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...the most successful companies of all are those

with a clear mission that they
execute with ferocious focus.

Richard F. Syron, chairman and CEO



a4 message from

the chairman

To Our Shareholders,

| am pleased to write you my first annual letter as
chairman and CEO of Freddie Mac. Even in the very
challenging year that led up to my arrival, the company
delivered good financial results — which I'll discuss later
in this message — while fulfilling our mission.

This past December, when the board of directors asked
me to take on this job, | was deeply honored. That’s
because Freddie Mac is much more than one of the
largest financial services companies in America. As a
government-sponsored enterprise, or GSE, we have
the vital public mission of helping American families
achieve their dreams through low-cost homeownership.
We also have the responsibility to keep our company
financially safe, sound and strong. And | feel a powerful
personal obligation—as in my preceding private-sector
jobs—to be a vigilant steward of shareholder capital.

Let’s start with the fundamentals. Freddie Mac operates
in a highly attractive market: U.S. residential mortgage
debt. Within this growing market, our congressional
charter gives us special privileges and opportunities,
along with special responsibilities. We have a strong
foundation of capital and a well-earned reputation for
managing interest-rate and credit risk. And Freddie Mac
has done enormous good with its franchise. Over the

years, we have made home possible for one in six
homebuyers across America— helping them build
wealth, and helping our nation build the world’s finest
system of housing finance.

But as we all know, major problems surfaced at Freddie
Mac in 2003 —the same ones that brought me here. |
have been highly impressed in my first nine months with
the company’s financial safety and soundness, risk man-
agement, core business and superb people. But I've
also seen clearly the consequences of serious problems
in accounting, internal controls and corporate gover-
nance that came to light last year.

My game plan has three basic parts:

1. Getting our house in order and rebuilding
public confidence;

2. Making this a truly mission-driven company; and

3. Using these efforts to build long-term
shareholder value.

We’ve made good progress in these areas, but much
remains to be done. Let me tell you where things stand
today and where | see Freddie Mac tomorrow.



Richard F. Syron, chairman and CEO

Getting Our House in Order

Getting our house in order has been my most urgent pri-
ority. My primary focus has been on rebuilding our senior
management team to help us excel in an increasingly
competitive market. So | am delighted that within the
first nine months of 2004, we have been able to bring
together a truly world-class group of senior executives.

Other key additions include Ralph Boyd as executive vice
president and general counsel, to manage our legal,
government relations and communications functions.
Ralph is a former Assistant U.S. Attorney General and
head of the Justice Department’s Civil Rights Division
in the Bush Administration. Stan Martin, a veteran SEC
reviewing partner with KPMG, is our new head of Internal
Audit. Jerry Weiss, another of our Wall Street hires, is

getting our

house

in order

We have hired Gene McQuade as president and chief
operating officer. Gene is the former president of Bank
of America and chief operating officer of FleetBoston
Financial, and he brings a wealth of operating and finan-
cial reporting experience to Freddie Mac. We also have
brought on Patti Cook, a 25-year Wall Street veteran of
the fixed-income markets, to serve as executive vice
president of investments.

in the new post of chief compliance officer. Marty
Baumann, our CFO, joined us in April 2003 and leads
our ongoing accounting remediation effort. And Hollis
McLoughlin, with a dual background in business and
the public sector, is bringing both strategic focus and
process discipline to bear as my chief of staff.



With these changes made, we will finish the job of getting
our financial reporting where it needs to be. An important
first step was meeting our commitment to report 2003
results within our self-imposed deadline of June 30,
2004. But our remediation is not yet complete. The truth
is that our progress in building accounting systems and
improving internal controls must accelerate and come to
fruition. These weaknesses in processes and systems are
preventing us from reporting our financials to you on a
timely basis.

But Freddie Mac is doing more than hiring a new senior
management team and fixing our accounting; we are
enhancing our corporate governance as well. As a GSE in
the Sarbanes-Oxley era, we must serve as a role model
of sound corporate governance that inspires public trust.
So we have adopted corporate governance guidelines —
including criteria for board independence —that fully
meet New York Stock Exchange listing standards, as well
as SEC standards for audit committee independence.
Moreover, we have met, on time, every element of our
regulator’s rigorous consent order. We have committed
to split the roles of chairman and CEO, and laid the

[ham not a status quo leader and Freddie Mac

will not be a status quo company.

One milestone in our financial reporting will be registering
our common stock with the SEC under the Securities
Exchange Act of 1934 and filing 10-Ks and 10-Qs as
a reporting company under the Act. We also recognize
investors’ need to understand our financial reporting
better, so that we are more easily comparable with other
large financial institutions. Meanwhile, we expect to
deliver both quarterly and full-year 2004 results to you
by March 31. And we will continue to be an accessible
and accountable management team, providing quarterly
conference calls, in the interim.

groundwork to do so. We are requiring all board mem-
bers to hold Freddie Mac stock, so they have a greater
stake in the company’s long-term success. And we are
conducting an orderly transition of the board — so that,
during the course of this year, we will see the turnover of
about half of our elected board.

If all this strikes you as a lot of change, it is. | am not a
status quo leader and Freddie Mac will not be a status
quo company.



Becoming Mission-Driven

There’s a big difference between being a company that
happens to have a statutory mission, and being a com-
pany that is truly mission-driven. For too long, Freddie
Mac acted like the former kind of company. | mean to
make it indisputably the latter.

That is why we have retooled our performance measures
to tie our senior managers’ compensation to mission ful-
fillment as well as financial goals. We have dedicated

first-rate staff and resources to focus entirely on ways for

affordability of America’s mortgage markets. Freddie
Mac gets high marks for providing liquidity and stability,
but we need to do more on affordability. We must find
ways to reach and serve minorities, immigrants, and
others who are underserved today. This means innovat-
ing aggressively yet responsibly so that every household
that can afford to buy and keep a home gets that
opportunity, at lowest cost—and those who cannot or
choose not to own, have quality, affordable rental alter-
natives. But Freddie Mac’s mission is not only to assist
the “affordable” end of the market. We cannot allow that
noble goal to undermine or be set against our broader
mission. For we have the statutory obligation to make

becoming

mission

driven

us to better understand and execute our mission. We
are developing a number of initiatives to help us meet
the affordable housing goals set forth by the federal
government. And we have set for ourselves the ambi-
tious strategic goal of leading the industry in expanding
housing opportunities for underserved groups within
five years.

These are significant steps. But to become truly mission-
driven, Freddie Mac must foster a deeper understanding
of our mission. Congress has given us an important
public purpose: to enhance the liquidity, stability and

America’s housing finance markets work better for
everyone we serve.

To succeed in carrying out our mission, Freddie Mac
must do two things. As a GSE, we must continue work-
ing closely with Congress and the executive branch to
modernize our regulatory structure. And as a company in
a competitive marketplace, we must continue innovating,
driving down our costs, and striving always to serve our
customers better.

n
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Building Shareholder Value

If that sounds like capitalism at work, it is. Which brings
me back to you, our shareholders. My third and culminat-
ing priority is to ensure that Freddie Mac creates lasting
value. Instead of managing to near-term expectations, |
am determined to set our sights on building shareholder
value that holds up over the long run.

If there is one thing that was never in question, it is
this company’s fundamental financial and economic
strength and soundness. Our 2008 results bear out

Freddie Mac supported the largest refinancing market
in history, while keeping our assets and liabilities well
matched and our retained portfolio well hedged and
insulated from major interest-rate swings. Our monthly
reports demonstrated throughout the year that Freddie
Mac’s tradition of excellence in risk management is
alive and well.

Still, we can do more and we can do better. For example,
| am determined to attack our general and administrative
expenses, which increased considerably due in part to
our accounting remediation efforts. Once we gain effi-

building

shareholder

value

that confidence. We produced another strong year of
earnings. We enhanced our strong capital position. We
managed our interest-rate and credit risks to achieve
impressive results. As a consequence, we posted strong
fair value growth in a very challenging economic environ-
ment. Last year’s results made it clear that Freddie Mac’s
franchise remained financially healthy, and the engine of
our business produced good value.

Our 2003 results were fueled by strong portfolio growth
and record business volume. No less important, we
protected the value of our franchise during a volatile
interest-rate environment, in which prepayments surged
and rates moved by some 70 basis points in six months.

ciencies from the automated accounting and controls
systems, our cost structure should normalize. And | am
taking other steps to reduce our army of consultants
and associated costs.

Looking at the economic and competitive environment
for this year, it’'s plain we can’t continue to grow our
retained mortgage portfolio at the extraordinary clip of
the past decade (during which it increased more than
ten-fold). For the reasons discussed in this annual
report, our GAAP results will continue to show sub-
stantial volatility. And as also detailed in the report, if
current conditions continue until year-end, our fair value
growth, if any, is likely to be significantly below last



year’s, when it exceeded our long-term expectations. It

is important to note, however, that while fair value is an
important means of measuring our returns, it is the trend
of fair value growth over a multi-year period that provides
a better yardstick of our success.

These cautions should not be interpreted to mean we
don’t have great opportunities —because we surely do.
U.S. residential mortgage debt outstanding is expected
to grow at the robust rate of more than eight percent
annually for the next decade, and we expect to grow
along with it. Moreover, consistent with our charter,

Leaner, more efficient companies are happier and more
successful companies. And astute observers have real-
ized that the most successful companies of all are those
with a clear mission that they execute with ferocious
focus. Indeed, mission-driven companies have the ability
to create greater shareholder value than firms that are
purely financially driven.

That is a big reason why Freddie Mac —as a mission-
driven company conscious of its costs and of the need
for constant innovation —is worthy of your continued

confidence. We have a mission that benefits our society,

Ifithere is one thing that was never in question, it is this company’s

fundamental financial and economic

strength and soundness.

when market conditions create a demand for us to
increase our mortgage investment activity we will not
hesitate to take advantage of profitable opportunities.
This approach has enabled us to generate strong eco-
nomic returns in a wide variety of market conditions.

Freddie Mac is well positioned to take advantage of
opportunities in a growing market in part because we
have an extremely strong capital base. We are currently
holding 30 percent surplus core capital, under the
capital monitoring framework created by our regulator,
until we return to timely financial reporting. As soon as
this requirement is lifted, we can and will consider
opportunities to enhance shareholder return.

motivates our employees, and has the support of our
nation. And we understand that being mission-driven is
not in tension with building shareholder value; rather, our
charter is a source of shareholder value.

Conclusion

| came to Freddie Mac with a mandate and a mind

to take a great franchise, give it a new management
team, fix its accounting, improve its corporate gover-
nance, and make this a truly mission-driven company
whose relentless execution of its mission builds lasting
shareholder value. | won't pretend this is an easy task,
just as | wouldn’t expect to turn an aircraft carrier on a



dime. But | have met with a great many people during my
early months at Freddie Mac — shareholders, investors,
business partners, regulators, competitors, employees,
you name it. And it’s striking that virtually every one of
them sees us as a company with a vital public mission
and bright long-term prospects. These people are right
on the mark. We have made good progress in putting
our problems behind us and are becoming a better
company for it.

And as we move forward, let’'s remember that Freddie
Mac’s mission is not a headwind for this company. It is

We have made good progress in

putting our problems behind us
and are becoming a better company for it.

a tailwind. Because our greatest gift from Congress is
our clarity of mission. It means that all of us who serve
Freddie Mac, from the board to the senior officers to
middle managers to rank-and-file employees, are fortu-
nate. By virtue of our clear public mission—and the
market means by which we are chartered to achieve
it— Freddie Mac does well precisely by doing good.

That is more than a proposition about our values. It is a
value proposition.

Sincerely,

/? Lo Ao 2 f?‘ § )//w.
Richard F. Syron
Chairman and Chief Executive Officer
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INFORMATION STATEMENT
AND

ANNUAL REPORT TO STOCKHOLDERS
For the fiscal year ended December 31, 2003

Freddie Mac is a stockholder-owned, government-sponsored enterprise, or GSE, established by Congress
to provide a continuous flow of funds for residential mortgages. We perform this function primarily by buying
and guaranteeing residential mortgage loans and mortgage-related securities, which we finance by issuing
mortgage-related securities, debt securities and equity securities. Our securities are not required to be
registered under the Securities Act of 1933 or the Securities Exchange Act of 1934 and we are not currently
required to file periodic reports with the Securities and Exchange Commission under the Exchange Act.
However, we are committed to the voluntary registration of our common stock under the Exchange Act,
which we expect to complete once we return to timely financial reporting. We alone are responsible for making
payments on our securities. Neither the United States nor any other agency or instrumentality of the United
States is obligated to fund our mortgage purchase or financing activities or to guarantee our securities or other
obligations.

