any other date specified in the Pricing Supplement (ii) to but
excluding the next succeeding Interest Payment Date or the applicable Principal Payment Date
(each such period is an “Interest Payment Period’’). The Maturity Date or, if applicable, the earlier
date of redemption or repayment is the “‘Principal Payment Date’’ for the principal of Debentures or
Medium-Term Notes redeemable or repayable on that date. No interest will accrue on the principal
of any Debenture or Medium-Term Note on or after the Principal Payment Date.

Interest on Debentures and Medium-Term Notes accrues on the then outstanding principal
amount. Interest payments will be rounded to the nearest cent (with one-half cent being rounded
upwards).

The terms of our Subordinated Securities may require the deferral of interest payments under
certain circumstances. See “Risk Factors — Various Factors Could Adversely Affect the Trading
Value and Yield of Your Securities — Subordinated Securities.”

If any jurisdiction imposes any withholding or other tax, we will not pay additional interest or
other amounts, or redeem the Debentures or Medium-Term Notes prior to maturity, as a result.
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Fixed Rate Debentures and Medium-Term Notes

The Pricing Supplement will specify the single fixed interest rate per annum on a Fixed Rate
Debenture or Medium-Term Note. Unless we otherwise specify in the Pricing Supplement, we
compute interest on a Fixed Rate Debenture or Medium-Term Note on the basis of a 360-day year
of twelve 30-day months.

Step Debentures and Medium-Term Notes

Each Step Debenture or Medium-Term Note will bear interest from its Issue Date to a specified
date at an initial fixed interest rate and then at one or more different fixed interest rates. A Step
Debenture or Medium-Term Note can have one or more step periods. Step Debentures and
Medium-Term Notes may contain provisions giving us the option to redeem them before, at the
beginning of or during one or more step periods. The Pricing Supplement will specify the fixed
interest rate payable for each step period from issuance to maturity. Unless we otherwise specify in
the Pricing Supplement, we compute interest on a Step Debenture or Medium-Term Note on the
basis of a 360-day year of twelve 30-day months.

Zero Coupon Debentures and Medium-Term Notes

Zero Coupon Debentures and Medium-Term Notes will not bear interest and will be issued at a
price that is less than the principal amount payable on the Maturity Date. Some Zero Coupon
Debentures and Medium-Term Notes may be redeemable. If an issue is subject to redemption, the
Pricing Supplement will show, in percentage terms, the amount of principal that will be paid upon
redemption for each potential redemption date.

Variable Rate Debentures and Medium-Term Notes

Variable Rate Debentures and Medium-Term Notes will bear interest at a variable rate,
determined on the basis of either a direct or an inverse relationship to one or more specified indices.
Variable Rate Debentures and Medium-Term Notes also may bear interest in any other manner
described in the applicable Pricing Supplement.

The interest rate formula for a Variable Rate Debenture or Medium-Term Note may contain a
Spread or Multiplier. A *‘Spread’” means a constant or variable number to be added to or subtracted
from the relevant index or formula. A “Multiplier’” means a constant or variable number (which may
be greater or less than one) to be multiplied by the relevant index or formula.

Variable Rate Debentures and Medium-Term Notes also may have Caps and Floors. In addition,
some Variable Rate Debentures and Medium-Term Notes may provide for no interest to accrue
during periods when the applicable index is outside a specified range.

We will specify in the applicable Pricing Supplement the accrual method (i.e., the day count
convention) for calculating interest or any other relevant accrual factor on the related Variable Rate
Debentures or Medium-Term Notes. The accrual method may incorporate one or more of the
following defined terms:

« “Actual /360 means that interest will be calculated on the basis of the actual number of
days elapsed in a year of 360 days.

* “Actual/365 (fixed)” means that interest will be calculated on the basis of the actual
number of days elapsed in a year of 365 days, regardless of whether payment occurs
during a calendar leap year.

e “Actual/Actual” means that interest will be calculated on the basis of (i) the actual
number of days elapsed in the Interest Payment Period divided by 365, or (ii) if any
portion of the Interest Payment Period falls in a leap year, (A) the actual number of days
in that portion divided by 366 plus (B) the actual number of days in the remaining portion
divided by 365.
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We will also specify in the Pricing Supplement (i) how frequently the rate of interest will reset
and (ii) the dates on which a new rate of interest becomes effective (each, a “Reset Date”’).

If the interest rate will reset within an Interest Payment Period, then:

« the interest rate in effect on the sixth Business Day preceding an Interest Payment Date
will be the interest rate for the remainder of that Interest Payment Period; and

« the first day of each Interest Payment Period also will be a Reset Date.

Variable Rate Debentures or Medium-Term Notes may bear interest prior to the initial Reset
Date at an initial interest rate specified in the related Pricing Supplement. If so, then the first day of
the initial Interest Payment Period will not be a Reset Date.

Each period beginning on the applicable Reset Date and ending on the calendar day preceding
the next Reset Date is an “Interest Reset Period.” The rate of interest applicable to each Interest
Reset Period will be determined as described below under “LIBOR,” “Prime Rate” and ‘““Treasury
Rate.”

If the rate of interest will reset within an Interest Payment Period, we will calculate accrued
interest by multiplying the principal amount of the Variable Rate Debenture or Medium-Term Note by
an accrued interest factor. Unless we otherwise specify in the applicable Pricing Supplement, we will
calculate this accrued interest factor by adding the interest factor for each Interest Reset Period in
such Interest Payment Period and rounding the sum to nine decimal places. The interest factor for
each such Interest Reset Period will be computed by (i) multiplying the number of days in the
Interest Reset Period by the interest rate (expressed as a decimal) applicable to such Interest
Reset Period and (ii) dividing the product by the number of days in the year referred to in the
accrual method specified in the applicable Pricing Supplement.

If the source of an index changes in format, but the Calculation Agent determines that the index
source continues to disclose the information necessary to determine the related interest rate
substantially as required, the Calculation Agent will amend the procedure for obtaining information
from that source to reflect the changed format.

The Calculation Agent’s determination of an index value or interest rate will be final and binding
on all parties, absent manifest error. The “*Calculation Agent’” will be Freddie Mac unless we specify
otherwise in the applicable Pricing Supplement. See “‘Description of the Securities — Corrections”
below.

Information concerning the current interest rate on an issue of Variable Rate Debentures or
Medium-Term Notes will be available from us by contacting our Debt Securities Marketing Office as
shown under “‘Available Information” and, if we are not the Calculation Agent, from the Calculation
Agent.

Indices

The Pricing Supplement will specify the applicable interest rate index for an issue of Variable
Rate Debentures or Medium-Term Notes. The provisions set forth below under the heading of the
specific interest rate index will apply to the related Variable Rate Debentures or Medium-Term
Notes.

LIBOR

“LIBOR” means the daily average of the London interbank offered rates for Deposits in the
Index Currency having the Index Maturity, as determined by the Calculation Agent. If we specify
LIBOR as the interest rate for Variable Rate Debentures or Medium-Term Notes, LIBOR for any
Reset Date will be determined as follows (in the following order of priority):

(1) LIBOR will be the rate that is displayed, at 11:00 a.m. (London time) on the LIBOR
Determination Date, on the Designated Telerate Page for Deposits in the Index Currency having
the Index Maturity;
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(2) if that rate is not displayed, LIBOR will be the rate that is displayed, at 11:00 a.m.
(London Time) on the LIBOR Determination Date, on the Designated Reuters Page for
Deposits in the Index Currency having the Index Maturity;

(8) if that rate is not displayed, the Calculation Agent will request the principal London
offices of four leading banks in the London interbank market selected by the Calculation Agent
(after consultation with Freddie Mac, if Freddie Mac is not then acting as Calculation Agent) to
provide such banks’ offered quotations to prime banks in the London interbank market for
Deposits in the Index Currency having the Index Maturity at 11:00 a.m. (London time) on the
LIBOR Determination Date and in a Representative Amount. If at least two quotations are
provided, LIBOR will be the arithmetic mean (if necessary rounded upwards) of such
quotations;

(4) if fewer than two such quotations are provided, the Calculation Agent will request four
major banks in the Principal Financial Center selected by the Calculation Agent (after consulta-
tion with Freddie Mac, if Freddie Mac is not then acting as Calculation Agent) to provide such
banks’ offered quotations to leading European banks for a loan in the Index Currency for a
period of time corresponding to the Index Maturity, starting on the Reset Date, at approximately
11:00 a.m. in the Principal Financial Center on the LIBOR Determination Date and in a
Representative Amount. If at least two quotations are provided, LIBOR will be the arithmetic
mean (if necessary rounded upwards) of such quotations; and

(5) if fewer than two quotations are provided, LIBOR will be LIBOR as determined for the
immediately preceding Reset Date or, in the case of the first Reset Date, will be the rate for
Deposits in the Index Currency having the Index Maturity at 11:00 a.m. (London time) on the
most recent London Banking Day preceding the LIBOR Determination Date for which the rate
was displayed on either the Designated Telerate Page or the Designated Reuters Page for
deposits starting on the second London Banking Day following such date (and if such rate
appears on both such screens on that London Banking Day, using the Designated Telerate
Page).

The following definitions apply to the preceding description of LIBOR:
» “Deposits’” means deposits commencing on the applicable Reset Date.

» “Designated Reuters Page” means the display on the Reuters Page ISDA (or any
successor page) of interbank rates from London for Deposits in the Index Currency.

» “Designated Telerate Page’” means the display of rates on the Telerate Capital Markets
Report Page 3750 (or any successor page) for Deposits in the Index Currency.

* “Index Currency”’ means the currency or currency unit specified in the related Pricing
Supplement with respect to which LIBOR will be calculated for a Variable Rate Debenture
or Medium-Term Note. If no such currency or currency unit is specified in the related
Pricing Supplement, the Index Currency will be U.S. dollars.

* “Index Maturity’’ means the period with respect to which LIBOR will be calculated that is
specified in the related Pricing Supplement.

» “LIBOR Determination Date” means the second London Banking Day preceding the
applicable Reset Date unless the Index Currency is British pounds sterling, in which case
it means the applicable Reset Date.

* “London Banking Day” means any day on which commercial banks are open for
business (including dealings in foreign exchange and deposits in the Index Currency) in
London.

* “Principal Financial Center’” means (i) with respect to U.S. dollars, British pounds
sterling, the euro, Japanese yen and Swiss francs, the City of New York, London,

19



Brussels, Tokyo and Zurich, respectively, or (ii) with respect to any other Index
Currency, the city specified in the related Pricing Supplement.

» “Representative Amount” means a principal amount of not less than U.S. $1,000,000
(or, if the Index Currency is other than U.S. dollars, a principal amount not less than the
equivalent in the Index Currency) that, in the Calculation Agent’s sole judgment, is
representative for a single transaction in the relevant market at the relevant time.

Prime Rate
The “Prime Rate”’ means, with respect to any Reset Date (in the following order of priority):

(1) the arithmetic mean, determined by the Calculation Agent, of the rates (after eliminat-
ing certain rates, as described below in this clause (1)) that appear, at 11:00 a.m. on the Prime
Rate Determination Date, on Reuters USPRIME1 Page as the U.S. dollar prime rate or base
lending rate of each bank appearing on that page, provided that at least 3 rates appear. In
determining the arithmetic mean:

 if 20 or more rates appear, the highest 5 rates (or in the event of equality, 5 of the
highest) and the lowest 5 rates (or in the event of equality, 5 of the lowest) will be
eliminated,

« if fewer than 20 but 10 or more rates appear, the highest 2 rates (or in the event of
equality, 2 of the highest) and the lowest 2 rates (or in the event of equality, 2 of the
lowest) will be eliminated, or

« if fewer than 10 but 5 or more rates appear, the highest rate (or in the event of equality, 1
of the highest) and the lowest rate (or in the event of equality, 1 of the lowest) will be
eliminated;

(2) if fewer than 3 rates so appear, then the Prime Rate will be the arithmetic mean,
determined by the Calculation Agent, of the rates (after eliminating certain rates, as described
below in this clause(2)) that appear, at 11:00 a.m. on the Prime Rate Determination Date, on
Telerate Page 38 as the U.S. dollar prime rate or base lending rate of each bank appearing on
that page, provided that at least 3 rates appear. In determining the arithmetic mean:

« if 20 or more rates appear, the highest 5 rates (or in the event of equality, 5 of the
highest) and the lowest 5 rates (or in the event of equality, 5 of the lowest) will be
eliminated,

« if fewer than 20 but 10 or more rates appear, the highest 2 rates (or in the event of
equality, 2 of the highest) and the lowest 2 rates (or in the event of equality, 2 of the
lowest) will be eliminated, or

« if fewer than 10 but 5 or more rates appear, the highest rate (or in the event of equality, 1
of the highest) and the lowest rate (or in the event of equality, 1 of the lowest) will be
eliminated;

(8) if fewer than 3 rates so appear, then the Calculation Agent will request 5 major banks
in the City of New York selected by the Calculation Agent (after consultation with Freddie Mac,
if Freddie Mac is not then acting as Calculation Agent) to provide a quotation of such banks’
U.S. dollar prime rates or base lending rates on the basis of the actual number of days in the
year divided by 360 as of the close of business on the Prime Rate Determination Date. If at least
3 quotations are provided, then the Prime Rate will be the arithmetic mean, determined by the
Calculation Agent, of the quotations obtained (and, if 5 quotations are provided, eliminating the
highest quotation (or in the event of equality, 1 of the highest) and the lowest quotation (or in
the event of equality, 1 of the lowest));

(4) if fewer than 3 quotations are so provided, the Calculation Agent will request 5 banks
or trust companies organized and doing business under the laws of the United States or any
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state, each having total equity capital of at least U.S. $500,000,000 and being subject to
supervision or examination by federal or state authority, selected by the Calculation Agent
(after consultation with Freddie Mac, if Freddie Mac is not then acting as Calculation Agent), to
provide a quotation of such banks’ or trust companies’ U.S. dollar prime rates or base lending
rates on the basis of the actual number of days in the year divided by 360 as of the close of
business on the Prime Rate Determination Date. In making such selection of 5 banks or trust
companies, the Calculation Agent will include each bank, if any, that provided a quotation as
requested in clause (3) above and exclude each bank that failed to provide a quotation as
requested in clause (3). If at least 3 quotations are provided, then the Prime Rate will be the
arithmetic mean, determined by the Calculation Agent, of the quotations obtained; and

(5) if fewer than 3 quotations are so provided, then the Prime Rate will be the Prime Rate
determined for the immediately preceding Reset Date. If the applicable Reset Date is the first
Reset Date, then the Prime Rate will be the rate calculated pursuant to clause (1) or (2) for the
most recent New York Banking Day preceding the Reset Date for which at least 3 rates
appeared at 11:00 a.m. on either Reuters USPRIME1 Page or Telerate Page 38 (and, if rates
appear on both screens on such New York Banking Day, using Reuters USPRIME1 Page).

The following definitions apply to the preceding description of Prime Rate:

* “New York Banking Day’’ means any day other than (a) a Saturday, (b) a Sunday, (c) a
day on which banking institutions in the City of New York are required or permitted by law
or executive order to close or (d) a day on which the Federal Reserve Bank of New York
is closed.

* “Prime Rate Determination Date” means the New York Banking Day preceding the
applicable Reset Date.

» "“Reuters USPRIME1 Page” means the display designated as page ‘‘USPRIME1” (or
any successor page) on Reuters.

» “Telerate Page 38"’ means the display designated as ‘“Page 38" (or any successor
page) provided by Telerate Capital Markets.

Treasury Rate
The “Treasury Rate” means, with respect to any Reset Date (in the following order of priority):

(1) the auction average rate for direct obligations of the United States (‘‘Treasury Bills”)
having the Index Maturity obtained from the most recent auction of Treasury Bills prior to the
Reset Date (‘‘Reference Treasury Bill Auction””) as announced by the United States Depart-
ment of the Treasury (‘“Treasury Department”) in the form of a press release under the
heading “Investment Rate” by 3:00 p.m. on such Reset Date;

(2) if such rate is not so announced, then the Treasury Rate will be the auction average
rate for Treasury Bills having the Index Maturity obtained from the Reference Treasury Bill
Auction as otherwise announced by the Treasury Department by 3:00 p.m. on the Reset Date as
determined by the Calculation Agent;

(8) if such rate is not so announced, the Calculation Agent will request 5 leading primary
United States government securities dealers in the City of New York selected by the Calculation
Agent (after consultation with Freddie Mac, if Freddie Mac is not then acting as Calculation
Agent) to provide a quotation of such dealers’ secondary market bid yields, as of 3:00 p.m. on
such Reset Date, for Treasury Bills with a remaining maturity closest to the Index Maturity (or,
in the event that the remaining maturities are equally close, the longer remaining maturity). If at
least 3 quotations are provided, then the Treasury Rate will be the arithmetic mean, determined
by the Calculation Agent, of the quotations obtained; and

(4) if fewer than 3 quotations are so provided, the Treasury Rate will be the Treasury Rate
for the immediately preceding Reset Date. If the applicable Reset Date is the first Reset Date,
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the Treasury Rate will be the auction average rate for Treasury Bills having the Index Maturity
from the most recent auction of Treasury Bills prior to the Reset Date for which such rate was
announced by the Treasury Department in the form of a press release under the heading
“Investment Rate.”

The auction average rate for Treasury Bills and the secondary market bid yield for Treasury Bills
will be obtained expressed as a bond equivalent yield on the basis of a year of 365 or 366 days, as
applicable (or, if not so expressed, will be converted by the Calculation Agent to such a bond
equivalent yield).

Fixed/Variable Rate Debentures and Medium-Term Notes

Fixed /Variable Rate Debentures and Medium-Term Notes will bear interest at a fixed rate for
one or more periods and at a variable rate for one or more other periods. Fixed/Variable Rate
Debentures and Medium-Term Notes also may bear interest at a rate that we may elect to convert
from a fixed rate to a variable rate or from a variable rate to a fixed rate, as further described in the
applicable Pricing Supplement. See ‘‘Description of the Securities — Debentures and Medium-Term
Notes — Fixed Rate Debentures and Medium-Term Notes” as to fixed rates and ‘‘Description of the
Securities — Debentures and Medium-Term Notes — Variable Rate Debentures and Medium-Term
Notes’ as to variable rates.

If we can convert the interest rate on a Fixed/Variable Rate Debenture or Medium-Term Note
from a fixed rate to a variable rate, or from a variable rate to a fixed rate, accrued interest for each
Interest Payment Period generally will be calculated using an accrued interest factor in the manner
described under ‘‘Description of the Securities — Variable Rate Debentures and Medium-Term
Notes.”

Amortizing Debentures and Medium-Term Notes

Amortizing Debentures and Medium-Term Notes are those on which we make periodic
payments of principal during their terms as described in the related Pricing Supplement. Amortizing
Debentures and Medium-Term Notes may bear interest at fixed or variable rates.

Debentures and Medium-Term Notes with Variable Principal Repayment Amounts

Variable Principal Repayment Amount, or “Indexed,” Debentures and Medium-Term Notes are
those on which the amount of principal payable is determined with reference to an index specified in
the related Pricing Supplement.

Subordinated Securities

If specified in the applicable Pricing Supplement, the indebtedness represented by Subordi-
nated Securities and the payment of principal of and interest on Subordinated Securities will be
subordinated to prior payment in full of all Senior Obligations of Freddie Mac which are due and
payable. Such Senior Obligations will be identified by category in the applicable Pricing Supplement.
In addition, there may be other terms applicable to specific offerings of Subordinated Securities that
would defer, limit or suspend our obligation to make any payment of principal of or interest on these
Subordinated Securities under certain specified conditions. Any such terms and conditions will be
specified in the applicable Pricing Supplement.

Stripped Debentures and Medium-Term Notes

We may designate certain issues of Debentures and Medium-Term Notes (the ‘“‘Eligible
Securities”’) as eligible to be stripped into their separate Interest Components and Principal
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Components (each, a ““Component’”) on the book-entry records of the Federal Reserve Bank of
New York (the “FRBNY’'). The Components of an Eligible Security are:

(i) each future interest payment or portion of an interest payment (each, an “Interest
Component””) due on or prior to the Maturity Date or, if the Eligible Security is subject to
redemption or repayment prior to the Maturity Date, the first date on which the Eligible Security
is subject to redemption or repayment (in either case, the *‘Cut-off Date’); and

(i) the principal payment plus any interest payments that either are due after the Cut-off
Date or are specified as ineligible for stripping in the applicable Pricing Supplement (the
“Principal Component”).

The initial or final interest payment on an issue of Eligible Securities will not be an Interest
Component if the applicable Interest Payment Period is shorter or longer than other Interest
Payment Periods, based on a 360-day year consisting of twelve 30-day months. In such case, the
initial or final interest payment will remain with the Principal Component. Each Component of an
issue of Eligible Securities will receive a different CUSIP Number.

We may designate an issue of Debentures or Medium-Term Notes as Eligible Securities either
at the time of original issuance or at any later time prior to the Cut-off Date. We are under no
obligation, however, to designate any issue of Debentures or Medium-Term Notes as Eligible
Securities.

For an Eligible Security to be stripped into Components, its principal amount must produce an
interest payment of $1,000 or a multiple of $1,000 on each Interest Payment Date, based on the
stated interest rate of the Eligible Security. The minimum principal amount required to strip an
Eligible Security at its original issuance will be specified in the related Pricing Supplement.

You may request that an Eligible Security be stripped into its Components at any time beginning
on the date it becomes eligible for stripping until the Cut-off Date. You must make your request to
the FRBNY and comply with any requirements and procedures, including payment of any fees, of
the FRBNY.

If any modification, amendment or supplement of the terms of an issue of Eligible Securities
requires the consent of Holders, only the Holders of Principal Components will be entitled to give or
withhold that consent. Holders of Interest Components will have no right to give or withhold such
consent. See “The Agreements — Amendment.”

Currently, the FRBNY will restore (‘“‘reconstitute’”) the Principal Components and unmatured
Interest Components of a stripped Eligible Security at the request of a Holder holding a Principal
Component and all applicable unmatured Interest Components. The Holder must pay a reconstitu-
tion fee (currently the FRBNY’s fee applicable to on-line book-entry securities transfers). Generally,
the Principal Component of an issue of Eligible Securities may be combined with either Interest
Components of the same issue or Interest Components from other issues of Eligible Securities that
have the same CUSIP Number. (Interest Components of two or more issues due on the same date
sometimes have the same CUSIP Number). Holders wishing to reconstitute Components into an
Eligible Security must also comply with all applicable FRBNY requirements and procedures relating
to the stripping and reconstitution of securities.

The preceding discussion is based on our understanding of the way the FRBNY currently strips
and reconstitutes securities on the Fed Book-Entry System. The FRBNY may cease stripping or
reconstituting Eligible Securities or may change the way this is done or the applicable requirements,
procedures or charges at any time without notice.

Reopened Issues

In our discretion and at any time, we may ‘‘reopen’ an issue by offering additional Debentures
or Medium-Term Notes with terms identical (other than issue date, interest commencement date
and issue price) to those of existing Debentures or Medium-Term Notes for which settlement has
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previously occurred or been scheduled. The additional and existing Debentures or Medium-Term
Notes will be consolidated and will form a single series of Securities as specified in the applicable
Pricing Supplement.
Discount Notes
Discount Notes will:
* be unsecured general obligations of Freddie Mac;
* be offered on a continuous basis;
* have maturities of one year or less from their issue date;
* not bear interest;
* be paid only on their Maturity Dates at their principal amounts; and

* be issued, maintained and transferred in minimum principal amounts and additional
increments of $1,000 (in each case expressed in terms of the principal amount payable
on the Maturity Date).

We will offer each Discount Note at a fixed price representing a discount from the principal
amount payable at maturity. The initial offering price of a Discount Note will be the difference
between the face amount of the Discount Note and the amount derived from the following formula:

Applicable Discount Number of Days
Expressed as From Issue Date to
Face Amount X a Decimal X Maturity Date
360 days

We generally will not offer a Discount Note having a Maturity Date that is not a Business Day. If
the Maturity Date of a Discount Note should fall on a day that is not a Business Day, its Maturity
Date will become the first Business Day following such day. We will pay interest for the days from
the original Maturity Date to (but excluding) the revised Maturity Date based on the percentage of
discount at which this Discount Note was issued.

We may designate some Discount Notes as Reference Bills, which are regularly scheduled
issues auctioned in large principal amounts.

Corrections

If a principal or interest payment error occurs, we may correct it by adjusting payments to be
made on later Interest Payment Dates or Principal Payment Dates (as appropriate) or in any other
manner we consider appropriate.

All index values used to determine principal or interest payments are subject to correction within
30 days from the applicable payment. The source of a corrected value must be the same source
from which the original value was obtained. A correction might result in an adjustment on a later date
to the amount paid to you or a subsequent investor.

For example, if the index value initially used for determining the rate of interest on an issue of
Securities is superseded by a corrected value from the original source, the Calculation Agent will
use that corrected value to determine the rate of interest payable on such Securities on the
applicable Interest Payment Date. To illustrate, assume that LIBOR is the applicable interest rate
index for determining the rate of interest payable on a Security. If the Calculation Agent obtains
LIBOR for a Reset Date from a Designated Telerate Page, only a corrected rate for that Reset Date
obtained from the same Designated Telerate Page may supersede the initial rate. The Calculation
Agent will use the corrected rate to determine the rate of interest payable on the Security as of the
applicable Interest Payment Date.
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We will notify any exchange on which Securities are listed if the Calculation Agent corrects an
applicable rate for such Securities.

Business Day Convention

Unless otherwise specified in the applicable Pricing Supplement, if the specified date for a
payment is not a Business Day, we will pay the interest or principal of the Security on the next
Business Day with the same force and effect as if such payment was made on the applicable
Interest Payment Date or Principal Payment Date. Except in the case of Discount Notes, and unless
otherwise specified in the applicable Pricing Supplement for an issue of Debentures or Medium-
Term Notes, no interest on such payment will accrue for the period from such specified date to the
actual date of the payment.

“Business Day’’ means a day other than (1) a Saturday, (2) a Sunday, (3) as to any Securities
on the Fed Book-Entry System, a day on which the FRBNY is closed, (4) as to any Holder of a
Security on the Fed Book-Entry System, a day on which the Federal Reserve Bank that maintains
the Holder’s account is closed, (5) as to any Securities on the DTC Book-Entry System, a day on
which the Depository is closed, or (6) a day on which our offices are closed.

Form and Denominations

Only Fed Participants may be Holders of Securities held on the Fed Book-Entry System. The
Federal Reserve Banks will be our fiscal agents for Securities held on the Fed Book-Entry System.
There is a Fiscal Agency Agreement between us and the FRBNY, acting on behalf of the Federal
Reserve Banks (‘“‘Fiscal Agency Agreement’”), which makes generally applicable to the Securities:

* The Department of Housing and Urban Development regulations (24 C.F.R. Part 81,
Subpart H) applicable to Freddie Mac’s book-entry securities (‘‘Book-Entry Rules”);
and

* Any procedures to which we and the FRBNY may agree.

These regulations and procedures relate to the issuance and recordation of, and transfers of
interests (including security interests) in, all of our book-entry securities held on the Fed Book-
Entry System, regardless of when such securities were issued. Fed Participants’ individual accounts
are governed by operating circulars and letters of the Federal Reserve Banks.

The Depository is a limited purpose trust company organized under the laws of the State of
New York that provides book-entry holding and settlement services for its participants (‘‘Depository
Participants’ ), mostly brokerage firms and other financial institutions. Securities held on the DTC
Book-Entry System will be represented by certificates registered in the name of the Depository or its
nominee.

The Fed Book-Entry System and the DTC Book-Entry System use a unique nine-character
designation, known as a “CUSIP Number,” to identify each issue of Securities and, for Eligible
Securities, the Components of an issue. Each issue of Discount Notes having the same Maturity
Date will have the same CUSIP Number.

The Fed Book-Entry System or the DTC Book-Entry System will hold and transfer Securities in
minimum original principal amounts of $1,000 and additional increments of $1,000. You may not
transfer a Security if, as a result of the transfer, you would have remaining in your account Securities
of any issue having a principal amount less than the applicable minimum. Transfers of Securities on
the Fed Book-Entry System will also have to comply with any Federal Reserve Bank minimum wire
transfer requirements.

The laws of some jurisdictions require that certain purchasers of securities take physical
delivery of such securities in certificated form. Such laws may impair the ability to transfer beneficial
interests in Securities held on the Fed Book-Entry System or the DTC Book-Entry System.
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Holders

A Holder is not necessarily the beneficial owner of a Security. Beneficial owners ordinarily hold
Securities through one or more financial intermediaries, such as banks, brokerage firms and
securities clearing organizations. For example, an investor may hold a Security through a brokerage
firm which, in turn, holds the Security through a Fed Participant. In that case, you would be the
beneficial owner and the Fed Participant appearing as the holder on the records of a Federal
Reserve Bank would be the Holder.

In the case of a Security maintained on the DTC Book-Entry System, your beneficial ownership
will be recorded on the records of the brokerage firm, bank, thrift institution or other financial
intermediary where you maintain an account for that purpose. In turn, the financial intermediary’s
interest in the Security will be recorded on the records of the Depository (or of a Depository
Participant that acts as agent for the financial intermediary, if the intermediary is not itself a
Depository Participant).

A Holder that is not also the beneficial owner of a Security, and each other financial intermediary
in the chain between the Holder and the beneficial owner, will be responsible for establishing and
maintaining accounts for their customers. Beneficial owners of a Security may exercise their rights
against Freddie Mac, the Federal Reserve Banks and the Depository only through the Holder of the
Security. Freddie Mac, the Federal Reserve Banks and the Depository will not have a direct
obligation to a beneficial owner of a Security (unless the beneficial owner is also the Holder). A
Federal Reserve Bank or the Depository will act only upon the instructions of the Fed Participant or
Depository Participant, as applicable, in recording transfers of a Security. Freddie Mac, the Federal
Reserve Banks and the Depository may treat the Holder as the absolute owner of a Security for the
purpose of making payments and for all other purposes, regardless of any notice to the contrary.

Payment Procedures

A Federal Reserve Bank will credit payments to Holders on the Fed Book-Entry System.
Holders of a Security on the records of a Federal Reserve Bank will be entitled to any payments on
the Security made on the related Payment Date.

We will make payments on Securities held on the DTC Book-Entry System to the Depository in
immediately available funds. The Depository will be responsible for crediting the payment to the
accounts of the appropriate Depository Participants in accordance with its normal procedures. Each
Depository Participant and each other financial intermediary in the chain to the beneficial owner of a
Security will be responsible for remitting payments to the beneficial owner.

THE AGREEMENTS

The following summary describes certain provisions of the Agreements not otherwise described
in this Offering Circular.

Binding Effect of the Agreements

You and any financial intermediary or the Holder acting on your behalf agree that the receipt and
acceptance of a Security indicates acceptance of the terms and conditions of the applicable
Agreement, as that Agreement may be supplemented or amended by its terms.

The Agreements will be binding upon and inure to the benefit of any successor to Freddie Mac.

Various Matters Regarding Freddie Mac

The Agreements provide that Freddie Mac and its directors, officers, employees or agents will
not be liable to the Holders for any action taken or omitted in good faith under the Agreements or for
errors in judgment. However, they will not be protected against any liability imposed by reason of
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willful misfeasance, bad faith or gross negligence or by reason of reckless disregard of their
obligations and duties.

We may employ agents or independent contractors to perform our responsibilities under the
Agreements.

Except upon an Event of Default (as defined below), we will not be subject to the control of the
Holders in any manner in the discharge of our responsibilities under the Agreements. Except with
regard to our payment obligations, we will have no liability to you other than for any direct damage
resulting from our failure to exercise that degree of ordinary care which we exercise in the conduct
and management of our own affairs. We will have no liability of any nature for consequential
damages.

In addition, the Agreements provide that we need not appear in any legal action that is not
incidental to our responsibilities under the Agreements and that we believe may result in any
expense or liability. However, we may undertake any legal action that we believe is necessary or
desirable in the interests of the Holders in our discretion. We will bear the legal costs of any such
action.

Events of Default

An “Event of Default” under the Debenture and Medium-Term Note Agreement (other than for
Subordinated Securities) will consist of:

« any failure by us to pay principal or interest that continues unremedied for 30 days;

« any failure by us to perform in any material way any other obligation under the Debenture
and Medium-Term Note Agreement if the failure continues unremedied for 60 days after
we receive notification by the Holders of at least 25% of the outstanding balance of an
issue of Debentures or Medium-Term Notes; or

» specified events of bankruptcy, insolvency or similar proceedings involving us.

The appointment of a conservator (or other similar official) by a regulator having jurisdiction
over us, whether or not we consent to such appointment, will not constitute an Event of Default.

The applicable Pricing Supplement for any issue of Subordinated Securities will specify Events
of Default that will apply to any such Subordinated Securities.

The Discount Note Agreement does not define events of default or specify the remedies
available to you in the event of our default.
Rights Upon Event of Default—Debentures and Medium-Term Notes

If an Event of Default under the Debenture and Medium-Term Note Agreement continues
unremedied, Holders of at least 50% of the outstanding principal amount or notional principal
amount of an issue of Debentures or Medium-Term Notes to which such Event of Default relates
may, by written notice to us, declare such Debentures or Medium-Term Notes due and payable.

No Holder has the right under the Debenture and Medium-Term Note Agreement to institute any
action or proceeding at law or in equity or in bankruptcy or otherwise, or for the appointment of a
receiver or trustee, or for any other remedy, unless:

* the Holder previously has given us written notice of an Event of Default;

 the Holders of not less than 50% of the outstanding principal amount or notional principal
amount of the same issue of Debentures or Medium-Term Notes have given us written
notice of the Event of Default; and

» the Event of Default continues uncured for 60 days following such notice.
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You do not have any right under the Debenture and Medium-Term Note Agreement to disturb or
prejudice the rights of any other investor, to obtain or seek to obtain preference or priority over any
other investor or to enforce any right under the Debenture and Medium-Term Note Agreement,
except as provided in the Debenture and Medium-Term Note Agreement and for the ratable and
common benefit of all such Holders and except for the priority rights of Holders of Senior
Obligations over the rights of Holders of Subordinated Securities.

Events of Default that apply to an issue of Senior Obligations may not necessarily be Events of
Default for an issue of Subordinated Securities. As a result, the Holders of an issue of Subordinated
Securities may not have the same acceleration rights as Holders of other Securities.

The Holders of not less than 50% of the outstanding principal amount or notional principal
amount of an issue of Debentures or Medium-Term Notes may waive, rescind or annul an Event of
Default at any time.

Amendment

We may amend either Agreement without your consent:

» to cure any ambiguity or to correct any provision in the Agreement if the amendment
does not materially and adversely affect any Holder;

» to add to our covenants for your benefit or surrender any right or power conferred upon
us;

 to evidence the succession of another entity to us and its assumption of our covenants;

» to conform the terms of an issue of Securities to, or cure any ambiguity or discrepancy
resulting from any changes in, the Book-Entry Rules;

* to increase the amount of an issue of Securities; or

* in any other manner we may determine that will not adversely affect your interests in any
material way.

With the consent of the Holders of at least 50% of the outstanding balance of an issue of
Securities, we may from time to time and at any time amend the terms of such Securities, but no
such amendment may, without the written consent or affirmative vote of each affected Holder of a
Security,

» change the Maturity Date or Interest Payment Date of such Security;

* materially modify the redemption or repayment provisions, if any, relating to the redemp-
tion or repayment price of, or any redemption or repayment date or period for, such
Security;

 reduce the principal amount of, delay the principal payment of, or materially modify the
rate of interest or the calculation of the rate of interest on, such Security; or

» reduce the percentage of Holders whose consent or affirmative vote is necessary to
amend the terms of the relevant issue of Securities.

Any instrument given by a Holder on your behalf relating to a consent will be irrevocable once
given and will be conclusive and binding on all subsequent Holders of that Security or any substitute
or replacement Security. Any amendment of an Agreement or of the terms of Securities will be
conclusive and binding on all Holders of those Securities, whether or not they have given such
consent or were present at any meeting.

Securities Owned by Freddie Mac

We may, from time to time, repurchase or otherwise acquire (either for cash or in exchange for
newly-issued Securities) some or all of any issue of Securities at any price or prices, in the open
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market or otherwise. We may hold, sell or cancel any Securities that we repurchase. Any Securities
we own will have an equal and proportionate benefit under the provisions of the applicable
Agreement, without preference, priority or distinction as among those Securities. However, in
determining whether the required percentage of Holders of an issue of Securities have given any
required demand, authorization, notice, consent or waiver, Securities we own, directly or indirectly,
will be deemed not to be outstanding.

Notice

Any notice, demand or other communication which is required or permitted to be given to a
Holder may be given in writing by mail addressed to the Holder or, in the case of a Holder of a
Security maintained on the Fed Book-Entry System, by transmission through the communication
system linking the Federal Reserve Banks. The communication will be deemed to have been
sufficiently given or made upon mailing or transmission.

Any notice, demand or other communication which is required or permitted to be delivered to us
must be given in writing addressed as follows: Freddie Mac, 8200 Jones Branch Drive, McLean,
Virginia 22102, Attention: Executive Vice President—General Counsel and Secretary. The communi-
cation will be deemed to have been sufficiently given or made only upon actual receipt of the writing
by us.

Governing Law

The Agreements and the rights and obligations of the Holders and Freddie Mac with respect to
the Securities each are to be interpreted in accordance with U.S. federal law. If there is no applicable
U.S. federal law precedent, and if the application of New York law would not frustrate the purposes
of the Freddie Mac Act or any provision of the applicable Agreement or the transactions governed
by the Agreements, then the laws of the State of New York will be deemed to reflect U.S. federal law.

CERTAIN UNITED STATES FEDERAL TAX CONSEQUENCES

The Securities and payments on the Securities generally are not exempt from taxation by the
United States or other U.S. or non-U.S. taxing jurisdictions.

The following summary addresses certain U.S. tax consequences of an investment in those
Securities (referred to as “‘Debt Obligations” in this section) that do not have a Variable Principal
Repayment Amount. This summary is based upon U.S. laws, regulations and decisions now in
effect, all of which are subject to change, potentially with retroactive effect, or to differing
interpretations.

This summary discusses only Debt Obligations held by investors as capital assets within the
meaning of Section 1221 of the Internal Revenue Code of 1986, as amended to the date of this
Offering Circular (the “Code’’). It does not discuss all of the tax consequences that may be relevant
to an investor in light of its particular circumstances or to investors subject to special rules, such as
certain financial institutions, insurance companies, dealers or investors holding Debt Obligations as
part of a hedging transaction, straddle or synthetic security transaction. Moreover, this summary
does not address Debt Obligations held by a foreign partnership or other foreign flow-through
entities. Further, the tax consequences arising from the ownership of any Debt Obligations with
special characteristics (e.g., subordinated Debt Obligations providing for deferral of, limitation on or
suspension of payments of principal or interest in some circumstances) may be set forth in the
related Pricing Supplement. In all cases, you are advised to consult your own tax advisor regarding
the U.S. tax consequences to you of purchasing, owning and disposing of Debt Obligations (or of
stripped payment rights derived from such Debt Obligations), including the advisability of making
any of the elections described below, as well as any tax consequences arising under the laws of any
state or other taxing jurisdiction.
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For purposes of this summary, “U.S. Person’” means:

< an individual who, for U.S. income tax purposes, is a citizen or resident of the United
States;

 a corporation, partnership or other entity created or organized in or under the laws of the
United States, any state thereof, or the District of Columbia, other than a partnership that
is not treated as a U.S. Person under any applicable U.S. Treasury regulations
(“‘Regulations’);

 an estate the income of which is subject to U.S. income taxation regardless of its source;
or

 atrustif a court within the United States is able to exercise primary supervision over the
administration of the trust and one or more U.S. persons have the authority to control all
substantial decisions of the trust. Certain trusts in existence on or before August 20,
1996, that were treated as U.S. persons under the law in effect on such date but fail to
qualify as U.S. persons under current law, may elect to continue to be treated as U.S.
persons to the extent prescribed in the Regulations.

“U.S. Owner” means a U.S. Person that beneficially owns a Debt Obligation. ““Non-U.S. Owner”
means a beneficial owner of a Debt Obligation other than a U.S. Person. “Owner”’ means either a
U.S. Owner or a Non-U.S. Owner.

If we issue Debentures or Medium-Term Notes having a Variable Principal Repayment Amount,
the U.S. federal tax treatment of investors in such Debentures or Medium-Term Notes will be
described in the related Pricing Supplement.

As a condition to our payment on a Security or to the transfer or exchange of such Security, we
may require a Holder to present a certificate in a prescribed form to enable us to determine our
duties and liabilities with respect to any taxes or other charges required to be deducted or withheld
under United States law or any reporting or other requirements.

U.S. Owners

In General

Income derived from a Debt Obligation by a U.S. Owner is subject to U.S. income taxation. In
addition, a Debt Obligation owned by an individual who, at the time of death, is a U.S. citizen or
domiciliary is subject to U.S. federal estate tax.

The U.S. Internal Revenue Service (““IRS”) has ruled that Freddie Mac is an instrumentality of
the United States for purposes of Section 7701 (a) (19) of the Code; therefore, domestic building
and loan associations and savings banks are permitted to invest in Debt Obligations to meet the
percentage of total assets required to be invested in, among other things, stock or obligations of a
corporation which is an instrumentality of the United States. Further, Debt Obligations held by a real
estate investment trust will constitute “Government securities” within the meaning of Section
856(c) (4) (A) of the Code, and Debt Obligations held by a regulated investment company will
constitute ““Government securities’” within the meaning of Section 851(b) (3) of the Code.

The Freddie Mac Act does not contain any specific exemption from any taxes on the principal of
or interest on obligations issued by Freddie Mac imposed by any state or possession of the United
States or by any local taxing authority. Purchasers residing in states of the United States that
impose intangible property or income taxes should consult their own tax advisors as to the status of
the Debt Obligations and interest paid on them under applicable tax laws.
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Payments of Interest

Interest paid on a Debt Obligation generally will be taxable to a U.S. Owner as ordinary interest
income at the time it accrues or is received in accordance with the U.S. Owner’'s method of
accounting for U.S. federal income tax purposes.

Debt Obligations with Original Issue Discount

Debt Obligations that are Zero Coupon Debentures will, and other Debt Obligations may, be
issued with original issue discount. The Code and Regulations concerning the tax treatment of debt
instruments issued with original issue discount (*‘OID Regulations’’) provide that the excess of the
“stated redemption price at maturity” of a Debt Obligation over its “issue price” will be original
issue discount unless such excess is de minimis (defined below). The “‘stated redemption price at
maturity”” of a Debt Obligation is equal to the sum of all payments on the Debt Obligation other than
interest based on a fixed rate (or a variable rate, unless a related Pricing Supplement provides
otherwise) and payable unconditionally at least annually. The “issue price”” of a Debt Obligation is
the first price at which a substantial amount of the issue of which the Debt Obligation is a part is sold
to persons other than those acting as placement agents, underwriters, brokers or wholesalers. The
issue price of a Debt Obligation generally includes any pre-issuance accrued interest unless a U.S.
Owner excludes such amount from the issue price and treats a portion of the stated interest payable
on the first interest payment date as a return of that accrued interest rather than as an amount
payable under the Debt Obligation. Original issue discount is considered to be de minimis if it is less
than one-quarter of one percent of a Debt Obligation’s stated redemption price at maturity multiplied
by the number of complete years to its maturity (weighted average maturity if principal is payable in
installments). A Debt Obligation having original issue discount is referred to as an “OID Debt
Obligation.” A U.S. Owner of a Debt Obligation with de minimis original issue discount will include
any de minimis original issue discount in income, as capital gain, on a pro rata basis as principal
payments are made on the Debt Obligation.

Special rules apply to Debt Obligations that are callable by us, including Debt Obligations that
are Step Debentures and Medium-Term Notes that have an initial fixed interest rate that will change
to a different fixed rate on the first day on which such Debt Obligations may be redeemed (‘‘Step
Debt Obligations’). See “‘Certain United States Federal Tax Consequences — U.S. Owners —
Callable Debt Obligations.”” Other special rules may apply to Debt Obligations that are Variable Rate
Notes, Debt Obligations that provide for a fixed rate and a variable rate in different periods, Debt
Obligations with a zero or reduced interest rate for certain periods, and certain other situations.

Subject to certain special rules for Debt Obligations having a maturity of one year or less
(discussed below), U.S. Owners are required to include original issue discount on OID Debt
Obligations in income as it accrues, which may be before the receipt of the cash attributable to such
income, based on a compounding of interest at a constant rate (using the yield to maturity of the
Debt Obligation when originally issued). Under these rules, the portion of the original issue discount
includible in income is lowest in the first accrual period and increases in each successive accrual
period. The OID Regulations permit U.S. Owners to use accrual periods of any length up to one year
to compute accruals of original issue discount, provided each scheduled payment of principal or
interest occurs either on the first or the last day of an accrual period.

Callable Debt Obligations

The OID Regulations provide special rules for determining the yield and maturity of debt
instruments that are unconditionally callable prior to their final maturity date. Under these rules, we
will be presumed to exercise a call right if such exercise would minimize the yield to maturity of the
Debt Obligation. If a call right with respect to an OID Debt Obligation is presumed to be exercised
but we do not in fact exercise the call right, the Debt Obligation will be treated as reissued at the
“adjusted issue price” on the call date solely for purposes of determining future accruals of interest
and original issue discount. The adjusted issue price is defined as the sum of the issue price of the
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Debt Obligation and the aggregate amount of previously accrued original issue discount (deter-
mined without regard to the acquisition premium rules), less any prior payments of amounts
included in its stated redemption price at maturity.

For example, a fixed rate Debt Obligation that is issued at a discount and is callable at par will
not be deemed to be called because exercise of the call right will not minimize the yield of such Debt
Obligation. A Step Debt Obligation that is issued at par and is callable at par on the dates specified
for increases in interest rates will be deemed to be called on the first step date because the yield to
maturity on the Debt Obligation will be lower than if the interest rate were stepped up. If the Step
Debt Obligation is not called on that date, or is called only in part, the Step Debt Obligation (to the
extent of its remaining outstanding principal amount) will be deemed to be called and reissued at
par. As a result of these special rules, a Step Debt Obligation issued at par will not have any original
issue discount and stated interest will be taken into account by a U.S. Owner under its regular
method of accounting.

If a principal purpose in structuring a debt instrument is to achieve a result that is unreasonable
in light of the purposes of the statutes relating to original issue discount, then the OID Regulations
provide that the IRS can apply or depart from the OID Regulations, including the rules relating to the
exercise of call rights described above, as necessary or appropriate to achieve a reasonable result.
We intend to report income on any Step Debt Obligations with the features described above
assuming this anti-abuse rule does not apply.

Debt Obligations with a Term of One Year or Less

A Debt Obligation that matures one year or less from the date of its issuance is referred to as a
“Short-Term Debt Obligation.” For purposes of determining whether a Debt Obligation is a Short-
Term Debt Obligation, the maturity date of the Debt Obligation is the last possible date it could be
outstanding under its terms. For example, a Step Debt Obligation that has a maturity of more than
one year but, under the rules described in the previous section, is presumed to be called on a date
that is one year or less from the issue date, will not constitute a Short-Term Debt Obligation.

Accrual method U.S. Owners and certain other U.S. Owners described in Section 1281 (b) of
the Code, regardless of their method of accounting, are required to include original issue discount
and stated interest (if any) with respect to a Short-Term Debt Obligation in income as it accrues.
Original issue discount and stated interest must be accrued on a straight-line basis unless the U.S.
Owner makes an irrevocable election to accrue such amounts on the basis of the Short-Term Debt
Obligation’s yield to maturity and daily compounding. U.S. Owners described in this paragraph may
irrevocably elect to accrue ‘‘acquisition discount” (i.e., the excess of the stated redemption price at
maturity over the U.S. Owner’s basis in the Short-Term Debt Obligation) rather than original issue
discount. Such U.S. Owners should consult their tax advisors before making this election.

