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Debt Issuance Highlights in 2000

The millennial year marked one of the most active
periodsin Freddie Mac's debt funding history. We
broke new ground in innovation and leadership and
successfully tapped new sources of capital in foreign
currencies. InthelFR Review of theYear 2000, Freddie
Mac was named winner in two separate categories:
North American Borrower of the Year and Agency
Borrower of theYear. The IFR cited Freddie Mac's
achievement in establishing the c Reference Notes™
Programme and its announced plansto sell 2- and 3-
year Reference Notes™ via Dutch auction as
outstanding developmentsin global capital markets.
In addition, the new Funding and Investments
management team is credited with the positive change
in the market’s perception of Freddie Mac.

One of the major highlights of 2000 was the
introduction in January of Reference Bills™ sold via
Dutch auction using an internet-based platform.
Reference Bills are offered in 1-, 2-, 3-, 6- and 12-
month maturities making Freddie Mac the first
corporation to issue bills over the full yield curve
according to afinancing calendar. In the program’s
inaugural year, we issued over $615 hillion through
our twenty-two member dealer group. Building on
the success of our Reference Bills auctions, we will
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launch Dutch auctions of our 2- and 3-year Reference
Notes™ early in 2001.

In other highlights of the year, c Reference Notes™
have rapidly become the most actively traded, non-
sovereign issues in the Euro bond market. This
programme isfilling the gap in the declining supply
of government issuance in Euros and the lack of truly
liquid bellwether securities. Thefirst issue, the 5.75%
of September 2010, quickly became the third most
active issue on the EuroM TS of 119 issues among all
participating countries. These issues are also being
used as hedging vehicles and are key contributorsin
developing a growing, viable repo market in Euros.
Notably in US dollar-denominated debt, Freddie Mac
became thefirst corporate borrower to use an internet-
based book-building process, with the 6-7/8% January
2005 Reference Note issue.

On October 19th, Freddie Mac undertook voluntary
actionsto achieve grester financia transparency, capita
adequacy and market discipline. We announced a
subordinated debt program, Freddie SUBS™, as one
of six separate initiatives stated in the Enhancements
to Capital Strength, Disclosure and Market Discipline.
Thefirst Freddie SUBS coming to market in the first
quarter of 2001 will be a 10-year bullet issuein a
minimum size of $1 billion. Over athree-year phase-
in period, we expect to issue Freddie SUBS at |east
twice ayear in 2- through 30-year maturities, resulting
in atota outstanding range of $8 billion to $10 hillion
either through new issuances or by reopening existing
issues. Freddie SUBS will beissued in an amount
such that the sum of core capital and outstanding
subordinated debt will equal or exceed 4 percent of
on-balance sheet assets and 0.45 percent of off-balance
sheet mortgage securities following the three-year
(continued on page 2)
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1960s, the Fed's Open Market Desk began to buy
bankers acceptances in order to help develop the
market for thoseinstruments. Inthe 1970s, it added
Agency securitiesto its portfolio for similar reasons.
And all along, it has supplemented its outright
purchases with temporary injections in the form of
Repurchase Agreements (RPs).

The Fed' stwo objectivesin assembling a portfolio
are to minimize credit risk and, most importantly,
to maximize liquidity. The special emphasison
liquidity might seem odd in light of the fact that
the Fed has been a buy-and-hold investor for most
of its history, but it isacentral element of the Fed's
contingency planning. If the Fed were forced by
abanking crisis to provide support as the lender of
last resort, it would need to liquidate existing assets
quickly in order to make room on its balance sheet
for an increased volume of discount window
advances. The Desk will restrict its portfolio to
assets for which there would be aready market
even in the event of afinancial crisis or assets with
maturities short enough to make them self-
liquidating. As one Fed official put it in arecent
Bond Market Association interview, the ideal Fed
portfolio would consist entirely of bills.

In practice, of course, the Desk hasn't been able
to limit itself to bills, but has had to buy Treasury
notes and bonds as well to meet its investment
needs. If itisforced to diversify into non-Treasury
investments, the Desk will emphasize shorter
maturities. The Desk iswilling to extend out along
either theyield curve or the credit curve, but is
wary of doing both at once.

Repurchase Agreements are the obvious dternative
to bills. Ascollateralized investments, they offer
greater credit protection than other money market
instruments. Moreover, a portfolio of overlapping
term agreements would provide the Fed with the
liquidity it craves by ensuring that alarge volume of
assets would come due each week. The Desk has
been experimenting with this approach for several
months by doing $2 billion to $3 billion of four-week
tri-party RPs on Mondays and Thursdays, using a
mixture of Treasury, Agency and mortgage-backed
collateral. If the Desk wereto doublethe size of its
individual operations and extend their terms from
one month to two, the rolling stock of RPswould
rise to $100 hillion or more, satisfying the Fed's net
investment needs for the next two to three years.

The Fed’s current tri-party RP program began as
an experiment in late 1999 as part of the Desk’s
Y 2K preparations. The Desk questioned whether
its existing tools would allow it to meet banks'
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extraordinary year-end reserve needs smoothly.
By the time the century date change rolled around,
the Desk had used its new tri-party facility to amass
more than $140 billion of RPs. The level of Fed
RPsfell back to a daily average of roughly

$20 billion in 2000, but the' Y 2K experience
demonstrates that there is room for expansion in
the program. The Fed' sinternal review of open
market operationsislikely to identify Open Market
Repurchase Agreements as the most efficient
alternative to Treasury purchasesin the near term.
If so, the Desk will become a more substantial
source of short-run financing for the Agency and
MBS markets over the coming year.

Over the longer run, the tri-party RP program may
prove to be nothing more than a stopgap measure.
If current trendsin the U.S. Treasury market persist
and the Fed isforced to turn to private-sector assets,
the Fed will find itself extending $1 trillion of short-
term credit to the financial system by the end of
thisdecade. Lending on that scale obviousy cannot
be funneled through the dwindling group of primary
dealers. Thelogical next step for the Fed isto
consider a more ambitious financing facility similar
to that used by the ECB, in which awide range of
financial institutions can bid directly for term
funding from the central bank. The upcoming
report, however, is unlikely to provide more than
apreliminary assessment of the principles that
would guide such a system. For at |least the next
couple of years, the Fed islikely to build on its
successful tri-party RP program to meet its net
investment needs.

Mr. Crandall is chief economist of Wrightson Associates
and isthe principal author of its market-leading newsl etter,
“ The Money Market Observer” (www.wrightson.com).
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