The publication of this Information Statement and Annual Report, or Information Statement, has been
delayed significantly, as a result of the ongoing controls remediation and systems re-engineering and
development necessary to return to timely financial reporting following the previous revision and restatement
of our financial results for 2002, 2001 and 2000. For more details, sce “EXPLANATORY NOTE.”

This Information Statement contains important financial and other information about Freddie Mac. The
Information Statement will be supplemented periodically. All available supplements should be read together
with this Information Statement. We also provide information about the securities we issue in the Offering
Circular for each securities program and any supplement for each particular offering. You can obtain copies of
the Information Statement, Offering Circulars, all available supplements, financial reports and other similar
information by visiting our Internet website (www.FreddieMac.com) or by writing or calling us at:

Freddie Mac
Investor Relations Department
1551 Park Run Drive
McLean, Virginia 22102-3110
Telephone: 1-800-FREDDIE (800-373-3343) or 571-382-4732

Our principal offices are located at 8200 Jones Branch Drive, MclLean, Virginia 22102
(telephone: 703-903-2000).

THIS INFORMATION STATEMENT IS DATED SEPTEMBER 24, 2004
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EXPLANATORY NOTE

This Information Statement contains forward-looking statements regarding our current expectations
about objectives for financial reporting, future business plans, results of operations, financial condition, and
trends. Forward-looking statements do not relate to historical matters and involve known and unknown risks,
uncertainties and other factors, including those listed in the section titled “FORWARD-LOOKING
STATEMENTS.” We undertake no obligation to publicly update any forward-looking statement to reflect
events or circumstances after the date of this Information Statement, or to reflect the occurrence of
unanticipated events.

The publication of this Information Statement has been delayed significantly as a result of the ongoing
controls remediation and systems re-engineering and development necessary to return to timely financial
reporting following the previous revision and restatement of our financial results for 2002, 2001 and 2000.
Although we are addressing the operational weaknesses that are contributing to our current inability to release
financial results on a timely basis, uncertainty regarding the expected success, scope and timing of these
activities remains. See “MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CON-
DITION AND RESULTS OF OPERATIONS, or MD&A, — RISK MANAGEMENT — Operational
Risk — Sources of Operational Risks.”

Our current objective is to provide quarterly and full-year financial results for 2004 by March 31, 2005.
Our delivery of both quarterly and full-year 2004 results in the first quarter of 2005 will enable us to resume
quarterly financial reporting in 2005 on a timetable to be announced later this year. This decision allows our
primary focus to be on our controls and systems remediation efforts (including those we are undertaking in
accordance with the consent order we entered into with the Office of Federal Housing Enterprise Oversight, or
OFHEO, discussed below) to address the material weaknesses and other deficiencies in our internal controls
over financial reporting, as described in “MD&A — RISK MANAGEMENT — Operational Risk.” This
approach should permit us to complete a comprehensive assessment of the design of our internal controls
before the next earnings release, an important step in our ongoing remediation efforts. At the same time, we
expect to be able to make significant progress on our efforts to develop and build a fully capable systems
infrastructure. These combined efforts will facilitate our return to timely financial reporting, enabling us to
fulfill our commitment to register our common stock with the SEC under the Exchange Act.

Significant systems revisions are still required as a result of our adoption of revised accounting policies
from the 2002 restatement and new accounting rules promulgated for 2003. While we have made substantial
progress, we face continuing challenges because of the prior deficiencies in our accounting infrastructure and
the operational complexities caused by the volume of revised and new accounting policies we have adopted.

Because most of our new systems are still in development, our current accounting close processes for
period-end reporting are executed in two steps. First, we produce preliminary financial figures using our
existing systems. Second, we adjust, or “remeasure,” those figures using interim processes (which include
several dependencies on manual, or off-line, accounting processes, as described in “MD&A — RISK
MANAGEMENT — Operational Risk”) to bring the figures into conformity with generally accepted
accounting principles, or GAAP. As a result, we must complete substantial validation and analytical review
procedures of our financial results to mitigate our current inability to rely extensively on more automated
internal controls.

The continued existence of material weaknesses in our internal controls over financial reporting and the
reliance on validation and analytical review procedures are highlighted by the fact that, in the course of the
2003 close process, we identified a number of immaterial errors in our previously published results, which were
recorded as corrections in the first quarter of 2003. Although not material to the net income of 2003 or any
prior year’s published results, these errors evidence the higher level of operational risk that we are addressing.
See “MD&A — CONSOLIDATED RESULTS OF OPERATIONS — NON-INTEREST INCOME
(LOSS) — Other Income and Certain Prior Year Accounting Error Adjustments” for more information.
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We are devoting extraordinary resources to systems and controls initiatives and have made significant
progress. For example, we have implemented a controlled subledger system for our retained mortgage portfolio
that captures accounting data for our mortgage security investment activities, replacing what had been a much
more manual process dependent on end-user desktop systems. For the remainder of 2004 and into 2005, we
will continue to re-engineer and build systems to eliminate our current two-step accounting close processes.

We believe that our overall timetable is appropriate in that it contemplates the necessary additional
management due diligence processes for current financial reports in this challenging operating environment
and the significant requirements for controls remediation and systems re-engineering and development that are
needed to prepare us for the future. Our current plan is to brief the market, at least quarterly, beginning near
the end of October 2004, regarding our business and progress toward, and timetable for, timely financial
reporting.

While this Information Statement focuses on a presentation and analysis of our financial results for the
years 2003, 2002 and 2001, it also includes selected information about certain topics pertaining to the year
2004 that are not affected by our current inability to produce timely financial statements.

While we are not yet subject to the SEC’s disclosure requirements with respect to this Information
Statement, we have attempted to comply with them to the extent possible. However, in some instances we
have departed from specific SEC data requirements, principally in cases where we have provided data for
fewer years than would be required if we were an SEC registrant. The omission of this data primarily arises
because we have not restated our consolidated financial statements for periods prior to 2000. We do not believe
the omissions are material to an understanding of our results for the periods presented.

In addition, this Information Statement and the certifications by our Chief Executive Officer and Chief
Financial Officer, which are based on the certifications required of SEC registrants as to the accuracy and
completeness of the information and the fair presentation of the consolidated financial statements and other
financial information in periodic reports, do not address the effectiveness of our disclosure controls and
procedures. This is because an evaluation of the effectiveness of these controls and procedures was not
performed as of December 31, 2003. See “MD&A — RISK MANAGEMENT — Operational Risk —
Sources of Operational Risks” for additional information regarding our internal control weaknesses and
remediation efforts. On April 26, 2004, our Chief Executive Officer submitted to the New York Stock
Exchange the certification required by Section 303A.12(a) of the New York Stock Exchange, or NYSE,
Listed Company Manual regarding our compliance with the NYSE’s corporate governance listing standards.

We released restated and revised financial statements for the years 2002, 2001 and 2000 on November 21,
2003 (collectively referred to as the “restatement”). On December 10, 2003, we announced that we had
entered into a consent order and settlement generally resolving the investigation by OFHEO relating to our
restatement of prior financial results. Under the terms of the consent order, we are undertaking remedial
actions relating to governance, corporate culture, internal controls, accounting practices, disclosure and
oversight. See “LEGAL PROCEEDINGS” and “NOTE 13: LEGAL CONTINGENCIES” to the
consolidated financial statements for more information.

Freddie Mac



BUSINESS

Freddie Mac is one of the largest participants in the U.S. mortgage market. We are a stockholder-owned
GSE chartered by Congress on July 24, 1970 under the Federal Home Loan Mortgage Corporation Act, as
amended, which we refer to as the Freddie Mac Act or our charter.

Our statutory purposes are:
e To provide stability in the secondary market for residential mortgages;
e To respond appropriately to the private capital markets;

» To provide ongoing assistance to the secondary market for residential mortgages (including mortgages
on housing for low- and moderate-income families involving a reasonable economic return that may be
less than the return received on other activities) by increasing the liquidity of mortgage investments
and improving the distribution of investment capital available for residential mortgage finance; and

» To promote access to mortgage credit throughout the U.S. (including central cities, rural areas and
other underserved areas) by increasing the liquidity of mortgage investments and improving the
distribution of investment capital available for residential mortgage finance.

We fulfill these statutory purposes primarily by purchasing residential mortgage loans and mortgage-
related securities from mortgage lenders and securities dealers, financing these purchases with debt, equity and
mortgage-related securities, and guaranteeing the payment of principal and interest on the mortgage-related
securities we issue. For purposes of this discussion, and as further described in “Business Overview” below, the
terms “purchase” and “mortgage purchase” encompass both the purchase of mortgages financed with debt
and equity securities and the issuance of guaranteed securities representing undivided interests in mortgage
loans and mortgage-related securities.

We purchase mortgages that finance homes in every geographic region of the U.S. In this way, we reduce
the cost of homeownership and rental housing and improve the quality of life by making the American dream
of decent, accessible housing a reality. For more than three decades, we have been a successful competitor in a
large and consistently growing mortgage debt market.

Our principal offices are located in McLean, Virginia. We have additional offices in Washington, D.C.;
Reston, Virginia; Atlanta, Georgia; Chicago, Illinois; Dallas, Texas; New York, New York; and Woodland
Hills, California. As of August 25, 2004, we had 4,844 full-time and 150 part-time employees.

We do not currently file periodic reports with the SEC, although we will begin to do so upon completion
of the voluntary registration of our common stock under the Exchange Act. We make our financial disclosure
documents available free of charge on our website. Our corporate governance guidelines, Codes of Conduct for
employees and members of the Board of Directors and the charters of the Board’s five standing committees,
(i.e., the Audit, Finance and Capital Deployment, Mission and Sourcing, Governance and Nominating, and
Compensation and Human Resources Committees) are also available on our website. Printed copies of these
documents may be obtained upon request. Our Internet address is www.FreddieMac.com. (We are providing
this Internet address solely for the information of interested persons. We do not intend this Internet address to
be an active link, and are not using references to this address here or elsewhere in this Information Statement
to incorporate additional information into this Information Statement.)

Financial Information about Segments

We did not meet the criteria for reporting business segments that are prescribed in Statement of Financial
Accounting Standards, or SFAS, No. 131, “Disclosures About Segments of an Enterprise and Related
Information,” or SFAS 131, for any period presented in this report. For example, we did not maintain, as
required by SFAS 131, discretely available and reliable financial information that we used to allocate internal
resources and to evaluate the performance of internal business units. As a result, we have determined that we
have only one business segment for financial reporting purposes.
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Business Overview

We play a fundamental role in the American housing finance system, linking the domestic mortgage
market and the global capital markets. In this role, we focus on the following strategies:

e Maintaining the lowest possible cost of financing for our mortgage investments by creating broader
and more liquid markets for our mortgage-related and debt securities;

e Delivering these low-cost funds to a broad spectrum of America’s homeowners by bringing
innovation and efficiency to the mortgage market; and

e Managing the operational risk, interest-rate risk, credit risk and other business and market risks
that arise from these business activities.

We participate in the secondary mortgage market principally by providing our credit guarantee for
residential mortgages originated by mortgage lenders, and investing in mortgages and mortgage-related
securities and holding them in our Retained portfolio. These activities, which include our credit guarantee
activities and our portfolio investment activities, are summarized below:

Credit Guarantee Activities We purchase residential mortgage loans originated by mortgage lenders as
well as mortgage-related securities. One of the means by which we fund purchases of mortgage loans is
through the use of securitization-based financing. That is, we fund the purchases of such financial assets by
issuing undivided interests in purchased mortgage loans and selling such interests to investors. Such undivided
interests are referred to as Mortgage Participation Certificates, or PCs. Most of our credit guarantee activity
occurs through the Guarantor Program in the form of mortgage swap transactions. In a mortgage swap
transaction, a mortgage lender or other seller delivers mortgages to us in exchange for our PCs. Mortgage
lenders and other originators also sell mortgages to us for cash through our Cash Window Program. In these
cash transactions, we decide whether to hold the mortgage loans in our Retained portfolio and finance them by
issuing debt and equity securities (portfolio investment), or sell them in the secondary market in the form of
PCs that carry our guarantee of payment of principal and interest (credit guarantee). Mortgages we purchase
for cash that we do not retain are pooled together with other mortgage loans we receive in connection with
MultiLender Swaps. MultiLender Swaps are PC swap-based transactions that we execute with various
lenders.