Cash method U.S. Owners of a Short-Term Debt Obligation generally include original issue
discount and stated interest (if any) in income as payments are received. A cash method U.S.
Owner of a Short-Term Debt Obligation described in Section 1281 (b) of the Code, however, is
subject to the rules described in the preceding paragraph. In addition, a cash method U.S. Owner of
a Short-Term Debt Obligation (that is not otherwise required to account for interest or original issue
discount on such Short-Term Debt Obligation as it accrues) may nevertheless elect to include in
income interest and original issue discount as they accrue (under the rules discussed above) on all
obligations having a maturity of one year or less held by the U.S. Owner in the taxable year of the
election and in all subsequent years. This election is irrevocable without the consent of the IRS. In
the case of a U.S. Owner that is not required and that does not elect to include original issue
discount in income currently, (i) any gain realized upon the sale, exchange or retirement of a Short-
Term Debt Obligation will be ordinary income to the extent of accrued original issue discount and
(i) such U.S. Owner will be required to defer deductions for interest expense on any indebtedness
incurred or continued to purchase or carry the Short-Term Debt Obligation, in an amount not
exceeding the deferred interest income, until the deferred interest income is recognized.
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Acquisition Premium and Market Discount

In the event that a U.S. Owner purchases an OID Debt Obligation at an “‘acquisition premium”
(i.e., at a price in excess of its adjusted issue price but less than its remaining stated redemption
price at maturity ), an adjustment must be made to the amount includible in income in each taxable
year as original issue discount. Unless a U.S. Owner makes the accrual method election described
below, the original issue discount includible for any taxable year is reduced by the product of the
amount of original issue discount otherwise accruing during that taxable year under the rules
described above and a constant fraction, the numerator of which is the excess of the purchase price
of the Debt Obligation over the adjusted issue price of the Debt Obligation as of the acquisition date,
and the denominator of which is the remaining original issue discount on the Debt Obligation as of
the acquisition date.

A U.S. Owner that purchases a Debt Obligation (other than a Short-Term Debt Obligation) at a
“market discount” (i.e., at a price less than its stated redemption price at maturity or, in the case of
an OID Debt Obligation, its adjusted issue price) will be required (unless such difference is a de
minimis amount) to treat any principal payments on, or any gain realized in a taxable disposition or
retirement of, such Debt Obligation as ordinary income to the extent of the market discount that
accrued while such U.S. Owner held such Debt Obligation, unless the U.S. Owner elects to include
such market discount in income on a current basis. Market discount is considered to be de minimis if
it is less than one-quarter of one percent of the Debt Obligation’s stated redemption price at maturity
multiplied by the number of complete years to maturity (weighted average maturity if principal is
payable in installments) after the U.S. Owner acquired such Debt Obligation. If a Debt Obligation
with more than a de minimis amount of market discount is disposed of in a transaction that is
nontaxable in whole or in part (other than certain transactions described in Section 1276(d) of the
Code), accrued market discount will be includible as ordinary income to the U.S. Owner as if such
U.S. Owner had sold the Debt Obligation at its then fair market value. Generally, market discount
accrues ratably over the number of days from the date of acquisition to the date of maturity. A U.S.
Owner may, however, irrevocably elect with respect to any Debt Obligation to use a constant
interest method. A U.S. Owner of a Debt Obligation that acquired it at a market discount and that
does not elect under Section 1278(b) of the Code to include market discount in income on a current
basis also may be required to defer the deduction for a portion of the interest expense on any
indebtedness incurred or continued to purchase or carry the Debt Obligation until the deferred
income is realized.

Debt Obligations Purchased at a Premium

Except as noted below, a U.S. Owner that purchases a Debt Obligation for an amount in excess
of its remaining stated redemption price at maturity will be treated as having premium with respect
to such Debt Obligation in the amount of such excess. A U.S. Owner that purchases an OID Debt
Obligation at a premium is not required to include in income any original issue discount with respect
to such Debt Obligation. If such a U.S. Owner makes an election under Section 171(c) (2) of the
Code to treat such premium as ‘‘amortizable bond premium,” the amount of interest on a Debt
Obligation that must be included in such U.S. Owner’s income for each accrual period (where such
Debt Obligation is not optionally redeemable prior to its maturity date) will be reduced (but not
below zero) by the portion of the premium allocable to such period based on the Debt Obligation’s
yield to maturity. If such Debt Obligation may be called prior to maturity after the U.S. Owner has
acquired it, the U.S. Owner generally may not assume that the call will be exercised and must
amortize premium to the maturity date. If the Debt Obligation is in fact called, any unamortized
premium may be deducted in the year of the call. If a U.S. Owner makes the election under Section
171(c) (2) of the Code, the election also shall apply to all bonds the interest on which is not
excludable from gross income (‘“‘Fully Taxable Bonds’’) held by the U.S. Owner at the beginning of,
or acquired during, the first taxable year to which the election applies and to all Fully Taxable Bonds
acquired by it in subsequent years. This election is irrevocable without the consent of the IRS. If
such an election is not made, such a U.S. Owner must include the full amount of each interest

33



payment in income in accordance with its regular method of accounting and will take the premium
into account in computing its gain or loss upon the sale or other disposition or retirement of the Debt
Obligation. Thus, the premium may reduce capital gain or increase capital loss realized on the
disposition or retirement. See ““Certain United States Federal Tax Consequences — U.S. Owners —
Disposition or Retirement of Debt Obligations.”

Accrual Method Election

Under the OID Regulations, a U.S. Owner of a Debt Obligation is permitted to elect to include in
gross income its entire return on a Debt Obligation (i.e., the excess of all remaining payments to be
received on the Debt Obligation over the amount paid for the Debt Obligation by such U.S. Owner)
based on the compounding of interest at a constant rate. If the U.S. Owner has not made an election
under Section 171(c) (2) of the Code to amortize bond premium, an accrual method election for a
Debt Obligation with amortizable bond premium will result in a deemed election under Section
171(c) (2) of the Code for all of the U.S. Owner’s debt instruments with amortizable bond premium
acquired during the current year and all subsequent years. Similarly, an accrual method election for
a Debt Obligation with market discount by a U.S. Owner that has not made an election under Section
1278(b) of the Code to include market discount in income on a current basis will result in a deemed
election under Section 1278(b) of the Code. Such a deemed election will apply to all debt
instruments with market discount acquired by the U.S. Owner during the current year and all
subsequent years. Neither the bond premium election under Section 171(c) (2) of the Code nor the
market discount election under Section 1278(b) of the Code may be revoked without the permis-
sion of the IRS.

Disposition or Retirement of Debt Obligations

Upon the sale, exchange or other disposition of a Debt Obligation, or upon the retirement of a
Debt Obligation (including by redemption), a U.S. Owner will recognize gain or loss equal to the
difference, if any, between the amount realized upon the disposition or retirement (not including any
amount attributable to accrued but unpaid interest) and the U.S. Owner’s tax basis in the Debt
Obligation. A U.S. Owner’s tax basis for determining gain or loss on the disposition or retirement of
a Debt Obligation is the cost of such Debt Obligation to such U.S. Owner, increased by the amount
of original issue discount and any market discount includible in such U.S. Owner’s gross income
with respect to such Debt Obligation, and decreased by (i) the amount of any payments under the
Debt Obligation that are part of its stated redemption price at maturity and (ii) the portion of any
premium applied to reduce interest payments as described above.

Gain or loss upon the disposition or retirement of a Debt Obligation will be capital gain or loss,
except to the extent the gain represents accrued original issue discount or market discount on the
Debt Obligation not previously included in gross income, to which extent such gain or loss would be
treated as ordinary income. Any capital gain or loss will be long-term capital gain or loss if at the
time of disposition or retirement the Debt Obligation has been held for more than one year. With
respect to Step Debt Obligations described above, if a call that is presumed exercised is not in fact
exercised, the deemed reissuance of the Debt Obligations for purposes of computing subsequent
accruals of interest and original issue discount will not result in a deemed disposition or retirement
of the Step Debt Obligations.

Stripped Debt Obligations

Tax Treatment of Purchasers of Principal or Interest Components. Pursuant to Section 1286 of
the Code, the separation of ownership of the right to receive some or all of the interest payments on
a debt obligation from ownership of the right to receive some or all of the principal payments results
in the creation of ““stripped bonds’’ with respect to principal payments and “‘stripped coupons” with
respect to interest payments. Consequently, a purchaser of a Principal Component or an Interest
Component will be considered to own stripped bonds or stripped coupons, respectively.
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Section 1286 of the Code treats a stripped bond or a stripped coupon, for purposes of applying
the original issue discount rules, as a debt instrument issued with original issue discount on the date
that such stripped bond or stripped coupon is purchased. Accordingly, the tax consequences to a
purchaser of a Component are determined as if the Component were an OID Debt Obligation issued
on the date of purchase or, in the case of a Component maturing one year or less from the date of
purchase, a Short-Term Debt Obligation issued on that date. See ‘‘Certain United States Federal
Tax Consequences — U.S. Owners — Debt Obligations with Original Issue Discount” and ** — Debt
Obligations with a Term of One Year or Less” and “‘Certain United States Federal Tax Conse-
quences — Non-U.S. Owners — Interest.” The amount of original issue discount is equal to the
excess (if any) of the Component’s stated redemption price at maturity (in the case of an Interest
Component, the amount payable on the due date of such Component), over the purchase price.

If a U.S. Owner purchases in one transaction a pro rata share of the Principal Component and
applicable unmatured Interest Components relating to the same Debt Obligation, while the matter is
not free from doubt, such U.S. Owner should be treated as purchasing an undivided interest in the
Debt Obligation rather than the separate Components. If such Components are purchased in
separate transactions, then the U.S. Owner likely should be treated as purchasing the separate
Components for U.S. federal income tax purposes. Such a U.S. Owner must account for taxable
income with respect to such Components as described in the preceding paragraph.

Tax Treatment of Person That Strips the Debt Obligation and Disposes of Some of the Compo-
nents. A U.S. Owner of a Debt Obligation that strips the Debt Obligation into its related Compo-
nents and disposes of some of such Components will also be subject to the rules of Section 1286 of
the Code. On the date of disposition, the U.S. Owner must (i) include in income all interest and
market discount accrued on the Debt Obligation and not previously included in income, (ii) increase
its basis in the Debt Obligation by the same amount, (iii) allocate its basis in the Debt Obligation
among the Principal Component and Interest Components retained and disposed of according to
their respective fair market values, and (iv) recognize gain or loss with respect to the Principal
Component and Interest Components disposed of. Such U.S. Owner will be treated as having
purchased the retained Components for an amount equal to the basis allocable to such
Components.

Tax Treatment of Stripping and Reconstitution Transactions. An exchange by a U.S. Owner of a
Debt Obligation for the related Components will not constitute a taxable exchange to the U.S.
Owner. Similarly, a reconstitution of Components into a single instrument will not constitute a
taxable exchange. In either case, the U.S. Owner will be treated as continuing to own for Federal
income tax purposes the property that it owned prior to the exchange.

Non-U.S. Owners
Interest

Interest (including original issue discount) on a Debt Obligation held by a Non-U.S. Owner will
be subject to a 30-percent U.S. federal income and withholding tax, unless an exemption applies. An
exemption generally exists in the following circumstances:

Exemption for Certain Short-Term Obligations. Interest on a Debt Obligation held by a Non-U.S.
Owner that is not effectively connected with a trade or business of the Non-U.S. Owner within the
United States will be exempt from U.S. federal income and withholding taxes if the Debt Obligation is
payable in full within 183 days after the date of original issue.

Exemption for Portfolio Interest. Interest on a Debt Obligation held by a Non-U.S. Owner that is
not effectively connected with a trade or business of the Non-U.S. Owner within the United States
generally will be exempt from U.S. federal income and withholding taxes if the person otherwise
required to withhold receives, in the manner provided by U.S. tax authorities, a certification that the
Non-U.S. Owner is not a U.S. Person. A Non-U.S. Owner may provide this certification by providing
a properly completed Form W-8BEN or other documentation prescribed by U.S. tax authorities. The
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appropriate documentation must be effective as to the interest and be provided prior to the payment
of such interest. If a change in circumstances makes any information on such documentation
incorrect, then the Non-U.S. Owner must report the change within 30 days and provide new
documentation.

The portfolio interest exemption will not apply if: (i) the interest is determined by reference to
any receipts, sales or other cash flow of Freddie Mac or a related person, the income or profits of
Freddie Mac or a related person, a change in value of any property of Freddie Mac or a related
person, or any other item specified in Section 871(h) (4) (A) of the Code, (ii) the Non-U.S. Owner
is a bank that receives payments on the Debt Obligations that are described in Section
881(c)(3) (A) of the Code, (iii) the Non-U.S. Owner is a 10-percent shareholder of Freddie Mac
within the meaning of Section 871(h)(3)(B) of the Code or (iv) the Non-U.S. Owner is a
“controlled foreign corporation” related to Freddie Mac within the meaning of Section
881(c) (3) (C) of the Code.

Exemption or Reduced Rate for Non-U.S. Owners Entitled to the Benefits of a Treaty. Intereston
a Debt Obligation held by a Non-U.S. Owner may be exempt from U.S. federal income and
withholding taxes (or subject to such tax at a reduced rate) under an income tax treaty between the
United States and a foreign jurisdiction. In general, the exemption (or reduced rate) applies only if
the Non-U.S. Owner provides a properly completed Form W-8BEN or other documentation pre-
scribed by U.S. tax authorities. The appropriate documentation must be effective as to the interest
and be provided prior to the payment of such interest. If a change in circumstances makes any
information on such documentation incorrect, then the Non-U.S. Owner must report the change,
generally within 30 days, and provide new documentation.

A treaty exemption (or reduced rate of tax) generally will not apply if the Non-U.S. Owner holds
the Debt Obligation through an entity that is “fiscally transparent”” for U.S. federal income tax
purposes but not fiscally transparent under the laws of the Non-U.S. Owner’s jurisdiction of
residence. An entity is considered fiscally transparent if its interest holders currently take into
account their respective shares of the entity’s income and determine the character of such income
as if they realized it directly.

Exemption for Non-U.S. Owners with Effectively Connected Income. Interest on a Debt Obliga-
tion held by a Non-U.S. Owner will be exempt from the 30-percent U.S. federal withholding tax if it is
effectively connected with the conduct of a trade or business within the United States and the Non-
U.S. Owner establishes this exemption by providing a properly completed Form W-8ECI or other
documentation prescribed by U.S. tax authorities. The appropriate documentation must be effective
as to the interest and be provided prior to the payment of such interest. If a change in circumstances
makes any information on such documentation incorrect, then the Non-U.S. Owner must report the
change, generally within 30 days, and provide new documentation. Interest on a Debt Obligation that
is, or is deemed to be, effectively connected with the conduct of a trade or business in the United
States by a Non-U.S. Owner, although exempt from the withholding tax, generally will be subject to
U.S. federal income tax at graduated rates and, in the case of a foreign corporation, U.S. federal
branch profits tax.

Disposition or Retirement of Debt Obligations

Except as provided in the discussion of backup withholding below, a Non-U.S. Owner of a Debt
Obligation will not be subject to U.S. federal income and withholding taxes on any gain realized on
the sale, exchange, retirement or other disposition of a Debt Obligation unless (i) such gain is, or is
deemed to be, effectively connected with a trade or business in the United States of the Non-U.S.
Owner or (ii) such Non-U.S. Owner is an individual who is present in the United States for 183 days
or more in the taxable year of sale, exchange, retirement or other disposition and certain conditions
are met.
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U.S. Federal Estate and Gift Tax

Debt Obligations owned by an individual who is not a citizen or domiciliary of the United States
will not be subject to U.S. federal estate tax if interest paid on the Debt Obligations to such individual
at the time of his or her death would have been exempt from U.S. federal income and withholding
tax as described above under either ““Certain United States Federal Tax Consequences — Non-U.S.
Owners — Interest —Exemption for Portfolio Interest” (without regard to the requirement that a
non-U.S. beneficial ownership statement be received) or “Certain United States Federal Tax
Consequences — Non-U.S. Owners — Interest — Exemption for Certain Short-Term Obligations.”
A Non-U.S. Owner of a Debt Obligation will not be subject to U.S. gift tax on a transfer of the Debt
Obligation, unless the Non-U.S. Owner is an expatriate subject to Section 2501 (a) (3) of the Code.

Information Reporting and Backup Withholding

Payments of interest on a Debt Obligation to a U.S. Owner (other than a corporation or other
exempt recipient) are required to be reported to the IRS and the U.S. Owner. Payments of interest
on a Debt Obligation to a Non-U.S. Owner (other than interest described above under ‘‘Certain
United States Federal Tax Consequences — Non-U.S. Owners — Interest — Exemption for Certain
Short-Term Obligations’’) generally will be reported to U.S. tax authorities and the Non-U.S. Owner.
Form W-8BEN, Form W-8ECI or other documentation or information about the Non-U.S. Owner may
be provided to U.S. tax authorities.

Backup withholding of U.S. federal income tax at a rate of 28% may apply to a payment made in
respect of a Debt Obligation, as well as a payment of proceeds from the sale of a Debt Obligation, to
an Owner (other than a corporation or other exempt recipient), unless the Owner provides certain
information.

If an Owner (other than a corporation or other exempt person) sells a Debt Obligation before
the stated maturity to (or through) certain brokers, the broker must report the sale to the IRS and
the Owner unless, in the case of a Non-U.S. Owner, the Non-U.S. Owner certifies that itis nota U.S.
Person (and certain other conditions are met). The broker may be required to withhold U.S. federal
income tax at a rate of 28% on the entire sale price unless such Owner provides certain information
and, in the case of a Non-U.S. Owner, the Non-U.S. Owner certifies that it is not a U.S. Person (and
certain other conditions are met).

THE U.S. FEDERAL TAX DISCUSSION SET FORTH ABOVE IS INCLUDED FOR GENERAL
INFORMATION ONLY AND MAY NOT BE APPLICABLE DEPENDING UPON AN OWNER’S PARTIC-
ULAR SITUATION. OWNERS SHOULD CONSULT THEIR OWN TAX ADVISORS WITH RESPECT TO
THE TAX CONSEQUENCES TO THEM OF THE OWNERSHIP AND DISPOSITION OF THE DEBT
OBLIGATIONS, INCLUDING THE TAX CONSEQUENCES UNDER THE TAX LAWS OF THE UNITED
STATES, STATES, LOCALITIES, COUNTRIES OTHER THAN THE UNITED STATES AND ANY
OTHER TAXING JURISDICTIONS AND THE POSSIBLE EFFECTS OF CHANGES IN SUCH TAX
LAWS.

EUROPEAN UNION DIRECTIVE ON TAXATION OF SAVINGS INCOME

The European Union has adopted a Directive regarding the taxation of savings income (the “EU
Tax Directive’). Subject to a number of important conditions being met, it is proposed that countries
that are member states of the European Union (‘‘Member States’’) will be required from a date not
earlier than January 1, 2005 to provide to the tax authorities of other Member States details of
payments of interest and other similar income paid by a person to an individual in another Member
State, except that Austria, Belgium and Luxembourg will instead impose a withholding system for a
transitional period unless during such period they elect otherwise.

37



The withholding tax provisions of the EU Tax Directive could apply to payments on Debt
Securities made through any Luxembourg paying agent. It is expected that holders will be able to
take steps to keep payments from being subject to such withholding tax, for example, by using a
procedure (or procedures) to be made available pursuant to the EU Tax Directive (namely,
releasing the paying agent of its professional secrecy duty to the extent permitted by law or by
producing an appropriate tax certificate), or by receiving payments from a paying agent within the
European Union but outside Luxembourg, Belgium and Austria, although we cannot preclude the
possibility that withholding tax will eventually be levied in some situations. In any event, details of
payments made on Debt Securities from a Member State will likely have to be reported to the tax or
other relevant authorities under the EU Tax Directive or local law, including, for example, to Member
States in cases where recipients are located in the jurisdiction where payments are actually made.

APPLICATION OF PROCEEDS

The net proceeds we receive from sales of the Securities will provide funds for general
corporate purposes, including the purchase and financing of mortgages.

LEGAL INVESTMENT CONSIDERATIONS

You should consult your own legal advisors to determine whether the Securities constitute legal
investments for you and whether the Securities can be used as collateral for borrowings. In addition,
financial institutions should consult their legal advisors or regulators to determine the appropriate
treatment of the Securities under risk-based capital and similar rules.

If you are subject to legal investment laws and regulations or to review by regulatory authorities,
you may be subject to restrictions on investing in certain types of Securities generally. Institutions
regulated by the Comptroller of the Currency, the Board of Governors of the Federal Reserve
System, the Federal Deposit Insurance Corporation, the Office of Thrift Supervision, the National
Credit Union Administration, the Treasury Department or any other federal or state agency with
similar authority should review applicable regulations, policy statements and guidelines before
purchasing or pledging Securities.

DISTRIBUTION ARRANGEMENTS

Debentures and Medium Term-Notes

We will offer the Debentures and Medium-Term Notes to or through Dealers under the terms
and conditions set forth in a Master Dealer Agreement, dated as of January 31, 2001 and as further
amended, supplemented or modified or replaced from time to time (the *“Dealer Agreement”),
between us and certain Dealers. Dealers are firms that engage in the business of dealing or trading
in Securities as agents, brokers or principals. Under the terms of the Dealer Agreement, we may add
other securities dealers or banks in connection with the distribution of the Securities or any
particular issue of Securities. These securities dealers or banks, together with the initial Dealers with
whom Freddie Mac executed the Dealer Agreement, are referred to in this Offering Circular
collectively as the ‘“‘Dealers.” The Dealer Agreement also provides that we may remove Dealers
from time to time.

We will sell Debentures and Medium-Term Notes to Dealers as principals, either individually or
as part of a syndicate. These sales may be by auction or other methods. Dealers will resell the
Securities to investors at a fixed offering price or at varying offering prices related to market prices
prevailing at the time of resale as determined by such Dealers. Offering prices may be established
through negotiations with dealers, auctions (which may include standard auctions, Dutch auctions
or other formats) or otherwise. The Dealer Agreement entitles the Dealers or us to terminate such
sale in certain circumstances before payment for the Securities is made to us. Except under certain
circumstances, any such Dealer may sell the Debentures or Medium-Term Notes it has purchased
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as principal to other dealers at a concession, in the form of a discount that other dealers may
receive. The applicable Dealers will advise us whether an offering is on a fixed price or variable price
basis and of any concessions or reallowances that will be provided to other dealers in connection
with such offering. We will include this information that the Dealers provide in the applicable Pricing
Supplement. After the initial offering of any issue of Debentures or Medium-Term Notes, the offering
price (in the case of a fixed price offering), the concession and the reallowance may be changed.
There will be no underwriting compensation where such sales are by auction.

Debentures and Medium-Term Notes also may be offered through certain Dealers as our
agents. We will have the sole right to accept offers to purchase such Securities and may reject any
proposed purchase of such Securities. Each Dealer will have the right, in its reasonable discretion,
without notice to us, to reject any proposed purchase of the Securities through it as agent. Each
Dealer is acting solely as our agent in soliciting offers to purchase Securities as agent, and not as
principal, and does not assume any obligation towards or relationship of agency or trust with any
purchaser of Securities.

We also may sell Debentures and Medium-Term Notes directly to investors on our own behalf.
We will not pay a commission to any Dealer on these direct sales. These sales may be by auction or
other method.

A Dealer acting as a principal for a fixed price offering may engage in certain transactions that
stabilize, maintain or otherwise affect the market price, or that support the market price at a higher
level than that which might otherwise prevail, in connection with any offering of Debentures or
Medium-Term Notes. Those transactions may include stabilizing bids or purchases for the purpose
of pegging, fixing or maintaining the market price of the Debentures or Medium-Term Notes and the
purchase of Debentures or Medium-Term Notes to cover syndicate short positions created in
connection with an offering of Debentures or Medium-Term Notes. Any such transactions will be
conducted in compliance with all applicable laws, regulations and rules.

A Dealer may create a short position in the Debentures or Medium-Term Notes in connection
with the offering by selling Debentures or Medium-Term Notes with a principal amount greater than
that set forth on the cover of the applicable Pricing Supplement, and may reduce that short position
by purchasing Debentures or Medium-Term Notes in the open market.

In general, purchases of a security for the purpose of stabilization or to reduce a short position
could cause the price of the security to be higher than it might be in the absence of such purchases.
We and the Dealers make no representation or prediction as to the direction or magnitude of any
effect that the transactions described above may have on the price of the Debentures or Medium-
Term Notes. In addition, we and the Dealers make no representation that the Dealers will engage in
such transactions or that such transactions, once commenced, will be continued. A Dealer that
engages in such transactions does so on its own behalf and not as our agent.

We and the Dealers have agreed to indemnify each other against and contribute toward certain
liabilities.
Discount Notes

We offer Discount Notes for sale through one or a combination of methods, including auction,
allocation to selected Dealers for reoffering or placement with investors, and direct placement with
Dealers or investors.

Discount Notes generally are offered on a continuous basis for sale to Dealers. The sales may
be held on a daily basis and there may be more than one sale on a given day. Current quotations for
Discount Notes of varying maturities can be obtained by contacting any Dealer for Discount Notes.

Freddie Mac may compensate Dealers in connection with sales of Discount Notes by allowing a
concession to the Dealers. Part of any concession allowed by Freddie Mac may be in the form of a

39



commission payable by Freddie Mac to Dealers that place customer bids during an auction that are
subsequently awarded to the Dealer’s customer.

General

The Dealers and certain affiliates of the Dealers engage in transactions with and perform
services for us in the ordinary course of business. We may enter into hedging transactions in
connection with any particular issue of Securities, including forwards, futures, options, interest rate
or exchange rate swaps and repurchase or reverse repurchase transactions with, or arranged by,
the applicable Dealer, an affiliate of the Dealer or an unrelated entity. We, the Dealers or other
parties may receive compensation, trading gain or other benefits in connection with these transac-
tions. We are not required to engage in any of these transactions. If we commence these
transactions, we may discontinue them at any time. Counterparties to these hedging activities also
may engage in market transactions involving Securities.

Payment of the purchase price of Securities to us must be made in immediately available funds
and will be effective only upon our receipt of such funds.

You can obtain lists of Dealers for the Securities by contacting our Investor Relations
Department.

We may request the Dealers to provide us with information relating to the Securities that they
sell, including the identities of investors that have made purchases of Securities.
Selling Restrictions

The Securities may be offered and sold only where it is legal to make such offers and sales.

LEGAL MATTERS

The legality of Securities that are offered in underwritten transactions will be passed upon for us
by our General Counsel (or one of our Deputy General Counsels).

SELECTED FINANCIAL INFORMATION

The Information Statement and Information Statement Supplements typically include capitaliza-
tion tables as of the end of the related annual and quarterly periods. The Information Statement
Supplement dated November 21, 2003 (which is attached as Appendix B) contains the results of
our restatement of previously issued consolidated financial statements for the years 2000 and 2001
and the first three quarters of 2002 and the revision of fourth quarter and full-year consolidated
financial statements for 2002.
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Appendix A
Index of Terms

The following is a list of defined terms used in this Offering Circular and the pages where their
definitions appear.

acquisition diSCOUNt . . ... . 32
ACqUISITION PremMiUM . . .. e e e e e 33
ACtUAl/BB0 .. oo 17
Actual /365 (fixed) . ... 17
Actual /ACtUAl . . . .. 17
AdJUSTEA ISSUE PriCE . . .ttt e e e e e 31
AGrEEMENES . .. 15
Amortizing Principal Repayment Amounts ......... ... . .. 14
amortizable bond premium . ... ... 33
BOOK-ENtry RUIES . . .. o 25
BUSINESS Day . . ..o 25
Calculation AQeNt . ... 18

A e 9
L0707 [ 29
COMPONENT . .o 23
CUSIP NUMD Y .o e 25
CUL-0ff Date . ... . 23
Dealer AQreemeNt . . ... 38
DRalErS o 38
Debenture and Medium-Term Note Agreement ........ ... ... ... .. ... 4
Debt Obligations ... ... 29
deleveraged . ... 13
D OSIES o . et 19
D PO Oy . ..ot 4
Depository PartiCipants . . ... 25
Designated Reuters Page . ... ... i 19
Designated Telerate Page . ........ ... 19
Discount Note Agreement. .. ... .. 4
DTC BoOK-ENtry System . ... ... 4
Eligible SeCUMteS . ... . 22
Estate Notes™ . .. .. . 16
EU Tax DireClive . . ... o e 37
Event of Default . ... ... 27
Fed BoOK-Entry System . ... .. 4
Fed Participants .. ... . 4
FRBINY . o 23
Fiscal Agency Agreement . . ... . 25
Fixed Principal Repayment Amount . . ... .. 16
FlOOK . 9
Freddie Mac .. ... .. 3
Freddie Mac ACt ... ... . 8
FreddieNotes™™ .. . 16
Fully Taxable BONds . ... e e 33
HOIOrS o 4
INAEX CUITBNCY ..ottt e e e e e e e e e e e e 19
Index Maturity ... ... 19
Information Statement .. ... . 7
Information Statement Supplement . ... .. .. 7
Interest ComMPONENt .. ... e 23
Interest Payment Date . ... ... 16
Interest Payment Period . ... .. .. 16
Interest Reset Period . . ... 18
RS 30
ISSUE Date. . ..o o 16
(175 U L= o] ¢ o = OO 31
leVeraged ... o 13
LIBOR . 18
LIBOR Determination Date . ........... . 19



London Banking Day . ........... . 19

Market diSCOUNT . . ... . e 33
Maturity Date .. ... 15
MemMbEr States .. ... o 37
MURI DI T . o e e 17
New York Banking Day . . ...t e 21
NON-U. S, QW .o e e e 30
OID Debt Obligation . .. ... e 31
OID Regulations ... ... e e 31
L T PP 30
Pricing SUPPlemMENt ... 3
Prime Rate . ... 20
Prime Rate Determination Date. . ....... ... .. . 21
Principal CompPoONnENnt . ... . . 23
Principal Financial Center . ... .. 19
Principal Payment Date . ... ... . .. 16
FECONSHIIULE . . .. o 23
Reference Treasury Bill AUCHION ... ... .. 21
ReguUIatioNs . . . ... 30
Representative AmoOUNt . .. ... .. 20
ReSet Date ... 18
Reuters USPRIMET Page . . ... ..o 21
S CUNTIES . ot 3
Senior Obligations .. ... 11
Short-Term Debt Obligation . . ... ....... .. 32
S o] (== Lo [ O P 17
stated redemption price at maturity . ... . . 31
Step Debt Obligations . .. ... ... 31
SHH PP . .o e 14
Subordinated Securities . ........ 3
Telerate Page 38. ... ..o 21
Treasury Bills . .. ... 21
Treasury Department . . ... 21
Treasury Rate .. ... . 21
U S, OWNEY . .t e e 30
U S, PSS ON . o 30
Variable Principal Repayment Amount . ... .. . 16
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Appendix B

]
Freddie

Supplement dated November 21, 2003 to Mac
Information Statement dated March 29, 2002 -

On November 21, 2003, Freddie Mac announced the results of its restatement of
previously issued consolidated financial statements for the years 2000 and 2001 and the
first three quarters of 2002 and the revision of fourth quarter and full-year consolidated
financial statements for 2002 (collectively referred to as the “restatement™). This
Information Statement includes the contents of that announcement as follows:
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FOR IMMEDIATE RELEASE

November 21, 2003

MEDIA CONTACT: MICHAEL COSGROVE
SHARON McHALE

703.903.2123/703.903.2438

INVESTOR CONTACT: JON PRINCE
703.903.3725

FREDDIE MAC ANNOUNCES RESTATEMENT RESULTS
Cumulative Net Adjustment Increased December 31, 2002 Retained Earnings by $5.0 Billion
And Regulatory Core Capital by $5.2 Billion
Business Fundamentals Remain Strong

Highlights:

¢ For periods ended December 31, 2002:
o Cumulative net income increased by $5.0 billion
o Regulatory core capital increased by $5.2 billion
o Stockholders’ equily increased by $6.7 billion
Fair value of net assets (net of tax effect) grew $4.6 billion during 2002
Business tundamentals remain strong, with the retained portfolio growing at an
annualized rate of 17 percent during the first nine months of 2003
» Risks remain low, with September 2003 monthly average duration gap of negative one
month
¢ The company expects to provide its 2002 annual report and hold its related annual
stockholders’ meeling in first quarter 2004
o The company’s objcctive is to release quarterly and full-year 2003 results by June 30,
2004 and to provide its 2003 annual report and hold its related stockholders’ meeting as
soon as practicable thereafter
¢ The company’s objective is to return to timely reporting as soon as practicable after its
release of 2003 results. The company remains committed to completing voluntary 1934
Act common stock registration with the Securitics and Exchange Commission (“SEC™),
with the objective of completing the process as soon as possible aller the company’s
return to timely reporting.

McLean, VA—Freddie Mac (NYSE:FRE) today announced the results ol its restaternent
of previously issued consolidated financial statements for the years 2000 and 2001 and the first
three quarters of 2002 and the revision of fourth quarter and full-year consolidated financial
statements for 2002 {collectively referred to as the “restatement”).

The nct cumulative effect of the restatement through December 31, 2002 was an increasc
to the company’s net income of $5.0 billion, which includes a net cumulative increase of $4.4
billion for 2000, 2001 and 2002 and S0.6 billion related to periods prior to 2000. While the net
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cumulative cffect of the restatement provided a significant increasc in net income, 2001°s net
income decreased by $1.0 billion compared to previously reported results, primarily due to
unrealized losses on derivatives not in hedge accounting relationships. The restatement also
resulted in a net increase in regulatory core capital for each of the year ends affected and ina
cumulative increase of $5.2 billion in the company’s regulatory core capital as of December 31,
2002, For Freddie Mac, core capital equals Stockholders’ equity excluding Accumulated Other
Comprehensive Income. See “Summary of Restatement Results,” below, as well as Freddie
Mac’s consolidated financial statements and tables and the detailed appendices available on the
company’s website at www.freddiemac.com.

“The restatement is a significant step in Freddie Mac’s progress toward achieving
accurate and timely financial reporting and controls,” said Shaun F. O"Malley, chairman of
Freddie Mac’s Board of Directors. “Freddie Mac completed this restatement while maintaining
our business momentum and delivering on our congressional mandate to lower morigage costs
for America’s homeowners.”

“The Board’s Governance Committee is directing a remediation program to cnsurc the
integrity of Freddie Mac’s financial reporting and prevent these types of problems from
recurring,” said George D. Gould, presiding director and chairman of the Board’s Governance
Committee. “The company has brought in a host of experienced accounting professionals and a
new Senior Vice President for Compliance, conducted Sarbanes-Oxley training for our
employees and retained leading experts to assist us in implementing exemplary disclosure and
governance practices,”

“We are building the accounting expertise and controls we need to provide transparent
financial information to the public,” said Martin F. Baumann, Executive Vice President—
Finance and Chicf Financial Officer. “We arc working hard to provide results for 2003, resume
timely reporting and complete our voluntary SEC common stock registration process. We have
additional work ahead of us, but today’s release signals that we arc on our way to rcsolving these
issues.”

Baumann concluded, “The bottom line is that the restatement did not affect the
fundamental strength of Freddie Mac’s balance sheet. During 2002, we achieved outstanding
growth in the fair value ol net assets. Our capital position remains strong and our risk profile
remains conservative, with an average monthly duration gap of negative one month for
September 2003.”

Summary of Restatement Results

The restatement and related re-andit arose from Freddic Mac’s re-cvaluation, in
conjunction with PricewaterhouseCoopers LLP (“PwC”), the company’s independent auditors,
of numerous accounting policies and their application to the company’s transactions. Freddie
Mac’s Board of Directors appointed PwC in March 2002, replacing Arthur Andersen LLP.
Management is responsible for the preparation, integrity and fair presentation ol the company’s
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consolidated financial statements. Table 1 summarizes key results of the restatement for the
three years ended December 31, 2002.

Table 1: Restated Financial Results lor the Three Years Ended December 31, 2002

Net lacome Diluted EPS Repulatory Core Capital Stockbolders® Eguity
(in millions) ¢° {in dallars) {in millions} (in millions)
As As As As
Previously As Previously | As Previously As Previously As

Year Ended Repurted | Restated | Change | Reparted |Restated: Change | Reporied § Hestated | Change | Reported | Restated | Change
December 31, ]
2000 $2,547 | $3.666 | S1,119 $3.40 $5.01 516l | 314380 | $16,273 | 51.893 | SI14.837 | S17357 | §2,520
Dccomber 31,
2001 $4.147 | $3,158 | (5983 $5.64 $4.23 | (30.41) § 319336 | $20.181 | $845 FL5,373 [519.624 | $4.251
December 31,
2002 §5.764 | 10,090 | S4,326 $7.95 | S14.18 | S6.23 | $23,792 | $28990 | $5.198 | $24.629 [$31,330 | $6,701

1} The net cumulative effecr of the restatement through December 31, 2002 also includes 30.6 hillion for periods prior to 2000,
Included in 2002 results is 882 million of net income related to events occurring in 2003 but affecting 2002, The $82
million of net income is comprised of 3153 million of tux benefit cattributable to favorabie U.S. Tax Cowrt rufings occurring
in 2003 offset by §73 million in additional expense, net of tax, related fo adfustments in reserves and accruals due fo events
occurring in 2003.

(2} The Office of Federal Housing Enterprise Oversight ("OFHEQ"}, Freddie Mac's safery-and-soundness regulator, is the
authoritative source of the capital calewlotion that underlics monagement's estimarte of regularory cove capital. See Tuble
3, below,

Restatement Performance Overview

Net income for 2002, 2001 and 2000 totaled $10.1 billion, $3.2 billion and $3.7 billion,
respectively. These resulis were primarily driven by increases in net interest income and
fluctuations in total non-interest income.

Net inlerest income totaled $8.9 billion, $7.0 billion and S3.8 billten for 2002, 2001 and
2004, respectively. The increases in net interest income were attributable to a deercasc in short-
term interest rates along with growth in the retained portfolio, which grew by 14 percent in 2002
and 27 percent in 2001. The decrease in shorl-tern interest rates, along with an increase in
amortization income, was chiefly responsible for a 40 basis point increase in net interest vield, to
137 basis points in 2001 from 97 basis points in 2000. Net interest yield increased by 3 basis
points in 2002 to 140 basis points. This modest increase was the result of generally falling
Interest rates offset by accelerated amortization expense duc to a decrcase in the estimated life of
the mortgage assets in the retained portfolio.

Non-interest income totaled $7.8 billion in 2002, compared to expense of $1.1 billion in
2001 and income of $2.6 billion in 2000. The voelatility in non-interest income was largely due
lo the amount of derivatives, morigage securities and guarantee assets and guarantee obligations
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marked to fair valuc through carnings, with the most significant driver being derivatives gains
and losses.

For a complete discussion of Freddie Mac’s Consolidated Results of Operations and
Financial Condition, see Appendix I, “Selected Restatement Topics,” on Freddie Mac’s website.

Restatement Effect on Volatility of Income

Freddie Mac’s restated net income reflects significantly greater volatility than previously
reported, and the company anticipates that its nct income for periods following the restatement
will continue to reflect greater volatility than previously reported from quarter to quarter. For
example, during 2001 and 2002, quarterly net income ranged from a low of a loss of $111
million in the first quarter of 2001 to a high of a gain of $5.7 billion in the third quarter of 2002.
This volatility results in large part from recording in current period earnings changes in fair
values of a significantly higher proportion of Freddie Mac’s derivatives portfolio, mortgage-
related securitics, guarantee asscts and guarantee obligations.

Freddie Mac is evaluating the re-designation of a portion of its existing derivatives
portfolio currently not in a hedge accounting designation (which Generally Accepted Accounting
Principles (“GAAP™) requires to be marked to fair value through income) into qualifying hedge
relationships for purposcs of GAAYP accounting and designation of a portion of newly purchased
derivative instruments into qualifying hedge relationships. In addition, Freddie Mac expects that
the income statement effects of the securities portfolio classified as trading ($64 billion at
December 31, 2002} will diminish in results reported for periods following restated periods.
However, management expects that net income going forward will continue 1o reflect other
potentially significant sources of volatility, including the possible effect of the implementation of
Financial Accounting Standards Board Interpretation Number 45, “Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantecs of Indebtedness of
Others,” which applies 1o reporting periods beginning in 2003. See Appendix IV, “Summary of
Signiticant Accounting Policies for Restated Periods,” on Freddie Mac’s website.
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Restatement Effect on Interest-Rate Risk Measnres

Freddie Mac provides investors with monthly interest-rate risk sensitivity disclosures
using two separate estimates:

e  Portfolio market value sensitivity (“PMVS™), which estimates the percentage of the
company’s fair valuc of common stockholders’ equity at risk from immediate, adverse
interest-rate shifts, and

¢  Duration gap, which estimates the average daily difference (measured in months)
between the estimated weighted-average lives of the company’s financial assets,
liabilities and derivatives.

As previously announced, in connection with the restatement, management has reviewed
the company’s interest-rate risk sensitivity disclosures for 2002 and 2001 to assess the impact of
sccurities and derivatives valuation errors, described below in “Summary of Accounting
Corrections and Changes by Category — Accounting Corrections — Valuation of Financial
Instruments,” and to correct other identified errors, Management believes the errors identified in
connection with this review do not significantly impact Freddie Mac’s interest-ratc risk position
as previously reported in the company’s monthly interest-rate risk sensitivity disclosures.
Managemeni estimates that the impact of the errors do not change monthly average portfolio
market value sensitivity estimates by more than 2 percentage points or duration gap by more
than one month for each previously reported month in 2002 and 2001. For example, Table 2
below summarizes the daily average portfolio market value sensitivity (PMVS — L) and duralion
gap estimates for December 2002 and December 2001, as originally reported and as restated.
See Appendix III, “Fair Value and Interest-Rate Risk Measures™ for more detail.

Table 2; Impact of Valuation Errors on Portfolio Markcet Value Sensitivity and Duration Gap Estimates

Portfolio Market Vulue Sensitivity Estimate Duration Gap Estimate (in months)

(PMIVS-L)
Monthly Average As Reported As Restated As Reported As Restated
December 2001 3.9% 3.6% 1 1
Deeember 2002 2. 7% 2.3% 0 0

Restatement Effect on Regulatory Capital

The Office of Federal Housing Enterprisc Oversight (“OFIIEO™), Freddie Mac’s salety-
and-soundness regulator, is the authoritative source of the capital calculations that underlie the
company’s capital classification.

Freddie Mac has submitied to OFHLEO amended minimum capital reporis for the restated
periods, including estimates of Freddie Mac’s capital surpluses. The estimated minimum capital
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surpluses [or year-end 2({0 and each quarter in 2001 and 2002, as reported to OFHEO in
Freddie Mac’s amended minimum capital reports, are set forth in the table below. Based on
these estimates, management believes that Freddie Mac was in compliance with its regulatory
capital requirements for each of these periods.

Table 3: Estimated Regulatory Minimum Capital Surplus as Reported to OFHEO'

T 3 “H%in millions)
2000 2001
Year- 1 20 3Q 4Q 1Q 2 i 3Q 40y
End
As Reported i
Regulatory
Minitmnum $202 foda $567 S408 $821 51,169 $1,925 $2,11% 2172
Capital Surphus
As Restated
Regulatory $1.877 51,393 51,122 $2.117 51,174 $1,020 52,520 56,639 56,652
Minimam

Capital Surplus

® Freddie Mac is requived to hold “Core Capital” generally equal to the sum of 2.5 percent of aggregate on-balance sheet
assets, as measired wnder GAAP, and (.45 percent of aggregate off-balance sheet obligations. Core capital available to meet
the minimum capital regquirement is effectively equal to Stockholders’ equity lesy Aceumuloted Other Comprehensive Income.
This table shows the excess of estiinated Core Capital over the regulatory minimum capital requivement for prior periods.

Freddie Mac also has submitted to OFHEO information regarding the impacts of the
restatement on risk-based capital surpluses and will provide any additional information that
OFIIEO may require to re-asscss Freddic Mac’s capital classifications during the restatement
period.

Management belicves the current level of the company’s capital is adequate to meet
rcgulatory capital requirements. Management does not expect to cngage in share repurchases
until the company resumes timely financial reporting.

Fair Value Balance Sheets for December 31, 2002 and 2001

Management belicves fair value measures provide an important view of Freddie Mac’s
business economics and risks becaunse fair value takes a consistent approach to the representation
of all financial assets and liabilities, rather than an approach that combines historical cost and
fair value techniques, as is the case with Freddie Mac’s GAAP-based consolidated financial
statements,

At December 31, 2002, the fair value of net assets (net of tax effect) was $22.9 billion, a
$4.6 billion increase from December 31, 2001, as restated. For the same period, the fair value of
net assets attributable to common stockholders was $18.3 billion, a $4.5 billion increase from
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December 31, 2001. Among the primary contributors to the increase in 2002 fair value balance
sheet net assets were core spread income (defined as the option-adjusted spread from the retained
portfolio) and fce-based income. In 2002, core spread income benefited from strong retained
portfolio growth of approximately 14 percent and the attractiveness of mortgage-to-debt option-
adjusted spreads at the time mortgages werce purchased.

Freddie Mac’s increase in 2002 fair value balance sheet net assets demonstrates that
Freddie Mac’s investment and risk management discipline can foster fair value growth in a year
when there was high interest rate volatility and a wide range of interest rate environments,
Management cautions, however, that the strong fair value results achieved in 2002 exceed
management’s long-run expectations for fair value net asset growth. In addition to the factors
noted above, tighter mortgage-to-debt spreads, which were the result of the continuing high
demand for mortgage-related securities by other investors, also contributed significantly to the
overall increase in Freddic Mac’s 2002 fair valuc results. This effect was partially offset by a
significant decline in the fair value of the company’s existing guarantee portfolio. As discussed
in Appendix III, “Fair Value and Interest-Rate Risk Measures,” management believes that
changes in mortgage-to-debt spreads affecting the fair value of the existing retained portfolio and
fair value changes in the existing guarantee portlolio will fluctuate from vear to year but will not
have a significant impact on fair value balance sheet net assets over the longer tenm.

The basic assumptions used and the estimates disclosed with respect to the consolidated
fair value balance sheets represent the company’s best judgment of appropriate valuation
methods. Where applicable, management uses the same valuation techniques for preparing the
fair value balance sheet as it does for those elements of Freddie Mac’s consolidated financial
statements that are recorded at fair value, such as derivatives and securities as well as guarantee
contracts for a portion of Freddie Mac’s Participation Certilicate portfolie. There are, however,
inherent limitations in any estimation technique. The consolidated tair value balance sheets do
not purport to present the net realizable, liquidation or market value of the company as a whole.
Furthermore, amounts ultimately realized by the company from the disposal of assets and
settlement of liabilities may vary significantly from the fair values presented, See Appendix 111,
“Fair Value and Interest-Rate Risk Measures,” on Freddie Mac’s website for information on the
company’s valuation methods and assumptions. In addition, Freddic Mac has made a number of
corrections to 1ts fair value balance sheet for December 31, 2001 arising from errors in valuation
and calculations made in prior years’ consolidated financial staterments, which are also described
in Appendix [[I, “Fair Value and Interest-Rate Risk Measures,” on Freddie Mac’s website.

Restatement Background and Remediation Program

The company announced the need to restate its tinancial results in January 2003. In
conneclion with that announcement, the cutside directors of Freddie Mac’s Board of Directors
retaincd Baker Botts L.L.P. (*Baker Botts™) as its independent investigative counsel to revicw
the facts and circumstances relating to certain of the accounting errors identified during the
restatement process. In June, Freddie Mac reported on Baker Botts’ preliminary findings
presented to the Audit Committee and the Board of Directors as to the [actors contributing to the
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need for the restatement. In July, Freddie Mac released the Baker Botts report. Since then,
Baker Botts has submitted to the Board additional findings covering certain transactions known
to require further inquiry or raised after delivery of the original report. The specific events
described in the additional review have been considered by the Board and appropriate remedial
action has been taken by the Board and management. Baker Botts” additional findings are
available on the company’s website, and certain of the transactions reviewed in it are discussed
in Appendix 11, “Detailed Discussion of Accounting Errors and Other Accounting Changes.”
Freddie Mac accepts the conclusions of Baker Botts, which arc consistent with those identified
int the company’s June 25, 2003 press release, available on Freddie Mac’s website at
www.freddiemac.com. See Appendix II, “Detailed Discussion of Accounting Errors and Other
Accounting Changes.”

In connection with their ongoing audits of the restatement of the previously issued
financial statements and the company's 2002 financial statements, PwC has identified and
communicated to management and the Audit Conunittee that “material weaknesses” (as defined
under standards established by the American Institute of Certified Public Accountants) in
internal controls existed during the time periods covered by the restated financial statements.