Our guarantee activities also involve the resecuritization of mortgage-related securities. In the resecuri-
tization process, we issue securities representing undivided interests in PCs and certain other types of
mortgage-related securities. We refer to securities that we issue through our resecuritization activities as
Structured Securities. We resecuritize PCs, non-Freddie Mac mortgage-related securities and other already
issued Structured Securities. We commonly transfer Structured Securities to third parties in exchange for
either cash or the collateral underlying the Structured Securities (e.g., mortgage-related securities that third-
party securities dealers deliver to us).

We provide a guarantee of the payment of principal and interest on tax-exempt multifamily housing
revenue bonds that support pass-through certificates issued by third parties. These housing revenue bonds are
collateralized by mortgage loans on low- and moderate-income multifamily housing projects. In addition, we
guarantee the payment of principal and interest related to low- and moderate-income multifamily mortgage
loans that are originated and held by state and municipal agencies to support tax-exempt multifamily housing
revenue bonds. The unpaid principal amounts of the underlying mortgage loans are included within the
definition of PCs and Structured Securities. For further details, see “NOTE 4: FINANCIAL GUARAN-
TEES” to the consolidated financial statements. We guarantee payment of principal and interest on all issued
PCs and Structured Securities. Mortgage-related assets that back PCs and Structured Securities held by third
parties are not included in our consolidated financial statements. However, our obligation to provide the
payment of principal and interest on issued PCs and Structured Securities usually results in the recognition of
a guarantee asset and guarantee obligation on our consolidated balance sheets. For further details, see
“NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated financial
statements.
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Portfolio Investment

We purchase mortgage loans and mortgage-related securities (including PCs and

Structured Securities we previously issued to third parties) and hold such securities in our Retained portfolio
for investment purposes. We finance these purchases by issuing debt and equity securities. Portfolio
investments (including PCs in our Retained portfolio) are recorded on our consolidated balance sheets as
assets within our Retained portfolio.

Our Retained portfolio consists of our investments in mortgage loans and mortgage-related securities,
including PCs and Structured Securities we previously issued that we have acquired.

Figure I illustrates our basic credit guarantee and portfolio investment activities:

Figure 1
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Our total mortgage portfolio is an important measure of our business activity. It consists of:

PCs and Structured Securities (which are Freddie Mac securities) we hold in our Retained
portfolio;

Non-Freddie Mac mortgage-related securities we hold in our Retained portfolio, including
securities issued by the Federal National Mortgage Association, or Fannie Mae, securities
guaranteed by the Government National Mortgage Association, or Ginnie Mae, non-agency
securities and obligations of states and political subdivisions;

Mortgage loans we hold in our Retained portfolio;
PCs and Structured Securities we hold for our PC market-making and support activities; and
PCs and Structured Securities that third parties hold.

Freddie Mac



Table 1 provides information about the composition of our total mortgage portfolio as of December 31,
2003 and 2002 based on unpaid principal balances. Our total mortgage portfolio as presented in Table 1
includes the unpaid principal balances of mortgages and mortgage-related securities held in our Retained
portfolio and the balance of PCs and Structured Securities held by third parties, or Outstanding PCs and
Structured Securities, which are not included on our consolidated balance sheets. For the purposes of Table 1,
the unpaid principal balances only reflect all PCs issued and that portion of Structured Securities backed by
non-Freddie Mac mortgage-related securities. The unpaid principal balances of Structured Securities
representing the resecuritization of PCs or previously issued Structured Securities are excluded because these
issuances do not significantly increase our credit exposure or expected future cash flows.
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Table 1 — Freddie Mac’s Total Mortgage Portfolio Based on Unpaid Principal Balances

1) (2)

December 31,

2003 2002
% of % of
Total Total
Dollars in Mortgage Dollars in Mortgage
Millions Portfolio Millions Portfolio
Outstanding PCs and Structured Securities®® ... ... $ 752,164 53% $ 729,809 55%
Retained portfolio:
PCs and Structured Securities .. .................. 393,135 28 341,287 26
Non-Freddie Mac mortgage-related securities:
Agency mortgage-related securities ... ........... 77,289 6 83,707 6
Non-agency mortgage-related securities . ......... 114,772 8 78,392 6
Total non-Freddie Mac mortgage-related securities . . 192,061 14 162,099 12
Mortgage loans ............... ... ... . ... 60,270 _ 4 63,886 5
Total Retained portfolio™ ....................... 645,466 46 567,272 43
PCs and Structured Securities in the Cash and
investments portfolio™® .. ... ... 16,769 1 19,528 2
Total mortgage portfolio .......................... $1,414,399 100%  $1,316,609 100%
Total PCs issued and Structured Securities”® . ... ... $1,162,068 $1,090,624
(I)E)«:mrtgage loans and mortgage-related securities traded, but not yet settled.

()
(3)
4)

(%)

(6)
(N

()

Due to the nature of security program remittance cycles of PCs and Structured Securities, the unpaid principal balances of the
underlying mortgage loans do not always equal the unpaid principal balance of issued PCs and Structured Securities. See
“NOTE I: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES — Due to Participation Certificate Investors” to the
consolidated financial statements for more information.

Represents PCs and Structured Securities that are held by third parties.

Subsequent to the announcement of our 2003 financial results in our Information Statement Supplement dated June 30, 2004, we
revised the balance of PCs and Structured Securities in the Cash and investments portfolio due to a calculation error. The effect of
this change was a $584 million decrease in PCs and Structured Securities in the Cash and investments portfolio at December 31,
2002 and a corresponding increase in Outstanding PCs and Structured Securities. The consolidated financial statements were not
affected by this revision.

The Retained portfolio presented in this table differs from the Retained portfolio presented in our consolidated balance sheets
because the consolidated balance sheet caption includes valuation adjustments (e.g., fair value adjustments for securities classified as
available for sale and trading and the Reserve for losses on mortgage loans held for investment) and deferred balances (e.g.,
premiums and discounts). “Table 2 — Reconciliation of Retained Portfolio Unpaid Principal Balances to the Consolidated Balance
Sheets” below provides a reconciliation of the Retained portfolio amounts shown in this table to the amounts shown under such
caption in accordance with GAAP on our consolidated balance sheets.

Represents PCs and Structured Securities we hold in connection with PC market-making and support activities, which are reflected
in Investments on our consolidated balance sheets.

As further discussed in “NOTE 4: FINANCIAL GUARANTEES” to the consolidated financial statements, these amounts
include:

e $4,729 million and $8,561 million of Structured Securities backed by Ginnie Mae Certificates at December 31, 2003 and
2002, respectively.

* $5,044 million and $4,643 million at December 31, 2003 and 2002, respectively, that pertain to our guarantee of the payment
of principal and interest on (a) tax-exempt multifamily housing revenue bonds that support pass-through certificates issued
by third parties and (b) multifamily mortgage loans that are originated and held by state and municipal agencies to support
tax-exempt multifamily housing revenue bonds.

e $2,278 million and $-0- at December 31, 2003 and 2002, respectively, of single-family mortgage loans held by third parties
for which we provided a credit guarantee.

PCs and Structured Securities (including single-class and multi-class securities, as defined in “Table 3 — Freddie Mac Single-Class
and Multi-class PCs and Structured Securities Based on Unpaid Principal Balances”) exclude $637,491 million and $752,671 mil-
lion at December 31, 2003 and 2002, respectively, of Structured Securities where we have resecuritized PCs and other previously
issued Structured Securities. These excluded Structured Securities do not increase our credit related exposure and consist of single-
class Structured Securities backed by PCs, Real Estate Mortgage Investment Conduits, or REMICs and principal-only strips. The
notional balance of interest-only strips of $91,192 million and $113,654 million at December 31, 2003 and 2002, respectively, is
excluded because this table is based on unpaid principal balances. Also excluded are modifiable and combinable REMIC tranches
and Interest and Principal classes, which collectively totaled $988,600 million and $1,301,666 million at December 31, 2003 and
2002, respectively, where the holder has the option to exchange the security tranches for other pre-defined security tranches. See
“Resecuritization” for more information on Structured Securities.
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Table 2 provides a reconciliation of the Retained portfolio unpaid principal balances to the amount shown
on our consolidated balance sheets.

Table 2 — Reconciliation of Retained Portfolio Unpaid Principal Balances to the Consolidated Balance
Sheets
December 31,
2003 2002
(dollars in millions)

Mortgage loans in the Retained portfolio:

Unpaid principal balances . ............... ... ... . . $ 60,270 $ 63,886
Premiums, discounts, deferred fees and other basis adjustments(l) ............ 64 232
Less: Reserve for losses on mortgage loans held for investment .............. (174) (177)
Mortgage loans, net of reserve per consolidated balance sheets............... 60,160 63,941
Mortgage-related securities in the Retained portfolio:®
Unpaid principal balances™ ... ... .. .. . . .. 585,196 503,386
Premiums, discounts, deferred fees and other basis adjustments® ......... ... 4,729 3,463
Net unrealized gains on mortgage-related securities ........................ 9,601 18,520
Participation Certificate residuals at fair value .. ........ ... ... . ... .. ... 671 412
Mortgage-related securities per consolidated balance sheets.................. 600,197 525,781
Total Retained portfolio per consolidated balance sheets ..................... $660,357  $589,722

(1) Other basis adjustments primarily relate to valuation adjustments for loans held for sale, as well as basis adjustments related to
hedging activities. Basis adjustments are modifications to the carrying value of these mortgage loans.

(2) Includes PCs, Structured Securities and non-Freddie Mac mortgage-related securities.

(3) Includes other-than-temporary impairments of certain securities. Impairments to unpaid principal balances are recorded in certain
circumstances when the fair value declines below the amortized cost basis of a security.

(4) Other basis adjustments are related to hedging activities, certain impairments related to interest-only securities and the Day One
Differences (as defined in “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated
financial statements) that correspond to PCs and Structured Securities that we purchase. Basis adjustments are modifications to the
carrying value of these securities.

Our Cash and investments portfolio, which primarily consists of non-mortgage-related securities, is not
included in our Retained portfolio. Our Cash and investments portfolio includes investments we acquire to
manage recurring cash flows, provide a source of liquidity, temporarily deploy capital until the capital can be
redeployed into Retained portfolio investments and manage interest-rate risk exposure. The Cash and
investments portfolio also includes certain mortgage-related securities, which are not included in the Retained
portfolio since they are held in conjunction with our PC market-making and support activities.

For information regarding the sources of our revenues and net income, including derivative and
investment gains (losses) and expenses, see ‘“MD&A — CONSOLIDATED RESULTS OF
OPERATIONS.”

Market Overview

We conduct business in the U.S. residential mortgage market and the global securities market. Our
participation in these markets links America’s homebuyers with the world’s capital markets. Total U.S.
residential mortgage debt outstanding exceeded $7.7 trillion and $6.8 trillion at December 31, 2003 and 2002,
respectively. Mortgage debt outstanding has grown every year since the end of World War II and grew at a
13 percent rate in 2003 and a 12 percent rate in 2002, even though some other indicators of economic growth
slowed during these same periods.

In general terms, the U.S. residential mortgage market consists of a primary mortgage market that links
homebuyers and lenders, and a secondary mortgage market that links lenders and investors. In the primary
market, residential mortgage lenders such as mortgage banking companies, commercial banks, savings
institutions and credit unions originate or provide mortgages to borrowers. They obtain the funds they lend to
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mortgage borrowers in a variety of ways, including selling mortgages into the secondary market. Our charter
does not permit us to originate loans in the primary mortgage market.

The secondary market consists of institutions engaged in buying and selling mortgages in the form of
whole loans (i.e., mortgages that have not been securitized) and mortgage-related securities. The magnitude
of investment and trading activity in the secondary mortgage market supports a continuous flow of funds to the
primary market. This stable flow of funds helps moderate cyclical swings in the housing market and provides
for mortgage funds to be available at all times.

Various other participants also play significant roles in the residential mortgage market. Mortgage brokers
advise prospective borrowers about mortgage products and lending rates, and they connect borrowers with
lenders. Mortgage servicers administer mortgage loans by collecting payments of principal and interest from
borrowers as well as amounts related to property taxes and insurance. Mortgage servicers remit the principal
and interest payments to us, less a servicing fee, and for mortgages we have securitized, we pass these
payments through to mortgage investors, less a fee we charge to guarantee the payment of principal and
interest and administer payments. The servicing fee charged by mortgage servicers varies by mortgage
product. As of December 31, 2003, the required minimum percentage fee typically retained by our single-
family servicers was 0.25 percent of the unpaid principal balance of the mortgage loans. Mortgage servicers
also help us manage our loss mitigation and foreclosure process for mortgages that we own or guarantee. In
addition, private mortgage insurance companies and other financial institutions sometimes provide third-party
insurance for mortgage loans or pools of loans. Our charter requires third-party insurance or other credit
protections on some loans that we purchase.

Freddie Mac and Fannie Mae are the largest participants in the U.S. secondary mortgage market.
Freddie Mac and Fannie Mae are both GSEs with the public purpose of increasing the supply and availability
of home mortgage financing. As discussed below, our statutory mission requires us to participate in the
conforming mortgage market at all times. By contrast, non-GSE market participants are free to enter and exit
the mortgage market as part of business strategies that allow them to pursue multiple lines of business in a
variety of economic conditions.

Freddie Mac and Fannie Mae have charters that prohibit them from originating mortgage loans and limit
them to purchasing mortgages with original principal balances at or below prescribed dollar limits. These
limits are referred to as conforming loan limits and are subject to annual adjustment based on an index of
national average house prices and in accordance with a procedure established by OFHEO. The conforming
loan limit for a first-lien conventional single-family mortgage in 2003 was $322,700 for a one-family residence,
$413,100 for a two-family residence, $499,300 for a three-family residence and $620,500 for a four-family
residence. For 2004, the conforming loan limit is $333,700 for a one-family residence, $427,150 for a two-
family residence, $516,300 for a three-family residence and $641,650 for a four-family residence. The
conforming loan limit for second-lien mortgages on one-family residences is 50 percent of the limit for first-
lien mortgages on such residences. When we purchase both the first-lien and second-lien mortgage on the
same property, the total amount that we purchase may not exceed the applicable conforming first-lien loan
limit. The applicable conforming loan limits are 50 percent higher for mortgages secured by properties in
Alaska, Guam, Hawaii and the U.S. Virgin Islands. No comparable limits apply to multifamily mortgage
purchases.

The Freddie Mac Act also prohibits us from purchasing first-lien conventional (that is, not guaranteed or
insured by any agency or instrumentality of the U.S. government) single-family mortgages if the outstanding
principal balance at the time of purchase exceeds 80 percent of the value of the property securing the
mortgage, unless we have one or more of the following credit protections: mortgage insurance from an
approved mortgage insurer; a seller’s agreement to repurchase or replace (for periods and under conditions as
we may determine) any mortgage in default; or retention by the seller of at least a ten percent participation
interest in the mortgages. This requirement does not apply to multifamily mortgages or to mortgages insured
by the Federal Housing Administration, or FHA, or partially guaranteed by the Department of Veterans
Affairs, or VA.
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Under the Freddie Mac Act, so far as practicable, we may only purchase mortgages that are of a quality,
type and class that generally meet the purchase standards of private institutional mortgage investors. This
means the mortgages we purchase must be readily marketable to institutional mortgage investors.

While we compete in the secondary mortgage market primarily with Fannie Mae, we also compete with
other financial institutions that retain or securitize mortgages, such as banks, dealers and thrift institutions,
and with the Federal Home Loan Banks. Competition from these entities can vary with economic, financial
market and regulatory environments. Among other things, these factors may affect the degree to which
depository and other institutions sell mortgages in the secondary market rather than retain them in their own
portfolios.

During 2003, we estimate that approximately $2.8 trillion of conventional, conforming single-family
mortgages were originated in the U.S. and that Freddie Mac and Fannie Mae purchased 25 percent and
42 percent of that amount, respectively. During 2002, we estimate that approximately $2.0 trillion of
conventional, conforming single-family mortgages were originated in the U.S. and that Freddie Mac and
Fannie Mae purchased 26 percent and 32 percent of that amount, respectively. The relatively high market
share of Freddie Mac and Fannie Mae resulted from the high level of refinance activity in 2003 and 2002 as a
consequence of declining interest rates and a strong demand for fixed-rate mortgage products, which loan
originators tend to deliver to Freddie Mac and Fannie Mae.

We also compete in the global securities market as an issuer of mortgage-related and debt securities. Our
securities have a number of attributes that help us operate efficiently and on a large scale in both our mortgage
securitization and debt financing activities. These attributes include the high credit quality and liquidity of our
securities. They also include legal attributes under our charter and other federal laws and regulations. These
legal attributes, which facilitate our development and maintenance of the liquid markets that are essential to
fulfilling our Congressional mandate, are described in “Regulation and Governmental Relationships —
Legislative Matters — Congressional Charter” below.

Our purchases of mortgage loans and issuances of mortgage-related and debt securities may be affected
by a variety of legislative and regulatory actions related to the activities of banks, savings institutions,
insurance companies, securities dealers and other regulated entities that comprise a significant part of our
customer base. Among the legislative and regulatory provisions applicable to these entities are:

e Regulatory capital requirements for federally insured depository institutions and regulated bank
holding companies; for example, the Basel Committee on Banking Supervision, composed of
representatives of certain central banks and bank supervisors, is developing a new set of risk-based
capital standards for banking organizations. The U.S. banking regulators have proposed to adopt
the new capital standards for certain banking organizations by January 1, 2007 and have solicited
public comments regarding the manner of such implementation. If final rules adopted by the U.S.
banking regulators revise the treatment of mortgage assets, decisions by U.S. banking organiza-
tions about whether to hold or sell such assets could be affected. However, the contents and timing
of any final rules remain uncertain, as does the manner in which U.S. banking organizations may
respond to them.

e Limitations on investments by federally insured depository institutions in certain types of
mortgage securities; and

 Legislation and regulations regarding the subprime lending activities of federally insured deposi-
tory institutions.

To the extent that legislative or regulatory provisions create or remove incentives for these entities either

to sell mortgage loans to us or to purchase our securities, they could have a material effect on our business
results.
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Mortgage Purchase and Guarantee Activity

We purchase single-family mortgages mainly from mortgage bankers, dealers, insurance companies and
federally insured financial institutions. We purchase multifamily mortgages from mortgage lenders, including
federally insured financial institutions, mortgage bankers, investment bankers and insurance companies.

Our single-family mortgage products, services and initiatives are designed to provide a steady source of
low-cost mortgage funding to America’s homebuyers. Our multifamily mortgage products, services and
initiatives are designed primarily to finance rental housing affordable to low- and moderate-income families.

A significant portion of our single-family mortgage purchase volume is generated from several large
mortgage lenders. During 2003, Wells Fargo Home Mortgage, Inc., ABN Amro Mortgage Group, Inc.,
Principal Residential Mortgage Inc., and Chase Manhattan Mortgage Corporation together accounted for
approximately 58 percent of our mortgage volume. Wells Fargo was the largest source and accounted for
approximately 33 percent of our mortgage purchase volume in 2003, while ABN Amro, our second largest
source, accounted for approximately 12 percent of our mortgage purchase volume. We have contracts with
some of these lenders that include a commitment by the lender to sell us a minimum share or dollar amount of
its conventional conforming mortgage origination volume. Because the typical length of these contracts is one
year, some of the contracts may expire in close proximity to each other at any given time. We actively monitor
these lenders’” share volume and if a mortgage lender fails to meet its contractual commitment, we have a
variety of contractual protections, including the assessment of certain fees.

We are exposed to the risk that we will lose significant business volume and will be unable to replace this
business if one or more of these key lenders chooses to significantly reduce the volume of mortgages it delivers
to us or if a lender ceases to exist because of a merger or an acquisition. For example, in 2003, one mortgage
lender that has historically provided us with significant business volume, Bank of America, N.A., substantially
reduced its deliveries to us. In addition, Principal Residential Mortgage Inc., one of our top mortgage lenders,
was acquired by Citigroup Inc. in 2004. The loss of any one of our key lenders could adversely affect our
market share, our revenues, the use of our technology by participants in the mortgage market and the
performance of our mortgage-related securities. We believe that we would be able to recover from a significant
decrease in, or loss of, business volume from one or more of our largest customers, through such means as
strengthening our relationships with other major lenders and servicers or modifying our business strategies.
This anticipated recovery, however, might not occur quickly or at all.

Single-Family Mortgages

Single-family mortgages are mortgages secured by one- to four-family properties. We purchase single-
family mortgages of various types, including 30-year, 20-year, 15-year and 10-year fixed-rate mortgages,
adjustable-rate mortgages, or ARMs, and balloon/reset mortgages. The substantial majority of the mortgages
we purchase are conventional mortgages. However, we purchase some mortgages that are fully insured by the
FHA and the Rural Housing Services, or RHS, and some mortgages that are partially guaranteed by the VA.

Single-family mortgages generally are subject to our internal credit policies and the credit, appraisal,
underwriting and other purchase policies and guidelines incorporated into Loan Prospector® (our automated
underwriting system) and set forth in our Single-Family Seller/Servicer Guide. However, we may modify or
grant waivers to these policies and guidelines.

Multifamily Mortgages

We purchase multifamily mortgages, which are secured by structures with five or more units designed
principally for residential use, with terms generally ranging from five to 30 years from approved lenders. We
have established multifamily mortgage credit, appraisal and underwriting guidelines as set forth in our internal
credit policies and our Multifamily Seller/Servicer Guide. We may modify these guidelines or grant waivers
for some multifamily mortgages when compensating factors (such as higher debt coverage ratios or credit
enhancements) are present.

Freddie Mac
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Credit Guarantee

We typically assume the mortgage credit risk on mortgages underlying PCs by guaranteeing the payment
of principal and interest to PC holders. We manage this risk carefully, sharing the risk in some cases with third
parties through the use of primary loan-level mortgage insurance, insurance on pools of mortgage loans
(known as “pool insurance) and other credit enhancements. See “MD&A — RISK MANAGEMENT —
Credit Risk” for more information.

As we expand our business activities in the affordable housing sector of the mortgage market in support of
our statutory mission, we anticipate that some of the mortgages we will purchase through these activities may
present a higher risk of default loss than the mortgages we purchased in previous years. We expect to utilize
our experience in mortgage underwriting and credit risk assessment to manage this increased risk effectively.
Additions made to date to the scope of our mortgage purchases in the affordable housing sector are not
expected to materially increase credit losses above the range generally assumed in pricing our mortgage
purchases. We believe that if the U.S. Department of Housing and Urban Development, or HUD, adopts
revised affordable housing goals as it has proposed, or if market conditions reduce the percentage of our
routine mortgage purchases that are goal-eligible, these factors could adversely affect our future results of
operations, due to increased credit losses on purchases of goal-qualifying mortgages, less favorable pricing of
such purchases, or reduced purchases of non-goal-qualifying mortgages. See “Regulation and Governmental
Relationships — Regulatory Matters.”