The Board of Directors 1s overseeing management’s implementation of a comprehensive
remediation program to address each of the principal factors that contributed to the need for the
restatement. This year, the Board’s Governance Committee overseeing the remediation
program, and the Audit and Ad Hoc Committees overseeing the restatement, have held
individual or joint commitlee meetings on 55 separate occasions. The remediation program
addresses areas of improvement identified by the Board of Directors and management, by Baker
Botts in the course of their reviews and reports to the Board of Directors, and by PwC. It is
effecting sweeping changes in the company’s financial reporting and management functions.
The program includes initiatives relating to corporate culture, governance, accounting staffing
and expertise, accounting policies, processes and controls as well as financtal reporting and
disclosurc. Management reports its progress on this initiative on an ongoing basis to the
Governance Committee,

To date, Freddie Mac has made significant progress in strengthening resources and
personnel dedicated to accounting, control and reporting issues. The company has hired a host
of accounting professionals, including a significant number of new officers and senior managers.
In addition, in October the company announced the creation of a new position of SVP-Chief
Compliance Officer, a function reporting directly to the Executive Vice President—Finance and
Chief Financial Officer. Freddie Mac also has retained David Martin, the immediate-past
Director of the SEC’s Division of Corporation Finance, to assist the company in designing and
implementing exemplary disclosure processes and practices, and Charles Elson, the Edgar S.
Woolard, Jr. Chair in Corporale Governance and the Director of the John L. Weinberg Center for
Corporate Governance at the University of Delaware, to assist the company in designing and
implementing exemplary corporate governance principles and practices.
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In addition to addressing accounting staffing and expertise issues, remediation activitics
include an assessment of corporate culture, significant enhancements to the documentation of all
accounting policies and implementation of corporate-wide employee training on the Sarbanes-
Oxley Act and the company’s Code of Conduct.

Summary of Accounting Corrections and Changes By Category

Table 4 summarizes the net cumulative impact of the changes to net income through
December 31, 2002. As described in Freddie Mac’s June 25, 2003 press releasc, management
has classified the accounting crrors and related corrections that have been addressed by the
restatement into the five categories listed in Table 4 below. The five error categories involve
subjective judgments by management regarding classification of amounts and particular
accounting errors that may fall within more than onc category. While such classifications are not
required under GAAP, management believes these classifications may assist investors in
understanding the nature and impact of the corrections made in completing the restatement. The
descriptions of the five classifications provide only a summary of primary accounting issues and
are not a comprchensive discussion of accounting errors and corrections. In addition,
management made changes in its accounting for two other matters as reported in the “Other
Accounting Changes” caption in Table 4. These errors and accounting changces arc described in
the discussion following the table. See Appendix II, “Detailed Discussion of Accounting Errors
and Other Accounting Changes,” on Freddic Mac’s website [or detailed information concerning
the company’s restatement adjustments.
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Table 4: Net Cumulative Income (Expense) Impact Through December 31, 2002

Net Cumulative

Income (Expense)}

Impact Through
12/31/02

(3 in millions)

Sceurity Classification (pre-tax) 31,700
Accounting for Derivative Instruments (pre-tax) 4,980
Asset Transfers and Sceuritizations (pro-lax) 181
Valuation of Financial Instruments {pre-tax) 214
All Other Corrections (pre-lax) 383
Subtotal of Accounting Corrections (pre-tax) 7,458
Other Accounting Changes (pre-tax) o 168
Total Accounting Corrections and Changes (pre-lax) 7,626
Tax Impact of Accounting Concutlons”;nd(,l?a:rngc'» 2 {2,591)
Total Net Income Impact (including subsequent events) $5,035
Total Net Income Impact (excluding subsequent events} $4,953

) Represents the net cumulative impact of (i} accounting changes Freddie Mac elected to make related to stock-
based compensation and (i) enhancemenis to the methodology used to estimaie the lives used in the
amortization of certain premiums and discounts.

@ Virtually all of the $2.6 billion tax impact represents an increase in deferred taxes not currently payable. See
“Tax-Redated Adjustments ™ in Appendix IT for details.

' Included in 2002 resulis is $82 million of net income related to events occurring in 2003 bui affeciing 2002, The
382 million of net income is comprised of $155 million of tax bencfit attributable to favorable U.S. Tax Court
Fulings occurring in 2003 offset by §73 million in additional expense, net of tax, related to adjustments in
reserves and accruals due to events oceurring in 2003,
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Accounting Corrections

Security Classification — Freddic Mac is required to classify its investiments in one of
three categories — held-to-maturity, available-for-sale, or trading — primarily based on
management’s mvestment intention at the time the company acquires a security. The company
reports held-to-maturity securities at amortized cost on the balance sheet, while marking
available-for-sale securities to fair value through Stockholders’ equity and marking trading
securities to fair value through the income statement. During the restatement period, Freddie
Mac engaged in transactions involving securities in the held-to-malurily category that
management accounted for as financings, but should have accounted for as sales. Becausc
management has concluded that it should account for such transactions as sales, GAAP requires
management to reclassify all securities previously classified as held-to-maturity into the
available-for-sale category and to discontinue use of the held-to-maturity accounting
classification for all securities untii at least 2004, approximately two years after the last
transaction giving rise to this crror. As a result, for accounting purposes, Freddie Mac has
reclassified all of its held-to-maturity securities to the available-for-sale category for each
restated period and recorded all unrealized gains and losses at each reporting period to the
Stockholders” equity section of the balance sheet, specifically through Accumulated Other
Comyprehensive Income.

During the restatement period, management also transferred mortgage-related securities
that 1t had designated for accounting purposes as trading into both the held-to-maturity and
available-for-sale classifications when it should have retained the trading classification for these
sccurities. To correct this error, management has reversed the misclassification and recorded
unreahized gains and losses on the securities in earnings for the appropriate period.

Accounting for Derivative Instruments — As part of management’s ongoing risk
management activities, Freddie Mac uses derivatives to manage the interest-rate risk associated
with its financial assets and liabilities. Management believes the accounting issucs associated
with derivatives identified in the restatement have not aflected the performance of the company’s
derivatives from a risk management perspective. See Appendix IT1, “Fair Value and Interest-
Rate Risk Measures,” on Freddie Mac’s website for more information concerning the economic
effectiveness of thesc derivatives. As part of the restatement, management has corrected several
errors in the company’s accounting for derivatives. These corrections consisted of removing
from earnings previously reported gains and losses related to hedged items for a portion of the
company’s fair value hedges and recording in earnings previously deferred gains and losses for a
portion of the company’s cash flow hedges. These errors were the result of the following factors:

¢ Management had accounted for some of the company’s cash market instruments as
derivatives that did not mcet the GAAP accounting definition of a derivative, and as a
result incorrectly applied hedge accounting,
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e Management did not adequately test and document a significant portion of the hedge
accounting rclationships the company previously determined to be “effective” for hedge
accounting purposes.

In addition, Freddie Mac incorrectly accounted for certain conumitments to purchase and
sell mortgage-related securities, including those executed in conjunction with intracompany
transactions. To correct these errors, management has properly accounted for the commitments
as derivatives and has either recorded the change in fair value of commitments to earmings or to
Stockholders’ equity (to the extent the commitment was effective as a cash flow hedge).
Furthermore, Freddie Mac has eliminaled the financial statement effect of the intracompany
transactions.

Asset Transfers and Securitizations — Freddie Mac issues Participation Certificates to
enhance the liquidity of the underlying mortgages in the secondary mortgage market. Whenever
the company sells such securities, GAAP requires Freddie Mac to record the guarantee fee
stream as a retainced interest (i.e., the guarantee asset) and the associated obligation, including its
guarantee of payments of principal and interest to security holders, as a liability (i.e., the
guarantee obligation), which Freddie Mac failed to do. To correct this error, management has
recorded the guarantee asset and guarantee obligation for Participation Certificates and
multiclass certificates sold by the company during the restatement period and included these
amounts in the determination of gain or loss on sale. Subsequent to the sale, the company has
reported the guarantee asset and obligation at fair value with changes included in eamings. In
addition, as part of the restatement, management is correcting its accounting for securitization
transactions involving intercst-only securities (“10s™), primarily to record previously
unrecognized [0s and to apply proper securily classification and impairment accounling o those
securities,

Valuation of Financial Insiruments — During the restatement period, management made
nurmerous errors in estimating the fair value of the company’s derivatives and securities.
Management concluded that the reported fair values of its option-based derivatives portfolio
(e.g., call options on interest-rate swaps, put options on interest-rate swaps, intercst-rate caps and
floors) for certain periods within the restatement did not incorporate all relevant market pricing
data. Therefore, management revised fair values for these options to incorporate such data. In
addition, management also corrected errors in estimating the fair value of the company’s
securities, which principally occurred duoe to the use ol models that failed to incorporate all
relevant market data and consider key contractual terms of securities as well as process errors
involving model input and application of pricing methodologies.

As part of the resialement, the company engaged in an extensive review of its valuation
methodologies and results. Based on this review, management corrected valuation and other
errors identified during its review and enhanced the accuracy of the market pricing data it uses
when determining fair values. In addition to the corrections affecting the financial statements,
management has incorporated the resulis of this re-valuation in Freddic Mac’s Fair Valuc
Balance Sheets as of December 31, 2002 and 2001. See Appendix 11I, “Fair Value and Interest-
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Rate Risk Measures,” on Freddie Mac’s websiie for a discussion of the eflects of these errors on
the restated Fair Value Balance Sheet for December 31, 2001.

All Other Corrections — During the course of the restatement process, management
identified numerous other accounting policies and practices requiring correction. These changes
touch on many aspects of Freddie Mac’s consolidated financial statements, and its restated
results reflect these corrections. In addition, Freddie Mac previously reported several accounting
corrections it had deemed immaterial through eamings in the periods in which it discovered the
errors. As part of the restatement process, the company 1s now recording these corrections in the
periods to which they relate. In addition, certain acciuals and reserves recorded in the {ourth
quarter of 2002 were revised for events occurring subsequent to Pecember 31, 2002 that met the
requirements for adjustment under GAAP.

Other Accounting Changes

In addition to corrections made in connection with the restatement, management changed
the company’s accounting related to stock-based compensation by selecling the retroactive
restatement transition method for stock awards granted on or after January 1, 1995 and, in the
fourth quarter 2002, enhanced its methodology for estimating the underlying lives used in the
amortization of certain premiums and discounts. Details regarding thesc accounting policy
changes are included in Appendix II, “Detailed Discussion of Accounting Errors and Other
Accounting Changes,” on the company’s website.

Supplemental Performance Measures

As announced in the company’s June 25, 2003 press release, Freddie Mac will no longer
report its previously used “operating earnings” measure, a non-GAAP supplemental performance
mcasure derived from GAAP financial statements that the company reported during 2001 and
2002. As aresult of changes m its accounting policies occasioned by the restatement,
particularly those affecting derivatives accounting, management has concluded that operating
carnings results would have been materially affected.

To enhance investor understanding of Freddie Mac’s performance and results,
management anticipates providing additional supplemental performance measures on a quarterly
basis, including a quarterly fair value balance sheet and a non-GAAP supplemental performance
measure, to the extent management concludes it would be helpful to investors in understanding
the company’s business performance.

Timetable for Addifional Financial Reporting, Annual Meeting and SEC Registration

Management expects to provide an annual report for 2002 and to hold Freddie Mag’s
related annual stockholders™ meeting 1n the first quarter of 20604, Management’s objective is to
release combined quarterly and [ull-year results for 2003 by June 30, 2004. Management
believes that preparing and releasing quarterly and full-year 2003 results at the same time will
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expedite the company’s return to timely financial reporting. Freddie Mac’s objective is to
provide its 2003 annual report and hold its related annual stockholders” meeting as soon as
practicable after June 30, 2004. Freddie Mac has previously announced its intention to register
Freddie Mac’s common stock voluntarily with the SEC in order to become a reporting company
under the 1934 Act. Freddie Mac reiterates its commitment to return to timely reporting and
complete the voluntary registration process with the SEC as soon as practicable.

Recent Events

Additional information about Freddie Mac and its business is set forth in Appendix I,
“Selected Restatement Topics,” on the company’s website.

Announcement of Conference Call and Webcast

Freddie Mac will host a conference call discussing today’s announcement at 8 a.m.
Eastern Time on Friday, November 21, 2003. Domestic investors should call 1-888-423-3280
and international investors can access the call at 612-326-0027. The conference call will be Web
cast live on Freddie Mac’s website. A telephone recording of this conference call will be
available continuously beginning at approximately 3 p.m. Eastern Time on November 21, 2003
until midnight on December 5, 2003. To access this recording in the United States, call 1-800-
475-6701 and use access code 707293, QOutside of the United States, call 320-365-3844 and use
access code 707293,

This release summarizes financial and company information relating to the restatement.
Additional materials, including financial statements and accompanying appendices providing
important disclosures and analyses, are available on Freddie Mac'’s corporate website, at
www. freddiemac.com. Freddie Mac encourages all investors und interested members of the
public to review these materials for a more complete understanding of its restatement and
related company disclosures. These materials are organized as follows:

Consolidated Financial Statements and Tables

Appendix I, “Selected Restatement Topics”

Appendix I, “Detailed Discussion of Accounting Errors and Other Accounting Changes”
Appendix II1, “Fair Value and Interest-Rate Risk Measures™”

Appendix 1V, “Summary of Significant Accounting Policies for Restated Periods”

November 21, 2003 Investor Conference Call Presentation, “Freddie Mac Restatement
Results™
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The information in this press release is included in Freddie Mac's Information Statement
Supplement dated November 21, 2003, which is posted on the Investor Relations page of Freddie
Mac's websife.

Freddie Mac’s press relcases sometimes contain forward-looking statements pertaining to
management’s current expectations as to Freddie Mac’s future business plans, results of
operations and/or financial condition. Management’s expectations for the company’s futurc
necessarily involve a number of assumptions and estimates, and various factors could cause
actual results to differ materially from these expectations. These assumptions and factors arc
discusscd in Appendix I, “Sclected Restatement Topics.”

Freddie Mac is a stockholder-owned company established by Congress in 1970 to
support homeownership and rental housing. Freddie Mac fulfills its mission by purchasing
residential mortgages and mortgage-related securities, which it [inances primarily by issuing
mortgage-related securities and debt instruments in the capital markets. Over the years, Freddie
Mac has opened doors for one in six homebuyers in America.

Freddie Mac’s earnings releases and other financial disclosures are available on the
Invesiors’ page of the company’s website al www.[reddiemac.com.
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FREDDIE MAC
CONSOLIDATED STATEMENTS OF INCOME

{dollars in mitlions, except share-related amounts)

Year Ended December M,
22 10m 2008
{Revised) (Restated) (Restated)
Interest income
Mortgaps loans s 4,290 § 4,355 4,177
Mortgage-reluled seeuritics i the relained porlioho 300349 26,547 20,530
Cash and investiments 4,147 4,136 4,469
Total itterest income 38476 35,368 2182
Interest expense
Shoart-term delit {4,303) (9,056) {10,492}
Long-term debt (21.025) (17,4663 {14,839}
Timal interest expense on debt securities {23.318) {26,522} {25,131)
Due tr Participation Certificate investors {1.238) (1,027 {352}
Total interest expense (26.564) {27,549) {25483
Incame (expense) related to derivatives {3,026) {827) 50
Net interest income 4,846 6,992 3,758
Non-interest income
Management and guarantee income L1516 1,392 1,252
Gamns (losses) on "Guaraniee asset lor Partivipation Cerlificates, at Fair vahe™ {2,176} {789) {1,197y
Craims (losses) on "Guarantee obligation for Participation Certificates, at fair value” 592 03 343
Derivative gains (losses) 5,941 {1,857) 1,483
Hedge accounting gains (losses) 187 (294) -
Gains (limses) on investment aclivity 1,812 121 432
Gains (losses) on debt retirement (674) {336) 13
Resecuritization fees 276 135 i3
Other income 308 229 146
Non-interest income 782 {1,148} 2.647
Non-interest CXPCRSC
Priveision for eredil hosses {128) 32} {79y
RLO operations income (expense) 13 M 4
Salaries and employze benefits (393 (337} (433)
Qooupancy tXpnyc (423 {35} (35)
Housing tax credit partnerships {160) (121} {104y
Minotity interest in earnings of consolidated subsidiaries (184) (208} (231)
Other expenses (771 (432) (357}
Non-interest expense {1,865} (1,392) {£,235)
Tncotne betore income tax cxpense and comudalive ol¥eet of change in aceoumting principles 14,803 4,454 5,170
[neome lax expense [CNAE)] {1,339 1,50
Incorne before cumulative effect of change in acconnting principles, net of taxes 10,090 3113 3,660
Curmulative effect of change in acconnting principles, net of taxes of $24 - 43 -
Net income 8 10090 § 3,158 3,666
Prelemed slock dividendy (234} (217) {178}
Net income avaifable to common stockholders $ 9456 % 2541 3,487
Bagic camings per commun share before cumulalive efTeel of
change in accounting principles, nat of taxes 5 14.23 b3 419 504
Cunwlative effect of change in accounting prineiples, net of taxes - 0.06 -
Baste camings per commaon share after cumulalive elfeet of
change in aecounting principles, net of taxes S 14,23 b3 425 504
Diluted eamings per common share before cumulative effect of
change in acconnting principles, net of taxes 5 14,1% i 4.7 201
Cumulative effect of change in accounting principles, net of taxes - .06 -
Dnluted earnings per common share after cuttlative effect of
chunge in accounting principles, net of taxes % 1415 % 421 0]
Welghtod averape common shares outslanding Ghovsands)
Basic n%2,727 GEL003 602,087
Txluted a3 116 695,973 a93307
Dividends per conimon share b3 0.53 ] 0.50 0.63

Sea Appendiv 1V for a summary of Freddic Mae's significant aceounting paficies, which i available on the compony's website ot www, freddiemac.com,
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FREDDIE MAC

CONSOLIDATED BALANCE SHEETS

(dolars in millions)

December 31,

December 31,

2002 2001
{Revised) {Restated)
Agsets
Retained portfolio
Mortgage louns:
Held for investmend, 8t armortized cost b 57483 % 38,313
Reserve for losses on mortgase foans held for investment (177) {103}y
Held for sale, at lower of cost or market 6,635 4,409
Mortzage loans, net of'reserve 63,941 62,619
Mortgage-related securities:
Available-for-sali, at fair value (includes $367 and $167 pledged as collateral
al December 31, 2002 and 2001, respectively) 496 263 308,921
Trading, at tair value (includes $8% and $136 pledged as collateral
at December 31, 2002 and 2007, respectively) 20,104 41,400
Participation Certificate residuals, at fair value 412 726
Total mortgage-related securities 325,781 441,047
Retained portfolio 589,722 503,666
Cuash and Investments
Cash and cash equivalents 10,792 3,464
Investments:
Mortgage-relabd securities:
Trading, at fair value {inctudes 52 and $6 pledped as collateral
at December 31, 2002 and 2001, respectively) 32,363 27,666
Non-mortgage-related securities:
Availuble-for-sale, at Fair value (includes S350 and $125 pledged
as collaleral al December 31, 2002 and 2001, respectively) 66,419 54,810
Trading, at fair value {includes 562 and 525 pledeed as collateral
at December 31, 2002 and 2001, respectively) 2,556 1,087
Tutsl non-mortzage-related securities 68,975 55,897
Totasl mortgaze-relatid and non-mortgage-related seeunitivs 101,338 ¥3,563
Segurities purchased vider agreements to resell and Federal funds sold 22,907 33,500
Cash and investments 135,037 120,527
Uuarantee asset for Participation Certificates, at thir value 2445 3,156
Accounts amd other recrivables, net 10,611 5,714
F.eal estate owrned, net 594 447
Derivative usscts, at fair value 10,393 1,996
Oher assets 3447 2394
Tota! assets $ 752,249 5 641,100
Liabilities and stockholders' equity
Debt securities, net
Senior debl:
Duee within one year S 244,429 b3 264,227
Dz atter one year 415,662 311,013
Subordinated debt, due after one year 5605 3128
Yotal debt securities, net 665,696 57%,368
Brue to Participation Certificate investors 35,080 27,375
Guaranten obligation for Participation Certificats, at luir value 1,427 1,155
Reserve for gusranice losses on Participalion Cerlificates &8 121
Derivative liabilities, at fair value 987 2644
Accrued interast payable 7286 6,043
Other labilithes . e o 086 5,151
Yotal Habifities TIR,610 618,857
Minority inferest in consolidated subsidiaries 2.309 2,619
Stockholders” equity
Proforred stock, at redemnption vajue 4,604 4,596
Comron slock, $0.21 par value, 726 000,000 shares authorized, 723 882 280 shares issned 152 152
Additional paid-in capital 744 a7t
Eetained eamnings 24,955 13710
Accumudated other comprehensive income (loss), net of taxes, reluted to:
Aviilable-Rar-sube seeunithes 12,217 4,200
Cash ftow hadge relationships (LRTT) (4,757)
Tatal accunwilated other comprehensive income (oss), net of taxes 2.340 (357
Treasury stock, at cost, 34,506,281 sheres and 30,578,510 shares, respectively {1,477 (948
Total stockholders equity . R ...
Total liabilities and stockholders’ equity $ 752,249 $ 641,100

Sew Appendic IV S a s of Frodefie Moc's sigemificuns aeceunting podicies, which by avadable on the corparafion's webyne ar wew freddiemac. com.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

(doltars in millions)

Year Ended December 31,

2002 2001 2000
(Revised) (Restated) (Restated)
Preferred stock, at redemption value
Balance, beginning of vear 4 394 by 3195 % 3,145
Preferred stock isauances 300 1,401 -
I'referred stock redemptions {287) - -
Preferred stock, end of year 4,600 4,506 3,193
Common stock, par value
Balance, beginning of year 152 152 152
Common stock, end of year 152 152 152
Additional paid-in capital
Bulance, begmning of vear - as previowsly repurted 474
Bueginning balance adjustrment 150
Balance, beginning of year - as restatad 671 624 624
Slock-based compensation 63 ] 39
Inevme tax benefit from employee stock oplion cxereises 16 30 28
Preferred stock issnance costs 3] {13} -
Common stock issnances (4} (30} (67}
Additional paid-in capital, end of year 744 71 624
Retained earnings
Bulance, beginning of year - ay previously reported 9,736
Bepinning balance adjustment 376
Balance, beginning of year - as restated 15,710 13,326 10,312
et ineome TO090 3158 3,000
Preferred stock dividends declared (23d) 217 (179}
Comtnon stock dividends declared (611} (337} (473)
Retained earnings, end of year 24,955 15,719 13,326
Accumulated other comprehensive income (loss),
net of taxes (AOCH)
Balance, beginning of year - as previousty reported {1,166)
Baginning halanee adjusoment {5,356)
Balanee, bepinning of year - as reslated {537) [ EILE] {6.522)
Chanpes tn unrealized gaths {hosses) related t available-for-sule securities, net
of reclassification adjustment 8,017 3,1te 7,606
Changes in unrealized gaing {losses) related to cash Hovw hodye relationships, ner
ol teclassificalion adjustment (53,1203 (2,117) -
Curmulative effeer of change in sccounting principle - (26405 -
AOQCE, end of year 2,340 (357) 1,084
Treasury stock, at cost
Balance, bryinning of year (948) {1.024) {8663
Common stk tssuances 33 76 1)
Camaon stock repurchases (535) - (2358)
Treasury stock, end of vear (1470 (948) (1.024)
Total stockholders' equity 3,33 0§ 19624 S8 17,357
Comprehensive income
Net incoms L0050 5 3,138 b3 3,600
Charnyges in AQCH net ol reclassiticalion adjustment 2,897 {1,641 7000
Total comprehensive income 12,987 S 1,517 § 11,272

See Appendix IV for u summeare of Freddie Mac's signifivent aceowmting policies, which v available on the compang:'s website af

www freddivmac.com.
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Appendix I—Selected Restatement Topics
This appendix is organized into four sections:

¢ “Effect of Restatement on Freddie Mac’s Previously Reported GAAP
Results” provides a narrative description of the effect of the restatement on
selected financial results.

¢ “Consolidated Results of Operations and Financial Condition” provides a
narrative description of Freddic Mac’s financial performance and condition based
on restated financial results.

¢ “Recent Events and Contingencies” provides an update on various regulatory,
legal and other matters affecting Freddie Mac.

¢ “Forward-Looking Statements” provides cautionary disclosures about factors
that could affcct forward-looking statements made by Freddie Mac.

Effect of Restatement on Freddie Mac’s Previously Reported GAAP
Results

Summary Highlights

The following table sununarizes the net cumulative effect as of December 31,
2002 of adjustments made during the restatement. Thesc amounts include all adjustments
including those management deemed corrections of errors as well as other accounting
changes.

Table 1: Net Cumulative Restatement Effects as of December 31, 2002 (8 in millions)

Accumulated
Other Total
Retained Additional Regulatery | Comprehensive| Stockholders'
Earnings Paid-in Capital { Core Capital Income Equity
S 5,031 $ 167 5 5,198 S 1,503 S 6,701

These adjustments were primarily driven by accounting corrcctions that the
company has grouped in five general categories: Sccurity Classification; A¢counting for
Derivative Instruments; Asset Transfers and Securitizations; Valuation of Financial
Instruments; and All Other Corrections. In addition to these corrections, the company
implemented other accounting changes that do not involve correction of errors. See
Appendix I, “Detailed Discussion of Accounting Errors and Other Accounting
Changes,” for a discussion of the accounting errors and changes included in each
category. Table 2 below provides a summary of the effect of the adjustments by category
on net income and Accumulated Other Comprehensive Income.
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Table 2: Net Cumulative Restatement Effect by Category (3 in millions)

Net Cumulative
Impact to
Accumulated

Net Cumulative Other

Impact to Income Comprehensive

Category (Expense) Lncome {Loss) ¥
Sceurity Classification (pre-tax) $1,700 52,669
Accounting for Derivative Instruments (pre-tax) 4,980 (163)
Asset Transfers and Securitizations {pre-tax) 181 488
Valuation of Financial Instruments {pre-tax) 214 (268)
All Other Corrections (pre-lax) 383 (86)
Subtotal of Accounting Corrections (pre-tax) 7,458 2,640
Other Accounting Changes (pre-tax) -/ 168 (333)
Total Accounting Corrections and Changes (pre-tax) 7,626 2,307
Tax Impact of Accounting Corrections and Changes & (2,591 (804}
Total Restatement Effect (including subsequent events) 35,035 $1,503
Total Restatement Effect (excluding subsequent events) 54,953 $1,503

" Accumulated Other Comprehensive Tncome (Loss) is a component of stockholders’ equity.

2 Represents the net cumulative impact of (i) accounting changes Freddie Mac elected to make related to
stock-based compensation and (ii) enhancements to the methodology used o estimate the lives used in
the amortization ol cerlain premiums and discounts.

 Includes the Federal income tax effect of total accounting corrections and the impact of certain
correclions related 1o tax expense. See “Tax-Relaled Adjustments” in Appendix I1.

®Included in 2002 results is $82 million of net income related to events occurring in 2003 bul affecting
2002. The $82 million of net income is comprised of $155 miillion of tax bencfit attributable to favorable
U.S. Tax Cowrt rulings cccwring in 2003 offset by $73 million in additional expense, net of tax, related
to adjustments in reserves and accruals due to events occurting in 2003,

As reflected in the table above, the majority of the increase in net income is
attributable to accounting corrections related to derivatives. Specifically, as a result of
the restatement, a large majority of the company’s derivative portfolio is not eligible for
hedge accounting treatment, primarily due to (i) crrors in sccurity classification that
causcd hedged items to be ineligible and (ii) documentation or testing requirements that
were not met during the restatement period as required by Statement of Financial
Accounting Standards (“SFAS™) 80, “Accounting for Futures Contracts” (“SFAS 80™),
applicable through December 31, 2000, and SFAS 133, *“Accounting for Derivative
Instruments and Hedging Activities” (“SFAS 133™), effective January 1, 2001. Asa
result, the fair value changes for these derivatives arc now reported through current
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period eamings instead of being deferred and amortized over the life of the hedged item.
In addition, a significant amount of the increase in net income was driven by corrections
related to securities that the company now classifies as trading, but previously classificd
for accounting purposes as either held-to-maturity or available-for-salc.

Quarterly Analysis

While the net cumulative effect of the restatement was an increasc to net income,
the restatement resulted in both increases and decreases to net incomc on a quarterly basis
in 2001 and 2002 as illustrated in Table 3.

Table 3: Net Quarterly Restatement Effects for 2001 and 2002

6.0
50+
4.0 1

3.0 1

$ in billions (Net income)

101 2Q01 3Q01 4001 102 2002 3002 4002

@ Previously Reported El Restated

The restatement had the most significant impact on the third and fourth quarters
of 2001 when restated results were §1.4 billion higher and $1.2 billion lower,
respectively, compared to previously reported amounts, and in the third quarter of 2002
when restated results were $4.1 billion higher. The restatement also resulted in the
company reporting a net loss of $111 million in the first quarter of 2001, compared to net
income of $837 million as previously reported. These changes were primarily due to
volatility in restated results caused by gains and losses on derivatives not accounted for in
a hedge relationship and gains and losses on trading securities, both of which were driven
by changes in interest rates and the implied volatility of inlerest rates. For further
information regarding derivative and trading gains and losses, see “Results of Operations
— Non-Interest Income — Derivative Gains (Losses)” and “ — Gains (Losses) on
Investment Activity.”

Summary of Certain Income Statement Captions

The restatement had the largest impact on the following income statement
components: net interest income; management and guarantee income; gains (losses) on
guarantee asset; gains (losses) on guarantee obligation; derivative gains and losses; and
gains and losses on investment activity. Tables 4 through 7 and accompanying text
describe the change in reporting for each of these income statemeni components. The

L
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following discussion should be read in conjunction with Appendix II, *Detailed

Discussion of Accounting Errors and Other Accounting Changes,” and Appendix IV,
“Summary of Significant Accounting Policies for Restated Periods,” which provide a
more comprehensive description of the accounting errors and changes identified through
the restatement, and Freddie Mac’s revised accounting policies.

Net Interest Income

Table 4: Reconciliation of Net Interest Income (§ in millions)

2002 2001 2000
Net inlerest income, as previously reported 3 677713 5480 | % 2,838
Corrections related to:
Reclassification of guarantee income on retained PCs
from "Management and guaraniee income” 762 711 587
Reclassification ot spot-forward difference to "Gain (loss)
on investment activity” 038 431 103
Reclassification of REIT preferred dividends to "Minority
intcrest in earnings of consolidated subsidiaries” 184 208 231
Other accounting corrections (80) 162 {1)
Total impact of corrections 1,804 1,512 920
Other accounting changes related to accounting
for certain premiums and discounts 305 - -
Net interest incomnc, as resiated S 8,886 & 6,992 | § 3,758

Restated net interest income is higher than previously reported due to the

following reclassifications:

e Management and guarantee income on retained PCs ~ Management and guarantee
income related to Freddie Mac Participation Certificates and Multiclass
Certificates (hereafter, collectively referred to as PCs) held by the company that

was previously reported primarily in “Management and guarantee income™ is now
reported in “Net interest income.” This change resulted in an increase in net
interest income with an equal and offsetting decline In management and guarantee
income (see Table 3).

Income Statement classification of spot-forward difference — The company
previously reported the spot-forward difference on certain forward sale
commitments executed in conjunction with Freddie Mac’s PC market making and
support activities as interest expense within net interest income. As a result of the
restatement, the company is now reporting this loss in “Gains (losses) on
lavestment activity” (see Table 7).
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REIT preferred dividends — The company previously reported dividends on the
preferred stock issued by Freddie Mac’s two majority-owned real estate
investment trust (REIT) subsidiaries as interest expense within net nterest
Income. As a result of the restatement, the company is now reporting these
dividend payments as “Minority interest in carnings of consolidated subsidiaries.”

Other accounting corrections — This category includes corrections primarily
related to the reversal of hedge accounting and other errors affecting the timing
and amount of interest accruals or amortization reported through net interest
income.

Accounting for certain premiums and discounts — In the fourth quarter of 2002,
the company made several enhancements to the methodology used to calculate the
amortization of certain premiums and discounts. These enhancements, which are
described n the section entitled “Other Accounting Changes — Accounting for
Certain Premiums and Discounts” in Appendix II, resulted in a $305 million
increase in net interest income in the fourth quarter of 2002,

Management and Guarantee Income

Table 5: Reconciliation of Management and Guarantee Income (8 in millions)

2002 2001 2000

Management and guarantee income, as previously reported 5 1911 | S 1,639 | § 1,485
Correclions refated lo:

Reelassification of guarantec fee income on retained 1"Cs

to "Net interest income" (762) (711) (587)

Buy-up, buy-down and credit tees 483 660 358

Other accounting cotrections (116) (196) (5}
Total impact of corrections (395) (247) {237}
Managemenl and guaraniee income, ax restaled $ 15161 % 1,392 | § 1,252

The restatement resulted in a decrease in reported management and gnarantee

income due to the following reclassifications and errors:

s Management and guarantec income on retained PCs — As described above,

guarantee fees related to Freddic Mac PCs held in its portfolio and previously
reported as management and guarantec income are now included in net interest

income.

¢ Buy-up. buy-down and credit fees — The company previously deferred and
amortized amounts paid and received in connection with the issuance of PCs with
the amortization of these amounts being primarily reported through management
and guarantee mcome. As a result of the restatement, the company now accounts
for these deferred amounts in the following manner:
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— The assets associated with buy-up fees are marked to fair value through either

“QGains (losses) on ‘Guarantee asset for Participation Certificates, at fair
or “Gains (losses) on investment activity” depending upon whether

e

value

the associated PC is held by a third party or held by the company,

respectively. Accordingly, buy-up fees are no longer amortized through

management and guarantee income.

— Buy-down and credit fees related to PCs issued through the Guarantor Swap

program and not repurchased by the company continue to be amortized
through management and guarantee income. Otherwise, these fees are

amortized through net interest income when the PC is held by the company or
included in the calculation of the gain or loss on sale when the PC has been
transferred to a third party in a transaction accounted for as a sale.

s Other accounting correclions — This category includes corrections primarily

related to the timing and amount of amortization income and expense reported

through management and guarantee income.

Gains (Losses) on Guarantee Asset and Guarantee Obligation

As part of the restatement, Freddie Mac determined that its accounting for

transfers of PCs in transactions accounted for as sales was incorrect in that Freddie Mac
should have recognized the cash flows related to the contractual guarantee fee rate as a
retained beneficial interest and should have recorded the fair value of the associated
obligation as a liability. These amounts are now recorded in the consolidated balance
sheets as “Guarantee asset for Participation Certificates, at fair valuc” and “Guarantee
obligation for Participation Certificates, at fair value.” Changes in the fair value of thesc
amounts are recorded to income as “Gains (losses) on ‘Guarantee assct for Participation

oy

Certificates, at fair value

and “Gains (losses) on ‘Guarantee obligation for Participation

Certificates, at fair value’.” A discussion of the changes in these amounts during the
restatement period is included in “Results of Operations — Non-Interest Income — Gains

(Losses) on Guarantee Asset and Guarantee Obligation.”

Derivative Gains and Losses

Table 6: Reconciliation of Derivative Gains and Losses ($ in millions)

2002 2001 2000
Derivative gains (losses}, as previously reported $ 2701 S {157 % -
Corrections related to accounting for derivative instuments 5,671 {1,700} 1,483
Derivative gains {losscs}, as restated 5 5941 |8 (1,857} § 1,483

As previously noted, Freddic Mac determined that many of the accounting hedges

established during the restatement period [ailed to qualify for hedge accounting
treatment. As a result of these errors these derivatives are now marked to fair value
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through “Derivative gains (losses).” A discussion of the changes in these amounts during
the restatcment period is included in “Results of Operations — Non-Interest Income —

Derivative Gains (Losses).”

Gains and Losses on Investment Activity

Table 7: Reconciliation of Gains and Losses on Investment Activity (3 in millions)

2002 2001 2000
Gains (losses) on investment activity, as previously reported $ 9418 1151 § 56
Corrections related to:
Reclassification of spot-forward difference from "Net interest meome” (938) (430 (103)
Security classification 884 573 639
Accounting for transters of PCs and Multiclass Certificates 263 394 2
Transactions cleared through the GSCC 734 195 3
Commitiments - Intracompany transactions G2 317 (215)
Impairments and LOCOM adjustments (109) (339 (56)
Other accounting corrections (37) 1 172
Total impact of corrections 1,718 76 436
Gains (losses) on investment activity, as restated 5 1,812 | § 191 | § 492

Restated gains on investment activity are higher than previously reported in all

periods presented in Table 7 as a result of the following factors:

¢ Income Statemernt classification of spot-forward difference — As indicated under

“Net Interest Income,” the company has corrected the income statement
classification ol the spot-forward difference on forward sale commitments

executed in conjunction with Freddie Mac’s PC market making and support

activitics from *“Net interest income” to “Gains (losses) on investment activity.”

e Security classification — During the restatement, it was determined that securities
were incorrectly classified under SFAS 115, “Accounting for Certain Investments
in Debt and Equity Securities” (**SFAS 1157), including the improper transfer of

securities out of trading, resulting in an increase in the balance of trading

securities that are marked to fair value though this income statement caption.

» Accounting for transfers of PCs and Multiclass Certificates ~ As previously noted

above under “Gains (Losses) on Guarantee Asset and Guarantee Obligation,’

T

Freddie Mac determined that it incorrectly accounted for sales of PCs. These
corrections resulted in adjustments to income primarily due to (i) the recognition
of the value of the guarantee asset and guarantee obligation at time of sale and (ii)

the mark to fair value of Participation Certificate Residuals (PCRs). (PCRs
effectively represent the net guarantee asset and guarantee obligation for

sccuritics repurchased and held by the company for which a guarantee asset and

guarantee obligation werce previously recognized.)




44

+ Transactions cleared through the GSCC — Freddie Mac previously accounted for
certain Treasury and agency debt security transactions cleared through the
Government Securities Clearing Corporation (“GSCC”) as derivatives that
qualified for hedge accounting. The company has subsequently determined that
these trapsactions should have been accounted for as cash instruments, which do
not qualify for hedge accounting. Correction of this error resulted in the related
gains and losses being recorded to income through this income statement caption.

e Commitments — intracompany transactions — The company recorded purchases
and sales of securities in conjunction with its PC market making and support

activities, including intracompany transactions, as trading positions. During the
restatement, 1t was determined that the financial statement effects of
intracompany transactions should have been eliminated and that certain securities
previously classified as trading should have been accounted for as available-for-
sale securities, resulting in the reversal of the related mark to fair value
adjustments from income,

¢ Impairments and LOCOM adjustments — Through the restatement, Freddie Mac
determined that it incorrectly calculated impairments on interest-only securities
and did not properly value its held-for-sale loans at the lower of cost or market
{(“LOCOM™).

e Other accounting corrections — This category includes miscellancous crrors
impacting “Gains (losses) on investment activity,” including reclassification of
losses related to certain written options that should have been reported as
“Dierivative gains (losses)” in 2000.

Summary of Certain Balance Sheet Captions

The following table provides a comparison of Freddie Mac’s summarized balance
sheet as of December 31, 2002, comparing restated amounts to the amounts previously
reported. This table should be viewed in conjunction with the complete consolidated
balance sheets that accompany Freddic Mac’s restatement press release dated
November 21, 2003.
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Table 8: Comparison of Selecied Balance Sheet Items As Previously Reported and As
Restated as of December 31, 2002 ($ in millions)

Previously Increase
Reported Restated (Decrease)
Retained portfolio $ 3832691 % 58972218 6,453
Cash and investments 86,598 135,037 48 439
Guarantee asset for Pagticipation Certificates, at fair value - 2,445 2,445
Derivative assets, at fair value 10,340 10,393 53
Other itens included in total assets 41,532 14,652 (26,880)
Total assets $§ 21,7398 715224913 30,510
Total debt sccurities, net $ 648894 1% 665696 % 16,802
Due to Participation Certificate investors 36,232 35,080 (1,152)
Guarantee obligation for Participation Certificates, at fair vale - 1,427 1,427
Derivative liabilities, at fair value 1,111 967 (144)
Other items included in total liabilities 10,873 15,440 4,567
Total liabilities 697,110 718,610 21,500
Minority interest in consoclidated subsidiaries - 2,309 2,309
Total stockholders’ equity 24,629 31,330 6,701
Total liabilities and stockholders' equity § 72173918 752249 8% 30,510

The following discussion describes the primary adjustments as a result of the
restatement to certain line items included in the summarized balance sheet above.

Retained Portfolio

The restated balance of the retained portfolio as of December 31, 2002 increased
by $6.5 billion due to (i) the reversal of hedge accounting losses as a result of errors
impacting the company’s embedded option hedging strategy, and (ii) the recording of
unrealized gains on sccuritics previously classified as held-to-maturity and reported at
amortized cost but now classified as available-for-sale and reported at fair value as a

result of security classification errors.

Cash and Investments and Other Items Included in Total Assets

Cash and investments increased by $48.4 billion as of December 31, 2002 due to
the restatement. This increase was primarily due to the following adjustments:

» Transactions cleared through the GSCC — As noted above, certain Treasury and
agency debt security transactions cleared through the GSCC previously accounted

for as derivatives are now reported as cash instruments. Accordingly, these

transactions are recorded as part of “Cash and investments” with an offsctting
amount recorded to “Debt securitics, net.” This corrcction resulted in an increase
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to “Cash and investments™ and ““Total debt sccurities, net” by approximately
$19.4 billion as of December 31, 2002.

¢ Commitments — third party transactions — Previously, the company recognized
gecurities purchased and sold through its PC market making and support activities
on the trade date, which resulted in an increase or decrease in “Cash and
investments” and an offsetting adjustment to “Accounts and other receivables,
net” or “Other liabilities” to record the related trade receivable or payable. As
part of the restatement, the company now records these transactions as derivatives
and does not record the effect on the investment balance until the settlement date.
This correction resulted in an increase to “Cash and investinents™ of
approximately $29.4 billion at December 31, 2002, with an offsetting decrease in
“Accounts and other receivables, net,” which is included in the caption “Other
items included in total assets” in Table & above.

Guarantee Asset and Guarantee Obligation

As described above under “Gains (Losses) on Guarantee Asset and Guarantec
Obligation,” “Guarantee asset for Participation Certificates, at fair value” and “Guarantee
obligation for Participation Certificates, at fair value” are new captions as a result of
corrections to the company’s accounting for transfers of mortgage loans, PCs and
Multiclass Certificates.

Total Debt Securities, Net and Minority Interest in Consolidated
Subsidiaries

The balance of debt securities increased as a result of the restatement duc to
corrcctions related to certain transactions cleared through the GSCC as discussed above,
net of the cffects of reporting the balance of preferred stock issued by Freddie Mac’s two
majority-owned REIT subsidiaries as “Minority interest in consolidated subsidiarics,”
which was previously included in the balance of total debt securities. The balance of debt
securities was also impacted by the reversal of deferred hedging gains and losses as a
result of errors related to accounting for derivative instruments,

Other Items included in Total Liabilities

Adjustments affecting other items included in total liabilities were primarily
related to the effect of the cumulative increase in earnings on deferred tax liabilities and
the reporting of buy-down fees, credit fees and other amounts received as part of the
issuance ol PCs through the guarantor program as liabilities (these amounts were
previously netted aganst other deferred items associated with the retained portfolio).

Total Steckholders’ Equity

The $6.7 billion increase in total stockholders’ equity as a result of the
restatement was due to:

10
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+ A $5.0 billion increase to retained earnings as a result of the cumulative net
increase in net income duc to the restatement.

e A §1.5 billion increase in Accumulated Other Comprehensive [ncome resulting
from (i) unrealized gains on securities previously classified as held-to-maturity
and reported at amortized cost but now classified as available-for-sale and
reported at fair value as a result of security classification errors, and (i) recording
certain net hedging losses to earnings as a result of correcting errors in accounting
for derivative instruments that were previously deferred to Accumulated Other
Comprehensive Income,

o A $167 million increase to additional paid-in capital as a result of Freddie Mac’s
decision to implement SFAS 148, “Accounting for Stock-Based Compensation
Transition and Disclosure,” using the retroactive restatement transition method.

For further information regarding adjustments to total stockholders’ equity, see
Table 1F, “Effects of Restatement Adjustments on the Beginning Balance of
Stockholders’ Equity on January 1, 2000,” which is included in the Consolidated
Financial Statements and Tables that accompany Freddie Mac’s restatement press release
dated November 21, 2003.

Consolidated Results of Operations and Financial Condition

The following discussion of Freddie Mac’s consolidated results of operations and
financial condition is based on the company’s restated financial results. This discussion
is organized into two scctions: (i) “Results of Operations,” which provides an overview
of the company’s results of operations for 2002, 2001 and 2000, followed by a more
detailed discussion of the individual components of net income; and (i1) “Balance Sheet
Analysis,” which discusses changes in Freddic Mac’s consolidated balance sheets. These
sections should be read in conjunction with the Consolidated Financial Statements and
Tables that accompany Freddie Mac’s restatement press relcasc dated November 21,
2003, Also see Appendix 1V, “Sumnmary of Significant Accounting Policies for Restated
Periods,” for more information conceming the company’s accounting policics and the
financial statement topics discussed below.

In addition to the results of operations discussion below, the company has
provided a measurement of ifs assets, liabilities, derivatives and off-balance sheet
financial instruments on a fair value basis in Appendix 111, “Fair Value and Interest-Rate
Risk Measures.” The company believes that this fair value disclosure provides an
important view of Freddie Mac’s business economics and risks since it takes a consistent
approach to measuring financial assets and liabilities at fair value, rather than a hybrid
approach mixing historical cost and fair value.

11



48

RESULTS OF OPERATIONS

Performance Qverview

Net income for 2002, 2001 and 2000 totaled S10.1 billion, $3.2 billion and
$3.7 billion, respectively. These results were primarily driven by increases in net interest
income and fluctuations in total non-interest income,

Net interest income totaled $8.9 billion, $7.0 billion and $3.8 billion for 2002,
2001 and 2000, respectively. The increases in net interest income were attributable to a
decrease in short-term interest rates along with growth in the unpaid principal balance
(“UPB”) of the retained portfolio, which grew by 14 percent in 2002 and 27 percent in
2001. The decrease in short-term interest rates, along with an increase in amortization
income, was chiefly responsible for a 40 basis point increase in net interest yield, from 97
basis points in 2000 to 137 basis points in 2001. However, net interest yield increased by
only 3 basis points in 2002 because the environment of generally falling interest rates was
offset by accelerated amortization expense due to a decrease in the cstimated life of the
mortgage assets in the retained portfolio. The change from a net discount, which resulted
in amortization income in 2001, to a net premium, which produced amortization expense
in 2002, was due to the addition of hedging losses associated with the termination of pay-
fixed swaps and an increase in premiums paid on retained portfolio purchases in 2002.

Non-interest income totaled $7.8 billion in 2002, compared to expense of
$1.1 billion in 2001 and income of $2.6 billion in 2000. The volatility in non-interest
income was largely due to the amount of derivatives, mortgage securities and guarantee
assets and guarantee obligations marked to fair value through carnings, with the most
significant driver being derivative gains and losses. The componcents and drivers of non-
interest income are explained in detail below.

Net Interest Income

Net interest income, the principal source of earnings for Freddie Mac, is the
difference between interest income and interest expense. Net interest income is affected
by changes in the balance and contractual rates associated with the company’s assets,
liabilities and derivative contracts, as adjusted for amortization of purchase premiums
and discounts and hedging gains and losses as explained below in “Analysis of Quarterly
Results.” Freddie Mac discusses net interest income and the related interest vield on a
taxahle-equivalent basis to consistently reflect income from taxable and tax-exempt
investments based on a 35 percent marginal tax rate.

2002 versus 2001

Tuble 9 summarizes net interest income for 2002 compared to 2001, and the
rclated rate/volume analysis for the changes between 2002 and 2001.

12
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Table 9: Net Interest Income and Rate/Volume Analysis (2002 compared to 2001)

{8 in millions)

Inerease Attributable to
2002 2001 (Decrease) Changes in &
NI Yield NI Yield to NTI Rate Volume
Interest Income: :
Mortgages S 4,200 7.04%)1 % 4,385 7.23%] % @51 % (116)] 3 21
Mortgage-Related Securities 30,039 6.38% 26,847 6.91% 3,192 (2,187) 5,379
Total Retained Portfolio 34,329 6.46% 31,232 6.96% 3,097 (2,303) 5,400
Cash and Investments 4,147 341% 4,136 4.82% 11 (1,448) 1,459
Total Interest-Eaming Assets 38476 5.89% 35,308 6.62% 3,108 (3,751) 6,859
Intcrest Expense:
Short-Term Debt (4,303) (2.03%) {9,056)|  (4.23%) 4,753 4,670 83
Long-Term Debt (21,025)]  (5.16%)] {17.466)] (5.99%) (3,559 2,678 {6,237}
Total Contractual Debt {25,328)] (4.09%)| (26,322) (5.25%) 1,194 7,348 {6,154}
Duc to Participation Certificate Investors {1.236}  (6.82%) {1,027 (7.27%) (209) 66 {273}
Total Interest-Bearing Liabilities 26,564y  (4.17%)| (27,349  (5.30%) 983 7414 (6,429)
Income (Expense) Related to Derivative
Contracts (3,026}  (0.47%) (827 (0.16%) {2,199} (2,199 -
Impact of Net Non-Interest-Bearing
Funding - 0.12% - 0.18% - - -
Net Interest Income @ S 8,886 1.36%[ S 6,992 1.32% | $ 1,894 |S 1464 |$ 430
Fully Taxable Equivalent Adjustment 252 0.04% 237 0.04% 15 4 11
Net Interest Income (Fully Taxable
Equivalent Basis) $ 9,138 1.40% | S 7,229 137% | $ 1,909 [$ 1468 |% 441

1 Combined rate/volume changes are allocated to the individual ratc and volume changes based on their relative size.

@ May not sum due o rounding.

Net interest income on a fully taxable-equivalent basis incrcased $1.9 billion, or
26 percent, to $9.1 billion in 2002 from $7.2 billion in 2001. The increase in net interest

income was primarily due to a continuation during 2002 of the steep yield curve

environment that existed in 2001. A steepening yield curve means that short-term
interest rates are decreasing more than long-term rates, or are increasing at a slower rate
than long-term rates. This environment resulted in () wide initial spreads between the
yield on asset purchases and the cost of the debt issued to fund those purchases (referred
to as “mortgage-to-debt spreads”) since a portion of the debt issued is shorter-term than
the corresponding asset funded, as well as (i) continued decreases in short-term debt
costs in 2002. An increase of $83 billion, or 18 percent, in the average balance of the
retained portfolio also contributed to the increase in net interest income (see “Balance
Sheet Analysis -- Retained Portfolio” for a discussion regarding changes in the balance of

the retained portfolio).

The positive effects of the steep yield curve and retained portfolio growth on nct
interest income were partially offset by increased amortization expense associated with
(1) net purchase premiums on mortgage investments and (i) deferred hedging losses

13
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relaled to terminated pay-fixed swaps. These expenses were caused by decreases in long-
term rates during 2002, which shortened the expected lives of mortgage investments
resulting in accelerated amortization of related premiums, as well as the termination of
pay-fixed swaps. As discussed in “Balance Sheet Analysis — Total Debt Securities, Net,”
Freddie Mac terminated pay-fixed swaps during 2002 as a result of the decrease in the
expected lives of mortgage investments and an increase in the balance of long-term debt.
For further information regarding amortization of premiums, discounts and hedging gains
and losses, see “Analysis of Quarterly Results” below and Appendix [V, “Summary of
Significant Accounting Policics for Restated Periods — Sceurities” and * — Derivatives.”

Net interest yield on a fully taxable-equivalent basis increased by 3 basis points to
140 basis points in 2002 from 137 basis points in 2001. This relatively small change in
net interest yield was the net result of the effects of the steep yield curve and increased
amortization expense, as discussed above, as well as a shift in the mix of interest-earning
assets toward cash and investinents. The average balance of cash and investments
increased by 42 percent, fueled by cash inflows to the company from prepayments on
outstanding PCs. Prepayments on outstanding PCs tend to increase the balance of short-
term investments since the prepayments are invested by the company pending remittance
to investors. In addition, limited retained portfolio investment opportunities during
certain periods of 2002 also contributed to growth in the average balance of cash and
investments. When growth in capital, generally driven by net income, outpaces
opportunities to grow the retained portfolio, the company may temporanly deploy capital
in cash and investments until the capital can be redeployed into retained portfolio
investments. Increases in short-term investiments contribute to net interest income, but
generally decrease net interest vield since the net yield on short-term invesiments is
generally lower than the net yield on longer-term retained portfolio assets.

2001 versus 2000

Table 10 summarizes net interest income for 2001 compared to 2000, and the
related rate/volwme analysis for the changes between 2001 and 2000.
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Table 10: Net Interest Income and Rate/Volume Analysis (2001 compared to 2000)

($ in millions}

Increase Attributable to
2001 2000 (Decrease) Changes in "
NILL Yield NIT Yield to NI Rate Volume
Interest Income:
Mortgages S 4,385 723%|S 4,177 7.32%} % 2081 % 54 § 262
Mortgage-Related Sceuritics 26,847 6.91% 20,536 7.01% 6,311 (285) 6,396
Total Retained Portfolio 31,232 6.96% 24,713 7.06% 6,519 (339 6,358
Cash and Investments 4,136 4.82%, 4,469 6.01% (333) {1,006) 673
Total Interest-Earning Assets 35,368 6.62% 29,182 6.88% 6,186 (1,345) 7,531
Interest Expense:
Short-Term Debt (9,056)  (4.23%)| (10,492} (6.00%) 1,436 3,535 {2,099)
Long-Term Debt (17,466)]  (5.99%) (14,639 (6.39%} (2,827) 964 {3,791)
Total Contractual Debt (26,522)  (3.25%) (25,131} (6.22%) (1,391 4,499 (5,890)
Due to Participation Certificate Investors (1,020 (7.27%) (352}  (6.53%} (675) (44 (631)
Total Intcrest-Bearing Liabilitics (27,5349  (5.30%)| (25,483)  (6.23%) (2,060) 4,455 {6,521
Tncome {Expense) Related to Derivative
Contracts (82N  (0.16%) 59 0.01% (886) {886) -
Impact of Net Non-Interest-Bearing
Funding - 0.18% - 0.26% - - -
Net Interest Income 5 6,992 1.32% |8 3,758 | 092% S 3234 |$ 2224|S 1,010
Fully Taxable Equivalent Adjustment 237 0.04% 224 0.05% 13 {16) 29
Net Interest Income (Fully Taxable
Equivalent Basis) ¥ $ 7,229 137% [ $ 3,982 097% | % 3247 (8% 22088 1039

e

) May not sum due to rounding,

Combined rate/volume changes are allocated to the individual rate and volume changes based on their rclative size.

Net interest income on a fully taxable-equivalent basis increased by $3.2 billion,
or 82 percent, to $7.2 billion in 2001 from $4.0 billion in 2000. Net interest incorne was
driven by a significant decrease in short-term interest rates, a steepening of the yield
curve, and growth in interest-earning assets, particularly the retained portfolio. The
decrease in short-termn interest rates coupled with the steepening yield curve resulted in a
reduction in short-term debt costs and wider initial mortgage-to-debt spreads on additions
to the retained portfolio. Retained portfolio purchases in 2001 totaled approximately
$253 billion, which, net of repayments and sales, resulted in a 28 percent increase in the
average balance of the retained portfolio.

Also contributing to the increase in net interest income was an increase in
amortization income related to net purchase discounts and deferred hedging gains, and
the change in accounting for the cost of purchased options as a result of the
implementation of SFAS 133 on January 1, 2001. Prior to the implementation of
SFAS 133, the company amortized purchased option premiwms and amounts paid or
reccived to acquire interest rate swaps to net interest income. This amortizalion expense
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totaled $168 million in 2000. After the adoption of SFAS 133, options are marked to fair
value with changes in fair value reported as “Derivative gains (losses).”

Net interest yield on a fully taxable-equivalent basis increased by 40 basis points
from 97 basis points in 2000 to 137 basis points in 2001. This increase was primarily due
to the reduction in short-term interest rates, wider spreads on new purchases as described
above and the increase in amortization income.

Analysis of Quarterly Results

Table 11 summarizes quarterly net intcrest income and net interest vield for 2001
and 2002,

Table 11: Quarterly Net Interest Income (quarterly yields annualized) (3 in millions)

1 2001 | 2Q 2001 | 302001 | 4Q 201 2001

Net Interest Income $ 12955 1,518 |% 2,1581% 2,021 |S 6,992
Fully Taxable Equivalent Adjustment 57 63 59 58 237

Net Interest Income (Fully Taxablc Equivalent Basis) $ 13528 1381 (% 2217|% 2079(§ 7,229

Net Interest Yield {(Fully Taxable Equivalent Basis) 1.14% 1.23% 1.63% 1.43% 1.37%

1Q 2002 | 202002 | 3Q 2002 | 402002 2002

Net Interest Income S 2414 (% 2,1231% 2079(% 2270|% 8,886
Fully Taxable Equivalent Adjustment 66 63 66 55 252

Net Interest Income (Fully Taxable Equivalent Basis) S 2480 | % 2,188 1% 2,0145|8% 23251% 9,138

Net Interest Yield (Fully Taxable Equivalent Basis) 1.58% 1.38% 1.32% 1.34% 1.40%

Changes in quarterly net interest income and net interest yield in 2001 and 2002
were driven primarily by changes i short-term interest rates and growth in the retained
portfolio during 2001 and 2002 as described above in the analysis of annual results.
However, quarterly results were also affected by fluctuations in the amortization of
deferred purchase premiums and discounts, amortization of hedging gains and losses,
interest expense related to amounts due to PC investors and changes in the mix of short-
and long-term debt funding. These drivers are described in detail below, followed by a
tabular presentation (see Table 12} discussing the impact of these drivers on net interest
income during the quarterly periods of 2002 and 2001.

e Amortization of premiums and discounts — When Freddie Mac buys mortgage-
related securities, the amount it pays for the asset generally does not equal the
security UPB. Freddie Mac pays more than the UPB (referred to as a premium)
when the coupon on the security is greater than the current market yicld for that
security. Freddiec Mac pays less than the UPB (referred to as a discount) when the
coupon on the security is less than the current market yield for that security.
During 2001, premiums and discounts related 1o the retained portfolio resulted in
a net discount position. Because of declining interest rates during 2002, the
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company paid premiums on a higher percentage of the mortgage-rclated securitics
acquired during the year. This resulted in a shift to a net premium position during
2002 for the portfolio.

As described in Appendix IV, “Summary of Signilicant Accounting Policies for
Restated Periods — Securities,” these premiums and discounts are amortized over
the estimated life of the purchased assets as an adjustment to interest income
based on the effective interest method in accordance with SFAS 91, “Accounting
for Nonretundable Fees and Costs Associated with Originating or Acquiring
Loans and Initial Direct Costs of Leases” (“SFAS 91”'). This method of
amortization results in periodic adjustments to interest income when the effective
interest rate changes due to differences between actual and estimated prepayments
and changes in estimated future prepayments. In addition, the company
implemented several enhancements as described in Appendix II, “Detailcd
Discussion of Accounting Errors and Other Accounting Changes — Other
Accounting Changes — Accounting for Certain Premiums and Discounts,”
resulting m a $305 million increase to net interest income during the fourth
quarter of 2002.

Amortization of hedging gains and losses — Certain derivative contracts are
accounted for as cash flow hedges of forecasted debt issuances (primarily pay-
fixed swaps and Eurodollar futures), while other derivative contracts arc
accounted for as fair value hedges of existing debt (primarily receive-fixed
swaps). In both cases, termination of the hedge relationship results in the
associated deferred hedging gain or loss being amortized into net interest income.
Amortization related to terminated cash flow hedges is included in “Income
{cxpense) related to derivative contracts,” while amoriization related to terminated
fair value hedges is included in interest expense on long-term debt. For further
information concering Freddie Mac’s accounting policics rclated to cash flow
and fair value hedge relationships, see “Appendix IV — Sammary of Significant
Accounting Policies for Restated Periods — Derivatives — Accounting for
Derivatives under SFAS 133.” As a result of increased long-term debt issuances
and declining interest rates during 2002, Freddie Mac terminated pay-fixed swaps,
triggering amortization of deferred hedging losses.

Interest expense related to amounts due to Participation Certificate investors — As
a result ol the payment remittance cycle associated with Gold PCs, which is
described in Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods — Interest Expense: Due to Participation Certificate Investors on
Mortgage Prepayments,” interest expense related to amounts due to PC investors
will increase during periods of high prepayments and decrease during periods of
low prepayments. Because of changes in interest rates and mortgage prepayment
rates, interest expense related to amounts duc to PC investors fluctuated from
period to period in 2001 and 2002.
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¢ Debt funding mix — As discussed in *“Balance Sheet Analysis — Total Debt

Securities, Net,” Freddie Mac uses its derivalive portfolio to address differences
between outstanding debt and the company’s [unding needs. Because of
declining interest rates in 2002, the expected lives of assets held in the retained
portfolio decreased, reducing the need from an asset/liability management
perspective for long-term debt. However, the volume of long-term debt issued is
generally determined by the company’s commitment to its Reference Notes
securities calendar. To shorten the effcctive maturity of its debt and thereby
manage the funding mismatch created by the decline in interest rates, Freddie
Mac terminated certain pay-fixed swaps and entered into receive-fixed swaps.
Receive-fixed swaps effectively convert long-term debt to short-term debt by
converting the fixed-rate debt payment into a variable-rate payment, while pay-
fixed swaps have the opposite effect.

The following discussion describes the effect of these factors on changes in

quarterly net interest income.

Table 12: Explanation of Quarterly Changes in Net Interest Income and Net Interest

Yield
Increase Increase
(Decrease) (Decrease)
in Net in Net
Interest Interest
Income Yield
Period {in millions) (in bps) Comments
2001 vs. S 229 9 [nercases were driven by retained portfolio growth of
1Q01 $25 billion and reductions in short-term interest rates. These
posilive laclors were partially offsct by an incrcasc in interest
cxpense related to amounts due to PC investors as the
liquidation rate on total PCs issued increased to 30 percent
tfrom 21 percent in first quarter 2001. Liquidation raie is
defined as the balance of scheduled and unscheduled principal
payments during the period as a percent of the halance of total
PCs issued at the beginning of the period.
3Q01 vs. 636 40 Increases were driven by retained portfolio growth of
2Q01 $20 billion and decreases in short-term interest rates.

Accelerated amortization income on deferred discounts (due to
shortened expected asset lives in response to decreases in long-
tetm interest rates) und & decreasc in intercst cxpense related to
amounts due to PC investors also contribuled 1o the incrcase in
net interest income and net intercst vield. The decrease in
interest expense related to amounts due to PC investors was due
to a decrease in liquidation rates on total PCs issued, combined
with a change in the PC remitltance cycle implemented during
the quarter that accelerated the remittance of morigage
prepayments to PC investors.
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Period

Increase
(Decrease)
in Net
[nterest
Income
(in milliens)

Increase
(Decrease)
in Net
Interest
Yield
{in bps)

Comments

AQ01 vs.
3Q01

{138)

(20)

Decreases were driven by a decreasc in amortization income
from deferred discounts and an increase in interest expense
feluled to amounts duc to PC investors. The docrease in
amertization income was due to an increase in long-lerm
interest rates, which resulted in an increase in expected asset
lives causing the reversal ol amortizalion income recognized in
the prior periods in accordance with SFAS 91. The increase in
interest expense related to amounts due o PC investors was
driven by an increase in the liquidation rate on total PCs issued
to 43 percent due to decreases in long-term interest rates in the
third quarter. Liquidation rates arc typically driven by changes
in interest rates in the prior quarter given the time lag between
decreases in interest rates and the mortgage prepayments.
These negative factors were partially offset by retained
portfolio growth ol S26 billion and a decrease in short-term
debt costs as a result of continued decreases in shori-term
inferest rales,

1Q02 vs,
4Q01

401

16

Increases were driven by retained portfolio growth of

$38 billion and a return to more typical amortization income on
the retained portfolio’s net delerred discount position as a result
of relatively stable interest rates during the quarter. These
favorable faciors were partially oflsel by a shift in Amding mix
from short-term to long-term debt.

2002 vs.
1Q02

(292)

2n

Decreases were driven by a continued shift in debt funding
[rom shori-term debit (o long-term debt and increased
amortization of deforred hedging losses resulting from
terminaled pay-fixed swaps, as described ubove in “Debt
funding mix."”

3002 vs.
2Q02

(43)

(6)

Decreases were due to increased amorlization expense related
to {i) deflemmed premiums on retained portfolio purchases and (i)
hedging losses associated with terminated pay-lixed swaps. As
discussed above in “Amortization of premiums and discounts,”
the deferred amount related to the retained portfolio shifted 1o a
premium position in 2002. The increase in amortization
expense was partialty offset by an increase in interest incone
from derivative contracts as a result of increases in the notional
amount of receive-fixed swaps.

19




56

Increase Increase
(Decrease) (Decrease)
in Net in Net

Intferest Interest

Income Yield
Period {in millions) {in bps) Comments

4002 vs. 180 2 Incrcases were driven by an increase in amortization income

3Q02 and interest income on derivative contracts, partially offset by

increased amortization of deferred hedging losses and increased
interest expense related to amounts duc to PC investors. The
increase in amortization income was due to a $305 million
adjustment related to the enhancements described above in
*Amortization of premiums and discounts.” The increusc in
inlerest income on derivative contracts and amortization of
deferred hedging losses was due to an increase in the notional
amount of receive-fixed swaps combined with the termination
of pay-fixcd swaps. [nterest expense on amounts due to PC
invesiors increased as the liquidation rate on total PCs issued
incrcased from 40 percent in third quarter 2002 to 63 percent in
fourth quarter 2002.

Non-Interest Income

Management and Guarantee Income

Management and guarantee income primarily represents the net contractual cash
Hlows Freddie Mac receives on mortgage-related securities issued and guaranteed by the
company and held by third party investors. For securities held by the company, the
associated compornents of guarantee income are included in “Net interest income.”

Table 13 provides summary information about management and guarantee

mcome for 2002, 2001 and 2000.

Table 13: Management and Guarantee Income ($ in millions)

2002 2001 2000

Management and guarantee income

Avcrage outstanding PCs

Management and guarantee rate (in basis points)

$ 1,516 | 8 1,392 | 8 1,252
$ 6879425 589772 |S 531,207
22.0 23.6 236

Management and guarantee mncome increased by §124 million, or 9 percent, to
$1.3 billion in 2002 from $1.4 billion 1n 2001. In 2001, management and guarantee
income increased $140 million, or 11 percent. These increases in guarantee income were
primarily due to an increase in the average balance of outstanding PCs, which increased
by 17 percent in 2002 and 11 percent in 2001.
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The effective management and guarantce rate, which is comprised of the
contractual management and guarantee rate as adjusted for amortization of deferred fees,
including credit fees, buy-down [ees and other items as described in Appendix 1V,
“Summary of Significant Accounting Policies [or Restated Periods — Guarantee Fees,
Buy-Up Fees and Buy-Down Fees,” decreased by 1.6 basis points to 22.0 basis points In
2002 from 23.6 basis points inn 200} and was unchanged from 23.6 basis points in 2000.
These results were driven by decreases in contractual management and guarantee rates as
- aresult of declining market prices for guarantee fees and a shift away from guarantees
with buy-up fees, offset by accelerated amortization of deferred fees.

As explained in Appendix IV, buy-up fees are paid by the company to increase
the contractual management and guarantee fee rate it receives from the counterparty so
that a mortgage loan will “fit” into a PC. Cash inflows resulting from Freddie Mac
buying-up the contractual fee rate are included in management and guarantee income,
although the buy-up fee asset is marked to fair value through “Gains (losses) on
*Guarantee asset for Participation Certificates, at fair value’.” As a result, the average
management and guarantee rate reported on guarantees with buy-up fees will tend to be

higher than the rate reported on guarantees without buy-up fees.

The effect of declining contractual management and gnarantee fee rates was
partially offset in 2002 and more than offset in 2001 by an acceleration of amortization
income reclated to deferred fees due to a decrease in the expected lives of outstanding PCs
that was driven by declining interest rates and incrcascd prepayments. Upfront fecs
received by Freddie Mac related to guarantecs issued through the guarantor program are
deferred and amortized using the interest method in accordance with SFAS 91 and as
described above under “Net Interest Income.”

Table 14 summarizes management and guarantee meome and rates for each
quarter in 2001 and 2002.

Table 14: Quarterly Management and Guarantee Income ($ in millions)

10 2001 20 2001 3Q 2001 4Q 2001

Management and guarantee income 3 347 | § 3408 39615 309
Average outstanding PCs 3 556,597 |8 5714568 607,169 |5 623,866
Management and guarantee rate (in basis points) 24.9 23.8 26.1 19.8

1Q 2002 20 2062 30 2002 4Q 2002

Management and guarantee income h 3721 % 3851 % 370 | % 389
Average outsianding PCs S 640,816 | % 686,180 |$ 708,003 % 716,770
Management and guarantee rale (in basis points) 23.2 22.4 20.9 217

Changes in management and guarantee income and rates on a quarterty basis in
2002 and 2001 were primarily driven by declining contractual management and
guarantee rates and changes in amortization of deferred fees, with the largest fluctuations
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in amortization occurring in the third and fourth quarters of 2001 and fourth guarter of
2002. These were periods marked by significant changes in interest rates and in the
expected lives of guistanding PCs, which resulted in changes in the amount of
amortization income recognized in those periods.

Gains (Losses) on Guarantee Asset and Guarantee Obligation

11

“Gains (losses) on “Guarantee asset for Participation Certificates, at fair value’
and “Gains (losses) on ‘Guarantee obligation for Participation Certificates, at fair
value’” represent the change in fair value of the guaraniee asset and guarantee
obligation. For information regarding the accounting for the guarantee asset and
guarantee obligation, see Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods.”

Gains and losses on guarantee asset and guarantee obligation represent the change
in fair value of the asset and obligation due to the realization of expected cash flows and
changes in the value of future estimated cash flows. With the passage of time, expected
cash flows are realized and no longer included in the valuation of the guarantee asset and
the guarantee obligation. Because the actual cash flows are reported as income and
expense based on the nature of the cash flows (e.g., guarantee fee income, provision for
credit losses, ete.) and not as a direct reduction in the asset and obligation, the realization
of the expected cash flows results in a corresponding change in the valuation of the
guarantee asset and the guarantee obligation.

Changes in the value of future estimated cash flows arc driven by the estimated
lives of the mortgages underlying the outstanding PCs and other economic factors that
influence the amount and timing of the future cash flows. Changes in the estimated lives
affect the value of the guarantee asset and the guarantee obligation because Freddie
Mac’s right to receive guarantee fees and its obligation to pay related expenses cease
when the underlying mortgages prepay. Changes in expected lives can also affect the
value of the guarantee obligation due to the remittance cycle associated with most
Freddie Mac PCs. As described in Appendix [V, “Summary of Significant Accounting
Policies for Restated Periods — Interest Expense: Due to Participation Certificate
investors on Mortgage Prepayments,” when a prepayment occurs, Freddie Mac assumes
the obligation to pay interest due to the PC investor on the prepayment proceeds from the
time the mortgage prepays to the time the PC balance is reduced. Freddie Mac seeks to
offset this cost by investing the prepayment procceds until they are remitted to the PC
investor, which typically occurs 15 days after the PC balance is reduced. However, when
income expected to be earned from the investment of the prepayment proceeds is less
than the interest expected to be due to PC investors, expected prepayments increase the
guarantee obligation, When the income expected to be eamned s greater than the interest
expected to be due to PC mvestors, expected prepayments decrease the guarantee
obligation. The amount and timing of cash flows related to the guarantec obligation are
also driven by changes in house pricc appreciation, short-term interest rates and other
economic factors that influence expected credit losses and expecied income earned on
morigage principal and interest paymenis held pending remiitance 1o PC investors.
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Table 15 provides information for 2002, 2001 and 2000 regarding gains and
losses on guarantee assets and gnarantee obligations.

Table 15: Gains (Losses) on Guarantee Asset and Guarantee Obligation (3 in millions)

2002 2001 2000

Gains {losses) on guarantee assct $ (2,176)| § (789)] $ (1,197}
Gains (losses) on guarantee obligation 592 203 443

Losses on the guarantee asset increased in 2002 mainly due to decreases in
mortgage interest rates during the year, which reduced the expected lives of the
mortgages underlying outstanding PCs and the amount of estimated fisture guarantee fee
cash flows. The reduction in expected lives also resulted in an increase in gains on the
guarantee obligation in 2002, although not to the same extent as the loss on the guarantee
asset since higher prepayment estimates combined with lower short-term interest rates
increased the expected net expense associated with amounts due to PC investors.

During 2001, losses on the guarantee asset and gains on the guarantee obligation
decreased compared to 2000. These decreases were primarily driven by interest rate
changes in 2001 compared to 2000, which resulted in a slight increase in the expected
lives of the mortgages underlying outstanding PCs at the end of 2001 compared to the
end of 2000.

Table 16 summarizes gains and losses on guarantee asset and guarantee obligation
for each guarter in 2001 and 2002,

Table 16: Quarterly Gains (Losses) on Guarantee Asset and Guarantee Obligation
(8 in millions)

1Q 2001 203 2001 30Q 2001 40Q 2001

Gains (losses) on guarantee asset b (2611 § 24 1% (454)| $ {98)
Crains (losses) on guarantee obligation {181) 41 190 153

1Q 2002 20 2002 30 2002 40 2002

(Gains (losses) on guarantee assct £ 213 S {658} S (890} $ {415)
Gains {losses)} on guarantee obligation 146 156 62 228

Changes in gains and losses on the guarantee asset and the guarantee obligation
reported on a quarterly basis were primarily attributable to changes in the expected lives
of the mortgages underlying outstanding PCs, which were driven by changes in mortgage
interest rates. Fluctuations in the guarantce obligation were also driven by changes in
short-term interest rates and in the ¢redit environment, which also affect the value of
future estimated cash flows.
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Derivative Gains (Losses)

Derivative gains (losses) represent the change in fair value of derivatives not
accounted for in a hedge relationship since these transactions did not qualify for, or the
company did not elect to pursue, hedge accounting resulting in fuir value changes being
recorded to earnings. Although the company executed these iransactions to manage
interest-rate risk, they increase the volatility of reported net income since they are not
accounted for in a hedge relationship.

Derivative gains (losses) totaled $5.9 billion, ($1.9) billion and $1.5 billion in
2002, 2001 and 2000, respectively. Thesc gains and losses were primarily driven by
changes in the fair valuc of certain receive~ and pay-fixed interest rate swaps and call and
put swaptions exccuted to manage interest-rate risk related to the retained portfolio.

Freddie Mac uses interest rate swaps to mitigate contraciual funding mismatches
between its assets and liabilities. A receive-fixed swap, which results in Freddie Mac
receiving a fixed interest rate payment in exchange for a variable rate payment,
economically converts long-term debt to short-term debt. Conversely, a pay-fixed swap,
which requires Freddie Mac to make a fixed interest rate payment in exchange for a
variable rate payment, economically converts short-term debt to long-term debt. Call and
put swaptions are options to enter into recerve- and pay-fixed interest rate swaps,
respectively. Freddie Mac uses swaptions and other option-based derivatives to adjust
the contractual funding of its debt in response to changes in the expected lives of assets in
the retained portfolio. Mortgage borrowers generally have an option to prepay their
mortgages prior to contractual maturity, and this prepayment option 15 sengitive to
changes in interest rates.

As previously noted, interest rate swaps and swaptions not accounted for in hedge
relationships increase the volatility of reported net income since they are marked to fair
value through earnings without the offsetting change in value of the hedged risk being
recognized in earnings. The fair value of receive- and pay-fixed interest rate swaps is
primarily driven by changes in interest rates, with receive-fixed swaps increasing in value
and pay-fixed swaps decreasing in value when interest rates decrease (and the opposite
being true when interest rates increase), The fair value of call and put swaptions is
sensitive to changes in interest rates in the same manner as receive- and pay-fixed swaps,
respectively. Swaption values are also driven by the market’s expectation of potential
changes in interest rates in the future (referred to as “implied volatility™), with swaptions
generally being more valuable as implied volatility increases and less valuable as implied
volatility decreases. Because the fair value of options 1s sensitive to changes in interest
rates and the implied volatility of interest rates, changes in the fair value of swaptions can
be more significant than changes i the value of the underlying interest rate swaps;
however, losses on such instruments are limited to the premium paid to purchasc the
option plus any unrcalized gains previously recognized.
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gains and losses related to interest rate swaps and swaptions used to manage intcrest-rate
risk but not accounted for in a hedge relationship.

Table 17: Derivatives Not in Hedge Accounting Relationships (§ in billions)

10 2001 20 2001 30 2001 4032001 2001
Gain Gain Gain Gain | Gain
votional | (Loss) | Notional| (Loss) | Notional} (Loss) | Notional| {Loss) | (Loss)
Call swaptions $ 8301% -1% 889(% @©7N% 9%0(S 18(F 97.1[F (1.0F 01
Pul swaplions 298 (0.1 56.2 0.2 704 {0.6) 84.2 1.0 05
Receive-fixed swaps 46.8 03 614 (1.1)] 130.1 6.3 131.6 3.7 18
Pay-fixed swaps 819 (1.4) 72.6 1.7 110.7 {7.2)] 1003 27 (4.2)
Subtotal (1.2) 0.1 0.3 ao| (.9
Other 0.1 (0.2) 0.1 ©nl  ©n
Total $ (.D $ (0D S 04 3 D3 (19
1€) 2002 203 2002 302002 40 2002 2002
Gain Gain Gain Gain Gain
Notional| (Loss) | Notional| (I.oss) | Notional| (Loss) | Notional| (Loss) | (Loss)
Call swaptions F1066)% (LOYFI1290(% 1713512095 53|38 1314}% (06| & 54
Put swaptions 914 o 884 a3 713 0.5 1299 06 (6
Receive-fixed swaps 82.3 (0.4) 542 20 70.2 4.1 65.4 - 57
Pay-fixcd swaps 63.4 08| 492 (1.9)] 553 .9 434 0.2 (3.8)
Subtotal (0.8) 0.5 6.0 (1.0) 47
Other ¥ (0.2) 0.4 0.4 0.6 12
S (L0 $ 09 $ 64 $ 0 s 59

‘D Other consists of basis swaps, asset swaps, purchased caps and floors, written options, futures and forward

purchase and sale commitments and other derivatives not accounted for in hedge relationships.

Derivative gains (losses) were largest over this time period in the third quarter of
2002 when the gains totaled $6.4 billion. This gain was driven by a $5.3 billion increase
in the fair value of call swaptions and a $1.2 billion increase in the fair value of receive-
fixed swaps, net of losses on pay-fixed swaps. The increase in the fair value of the call
swaptions reflects a decrease in interest rates and an increase in the implied volatility of
interest rates during the quarter. The decrease in interest rates increased the fair value of
the intcrest rate swaps underlying the call swaptions, which, combined with the increase
in implied volatility, resulted in a significant increase in the value of the call swaptions.

While increases in implied volatility also have a favorable effect on the value of put
swaptions, the decrease in fair valuc of the underlying mterest rate swaps due to the

decrease in interest rates resulted in a net decrease in the fair valuc of these swaptions.
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Hedve Acconnting Gains (Losses)

For those derivatives that are accounted for in a hedge velationship, “Hedge
accounting gains (losses),” or hedge accounting ineffectiveness, generally arises when
the faiv value change of a derivative financial instrument does not exactly offset the fair
value change of the hedged item. Freddie Mac’s hedge relationships primarily consist of
derivatives linked to either existing debt in a fair value hedge relationship or the
Jorecasted issuance of debt in a cash flow hedge relationship. Freddie Mac began

recording hedge accounting gains (losses) in 2001 in conjunction with the
implementation of SFAS 133.

Hedge accounting gains were $187 million in 2002, compared to hedge
accounting losses of $294 million in 2001. Hedge ineffectiveness in both years related
primarily to the company’s fair value hedge relationships. Hedge accounting gains
(losses) will vary from period to period based on the notional amount of derivatives
accounted for in hedge relationships and the extent to which dilferences in the
characteristics or terms of the derivative and the hedged item result in fair value or cash
flow changes that do not exactly offset.

Gains (Losses) on Investment Activity

Gains (losses) on investment activity include gains and losses on certain assets
and liabilities marked to fair value through earnings. Also included are gains and losses
related to sales, impairments and other valuation adiustinents.

The following table summarizes the components of “Gains (losscs) on investment
activity.”

Table 18: Gains (Losses) on Investment Activity (3 in millions)

2002 2001 2000
Gains (losses) on trading securities 3 921 ]% 144 | § 357
Gains (losses) on PCRs (438) {121) {223)
(Gains (losses) on sale of mortgage loans and AFS sccuritics 1,834 529 216
Security impairments (526) {260) {91)
Mortgage LOCOM adjustments 8 {101) {15}
(Gain on termination of options - - 235
Other 13 - 13
Total gains (losscs) on investmenl aclivity $ 1812 ] % 191 1% 492

Gams (Losses) on Tradine Securities

Gains (losses) on trading securities represent changes in the fair value of Freddie
Mac’s trading position, which includes trading securities held, forward commitments to
purchasc or scll trading securities, and Treasury and agency dcbt security “short sale”
transactions (also referred to as “securities sold, not yet purchased™) exccuted for
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asset/liability management purposes. The trading position is comprised of security
transactions cxecuted in connection with the company’s PC market making and support
activitics and certain securitics held in the retained portfolio, including sccurities
transferred into frading at the beginning of 2001. Specifically, the company transferred
approximately $36 billion of securities to the trading category on January 1, 2001 in
comjunction with the implementation of SFAS 133, resulting in an unrealized loss of
approximately $275 million being recorded to earnings. Excluding this loss, gains
(losses) on trading securities were driven by the balance of Freddie Mac’s trading
position and changes in market prices during each period.

Gains (Losses) on PCRs

As explained in Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods — Participation Certificate Residuals,” PCRs associated with certain PCs
held by Freddie Mac are marked to fair value as a component of “Gains (losses) on
investment activity.” Changes in the fair value of PCRs include gains and losses
attributable to (i) the realization of cash flows, and (i) changes in the amount and timing
of future cash flows and in market discount rates. Net cash payments on PCRs received
by Freddie Mac reduce the valuation of PCRS since those cash flows are reported in the
ingome statement (primarily within net interest income} and not as a direct reduction of
the recorded investment. Realization of cash flows and decreases in interest rates, which
reduccd the expected lives of the associated sccurities, accounted for the reported loss in
2002. In 2001, the loss was primarily due to the realization of cash flows.

Gains {Losses) on Sale of Mortgage Loans and AFS Securities

Gains (losses) on the sale of mortgage loans and AFS securities were primarily
attributable to sales of Treasury and agency debt securities purchased for asset/liability
management purposes and the cffect of recognizing the guarantee asset and guarantee
obligation related 1o sales of securities guaranteed by Freddie Mag as discussed in
Appendix 1V, “Summary of Significant Accounting Policies for Restated Periods — Cash-
Based Transfers of Financial Asscets.” Gains attributable to sale of Treasury and agency
debt securities were $848 million, $47 million and $57 million in 2002, 2001 and 2000,
respectively.

Security Impairments

Freddie Mac records impairment losses on its investment portfolio when it has
concluded that a decrease in the fair value of a sccurity is other than temporary.
Impairment losses recognized in 2002, 2001 and 2000 were related to certain investments
in manufactured housing securities, corporate bonds and interest-only (I0O) securities,
with the primary driver being impairments of 1O securities. Lmpairment losses on [O
securities totaled $444 million, $235 million and $44 million in 2002, 2001 and 2000,
respectively.
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The increase in 10 security impairment losses in 2001 and 2002 was due to the
implementation of Emerging Issues Task Force (EITF) 99-20, “Recognition of Interest
Income and lmpairment on Purchased and Retained Beneficial Interests in Securitized
Financial Assets” (“EITF 99-20"), in the second quarter of 2001 and a general decline in
interest rates during the third quarter of 2001 and the second half of 2002, which resulted
in a decrease in expected cash flows and a corresponding decrease in the fair value of IO
securities. EITF 99-20, which was effective April 1, 2001, requires the cost basis of an
IO security to be written down to fair value when there is a decrease in estimated cash
flows. Prior to EITF 99-20, impairment losses were recognized less often due to a higher
threshold that existed before impairment was requircd. See Appendix IV, “Summary of
Significant Accounting Policies for Restated Periods — Securities” for more information
regarding Freddie Mac’s accounting policies concerning impairment of 10 securities.

Impairments recorded on non-IO securities totaled $82 million, $25 million and
$47 miilion in 2002, 2001 and 2000, respectively, with impairments on manufactured
housing securities totaling $67 million, $23 million and $3 million during the same
periods. Impairment losses on manufactured housing securities cxclude the effects of
financial guarantee contracts since the benefits of such contracts are not recognized until
actual losses are realized and claims are made under the contracts. For further
information on these guarantee contracts, see Appendix II1, “Fair Value and Interest-Rate
Risk Measures — Fair Value Balance Sheets ~ Valuation Methods and Assumptions —
Assets — Morfgages.”

Mortgage LOCOM Adjusiments

The company records mortgage loans classified as “held-for-sale’” at the lower of
cost or market, or LOCOM, with changes in the valuation of its held-for-sale portfolio
recorded to this caption. LOCOM losses recorded to the LOCOM valuation account
become realized when the company either (i) sells the loans, in which case the loss is
recorded to “Gains (losses) on sale of mortgage loans and AFS securitics,” (ii) transfers
the loans from the held-for-sale category to held-for-investment or (1ii) sccuritizes them
and classifies the resulting mortgage-related security as available-for-sale. Losses related
to transferred loans and securities are recorded as a reduction to the cost basis in the
retained assets and amortized back into income over the estimated life of the assets as an
addition to net interest income.

Mortgage LOCOM losses were greatest in the fourth quarter of 2001, totaling
$99 million. These losses were caused by an increase in interest rates at the end of the
quarter, which reduced the value of Freddie Mac’s held-for-sale portfolio.

(Gain on Fermination of Options

Prior to the implementation of SFAS 133 on January 1, 2001, premiums paid to
purchase certain options were amortized as expense to net interest income over the life of
the option. When the option was terminated, the difference between the fair value
received and the amortized cost basis was recognized as a gain or loss on termination. [n
2000, the gain on termination of options totaled $235 million. Because all derivatives are
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recorded at fair value in accordance with SFAS 133 beginning in 2001, the termination of
options in 2002 and 2001 did not result in the recognition of a gain or loss.

Guains (Losses) on Debt Retirement

Freddie Mac records gains and losses on debt repurchases based on the
difference between the contractual interest rates on the debt securities repurchased,
adjusted for deferred premiums, discounts and hedging gains and losses, and cirrent
market interest rates. To the extent the company issties new debt securities to replace the
debt that it retires, the difference in the debt costs will positively or negatively affect net
interest income to be reported in future periods.

During the second quarter of 2002, Freddie Mac modified its reporting of gains
(losses) on debt retirements with the adoption of SFAS 145, “Rescission of FASB
Statements No. 4, 44, and 64, Amendment of FASB Statement No. 13, and Technical
Corrections.” This standard eliminated the freatment of the gains and losses on our debt
repurchases as extraordinary items due to their recurring nature. For comparative
purposes, all prior periods have been reclassified to conform to the current presentation.

Freddie Mac incurred pre-tax losses of $674 million and $356 million on the
retirement of $20.3 billion and $4.7 billion principal amounts of debt outstanding in 2002
and 2001, respectively. During 2000, Freddie Mac realized a pre-tax gain of $13 million
on the retirement of $3.6 billion in principal amount of dcbt.

Resecuritization Fees

Resecuritization fees are revenues earned by Freddie Mac in connection with the
creation of structured securitizations, primarily Real Estate Morigage Investment
Conduits ("REMICs "} under the Internal Revernue Code.

Resecuritization fees totaled $276 million, $135 million and $15 million in 2002,
2001 and 2000, respectively. Investors’ demand for REMIC securities increased
significantly in 2001 and 2002 largely due to the steepening of the vield curve during that
period. A steep yield curve generally increases the value of structured cash flows, which
results in greater value differences between PC and REMIC securities.

Other Income

Other income primarily consists of fees associated with servicing and technology-
related programs, including Loan Prospector®, various fees related to multifamily loans
(including application and other fees) and various other fees received from mortgage
originators and servicers.

“Other income™ totaled $308 million, $229 million and $146 million in 2002,
2001 and 2000, respectively. The increases in other income are primarily due to an
increase in servicing and transaction fees resulling from increased business volumes and
use of Freddie Mac’s automated underwriting tools.
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Non-Interest Expense

Credit-Related Expenses

Credit-related expenses include the “"Provision for credit losses” and “REO
operations income (expense).” The “Provision for credit losses ™ includes provisions for
losses incurred on outstanding PCs not subject to sales treatment or SFAS 115
impairment and mortgage loans held in the retained portfolio. “REQ operations income
(expense)” includes gains and losses on the sale of foreclosed properties held by Freddie
Mac, as well as the cost to hold these properties, including real estate taxes, insurance,
repairs and fees incurred to prepare the properties for sale, and valuation losses.

Table 19 summarizes the components of credit-related expenses (expenses are
reflected as negative amounts in this table).

Table 19: Credii-Related Expenses ($ in millions)

2002 2001 2000
Provision for credit losses b (128)| 8 (32)| § 79
REO operations income (expense} 13 {7} 4
Total credit-related expenses p (113 S (39| % (75)

Credit-related expenses increased by $76 million in 2002, compared to a decrease
ol $36 million in 2001. The increase in total credit-related expenses in 2002 primarily
reflects an increase in expected losses on multifamily mortgage loans due to higher
vacancy rates and a decrease in the value of multifamily properties in certain areas. The
increase in “Provision for credit losses™ was partially offset by an increase in “REO
operations income (expense).” This increase was due to an increase in gainsg on single-
family REO properties as a result of house price appreciation over the past several years.
Strong house price appreciation also accounted for the reduction in credit-related

expenses in 2001.

Salaries and Employee Benefits, Occupancy Expense and Other Expenses

Salaries and employee benefits, occupancy expense and other expenses,

collectively referred to as administrative expenses, include costs incurred to conduct
daily operations and other miscellaneous expenses, such as charitable contributions and

professional service fees.

Table 20 summarizes administrative expenses {(expenses are rellected as negative

amounts in this table.)
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Table 20: Administrative Expenses (8 in millions)

2002 2001 2044}
Sularics and cmployee benefits 5 (593 S (337 $ (433}
Gccupancy expense (42) (35) 35)
Other expenses (771} (432} (357}
Total administrative cxpenscs S (1,406} S (1,024} $ {823}

Total administrative expenses increased by $382 million, or 37 percent, in 2002
and $199 million, or 24 percent, in 2001. The year-over-year increases were driven by
increased compensation costs, a fourth quarter 2002 special contribution to Freddie
Mac’s philanthropic program and a fourth quarter 2002 loss related to certain technology-
related initiatives. Increased compensation costs were largely caused by an increasc in
the average number of cmployees, as well as annual salary increases, for all periods
presented. During fourth quarter 2002, Freddie Mac announced a special $225 miilion
cash contribution to the Freddie Mac Foundation and corporate giving programs, which js
included in “Other expenscs” in the table above. This contribution is expected to provide
operating funds to the Freddie Mac Foundation for six to eight years, The “Other
expenses” caption also includes professional services, such as consulting, legal and audit
fees, and technology-related costs, including a $52 million toss recognized in the fourth
quarter of 2002 related to the disposition of certain technology-rclated initiatives.

Housing Tax Credit Partnerships

Housing tax credit partnerships represent the company’s share of the net
operating losses generated from investments in partnerships that develop or rehabilitate
low-income multifamily rental properties. Although these partnerships generate
operating losses, the company realizes a refurn on its investment through reductions in
“Income tux expense,” which result from tax credits and the deductibility of the
operating losses.

Freddie Mac’s share of net operating losses generated from its investment in
“Housing tax credit partnerships” totaled $160 million, S121 million and $104 million in
2002, 2001 and 2000, respectively. The year-over-year increases in this expense category
correspond to Freddie Mac’s increased investment in such partnerships. The related tax
benefits, which are reported as a reduction in “Income tax expense,” totaled $220 million,
$172 millior: and $138 million in 2002, 2001 and 2000, respectively.

Minority Interest in Earnings of Consolidated Subsidiaries

Minority interest in earnings of consolidated subsidiaries represents the earnings
due to third party investors in Freddie Mac’s consolidated subsidiaries.

Minority interest in eamings of consolidated subsidiaries totaled S184 million,

S208 million and $231 million in 2002, 2001 and 2000, respectively. The majorily of this
amount relates to dividends on the preferred stock issued by Freddie Mac’s twe majority-
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owned real estate investment trust, or REIT, subsidiaries. The dividend amount declines
over the years in conjunction with the decrease in the reported balance of the preferred
stock.

Income Tax Expense

Income tax expense represents the company’s current and deferred federal
income tax liability associated with currvent period income. Freddie Mac calculates
income tax expense based on the statufory tax rate, which is 35 percent. However, tax
credits, interest income on tax-exempt securities and other items that adjust the
company’s income tax expense, result in its effective tax rate generally being less than
the statutory tax rate. Income tax expense exchides the tax effects related to the
cumtdative effect of change in accounting principle.

Income tax expense totaled $4.7 billion, $1.3 billion and $1.5 billion in 2002,
2001 and 2000, respectively. The company’s effective tax rate for 2002, 2001 and 2000
was 32 percent, 30 percent and 29 percent, respectively. The increase in the effective tax
rate in 2002 was due to higher growth in pre-tax income than in tax credits and interest
income on tax-exempt securitics, which reduce Freddie Mac’s income tax expense.
Income tax expense in 2002 includes an adjustment related to favorable U.S. Tax Court
rulings issued in 2003 that caused Freddie Mac to reduce its tax reserves by $155 million
in the fourth quarter of 2002.

Cumulative Effect of Change in Accounting Principles, Net of Taxes

Crumulative effect of change in accounting principles includes the effects of
adopting SFAS 133 on January 1, 2001 and EITF 99-20 on April 1, 2001, The
accounting requirements related to these new accounting standards are described in
Appendix IV, “Summary of Significant Accounting Policies for Restated Periods.”

The after-tax adjustments required by SFAS 133 resulted in a $78 million increase
in net income for the first quarter of 2001. The cumulative effect on earnings from the
change in accounting principle is primarily attributable to an after-tax gain of $52 million
resulting from recording certain purchased options at their fair valuc and an after-tax gain
of $26 million due to cumulative accounting ineffectiveness on hedge relationships
involving receive-fixed swaps previously accounted for under accrual accounting. The
adoption of EITF 99-20 resulted in a $35 million decrease to net income in the second
quarter of 2001. This after-tax adjustment was related to impairment losscs required
under EITF 99-20 on certain 10 securities held at April 1, 2001.

BALANCE SHEET ANALYSIS

Table 21 provides summary balance sheets as of December 31, 2002 and 2001,
This table should be viewed in conjunction with the complete consolidated balance sheets
that accompany Freddic Mac’s restatement press release dated November 21, 2003,
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Tuble 21: Summary Balance Sheets (8 in millions)

As of December 31,

2002 2001
Retuined portfolio £ 589,722 1% 503,666
Cash and investments 135,037 120,527
Guarantee asset for Participation Certificates, at fair valuc 2,445 3,136
Derivative assets, at fair value 10,393 1,996
Other items included in total assets 14,652 11,755
Total assets $ 752249135 641,100
Total dcbt sccurities, net $ 6656968 578,368
Duc to Participation Certificate investors 35,080 27,375
Guarantee obligation for Participation Certificates, at fair valuc 1,427 1,155
Derivative liabilitics, at fair valuc 967 2,644
Other items included in total liabilities 15,440 9315
Total Habilitics 718,610 618,857
Minority interest in consolidated subsidiarics 2,309 2,019
Total stockholders' equity 31,330 19.624
Total liabilities and stockholders’ equity $ 752,249 15 641,100

During 2002, Freddie Mac’s total assets grew $111.1 billion or 17 percent, This
increase was driven by increases in the retained portfolio and cash and investments,
During the same period, total liabilities increased by $99.8 billion, driven by an increase
in total debt securitics, and stockholders’ equity incrcased by $11.7 billion. These and
other changes in the company’s consolidated balance shects are discussed below.