We form PCs under our Mortgage Participation Certificates Agreement, which we refer to as the PC
Agreement, among Freddie Mac and the holders of our PCs. The PC Agreement describes the manner in
which mortgages are transferred to a pool and, upon issuance of a PC, an undivided interest in the mortgages
in the pool is conveyed to the holder of the PC. The PC Agreement also describes our obligations as guarantor
of principal and interest on the PCs, and the manner in which those payments are passed through to the PC
holders. In addition, the PC Agreement describes the rights of the PC holders in the event of our default.
Once mortgages are placed in a pool, the mortgages cannot be removed from the pool except in limited
circumstances specified in the PC Agreement. We generally begin a process to repurchase defaulted
mortgages when they have been identified as being delinquent for 120 consecutive days. We then hold these
repurchased mortgages in our Retained portfolio. In order to manage and resolve troubled assets and lower
credit losses, we utilize a number of loss mitigation strategies, which emphasize early intervention in
delinquent mortgages and alternatives to foreclosure. See “MD&A — RISK MANAGEMENT — Credit
Risk — Mortgage Credit Risk — Mortgage Credit Risk Management Strategies — Loss Mitigation Activities”
for more information.

OFHEO is our safety and soundness regulator. If we were to experience significant financial difficulties
and the Director of OFHEO were to appoint a conservator, we believe, based on an opinion of counsel
analyzing various provisions in the Federal Housing Enterprises Financial Safety and Soundness Act of 1992,
or the GSE Act, and other relevant law, that the proportional undivided interests of the PC holders would be
preserved and borrowers’ payments and other recoveries on the mortgage loans would continue to be passed
through to the PC holders. Payments due to PC holders pursuant to our guarantees could be made only from
our general funds to the extent and so long as they were available. If we were unable to meet our guarantee
obligations, the primary sources of funds available to investors would be payments by mortgage borrowers and
recoveries related to properties securing the mortgage loans. In that case, payments to the PC holders could be
adversely affected by loan delinquencies and defaults. See “Regulation and Governmental Relationships” for
more information about OFHEO.

The profitability of our credit guarantee activities and our ability to compete for mortgage purchases and
guarantee business tend to be affected, and may be affected significantly, by the price difference, or spread,
between our PCs and competing securities, primarily those issued by Fannie Mae. See “PC Market-Making
and Support Activities” for more information. Other key factors affecting the profitability of credit guarantee
activities include credit-related expenses, the costs incurred to administer PC pools, and timing differences in
our receipt of principal and interest payments from mortgage servicers and the subsequent pass through of
payments to PC investors, which we refer to as “security program cycles.”

Freddie Mac
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The To Be Announced Market

Most of the PCs we issue represent pools of mortgages that have similar characteristics — such as PCs
comprising 30-year fully amortizing fixed-rate mortgages with mortgage coupons within a specified range.
Because these PCs are homogeneous and are issued in high volume, they are highly liquid and trade on a
“generic” basis, also referred to as trading in the To Be Announced, or TBA, market. A TBA trade represents
a contract for the purchase or sale of PCs to be delivered at a future agreed-upon date; however, the specific
PCs, and thus the specific characteristics of the mortgages underlying those PCs, that will be delivered to
fulfill the trade obligation are not known (i.e., “announced’) at the time of the trade, but only subsequently
when the trade is to be settled.

Any two (or more) market participants may be involved as parties to a TBA trade. Counterparties to a
particular trade may include: mortgage originator to dealer, dealer to dealer, dealer to investor, institution to
institution, or parties dealing through an electronic trading system — anonymous or not. While the majority of
TBA trades are performed manually, with purchases and sales occurring through direct contact between or
among the parties to the trade, broker-dealers often trade as anonymous participants through an inter-dealer
broker or electronic trading system.

Purchases and sales of TBA-eligible PCs occur daily. Prices are generally quoted and accepted based only
upon the name of the issuer (e.g., Freddie Mac), the type of PC (e.g., 30-year fixed rate), the coupon of the
PC, the quantity and the settlement month, all of which is similar to the manner in which U.S. Treasury
securities are quoted. Each type of TBA trade has a single designated settlement date in each month, and 48
hours before the settlement date the parties identify the specific PCs to be delivered to fulfill the TBA trade
obligation. During 2003 and 2002, we issued approximately $564 billion and $434 billion, respectively, of PCs
that were eligible to be delivered to settle TBA trades, representing approximately 80 percent and 81 percent,
respectively, of our total PC issuances.

Lenders use the TBA market to hedge the risk of changes in the fair value of mortgage loans caused by
fluctuations in mortgage interest rates that occur after the lender “locks in” a mortgage interest rate with a
borrower, but before the mortgage loan is originated. When a lender locks in a rate for a borrower, the lender
may sell PCs in the TBA market. After the lender originates the mortgages, it delivers the mortgages to us in a
swap transaction and receives PCs in return. Those PCs can then be used to settle the TBA trade, or the
lender can settle the trade with any of our other existing PCs that meet the generic terms of the trade.

We also use the TBA market to hedge cash transactions. When a lender commits to deliver mortgages to
us in exchange for cash at a specified price, we may sell PCs in the TBA market for delivery at a future date.
By using the TBA market, we can hedge the risk of fluctuations in interest rates by locking in the price at
which we will sell the PCs that will ultimately be formed from the mortgages we purchase from lenders in cash
transactions.

These uses of the TBA market by lenders, dealers, investors and us increase the liquidity of mortgage
investments and improve the distribution of investment capital available for residential mortgage financing,
thereby helping us to accomplish our statutory mission.

Resecuritization

We resecuritize PCs and non-Freddie Mac mortgage-related securities into single-class and multi-class
Structured Securities. We also resecuritize Structured Securities into other Structured Securities.

Single-Class Structured Securities

We issue single-class Structured Securities backed by PCs and by non-Freddie Mac mortgage-related
securities, including Ginnie Mae Certificates.

Multi-Class Structured Securities

We issue multi-class Structured Securities that divide the cash flows of the underlying PCs or non-
Freddie Mac mortgage-related securities, including Ginnie Mae Certificates and non-agency mortgage-related
securities, into two or more classes that meet the investment criteria and portfolio needs of different types of
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investors. The non-agency mortgage-related securities may be backed by mortgages originated using
underwriting standards that are less stringent than our normal criteria; however, these securities are
significantly credit-enhanced at issuance. By issuing Structured Securities backed by these securities, we seek
to provide liquidity to alternative segments of the mortgage market. See “MD&A — RISK MANAGE-
MENT — Credit Risks — Mortgage Credit Risk — Mortgage Credit Risk Management Strategies — Portfo-
lio Diversification” for more information concerning the additional credit risk related to these transactions.

Our principal multi-class Structured Securities activity is the issuance and sale of securities that qualify
for tax treatment as REMICs. A multi-class Structured Security may include short-, intermediate-, and long-
term classes that are paid different allocations of principal and interest from the underlying PCs or other
securities according to specified criteria (such as principal-only strips, interest-only strips, or securities with
fixed- or variable-rate coupons) and residual classes that receive any cash flow not required to be distributed to
the other classes of the REMIC. Some multi-class Structured Securities are structured to provide investors
with more predictable cash flows than a typical PC, while other multi-class Structured Securities generate less
predictable cash flows.

The issuance of multi-class Structured Securities backed directly or indirectly by PCs improves the
demand for, and value of, PCs and ultimately reduces mortgage rates. Issuing multi-class Structured
Securities generally does not generate additional management and guarantee income for us or expose us to
additional credit risk. We typically collect a fee upon the formation of each multi-class Structured Security
based on the dollar amount and type of structure issued. We may purchase previously issued multi-class
Structured Securities for our Retained portfolio. Some of the multi-class Structured Securities in our
Retained portfolio are less liquid than PCs. Consequently, it may be more difficult to sell these assets at their
estimated fair value as a result of the comparatively large bid/ask spreads that arise due to the relative
liquidity of these multi-class Structured Securities. We also issue multi-class Structured Securities, which
may be backed by PCs or other securities contributed by our Retained portfolio, with the intent of purchasing
and retaining one or more classes that meet our portfolio investment needs and selling the other classes.
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Table 3 — Freddie Mac Single-Class and Multi-Class PCs and Structured Securities Based on Unpaid
Principal Balances™®
December 31, 2003

PCs and Structured PCs and Structured
PCs and Structured Securities in Cash Securities Outstanding Total PCs and
Securities in and Investments (held by Structured Securities
Retained Portfolio Portfolio® third parties) Issued

(dollars in millions)
PCs and Structured Securities:

Single-class® ................... $269,442 $15,970 $397,009 $ 682,421
Multi-class™®® ..o 123,693 799 347,833 472,325
Other® ... ... ... .. ... .. ... — — 7,322 7,322
Total PCs and Structured Securities . . $393,135 $16,769 $752,164 $1,162,068

December 31, 2002

PCs and Structured PCs and Structured
PCs and Structured Securities in Cash Securities Outstanding Total PCs and
Securities in and Investments (held by Structured Securities
Retained Portfolio Portfolio® third parties) Issued

(dollars in millions)
PCs and Structured Securities:

Single-class™ ... $203,538 $17,893 $332,621 $ 554,052
Multi-class™®® ..o 137,749 1,635 392,545 531,929
Other'® ... ... ... .. ... — — 4,643 4,643
Total PCs and Structured Securities . . . $341,287 $19,528 $729,809 $1,090,624

(1) Excludes mortgage loans and mortgage-related securities traded, but not yet settled.

(2) Represents PCs and Structured Securities held by us in connection with PC market-making and support activities, which are
reflected in Investments on our consolidated balance sheets.

(3) Includes PCs that do not back Structured Securities and single-class Structured Securities backed by Ginnie Mae Certificates.

(4) Includes Structured Securities backed by PCs, Structured Securities backed by non-Freddie Mac mortgage-related securities and
multi-class Structured Securities backed by Ginnie Mae Certificates.

(5) Excludes $42,692 million and $18,423 million at December 31, 2003 and 2002, respectively, of total multi-class Structured Securities
where we have resecuritized other already issued Structured Securities.

(6) As further discussed in “NOTE 4: FINANCIAL GUARANTEES” to the consolidated financial statements, these amounts include:

e $4,729 million and $8,561 million of Structured Securities backed by Ginnie Mae Certificates at December 31, 2003 and 2002,
respectively.

» $5,044 million and $4,643 million at December 31, 2003 and 2002, respectively, that pertain to our guarantee of the payment of
principal and interest on (a) tax-exempt multifamily housing revenue bonds that support pass-through certificates issued by third
parties and (b) multifamily mortgage loans that are originated and held by state and municipal agencies to support tax-exempt
multifamily housing revenue bonds.

e $2,278 million and $-0- at December 31, 2003 and 2002, respectively, of single-family mortgage loans held by third parties for
which we provided a credit guarantee.

Portfolio Investment

We manage a large and diversified retained mortgage portfolio through a disciplined strategy of long-term
capital deployment. We apply extensive mortgage-market expertise and a deep understanding of this asset
class to support prudent and timely asset selection while managing our interest-rate risk. We invest in
mortgage-related securities issued by GSEs or governmental agencies, which we refer to as agency securities,
non-agency mortgage-related securities and whole mortgage loans. For information concerning the types of
securities we purchase and hold as well as the volume of our purchases and balances held in our Retained
portfolio by security type, see “MD&A — VOLUME STATISTICS” and “MD&A — RISK MANAGE-
MENT — Credit Risks.”

We issue debt principally to finance our purchases of mortgage-related securities and mortgage loans for
our Retained portfolio. We manage interest-rate risk and reduce funding cost by:

 Issuing a mixture of debt of various maturities, either callable (that is, redeemable at our option at
one or more times before its scheduled maturity) or non-callable. We use this funding mix to
manage our interest-rate risk through the flexibility to closely match the interest obligations on our
debt with the expected cash inflows from our mortgage-related investments;

e Using a variety of derivatives. See “MD&A — RISK MANAGEMENT — Interest-Rate and
Other Market Risks” for more information; and
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e Restructuring mortgage-related securities cash flows, and retaining a portion of these restructured
cash flows as Structured Securities.

Our Retained portfolio (based on unpaid principal balances) grew by 14 percent during both 2003 and
2002.

Debt Securities
We issue short-, medium- and long-term debt; and subordinated debt.

Short-Term Debt. We raise funds to meet our operating cash needs primarily through the issuance of
Reference Bills® securities and other discount notes, which are short-term instruments with maturities of one
year or less that are sold on a discounted basis, paying only principal at maturity. Our Reference Bills®
program consists of large issues of short-term debt that we auction to dealers through the Internet on a regular
schedule. We currently auction Reference Bills® with 1-, 3- and 6-month maturities weekly. Prior to 2004, we
also auctioned Reference Bills® with 2-month maturities weekly. We auction Reference Bills® with 12-month
maturities every four weeks. We issue discount notes with maturities ranging from one day to one year in
response to investor demand and our cash needs.