Retained Portfolio

The retained portfolio includes mortgage loans and mortgage-related securities
that are acquired for investment purposes by the company and primarily consist of

Freddie Mac and other Agency securities.

The retained portfolio increased by $86.1 billion, or 17 percent, in 2002, with the
largest growth occwrring in the first and fourth quarter of 2002. The company generally
increases its mortgage-related investment activity when market conditions provide
investment returns that exceed threshold levels. Such opportunities are more likely to be
available when there is less competition for mortgage-related investments from other
investors. The growth in the retained portfolio for the first quarter of 2002 was primarily
the result of purchases initiated at the end of 2001, when market conditions were
characterized by volatile long-term interest rates and an increase in the supply of
mortgage securities in the market. This increased supply resulted in increased investment
opportunities, enabling the company to increase its mortgage-related investment activity.
Although similar market conditions existed in the second half of 2002, continued high
demand for traditional mortgage-related securities (such as Freddie Mac PCs) by other
investors resulted in fewer investment opportunities. However, the company was still
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able to grow the retained portfolio through strong asset sclection and by investing in other
types of mortgage-related securitics, such as asset-backed securitics, adjustable-rate
mortgage securities and REMICs.

Cash and Investments

Cash and investments includes investments acquired by the company to manage
recurring cash flows, provide a source of liguidity, temporarily deploy capital until the
capital can be redeployed into retained portfolio investments and manage interesi-rate
risk exposure. Cash and investments also includes certain mortgage-related securities
that are not included in the retained portfolio since they are acquired in conjunction with
the company’s PC market making and support activities.

Cash and investments increased by $14.5 billion, or 12 percent, in 2002 primarily
due to an increase in mortgage prepayments held by the company pending remittance to
PC investors (see discussion regarding “Due to Participation Certificate Investors™
below). An increase in the balance of Treasury securities held by the company in
conjunction with its risk management strategies also contributed to the increase.

Guarantee Asset and Guarantee Obligation for Participation Certificates

The guarantee asset and guarantee obligation for Participation Certificates
represent the fair value of fiture cash flows related 1o PC guarantees issued by Freddie
Mac in transactions that qualify as sales. The guarantee asset also includes the fair
value of future cash flows related to buy-up fees paid by the company in connection with
PCs issued through the Guarantor Program. The company’s accounting policies related
to the guarantee asset and guarantee obligation are described in Appendix IV,

“Summary of Significant Accounting Policies for Restated Periods.”

In 2002, the guarantee asset decreased by $711 million, while the gnarantee
obligation [or participation certificates increased by $272 million. The changes in the
guarantee assct and guarantee obligation balances during 2001 and 2002 are summarized
in Table 22.

Table 22: Roll Forward of Guarantee Asset and Guarantee Obligation (8 in millions)

2002 2001
Guarantee Guarantee Guarantee Guarantee
Asset Obligation Asset Obligation
Beginning balance S 3,156 1 § 1,135 | § 2,774 | S 778
Additions, nct 1,465 864 1,171 580
Changes in fair value (2,176) (392} (789) (203)
Ending balance S 2,445 | § 1,427 | § 3,156 | § 1,155

Additions include the fair value of the asset and obligation related to guaranteed
securities sold during the period, net of reductions attributable to repurchascs of
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guaranteed securitics (repurchascs result in a reduction of the associated guarantee asset
and guarantee obligation and re-establishment of those amounts as PCRs). The increase
in net additions to the guarantee asset and guarantee obligation in 2002 compared to 2001
was primarily due to an increase in the volume of sales, which totaled approximaltely
$240 billien and $160 billion, respectively.

As discussed above under “Results of Operation ~ Non-Interest Income — Gains
(Losscs) on Guarantee Asset and Guarantee Obligation,” changes in the fair value of the
guarantec asset and guarantee obligation are attributable to (i) the realization of estimated
cash flows and (ii} changes in the value of future cstimated cash flows.

Derivative Assets and Liabilities, at Fair Value

All derivatives are reported at fair value in accordance with SFAS 133 with
changes in fair value of derivatives accounted for in hedge relationships recorded to
Accumulated Other Comprehensive Income or “Hedge accounting gains (losses).”
Changes in fair value of derivatives not accounted for in hedge relationships are
recorded to “Derivative gains (losses).” Freddie Mac uses derivatives to manage its
interest-rate risk exposure. However, hedge accounting has not been applied to all
derivative transactions since some transactions did not meet hedge accounting
requirements or the company elected not to pursue hedge accownting. For fuvther
information, see Appendix {1, “Detailed Discussion of Accounting Errors and Other
Accounting Changes — Accounting for Derivative fnvestments.”

The fair value of derivatives in a gain position (reported as “Derivative assets, at
fair value”) increasced by S8.4 billion, while the fair value of derivatives in a loss position
(reported as “Derivative liabilities, at fair value™) decreased by $1.7 billion during 2002.
These changes in derivative fair values were driven by an increase in the fair value of
swaptions and foreign currency swaps held by the company. Swaptions and foreign
currency swaps increased in fair value by approximately 34.1 billion and $5.1 billion,
respectively, during 2002. The increase in fair value of swaptions was due to increases in
implied volatility, while the increase in fair value of foreign currency swaps was driven
by a decrease in the value of the U.S. dollar relative to the Euro.

Freddie Mac purchases foreign currency swaps in connection with its € Reference
Notes® securities program and other debt issuances denominated in foreign currencies.
This debt and the related foreign currency swaps are acconnted for in qualified hedge
relationships nnder SFAS 133. Therefore, changes in fair value of foreign currency
swaps are largely offset by changes in fair value of the related debt.

Total Debt Securities, Net
The company issues non-callable and callable short- and long-term debt
securities in domestic and global capital markets in a wide range of maturities to meet its

Junding needs. The balance of debt securities includes deferred premiums, discounts and
hedging gains and losses.
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Total debt securities increased by $87.3 billion, or 15 percent, during 2002. This
increase corresponds to the increase in the retained portfolio as discussed above. During
2002, debt due within one year decreased by $19.8 billion, while debt due after one year
increased by S107.1 billion. The shift in the mix of short- and long-term debt was due to
Freddie Mac’s practice of issuing most of its long-term debt on a regular schedulc
through its Reference Notes® securities program. Freddie Mac establishes the Reference
Notes securities issuance calendar based on expected long-term debt needs. The
company adjusts for differences between scheduled long-term debt issuances and actual
funding needs by increasing or decreasing the balance of short-term debt and adjusting
the composition of its derivative portfolio. Because of declining interest rates in 2002,
the expected lives of assets held in the retained portfolio decreased, reducing the need for
long-term debt. To shorten the effective weighted average lives of its debt and thereby
manage the funding mismatch created by the decline in interest rates, the company
extinguished long-term debt through calls and debt repurchases and entered into
additional reccive-fixed swaps and terminated pay-fixed swaps. Receive-fixed swaps
reduce the cffective lives of Freddie Mac’s debt by converting the [ixed-rate debt
payment into a variable-rate payment, while pay-fixed swaps have the opposite effect.

Due to Participation Certificate Investors

Timing differences between Freddie Muac's receipt of principal and interest
payments from mortgage servicers and the subseguent pass through to PC investors
results in the Hability “Due fo Participation Certificate investors,”

Amounts due to PC investors increased by $7.7 billion during 2002. This
increase was due to the decrease in interest rates during 2002, which resulted in increased
mortgage prepayments. The liquidation rate on total PCs issued, including PCs held by
the company, was 65 percent in the fourth quarter of 2002, compared to 43 percent in the
fourth quarter of 2001.

Total Stockholders® Equity

Total stockholders” equity increased by $11.7 billion, or 60 percent, during 2002.
Table 23 summarizes the components of stockholders” equity.
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Table 23: Total Stockholders’ Equity (8 in millions)

2002 2001

Preferred stock $ 4609|% 459
Common stock 152 152
Additional paid-in capital 744 671
Retained earnings 24,955 15,710
Accurmilated other comprehensive income {loss) related to:

Available-for-sale securitics 12,217 4,200

Cash flow hedges (9,877) 4,757}
Treasury stock (1,470 {948)
Total stockholders' equity $§ 31330:% 19,624

The primary drivers of the increase in total stockholders’ equity werce an increase
n retained eamings and Accumulated Other Comprehensive Income. Retained earnings
increased as a result of net income in 2002, which was driven by net interest income,
derivative gains and gains on investment activity as discussed above. The increase in
Accumulated Other Comprehensive Income, which is on an after-tax basis, was due to
the decrease in interest rates in 2002, which resulted 1o an increase in the fair value of
available-for-sale securities, partially offset by a decrease in the fair value of the effective
portion of derivative financial instruments accounted for as cash flow hedges.
Derivatives accounted for in cash flow hedgce relationships primarily consist of pay-fixed
interest rate swaps, which tend to decrease in fair value when intercst rates decrease. The
carrying value of available-for-sale securitics totaled $362.7 billion at December 31,
2002, compared to $453.7 billion at December 31, 2001, The notional amount of
derivatives accounted for as cash flow hedges totaled approximately $120.0 billion and
$332.9 billion at December 31, 2002 and 2001, respectively.

Reecent Events and Contingencies

Legal Proccedings

Class Action Lawsuits. As previouslty disclosed, on June 9, 2003, Freddie Mac
and certain former cxccutive officers were named as defendants in a securities class
action lawsuit alleging violations of federal securities laws and regulations. This action
was filed in the U.S. District Court for the Southemn District of New York. The plaintiffs
claim that the defendants disscminated materially {alse and misleading statements to the
market and failed to disclose material information concerning, among others, the
following matters: (1) the lack of adequate internal accounting controls and personnel
expertise; (2) the failure to follow accounting rules that require derivative securities to be
marked to market; {3) the use of accounting techniques to lower earnings results in good
times and lift results when business conditions deteriorated; and (4) providing
mvestigators with altered records to conceal improper accounting techniques. These
allegations covered the period from January 27, 2003 through June 9, 2003, The
plaintiffs sought unspecified compensatory damages, costs and expenses.
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Since the filing of that initial lawsuit, 19 additional lawsuits relating to the same
matters were filed against Freddie Mac and certain former executive officers. These
lawsnits sought class action treatment, included slightly different allegations, covered
different class periods (which begin on dates ranging from January 1, 2000 to January 27,
2003, and end on datcs ranging from June 6, 2003 to August 22, 2003), and sought
unspecified compensatory damages, costs and expenses. These later lawsuits include one
filed by the Ohio Public Employees Retirement System and the State Teachers
Retirement System of Ohio, and another by the West Virginia Investment Management
Board and the Central States, Southeast and Southwest Areas Pension Fund. The latter
suit also named Greg Parseghian, Freddie Mac’s current CEQ, as a defendant and
included allegations that he, as well as the former CEO, former President and former
Chief Financial Officer, engaged in insider trading. Two of these class action lawsuits
were filed by separate participants in Freddie Mac's 401(k) plan against the Company,
certain individuals, and the Company's 401(k) committee alleging ERISA violations. In
particular, the plaintiffs ctaim that the defendants breached their fiduciary duty because
Freddie Mac stock was an imprudent investment for the 401(k) plan.

Seventeen of the lawsuits described above, which had been filed in either the U.S.
District Court for the Eastern District of Virginia or the U.S. District Court for the
Southern District of New York, were voluntarily dismissed by the plaintiffs. (These
dismissed lawsuits include an ERISA lawsuit that since has been refiled in the U.S.
District Court for the Southern District of Ohio.) The dismissal of thosc suits reduces the
locations of the pending lawsuits to two jurisdictions -- the U.S. District Court for the
Southemn District of New York, with two cases pending {one class action and the
shareholder derivative action discussed below), and the U.S, District Court for the
Southern District of Ohio, with three cases pending (the two ERISA actions and the
action filed by the Ohio Public Employees Retirement System and the State Teachers
Retirement System and the State Teachers Retirement System of Qhio).

Shareholder Derivative Lawsuit. As previously disclosed, on July 1, 2003,
certain former and current members of the Board of Directors of Freddie Mac were
named as defendants in a shareholder derivative action alleging breach of [iduciary duty
and abusc of trust. The current members of the Board of Directors were subsequently
dismissed as defendants from this lawsuit with the consent of the plaintiff. The
individual defendants in this suit are Messrs. Brendsel and Glenn (the former Chairman
and Vice Chairman, respectively), Vaughn Clarke and John Gibbons (both former Chief
Financial Officers) and Greg Parseghian. Freddie Mac is named as a nominal defendant
in that action, which is still pending in the U.S. District Court for the Southern District of
New York.

Freddie Mac anticipatces that additional lawsuits relating to the matters described
above may be filed.

SEC Formal Investigation. As previously disclosed, on Junc 11, 2003, Freddie

Mac announced that it had been informed by the staff of the Sccurities and Exchange
Commission (SEC) that the SEC has commenced a formal investigation. Freddie Mac
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received a subpoena from the SEC on June 11, 2003 requesting document production and
testimony, and Freddie Mac’s current CEOQ, a former member of the Board of Directors
and PricewaterhouseCoopers, Freddie Mac’s current independent audit firm, have also
received subpoenas for documents and testimony. Beginning in August 2003, the SEC
has subpoenaed documents and begun to take witness testimony from certain present and
former Freddie Mac employees and directors, as well as third parties. Freddic Mac is
fully cooperating with the SEC and will continue fo do so.

OFHEQ Investigation. As previously disclosed, on June 7, 2003, OFHEO
directed Freddie Mac and its Board of Directors 10 take certain actions to address the
issues surrounding the restatement, OFHEO also announced that it had deployed a
special investigative team to review accounting practices and controls relevant to the
restatement process at Freddie Mac and to investigate employee misconduct. The team
includes personnel from various OFHEQ mternal offices, including OFHEOs
gxamination and legal staffs,

Freddie Mac’s Board and management have undertaken to comply fully and
effectively with OFHEQ’s directions and have been working diligently to fulfill the
requests of OFHEQO’s investigative team. In this connection, OFHEO has submitted to
Freddie Mac multiple requests for documents, and it has also subpoenaed certain current
Freddie Mac employees and directors, as well as former employees, requesting testimony
and documents. In July 2003, OFHEO began to conduct interviews in which it took
sworn testimony from certain Freddie Mac employees and directors, external third parties
and, more recently, at least one former employee. Freddie Mac’s Board and management
are fully cooperating with QFHEQ and will continue to do so.

On September 4, 2003, OFHEO announced that it was initiating a regulatory
process intended to lcad to the termination for cause of Leland Brendsel and Vaughn
Clarke, who had originally resigned from their management positions at Freddic Mac. If
completed, this process would result in a recalculation of the compensation payable to
Messrs. Brendse! and Clarke in connection with their departures from the company. On
the same date, Chairman Shaun O’Malley wrote to OFHEO on behalf of the Board of
Directors advising OFHEO that Freddie Mac has existing contractual obligations to both
former executives, which it is required to perform unless those obligations are superseded
by valid authority. The letter also advised OFHEQ that the company intends to comply
fully with any valid and effective order that OFHEO may issue.

On October 23, 2003, OFHEO announced that it had entered into a consent order
with David Glenn, former Vice Chairman, President and Chief Operating Officer of
Freddie Mac in which Mr. Glenn agreed to cooperate fully with OFHEQ's special
examination and also with any supervisory and/or enforcement proceeding initiated by
OFHEQ, to pay a ctvil monetary penalty of $125,000, and not to participate in any
manner in the conduct of the affairs of Freddie Mac or Fannie Mae without prior OFHEO
approval.
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U.S. Attorney s Criminal Investigation. As previously disclosed, on June 11,
2003, Freddie Mac was informed that the U.S. Attorney’s Office in Alexandria, Virginia
had opened a criminal investigation involving the company. As part of its investigation,
the U.S. Attorney’s Office has made requests for documents and information, interviewed
certain Freddie Mac employees and possibly other parties, and taken testimony before the
grand jury. Freddie Mac is cooperating in all respeets with this investigation.

At present, it is not possible for Freddie Mac to predict the outcome of the civil
litigation and the investigations described above or reasonably to estimate the amount of
loss (or range of possible loss) that might result {rom adverse results or settlements of
these matters, or their effect on the company’s financial condition and results of
operations.

Legislative and Regulatory Developments

As previously disclosed, several Members of Congress have introduced bills to
change Freddie Mac and Fannie Mae’s regulatory oversight. Management believes it is
possible that additional bills may be introduced by other Members of Congress before the
end of this Congress. At this time, management cannot predict with certainty whether or
in what form any of these bills will be enacted.

Each of these bills would abolish OFHEOQ as the safety and soundness regulator
for Freddie Mac and Fannie Mag, and transfer that agency’s responsibilities to a bureau
of the Department of the Treasury. Each bill would also enhance certain of the safety and
soundncss regulator’s supervisery and enforcement authorities over Freddie Mac and
Fannie Mae and transfer certain other authorities from the Secretary of the Department of
Housing and Urban Development (HUD) to the new regulatory agency.

On May 7, 2003, Representatives Shays and Markey introduced & bill that would
repeal Freddie Mac and Fannie Mae’s cxemption from registering their securities with the
SEC. Representatives Shays and Markey introduced a similar bill in 2002.

Freddie Mac and Fannie Mae are exempt by federal statute from taxation by state,
county, municipality or local authorities (except for taxes on real property). On May 15,
2003, Representative Pete Stark introduced a bill that would eliminate this state and local
tax exemption.

On September 10, 2003, Representative Ron Paul introduced a bill that would
repeal various aspects of the special status accorded to Freddie Mac, Fannie Mae and any
Federal Home Loan Bank under federal law.

Freddie Mac has received inquirics from the Internal Revenue Service in
conncction with its regular audits of the company’s tax returns for prior years, some of
which relate to matters connected with the restatement. In addition, the Department of
Labor (DOL) has advised the company that it has opened an investigation of Freddie
Mac’s Thrift/401(k) Savings Plan. Freddie Mac has responded to thc DOL’s preliminary

40



71

request for the production of certain plan-related material. The DOL also has recently
requested interviews with certain individuals who have responsibilities with respect to the
Thrift/401(k) Savings Plan.

Tax Contingencies

Recent Tax Court Rulings. In 1998, the Internal Revenue Service (IRS) issued
Freddie Mac a Statutory Notice, which asserts income tax deficiencies, for the company’s
first two tax years, 1985 and 1986. In the first quarter of 1999, Freddie Mac filed a
petition in the U.S. Tax Court (*Court”) to contest the deficiencies. In the third quarter of
1999, the IRS issued a Statutory Notice for Freddie Mag’s tax years 1987 to 1990, and
Freddic Mac filed a petition in the Court. Subsequently, the Court combined the 1985 to
1990 tax vears into one case. The principal matters in controversy in the case wnvolve
questions of tax law as applied to Freddie Mac’s transition from non-taxable to taxable
status in 1985 and primarily involve the amortization of certain intangible assets, the two
most significant of which are:

e Favorable Financing. A number of financing arrangements where the contract
rates of interest were less than the market rates of interest as of January 1, 1985
due to an increase in interest rates since the date on which Freddie Mac had
entered into the respective arrangements; and

» Customer Relationships. Freddie Mac’s business relationships with a substantial
number of mortgage originating institutions that sold mortgages to Freddie Mac
on a regular basis.

On September 4, 2003, and September 29, 2003, the Court decided [avorably for
Freddie Mac on two preliminary motions involving questions of law in the case. On
September 4, the Court ruled favorably for Freddie Mac on the question whether Freddie
Mac’s intangibles are amortizable using the higher of (i) the regular adjusted cost basis or
(11) the fair market value on January 1, 1985, as the adjusted basis. On September 29, the
Court ruled favorably for Freddie Mac on the question whether, as a matter of law,
“favorable financing” (as defined above) was amortizable for tax purposes. As part of
this case, Freddie Mac claimed, and the Court agreed, that the economic benefit of this
below-market financing as of Janunary 1, 1985 is an intangible asset subject to
amortization. In October 2003, the Court ruled unfavorably on two other less significant
issues in the case.

While significant, the Court’s rulings to date do not dispose of all of the matters in
controversy in the case, which, upon final resolution by the U.S. Tax Court of all such
matters, are subject to appeal by the parties. In addition, Freddie Mac still must
demonstrate that the intangible assets in question have an ascertainable value and have a
limited useful life, the duration of which can be ascertained with reasonable accuracy.

In view of the favorable rulings described above and in accordance with GAAP,
Freddie Mac recorded in the fourth quarter of 2002 a reduction in its tax reserves in the
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amount of $155 million. In addition, if the IRS were to appeal the Court decisions and an
adverse ruling resulted, Freddie Mac may reconsider its reserves related to this matter.

If Freddie Mac’s tax position on the customer relationship amortization issue
described above is upheld through the administrative and legal process, Freddie Mac will
be able to recognize additional tax benefits that could be matcrial in the quarter during
which they are recognized. However, Freddie Mac is unable to provide assurances that
any such tax benefits will be realized.

Tax Treatment of Linked Swaps. As discussed in Appendix I, “Detailed
Discussion of Accounting Errors and Other Accounting Changes — Accounting for
Derivative [nstruments — Linked Swaps,” in August and September of 2001, Freddie Mac
entered into a series of rane sets of paired trade transactions known as “Linked Swaps.”
Freddie Mac has reported and paid tax treating each pair of Linked Swaps as a single
integrated transaction for federal income tax purposes. There is a risk, however, that the
IRS could challenge Freddie Mac’s tax treatment of the Linked Swaps and make an
adverse determination relating fo this tax treatment. If this should oceur, the potential
aggregate additional tax liability could be as much as approximately $750 million plus
interest.

In addition, as discussed in the same section of Appendix 11, two additional swaps
were executed in November 2001. Although the facts and circumstances surrounding
these swaps were different from the Linked Swaps, Freddie Mac also reported and paid
tax trcating these swaps as a single integrated transaction for federal income tax purposcs.
Management belicves there are no significant tax exposures related to these swaps for the
periods covered by the restatement.

Freddie Mac has not provided reserves for any tax issues related to these
transactions because management has determined that the potential for loss does not meet
the criteria for reserving under SFAS 5. Since the IRS is cwrently examining Freddie
Mac’s 2001 tax return, the company does not know whether the IRS will raise any issues
related to these transactions as part of that examination and if so, what the final resolution
of those 1ssues will be. 1f the IRS were 1o propose the maximum potential aggregate
assessment and that additional tax liability was upheld through the administrative and
legal process, the recognition of such additional liability could have a material adverse
impact on Freddie Mac’s results of operations in the quarter in which it was recognized.,

Based on current knowledge and after consultation with counscl, management
does not currently believe that the final resolution of any issucs that may arise from these
transactions will result in IRS adjustments that would have a material adverse impact on
Freddie Mac’s financial condition or results of operations.

Other Matters
Additional information about Freddie Mac and its business is set forth in Freddie

Mac’s Information Statement Supplement dated October 29, 2003, which is available on
the Investor Relations page of its website, www.freddiemac.com.
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Forward-Lookine Statements

Freddie Mac regularly communicates information concerning its business
activities to investors, securitics analysts, the news media and others as part of its normal
operations. Some of these communications include “lorward-looking statements”
pertaining to management’s current expectations as to the company’s future business
plans, results of operations and/or financial condition. Forward-looking statements are
typically accompanied by, and identified with, such terms as “anticipates,” “believes,”
“expects,” “Intends,” “objectives” and similar phrases. These forward-looking statements
reflect management’s expectations for the future, which necessarily involve a number of
assumptions and estimates. This appendix, the accompanying press release and the other
appendices include forward-locking statements. These statements are based on current
plans, estimates and projections, and investors should be appropriately careful about
relying on them. Factors that could cause actual results to differ materially from the
expectations expressed in these and other forward-looking statements by management
include, among others:

LTS

¢ Changes in interest rates (including changes in the level and shape of the yield
curve and in the volatility of interest rates), house prices, employment rates and
the general economy;

s Changes in the company’s strategies for and results of credit loss mitigation,
interest-rate and other market risk management activities and investment
activities;

¢ The availability of debt funding and equity capital in sufficient quantity and at
attractive rates to support continued growth in our retained portlolio, to refinance
maturing debt and to meet regulatory capital standards,

e The availability of options, interest-rate and currency swaps, and other derivative
financial instruments of the types and in the quantities needed for investment
funding and risk management purposes;

o The rate of growth in total outstanding U.S. residential mortgage debt;

¢ The size of the residential mortgage market;

e Borrower preferences for fixed-rate mortgages or adjustable-rate mortgages,
which we refer to as ARMs;

e Preferences of originators to sell mortgages into the secondary market;

¢ Changes in investor preferences for mortgages and mortgage-backed sccuritics
and debt versus other investments;
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» (Competition in the mortgage market and in the market for mortgage-related and
debt securities;

o Freddie Mac’s ability to effectively manage operational risk;

o The company’s ability to implement sclutions to business processing systems
issues;

o The company’s ability to effectively and timely implement the remediation plan
undertaken as a result of the restatement of the company’s financial statements,
including in particular initiatives relating to technical infrastructure and controls;

¢ Significant business disruptions resulting from acts of war or terrorism;

o The occurrence of a major natural or other disaster in a geographic area in which
Freddie Mac’s total mortgage portfolio is heavily concentrated;

e The degree to which the company’s business and financial forecasting methods
accurately predict actual rcsults;

e The impact of new accounting standards, including the timely development of
supporting systems; and

s Changes in the legislative or regulatory environment, regulatory capital
requirements or Freddie Mac’s Congressional charter.

Freddie Mac undertakes no obligation to update these forward-looking statements

to reflect events or circumstances after the date of the accompanying press release, or to
reflect the occurrence of unanticipated events.
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Appendix II—Detailed Discussion of Accounting Errors and Other
Accounting Changes

Background
Factors Contributing to the Need for the Restatement

The company announced the need to restate its financial results in January 2003, In
connection with that announcement, the outside directors of Freddie Mac’s Board of Directors
retained Baker Botts L.LL.P. as its independent investigative counsel to review the facts and
circumstances relating to certain of the accounting errors identified during the restatement
process. In June 2003, Freddie Mac reported on Baker Botts’ preliminary findings presented to
the Audit Committee and the Board of Directors as to the factors contributing to the need for the
restatement. In July 2003, Freddie Mac released the Baker Botts report. Since then, Baker Botts
has submiited to the Board additional findings covering certain transactions known to require
further inquiry or raised after delivery of the original report. The specific events described in the
additional review have been considercd by the Board and appropriate remedial action has been
taken by the Board and/or management. Baker Botts’ additional findings are available on the
company’s website, and certain of the transactions reviewced in it are discussed in this appendix.

Freddie Mac accepts the conclusions of Baker Botts, which are consistent with those
identified in the company’s June 25, 2003 press release, available on Freddie Mac’s website at
www.freddiemac.com, namely, that the principal factors contributing to the restatement were
lack of sufficient accounting expertise and internal control and management weaknesses as a
consequence of which Freddie Mac personnel made numerous errors in applying generally
accepted accounting principles (“GAAP”). In addition, certain capital market transactions were
executed and certain accounting policics were implemented with a view to their effect on
earnings in the context of Freddie Mac’s goal of achicving steady earnings growth, and the
disclosure processes and disclosures in connection with those transactions and policies did not
meet the standards that would have been required of Freddie Mac had it becn a Securities and
Exchange Commission (“SEC”) registrant. Certain reserve account and other adjustments,
which were known departures from GAAP but were not considercd to be material at the time,
also were made with a view to their eftect on earnings. As noted in the Baker Botts report, in
most cases Freddie Mac believed at the time that the accounting for the transactions, policies and
adjustments that Baker Botts reviewed were appropriate and reached these conclusions after
consultations with its previous independent auditor.

Freddie Mac’s Classification of Accounting Corrections

As described in Freddie Mac’s June 25 and November 21, 2003 press releases, Freddie
Mac has classified the accounting corrections made in connection with the restatement and
revision (collectively referred to as the “restatement™) of its financial statements into five
categories. These classifications involve subjective judgments by Freddie Mac regarding
classification of accounting errors and particular aspects of such etrors may fall within more than
one category. While such classifications are not required under GAAP, Freddie Mac belicves
these classifications may assist investors in understanding the nature and impact of the
corrections made in completing the restatement.
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The table below identilies the net comulative impact of these accounting corrections and
changes on Freddic Mac’s net income and Accumulated Other Comprehensive Income through
December 31, 2002. '

Category Net Cumulative Impact | Net Cumulative Impact to
to Tncome (Expense) Accumulated Other
S in millions Comprehensive Tncome
{Loss) (l)
3 in millions

Security Classi(ication (pre-lax} $1,700 $2,669
Accounting [or Derivative Instrurnents (pre-tax) 4,980 (163)
Asset Translers and Securitizations (pre-lax) 181 488
Valuation of Financial Instruments (pre-iax) 214 {268)
All Other Corrections {pre-tax) 383 (86)

Sublotat of Accounting Corrections (pre-lax) 7,458 2,640
Other Accounting Changes (pre-tax) 168 (333)
Total Accounting Corrections and Changes (pre-tax) 7,626 2,307
Tax lmpact of Accounting Corrcctions and Changes © (2,591} {(804)
Total Restatement Effect (including subseguent $5,035 $1,503
events) ¥
Taotal Restatement Effect (excluding subsequent $4,953 $1,503
events}

" decumulated Other Comprehensive Income (Loss) is a component of stockholders” equizy.

%! Represents the net cummlative impeact of (i) accounting changes Freddie Muc elected to make reluted to stock-bused
compensction and (i) enhancements to the methodology used (o estimate the lives uved in the amortization of certain premiums
and discounts.

& tnchides the Federal income tax effect of total accounting corrections and the impact of certain corrections related to tax
expense. See "Ta-Related Adiustments” in this appendix for details.

“ Included in 2002 results is $82 million of net income related to events occurring in 2003 but affecting 2002, The 382 million of
net income is comprised of 3155 million of tax benefit attribwtable to favorable U.S. Tax Court rulings occurring in 2003 offser

by 873 million in additional expense, net of tax, related to adjustments in reserves and aceruals due to events occurring in 2003.

As shown in the table above, the net cumulative effect of the restatement (including
subsequent events and other accounting changes) through December 31, 2002 was an increase to
Freddie Mac’s net income of $5.0 billion. This includes net cumulative increases of $4.4 billion
for 2000, 2001 and 2002 and $0.6 billion for periods prior to 2000. In the detailed discussion
below, the company has separately quantified the impact of correcting various accounting errors
on its 2002, 2001 and 2000 financial statements. The impact of corrections to Freddie Mac’s nct
mecome for periods prior to 2000 is shown in the aggregate in this appendix and reflected in
Freddie Mac’s consolidated financial statements as an adjustment to the beginning balance of the
company’s retained carnings as of January 1, 2000. The S0.6 billion net cumulative increase in
net income for periods prior to 2000 was driven primarily by the impact of correcting the
accounling for certain transfers of the company’s Mortgage Participation Certificates (“PCs™)
(see “Accounting [or Transfers of PCs and Multiclass Certificates” below), partially offset by the
1mpact of corrections related to the accounting classification of certain investment securitics (see
“Security Classification” below).
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Detailed Discussion of Accounting Errors

Security Classification

Under Statement of Financial Accounting Standards (“SFAS™) 115, “Accounting for
Certain Investments in Debt and Equity Securities” (“SFAS 115™), securities are required to be
classified as held-to-maturity, available-for-sale or trading primarily based on the company’s
intent. Held-to-maturity securities are reported at amortized cost, available-for-sale securities are
marked to fair value through stockholders’ equity and trading securities are marked to fair value
through earnings. Freddie Mac has concluded that a majority of its securities were erroneously
classified under SFAS 115. These errors primarily related to sales of securities classified as
held-to-maturity and invalid transfers from the trading category. The sales of held-to-maturity
securities resulted from, among other reasons, certain transactions that were accounted for as
financings but should have been accounted for as sales under SFAS 125, “Accounting for
Transters and Servicing of Financial Assets and Extinguishments of Liabilities” (“SFAS 1257)
and SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities — a replacement of FASB Statement No. 125" (“SFAS 140”).

In certain transactions (referred to internally as Coupon Trade-Up Giant (“CTUG"”) and J-
6 and J-7), Freddie Mac resecuritized trading securitics and then inappropriately classified the
retained beneficial interests from those trading securities as either held-to-maturity or available-
for-sale. In addition, Freddie Mac erroneously transferred securities from the trading category to
either held-to-maturity or available-for-sale. This adjustment also includes the effcet of
correcting the cost basis of certain securities as described throughout this appendix and the
mmpact on income for trading securities and Accumulated Other Comprehensive Income for
available-for-sale securities resulting from carrying these securities at fair value,

To correct these errors, certain held-to-maturity and available-for-sale securities have
been reclassified as trading and all remaining held-to-maturity securities have been reclassified
as available-for-sale, and recorded at fair value which has resulted in cumulative increases of
$1.7 billion and $2.7 billion in Freddie Mac’s pre-tax income and pre-tax Accumulated Other
Comprehensive Income, respectively. Additional detail regarding the impact of correcting these
errors 1s set forth in the following table.

.  Security Classification” " .
. Summary of Financial Tmpacts (§ in millions)

Cumulative Effect
from Ineeption —
12/31/1999 2000 2001 2002 Total

Income (Expense) Belore
Taxes 3(774) $ed0 3924 5910 $1,700

Accumulated Other

Comprehensive Income $(8,401) $8,950 ; $2,362 | S(442) $2,669
(Loss) Before Taxes i

% Accumulated Other Comprehensive ncome adjustment for periods prior to 2000 relates to the reclassification of
securities from held-to-maturity to available-for-sale.
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Accoanting for Derivative Instruments
Embedded Options Hedging Strategy

Upon the adoption of SFAS 133, “Accounting for Derivative Instruments and Hedging
Activities” (“SFAS 133™) on January 1, 2001, Freddie Mac implemented an accounting hedge
strategy in which a combination of interest-rate options, swaps and other derivatives were
designated as hedges of the changes in fair value of the options embedded in mortgage assets.
Becausc of the security reclassifications discussed above and because securities classified as
trading are not eligible for hedge accounting under SFAS 133, Freddie Mac was required to
reverse part of the embedded options hedging strategy. In addition, SFAS 133 requires
contemporaneous documentation of hedge effectiveness and how it is measured. In the context
of the restatement, Freddie Mac concluded that there were errors in identifying and measuring
the accounting effectiveness of the hedges employed. As a result, Freddie Mac has concluded
that the documentation and testing performed to determine whether the embedded options
hedging strategy qualified for hedge accounting under SFAS 133 were inadequate and therefore,
the application of hedge accounting in connection with the embedded options hedging strategy
did not comply with GAAP. Freddie Mac has corrected this error by reversing the hedge
accounting entries recorded for this strategy, including removing gains and losses on the hedged
item previously recorded in earnings as part of hedge accounting.

The cumulative effect of correcting the errors described above on Freddie Mac’s pre-tax
income was an increase of $6.3 billion. The cumulative decrease of $3.9 billion in pre-tax
Accumulated Other Comprehensive Income shown in the table below represents the effect of
reversing the portion of the $6.5 billion that was originally recorded as an adjustment to the basis
of hedged available-for-sale securities. This Accumulated Other Comprehensive Income
reversal is necessary because the $3.9 billion had previously been recorded in the carrying
amount of available-for-sale securities, which were subsequently marked to fair value under
SFAS 115 in Accumulated Other Comprehensive Income. Additional detail regarding the
impact of correcting these errors is set forth in the following table.

Embedded Options Hedging Strafegy

Cumulative Effect from
Inception — 12/31/199% 2000 2001 2002 Total
Income (Expense) Belore ) )
Taxes $(169) $6,671 $6,502
Accumulated Other
Comprehensive [ncomec - - $(162) | S(3,783) $(3,945)
{Loss) Before Taxes

Pay-Fixed Swaps — SFAS 133 Transition

Effective December 1, 2000, Freddie Mac combined $86 billion notional amount of pay-
fixed swaps and $36 billion notional amount of receive-fixed swaps and designated them in cash
flow hedges. This combination, which was undertaken as part of the company’s SFAS 133
transition strategy, had the effect of reducing the SFAS 133 transition adjustment to
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Accumulated Other Comprehenstve Income on January 1, 2001 from S3.2 billion in unrealized
losses to $2.5 billion in unrealized losses on an after-tax basis.

On Januvary 1, 2001, in conncction with Freddie Mac’s implementation of SFAS 133,
$75 billion of the original $86 billion notional amount of pay-fixed swaps were redesignated in
new cash flow hedge relationships and the majority of the $36 billion notional amount of
receive-fixed swaps were redesignated in fair value hedge relationships as part of the SFAS 133
transition. Freddie Mac has concluded that the cash flow hedge relationships for $66 billion of
the $75 billion notional amount of pay-fixed swaps redesignated on January 1, 2001 were not
valid under SFAS 133 because they failed to meet the requirements for documenting the
assessment of hedge accounting effectiveness. Freddie Mac has corrected this error by
recognizing in earnings, for each period after January 1, 2001, the change in fair valuc of the
derivatives. In addition, the company should have amortized during 2001 and 2002 the deferred
gains and losses on the 366 billion of pay-fixed swaps recorded at the time of SFAS 133
implementation. Accordingly, Freddie Mac has corrected this aspect of the error by amortizing
the deferred losses previously recorded in Accumulated Other Comprehensive Income at January
1, 2001 as additional interest expense in 2001 and 2002,

The cumulative effect of correcting these errors was a decrease to pre-tax income and an
increase to pre-tax Accumulated Other Comprehensive lncome of $3.8 billion. Additional detail
regarding the impact of correcting these errors is set forth in the following table.

Cumulative Effect from
Inception — 12/31/1999 | 2000 2001 2002 Total
[ncome (Expense) Before
Taxes - - $21510) 1 ${1,670) $(3,827)
Accumulated Other
Comprehensive Income - - $ 2,151 51,676 53,827
{Loss) Before Taxces

Transactions Cleared Through the Government Sccurities Clearing Corporation
(“GSCC?)

Prior to fourth quarter 2000, Freddie Mac typically entered into synthetic forward
contracts by purchasing (or selling) Treasury or agency debt securitics and simultaneously
cxecuting repurchase (or resale) agreements. Freddic Mac executed these synthetic forward
contracts using a single counterparty for both the purchase (or sale) and repurchase (or resale)
agreements, with settlement occurring directly between Freddie Mac and its counterparty on a
nct basis. Freddie Mac properly viewed these transactions as derivatives that qualified for hedge
accounting treatment. In fourth quarter 2000, Freddie Mac began to ¢lear and settle these
agreements through the GSCC and continued to use the same accounting. The use of the GSCC
facilitated Freddie Mac’s ability to enter into these two transactions with diffcrent counterparties,
which reduced transaction costs and provided the benefits of GSCC margining while still
retaining the ability to net settle the trades. However, the unintended effect of the changes to the
transaction structuring was that the transactions no longer qualified as derivatives under GAAP.
As a result of correcting these errors, Freddie Mac’s balance sheet reflects the components of
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these transactions on a gross basis rather than reflecting each pair as a single, net transaction. In
addition, becausc the company had viewed these transactions as derivatives and applied hedge
accounting, previously deferred hedging gains (losscs) have been reversed and recorded in
income.

The cumulative elfect of correcting this error was an Increase to pre-tax income through
December 31, 2002 of 768 million and an increase in pre-tax Accumulated Other
Comprehensive Income of 5404 million. Additional detail regarding the impact of corrccting
this error is set forth in the following table.

ancial Impacts ($ in &

Cumulative Effect from
Inception — 12/31/1999 | 2000 2001 2002 Total

Income {Expense) Before

Taxes - 3(3) $284 | S487 $768

Accumulated Other
Comprchensive Income {Loss) - S20 | S(214) | 8598 $404
Before Taxes

Real Estate Investment Trust (“REIT”) Hedges

In Fcbruary 1997, Freddie Mac formed two majority-owned REIT subsidiaries funded
through the issuance of common stock (99.9 percent of which is held by Freddie Mac) and a total
of $4 billion of perpetual, step-down preferred stock issued to outside investors. The REITS used
these funds to purchase real estate mortgage investment conduit (“REMIC™) securities from
Freddie Mac.

The REIT preferred stock was initially characterized as equity securities of the REIT
subsidiaries and reported as minority interest on the consolidated balance sheets of Freddie Mac
and minority interest in earnings of consolidated subsidiaries on the consolidated statements of
income. In fourth quarter 1998, Freddie Mac changed its reporting for the REIT preferred stock
so that it was reported on the balance sheet as part of debt securities, with dividends included in
long-term debt expense. Because the preferred stock was then reported as debt, it could be, and
was, used as a hedged item for hedge accounting purposes.

Freddie Mac has concluded that the 1998 change to debt accounting was in error,
Freddie Mac has corrected this error by recording the REIT preferred stock on the consolidated
balance sheet as minority interest. As minority interest, the REIT preferred stock is not eligible
for hedge accounting treatment. Accordingly, Freddie Mac has corrected this error by reversing
hedging gains and losses related to the REIT preferred stock. The cumulative effect of correcting
this error on Freddie Mac’s pre-tax income was an increase of $583 million. In addition to its
effect on cumulative pre-tax income, correction of this error also resulted in the reclassification
of the related dividends from long-term debt expense to minority interest in earnings of
consolidated subsidiaries with no effect on nct income. The cumulative effect of this
reclassification was to remove $1.1 billion of expense from net interest income and to include
this $1.1 billion of expense in minority interest in earnings of conselidated subsidiaries.
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Additional detail regarding the impact of correcting this error is sct forth in the following

table.

93 I{édges e
millians)

Cumulative Effect
from Inception —

12/31/1999 2000 2001 2002 Total
Net Interest Income (Expense)
Before Taxes 3523 5231 $208 3184 51,148
Minority Interest in Earnings
of Consolidated Subsidiaries $(523) S(231) | $208) | 3(184) $(1,148)
Income (Expense) Before
Taxes - $144 $56 $383 5583

Accumulated Other
Comprehensive Income (Loss)
Before Taxes

Forward Purchase and Sale Commitments

Freddie Mac routinely enters into forward purchase and sale commitments for mortgage
sccuritics and mortgage loans. As discussed below, Freddie Mac has concluded that its
accounting practices with respect to certain commitments, including transactions cxecuted
between Freddie Mac business units, were not in accordance with GAAP.

Third Party Transactions—Freddie Mac did not recognize the effects of forward
commitments in its consolidated {inancial statements for certain trades. With respect to
commitments executed prior to 2001, Freddie Mac has concluded that it should have recorded
changes in the fair values of commitments to acquire available-for-sale securities to
Accumulated Other Comprehensive Income in accordance with Emerging [ssues Task Force
(“EITF™) 96-11 “Accounting for Forward Contracts and Purchased Options to Acquire Securitics
Covered by FASB Statement No. 115”7 (“EITF 96-117).

For commitments executed in 2001 and 2002, Freddie Mac concluded that substantially
all mortgage-related forward purchase and sale commitments were derivatives under SFAS 133.
For these commitments, Freddie Mac should have recorded the change in fair value of the
forward purchase and sale commitments to Accumulated Other Comprehensive Income to the
extent they qualified for hedge accounting under SFAS 133. To the extent the trades did not
qualify for hedge accounting treatment, the change in fair value should have been recorded to
current period earnings.

For commitments to purchase or sell trading securities, Freddie Mac appropriately
recognized the effects of these trades in earnings. However, the company did so by accounting
for such trades as trading securities on a trade date basis. The company has concluded that these
trades should have been accounted for as derivatives in all periods. To correct this error, the
company has reversed the effects of trade date accounting and reported the [air values of such
trades as derivative assets or liabilities.
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Intracompany Transactions—Freddie Mac recorded all activity related to its PC market
making and support activities, including intracompany transactions with the retained portfolio, as
trading positions. However, the company failed to properly account for transfers of these
securities in accordance with SFAS 115 resulting in the following crrors:

e Freddie Mac should have eliminated the financial statement effects of marking intracompany
trades to fair value.

¢ Secunties acquired with the intent of holding them in the retained portfolio should not have
been marked to fair value through income as trading securities, but instead should have been
marked to fair value through Accumulated Other Comprehensive Income as available-for-
sale securities.

e Securities acquired m the trading portfolio but subsequently transferred to the retained
portfolio and classtfied as availabie-for-sale or held-to-maturity securities were not valid
transfers under SFAS 115, The correction of this error is described and measured in
“Security Classification.”

Other Purchase and Sale Commitments—Freddie Mac has concluded that it incorrectly
accounted for the forward commitments to sell and purchase PCs involved in a resecuritization
transaction for approximately $30 billion (referred to internally as CTUG) entered into as part of
its SFAS 133 transition strategy, as discussed under “Security Classification™ above,
Specifically, Freddie Mac inappropriately executed and erroneously accounted for the forward
sale commitments in 2000 under SFAS 80, “Accounting for Futures Contracts” (“SFAS 80"), as
a hedge of held-to-maturity PCs in the retained portfolio and did not account for the offsetting
forward purchase commitment. Both the forward sale commitments and the forward purchase
commitments should have been marked to fair value through eamings because neither
transaction met hedge accounting requirements; the correction of this error had no net impact on
2000 net income. In addition, Freddie Mac erroneously accounted for the forward purchase
commitments in 2001 as hedged items in its embedded options hedging strategy. These forward
purchase commitments met the definition of a derivative, and therefore, did not qualify as
hedged itcms under SFAS 133. The correction of the purchase commitment is included in
“Embedded Options Hedging Strategy.”

The cumulative effect of correcting these errors was an increase of $495 million in pre-
tax income and a decreasc in pre-tax Accumulated Other Comprehensive Income of
$732 million. Additional detail regarding the impact of correcting these errors is set forth in the
following table,

Cumulative Effect from
Inception - 12/31/1999 2000 2001 2002 Total
Income {Expense) Before Taxes %) $(228) $(79) $804 $495
Accumulated Other Comprehensive .
Income (Loss) Before Taxes $(12) 528 5(265) .! 5(483) 5(732)
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Linked Swaps

In Angust and September of 2001, Freddie Mac entered into nine pairs of “linked”
interest-rate swap transactions with an effective notional amount after considering leverage terms
of $180 billion (“Linked Swaps™). Each pair consisted of a pay-fixed swap and a receive-fixed
swap entered into contemporaneously with a single counterparty with terms that were largely
offsetting. For financial accounting purposes, Freddie Mac inappropriately separately accounted
for each of the swap transactions within the pairs of Linked Swaps. Thesc transactions and the
related, inappropriate accounting effected a reduction in Operating Eamings, a non-GAAP
supplemental performance measure previously used by Freddie Mac. As a result of these
transactions and the related inappropriate accounting, previously reported Operating net interest
income (“Operating NII”) was reduced by an estimated $400 million in the third and fourth
quarters of 2001. As of December 31, 2001, as a result of these transactions, the company
expected Operating NII to incrcase by an estimated $400 million over the original remaining life
of the swaps, which had maturity dates ranging from August 2004 to September 2006. The
effect of the transactions on GAAP NII during 2001 was cssentially the same as compared to
Operating NII, but the net effect on GAAP net income was differcnt due to the impact of hedge
accourting.

Freddie Mac bas concluded that each pair of Linked Swap transactions should be viewed
as a unit (i.e., combined derivative) and accounted for together under SFAS 133 due to a number
of factors, including: that the transactions were executed with the same counterparty and in
contemplation of each other; the accounting effect was disproportionate to the risk management
cffect; and after considering the effect of other hedge accounting corrections related to the
restatement (see “Embedded Options Hedging Strategy™ above). This error has been corrected
by reversing the hedge accounting entries for the Linked Swaps. In addition, hedge accounting
was reversed for certain other derivatives that were designated in the same fair value hedges of
debt as several of the receive-fixed components of the Linked Swaps. The cumulative effect of
correcting this error on Freddie Mac’™s pre-tax income was an increase of $283 million. (This
amount excludes the eflect of the portion of Linked Swaps that were designated in fair value
hedges in connection with Freddie Mac’s embedded options hedging strategy, which are
included in the amounts reported in connection with that error described previously in this
appendix.) In addition, correction of this error required the company to reverse hedge
accounting adjustments originally recorded related to the pay-fixed swap components designated
in cash flow hedges, resulting in a $283 million increase to pre-tax Accumulated Other
Comprchensive Income.

Two additional swaps with a notional amount of $4 billion were executed in November
2001 with largely offsctting terms. However, these swaps were executed on different days with
different counterparties. In general, the facts and circumstances surrounding the additional
swaps executed in November 2001 were different than the Linked Swaps and therefore, hedge
accounting was not reversed for these derivatives.

However, the conpany did reclassify the interest accruals from net interest income to
non-interest income (i.e., for the Linked Swaps and the two additional swaps executed in
November 2001). The amount of recorded interest expense reclassified to non-interest income
totaled $405 million and $217 million in 2001 and 2002, respectively, These reclassifications
had no impact on cumulative net income for the restatement period.

9
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Additional detail regarding the impact of correcting this error 1s set forth in the following

table.

v'of Financial

Cumulative Effect from
Inception — 12/31/1999 2000 2001 2002 Total

Income (Expense) Before
Taxcs - - §422 | S(139) S283

Accumulated Other
Comprehensive Income (Loss) - - 5249 $34 $283
Before Taxes

Mortgage Security Hedges

Beginning in 1999, Freddie Mac designated forward sales of to-be-announced (“TBA™)
securities as accounting hedges of the fair value of certain mortgage-related securities held by the
company. Freddie Mac has concluded that some of these hedges failed to qualify for hedge
accounting treatment under SFAS 80 and SFAS 133 because: (i) the TBA forward sale
commitment designated in the hedge relationship was not properly identified; (ii) the securities
identified as the hedged items were not eligible as hedged items because they were classified as
trading under SFAS 1135; or (ii1) there was not proper documentation of hedge effectiveness
testing. Freddie Mac has corrected these errors by reversing the effects of hedge accounting
treatment.

The cumulative cffect of correcting thesc errors was an increasc to pre-tax income of
$91 million. Additional detail regarding the impact of correcting these crrors is set forth in the
following table.

Y01 2 1nan
Cumulative Effect from
Inception — 12/31/99 2000 2001 2002 Total
Income {Expense) Belore $4 $(28) $70 %45 591

Taxcs

Accumulated Other
Comprehensive Income {Loss) - $(3) $3 - -
Before Taxes

10
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Agency Forward Agreements

Upon its adoption of SFAS 133, Freddie Mac implemented an accounting hedge strategy
in which agency forward agreements were designated as hedges of existing long-term Freddie
Mac debt. Freddie Mac’s agency forward agreements are essentially cash-settled forward
contracls on a specified agency security. For agency forward agreements using Freddie Mac
debt, Freddie Mac has concluded that it failed to properly test for hedge accounting
effectiveness. As a result, these agreements failed to qualify for hedge accounting treatment,

Freddie Mac has corrected this error by reversing the hedge accounting treatment of these
agreements and related amortization. The cumulative effect of correcting this error was an
increase to pre-tax income of $57 millton. Additional detail regarding the impact of correcting
this error is set forth in the following table.

Cumulative Effect from
Inception — 12/31/19%9 | 2000 2001 2002 Total

Income (E;{pense) Belore
Taxes - - 572 3(15) 357

Accumulated Other
Comprehensive Income (Loss) - - - - -
Before Taxcs

Government National Mortgage Association (“GNMA”) Asset Swap Hedge

From July 2001 to June 2002, and from October 2002 through December 2002, the
company designated a pay-fixed, amortizing swap of approximately $0.8 billion notional amount
as a fair value hedge under SFAS 133 of certain GNMA mortgage-backed securitics (“MBS”).
Freddie Mac has concluded that the documentation and testing required to ensure that these
hedges were effective for accounting purposes was inadequate. Therefore, the changes in fair
valuc of the GNMA MBS recorded duc to hedge accounting were reversed from earnings.
Freddie Mac also concluded that some of the prices originally used to value the swap were
incorrect. Freddie Mac has adjusted each of the affected periods to reflect the correct fair value
of the swap.

The cummlative effect of correcting these errors on Freddie Mac’s pre-tax income was an

increase of $16 million. Additional detail regarding the impact of correcting these errors is set
forth in the following table.

11
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Association (“GNMA™) Asset

Summa ancial Impacts ($ in millions)
Cumulative Effect
from Ineception -
12/31/1999 2000 2001 2002 Total
Income (Expense) Betore
Taxcs - - (1) 517 $16

[Accunmlated Other _
Comprehensive Income - - - - -
(Loss) Before Tax

Call Swaptions

Prior to 2001, Freddie Mac designated a portion of its call swaptions in hedges of long-
term debt. Premiums paid to enter into these call swaptions were deferred and amortized into
earnings over the term of the option in accordance with GAAP. As part of the restatement,
Freddie Mac has concluded that these were ineffective hedges and therefore, deferral of changes
in the option’s intrinsic value and amortization of option premiums paid was incorrect.
Correction of this error required the company to reverse the deferred gains and losses related to
the hedged debt, record the change in fair value of these instruments through earnings each
period, and adjust the cumulative SFAS 133 transition adjustment as of January 1, 2001.

The cumulative effect of correcting these errors was an increase in pre-tax income of
$12 million. Additional detail regarding the impact of correcting these errors is set forth in the
following table.

Cumnlative Effect from

Inception - 12/31/1999 2000 2001 2002 Total

Income {Expensc) Before Taxcs 5(253) 51,032 5(763) G Y] $12

Accunwluted Other
Comprchensive Income (Loss) - - - - -
Before Taxes

Cash Flow Hedges - 2002 Corrections

Freddie Mac made two adjustments as part of its previously rcleased fourth quarter 2002
financial results to correct for the cumulative cffect of errors related to certain cash flow hedges.
These adjustments were made on a cumulative basis because the company had determined the
impact on current and prior periods to be immaterial. However, because the periods prior to the
fourth quarter of 2002 are being restated, these cumulative adjustments have been reversed and
recorded in the appropriate prior quarters. These corrections have no impact on cumulative pre-
tax income or pre-tax Accumulated Other Comprchensive Income for the restatement, but they
do affect quarter-to-quarter results. The two adjustments arc as follows:

12
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» In fourth quarter 2002, Freddie Mac determined that certain cash flow hedge relationships
were not valid under SFAS 133 because they failed to meet the requirements for hedge
accounting effectiveness. The impact of the fourth quarter 2002 adjustment, which has been
allocated to other affected quarters, was a decrease to income before taxes of $94 million.

o The second adjustment in fourth quarter 2002 was an increase in income before taxes of
$83 million related to the correction of the carrying amount of Accumulated Other
Comprehensive Income resulting from cash flow hedges under SFAS 133. This adjustment
was needed to correct the amortization of deferred gains/losses related to terminated or
redesignated cash flow hedges during 2001 and 2002.

The cumulative effect of correcting these errors on pre-tax income and pre-tax
Accumulated Other Comprehensive Income was zcro. Additional detail regarding the impact of
correcting these errors is set forth in the following table.

Cumulative Effect from
Inception — 12/31/1999 2000 2001 2002 TFotal

Encome (Expense) Before
Taxes - - $37 S(37) -

Accumulated Other
Comprehensive Income - - S(37 $37 -
{Loss) Betfore Taxes

Forward Settling and Written Swaption Trades

From November 1999 to January 2000, Freddie Mac sold $10 billion notional amount of
put swaptions held in its derivative portfolio with future settlement dates longer than normal
market conventions. More specifically, the settlement dates for these specific put swaptions
coincided with the beginning of each quarter starting with first quarter 2000 through the first
quarter of 2001. Freddie Mac inappropriately accounted for the sale of these put swaptions on a
settlement-date basis as opposed to a trade-date basis. This resulted in the gains associated with
these transactions, which were measured as the difference between the cash proceeds and the
carrying value of the put swaption on scttlement date, being recorded to earnings on the date of
seitlement; the carrying value at settlement date was net of amortization of the original option
premium which continued to be amortized between trade date and settlement date. As part of the
restatement, the company has concluded that the resulting gains should instead be recorded on
the trade date and has reversed the amortization expense taken between trade date and settlement
date.

In addition, during 2000, Freddie Mac wrote $20 billion notional amount of options
(mainly swaptions) and received premiums of $245 million. Certain of the premiums received
were inappropriatcly amortized as an increase to nct interest income of $155 miltion in 2000.
The remaining fair value change of the wrilten options was recorded to earnings as part of
derivative gains (losses). As part of the restatement, Freddie Mac has concluded that the
amortization of the premiums received should have been recerded through derivative gains

13
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(losses). Therefore, the increases to net interest income described above have been reclassified
as increases to derivative gains (losses).

The cumulative cffect of correcting these errors on pre-tax income and pre-tax
Accumulated Other Comprehensive Income was zero. Additional detail regarding the impact of
correcting these errors is set forth in the following table.

Forward Settling and Written Swaption Trade
Summary of Financial Impacts ($ in millions

Cumulative Effect from
Inception — 12/31/1999 | 2000 2001 2002 Total

Income {Expense) Before

Taxes $77 $(42) | (35 - -

Accumulated Other
Comprehensive Income - - - - -
(Loss) Beflore Taxes

Asset Transfers and Securitizations
Accounting for Transfers of Mortgage Loans, PCs and Multiclass Certificates

Freddie Mac executes a variety of transactions that involve the transfer of its PCs and
multiclass certificates (“Multiclass Certificates’™). The company transfers mortgage loans and
PCs to third parties primarily through its Guarantor and Cash Window Programs. The company
also purchases and sells PCs in the secondary market after the securities are originaily formed.
Additionally, the company issues Multiclass Certificates backed by PCs and other mortgage-
backed securities held in portfolio or that are provided to the company by third parties.

Freddic Mac has concluded that it erroneously applied SFAS 125 (effective through
March 31, 2001) and SFAS 140 (cffective from April 1, 2001 through December 31, 2002) and
other GAAP guidance issued before SFAS 125 in accounting for transfers of mortgage loans,
PCs and Multiclass Certificates that qualified as sales. Specifically, the company did not record
as retained interests the guarantee fee receivable under the guarantec contract associated with its
transferred assets as required by GAAP, except for upfront cash paid for buy-up fees. (For
information on buy-up fees see Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods.”) Instead, the cash flows received from its guarantee contracts werc
recognized into eamnings as received. Additionally, the company did not value its obligation
under the guarantee contract when measuring the gain or loss on the assct sale. Instead, expense
related to the obligation was accrued over the life of the guarantec contract as incurred.

In order to correct these errors, Freddie Mac has recognized the fair valne of its
contractual right to rcceive guarantee fees (referred to as a “guarantee asset™) as a retained
interest in the transfers of morigage loans and PCs that qualify as sales. In addition, the
company has recognized the fair value of the corresponding guarantee obligation as a reduction
of the sales proceeds. Specifically, the difference between cash received less the fair vaiue of
obligations incurred upon sale and the cost basis allocated to the PC sold was recorded as the
gain or loss at the date of sale. In order to account for these components after the date of sale,

14
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the company has elected to record the on-going change in fair value of the guarantec assct and
guarantee obligation as part of current period earnings.

During the restatement pericd, Freddie Mac has concluded that it accounted for
repurchascs of Freddie Mac mortgage-related securitics incorrectly in that (i) cash flows
associated with the guarantee contract related to sccurities held by the company were incorrectly
classified as management and guarantee income, and (ii) the company’s previous accounting did
not consider the effect of PC repurchases on the guarantee asset and guarantee obligation. To
correct these errors, the company has reclassified the management and guarantee income on
securities held by the company to net mterest income. In addition, for repurchased securities for
which a guarantee asset and guarantee obligation have been established, Freddie Mac has
extinguished the guarantee obligation and reclassified the guarantee asset, after considering any
related diminution in value attributable to the guarantee obligation, to the PC balance as
Participation Certificate Residual (“PCR”). As with the guarantee asset and guarantce
obligation, the PCR continues to be marked to fair value through earmnings.

During the restatemnent, Freddie Mac also determined that it incorrectly accounted for
buy-up fees, which represent upfront cash payments made by the company to its counterparties
in Guarantor program transactions to increase the guarantee fee rate. The company identified
that the accounting during the restatement period was incorrect because it (i) netted buy-ups and
buy-downs (buy-down fees represent cash received from counterparties to reduce the guarantee
fee rate); (ii) stopped reporting the change in fair value of buy-up fees as a component of
Accumulated Other Comprehensive Income as required under SFAS 125 for financial assets with
significant prepayment risk on April 1, 2001, the effective date of EITF 99-20, “Recognition of
Interest Income and Impairment on Purchased and Retained Beneficial Interest in Sccuritized
Financial Assets,” (“EITF 99-207), thereby avoiding recording impairments of these assets; (iii)
used an incorrect amortization method, including allocating buy-up and buy-down fee
amortization between net interest income and management and guarantee fee income; and (iv)
failed to follow an acceptable impairment valuation method.

As a result of corrections made during the restatement, buy-ups and buy-downs are
accounted for as follows: (i) buy-ups and buy-downs are accounted for separately; (ii) all buy-
ups are accounted for at fair value, with all changes thereto reflected in earnings; (i) buy-ups
that relate to PCs held by third parties are classificd as guarantee assets, while buy-ups that relate
to PCs held in portfolio are classified as PCR; (iv) cash flows received on buy-ups that relate to
PCs held by third partics are recognized in carnings as management and guarantee fees, while
cash flows received on buy-ups that relate to PCs held in portfolio arc recognized in earnings as
interest income; (v) buy-downs that relate to PCs held by third partics are amortized inlo
eamnings as management and guarantee fees; and (vi) buy-downs that relate to PCs held in
portfolio are extingnished and recognized as basis adjustments to the carrying value of purchased
PCs (where such adjustments arc amortized into carnings as interest income),

The cumulative effect of correcting the referenced errors on the company’s pre-tax
income was an increase of $302 million and an increase in pre-tax Accumulated Other
Comprehensive Income of $476 million. Additional detail regardmg the impact of correcting
thesc errors is set forth in the following table.
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iné for Transfers of Mop
% % Summary of Finane
Cumulative Effect
from Inception —
12/31/1999 2000 2001 2002 Total
Income {1zxpense) 51,452 S(A77y | $393 | $(366) $£502
Before Taxes
Accumulated Other $183 $307 | S(138) | S124 3476
Comprehensive Income
{Loss) Before Taxes

Accounting for Interest-Only Sccurities and Certain Asset Securitizations

Freddie Mac invests in interest-only (“IO”) securities, which are held in its retained
portfolio. Interest-only securities represent only the interest portion of cash flows on PCs and
other MBS (i.e., excludes principal cash flows). During the restatement period, Freddie Mac
classified 10 securities in both the available-for-sale and trading category under SFAS 115.
Although declines in market value for available-for-sale securities are typically recorded through
Accumulated Other Comprehensive Incore, decreases in IO fair value are often considered
accounting impairments and must be measured and recorded through earnings in accordance
with EITF 93-18 “Recognition of Impairment for an Investment in a Collateralized Mortgage
Obligation Instrument or in Mortgage-Backed Interest Only Certificate” (“EITF 93-18"} (prior to
March 31, 2001) and EITF 99-20 (after March 31, 2001). Freddie Mac has concluded it did not
properly calculate and record fair value impairments on its [O portfolio. For periods prior to and
ended March 31, 2001, the error was due to not measuring impairments. To correct this error,
decreases in fair value that met the EITF 93-18 definition of impairment werc recorded as a
reduction in the cost basis of the security with a corresponding loss recorded through “Gain
(losses) on investment activity.” An adjustment was also made to interest income to adjust the
amount of amortization income recognized as a result of the change in the security cost basis.

For periods after March 31, 2001, impairments were measured and recorded under EITF
99-20. However, the population of 10 securities to which EITF 99-20 was applied was not
complete or accurate due to the following four issues.

Securitizations Executed in First Quarter 2001

In two securitization transactions executed in first quarter 2001 (internally referred to as
J-8 and J-9), Freddie Mac combined IOs and other collateral into synthetic principal and interest
securities through two securitization entities. In each case, Freddic Mac held all or substantially
all of the new securities issued by the new securitization entities and inappropriately accounted
for the scenritics issucd by these entities. The transactions had the effect of reducing the losses
on the 10s that otherwisc would have resulted in a decrease in earnings upon implementation of
LITF 99-20, which became effcctive on April 1, 2001. Freddie Mac has concluded that the
entities created to effect the securitization did not qualify as qualifying special purpose entitics
under SFAS 125 and must be consolidated.  Accordingly, to correct this error, the IO collateral
together with other collateral held by the entities should have been accounted for scparatcly. The
10 collateral associated with one of these transactions was later erroneously reclassified from
available-for-sale to trading. Therefore, the correction presented below appropriately reflects an
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available-for-sale classification throughout the restatement period and includes the effect of
recognizing the changes in [air value of the securities, absent any related impairments, through
Accumulated Other Comprehensive Income as opposed to eamings.

Security Purchases in Third Quarter 2002 and Fourth Quarter 2002

In two additional transactions executed in the third and fourth guarters of 2002, Freddie
Mac purchascd 100 percent of the sccurities issued by two special purpose entitics. However,
because Freddie Mac concluded that these entities must be consolidated under the requirements
of EITF Topic D-14, “Transactions Involving Special-Purpose Entities” (“EITF Topic D-147),
the collateral held by these entities, which included 10s, should have been separately accounted
for and subject to impairment and other requirements of EITF 99-20,

REMIC Purchases in January 2002

In January 2002, Freddie Mac purchased from an unaffiliated dealer 100 percent of two
REMICs. In both cases, Freddie Mac participated in the design of the REMIC structuring.
Similar to the transaction described above, Freddie Mac erroneously accounted for the REMIC
securities rather than the underlying collateral, the result of which had the effect of reducing
income since a portion of the REMIC securities held were 10 securities and other securities held
had the impact of shifting earnings to future periods. Freddie Mac has concluded that the
accounting for these transactions should be applied to the aggregate collateral supporting the
REMICs as opposed to the securities issued by the REMIC structure. The correction to account
for the collateral primarnly involved the reversal of IO accounting originally applied to these
REMIC securities under EITF 99-20 and the recognition of income based on the attributes of the
collateral underlying the REMIC structure,

Certain 10 and PO Purchases

In addition to the specific transactions described above, Freddie Mac has concluded that
in certain circumstances during the restatement period, individual 10 and principal only (“PO™)
securities (i.e., excludes interest cash flows) purchased simultaneously should have been
combined and treated as a whole security. This correction resulted in the reversal of 10O
impairment accounting for these securities.

The cumulative effect of correcting the errors described above on Freddie Mac’s pre-tax
income was a decrease of $235 million and an increase to pre-tax Accumulated Other
Comprehensive Income of $12 miilion. Additional detail regarding the impact of correcting
these errors 15 set forth in the following table.
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tain Asset Securitizations
%:in millicns) -

Cumulative Etfect from
Inception — 12/31/1999 2000 | 2001 2002 Total |

}Ipcome (Expense) Before $(19) $(8) $(231) $23 5(235)
axes

Accumulated Other
Comprehensive Income - - 57 S5 $12
(Loss) Before Taxes

Accounting for Dollar Rolls and Similar Transactions

Dollar rolls are transfers of financial assets generally executed by Freddie Mac during
periods of short-term imbalances in the liquidity of the MBS market. These transactions
typically consist of (i) a forward sale of a TBA security to a third party for delivery in the current
month, and (ii) a concurrent forward purchase of a similar, but not identical, PC or MBS for
delivery in a future month. These transactions were also executed in reverse (i.e., forward
purchase was executed for delivery in the current month with a concurrent forward sale for
delivery in a future month). Deollar roll and other similar security transfer transactions executed
by Freddie Mac’s retained portfolio were historically accounted for as financing transactions
under SFAS 125/140. Freddie Mac has concluded that financing treatment for the majority of
these transactions was incorrect because the transactions were structured in ways that did not
mect the requirements of SFAS 125/140 to be considered financing transactions. This is because
such transactions either were inadequately collateralized or involved the delivery of a PC or
MBS in the current month that was not substantially the same as the PC or MBS delivered back
to Freddie Mac in the future month.

To correct the accounting for retained portfolio dollar rolls and other similar security
transfer transactions, the following adjustments were made:

o The eflects of financing treatment were reversed which resulted in the removal of short-term
debt and mortgage-related assets and associated interest income and expense.

o The transactions were recorded as purchases and sales, which involved the recognition of
gains and losses on sales activity and premiums and discounts on purchase activity in the
appropriate periods.

¢ The forward commitments associated with the security purchase or sale were recorded as a
derivative under SFAS 133. The effect of this correction is captured in the “Forward
Purchase and Sale Commitments™ section.

e All securities were reclassified from held-to-maturity to available-for-sale because dollar roll
transactions were executed with collateral classified as held-to-maturity under SFAS 115.
The effect of this error is included in the “Securnity Classification” section.

The cumulative effect on Freddie Mac’s pre-tax income of reversing financing
accounting and recording these transactions as salcs and purchases was a decrease of
$86 million. Additional detail regarding the impact of correcting the error described above is set
forth in the following table.
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olls and Simil)
ryaf Fi al Tmpacts

Cumulative Effect from
Inception — 12/31/1999 | 2000 2001 2002 Total

Income (Expense) Before
Taxes $(102) S{» $27 58 S(86)

Accumulated Oiher
Comprehensive Income (Loss) - - - - -
Belore Taxes

Special Purpose Entitics

In May 1998, Freddie Mac transferred credit risk fo a special purpose entity (internally
referred to as “MODERNSs”) in a reinsurance transaction. This entity issued to third parties
$243 million of credit-linked securities, which were not recorded in Freddie Mac’s financial
statements since the entity was not consolidated. Flowever, under the consolidation guidance of
EITF Topic D-14, the company has now concluded it must consolidate this entity which will
have the effect of incrcasing both assets and liabilities. Due to redemptions and pay downs of
the securities, the effect on Freddie Mac’s balance shect as of December 31, 2002 and 2001 was
to increase total assets and liabilities to $41 million and $44 millien, respectively.

Cash Collateral on Derivative Contracts

In the ordinary course of business, Freddie Mac enters into interest-rate swap transactions
with highly rated counterparties. Under the swap and security agreements that govern such
transactions, most of the counterparties are required to post collateral, This collateral 1s often
posted in the form of cash. Under SFAS 125/140, cash collateral must be recorded as an asset on
the company’s balance sheet with an offsetting liability to return that collateral. For the years
1999, 2000, and 2001, and through June 30, 2002, the company erroneously understated its
balance sheets for cash collateral provided by its derivative counterparties. As part of the
restatement, the company has corrected its quarterly balance sheets for the respective periods
through increases in cash and cash equivalents and other liabilities ranging from $0.9 billion to
$3.3 billion.

Valuation of Financial Instruments

Freddie Mac estimates the fair value of its derivatives and securities for risk management
purposes as well as financial accounting and reporting purposes. Under GAAP, fair value is
defined as the amount at which an asset (liability) could be bought and sold between willing
parties, that is, other than in a forced or liquidation sale. GAAP specifies that quoted market
prices in active markets are the best evidence of fair vaiue. If a quoted market price is not
available, the estimate of fair value should be based on the best information available in the
circumstances and should incorporate assumptions that market participants would use in their
cstimates of values. The usc of different pricing models and assumptions could produce
materially diflerent estimates of [air value. {See Appendix 1], “Fair Value and Interest-Ratc
Risk Measures.”)
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Option-Based Derivatives

In 2001 and 2002, Freddic Mac designated the entire fair value of its option-based
derivatives portfolio as hedges under SFAS 133, See “Embedded Options Hedging Strategy™
above for a description and quantification of the hedge accounling corrections related to gption-
based derivatives during 2001 and 2002,

To estimate fair values for option-based derivatives, Freddie Mac used option-pricing
models incorporating volatility assumptions. Freddie Mac’s implementation of the models failed
to incorporate all relevant pricing information available in the market as required under GAAP.
First, the fair value of option-based derivatives was misstated at December 31, 2000 because
Freddie Mac inappropriately applied constant volatility assumptions as of an earlier date (e.g.,
November 20, 2000) instead of available contemporancous market-implied volatilities in the
option-pricing model. This had the effect of understating the original fair value of the option-
based derivatives by approximately $550 million, which was recorded on January 1, 2001 as part
of adopting SFAS 133 in the previously reported financial statements. Second, the fair values of
option-based derivatives were misstated during 2001 and 2002 because Freddie Mac failed to
incorporate market information about changes in volatilities for out-of-the-money swaptions.
The volatility estimates historically used were generally designed to be consistent in
methodology with the models used to value the hedged prepayment option in mortgage-related
securities.

Correction of these errors resulted in a cumulative net increase to pre-tax income of
$361 million. The restated fair values include market-implied volatility inputs to the extent these
were available, Additional detail regarding the impact of correcting these errors s set forth in
the following table.

Cumulative Etfect from
Inception - 12/31/199¢% 2000 2001 2002 Total

[ncome {Expense) Before Taxes - S626 §(225) $(40) $361

Accumulated Other
Comprehensive Income (Loss) - - - - -
Betore Taxes

Securities

Under SFAS 115, securities are required to be classified as held-to-maturity, available-
for-sale, or trading primarily based on the company’s intent. Held-to-maturity securities are
reported at amortized cost, available-for-sale securitics arc marked to fair value through
stockholders” equity, and trading securities arc marked to fair value through earnings. As
discussed in “Securily Classification” above, all of Freddie Mac’s securities are recorded at fair
value as a result of the restatement.
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Ag part of the restatement, Freddie Mac 1dentified numerous errors in estimating the fair
value of its investments in securitics. In certain instances, the company used models that failed
to consider all relevant facts including available market data. For example, the method used to
value certain manufactured housing bonds failed to acknowledge significant market price
deterioration in 2002, resulting in an overstatement of fair value which has been recognized as an
impairment. Also, the method used to value mortgage revenue bonds where prices werc not
readily available utilized price movements on proxy securities. However, because these proxy
securities had different call provisions and other contractual terms, their use in the fair value
estimation for Freddie Mac’s mortgage revenuc bonds led to an overstaternent of fair value
during the restatement period.

In other cases, process errors involving erroneous inputs into otherwise reasonable
models resulted in misstatements of fair value. The fair values of certain mortgage passthrough
securities were misstated due to model input errors, including the use of inaccurate price spreads
for seasoned securities. In addition, the fair values of other securities were misstated due to
process errors, including the use of incorrect interest calculations as well as the use of outdated
prices or constant trade prices instead of period-end fair values.

Finally, the company made errors in valuing certain investments in Treasury securities.
Instead of using observable market prices, Freddie Mac estimated the value of these invesiments
using models. These errors resulted in the overstatcment of fair value.

Correction of these errors resulted in increases or decreases to investments in securities,
with offsetting impacts to Accumulated Other Comprehensive Income for available-for-sale
securities and to current period earnings for trading securities. The table below reflects the
results of the valuation error corrections after correction of the security classification errors (as
discussed in “Sccurity Classification” above).

The corrections resulted in a cumulative net decrease to pre-tax income of $147 million
and a decrease to pre-tax Accumulated Other Comprehensive Income of $268 million.
Additional detail regarding the impact of correcting these errors is set forth in the following
table.

Cumulative Effect from 2000 2001 2002 Total
Inception - 12/31/1999

Income (Expense) Belore
Taxes - - $(100) S5a7n 5(147)
Accuwmulated Other
Comprchensive Income
{Loss) Before Taxes

- $105) | $48 | S(11) S(268)
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All Other Accounting Corrections
Income Classitication of Spot-Forward Difference on Certain Trading Securities

In conjunction with its PC market making and support activitics, Freddie Mac often funds
long-term mortgage securities in its trading portfolio with short-term debt. This creates an
assct/liability funding mismatch, which is generally hedged by entering into forward sales of
mortgage-related securities. Since the settlement of thesc forward sale trades takes place weeks
or months in the future, the sales price (“forward” price) is discounted from the current value
(“‘spot” price) of the security. This discount (spot-forward difference) is generally equal to the
net interest income earned over the commitment period based on the difference between the
security coupon and current short-term rates.

Because the spot-forward difference between the trading security and forward sale
commitment resulted i a 1oss being recorded to other income while the recognition of interest
income on the held position resulted in an offsetting increase in net interest income, Freddie Mac
historically reclassified the implied effect of the spot-forward difference on trading securities
from other income 10 net interest income. In the restaternent period, the company has concluded
that this reclassification was an error. Although this error had no effect on net income, the
reclassification adjustments to net interest income and other income are detailed below.

d Differeice on Certain Trading S
al Impacts.£$:in millions)

Cumulative Effect from

Inception - 12/31/1999 2000 2001 2002 Total
Net Interest Income
(Expense) Before Taxes $251 f103 $431 5938 $1,723
Other Income {(Expense}
Beforc Taxcs 5(251) S(103) | 5(431) | 5(938) $(1,723)

Income {Expense)
Before Taxes - - - - -

Accumulated Other
Comprehensive Income - - - - -
{Loss) Before Taxcs

Mortgage Loan Accounting Based on Lower of Cost or Market (“LOCOM™)

Through its Cash Window Program, Freddie Mac purchases mortgage loans under
purchase commitments entered into with lenders that are classified as “held-for-sale” until sold
to third parties or transferred to Freddie Mac’s retained portfolio in the form of mortgages or
mortgage-related securities, SFAS 65, “Accounting for Certain Mortgage Banking Activities”
(“SFAS 65) requires mortgage loans classified as held-for-sale to be reported at the lower of
cost or fair value, with losses reported through earnings. In measuring the write-down to fair
value, the fair value change of open mortgage loan purchase commitments and all outstanding
forward sale commitments nceds to be considered.  Freddie Mac failed to perform a LOCOM
test as required by SFAS 65. The cumulative effect of correcting this error was a decrease to
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pre-tax income of $180 million and a cumulative decreasc to pre-tax Accumulated Other
Comprehensive Income of $28 million.

Additional detail regarding the impact of correcting these errors is set forth in the
following table.

ved on Lower of Cost or M.
nanciallinpacts ($ in millioris

Cumulative Effect
from Inception —
12/31/1999 2000 2001 2002 Total

Income {Expense) Beflore -
Taxes S(72) $(15) | s(10n) $8 S(180)
Accumulated Other
Comprehensive Tncome - - $25 $(53) 5(28)
(Loss) Before Taxcs

Asset Amortization

In accordance with SFAS 91, “Accounting for Nonrefundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases™ (“SFAS 91”), premiums,
discounts and other deferred adjustments associated with mortgage loans and securities for which
the company will recover substantially all of its aggregate recorded investment upon prepayment
arc generally amortized into net interest income over the estimated lives of the mortgage loans
and securities using the cffective interest method (see Appendix IV, “Summary of Significant
Accounting Policies for Restated Periods” for further details). Additionally, certain iterns related
to the securitization process arc deferred and amortized into income using the effective interest
method (e.g., prepaid guarantee fees such as buy-downs). During the restatement, Freddie Mac
corrected the income recognition related to these components primarily in the four areas outlined
below.

Secondary Impacts Resulting From Corrections in the Cost Bagis of Certain Securities—
Several accounting corrections described in this appendix had the effect of changing the cost
basis of certain securities, The most significant effect was driven by intracompany transactions
(see “Forward Purchase and Sales Commtments” for further detail). As a result of these
carrections, the original deferred premiums and discounts to be amortized were corrected which
resulted in a cumulative increase to pre-tax income of $217 million. The other income statement
gffects resulting from intracompany transactions are included in the section entitled “Forward
Purchase and Sale Commitments” above.

Amortization Rescrve—As permitted under SFAS 91, Freddie Mac uses actual
prepayment experience as well as estimates of expected future prepayments to determine the
constant yield needed to apply the effective yield method. As required by SFAS 91, when
estimates change, the net investment in the security should be adjusted to the amount that would
have existed had the new effective yield been applied since the acquisition of the security. The
security’s cost basis should be adjusted to the ncw balance with a corresponding charge to net

23



104

interest income for that reporting period. Historically, when estimated prepayments changed,
Freddie Mac properly recorded the cumulative adjustment to the cost basis of the security, but
the oflsetting entry was inappropriately deferred on the balance sheet 1n a reserve account
(referred to internally as the “Amortization Reserve™) as opposed to being correctly rccorded in
earnings, which was a known departure from GAAP but which was not decmed to be material at
the time, and which was made with a view toward its effect on carnings. The cumulative effect
on pre-tax income of correcting this error was an increasc of $11 million. The annnal effects on
pre-tax income for 2000, 2001 and 2002 were decreases of $74 miilion, $109 million and $22
million, respectively.

First Quarter 2002 Adjustiment—The company also identified that amortization results
recorded in first quarter 2002 were derived from prepayment expectations that inappropriately
incorporated interest-rate projections that were not supportable. As a resulf, interest income was
understated by $132 million in first quarter 2002. In second quarter 2002, the company utilized
supportable interest-rate projections, which effectively reversed the impact of the $132 million
related to first quarter 2002. This had the effect of overstating interest income for second quarter
2002, but had no curulative effect. As part of the restatement, the company has utilized
appropriate interest-rate projections, thereby correcting amortization results for both first quarter
2002 and second quarter 2002.

Other Corrections—As part of the restatement, the company dentified and corrected
certain other data and process errors, including correcting security level assumptions used to
project expected cash flows, which changed the timing of premium and discount amortization as
well as deferred fee recognition. Additionally, certain deferred fees were amortized using a
straight-line methodology as opposed to an effective yield process as required by SFAS 91. The
cumulative effect on pre-tax income of correcting these items was an increase of $159 million.

The cumulative effect of correcting these errors was an increase of $492 million in pre-
tax income and a decrease to pre-tax Accumulated Other Comprehensive Income of $56 million.
Additional detail regarding the impact of correcting these errors is set forth in the following
table.

Amortizition’
EMIAEY wiat lmpacts (§ in millions)

Cu"m“lilat.'ivc Effect from
Inception - 12/31/1999 | 2000 | 2001 1 2002 Total

Tncome {Expense} Before $177 $(54y S187 S182 $492
Taxcs

Accumulated Other
Comprehensive Income - - £15 571} $(56)
{Loss) Before Taxes

Loan Loss Reserves and Credit-Related Accounting
Historically, Freddie Mac has maintained a “Rescrve for losses on mortgages held for
investment™ to provide for credit losses on mortgages and PCs held in its retained porifolio and a

“Reserve for losses on Participation Certificates™ to provide for credit losses on mortgages
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underlying all PCs either held by third parties or held by the company. The “Reserve for Losses
on Mortgages Held for Investment” and the “Reserve for Losses on Participation Certificates”
are collectively referred to as “Loan L.oss Reserves.”

Beginning in the second quarter of 2002 and continuing as part of the restatement process
in 2003, Freddic Mac completed a detailed review of its loan loss reserve and credit loss
accounting policies, methods and processes. As a result of this work, Freddie Mac has corrected
both the population of loans and mortgage-related securities against which Loan Loss Reserves
are held as well as the level of Loan Loss Reserves needed for the defined population of
mortgage assets. The population of loans against which Loan Loss Reserves are held was
corrected in accordance with SFAS 115, SFAS 125/140 and other GAAP guidance due to the
nature of Freddie Mac’s mortgage guarantee and investment portfolio management activities.
The level of Loan Loss Reserves held for the re-defined population was corrected to adjust for
errors in the application of SFAS 5 and SFAS 114, as well as the errors in the calculation or
aggregation of divisional Loan Loss Reserve estimates. More specifically, the three primary
areas that drove these corrections are outlined below:

Reduction of SFAS 5 Loan Population due to the application of SFAS 125/140 and other
GAAP guidance—As discussed in “Accounting for Transfers of PCs and Multiclass Certificates”
above, Freddie Mac is now recognizing a guarantee obligation at fair value on the date of sale for
certain transactions involving the company’s PCs. Therefore, it 1s no longer necessary to hold
Loan Loss Reserves against these PCs given that the guarantee obligation includes an estimate of
all expected future credit losses. As a result, during the restatement period, the company has
removed the Loan Loss Reserves estimated and held for all PCs for which there is a PCR or
guarantee obligation recorded and outstanding.

Reduction of SFAS 5 Loan Population due to the application of SFAS 115-——As
described above, Freddie Mac historically established Loan Loss Reserves for the credit loss
incurred on loans securing PCs held by the company. In connection with the correction of the
accounting for credit guarantees more broadly as it relates to SFAS 125/140 (see “Accounting
for Transfers of PCs and Multiclass Certificates” above)} and other GAAP guidance, the company
concluded that the establishment of Loan Loss Reserves for the credit risk in these securities
would not be acceptable under SFAS 115. Therefore, the porlion of the Loan Loss Reserve
balances related to PCs held by the company was removed. Furthermore, as required by SFAS
115, any impairment in the security values determined to be other-than-temporary should be
recorded as a reduction in the security’s basis with a corresponding charge to earnings. During
the restatement, the company concluded that no impairments under SFAS 115 needed to be
recorded.

Errors in Estimating Loan Loss Reserves—As mentioned above, during second and third
guarters 2002, the company performed a detailed review of its Loan Loss Reserve policies,
methodologies and processes. Based on this review, Freddie Mac concluded its Loan Loss
Reserves were inappropriately maintained in excess of the amounts permitted by GAAP in the
amount of $246 million. The company determined at the time that the overstatement of Loan
Loss Reserves related primarily to periods prior to 1999. Initially, the company recorded the
reduction in Loan Loss Reserves as an aggregate adjustment to current period earnings in the
third quarter of 2002, rather than allocating the adjustments among the relevant prior periods in
which they arosc and restating the financial statements for those periods. However, as part of the
restatement, the company reversed the one-time $246 million adjustment recorded to third
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quarter 2002 earnings and restated prior period resuits to reflect this adjustment in the correct
periods, resulting in no impact to income on a cumulative basis.

As part of the restatement process, Freddie Mac identified and corrected additional
accounting errors related to Loan Loss Reserves and credit accounting, including errors in
estimating losses on restructured mortgages.

The cumulative effect of correcting these errors was an increase in pre-tax income of
$158 million. Additional detail regarding the impact of correcting these errors is sct forth in the
following table,

ves and Credit-Related Accounting
f Financial Impacts ($ in millions)

Cumulative Effect from

Inception - 12/31/199% 2000 2001 2002 Total

[ncome {Expensc) Before
Taxes 5554 53 10 S(409) S138

Accumulated Other - - - - -
Comprchensive Income
{Loss) Before Taxes

Reserve Adjustments, Other Contributions and Accruals

As part of the restatement, the company has made pre-tax corrections for adjustments
related to civil lawsuits (excludmg potential litigation risk due to this restatement proccss), other
contingencies as well as other discretionary contributions and asset impairments. Certain of
these adjustments were not considered to be material at the time and were made with a view to
their cffect on earnings. Based upon the review of contemporansous documentation in place and
other relevant factors, Freddie Mac has now concluded that these adjustments were in error.

The cumulative effect of correcting these errors was a decrease to pre-tax income of

$55 million. Additional detail regarding the impact of correcting these errors is set forth in the
following table.
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Cumulative Effect

from Inception —
12/31/1999 2000 | 2001 | 2002 Total

Income (Expense) Before

Toges O $71 S(12) | $38) | S(76) $(55)

Accumulated Other
Comprehensive Income - - - - -
(Loss) Before Taxes

M Amounts exclude reclassifications from interest expense to income tax expense of 371 million for the cumulative
effect through 1999, and $14 million, $37 million and 3(30} million for the vears ended December 31, 2000, 2001,
and 2002, respectively, resulting in a net cumulative reclassification of 392 million.

Misccllaneous

In addition to the adjustments individually described above in “All Other Accounting
Corrections,” Freddic Mac has identified other accounting policies and practices that required
correction. Thesc corrections touch on many aspects of Freddie Mac’s financial statements and
have been reflected in the company’s restated results. The cumulative effect of correcting all of
these errors was a decrease to pre-tax income of $124 million and a decrease to pre-tax
Accumulated Other Comprehensive Income of $2 million. Additional detail regarding the
impact of cotrecting these errors is set forth in the following table.

Miscellaneous”
of Finaucial Impacts (§

Cumulative Effect
from Inception —
12/31/1999 2000 | 2001 | 2002 Total

Tncon‘"ne (Expense) Belore $(104) $53 827 | $46) $(124)
Taxes
Accumulated Other
Comprehensive Income S(7) %6 528 $(29) S(2)
{Loss) Before Taxes

Other Accounting Changes

Accounting for Certain Premiums and Discounts

Premiums and discounts related to mortgage-related assets arise when such investments
are acquired at prices above or below the outstanding contractual principal value of the assets.
These amounts are amortized into interest income over the estimated weighted average lives of
the underlying mortgages using the cffective interest method as prescribed by SFAS 91. In
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fourth quarter 2002, the company improved its estimate of the expected weighted average lives
of mortgage-related assets in its retained portfolio. This change in estimate included
cnhancements to the prepayment mode!l used in the determination of weighted average lives and
lo other formulas used to calculate interest income under the effective interest method. In
addition, Freddie Mac refined its method for collecting the mortgage asset data that are inputs to
its amortization medel for premiums and discounts.

Thesc enhancenients resulted in the recognition of an additional $3035 million in income before
taxcs in fourth quarter 2002 and a decrease in pre-tax Accumulated Other Comprehensive
Income of $333 million and were recorded as a change in estimate in accordance with
Accounting Principles Board (“APB”) Opinion No. 20, “Accounting Changes” (“APB 20”). The
adjustment to Accumulated Other Comprehensive Income is necessary because a substantial
portion of the $305 million increase to income was related to the amortization of basis
adjusiments associated with mortgage-related securities classified as available-for-sale. More
specifically, a substantial portion of this income adjustment resulted in an increase in the
carrying basis of available-for-sale securities, resulting in a corresponding decrease in unrealized
gains reported through Accumulated Other Comprehensive Income.

Stock-Based Compensation

Prior to 2002, Freddie Mac accounted for its stock-based compensation plans under the
recognition and measurement provisions of APB 25, “Accounting for Stock Issued to
Employees” (“APB 257), and related interpretations. For oplion awards, no stock-based
compensation cost was reflected in previously reported results because all options granted under
those plans had an exercise price equal to the market value of the underlying common stock on
the date of the grant. In second quarter of 2002, Freddic Mac elected to prospectively adopt the
fair value method of accounting for its stock awards granted, modified or scttled on or after
January 1, 2002 under the guidance of SFAS 123, “Accounting for Stock-Based Compensation”
(“SFAS 123”). Freddie Mac adopted SFAS 123 for all of its stock-based compensation awards,
including stock options, its employee stock purchase plan (“ESPP™), restricted stock and
restricted stock units (“RSUS™). After the issuance of SFAS 148, *Accounting for Stock-Based
Compensation Transition and Disclosure” (“SFAS 148”), in December 2002, Freddie Mac
selected the retroactive restatement transition method described in SFAS 148, which amended
SFAS 123 to permit a retroactive restaternent of prior years’ financial statements for stock
awards granted on or after January 1, 1995.

As aresult, Freddic Mac has restated all prior periods presented to reflect the incremental
impact of adopting SFAS 123 for awards granted, modified or settled on or after January 1, 1995
on compensation expense, additional paid-in capital and the opening balance of retained
earnings. Freddie Mac will continue to apply APB 25 to stock awards granted prior to January 1,
1995, In accordance with SFAS 123, Freddie Mac measures the fair value of a stock-based
compensation award at the grant date and recognizes this amount as compensalion expense over
the vesting period on a straight-line basis.

Retroactive recognition of fair-value based stock compensation expense under SFAS
123/148 for grants between January t, 1995 and December 31, 2001 resulted in a cumulative
reduction to income belore taxes through December 2002 of $137 million. This incremental
expense from retlroactively adopting SFAS 123 relates to stock options and the ESPP. Adoption

28



109

of SFAS 123 resulted in no incremental expense related to restricted stock and RSU awards,
which are elTectively measured at fair value under both APB 25 and SFAS 123,

Tax -Related Adjustments

In addition to the accounting corrections and other accounting changes, the company’s
restated results also include tax-related adjustments. These adjustments were driven by the
following factors as outlined below:

Tax Adjustments

Tax adjustment duc to accounting corrections and other accounting changes — As a result

of the restatement, the cumulative effect on pre-tax income is an increase of $7.6 billion. In light
of this increase in income, the company’s cumulative income tax expense is higher by
approximately $2.6 billion based on the company’s statutory federal income tax rate of 35
percent. The $2.6 billion tax impact relates almost entirely to an increase in deferred taxes
payable, while approximately $15 million represents an increase in current taxes payable.

Tax adjustment due to tax corrections - Similar to the adjustments discussed as part of
the “Reserve Adjustments, Other Contributions and Accruals,” the company made adjustments
for the level of tax reserves that were not considered material at the time and were made with a
view to their effect on earnings. Based upon review of contemporaneous documentation in place
and other relevant factors, Freddie Mac has now concluded that these adjustments were in error.
As a result of the restatement, the company has corrected certain accruals for tax contingencies,
which had an impact of reducing tax expense by $16 million. The company also made additional
tax-related corrections, which had an impact of increasing tax expense by $31 million.

Tax Adjustments due to Subsequent Events

Tax adjustment duc to recent U.S. Tax Court Rulings — As discussed in the Recent
Events and Contingencies section in Appendix [, on September 4, 2003 and September 29, 2003,
the U.S. Tax Court (“Court”) ruled favorably for Freddie Mac on two preliminary motions
involving questions of law in the case. Based upon these rulings and the company’s asscssment
of its reduced tax exposure, the company has recorded a reduction to its tax reserves of
$155 million in the fourth quarter of 2002; this reserve reduction decreased the company’s
income tax expense by S155 million.

Additional detail regarding the impact of all fax-related adjustments is set forth in the
following table.
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Cumulative Effect

from Inception —
12/31/1999 2000 | 2001 | 2002 Total

Income Tax Expensc V $364 $491 | $(501) | 82,124 $2,478

Accumulated Other
Comprehensive Income - - - - -
{Loss) Before Taxes

™ in order to reconcile the total income tax expense of $2.478 billion depicted above 1o the income tax expense
impact of $2.591 billion on page 2 of this appendix, §113 million of additional income tax expense must be added
wihich is primarily attributable to a reclassification from interest expense to income tax expense.
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Appendix III—Fair Value and Interest-Rate Risk
Measures

This appendix discusses Freddie Mac’s (i} fair value measure, known as Fair
Value Balance Sheet (“FVBS”) and (ii) primary interest-rate risk sensitivity measures,
known as portfolio market value sensitivity (“PMVS™} and duration gap.

Freddie Mac’s FVBS as of December 31, 2002 and 2001, as presented in Table 8
of the accompanying November 21, 2003 press release, provides estimates of the fair
value of the company’s recorded assets and liabilities and off-balance-sheet financial
instruments. The FVBS presents the excess of “Total assets™ over “Liabilities and
minority interests” as “Net assets attributable to stockholders” (referred to in this
Appendix as “FVBS net assets™). FVBS net assets increased by $4.6 billion during 2002,
from $18.3 billion at December 31, 2001 to $22.9 billion at December 31, 2002. The fair
value of nect assets attributable to common stockholders (representing the FVBS net
asscts, less the fair value of net assets attributable to preferred stockholders) increased by
an estimated $4.5 billion during 2002, from $13.8 billion at December 31, 2001 to $18.3
billion at December 31, 2002.

The following information about the FVBS is provided in this appendix:

e A description of the primary market risks that affect the fair value of Freddie Mac’s
FVBS net assets, and the company’s market risk management activities,

¢ An overview of the FVBS, including a description of key components of changes in
FVBS net assets,

¢ A discussion of the key components of the change in Freddie Mac’s FVBS net assets
from December 31, 2001 to December 31, 2002,

e A description of the methodology and assumptions used to determine the reported fair
value for each FVBS caption, and

e A discussion of the impact of the restaterment on FVBS net assets at December 31,
2001, including a description of errors requiring a restatement of 2001 FVBS net
assets.

Freddic Mac’s interest-rate risk sensitivity disclosures provide estimates of the
company’s exposure to significant changes in the interest-rate environment. PMVS
estimates the percentage of Freddie Mac’s fair value of net assets attributable to comrmon
stockholders at risk from an immediate adverse change in interest rates. Freddie Mac’s
duration gap estimates the interest-rate sensitivity of Freddie Mac’s assets and liabilities
(including denvative mstruments (“derivatives”) and off-balance-sheet financial
instruments) and expresses the results in months. The following information aboul the
company’s interest-rate risk measures is provided in this appendix:

s A description of PMVS and duration gap disclosures that Freddie Mac publishes on a
monthly basis in its Monthly Velume Summary, and
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e Restated interest-rate risk sensitivity estimatcs for the months of December 2002 and
December 2001, including a description of the crrors that required a restatement of
the data for these periods.