Medium- and Long-Term Debt. We issue medium- and long-term debt primarily through our
medium-term note program and our global debt facility. Each of these programs accommodates a variety of
structures, including callable and non-callable fixed-rate securities, zero coupon securities and variable-rate
securities. Through our Reference Notes® securities program, we sell large issues of medium- and long-term
debt that provide investors worldwide with a high-quality, liquid investment vehicle. Some of our Reference
Notes® are sold through Internet auctions. We primarily issue securities denominated in U.S. dollars,
although we may issue securities denominated in various other currencies, particularly Euros. We publish an
annual financing calendar that is intended to provide clarity and transparency with regard to the timing of our
offerings of Reference Notes® and settlement dates for issuances.

The investor base for our medium- and long-term debt is predominantly institutional. However, we also
conduct weekly offerings of FreddieNotes® securities, a medium- and long-term debt program designed to
meet the investment needs of retail investors.

Subordinated Debt. In October 2000, we announced plans to initiate periodic issuances of subordinated
debt securities, which we refer to as Freddie SUBS® securities, as part of a series of voluntary commitments
regarding our financial operations and disclosures designed to further strengthen our transparency, capital
adequacy and market discipline. During 2001 and 2002, we completed four offerings of Freddie SUBS® that
provided approximately $5.5 billion in net proceeds. During 2003, we did not issue any Freddie SUBS®. Our
ability to issue subordinated debt may be limited until we return to timely financial reporting. See “MD&A —
LIQUIDITY AND CAPITAL RESOURCES,” “MD&A — VOLUNTARY COMMITMENTS” and our
Internet website (www.FreddieMac.com/investors) for additional information about our voluntary
commitments.

PC Market-Making and Support Activities

We make markets in agency mortgage-related securities by distributing these securities to, and trading
these securities with, various counterparties, including mortgage sellers, institutional investors and securities
dealers. We manage and conduct these trading activities primarily through our Securities Sales and Trading
Group, or SS&TG, business unit. SS&TG buys, sells and exchanges our PCs and Structured Securities, as
well as Fannie Mae and Ginnie Mae mortgage-related securities, in various financial transactions (including
forward sales, dollar rolls and reverse repurchase transactions). SS&TG transacts in such securities in large
volumes to ensure competitiveness in the mortgage-related securities market, to have a positive impact on the
liquidity of Freddie Mac PCs and Structured Securities and to contribute to corporate profitability. SS&TG
also regularly purchases mortgage-related securities on behalf of our Retained portfolio. This sourcing activity
builds upon SS&TG’s daily purchases of mortgage-related securities through its direct trading relationships
with mortgage sellers and investors. As part of these relationships, SS&TG also provides services to assist
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mortgage sellers and investors in the execution of transactions involving mortgage loans and mortgage-related
securities. In conjunction with our PC market-making and support activities, SS&TG often holds mortgage-
related securities in its trading portfolio. Gains and losses related to SS&TG’s investment activities are
reflected in Gain (loss) on investment activities while the net interest income related to SS&TG’s investments
is included in Net interest income on our consolidated statements of income. SS&TG’s assets are included in
the Cash and investments portfolio on our consolidated balance sheets.

We manage market risks associated with SS&TG’s securities positions primarily through forward
purchases and sales of PCs and Structured Securities, as well as through the purchase and sale of mortgage
pass-through securities of Fannie Mae and Ginnie Mae. To accomplish this objective, we also may use U.S.
Treasury securities, agency debt securities, Eurodollar futures and options to buy or sell agency debt and
mortgage-related securities. To manage institutional credit risk, SS&TG analyzes and monitors the financial
condition and trading positions of all counterparties and establishes trading limits consistent with these
reviews.

SS&TG also assists in the distribution of PCs and Structured Securities to institutional investors and
other market participants. Distribution activities may include participation in dealer auctions of these
securities, resecuritization of outstanding PCs and Structured Securities, participation in dealer syndicates for
underwritten offerings of Structured Securities and other transactions.

Mortgage Security Performance and Other Market Support Activities
We support the liquidity and depth of the market for PCs through various activities, including:
e Actively trading PCs through SS&TG;
e Participating with external money managers to buy and sell PCs;
e Marketing to dealers and investors the relative merits of trading and investing in PCs;
e Purchasing and selling PCs through the Retained portfolio; and
e Introducing new mortgage-related securities products and initiatives.

We may increase, reduce or discontinue these or other related activities at any time, which could affect the
liquidity and depth of the market for our PCs. We support the execution of our credit guarantee business by
making guarantee fee trade-offs with sellers. If the price performance of, and demand for, our PCs is not
comparable to Fannie Mae securities on future mortgage deliveries by sellers, we may use market-adjusted
pricing where we provide guarantee fee price adjustments to partially offset weaknesses in prevailing security
prices in order to increase the competitiveness of our credit guarantee business. The use of market-adjusted
pricing could have a material adverse effect on the profitability of our new credit guarantee business.

Our strategies to support PC price performance in 2003 included the purchase by our Retained portfolio
of TBA PCs and both the purchase and sale of other agency securities, including the sale of Fannie Mae
securities. While some purchases of PCs may result in an expected return on equity substantially below our
normal thresholds, this strategy is not currently expected to have a material effect on the performance of our
Retained portfolio overall. Depending upon market factors and trends, including the relative prices and supply
of PCs and comparable Fannie Mae securities in accordance with this strategy, there may be substantial
variability in any period of the total amount of TBA PCs the Retained portfolio purchases and of other agency
securities the Retained portfolio purchases or sells.
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Regulation and Governmental Relationships
Legislative Matters

Congressional Charter
Our Congressional charter provides us with special attributes such as:

« Exemption from Securities Act and Exchange Act registration requirements (although we are
subject to the antifraud provisions of those laws and are committed to the voluntary registration of
our common stock with the SEC under the Exchange Act);

e Favorable treatment of our securities under various legal investment laws and other regulations;

e Access to the Federal Reserve Banks’ book-entry system, which provides book-entry issuance,
transfer, payment and settlement for our mortgage-related and debt securities;

 Discretionary authority of the Secretary of the Treasury to purchase obligations issued by us up to
a maximum of $2.25 billion principal balance outstanding at any one time; and

« Exemption from state and local taxes, except tax on real property that we own.

These special attributes, combined with our financial strength and the efficiency we bring to the market, help
us to develop and maintain the liquid markets that are essential to fulfilling our Congressional mandate.

We could be required, or may find it advisable, to change the nature or extent of our business activities if
our various exemptions and special attributes were modified or eliminated, new or additional fees or
substantive regulation of our business activities were imposed, our relationship to the federal government were
altered or eliminated, or the Freddie Mac Act, the GSE Act or other federal legislation affecting us were
significantly amended. Any of these changes could have a material adverse effect on the scope of our activities,
financial condition and results of operations. Any amendments to the Freddie Mac Act or the GSE Act,
including repeal of any of our exemptions, would require legislative action. In addition, our business also could
be adversely affected by any modification, reduction or repeal of the federal income tax deductibility of
mortgage interest payments.

GSE Regulatory Oversight Legislation

The Senate Banking Committee passed a GSE regulatory oversight bill on April 1, 2004. Freddie Mac
believes that the Senate is unlikely to take further action on this bill in 2004. We also believe that it is unlikely
that the House of Representatives will consider GSE regulatory oversight legislation in 2004. Both the House
and the Senate have indicated that they are likely to consider GSE regulatory oversight legislation in the next
session of Congress. Freddie Mac strongly supports enactment of legislation to strengthen the GSE regulatory
structure. We will continue to work with the Congress, the Administration and other interested parties toward
enacting appropriate regulatory oversight legislation.

Regulatory Matters

We are currently subject to oversight by:

« HUD; and
¢ OFHEO, a separate office within HUD created by the GSE Act.

In addition, the U.S. Department of the Treasury has the authority to approve our issuances of debt and
mortgage-related securities as discussed below.

See “Voluntary SEC Reporting” below for information concerning the SEC’s future oversight of us.

HUD. HUD has general regulatory power over us. HUD’s oversight to date has focused upon three
main areas: housing goals, fair lending and new program approval.
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Housing Goals. The GSE Act requires the Secretary of HUD to establish three goals related to our
financing of:

e Housing for low- and moderate-income families, which we refer to as the Low- and Moderate-
Income Goal,;

* Housing located in central cities, rural areas and other underserved areas, which we refer to as the
Underserved Areas Goal; and

e Housing for low-income families in low-income areas and for very-low-income families, including
a dollar amount for multifamily housing, which we refer to as the Special Affordable Goal.

We seek to purchase most single-family and multifamily mortgages that qualify under one or more of the
affordable housing goals through our standard mortgage purchase programs and under the same credit
standards as our other mortgage purchases. In October 2000, the Secretary of HUD issued final regulations
establishing affordable housing goals for us and Fannie Mae for calendar years 2001 through 2003, which
increased the affordable housing goals in place relative to calendar years 1997 through 2000. The final rule
increased the Low- and Moderate-Income Goal from the previous 42 percent of mortgage purchases to
50 percent; the Underserved Areas Goal from the previous 24 percent of mortgage purchases to 31 percent;
and the Special Affordable Goal from the previous 14 percent of mortgage purchases to 20 percent, including
an increase in the target for qualifying multifamily mortgage purchases from the previous $0.99 billion to
$2.11 billion.

We have reported to HUD that we achieved each of the goals in 2003 and 2002. Our purchases, as
counted under HUD’s regulations, are set forth in “Table 4 — Housing Goals” below. On April 27, 2004 and
May 7, 2004, we received letters from the House of Representatives Committee on Financial Services
requesting information pertaining to certain transactions entered into in whole or in part for the purpose of
meeting the affordable housing goals for calendar years 2001, 2002 and 2003. In addition, on May 4, 2004 and
August 3, 2004, we received letters from HUD requesting information pertaining to certain transactions
entered into in calendar years 2001, 2002 and 2003. As part of the information request, HUD asked us to
describe how each identified transaction complies with HUD’s rules for counting units financed in each
transaction toward the housing goals in 2003, 2002 and 2001. We fully complied with these requests for
information.

Table 4 — Housing Goals
Year Ended December 31,

2003 2002
Goal Result Goal Result
Low- and moderate-income goal ........... ... ... i, 50% 51% 50% 51%
Underserved areas goal . ........... i 31 33 31 32
Special affordable goal ......... ... ... .. . 20 20 20 21
Multifamily special affordable volume goal (dollars in billions) ........ $2.11  $8.00 $2.11  $5.01

We view the purchase of mortgage loans benefiting low- and moderate-income families and neighbor-
hoods as an integral part of our mission and business, and remain committed to fulfilling the needs of
underserved borrowers and markets. We expect that we will continue to purchase the majority of the single-
family and multifamily mortgages counted toward our performance under the housing goals through our
standard purchase programs, in conformity with our customary mortgage underwriting standards. We will
continue to expand anti-predatory lending and consumer credit education programs and to pilot products that
reach creditworthy borrowers otherwise overlooked by traditional lending sources.

From time to time, we also enter into transactions on a large scale or with non-standard terms in order to
advance our progress toward meeting the affordable housing goals set by HUD. We entered into two
transactions of this type during 2003. One of these transactions involved the acquisition of approximately $6
billion of multifamily mortgages from Washington Mutual Bank, FA and Washington Mutual Bank, which we
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refer to collectively as WaMu, during September and October 2003. Among other provisions, the transaction
contained a number of contractual incentives, including the payment of fees to WaMu totaling $100 million.
WaMu was also granted the option to reacquire all of the mortgages underlying any PC pool created in the
transaction by delivering to us all of the PCs related to that pool. The option cannot be exercised until one year
after the settlement date for any PC pool. Similarly, in December 2003, we agreed to acquire from Citibank,
NA and its affiliates a portfolio of multifamily mortgages that totaled approximately $5 billion. The
transaction, involving deliveries of mortgages in 2003 and 2004, included a number of contractual incentives,
including payment of fees to Citibank of approximately $24 million in 2003 and an additional $41 million in
2004 and an option to reacquire the mortgages similar to the one granted in the WaMu transaction not
exercisable until 18 months after the settlement date for any PC pool. We paid these fees to encourage WaMu
and Citibank to enter into these transactions, in part because HUD regulations offered incentives to encourage
the acquisition of the type of mortgages involved. However, as noted below, HUD has notified us that it would
not renew for 2004 the incentives under the housing goals for the acquisition of the particular type of
mortgages involved in the WaMu and Citibank transactions.