Market Risk Management Activities

Freddie Mac actively manages interest rate risk, which is the risk that changes in
the level of interest rates or changes in the shape of vield curves could adversely affect
the FVBS net assets and future eamings of Freddie Mac. Freddie Mac’s interest-rate risk
exposure resuits primarily from uncertainty as to the amount and timing of mortgage

prepayments.

¢ Duration and convexity risk — The magnitude of Freddie Mac’s interest rate risk is
affected by the duration and convexity of Freddie Mac’s portfolio. (Duration is a
measure of a financial instrument’s price sensitivity to changes in interest rates.
Convexity is a measure of how much duration itself changes as interest rates move.)
Freddie Mac actively manages duration and convexity risk through asset selection
(i.e., by identifying securities with attractive prepayment and other characteristics)
and by maintaining a consistently high percentage of callable debt and option-based
derivatives relative to Freddie Mac’s fixed-rate mortgage assets.

Freddie Mac does not, however, hedge all prepayment option risk at the time a
mortgage 1s purchased or over its life. For the portion of risk not hedged at the time
of purchase, Freddie Mac undertakes frequent rebalancing actions in order to keep
Freddie Mac’s interest-rate risk exposure within management limits. Although these
risks are maintained at relatively low levels, fair value gains or losses occur when
Freddie Mac’s duration gap is positive or negative and is accompanied by a change in
the level of interest rates or the shape of the yield curve,

Freddie Mac manages duration and convexity risk within risk limits monitored on
a daily basis. These limits are subject to threshold triggers for reporting to senior
management and thc Board of Dircetors. Risk levels are estimated and reported through
the company’s PMVS and duration gap measures. Freddie Mac may also take actions to
manage other market risks (subject to the established duration and convexity limits
described above) that are not captured within the company’s PMVS and duration gap
estimation process, specifically:

¢ Volatility risk — This is the risk that the expectation of higher volatility in interest
rates will cause mortgage assets to decline in fair value. Higher expected volatility
increases the likelihood that interest rates will decline to levels that make mortgage
refinancing attractive to homeowners, thereby making their prepayment option more
valuable and making Freddie Mac’s mortgage assets subject 1o their prepayment
option less valuable. Freddie Mac manages volatility risk through asset selection and
by maintaining a consistently high percentage of option-embedded liabilities (i.¢.,
callable debt) and option-based derivatives relative to Freddie Mac’s fixed-rate
mortgage assets.
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e Basis risk — Thus is the risk that interest rates in different markets will not move in a
precisely equivalent manner. This risk ariscs principally from funding mortgage
investments with non-mortgage liabilitics, such as Freddie Mac debt. The basis risk
arising from funding retained portfolio investments with debt, which Freddie Mac
does not actively manage, is discussed separately in the section below on “Mortgage-
to-debt OAS.” Management also incurs basis risk when it uses London Inter-Bank
Offered Rate (“LIBOR”) or Treasury-based instruments in Freddie Mac’s funding or
risk management activities. Freddie Mac monitors the fair value fluctuations
associated with these basis risk exposures and manages these exposures by adjusting
Freddie Mac’s mix of LIBOR and Treasury-based instruments and company debt in
response to changes in the expected interest rate relationships in these different
markets.

¢ Prepayment model risk — This is the risk that actual mortgage prepayment behavior
will differ from the prepayment behaviors management forecasts using Freddie Mac’s
proprictary internal models. These models are used to determine the estimated
duration of mortgage assets for PMVS and duration gap measures. To mitigate
prepayment model risk, Freddie Mac performs extensive monthly error tracking and
sensitivity analysis to facilitate informed asset selection and risk management
decisions. However, year-to-year returns can be affected by variances between
prepayments forecasted by the models and actual prepayments, or the integrity of data
used in the models and risk management systems.

Freddie Mac’s fair value results are also affected by market risks that the
company does not actively manage. These risks principally include (i) mortgage-to-debt
option-adjusted spread (“OAS”) risk and (ii} the effects of market risks on the fair value
of the company’s guarantce portfolio. Although year-to-year changes in these factors
may affect fair value significantly in a given period, management believes such
fluctuations will not have a significant impact on Freddie Mac’s long-term fair value
creation.

¢ Mortgage-to-debt OAS — Funding mortgages with debt exposes the fair value of the
retained portfolio to OAS risk. The market price of a mortgage-related security or
debt issued by the company implies an OAS, or an incremental spread considering all
embedded options, over the LIBOR yield of comparable maturity. Any change in the
relationship between the OAS on a previously acquired mortgage and the OAS on
previously issued debt will lead to a change in the fair value of existing FVBS nect
assets.

Freddie Mac considers mortgage-to-debt OAS in its asset purchase activities through
established thresholds for expected return on equity (“ROE™) for new asset purchases.
Once mortgage assets have been purchased for the retained portfolio, Freddie Mac
generally holds a substantial portion of these assets for the long-term, with an
objective of realizing the expecied initial ROE on the existing portfolio over this
timeframe. Therefore, management does not take actions attempting to manage or
hedge period-to-period fluctuations in the fair value of the existing rctained portlolio
resulting [rom changes 1n mortgage-to-debt OAS. Management docs not believe such
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fluctuations will significantly affect the long-tcrm return on Freddic Mac’s existing
retained portfolio.

¢ Guarantee business — The fair value of the existing guarantee portfolio fluctuates
with changes in interest rates and credit expectations. Beginning in 2002, Freddie
Mac hedged changes in the fair value of ils existing guarantee portfolio attributable to
the interest rate exposure related o net buy-ups (net upfront payments made by
Freddie Mac which increase the guarantee fee that Freddie Mac will receive in
connection with its PC guarantee) and expected gains/losses due to net interest from
security program cycles. See “PMVS and Duration Gap” in this appendix for further
details. While year-to-year changes in the fair value of the guarantee portfolio may
have a significant impact on annual fair value results, management believes that
changes in the fair value of Freddie Mac’s existing guarantee portfolio are not a good
indication of long-term fair value expectations because such changes do not reflect
the strong probability that replacement business will largely replenish guarantee fee
income lost because of prepayments over time,

Fair Value Balance Sheets

Overview

The FVBS includes all items recorded in the consolidated balance sheets prepared
in accordance with Generally Accepted Accounting Principles (“GAAP™), as well as all
off-balancc-sheet financial instruments that are not recorded in the GAAP consolidated
balance sheets. These off-balance-sheet items consist predeminantly of the unrecognized
portion of guarantee contracts associated with mortgage participation certificates (“PCs™)
created under Freddie Mac’s guarantor program, as well as commitments to purchase
multifamily and single-family whole loans that will be classificd as held-for-investment
in the GAAP financial statements, and insurance contracts on manufactured housing
investments. Refer to Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods,” for more information about the company’s GAAP accounting policies.

The valuation of financial instruments on the FVBS is in accordance with GAAP
fair value guidelines prescribed by Statement of Financial Accounting Standards
(“SFAS”) 107, “Disclosures about Fair Value of Financial Instruments” (“SFAS 1077).
The fair value of a financial instrument is defined in SFAS 107 as “. ., the amount at
which the instrument could be exchanged in a current transaction between willing parties,
other than in a forced or liquidation sale.” The assumptions used to determine or estimate
fair values reflect management’s best judgment regarding appropriate valuation methods.

Under SFAS 107 and other GAAP guidancc, thc method used to determine fair
value for each type of financial instrument depends on the availability of relevant market
data. For financial instruments with active markets and readily available market prices,
management determines fair value based on price quotations obtained from third-party
pricing services and broker-dealers or transaction data, where available. For financial
instruments where such prices are not available, management determines fair values
using appropriate valuation techniques, including estimates of the present value of
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expected future cash flows using a discount ratc commensurate with the rigks involved
and internal valuation models that incorporate relevant market data inputs obtained from
third-party pricing services and broker-dcalers. The use of dilferent pricing models and
assumptions could produce matcrially different estimates of fair value, Management uses
the same valnation techniques for preparing the FVBS as it does for those elements of
Freddie Mac’s GAAP consolidated financial statements which are recorded at fair value,
such as derivatives and securities as well as guarantee contracts for a portion of the PC
portfolio. See Appendix IV, “Summary of Significant Accounting Policics for Restated
Periods,” for more information concemning how Freddie Mac determinces fair values for
its GAAP consolidated balance sheets. See also “Valuation Methods and Assumptions,”
below, for more information on Freddie Mac’s fair value estimates and the valuation
methods and assumptions the company uses to prepare the FVBS.

The FVBS does not capture all elements of value that arc implicit in Freddie
Mac’s operations as a going concern since the FVBS only captures the values of the
current investment and securitization portfolios. For example, the FVBS does not capture
the value of new investment and securitization business that would likely replace
prepayments as they occur. In addition, the FVBS also does not capture the value
associated with futurc growth opportunities in Freddie Mac’s investment and
securitization portfolios. Thus, the fair value of net assets presented in the FVBS does
not represent an estimate of the net realizable, liquidation or market value of Freddie Mac
as a whole.

Freddie Mac reports assets and liabilities that are not financial instruments (such
as Freddie Mac’s property, plant and equipment and deferred taxes), as well as certain
financial instruments that are not covered by the SFAS 107 disclosure requirements (such
as pension liabilities) at their GAAP carrying amounts in the FVBS. Management
believes these items do not have a significant impact on Freddie Mac’s overall financial
prospects or fair value results.

Key Components of Changes in FVBS Net Assets

Changes in the FVBS net assets from period to period result from returns
(mmeasured on a fair value basis) and capital transactions. The key components of returns
on FVBS net assets are as follows:

¢ Core spread income: Management defines core spread income as returns generated
from the option-adjusted spread between interest-bearing assets and liabilitics in the
retained portfolio. Management estimates core spread income for a given period to
include estimated future costs related to the funding and hedging activitics that are
likely to be required to achieve Freddie Mac’s risk management objectives for the
retained portfolio.

» Fee-based income: This includes the guarantee income from - Freddie Mac’s single-
family and multifamily securitization businesses, adjusted to account for estimated
default costs, remittance cycle costs and general and administrative costs. Fee-based
income also includes delivery fees on some mortgage purchases, fees collected

LA
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through Freddie Mac’s automated underwriting scrvice, fee income associated with
resecuritization activities and unrealized gains (losses) related to securiiies classified
as trading associated with Freddic Mac’s PC market making and support activities,

s Return on market risk positions: As Freddie Mac’s PMVS and duration gap
measures indicate, Freddie Mac has maintained low interest-rate risk positions
through volatile interest-rate environments, These and other risk positions discussed
above (e.g., basis risk, volatility risk, etc.) nonetheless produce year-to-year fair value
gains or losses that are reflected in FVBS net assets. Freddie Mac monitors the mark-
to-fair value retarns associated with duration and convexity risk and reflects those
risks in its PMVS and duration gap risk estimates.

+ Changes in mortgage-to-debt QAS: As discussed previously, any change in the
relationship between the option-adjusted yield on a previously acquired mortgage and
the option-adjusted yield on previously issued debt will lead to a change in the fair
value of existing FVBS net assets. An increase in the mortgage-to-debt QOAS will
result in a decrease in the fair value of Freddie Mac’s existing FVBS net assets.
Conversely, a decline in mortgage-to-debt OAS will result in an increase in the fair
value of existing FVBS net assets.

Given the size of Freddie Mac’s retained mortgage portfolio, year-to-year changes in
mortgage-to-debt OAS could have a significant impact on annual fair value results.
However, because Freddie Mac generally holds a substantial portion of these assets
for the long-tcrm and realizes core spread income (as described above) over this
timeframe, management does not believe period-to-period fluctuations in fair value
driven by changes in mortgage-to-debt OAS will significantly affect the long-term
return on Freddie Mac’s existing retained portfolio.

e Change in fair value of guarantee portfolio: The fair value of the existing
guarantee portfolio fluctuates with changes in interest rates and credit expectations.
As discussed previously, while year-to-year changes in the fair value of the guarantee
portfolio may have a significant impact on annual fair value results, management
believes that changes in the fair value of Freddie Mac’s existing guarantee portfolio
are not a good indication of long-term fair value expectations because such changes
do not reflect the strong probability that replacement business will largely replenish
any guarantce fee income lost because of prepayments over time.

Discussion of Fair Value Results

As described carlier, FVBS net assets increased by $4.6 billion during 2002, from
$18.3 billion at December 31, 2001 to $22.9 billion at December 31, 2002, The fair
value of net assets attributable to common stockholders (representing the FVBS net
assets, less the fair value of net assets attributable to preferred stockholders) increased by
an estimated $4.5 billion during 2002, from $13.8 billion at December 31, 2001 to $18.3
billion at December 31, 2002,
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The increase in the fair value of net assets attributable to common stockholders in
2002 is presented net of significant capital transactiens executed during the year,
including common stock repurchases totaling $0.6 billion and common dividends paid
totaling $0.6 billion. Both common dividends and common stock repurchases represent
returns distributed to common stockholders and thereby reduce the remaining fair value
of net assets attributable to common stockholders. The change in fair value of net assets
attributable to common stockholders excluding these capital outflows was approximately
$5.7 billion in 2002,

Among the primary factors in the increase in 2002 FVBS net assets were core
spread income and fee-based mcome. In addition, returns on market risk positions also
provided a positive contribution. Core spread income benefited from strong retained
portfolio growth of approximately 14 percent and the attractiveness of mortgage-to-debt
QAS at the time the mortgages were purchased. Freddie Mac’s increase in 2002 FVBS
net assets demonstrates that Freddie Mac’s investment and risk management discipline
can foster fair value growth in a year when there was high interest-rate volatility and a
wide range of interest-rate environments. Management cautions, however, that the strong
fair value results achieved in 2002 exceed management’s long-run expectations for fair
value net asset growth. In addition to the factors noted above, tighter mortgage-to-debt
spreads, which were the result of the continuing high demand for mortgage-related
sccurities by other investors, contributed significantly to the overall increase in Freddie
Mac’s 2002 fair value results. This effect was partially offset by a significant decline in
the fair value of the company’s existing guarantee portfolio. As noted above,
management believes that changes in mortgage-to-debt OAS and the fair value of the
existing guarantee portfolio will fluctuate from year to year but will not have a significant
impact on the FVBS net assets over the longer term.

Valuation Methods and Assumptions

The following methods and assumptions were used to estimate the fair value of
assets and Habilities as of December 31, 2002 and 2001, which can be found in Table 8 of
the accompanying November 21, 2003 restatemnent press release. As noted above,
management uses the same valuation techniques for preparing the FVBS as it does for
those elements of Freddie Mac's GAAP consolidated financial statements which are
recorded at fair value, such as derivatives and securities as well as guarantee contracts for
a portion of the PC portfolio.

Assets
¢ Mortgages

“Mortgages” represent single-family and multifamily whole lpans held in Freddie
Mac’s retained portfolio. For GAAP purposes, management must determine the fair
value of these mortgages to calculate lower of cost or fair value adjustments for
mortgages classified as held for sale. Management uses this same approach when
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determining the fair value of all whole loans, including those held for investment, for
FVBS purposes.

Freddie Mac determines the fair value of mortgage loans based on comparisons to
actively traded mortgage-backed securitics with similar characteristics, with an
adjustment for credit and liquidity related to an implied guarantee fee. Specifically,
Freddic Mac aggregates mortgage loans into pools by product type, coupon and
maturity and then converts the pools into notional mortgage-backed securities based
on their specific characteristics. Freddie Mac then calculates fair values for these
notional mortgage-backed securities using the process that is described in the
“Mortgage-Related Securities” section, below.

As described above, the fair value of these mortgages also includes an adjustment for
the implied guarantee fee associated with these whole loans. To accomplish this, the
fair value of the single-family whole loans includes an adjustment representing the
additional cash flows on the mortgage coupon of the whole loan in excess of the
coupon expected on the notional mortgage-backed securitics. For multifamily whole
loans, the implied guarantee fee is estimated by calculating the net present value of
guarantee fees expected to be retained by Freddie Mac. This retained guarantee fee is
obtained by subtracting the expected cost of funding and securitizing a multifamily
whole loan of a comparable maturity and credit rating from the coupon on the whole
loan at the time of purchase.

The implied guarantee fee is also net of the related credit and other components
inherent in the company’s guarantee obligation. For single-family whole loans, the
process for cstimating the related credit and other guarantee obligation components is
described in the “Liabilities and Minority Interest — Guarantee Obligation for
Participation Certificates™ section. For multifamily whoie loans, the process for
estimating the related credit and other guarantec obligation components employs a
market-based approach to estimate the potential credit obligation. This obligation is
estimated by extracting the credit risk premium that multifamily whole loan investors
require from market prices on similar securities. This credit risk preminm is net of
expected funding, liquidity, and other risk premiwms that are embedded in the market
price of the reference securities.

Mortgage-related securities

“Mortgage-related securities” represent passthroughs and other mortgage-backed
securities classified as available-for-sale and trading, which are already reflected at
fair value on the GAAP consolidated balance sheets. (Freddie Mac currently has no
mortgage-related securities classified as held-to-maturity.) Mortgage-related
securities are largely comprised of single and multi-class mortgage-backed securities
issued by Freddie Mac, Fannic Mae and Ginnie Mae. They also include other
mortgage-backed securities such as home equity, commercial mortgage-backed, and
manulaclured housing securities.
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The fair value of securitics with rcadily available third-party markel prices is based
on market prices obtaincd from brokers and dealers or reliable third-party pricing
service providers. For other sccurities, an option-adjusted spread approach is used to
estimate fair value. This OAS approach uses a model developed from market data
and management judgment to estimate the OAS risk premium an investor would
require as compensation for a given product’s prepayment uncertainty and interest-
rate volatility. Once an OAS has been determined, fair value is calculated by using
the OAS as an input to Freddie Mac’s interest-rate and prepayment models in order to
determine the estimated net present value of projected cash flows. The remaining
instruments are priced using other modeling techniques or by using other securities as
proxies.

For FVBS purposes, “mortgage-related securities™ also includes the expected market
value of financial guarantee contracts that Freddie Mac purchased to obtain additional
credit protection on certain manufactured housing asset-backed securities. These
financial guarantee contracts, which had a fair value of approximately $148 million
and zero as of December 31, 2002 and December 31, 2001, respectively, arc excluded
from the fair values used for GAAP consolidated balance sheet purposes. The fair
value of these contracts is based on the difference between the market price of non-
credit impaired manufactured housing secunties and credit-impaired manufactured
housing securities that are likely to produce future credit losses, as adjusted for
management’s estimate of a risk premium attributable to the financial guarantee
contracts. The value of the contracts, over time, will be determined by the actual
credit-related losses incurrcd and, therefore, may have a value that is higher or lower
than management’s market-based estimate.

Mortgage-related securities also include Participation Certificate residuals related to
PCs held by Freddie Mac and reported in the mortgage-related securitics line item.

PC residuals are reported at fair value on Freddie Mac’s consolidated balance sheets.
Fair value for PC residuals 1s estimated in the same manner as described for guarantce
assets and guarantee obligations for PCs, below. See Appendix IV, “Summary of
Significant Accounting Policies for Restated Periods,” for more information about
accounting policies related to PC residuals.

Cash and cash equivalents

“Cash and cash equivalents” is largely comprised of highly liquid investment
securities with an original maturity of three months or less and securities used for
cash management purposes, as well as cash collateral posted by Freddie Mac’s
derivative counterparties. Given that these assels are short-term in nature with
limited market value volatility, the carrying amount on the GAAP consolidated
balance sheets 1s assumed to be a reasonable approximation of fair value.
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Investments

“Investments” principally consists of mortgage-related and non-mortgage-related
securities classified as either available-for-sale or trading, which are reported at fair
value on Freddie Mac’s consolidated balance sheets. “Investments” also includes PC
residuals related to Freddie Mac PCs reported in the Investments line item.

Securities purchased under agreements to resell and Federal funds sold

“Securities purchased under agreements to resell and Federal funds sold” is
comprised principally of short-term contractual agreements such as Treasury and
agency securities, Federal funds sold and Eurodollar time deposits. Given that these
assets are short-term in nature, the carrying amount on the GAAP consolidated
balance sheets is assumed to be a reasonable approximation of fair value.

Guarantee assets for Participation Certificates

Uunder GAAP, in certain cases Freddie Mac records the fair value of management and
guarantee fees on PCs as guarantee assets in its conseolidated balance sheets. In other
cases, management and guarantee fees are recognized on an accrual basis. See
Appendix IV, “Summary of Significant Accounting Policies for Restated Periods,”
for a discussion of the company’s accounting policies related to management and
guarantce fees.

For FVEBS purposes, guarantee assets reflect the fair value of gnarantees on all
outstanding PCs held by third parties, including thosc accounted for at fair value
under GAAP and those accounted for using the accrual basis under GAAP. For
FVBS purposes, guarantee fee assets are valued using the same method as that used
for GAAP fair value purposes. Fair valuc represents the present value of the
difference between (i) the aggregate coupon of securitized mortgage loans iess
servicing compensation due to third party mortgage servicers and (ii) the coupon rate
on the related PC, plus the fair value of certain mortgage pool insurance contracts.

Specifically, the fair value of the Guarantee asset for PCs represents the prescnt value
of guarantee fee income that Freddie Mac expcects to receive on its existing PC
portfolio. Expected future cash flows are discounted at an intcrest rate level that
reflects both (i) the level of risk-free interest rates and (ii) a two-year trailing average
of observed option-adjusted spreads on relevant Interest-Only (“TO”) securities. An
average of the QASs observed on IO securities is used to adjust for differences
between the product, coupon, and weighted-average life characteristics of the loans
underlying the guarantee asset for PCs and the mortgage pools underlying IO
securities that can be observed in the marketplace.

10
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Derivative assets

“Derivative assets, at fair value™ is largely comprised of interest-rate swaps, option-
based derivatives, futures, and forward commitments to purchase or s¢ll securities,
which are already reflected at fair valuc on the GAAP consolidated balance sheets.
The fair values of interest-rate swaps arc determined by using LIBOR-based yield
curves to calculate the expected cash flows for both the fixed-rate and {loating-rate
components of the swap contracts. Option-based derivatives, which principally
represent call and put swaptions, are valued using an option-pricing model. This
model uses market interest rates and market-implied option volatilities, where
available, to calculate the option’s fair value. Market-implied option volatilities are
based on information obtained from broker-dealers. The fair value of exchange-
traded futures is based on end-of-day closing prices obtained from third-party pricing
sources. Forward commitments to purchase or sell securities are valued using the
methods described for mortgage-related securities valuation, above.

The fair value of derivative assets includes an estimate of the impact of institutional
credit risk in the event that the counterparty does not honor its payment obligation.
Freddie Mac’s fair value of derivatives is not significantly affected by expected credit
losses because management obtains collateral from most counterparties on at least a
weekly basis and substantially all of Freddie Mac’s credit risk arises from
counterparties with investment-grade credit ratings of A or above,

Other assets

“Other assets™ is comprised of accrued interest and other receivables, investments in
qualified low-income housing tax credit (“LIHTC”) limited partnerships that are
eligible for federal tax credits, real estate owned (e.g., properties acquired primarily
through foreclosure), fixed assets (such as property, plant and equipment), and other
miscellaneous assets.

The receivables are financial instruments under SFAS 107 and are required to be
measured at fair value. Because these receivables are short-term in nature,
management belicves the carrying amount on the GAAP balance sheet is a reasonable
approximation of their fair value. For the LIHTC partnerships, fair value of expected
tax credits is estimated using expected cash flows discounted at a market-based yield.

The other categories of assets that comprise “Other assets” are not financial
instruments required to be valued at fair value under SFAS 107 such as deferred
taxes. The net deferred tax asset meludes GAAP-basis deferred taxes, adjusted for
estimated income taxes on the difference between the FVBS and the GAAP balance
sheets, using the statutory federal tax ratc of 35 percent. This adjustment represents
the undiscounted, incremental tax asset related to the excess of GAAP-based
stockholders’ equity over FVBS net assets. Other non-financial assets included in
“other assets” represent an insignificant portion of the GAAP consolidated balance
sheets. Because any change in their fair value would not be a meaningful part of
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Freddie Mac’s FVBS business results, Freddic Mac has not adjusted the carrying
amount on the GAAP consolidated balance sheets for estimates of the fair value of
these non-financial assets.

Liabilities and Minority Interest

Total debt securities, net

“Total debt securities, net” represents short-term and long-term debt used to finance
Freddie Mac’s assets. It includes both non-callable and callable debt as well as short
sales of Treasury securities used for risk management purposes.

Short-term debt is valued using third-party market prices, where available, or using an
OAS approach as described below. For long-term non-callable and callable debt with
readily available third-party market prices, fair value is based on bid-side market
prices obtained from brokers and dealers and reliable third-party pricing service
providers. For all other long-term non-cailable and callable debt, an OAS approach is
used to estimate fair value. This OAS approach involves using a model based on
market observations, with adjustments based on management judgment, to estimate
the risk premium an investor would require as compensation to accept liquidity, credit
and interest-rate volatility risk. Once an OAS has been determined, fair value is
calculated by using the OAS as an input to Freddie Mac’s models to determine the
estimated fair value of expected cash flows.

Guarantee obligation for Participation Certificates

Under GAAP, in certain cases Freddie Mac records the fair value of estimated
guarantee-related credit losses on PCs as guarantee obligations in its consolidated
balance sheets. In other cases, guarantee-related credit losses are recognized as
incurred. See Appendix IV, “Summary of Significant Accounting Policies for
Restated Periods,” for a discussion of the company’s accounting policies related to
guarantee-related credit losses.

For FVBS purposes, guarantee obligations reflect the fair value of estimated
guarantee-related credit losses on all outstanding PCs held by third parties. For
FVBS purposes, guarantee obligations are valued using the same method as that used
for GAAP fair value purposes. The fair value of the guarantee obligation is intended
to reflect the estimated amount that Freddie Mac would be required to pay a third
party to be relieved of Freddie Mac’s obligations under the guarantee contract. The
components of this calculation include: (i) estimates of expected future credit losses
using statistically based models that evaluate a variety of factors (such as default
experience, loss severity trends, expected proceeds from primary mortgage insurancc,
etc.) as well as an estimated risk premium for the unccertainty in cxpected credit losses
that would be required to be paid to a third party with a credit standing, capital
structure and regulatory oversight similar to those of Freddie Mac; (ii) estimates of
the costs to administer the collection and distribution of payments on the mortgages
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underlying the PC; and (iii) expected gains / losses due to net interest [rom security
program cycles.

Reserve for losses on Participation Certificates

The carrying amount of the “Reserve for losses on Participation Certificates” on the
GAAP-basis balance sheet represents GAAP loan loss reserves for off-balance sheet
PCs that are not already accounted for under SFAS 140, “Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities.” This line item
has no basis in the FVBS, because the estimated fair value of all expected default
losses is included in the guarantee obligation reported on the FVBS, as discussed
above.

Derivative liabilities

See discussion under “Derivative assets,” above.
Other liabilities

“Other liabilities” is principally comprised of amounts due to PC investors (i.e.,
principal and interest), funding liabilities associated with investments in LIHTC
partnerships, accrued interest payable on debt securities and other miscellaneous
obligations of less than onc vear. Management believes the carrying amount of these
liabilities is a reasonable approximation of their fair valuc, except for funding
liabilities associated with investments in LIHTC partnerships, for which fair value 1s
estimated using expected cash flows discounted at a market-based yield.

Minority interest in conseolidated subsidiaries

“Minority interest in consolidated snbsidiaries” represents interests that third parties
hold in Freddie Mac’s two majority-owned REIT subsidiaries that issued certain
preflerred stock Lo oulside investors. In accordance with GAAP, Freddie Mac
consolidates the REITs. The fair value of the third party minority interests in these
REITs is based on the estimated value of the underlying REIT preferred stock
determined by management based on a valuation model adjusted to consider the
impact of embedded call options, using market-based information to the extent
available.

13
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Net Assets Attributable to Stockholders
o Preferred Stock

To determine the preferred stock [air value, Freddie Mac uses a market-based
approach incorporating quoted dealer prices.

¢ Common Stockholders

Net assets attributable to common stockholders is equal to FVBS net assets (the
difference between the fair value of Freddie Mac’s assets and the fair value of
liabilitics and minority interest), lcss the fair value of nct assets attributable to
preferred stockholders.

Impact of Restatement and Other Corrections on 2001 FVBS Net Assets

The following table summarizes the net impacts of the restatement and other
corrections on Freddie Mac’s FVBS net assets at December 31, 2001. FVBS net assets at
December 31, 2000 have not been restated and therefore are not comparable to the
amounts presented for December 31, 2001.

Tuble 1: Impact of Restatement and Other Corrections on 2001 FVBS Net Assets

(% in billions)
FVBS net assets at December 31, 2001, as reported $17.7
Net effect of 2001 Errors
Derivatives 0.2
Mortgage-related investments (0.1
Minority interest in consolidated subsidiaries 0.1
Guarantee contracts 0.5
Other effects of restatement, net (0.1)
Total impact $0.6
FVBS net assets at December 31, 2001, as restated $18.3
2001 Errors

In connection with the restatement of the company’s financial statements, Freddie
Mac reviewed the appropriateness of the company’s valuation techniques and accounting
policies and practices. As a result of this review, management concluded that the fair
values of eertain components of Freddic Mac’s previously reported FVBS were incorrect,
The following discussion explains these errors, which are detailed in the table above,
Correction of these errors, together with certain balance sheet reclassifications, explain
the changes in FVBS line items from as-reported to as-restated in Table 8 of the
accompanying restatement press release.
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Derivatives — Correction of various errors related to derivatives resulted in a change
to FVBS net assets at December 31, 2001, Freddie Mac used models that
incorporated volatility assumptions in order to establish fair values for option-based
derivatives during the restatement period. Freddic Mac’s implementation of the
models failed to incorporate all relevant pricing information available in the market.
The correction of these crrors increased FVBS net assets at December 31, 2001, by
$0.2 billion after taxes.

Mortgage-related investments — Freddie Mac made the following types of errors in
its accounting for mortgage-related investments. In some cases the company used
incorrect principal balances in the calculation of fair value. In other instances, the
company made numerous €rrors in estimating the fair vaiue of Freddie Mag’s
mortgage investments. These crrors included the use of models or pricing matrices
that failed to consider certain relevant market data and inaccuratc lockout provisions
related to prepayments. Finally, Freddie Mac failed to account for certain mortgage
purchase and sale commitments at fair value. The correction of these errors
decreased FVBS net assets at December 31, 2001 by $0.1 billion after taxes.

Minority interest in consolidated subsidiaries — Freddie Mac owns majority interests
in two Real Estate Investment Trusts (“REITs”). This caption primarily represents
minority interests that third parties hold in Freddie Mac’s majority-owned REIT
subsidiaries in the form of REIT preferred stock. The valuation methodology used by
Freddie Mac for pricing the REIT preferred stock was based on a potential tax event
redemption that valued the amount at redemption based on a spread to certain
Treasury rates and market implied volatilities. The Treasury rates used to calculate
the estimated redemption price, however, were incorrect, causing Freddie Mac to
overvalue the estimated redemption price. Correction of this error resulted in an
increase to FVBS net assets of $0.1 billion after taxes at December 31, 2001.

Pricing methodology and other corrcctions related to guarantee contracts — As part
of the restatement, Freddie Mac revised the fair value of its guarantee contracts., The
valuation process employed in 2001 was changed to incorporate additional
benchmark market data regarding observed option-adjusted spreads on assets similar
to the guarantee asset, Also, the company failed to incorporate available market data
in estimating the future credit losses associated with the guarantee obligation.
Finally, additional errors were made in the aggregation of the unpaid principal
balance of mortgage securities and other contractual portfolio data against which
prices were applied. The correction of thesc errors resulted in a $0.5 billion after tax
increase in FVBS net assets at December 31, 2001.

Other effects of restatement, net — Freddie Mac restated the carrying values of a
number of assets and liabilities that are presented at their recorded GAAP amounts in
the 2001 FVBS. The modification of these balances, together with the related tax
effects, resulted in a decrease in FVBS net asscts of SO.1 billion at December 31,
2001.
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Financial Statement Classifications

As a result of the restatement, Freddie Mac made changes in the accounting
classification and presentation of certain items in the financial statements for GAAP
accounting purposes. In certain cases, these classification changes have a material impact
on GAAP presentation. These classifications, however, have no impact on the FVBS net
assets because they do not affect the way management measures fair value. For
presentation purposes, all changes in GAAP classifications have been reflected in the
presentation of fair values and comparable GAAP carrying amounts for items presented
in the FVBS.

PMVS and Duration Gap

Overview

Freddie Mac’s monthly interest-rate sensitivity disclosures provide a set of
management estimates that convey a useful assessment of the amount of Freddie Mac’s
interest-rate risk at a given point in time. This section describes Freddie Mac’s primary
interest-rate measures — Portfolio Market Value Sensitivity, or PMVS, and duration gap.

o PMVS is measured in two ways, one measuring the cstimated sensitivity of Freddie
Mac’s portfolio market value (as defined below) to parallel moves in interest rates
and the other to nonparallel movements.

- PMVS-L shows the estimated loss in pre-tax portfolio market value,
expressed as a percentage of Freddie Mac’s fair value of net assets attributable
to common stockhoelders (measured as FVBS net assets less the fair value of
net assets attributable to preferred stock} from an immediate adverse 50 basis
point parallel shift in the level of LIBOR rates. The periodic disclosure
reflects the average of the daily PMVS-L estimates for a given reporting
period (a month, quarter or year).

- PMVS-YC shows the estimated loss in pre-tax portfolio market value,
expresscd as a percentage of Freddie Mac’s fair value of net assets attributable
to common stockholders, from an immediate adverse 25 bagis point change in
the slope of the LIBOR yield curve. The periodic disclosure reflects the
average of the daily PMVS-YC estimates for a given reporting period (a
month, quarter or year).

» Duration gap estimates the net sensitivity of the fair value of Freddic Mac’s financial
Instruments to movements in interest rates. Duration gap is prescnted in units
cxpressed as months. A duration gap of zero implies that the change in value of
asscts from an instantancous rate move will be accompanied by an offsetting change
in the value of debt and derivatives thus leaving the net [air value of equity
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unchanged. However, because duration does not capturc convexity exposure {the
amount by which duration itself changes as rates move), actnal changes in fair value
from interest-rate changes may difter from that implicd by duration gap alone. For
that reason, management believes duration gap is most useful when used in
conjunction with PMVS. The periodic duration gap disclosure reflects the average of
the daily duration gap estimates for a given reporting period (a month, quarter or

year).

In measuring the expected loss in portfolio market value (which is the numerator
in the fraction used to calculate the PMVS percentages), management estimates the
sensitivity to changes in interest rates of the fair value of all interest-bearing assets and
Liabilities (including short-term interest-bearing assets and liabilities) and all derivatives
on a pre-tax basis. Beginning in 2002, the estimation of the expected loss in portfolio
market value and duration gap also included cash flows related to a portion of guarantee
contracts, These cash flows included net buy-ups (net upfront payments made by Freddie
Mac which increase the guarantee fee that Freddie Mac will receive in connection with its
PC guarantee) and expected gains/losses due 1o net interest from security program cycles.
In estimating the expected loss in portfolio market value and duration gap, management
does not consider the sensitivity to interest rate changes of the following assets and
liabilities:

» (Guarantee fee portfolio — Through 2001, the sensitivity of the fair value of the
guarantee fee portfolio to changes in interest rates was included in calculating the
expected loss in portfolio market value or duration gap. Beginning in 2002, only the
components of the guarantee contract described above were included because
meanagement believes the expected benefits from replacement business provide an
adequate hedge against interest-ratc changes.

» QOther assets with minimal interest-rate sensitivity ~ Other asscts, primarily including
non-financial instruments, are not inctuded in the calculation of the expected loss in
portfolio market value or duration gap because of the minimal impact they would
have on both PMVS and duration gap.

However, the fair values of these two items are included in the estimate of the fair value
of net assets attributable to common stockholders, which is the denominator of the
fraction used to calculate the PMVS-L and PMVS-YC percentages.

As described earlier in this appendix, while PMVS and duration gap estimate the
exposure of the fair value of net assets attributable to common stockholders to changes in
interest rates, they do not capture the potential impact of certain other market risks, such
as changes in mortgage-to-debt OAS, basis risk, and volatility risk. Freddie Mac
measures the impact of other market risks on a daily basis. Also, Freddie Magc controls its
exposure to basis risk and volatility risk through the use of thresholds which, if exceeded,
require reporting to senior management and the Board of Directors.

Freddie Mac’s PMVS and duration gap measures provide uscful estimates of key
interest-rate risk exposures. These estimates are determined using models, including the
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prepayment model discussed above, that involve assumptions made by management in its
best judgment. In addition, in the case of PMVS, daily calculations are based on an
estimate of FVBS net assets since a complete FVBS is currently produced only on an
annual basis. Management anticipates producing and reporting a quarterly FVBS
beginning in 2004. Accordingly, while management believes that PMVS and duration
gap are useful risk management tools, they should be understood as estimates rather than
precise measurements.

Calculation of PMVS measures

Freddie Mac calculates daily the estimated potential loss of portfolio market value
based on an immediate adverse 50 basis point parallel shift (up or down) of the LIBOR
yield curve (PMVS-L) and based on a non-parallel shift resulting from an immediate 25
basis point shift in the slope of the LIBOR vyield curve (PMVS-YC). The more adverse
loss on a pre-tax basis under both scenarios is then expressed as a percentage of the after-
tax fair value of net assets attributable to common stockholders. These percentages
represent the PMVS-L and PMVS-YC data points for the day. The reported monthly
PMVS-L and PMVS-YC figures are an average of the daily figurcs. Neither PMVS-L
nor PMVS-YC include the effect on fair value of any potential rebalancing actions that
management may actually take in the event these previously defined adverse changes
occur.

Calculation of Duration Gap Measure

On a daily basis, Freddie Mac determines the fair value and effective duration of
its financial assets and liabilities, including derivatives, as described above. The fair
value of each instrument is multiplied by its duration to determine the instrument’s
duration dollars. Duration dollars are then aggregated to determine the portfolio’s net
duration dellar exposure. To calculate duration gap, the net duration dollar exposure is
divided by the fair value of total financial assets and expressed in months. Freddie Mac’s
duration gap is disclosed monthly and is the average of each day’s calculated duration

gap.
Impact of Restatement on PMVS and Duration Gap measures

As previously announced, in connection with the restatement, management has
reviewed the company’s interest-rate risk sensitivity disclosures for 2002 and 2001 to
assess the impact of sccurities and derivatives valuation errors as described in Appendix
11, “Detailed Discussion of Accounting Errors and Other Accounting Changes —
Valuation of Financial Instruments,” and to correct other errors identified during
management’s review. Because an estimate of FVBS net assets attributable to common
stockholders is used to calculate the PMVS estimates, restated PMVS cstimates for both
2002 and 2001 reflect the correction of the valvation errors described earlier in the “2001
Errors” section of this Appendix. In addition, restated PMVS estimates reflect the
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correction of process errors identified by management in the aggregation of the estimate
ol the fair value of net assets attributable to common stockholders, The restated duration
gap estimates reflect the correction of valuation errors described in the “2001 Errors”
section, above, as well as other 1ssues such as certain data errors related to the
multifamily portfolio.

Management belicves the errors identified in connection with this review do not
significantly impact Freddic Mac’s interest-rate risk position as previously reported in the
company’s monthly interest-rate risk sensitivity disclosures. Management estimates that
the impact of the errors does not change cither monthly average PMVS estimate by more
than 2 percentage points or duration gap estimates by more than one month for each
previously reported month in 2002 and 2001,

For example, Table 2 below summarizes the daily average PMVS-L and duration
gap estimates for December, 2002, and December, 2001, as originally reported and as

restated.

Table 2: Impact of Valuation Errors on PMVS-L and Duration Gap Estimates

PMVS-L Duration Gap (in months)
Monthly Average As Reported As Restated As Reported As Restated
December 2001 3.9% 3.6% 1 1
December 2002 2.7% 2.3% 0 0
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Appendix IV—Summary of Significant Accounting Policies
for Restated Periods

General

Freddie Mac (the "company™) is a stockholder-owned, government-sponsored enterprise
("GSE"} established by Congress in 1970 to provide a continuous flow of funds for residential
mortgages. Freddie Mac's obligations are not insured or guaranteed by the United States
("U.S.") or any agency or instrumentality of the U.S. other than Freddic Mac.

Freddie Mac's financial reporting and accounting policies conform to generally accepted
accounting principles in the U.S. ("GAAP").

Estimates

The preparation of financial statements in conformity with GAAP requires management
to makc cstimates and assumptions that affect (i) the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date of the financial statements and (ii)
the reported amounts of revenues and expenses during the reporting period. Actual results could
differ from those estimates. The use of certain estimates in preparation of the financial
statements is described below. '

A significant estimate that is pervasive in the company’s financial statements is the
determination of fair value for financial instruments required to be recorded at fair value under
GAAP. The measurement of fair value is fundamental to the presentation of Freddie Mac’s
financial condition and results of operations and, in many instances, requires management to
make complex judgments. In general, Freddie Mac records financial instruments at the amount
at which the instrument could be bought and sold between willing parties, in an active market
and not in a forced or liquidation sale. Fair value is generally based on price quotations, where
available. If prices are not readily available, fair value is based on internal valuation models
using market data inputs or internally developed assumptions, where appropriate. The use of
different pricing models and assumptions could produce matenally different estimates of fair
value.

Estimates are also used in the assessment of legal and tax contingencies, reserves for
credit losses on mortgage loans and guarantee losses on Mortgage Participation Certificates
“PCs”), and other matters that affect the reported amounts and disclosure of contingencies in the
financial statements. In accordance with Statement of Financial Accounting Standards (“SFAS™)
5 “Accounting for Contingencies” (“SFAS 57), contingencies that might result in gains are not
recorded prior to realization; whereas, contingencics that result in losses must be accrued
currently if the loss is both probable of occurring and the amount is reasonably estimable. Loss
contingencies that arc considered reasonably possible are nol accrued, but are required to be
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disclosed. Loss contingencies that arc considercd to have a remote probability of occurrence are
not required to be accrued or disclosed in accordance with SFAS 5.

Reclassifications

Certain prior year amounts have been reclassified to conform to the current year
presentation.

Consolidation

The Consolidated Financial Statements include the accounts of the company and its
subsidiaries. All material intercompany transactions have been eliminated in consolidation, For
each entity with which Freddie Mac is mvolved, the company makes a determination as to
whether the entity should be considered a subsidiary of the company and included in the
company’s Consclidated Financial Statements. Freddie Mac consolidates all subsidiaries in
which it holds more than 50 percent of the voting rights and has the ability to exercise control
over the entity. The company uses the equity method of accounting for companies over which it
has the ability to exercise significant influence but not control. Under the equity method of
accounting, Freddie Mac reports its recorded investment as an asset on the Consolidated Balance
Sheets and rccognizes its share of the entily’s net income or losses in the Consolidated
Statements of Income with an offset to the recorded investment on the Consolidated Balance
Sheets.

The company consolidates its two majority-owned real estate investment trusts, Home
Ownership Funding Corporation and Home Ownership Funding Corporation I, and certain other
special purpose entity structures. Generally, the company does not use special purpose entities in
its credit enhancement and resccuritization transactions. The company also conselidates the
accounts of majority-owned West*Mac Associates Limited Partnership, the owner and developer
of Freddie Mac's company headquarters, and wholly-owned Ignition Mortgage Technology
Solutions, Inc. The equity and nct carnings attributable to the minority shareholder interests
which relate to the company’s subsidiaries are reported separately in the Consolidated Balance
Sheets as “Minority interest in consolidated subsidiaries™ and in the Consolidated Statements of
Income as “Minority interest in earnings of consolidated subsidiaries,” respectively.

The company regularly invests as a limited partner in qualified low-income housing tax
credit partnerships that are eligible for federal tax credits. These tax credits are reported as
reductions in the company’s provision for income taxes pursuant to Emerging Issues Task Force
(“EITF”) Issue 94-1, “Accounting for Tax Benefits Resulting from Investments in Affordable
Housing Projects” (“EITF 94-17). Freddie Mac conselidates those investments over which it has
the ability to exercise control and accounts for the non-consolidated investments using the equity
method of accounting, in accordance with Statement of Position (“SOP™) 78-9, “Accounting for
Investments in Real Estate Ventures” (*“SOP 78-9). For partnerships accounted [or under the
equity method, Freddie Mac’s recorded investment is reported as part of “Other assets” and its
share of partnership income or losses is reported in the Consolidated Statements of Income as
“Non-nterest expense — Housing tax credit partnerships.” Freddie Mac periodically reviews
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these investments for impairment and adjusts them to fair value when a decline in market value
below the recorded investment 1s deemed to be “other than temporary” under GAAP.
Impairment losses are included as part of “Non-interest cxpense — Housing tax credit
partnerships.”

Cash and Cash_Equivalents

Freddie Mac accounts for highly liquid investinent securities with an original maturity of
three months or less and used for cash management purposes as cash equivalents. Cash
gquivalents are reported at cost, which is believed to be representative of their fair value because
changes in short-term interest rates should have a minimal impact on the fair value of securitics
that have an original term of three months or less. Cash collateral obtained from counterparties
to derivative contracts in an unrealized gain position is recorded as “Cash and cash equivalents.”

Cash-Based Transfers of Financial Asscts

Freddie Mac accounts for transfers of financial assets pursuant to the requirements of
SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities” and, prior to April 1, 2001, SFAS 125, “Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities” (¢collectively, “SFAS 125/ 140, If
Freddie Mac determines that it surrenders control over assets that it transfers to a third party,
Freddie Mac accounis for the transfers as salcs to the extent its counterparty provides
consideration other than beneficial interests in the transferred assets. Likewise, if Freddie Mac
determines that it obtains control over assets that were transferred to it, it accounts for the
transfers as purchases to the extent Freddie Mac provides considcration other than beneficial
interests in exchange for the transferred assets.

If a transfer of financial assets qualifies as a sale, Freddie Mac continues to carry on its
Consolidated Balance Sheets any retained interests in financial assets that were securitized
and/or re-securitized. Such retained inlerests generally take one of two forms. First, in
connection with 1ts right to receive guarantee payments (as further discussed below), Freddie
Mac recognizes a rctained interest that is classified on its Consolidated Balance Sheets as
“Guarantee asset for Participation Certificates, at fair value.” {This retained interest is referred
to below as guarantee asset, or “GA.”) Second, Freddie Mac recognizes PCs (or multiclass
passthrough certificates (“Multiclass Certificates™) issued by the company using PCs held in its
portfolio) that are not transferred to third parties upon the completion of a securitization of
mortgage loans {or, in the case of Multiclass Certificates, upon the resecuritization of PCs held
In portfolio). These securities are accounted for pursuant to the requirements of SFAS 113,
“Accounting for Certain Investments in Debt and Equity Securities” (“SFAS 1157). The
carrying amounts of retaincd interests are determined by allocating the previous carrying amount
of the transferred assets between assets sold and the retained interests based on their relative fair
values at the date of transfer. Freddie Mac’s accounting policy for recognized GAs is further
described below.
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Upon completion of a transfer of financial assets that qualifies as a sale, Freddie Magc also
de-recognizes all assets sold and recognizes all assets obtained and liabilities incurred in
consideration as proceeds of the sale. Accordingly, Freddie Mac rccognizes the fair value of its
recourse obligation to guarantee the timely payment of principal and interest of single class PCs
and Multiclass Certificates transferred in sale transactions. This recourse obligation, which is
classified in Freddie Mac’s Consolidated Balance Sheets as “Guarantee obligation for
Participation Certificates, at fair value,” is recorded as a reduction of proceeds in the calculation
of the corresponding gain (loss) on the sale of transferred PCs. (The referenced guarantee
obligation is referred to below as a “G0.”) The resulting gain (loss) on sale of transferred PCs
is reflected in Freddic Mac’s Consolidated Statcments of Income as a component of “Gains
(losses) on investment activity.”

Freddie Mac accounts for cash-based transfers of financial assets that do not qualify as
sales as secured borrowings.