If the Secretary of HUD were to find that we failed, or that there was a substantial probability that we
would fail, to meet any housing goal and that achievement of the housing goal was or is feasible, the Secretary
would require us to submit a housing plan. The housing plan would describe the actions we would take to
achieve the goal in the future. HUD also has the authority to issue a cease and desist order and to assess civil
money penalties against us in the event that we fail to submit a required housing plan or fail to make a good
faith effort to comply with a plan approved by HUD.

In December 2003, HUD notified us that although it was extending the 2000 regulations through 2004, it
would not renew for 2004 certain incentives under the housing goals that contributed significantly to our
achievement of the goals since 2001. HUD’s action will require an increased level of effort on our part to meet
each of the goals for 2004.

On May 3, 2004, HUD published for public notice and comment a proposed rule that would establish
higher affordable housing mortgage purchase goals for us and Fannie Mae for calendar years 2005 through
2008. The proposed rule would also establish new subgoals for purchase-money mortgages. On July 16, 2004,
we filed comments with HUD on the proposed housing goals.

We believe that the adoption of the rule as proposed, or certain market conditions, could adversely affect
our results of operations in future years. See also “BUSINESS — Mortgage Purchase and Guarantee
Activity — Credit Guarantee” for more information regarding these factors. If a final rule were to be adopted
substantially as proposed, we would take measures to reduce or eliminate material adverse business impacts;
however, there could be no assurance that any such measures would be fully successful. At the conclusion of
the rulemaking process, HUD may promulgate a final rule that differs from, or is the same as, the proposed
rule based upon the comments that it receives, or HUD may withdraw the proposed rule entirely.
Consequently, we are unable to predict with certainty the future impact of any final rule on our business
operations, financial condition or results of operations.

Fair Lending. Our mortgage purchase activities are subject to federal anti-discrimination laws. In
addition, the GSE Act requires the Secretary of HUD to adopt regulations prohibiting discriminatory
practices in the mortgage purchase activities of both GSEs and periodically to review and comment on our
underwriting and appraisal guidelines for consistency with the Fair Housing Act and the GSE Act. The GSE
Act also requires the Secretary of HUD to direct that we:

e Submit data to HUD to assist it in investigating whether a mortgage lender with which we do
business has failed to comply with the Fair Housing Act or the Equal Credit Opportunity Act, or
ECOA; and

e Undertake remedial actions, including suspension, probation, reprimand or settlement, against
lenders that are found to have engaged in discriminatory lending practices in violation of the Fair
Housing Act or ECOA pursuant to a final adjudication and after opportunity for an administrative
hearing.
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New Program Approval. Under the GSE Act, we must obtain the approval of the Secretary of HUD for
any new program for the purchasing, servicing, selling, lending on the security of, or otherwise dealing in,
conventional mortgages that:

e Is significantly different from programs that were previously approved or programs that we
engaged in before the date the GSE Act was enacted; or

e Represents a material expansion of programs above limits expressly contained in any prior
approval.

HUD has issued regulations implementing the new program approval authority granted under the GSE
Act. To date, HUD has not disapproved any of our mortgage programs under these regulations. The Secretary
of HUD is required to approve any new program unless the Secretary determines that the new program is not
authorized under the Freddie Mac Act or that the program is not in the public interest.

OFHEO. The GSE Act created OFHEO as a separate office within HUD, substantially independent of
the Secretary of HUD. OFHEO is headed by the Director, who is appointed by the President of the United
States and confirmed by the Senate for a five-year term. The Director of OFHEO has exclusive regulatory
authority for ensuring our adequate capitalization and safe and sound operation in accordance with the GSE
Act. Among other matters, the GSE Act subjects both us and Fannie Mae to certain minimum, critical and
risk-based capital standards issued by OFHEO. See “NOTE 13: LEGAL CONTINGENCIES” to the
consolidated financial statements for a discussion of OFHEO’s investigation of Freddie Mac in connection
with the restatement.

On April 12, 2004, OFHEO proposed for public comment certain revisions to its corporate governance
regulation. On June 14, 2004, we submitted comments to OFHEO on these proposed revisions.

The GSE Act establishes our capital standards, and OFHEO has issued regulations that set our
minimum, critical and risk-based capital requirements. OFHEO is required to classify our capital adequacy at
least quarterly. OFHEO has never classified us as other than “adequately capitalized,” the highest possible
classification. See “MD&A — LIQUIDITY AND CAPITAL RESOURCES — Capital Resources” for
additional information regarding OFHEQ’s capital rules.

We may pay a dividend on our common or preferred stock without prior OFHEO approval only if our
payment would not decrease our Core capital to an amount less than our minimum capital level and would not
decrease our Total capital to an amount less than our risk-based capital level. Core capital consists of the par
value of outstanding common stock (common stock issued less common stock held in treasury), par value of
outstanding perpetual preferred stock, Additional paid in capital and Retained earnings, as determined in
accordance with GAAP. Total capital includes Core capital and general reserves for mortgage and foreclosure
losses. If our Core capital were to fall below the minimum capital level, we would be able to make a capital
distribution only if the Director of OFHEO determined that the distribution satisfied certain statutory
standards. If our Total capital were to fall below the risk-based capital level, but our Core capital equaled or
exceeded the minimum capital level, we would be prohibited from making a capital distribution (which
includes dividend payments, common stock repurchases and preferred stock redemptions) that would decrease
our Core capital to an amount less than the minimum capital level. Under these circumstances, we would be
prohibited from making any capital distribution that would decrease our Core capital to less than the critical
capital level.

In addition to the preceding requirements, the Director of OFHEO has authority, under certain
conditions, to require us to submit for the Director’s approval a capital restoration plan or to restrict our
activities, either of which also could affect adversely our ability to make capital distributions. In connection
with the legislative proposals being considered by Congress, the Director’s authority to set capital levels may
be expanded. See “Legislative Matters — GSE Regulatory Oversight Bill” for more information.
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On January 29, 2004, OFHEO announced the creation of a framework for monitoring our capital due to
the temporarily higher operational risk arising from our current inability to produce timely financial statements
in accordance with GAAP. The framework includes a target capital surplus of 30 percent of our minimum
capital requirement, subject to certain conditions and variations; weekly monitoring; and prior approval of
certain capital transactions, to verify that appropriate levels of capital are maintained. While OFHEO’s
framework includes stringent monitoring and imposes restrictions on share repurchases and other capital
activities, we do not expect it to adversely affect our disciplined growth strategy in most scenarios. For
additional information about the OFHEO target capital surplus framework, see “NOTE 10: REGULATORY
CAPITAL” to the consolidated financial statements.

Treasury. Under the Freddie Mac Act, the Secretary of the Treasury has approval authority over all of
our issuances of notes, debentures and substantially identical types of unsecured debt obligations (including
the interest rates and maturities on these securities), as well as new types of mortgage-related securities issued
subsequent to the enactment of the Financial Institutions Reform, Recovery and Enforcement Act of 1989.
The Secretary of the Treasury has historically performed this debt securities approval function by coordinating
GSE debt offerings with Treasury funding activities. Recently, Treasury officials have indicated that they are
reviewing the scope of Treasury’s authority over our securities issuances.

Voluntary SEC Reporting. On July 12, 2002, we announced an agreement, as a result of a consensus
among the Treasury, the Office of Management and Budget, the SEC, OFHEO and us, to initiate a voluntary
registration process with the SEC. Once this process is complete, we will be subject to the financial reporting
requirements applicable to publicly traded companies under the Exchange Act, including filing with the SEC
annual reports on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K. We will
complete our voluntary registration with the SEC as soon as practicable after we return to timely financial
reporting and will become subject to these SEC reporting requirements when our Exchange Act registration
statement is declared effective by the SEC.

In addition, OFHEO has issued a supplemental disclosure regulation that will obligate us to submit proxy
statements and insider transaction reports to the SEC in accordance with rules governing publicly traded
companies under the Exchange Act.

These actions do not affect the SEC exemption that Congress provided for our equity, debt and
mortgage-related securities in our charter. As part of our July 12, 2002 announcement, the SEC provided
written confirmation that our securities will continue to be exempt from the securities offering registration
requirements of the Securities Act and certain other provisions of the federal securities laws.

Predatory Lending. We have instituted a comprehensive set of anti-predatory lending policies intended
to prevent the purchase or assignment of mortgage loans with unacceptable terms or conditions or resulting
from unacceptable practices. In accordance with these policies, we will not purchase:

e Mortgages originated with single-premium credit insurance;

e Mortgages with terms that exceed either the annual percentage rate or the points and fees
threshold under the Home Ownership and Equity Protection Act of 1994, or HOEPA;

e Subprime mortgages with prepayment penalty terms that exceed three years; or
» Mortgages with mandatory arbitration clauses originated on or after August 1, 2004.

In addition, we require our servicers to report all borrower credit information, including monthly mortgage
payments.

Several states have enacted laws aimed at predatory lending practices, generally with regard to loans
exceeding thresholds based on annual percentage rates or financing costs. These loans are typically referred to
as “high-cost home loans.” The high-cost home loan thresholds trigger state law liabilities for subsequent
purchasers or assignees of such loans that may be broader than liabilities imposed upon such purchasers or
assignees under HOEPA. Currently, we do not purchase high-cost home loans in the states of Arkansas,
Georgia, Illinois, Kentucky, Maine, Nevada, New Jersey, New Mexico, New York and Oklahoma. We
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continue to assess newly enacted and proposed state laws to determine our policies with respect to the
purchase of loans affected by those laws.

PROPERTIES

We own a 75 percent interest in a limited partnership that owns our principal offices, consisting of four
office buildings in McLean, Virginia that comprise approximately 1.2 million square feet. We occupy the
headquarters complex under a long-term lease from the partnership. We also lease space for our offices in
McLean, Virginia; Reston, Virginia; Washington, D.C.; Atlanta, Georgia; Chicago, Illinois; Dallas, Texas;
New York, New York; and Woodland Hills, California.

LEGAL PROCEEDINGS

We are involved as a party to a variety of legal proceedings arising from time to time in the ordinary
course of business including, among other things, contractual disputes, personal injury claims, employment-
related litigation and other legal proceedings incidental to our business.

Furthermore, we are frequently involved, directly or indirectly, in litigation involving mortgage foreclo-
sures. We also are involved in proceedings arising from our termination of a seller/servicer’s eligibility to sell
mortgages to, and service mortgages for, us. In these cases, the former seller/servicer sometimes seeks
damages against us for wrongful termination under a variety of legal theories. In addition, we are sometimes
sued in connection with the origination or servicing of mortgages. These suits generally involve claims alleging
wrongful actions of seller/servicers. Our contracts with our seller/servicers generally provide for them to
indemnify us against liability arising from their wrongful actions.

We are also subject to various legal proceedings, including regulatory investigations and administrative
and civil litigation, arising from the restatement. These proceedings include class action and stockholder
derivative lawsuits, administrative enforcement proceedings commenced by OFHEO, and investigations by
the SEC, Department of Labor and the U.S. Attorney’s office. We have also received inquiries from the
Internal Revenue Service, or IRS, and from the Committee on Energy and Commerce of the U.S. House of
Representatives.

Litigation and claims resolution are subject to many uncertainties and are not susceptible to accurate
prediction. For additional information on these proceedings, see “NOTE 13: LEGAL CONTINGENCIES”
and “NOTE 14: INCOME TAXES” to the consolidated financial statements.
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SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

The following matters were presented for stockholder vote at the March 31, 2004 Annual Meeting of
Stockholders: (a) election of 13 members to our Board of Directors, each for a term ending on the date of the
next annual meeting of our stockholders; and (b) ratification of the appointment of PricewaterhouseCoopers
LLP, or PwC, as independent auditors for our 2003 consolidated financial statements. At the meeting,
608,812,644 shares were present in person or by proxy.