Other Transfers of Financial Assets

Freddie Mac executes several types of non-cash-based exchanges of financial assets that
receive different accounting treatment under GAAP. Transfers of PCs that are issued through
the Freddie Mac Guarantor Program do not trigger sale accounting recognition under SFAS 125/
140. In Guarantor transactions, Freddie Mac issues PCs that are backed by mortgage loans
delivered to it by third parties, and these third parties receive the PCs in exchange for the
mortgage loans they delivered. Because Freddie Mac does not have the ability to freely pledge
or exchange the transferred mortgage loans, it has not acquired control over the loans,

Therefore, the company is considered neither a transferee of the mortgages nor a transferor of the
PCs for GAAP purposes and the exchange of PCs for mortgages does not trigger sale accounting
recognition under SFAS 125/ 140. The accounting for guarantce fees that relaie to Guarantor
transfers is discussed further below.

Freddie Mac also issues and transfers Multiclass Certificates to third parties in exchange
for PCs and other mortgage-backed securities. As with the Guarantor Program, Freddie Mac
cannot freely pledge or exchange the securities that are delivered to it by third partics in these
exchanges. As a result, Freddie Mac does not view such exchanges as triggering sale
accounting recognition under SFAS 125/ 140. Freddie Mac receives a fee for resecuritizing PCs
into Multiclass Certificates that is paid at the time of resecuritization. That portion of the
transaction fee that relates to the estimated fair value of the company’s future administrative
responsibilities of issued Multiclass Certificates is deferred and amortized into income on a
straight-line basis. Further, and in cases where Freddie Mac retains portions of the Multiclass
Certificates, a portion of this fec is deferred under the requirements of SFAS 91, “Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases” (“SFAS 91”). The balance of transaction fees received, which relates to
compensation earned in connection with structuring-related services rendered by Freddie Mac to
third parties, 1s recognized immediately into “Resecuritization fees”.
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In addition to PCs issucd under its Guarantor Program and PCs issued from mortgage
loans acquired in exchange for cash consideration (“Cash Window Purchases™), Freddie Mac
issues PCs through its MultiLender Program that are backed by mortgage loans delivered to
Freddie Mac by more than one third party. Freddie Mac may itself confribute mortgage loans to
Multilender pools from which PCs are then issucd and delivered to third parties (and to Freddie
Mac, to the extent that it contributed mortgage loans to a Multilender pool). Freddie Mac
accounts for its contributions of mortgage loans to a Multilender pool as partial sales of those
assets, the sold portion of which is dependent upon the contribution of collateral made by
Freddie Mac relative to third parties. The portion of a Multilender transaction that qualifies as a
sale is accounted for in the same manner as the cash-based transfers described above. The PC
issuances and related transfers for the remaining portion are accounted for in a manner consistent
. with the accounting for PCs issued through the Guarantor Program.

Guarantee Fees, Buy-Up Fees and Buy-Down Fees

In return for providing its guarantee, Freddie Mac earns a management and guarantee fee
(“Required G-Fee™) that is paid to Freddie Mac over the life of an issued PC. Additionally,
Freddie Mac occasionally receives upfront payments as additional compensation for its
guarantee of loans with certain credit risk related characteristics. For PC transfers made in
connection with Freddie Mac’s Guarantor Program, it is also common for buy-up or buy-down
fees (“Buy-Ups” or “Buy-Downs,” respectively) to be exchanged between Freddie Mac and its
counterparties upon issuance of the PC. Buy-Ups represent upfront payments that are made by
Freddie Mac, which increase the Required G-Fee that Freddic Mac will receive over the life of
the PC in connection with its guarantee. Buy-Downs represent upfront payments that are made
to Freddie Mac, which decrease (i.e., partially prepay) the Required G-Fee that Freddie Mac will
receive over the life of the PC in connection with its guarantee.

For PC transfers that qualify as sales under SFAS 125/ 140, Freddie Mac recognizes a
GA. The GA that is recognized in connection with Cash Window sales represents the fair value
of the difference between (i) the aggregate coupon cash flows of sccuritized mortgage loans less
servicing cash flows due to third party mortgage servicers and (ii) the coupon cash flows on the
related PC, plus the fair value of certain credit enhancements other than primary mortgage
insurance. Freddie Mac views GAs as financial assets that can be prepaid or otherwise setiled in
a manner that may prevent Freddic Mac from recovering substantially all of its recorded
investment. Freddie Mac accounts for GAs like investments in debt securities classified as
trading under SFAS 115. All changes in the fair value of GAs, which are reported on Freddie
Mac’s Consolidated Balance Sheets as a component of “Guarantee asset for Participation
Certificates, at fair value,” are reflected in earnings as a component of “Gains (losses) on
‘Guarantee asset for Participation Certificates, at fair value,”” All realized income associated
with recognized GAs is reflected in earnings as “Management and guarantce income™ on an
accrual basis.

Required G-Fees, as decreased in connection with upfront Buy-Down payments, that
relate to PCs issued through the Guarantor Program (and that have not been previously
transferred in a SFAS 125 / 140 sale transaction) are realized as income on an accrual basis in
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accordance with the guidance in EITF 85-20, “Recognition of Fees for Guarantecing a Loan”
(“EITF 83-20""), The Required G-Fees in these transactions are recognized over the
corresponding guarantee period. Additionally, Freddie Mac recognizes a guarantee liability for
estimated, guarantee-related credit losses in accordance with SFAS 5. The accounting for Buy-
Up or Buy-Down payments made or received at PC issuance follows:

. Buy-Up amounts paid at PC issuance are recognized on the Consolidated Balance Sheets
as a GA if the corresponding PCs are held by third parties, and are accounted for like a
debt security that is classified as trading under SFAS 115. If a Buy-Up was paid in
connection with PCs that Freddie Mac holds, the Buy Up is recognized as a component
of Participation Certificate Residual (“PCR”) (discussed further bclow).

. Buy-Down and credit fee amounts received at PC issuance are delerred on Freddie Mag’s
Consolidated Balance Sheets as an adjustment of “Other liabilities.” These amounts are
amortized into “Management and guarantee income” pursuant to the requirements of
SFAS 91.

If a PC is purchased by Freddie Mac, all recognized GAs are reclassified on Freddie
Mac’s Consolidated Balance Sheets as a component of “Participation Certificate Residuals, at
fair value.” Additionally, the unamortized balance of Buy-Downs and credit fees received in
connection with the original issuance of purchased PCs is extinguished and treated as a basis
adjustinent to the recognized value of purchased PCs. Such basis adjustments are then amortized
into earnings pursuant to the requirements of SFAS 91.

Guarantee Obligations

When a PC is issued or sold in a transfer that qualifics as a sale, Freddie Mac recognizes
a GO. Freddic Mac accounts for recognized GOs at fair value, with all changes in fair value
reflected in Freddie Mac’s Consolidated Statements of Income as a comiponent of “Gains (losses)
on ‘Guarantee obligation for Participation Certificates, at fair value.’”

The fair value of the GO is intended to reflect the estimated amount that Freddie Mac
would be required to pay to a third party to be relieved of Freddie Mac’s obligations under the
guarantce contract. The components of this calculation include: (i) cstimates of expected future
credit losses using slatistically based models that evaluate a variety of factors (such as default
experience, loss severity trends, expected proceeds from primary mortgage insurance, etc.) as
well as an estimated risk premium for the uncertainty in expected credit losses that would be
required to be paid to a third party with a credit standing, capital structure and regulatory
oversight similar to those of Freddie Mac; (it} estimates of the costs to administer the collection
and distribution of payments on the mortgages underlying the PC; and (iti) expected gains /
losses due to net interest from security program cycles.

The purchase of a PC by Freddie Mac prompts the extinguishment of a recognized GO
pursuant to the requirements of SFAS 125/ 140. The de-recognition of a GO is reflected in
earnings as “Gains (losses) on investment activity.” The purchase of a PC that was previously
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included as part of a SFAS 125/ 140 sale also triggers a reduction in the fair value of the
corresponding GA. This is because prior to the repurchase of a PC, the fair value of a GA docs
not consider the expected [uture cash outflows of the GO that a third party would otherwise have
to assume if it purchased the GA from Freddie Mac. Therefore, after PC repurchase, a
devaluation of the GA is necessary, Like the extinguishment of the GO, such a diminution in the
value is reflected in earnings as “Gains (losses) on investment activity.”

Participation Certificate Residuals

Participation Certificate Residual (“PCR”) relates to PCs held by Freddie Mac and
represents the fair value of the expected future cash flows associated with the guarantee contracts
that are inherent within those PCs.

A PCR is recognized by Freddie Mac in connection with PCs held by Freddie Mac that
(i) previously went through a SFAS 125/ 140 salc (in which case, a GA and GO were previously
established for the held PC), {ii) were formed from Cash Window Purchases and that were never
transterred to third parties or (1) were purchased by Freddie Mac from third parties on the
corresponding issue date of such PCs through the Guarantor Program.

Like a recognized GA, a PCR is accounted for like a debt security and is classified as
either available-for-sale or trading under SFAS 115. PCRs relating to PCs that previously went
through a SFAS 125 / 140 sale are accounted for as trading under SFAS 115. PCRs relating to
PCs held in portfolio that were formed from Cash Window Purchases and that were never
transferred to third parties are accounted for like debt investments and generally are classified as
available-for-sale under SFAS 115. The same treatment applies to PCRs that correspond to PCs
purchased by Freddie Mac from third parties on the corresponding issue date of such PCs, except
that any portions of these PCRs that relate to Buy-Ups paid by Freddie Magc are accounted for as
trading investments.

All changes in the fair value of PCRs that are designated as trading arc reflected in
earnings as a component of “Gains {losses) on investment activities,” All changes in the fair
value of PCRs that are accounted for as available-for-sale are reflected as a component of
“Accumulated other comprehensive income (loss), net of taxes.”

All realized income associated with recognized PCRs is recognized as a component of
interest income.

Due to Participation Certificate Investors

Timing differences between Freddie Mac's receipt of scheduled and unscheduled
principal and interest payments from seller/servicers on mortgages underlying Freddie Mac’s
PCs and the subsequent passthrough of those payments on PCs owned by third party investors
results in the liability "Due to Participation Certificate investors.” [n those cases, payments
from scller/servicers arc gencrally reccived in a given month, yet the PC balance is not reduced
for payments of principal until the first day of the next month, and Freddie Mac releases the cash
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(principal and interest) to the PC investor on the fifteenth day of that next month. The company
generally invests these principal and interest amounts received in short-teym investments from
the time Freddie Mac receives the amounts until the time Freddie Mac pays the PC investor.
Intercst income resulting from inveslment of principal and intlerest paymenis from
seller/servicers 1s reported in interest income over the period earned.

For unscheduled principal prepayment amounts, these timing differences result in an
cxpense accrual upon prepavment of the mortgage as the related PCs continue to bear interest to
the PC investor at the PC coupon rate from the date of prepayment until the date the PC security
balance is reduced, while no interest is received from the mortgage on that prepayment amount.
The expense recognized upon prepayment is reported in "Interest Expense — Due to Participation
Certificate investors.”

Freddie Mac reports PC coupon interest amounts relating to its investment in PCs
consistent with the accounting practices generally applied by third party investors in PCs.
Accordingly, the PC coupon interest on prepayments of a@ mortgage pending remittance on PCs
held by Freddie Mac is reported as both “Interest Income — Mortgage-related securities in the
retained portfolio” and “Interest Expense — Due to Participation Certificate investors.”
Scheduled and unscheduled principal payments received by Freddie Mac that relate to its
investment in PCs are reported as a reduction to its investmnent in PCs on the Consolidated
Balance Sheets.

Mortgagpes

Mortgage loans that management may sell are classified as “held for sale.” When the
decision 18 made to retain the loan, the loans are transferred to the “held for investment”
portfolio or are securitized and classified as AFS securities. Held for sale mortgages are
included in the retained portfolio and reported at the lower of cost or fair value, on a portfolio
basis, with losses reported in “Gains (losses) on investment activity,” If held for sale loans are
transferred to the held for investment category, any related lower of cost or fair value adjustment
is made on an individual loan basis. The determination of any lower of cost or fair value losses
is done in aggregate by considering all open loan purchase commitment positions and
outstanding forward sales commitments to investors.

Freddie Mac determines the fair value of held for sale mortgage loans based on
comparisons to actively traded mortgage-backed securities with similar characteristics, with an
adjustment for credit and liquidity, as discussed below, related to an implied guarantee fee.
Specifically, Freddie Mac aggregates mortgage loans into pools by product type, coupon and
maturity and then converts the pools into notional mortgage-backed sccurities based on their
specific characteristics. Freddie Mac then calculates fair values for these notional mortgage-
based securities using the process that is described in the “Securitics” section below. The fair
value of the whole loans also includes an adjustiment representing the additional cash flows on
the mortgage coupon of the wholc loan in excess of the coupon expected on the notional
mortgage-backed securities. This adjustment 1s net of the related credit and other guarantee
obligation components.



139

Mortgage loans that management intends to hold for the foreseeable future or to maturity
are classified as “held for investment.” These mortgages are reported at their outstanding
principal balances, net of delerred fees and costs (including premiums and discounts). These
deferred items arc amortized into interest income over the estimatced lives of the mortgages using
the effective interest method under SFAS 91. The company uses actual prepayment experience
and estimates of future prepayments to determine the constant yield needed to apply the effective
interest method. For purposes of estimating future prepayments, the mortgages are aggregated
by similar characteristics such as origination date, coupon and maturity.

The company recognizes interest income on mortgages on an accrual basis, except when
management believes the collection of principal or interest is doubtful. For single-family
mortgages, reserves for uncollectible interest are estimated using statistical models, which
quantify accrued but unpaid interest at the balance sheet date. Freddie Mac reports this reserve
as a reduction to the accrued loan interest balance in “Accounts and other receivables, net.” For
multifamily mortgages, the accrual of interest is generally discontinued and any cxisting accruals
are reversed against interest income on loans that become 90 days past due as to principal or
interest unless collection of both principal and interest is assured.

Freddie Mac has the option to purchase loans out of PC pools under certain
circumstances, such as to resolve an existing or impending delinquency or default. When loans
are purchased out of pools (generally when the loans are 120 days delinquent), the loan is
recorded at its purchase price (i.e., its unpaid principal balance), the loan’s effect on “Guarantee
obligation for Participation Certificates, at fair value” or the “Reserve for guarantec losses on
Participation Certificates” is removed as applicable, and a new credit reserve is established
which is recorded in “Reserve for losses on mortgage loans held for investment.”

Reserves for Losses on Mortgage Loans Held for Investment and Losses on PCs

Freddie Mac maintains its “Reserve for losscs on mortgage loans held for investment” to
provide for credit losses on mortgages included in its Retained Portfolio (excluding mortgage
loans held for sale) and it maintains its “Reserve for guarantee losses on Participation
Certificates™ to provide for credit losses on mortgages underlying PCs held by third partics that
have never previously been accounted for as sales by Freddie Mac under SFAS 125/ 140 (and
which, therefore, have no recognized GO). The “Reserve for losses on mortgage loans held for
investment” and “Rescrve for guarantee losses on Participation Certificates” arc referred 1o
collectively as “Loan Loss Reserves,”

The fair value of expected credit losses relating to PCs that have been accounted for as
sales by Freddic Mac under SFAS 125/140 are reflected in the “Guarantec obligation for
Participation Certificates, at fair value.”

The reserve for credit losses associated with the single-family held for investment
portfolio (comprising loans backed by one-to-four family propertics) and PC guarantees for
which a GO has not been recognized is evaluated using the criteria of SFAS 5, which provides
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that large groups of homogenous loans should be cvaluated for impairment on a ¢ollective basis.
To establish a reserve under SFAS 5, impairments must be both (i) probable and (ii) reasonably
estimable. The reserve for credit losses associated with the multifamily held [or investment loan
portfolio and issued PCs that were not transferred as part of a GAAP-based sale are evaluated
pursuant to the requirements of SFAS 114, “Accounting by Creditors for lmpairment of a Loan”
(“SFAS 114™), for those loans determined to be impaired based on the criteria described below.
The remainder of the multifamily loan portfolio is evaluated for impairment using SFAS 5. The
“Reserve for losses on mortgage loans held for investment” and “Reserve for guarantee losses on
Participation Certificates™ are increased through charges to the “Provision for credit losses” and
decreased by charge-offs, net of recoveries. Setting the level of reserves requires significant
judgment and the resultant reserve levels are regularly evaluated by management.

Management estimates incurred credit losses on homogenous pools of single-family
loans using statistically based models that evaluate a variety of factors, resulting in a range of
probable losses related to impaired single-family loans at the balance sheet date. The factors
used to estimate incurred losses as of period-end include actual and expected loss severity trends
for similar loans; actual and expected default experience; actual and expected proceeds from
private mortgage insurance and other credit enhancements; actual and expected pre-foreclosure
real estate taxes and insurance; the year of the loan origination; geographic location; and
estimated selling costs should the loan ultimately be foreclosed upon and sold. Management
reviews the range of probable losses to determine the point within the range that represents the
best estimate of incurred losses. Management also considers macroeconomic factors, including
regional housing trends, applicable home-price indices, unemployment and employment
dislocation trends, consumer credit statistics, recent changes in credit underwriting practices,
cxtent of third party insurance, and other measurable factors that influence the quality of the
portiolio at the balance sheet date. Favorable trends in these factors produce a reserve
requirement toward the lower end of the range; adversc trends in these factors produce 4 reserve
requirement toward the higher end of the range.

Management estimates a range of incwrred credit losses on the multifamily portfolio
based on an individual review of each loan as well as an cvaluation of loan-level and market-
level risk characteristics of the portfolio in the aggregate to determine reserve needs.
Management reviews the range of probable losses to determine the point within the range that
represents the best estimate of incurred losses. Loans individually evaluated for impairment
includc loans that become 60 days past due for principal and interest, loans with observable
collateral deficiencies, and loans whose contractual terms were modified due to credii concemns.

For both single-family and multifarmly mortgages where the original terms of the
agreement are modified for economic or legal reasons related to the borrower’s financial
difficulties, losses are recorded at the time of modification in accordance with SFAS 114. For
mortgages that are foreclosed upon and thus transferred to Real Estate Owned (“REO”) or
involved in a pre-foreclosure sale, losses at the time of transfer or pre-foreclosure sale are
charged-off against Loan Loss Reserves. In the case of REO fransfers, losses arise when the
carrying basis of the loan (including accrued interest) exceeds the fair value of the foreclosed
property (after deduction for estimated selling costs and consideration of third party insurance or
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other credit enhancements}. REQ gains arise when the fair market value of the acquired asset
(after deduction for estimated disposition costs and consideration of third party insurance or
other credit enhancements) exceeds the carrying value of the mortgage (including accruced
inferest). REO gains are included in "REO operations income (expense).”

Securities

The company classifies mortgage-related securities and non-mortgage securities as
available-for-sale (“AFS™) or “trading™, as defined in SFAS 115. Such securities include PCs
that are purchased from third parties and PCs that were created using mortgage loans that were
held by Freddie Mac. The company is not permitted to classify securities as held-to-maturity
(“HTM™), as defined in SFAS 115, until at least January 1, 2004, due to invalid transfers out of
that portfolio in prior years. Securities classified as AFS and trading are reported at fair value
with changes in fair value included in “Accumulated other comprehensive income (loss), net of
taxes” and “Gains (losses) on investment activity,” respectively. Mortgage-related securities are
recorded as part of the “Retained Portfolio” except when they are purchased to support our PC
market making and support activities, in which case they are recorded as part of “Investments™.

The fair value of securities with readily available third-party market prices is based on
market prices obtained from brokers and dealers or reliable third-party pricing service providers.
For all other securities, an option-adjusted spread (“OAS”™) approach is used to estimate fair
value. This OAS approach uses a model developed from market data and management judgment
to estimate the OAS risk premium an investor would require as compensation for a given
product’s prepayment uncertainty and interest-rate volatility. Once an OAS has been
determined, fair value is calculated by using the OAS as an input to Freddie Mac’s intercst-rate
and prepayment models in order to determine the estimated net present value of projected cash
flows. The remaining instruments are priced using other modeling techniques or by usmg other
secutrities as proxies.

Effective January 1, 2002, Freddie Mac began recognizing the financial statement effects
ol non-derivative forward purchases and sales of securities on a trade date basis, Such
accounting is required under SOP 01-6, “Accounting by Certain Entities (Including Entitics with
Trade Receivables) That Lend to or Finance the Activities of Others™ (“SOP 01-6"), when the
purchase and sale commitments are not accounted for as derivative [inancial instruments
(“derivatives”). Under trade date accounting, forward purchases and sales are recorded as an
increasc or decrease to the security account on the tradc date, with a corresponding increase to
“Other liabilities” or “Accounts and other receivables, net”, respectively. In the case of sales,
the gain or loss is also recognized on the trade date. Prior to January 1, 2002, Freddie Mac
recorded all security lransactions on the settlement date. For non-derivative forward purchasc
commitments, accounting between trade date and settlement date was rccorded pursuant to EITF
96-11, “Accounting for Forward Centracts and Purchased Options to Acquire Securities Covered
by FASB Statement No. 115 (“EITF 96-11""). EITF 96-11 requires that changes in the fair
value of commitments to acquire AFS securilies be recorded through “Accumulated other
comprchensive income (loss), net of taxes™ and changes in the fair value of commitments to
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acquire trading securities be recorded through earmings. The cumulative effect of transitioning
from settlcment date to trade date accounting was not material to the financial statcments.

For a majority of the company’s investments in securities, interest income is rccognized
using the effective interest method in accordance with SFAS 91, Deferred items, including
premiums, discounts and other basis adjustments, are amortized into interest income over the
estimated lives of the securities using the effective interest method in accordance with SFAS 91.
The company uses actual prepayment experience and estimates of future prepayments to
determine the constant yield needed to apply the effective interest method. In estimating future
prepayments and cash flows, the company aggregates securities by similar characteristics of their
underlying collateral such as origination date, coupon and maturity. For securities with
structured cash flow payments, such as multi-class securities, estimates of future prepayments
and cash flows also consider the characteristics of other security classes within the same multi-
class structure. On a periodic basis, the company recalculates the constant effective vield based
on changes in estimated prepayments as a result of changes in interest rates and actual
prepayments versus anticipated prepayments. When the constant effective yield changes, an
adjustment to interest income is made for the amount of premiums and discounts that would have
been recorded if the new effective yield had been applied since the mortgage assets were
acquired.

For certain of the company’s investments in securities, interest income is recognized
using the prospective cffective interest method in accordance with EITF 99-20, “Recognition of
Interest Income and Impairment on Purchased and Retainced Beneficial Interests in Securitized
Financial Assets” (“EITF 99-20™), The company specifically applies such guidance to beneficial
intercsts (including undivided interests similar to beneficial interests) in securitized financial
assets that (i) can contractually be prepaid or otherwise settled in such a way that the company
may not recover substantially all of its recorded investment (such as interest-only strips) or (i)
are not of high credit quality at the effective date of EITF 99-20 (April 1, 2001) or at the
company’s acquisition date, if later. EITF 99-20 requires that the company recognize as interest
mcome (throughont the life of a retained interest) the excess of all estimated cash flows
attributable to retained interests over its initial investment using the effective yield method. The
company updates its estimates of expected cash flows periodically and recognizes changes in
calculaled effective yield on a prospective basis. Prior to the company’s implementalion of EITF
99-20, the company recognized interest income for interest-only strips on the prospective
effective interest method in accordance with EITF 89-4, “Accounting for a Purchased Investment
m a Collateralized Mortgage Obligation Instrument or in a Mortgage-Backed Interest-Only
Certificate” (“EITF 89-4"). Freddie Mac’s adoption of EITF 99-20 on April 1, 2001, resulted in
a cumulative $35 million after-tax decrease to net income.

Declines in fair value below the amortized cost basis of a security arc recognized as
impairment losses when such losses are considered to be “other-than-temporary” under SFAS
115, When a security is deemed to be impaired, the cost basis of the securily is written down to
fair value, with the loss recorded to “Gains {losses) on investment activity.” The security cost
basis i1s noi changed for subscquent recoveries in fair value. For securities within the scope of
EITF 99-20, as described above, other-than-temporary impairments are defined as occurring
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whenever there is an adverse change in estimated cash flows coupled with a decline in fair valuc
below the amortized cost basis. Prior to the company’s implementation of EITF 99-20, other-
than-temporary impairment for snch securities was defined under SFAS 115 or EITF 93-18,
“Recognition of Impairment for an Investment in a Collateralized Mortgage Obligation
Instrument or in a Mortgage-Backed Interest-Only Certificate” (“E1TF 93-187), as applicable

Gains and losses on the sale of securities are in¢luded in “Gains (losses) on investment
activity.” The company uses the specific identification method for determining the cost of a

security in computing the gain or loss.

Repurchase and Resale Agrecments

Freddie Mac enters into repurchase and resale agreements primarily as an investor or to
finance its security positions. Freddie Mac also enters into (i) “dollar roll” transactions, which
consist of simultaneous agreements with the same counterparty to purchase a security and sell
back substantially the same security at a future date at an agreed-upon price and (ii) “reverse
dollar roll” transactions, which consist of simultaneous agreements with the same counterparty
to sell a security held by Freddie Mac and repurchase substantially the same security at a future
date at an agreed-upon price. These transactions are accounted for as financings when the sale
criteria of SFAS 125 / 140 are not satisfied. Freddie Magc’s policy is to take possession of
securities purchased under agreements to resell and dollar roll transactions. Freddie Mac
presents mortgage-related and non-mortgage-related securities pledged under repurchase
agreements and reverse dollar roll transactions parenthetically in the relevant securities captions
in the Consolidated Balance Sheets,

Debt Securities

Debt securities are classified as either "Due within one year"” or "Due after one year”
based on their remaining contractual maturity. The classification of intercst cxpense on debt
securities as either short-term or long-term is based on the original contractual maturity of the
debt security. Deferred items, including premiums, discounts, issuance costs and hedging-
related basis adjustments, are amortized and reported through interest cxpense using the effective
interest method over the period during which the related indebtedness is cutstanding or, for
callable debt, the period during which the related indebtedness i3 expected to be outstanding,.
Amortization of hedging-related basis adjustments is initiated upon the termination of the related
hedge relationship whereas amortization of premiums, discounts and issuance costs begin at the
time of debl issuance. Deferred items, including premiums, discounts and hedging-related basis
adjustments are reported as a component of “Dcbt securities, net” whereas issuance costs are
reported as a component of “Other assets.” Debt securities denominated in a foreign currency
are translated into U.S. dollars using foreign exchange spot rates as of the balance sheel date.
The company uses foreign currency swaps to hedge against the risk of changes in foreign
currency exchange rates.

Freddie Mac adopted SFAS 145, “Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statement No. 13, and Technical Corrections™ (“SFAS 145™), in the
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second quarter of 2002. SFAS 145 eliminates the extraordinary trcatment of gains and losses on
debt extinguishmenis. Those gains and losses are now reported as “Non-interest income -- Gains
(losses) on debt retirement.” Prior periods have been reclassified to conform to the new
classification.

Derivatives

Generally, derivatives are financial instruments with little or no initial net investment and
whose value is based upon an underlying asset, index, reference rate or other variable. Over-the-
counter derivatives are privately negotiated contractual agreements that can be customized to
meet specific needs. Exchange-traded derivatives are standardized contracts executed through
organized exchanges. The fair value of derivatives is gencrally reported net by counterparty,
provided that a legally enforceable master netting agreement exists. Derivatives in a net asset
position are reported as “Derivative assets, at fair value.” Similarly, derivatives in a net liability
position are reported as “Derivative liabilities, at fair value.”

Accounting for Derivatives Under SFAS 133—On January 1, 2001, Freddie Mac adopted
SFAS 133, “Accounting for Derivative Instruments and Hedging Activities,” as amended by
SFAS 138, *Accounting for Certain Derivative Instruments and Certain Hedging Activities™
{collectively, “SFAS 133”). Under SFAS 133, Freddie Mac recognizes all derivatives as either
assets or liabilities on the Consolidated Balance Sheets at fair value on a trade date basis.

A significant portion of the company’s derivative portfolio is not designated in hedge
accounting relationships. For most derivatives not qualifying as an accounting hedge, fair value
gains and losses are reported as “Derivative gains (losses)” on the Consolidated Statements of
Income. For purchase and sale commitments of securities classified as trading under SFAS 115,
fair value gains and losses are reported as “Gains (losses) on investment activity” on the
Consolidated Statements of Income.

Subject to certain qualifying conditions, Freddie Mac may designatc a derivative as either
a hedge of the cash flows of a variable-ratc instrument or forecasted transaction (“cash flow
hedge”), a hedge of the fair value of a fixed-rate instrument (“fair value hedge™), or a foreign-
currency fair value or cash flow hedge (“foreign currency hedge”). For a derivative qualifying
as a cash flow hedge, Freddie Mac reports changes in the fair value of these instruments in 4
separate component of “Accumulated other comprehensive income (loss), net of taxes™ to the
extent the hedge s effective. The remaining ineffective portion, representing the cumulative
change in fair value of the derivative from inception of the hedge to the extent it is greater than
the cumulative change in the fair value of the expected future cash flows on the hedged item, is
reported as “Hedge accounting gains (losses).” Freddic Mac recognizes this effective portion of
the cumulative changes in fair value as “Income (expense) related to derivatives™ during the
period(s) in which the hedged item affects earnings, unless occurrence of the forecasted
transaction is probable of not occurring, in which case the amount in “Accumulated other
comprehensive income (loss), net of taxes” is reclassified to earnings immediately. The effective
portion of the cumulative changes in fair value associated with purchase and sale commitments
accounted for as derivatives in cash flow hedges is recognized as interest income for assets held
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and “Gains (losses) on investment activity” for asscts sold. For a derivative qualifying as a fair
value hedge, Freddie Mac reports changes in the fair value of the derivative as “Hedge
accounting gains (losses)” along with the changes in the fair value of the hedged item
attributable to the risk being hedged. When the hedge 1s terminated or redesignated, the fair
value adjustment to the carrying amount of the hedged asset or liability is amortized to earnings
as a component of the hedged item’s interest income or expense over the remaining life of the
hedged item using the effective yield method.

If a derivative no longer qualifies as a cash flow or fair value hedge, the company
discontinues hedge accounting prospectively. Freddie Mac continues to carry the derivative on
the Consolidated Balance Sheets at fair value and record further fair value gains and losses in the
Consolidated Statements of Income as “Derivative gains (losses)” until the derivative is
terminated or redesignated.

For any component of a dertvative that is excluded from hedge effectiveness assessment,
Freddie Mac reports fair value gains and losses as “Income (expense) related to derivatives.”
The net income/expense related to derivatives contracts currently accrued, which is derived
primarily from interest rate swap contracts, is classified as “Income (expense) related to
derivatives” (including derivatives not in hedge accounting relationships).

Freddie Mac’s adoption of SFAS 133 on January 1, 2001, resulted in a cumulative $78
million after-tax increase to net income and a $2.6 billion after-tax reduction to “Accumulated
other comprehensive income (loss), net of taxes.”

Agcounting for Derivatives Prior to 2001—Prior to the adoption of SFAS 133, accrual
accounting was applied when derivatives exhibited high correlation with the hedged item’s effect
on interest income or expense. In all other cases, hedge accounting, generally under the
requirements of SFAS 80, “Accounting for Futures Contracts” (“SFAS §07), was applied. When
these financial instruments failed to meet such criteria, they were reported at fair value, with
related gains or losses reported in “Other income.”

When derivatives were accounted for under accrual accounting, generally applicable to
interest-rate contracts, the net differential received or paid was recognized on an accrual basis
and recorded in “Income (expense) related to derivatives.” Net premiums paid to enter into
derivatives as well as gains and losses on terminated derivatives, were deferred and amortized to
interest income or expense. Unrealized changes in fair value were not recognized in the
financial statements.

When non-option-bascd derivatives qualified for hedge accounting treatment, related fair
value gains or losses were deferred as an adjustment to the carrying value of the hedged assct or
liability. Upom termination of a hedge relationship, the deferred gain or loss was amortized over
the remaining effective life of the asset or liability. Interest payments received or paid under
derivatives qualifying as hedges were recognized on an accrual basis and recorded in “Income
(expense) related to derivatives.”
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When option-based derivatives qualified for hedge accounting treatment, related intrinsic
gains were deferred as an adjustment to the carrying valuc of the hedged asset or liability. Upon
termination of a hedge relationship, any deferred intrinsic gain was amortized over the remaining
effective life of the asset or liability. Premiums paid to enter into these option-baged contracts
were deferred and amortized to earnings over the term of the option period as “Income {expense)
related to derivatives.”

Upon termination of the option-based derivative, the difference between the remaining
unamortized premium and the time value component of the option-based derivative’s fair value
was recorded in earnings as “Gains (losses) on investment activity.”

For forcign-currency swaps, amounts received or paid, together with the hedged assets
and liabilities that were also denominated in a foreign currency, were translated into U.S. dollars
using foreign exchange spot rates as of the date of the balance sheet. Transaction gains and
losses for both foreign-currency swaps and forcign denominated assets and liabilities were
reported in “Other income.”

Real Estate Owned

Real estate owned is carried at the lower of cost or fair value (after deduction for
estimated disposition costs), Amounts expected to be received from third party insurance or
other credit enhancements are reported as a component of “Accounts and other receivables, net”
in the Consolidated Balance Sheets. Material development and improvement costs relating to
the REO are capitalized. Operating expenses on the properties, net of any rental or other
income, are included in “REO operations income (expensc).” Declines in REO [air value that
result from ongoing valuation of the properties are provided for and charged to “REO operations
income (expense)” when identified, and are treated as a lower of cost or fair value adjustment to
the basis of the property. The resulting REO allowance is included in the property’s cost basis
when the property 1s sold. Any gains and losses on REQO dispositions are included in “REQ
operations income {expensc).”

Income Taxes

Freddie Mac uses the asset and liability method of accounting for income taxes pursnant
to SFAS 109, “Accounting for Income Taxes.” Under the asset and liability method, deferred tax
assets and liabilities are recognized bascd upon the expected future tax consequences of existing
temporary differences between the financial reporting and the tax reporting basis of assets and
liabilities using enacted statutory tax rates. To the extent tax rates change, deferred tax assets and
liabilities are adjusted in the period that the tax change is enacted. Valuation allowances are
recorded to reduce deferred tax assets when it is more likely than not that a tax benefit will not
be realized. For all periods presented, no such valuation allowance was deemed necessary by
management. Reserves are recorded for income tax and contingent interest where the potential
for loss 1s probable and reasonably estimable in accordance with SFAS 5.
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“Income tax expense” inclndes (i) deferred tax expense, which represents the net change
in the deferred tax asset or liability balance during the ycar plus any change in a valuation
allowance, and (ii) current tax expense, which represents the amount of tax currently payable to
or receivable from a tax authority plus amounts accrued for cxpected tax deficiencies (in¢luding
both tax and interest).

Stock-Based Compensation

In December 2002, the Financial Accounting Standards Board (“FASB™) issued SFAS
148, “Accounting for Stoclk-Based Compensation — Transition and Disclosure” (“SFAS 148”),
which amends SFAS 123, “Accounting for Stock-Based Compensation™ (“SFAS 123), This
statement provides alternative methods of transition for a voluntary change to the fair value
expense recognition method of accounting for stock-based employee compensation. The annual
disclosure provisions of SFAS 148 are effective for fiscal years ending after December 15, 2002,
and the interim disclosure provisions are eflective for mterim periods beginning after December
15, 2002.

Freddic Mac initially adopted the fair value compensation expense provisions of SFAS
123 prospectively for awards granted, modified, or settled effective January 1, 2002 in
accordance with SFAS 123’s original fransition provision. However, Freddie Mac has elected to
adopt SFAS 123 retroactively to January 1, 1995 as permitted by SFAS 148. Accordingly,
Freddie Mac records compensation expense equal to the estimated fair value of the stock-based
compensation on the grant date, amortized on a straight-line basis over the vesting period, which
is generally three to five years for options, restricted stock and restricted stock units and one year
for the Employee Stock Purchase Plan. The offset to the recorded compensation expense is an
adjustment to “Additional paid-in capital” in Freddie Mac’s Consolidated Balance Sheets.

The fair value of stock-based compensation is estimated using a Black-Scholes option-
pricing model, taking into account the cxercisc price and expected life of the option, the current
price of the underlying stock and its expected volatility, expected dividends on the stock, and the
risk free interest rate for the expected term of the option.

For stock-based compensation granted prior to 1995, Freddie Mac continues to apply the
provisions of Accounting Principles Board (“APB™) Opinion 25, “Accounting for Stock Issued
to Employees” (“APB 25”). Under APB 25, typically no compensation expense is recorded if
the option exercise price is cqual to the market price of the stock on the date of grant. Freddic
Mac recognized compensation expense for restricted stock grants and dividend rights associated
with stock-based compensation. No compensation cxpense was recognized for the Employee
Stock Purchase Plan since it is a qualifying plan under tax regulations.

Earnings Per Common Share

Basic earnings per common share is computed as net income available to common
stockholders divided by the weighted average common shares outstanding for the period.
Diluted earnings per common share is determined using the weighted-average number of
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common shares during the period, adjusted for the dilutive effect of common stock cquivalents.
Dilutive common stock equivalents reflect the assumed issuance of additional common shares
pursuant to certain of the company’s stock-based compensation plans that could potentially
reduce or “dilute” earnings per share, based on the treasury stock method as defined in SFAS
128, “Earnings per Share” (“SFAS 128”).

Comprehensive Income

Comprehensive income, as defined in SFAS 130, “Reporting Comprehensive Income”
(“SFAS 130™), is the change in equity, on a net of tax basis, resulting from transactions and other
events and circumnstances from non-owner sources during a period. It includes all changes in
equity during a period, except those resulting from investiments by owners and distributions to
owners. For Freddie Mac, comprehensive income is comprised of net income plus changes in
the unrealized gains and losses on AFS securities and on the effective portion of derivatives
accounted for as cash flow hedges.

New Accounting Pronouncements

Accounting and Disclosure Requirements by Guarantors— In November 2002, the FASB
published FASB Interpretation (“FIN™) 45, Guarantor's Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others”

("FIN 45"). FIN 45 requires additional disclosurcs about guarantee obligations and requires
companies to recognize a liability at the inception of a guarantee representing the fair value of
the obligation undertaken in issuing the guarantee. These requirements will apply primarily to
PCs issued under Freddie Mac’s Guarantor Program and will require the company to recognize
the fair value of the guarantee fee income stream as an asset and the fair value of the guarantee
obligation as a liability. FIN 45 is applicable to guaranteed mortgage-related securities issued on
or after January 1, 2003. Although the company has not completed its analysis of the impact,
management believes that FIN 45 will have a material impact on Freddie Mac’s futurc financial
condition and results ol operations.

Consolidation of Variable Interest Entities—In January 2003, thc FASB issued FIN 46,
“Consolidation of Variable Interest Entities” (“FIN 46). FIN 46 provides guidance for
determining when a company must consolidate the assets, liabilities and activities of a variable
interest entity (“VIE”). Under FIN 46, a company is considered the “primary beneficiary” and
must ¢onsolidate a VIE when it participates in the majority of expected losses or expected
residual retums, or both. The provisions of FIN 46 are effective February 1, 2003 for VIEs
created after January 31, 2003. This interpretation is also cffective as of December 31, 2003 for
VIEs created before February 1, 2003. Freddie Mac’s guaranteed mortgage security activities
are not affected by the issuance of FIN 46, because PCs issued under Freddie Mac’s
securitization and resecuritization activities, representing undivided interests in the underlying
mortgages, are not conducted through a legal structure or other cntity under FIN 46.
Management is currently assessing the impact of adopting FIN 46.
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SFAS 133 Amendment—In April 2003, the FASB issued SFAS 149, “Amendment of
Statement 133 on Derivative Instruments and Hedging Activities” (“SFAS 149”). SFAS 149
amends and clarifies the financial accounting and reporting for derivative instruments to
incorporatc decisions made by the FASB and the FASB’s Derivatives Implementation Group
subsequent to the original issuance of SFAS 133 and in connection with other FASB projects. In
particular, SFAS 149 clarifies the circumstances when a financial guarantee contract is not
subject to SFAS 133, when a contract with an initial net investment qualifics as a derivative,
when a contract qualifies for the regular-way securities trade exemption, when a mortgage loan
commitment is scoped out of SFAS 133, and when a derivative contains a financing component
that requires special reporting in the statement of cash flows. SFAS 149 is generally effective
prospectively for contracts entered into or modified, and hedging relationships designated after
June 30, 2003. Management is currently assessing the impact of adopting SFAS 149.

Financial Instruments with Characteristics of both Liabilities and Equity—In May 2003,
the FASB issued SFAS 150, “Accounting for Certain Financial Instruments with Characteristics

of both Liabilities and Equity” (*SFAS 1507). SFAS 150 establishes standards for how an issuer
classifies and measures certain financial instruments with characteristics of both liabilities and
equity, and imposes certain additional disclosure requirements. The provisions of SFAS 150 are
generally effective for financial instruments entered into or modified after May 31, 2003.
Freddie Mac must apply the provisions of SFAS 150 to all financial instruments beginning
October 1, 2003. Freddie Mac does not expect the adoption of SFAS 150 to have a material
effect on its financial condition, results of operations or cash flows.
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Appendix C
I

Freddie
Mac

Supplement dated December 8, 2003 to
Information Statement dated March 29, 2002

RECENT EVENTS

~ Board of Directors and Management

On December 4, 2003, Freddie Mac announced that the Board of Directors has
elected Richard K. Goeltz as a member of the Board. Mr. Goeltz’s term will expire on
the date of the next annual meeting of sharcholders. He is a former Vice Chairman and
Chief Financial Officer of American Express Corporation.

On December 7, 2003, Freddie Mac announced that the Board of Directors has
appointed Richard F, Syron as Chairman and Chief Executive Officer. Mr. Syron’s
appointment will become effective on December 31, 2003. He is currently Executive
Chairman of Thermo Electron Corporation, a position he has held since November 2002.
He joined Thermeo Electron in June 1999 as its Chief Executive Officer and became its
Chairman of the Board in January 2000. Prior to that, he was Chairman and Chief
Executive Officer of the American Stock Exchange for five years, President of the
Federal Reserve Bank of Boston for five years and President of the Federal Home Loan
Bank of Boston for three years.

Mz. Syron will replace Shaun F. O’Malley as Chairman of the Board of Directors.
Mr. O’Malley will assume the role of Presiding Director. George Gould, the former
Presiding Director, will continue to chair the Board’s Govemance Conumnittee.
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Appendix D

Supplement dated December 10, 2003 to M —
Information Statement dated March 29, 2002

RECENT EVENTS
Legal Proceedings
OFHEQ Investigation

Freddie Mac today announced that it has entered into a consent order and
settlement resolving matters with the Office of Federal Housing Enterprise Oversight
(“OFHEQ”) relating to Freddie Mac’s restatement of prior financial results. The
company released restated and revised financial statements for the years 2000 through
2002 on November 21, 2603,

Under the terms of the consent order, the company is undertaking remedial
actions relating to governance, corporate culture, internal controls, accounting practices,
disclosure and oversight. In addition, the company will pay a civil money penalty in the
amount of $125 million.

Freddie Mac’s consent to the order was made in the interest of resolving this
matter with OFHEO expeditiously and in the best interests of all the company’s
stakeholders. In agreeing to the consent order and settling these matters, the company
has made no admission regarding any wrongdoing or any asserted or implied findings.
The company is pleased that potential OFHEQO enforcement action against it has been
resolved.

Separately, OFHEOQ released its staff report on its investigation of matters relating
to the restatement. The report is not part of the consent order, and Freddie Mac did not
consent to any part of the report. The report represents OFHEO’s interpretation of the
facts, and Freddie Mac had no opportunity to provide input into the text of the report.
There are characterizations, findings and conclusions in the report with which the
company strongly disagrees.

The text of the Consent Order detailing the remediation steps agreed to with
OFHEOQ is available on Freddie Mac’s website, www.freddiemac.com.
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RECENT EVENTS
Legal Proceedings

OFHEQ Investigation. As previously disclosed, on September 4, 2003, O1'HEO
amnounced that it was initiating a regulatory process intended to lead to the termination for
cause of Leland Brendsel and Vaughn Clarke, who had originally resigned from their
management positions at Freddie Mac. On December 17, 2003, OFHEO issued notices of
charges against Messrs, Brendsel and Clarke and the company seeking the termination of Mr.
Brendsel for cause, the termination of Mr. Clarke for loss of confidence and a prohibition of
any payments by Freddie Mac to Messrs, Brendsel and Clarke in excess of payments to which
they would be entitled based on such termination. The notices ol charges against Messrs.
Brendsel and Clarke also seek the restitution to Freddie Mac of certain bonus payments
previously made by the company to them, as well as the imposition of civil money penalties.

Shareholder Derivative Lawsuits. As previously disclosed, on July 1, 2003, certain
former and current members of the Board of Directors of Freddic Mac were named as
defendants in a shareholder derivative action alleging breach of fiduciary duty and abuse of
trust. The current members of the Board of Directors were subsequently dismissed as
defendants from this lawsuit with the consent of the plaintiff. The individual defendants in this
suit are Mr. Brendscl and David Glenn (the former Chairman and Vice Chairman,
respectively), Vaughn Clarke and John Gibbons (both former Chief Financial Officers} and
Greg Parseghian. Freddie Mac is named as a nominal defendant in that action, which is still
pending in the U.S. District Court for the Southern District of New York. A similar lawsuit
was filed against the same defendants in the U.S. District Court for the Eastern District of
Virginia on December 11, 2003,
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FREDDIE MAC REPORTS BUSINESS INFORMATION
FOR NOVEMBER 2003
Risks Remain Low; Liquidations Slow

Freddie Mac today reported business performance and risk measures for Novcmbcr 2003

in the company’s November 2003 Monthly Volume Summary.

Freddie Mac’s interest rate risk levels remain low. The company’s average portfolio
market value sensitivity (“PMVS”), a measure of interesi-rale risk, was 3.7% in
November, down from October. Freddie Mac’s average duration gap was zero in
November, unchanged from October.

For full yecar 2003, Freddie Mac now anticipates that the growth rate of the company’s
Total PC Portfolio will be between 7% and 8%, which is less than the expected overall
martgage debt outstanding (“MDO”) growth of 11%.

Freddie Mac’s retained portfolio growth realized during the balance of 2003 will depend
upon a variety of factors, including the availability of attractive investment opportunitics
and the level of portfolic liquidations. Given current market conditions, the company
gxpects retained portfolio growth for the fourth quarter to be relatively {lat.

The company has seen a significant slowdown in liguidation levels, reflecting the rise in
long-term interest rates during the summer. November’s ligmdation rate was the lowest in
the past 12 months,

FREDDIE MAC AND CITIBANK AGREE TO MULTIFAMILY MORTGAGE LOAN

SWAP TRANSACTION

Transaction Will Centribute Significantly to Freddie Mac’s Ability to Meet Its Affordable

Housing Geals

Freddic Mac announced today that it has agreed to purchase a portfolic of multifamily

mortgages from Citibank, NA, Citibank, FSB and Citibank West, 'SB {coliectively, Citibank)



in exchange for Freddie Mac PCs. The total value of the multifamily mortgages to be
exchanged for PCs under this agreement could reach approximately 35 billion.

The transaction will contribute significantly to Freddie Mac’s ability to meet the
affordable housing goals set by the Department of Housing and Urban Development. The
purchase of this portfolio, which consists primarily of 5- to 50-unit mortgages, is especially
significant because affordable housing goeal regulations provide special incentives for
purchases of mortgages on apartment buildings of this size. For that reason, Freddie Mac is
providing a number of contractual incentives to Citibank, including fees totaling
approximately $65 million.

The first of the Freddie Mac securities associated with this transaction were issued
during December 2003 and the retmaining PCs are expected to be issued in the first quarter of
2004, :

*Freddie Mac and Citibank sharc a commitment to financing smalil multifamily
properties, because we recognize that these apartments offer an attractive housing option for
millions of Americans,” said Adrian Corbiere, senior vice president of Freddie Mac’s
multifamily division,

Since the introduction of the Freddie Mac Program Plus network of multifamily loan
originators and servicers in 1993, Freddie Mac has provided financing for over 20,000
multifamily properties totaling more than $55 billion. That volume represents ncarly two
million rental units across the country, a large portion of which are affordable to pecple whose
income levels are at ot below area median income — including newly established households,
single-parent households, large family households at lower salaries as well as other renters.

RECENT EVENTS
Voluntary Commitments
Freddie Mac has posted an update regarding the current status of its compliance with

the Yoluntary Commitments (auncunced in October 2000) on the Investor Relations page of
its wehbsite, www.freddiemac.com.
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