Table 5 — Votes of Security Holders

At the meeting, the following persons were elected to our Board of Directors by the respective votes
indicated:

Votes For Votes Withheld
Joan E. Donoghue ...... ... . .. . 579,380,702 29,431,942
Michelle Engler .. ... 561,069,106 47,743,538
Richard Karl Goeltz . ... e 581,996,065 26,816,579
George D. Gould . ... . .. 569,699,329 39,113,315
Henry Kaufman . ... . . 569,717,530 39,095,114
William I. Ledman .. ... 568,247,086 40,565,558
John B. McCoy . ..o 568,278,696 40,533,948
Shaun F. O’Malley. . ... e 571,604,456 37,208,188
Ronald F. Poe. ... ... . 567,206,260 41,606,384
Stephen A, ROSS . ..ot 572,639,329 36,173,315
Christing SeiX . . ..ottt 569,819,767 38,992,877
Richard F. Syron . ... ... . 577,412,690 31,399,954
William J. TUIDET . . ..o e e e e 567,089,459 41,723,185
The appointment of PricewaterhouseCoopers LLP was ratified at the meeting by the following votes:
Votes for Votes Against Abstentions
596,988,834 8,697,063 3,126,747

No matters were submitted to stockholders from April 1, 2004 through the date of the Information
Statement.
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MARKET PRICE FOR THE COMPANY’S
COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

Market Information

Our common stock, par value $0.21 per share, is listed on the NYSE and the Pacific Stock Exchange
under the symbol FRE. From time to time, our common stock may be admitted to unlisted trading status on
other national securities exchanges. Put and call options on our common stock are traded on U.S. options
exchanges. As of December 31, 2003, there were 688,573,911 shares outstanding of our common stock.

Table 6 sets forth the high and low sale prices of our common stock for the periods indicated.

Table 6 — Quarterly Common Stock Information
Sale Prices®

2004 Quarter Ended

JUNE 30 oo $64.62 $56.45
March 3l .. 65.15 57.60
2003 Quarter Ended

DECEmMDbEr 31 . .ot $59.75 $52.65
September 30 .. ... 56.04 47.35
JUne 30 .. 61.40 46.48
March Bl . . 64.78 49.53
2002 Quarter Ended

December 3. ..o $64.45 $53.85
September 30 .. ... e 65.59 52.60
JUNE 30 .o e 68.50 59.80
March 31 .. 69.50 60.71

(1) The principal market is the NYSE, and prices are based on the Composite Tape. Our common stock is also listed on the Pacific
Stock Exchange.
(2) High and low sales prices reflect intraday trading activity during the period.

As of August 31, 2004, the closing price for our common stock was $67.12 per share. As part of a stock
repurchase plan approved by our Board of Directors, we are authorized to repurchase our common stock in an
amount up to 5 percent of our shares outstanding as of September 5, 1997, which was approximately
34 million shares. At December 31, 2003, approximately 13 million common shares remained available for
repurchase under this plan. We did not repurchase any common stock during 2003 or the first eight months of
2004, and we do not expect to engage in share repurchases until after we resume timely financial reporting.
See “Business — Regulatory and Government Relationships — Regulatory Matters — OFHEO” for more
information.

Dividends
Table 7 sets forth the dividend per common share that we have paid for the periods indicated.

Table 7 — Dividends Per Common Share
Regular Cash
Dividend Per Share

2004 Quarter Ended

JUnE 30 .o $0.30
March 3l . . 0.30
2003 Quarter Ended

December 3. .o $0.26
September 30 . ..o 0.26
JUNE 30 .o e 0.26
March Bl . . 0.26
2002 Quarter Ended

December 3l . .. $0.22
September 30 . ... 0.22
JUNE 30 .. e 0.22
March 3l ..o 0.22
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Each stockholder is entitled to receive dividends that may be declared by our Board of Directors out of
legally available funds. We have historically paid dividends to our stockholders in each quarter. Our Board of
Directors intends to retain this policy of providing dividends quarterly, but further dividends will depend upon
earnings, financial condition and other factors relevant at the time our Board of Directors considers our
dividend policy and the declaration of specific dividends. See “NOTE 10: REGULATORY CAPITAL” to
the consolidated financial statements for additional information regarding dividend payments and “NOTE: 9:
STOCKHOLDERS’ EQUITY” to the consolidated financial statements for additional information regarding
our preferred stock dividend payments.

Holders

As of August 25, 2004, we had approximately 2,700 common stockholders of record. Based on the
number of requests for proxies, we estimate that approximately 248,000 additional common stockholders held
shares through banks, brokers and nominees as of August 25, 2004.

Securities Authorized for Issuance under Equity Compensation Plans

Table 8 provides information about our common stock that may be issued upon the exercise of options,
warrants and rights under our existing equity compensation plans as of December 31, 2003. Our stockholders
have approved the 1995 Directors’ Stock Compensation Plan, the 1995 Stock Compensation Plan, as amended
and restated, the 1995 Employee Stock Purchase Plan and the terms of the 1990 Stock Compensation Plan.

Table 8 — Securities Authorized for Issuance under Equity Compensation Plans

©
(a) Number of securities
Number of securities remaining available for
to be issued upon (b) future issuance under
exercise of Weighted-average equity compensation
outstanding exercise price of plans (excluding
options, warrants outstanding options, securities reflected in
Plan Category and rights warrants and rights column (a))
Equity compensation plans approved by
stockholders ..., 10,017,319 $40.83% 9,503,542
Equity compensation plans not approved by
stockholders ......... ... .. .. ... . ... None N/A None

(1) Includes 1,295,722 restricted stock units issued under the 1995 Directors’ Stock Compensation Plan and the 1995 Stock
Compensation Plan and options to purchase 65,257 shares under the Employee Stock Purchase Plan.

(2) For the purpose of calculating this amount, the restricted stock units are assigned a value of zero.

(3) Includes 4,361,954 shares, 3,481,774 shares and 1,659,814 shares available for issuance under the 1995 Stock Compensation Plan,
the Employee Stock Purchase Plan and the 1995 Director’s Stock Compensation Plan, as amended and restated in 1998,
respectively. No shares are available for issuance under the 1990 Stock Compensation Plan.
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FORWARD-LOOKING STATEMENTS

We regularly communicate information concerning our business activities to investors, securities analysts,
the news media and others as part of our normal operations. Some of these communications include “forward-
looking statements” pertaining to our current expectations about our objectives for financial reporting, future
business plans, results of operations, financial condition and trends. Forward-looking statements are typically
accompanied by, and identified with, terms such as “estimates,” ‘“‘anticipates,” “believes,” “expects,”
“intends,” “objectives,” “will,” “may,” “might,” “could,” “would,” and similar phrases. This Information
Statement includes forward-looking statements. These statements are based on current plans, estimates and
projections. Forward-looking statements involve known and unknown risks, uncertainties and other factors,
some of which are beyond our control. You should be careful about relying on any forward-looking statements.
You should also consider all risks, uncertainties and other factors described in this Information Statement in
considering any forward-looking statements. 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:

LR N3

LR RT3 LR T3

e Changes in the level and volatility of interest rates, house prices, employment rates and the
general economy;

e Changes in our strategies for and results of credit loss mitigation, interest-rate and other market
risk management activities and investment activities;

e The availability of debt funding and equity capital in sufficient quantity and at attractive rates to
support continued growth in our Retained portfolio, to refinance maturing debt and to meet
regulatory capital requirements;

e Actions by governmental entities, securities rating agencies or others that could adversely affect
the supply or cost of equity capital or debt financing available to us;

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

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

e The size of the residential mortgage market;

e Concentration of the sources of mortgage loans in a small number of originators;
» Borrower preferences for fixed-rate mortgages or ARMs;

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

e Changes in investor preferences for mortgage loans and mortgage-related and debt securities
versus other investments;

e Changes in foreign exchange rates;
e Competition in the mortgage market and in the market for mortgage-related and debt securities;
e Our ability to effectively manage interest-rate and other market risks and credit risk;

e Our ability to identify, manage, mitigate and/or remedy internal control weaknesses and other
operational risks;

e Our ability to implement business processing improvements;
« Volatility of reported results due to changes in fair value of certain instruments/assets;

e Our ability to effectively and timely implement the remediation plan undertaken as a result of the
restatement of our consolidated financial statements and the consent order entered into with our
safety and soundness regulator, OFHEO, including particular initiatives relating to technical
infrastructure and controls over financial reporting;

» Developments in, outcomes of, impacts of, and costs, expenses, settlements and judgments related
to government investigations and civil litigation in which we are involved;

« Significant business disruptions resulting from acts of war or terrorism;
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e The occurrence of a major natural or other disaster in a geographic area in which our total
mortgage portfolio is heavily concentrated;

e The degree to which our business and financial forecasting methods accurately predict actual
results;

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

e Changes in the legislative or regulatory environment, our Congressional charter, affordable
housing goals, regulatory capital requirements, including the temporary 30 percent target mini-
mum capital surplus imposed on us by OFHEO in January 2004, and the exercise or assertion of
regulatory or administrative authority beyond current practice.

We undertake no obligation to update these forward-looking statements to reflect events or circumstances
after the date of this Information Statement, or to reflect the occurrence of unanticipated events.
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SELECTED FINANCIAL DATA®V®
At or for the Year Ended December 31,
2003 2002 2001 2000
(dollars in millions, except share-related amounts)

Income Statement Data

Net interest income™ ... ... $ 9498 $ 9525 § 7448 $ 3,758
Non-interest income (loss)™ ... ... ... .. .. . .. . . .. (259) 7,143 (1,602) 2,647
Income before cumulative effect of change in accounting principles, net
Of 1AXES ot 4816 10,090 3,115 3,666
Cumulative effect of change in accounting principles, net of taxes .. ... — — 43 —
NEt INCOME .+ .\ttt e e $ 4816 $ 10,090 $ 3,158 $ 3,666
Earnings per common share before cumulative effect of change in
accountm)g principles, net of taxes
Basic . $ 669 $§ 1422 §$ 419 $ 5.04
Diluted™ .. ... 6.68 14.17 4.17 5.01
Earnings per common share after cumulative effect of change in
accounting principles, net of taxes
Basic . $ 669 $ 1422 $§ 425 $ 504
Diluted™ .. ... 6.68 14.17 4.23 5.01
Dividends per common share ............. . ... ... il 1.04 0.88 0.80 0.68
Weighted average common shares outstanding (in thousands)
BasiC. .. 687,094 692,727 692,603 692,097
Diluted . . ..o 688,675 695,116 695,973 695,307
Balance Sheet Data
Total @SSELS . o v\ttt $ 803,449 § 752,249 $§ 641,100 $462,803
Debt securities, net due within one year ........................... 295,262 244,429 264,227 183,374
Debt securities, net due after one year................. .. ... . ..... 438,738 415,662 311,013 244,732
Subordinated debt, due afterone year ................ ... . ... ... 5,613 5,605 3,128 144
Miscellaneous liabilities™ ......0 .. .. ... ... .. ... ... ... 30,420 52,914 40,489 14,252
Minority interest in consolidated subsidiaries ....................... 1,929 2,309 2,619 2,944
Stockholders’ equity .. ... ...ttt 31,487 31,330 19,624 17,357
Portfolio Balances'®
Retained portfolio (unpaid principal balances)” .................... $ 645,466 $ 567,272 $ 497,639  $392,298
Total PCs 1ssued and Structured Securities (unpaid principal
balances) ® 1,162,068 1,090,624 961,511 838,323
Total mortgage portfolio (unpaid principal balances) ................ 1,414,399 1,316,609 1,150,723 975,612
Ratios
Return on average assets'’ ) ...................................... 0.6% 1.4% 0.6% 0.9%
Return on common eq(ulty .................................... 17.2 47.2 20.2 39.0
Return on total equity’ . ... ... oo 15.3 39.6 17.1 30.2
Dividend payout ratio on common stock"? ... ... .. L 15.6 6.2 18.9 13.6
Equity to assets ratio"™> . .. ... 4.0 3.7 34 2.9
(1) Effective January 1, 2003, we adopted the provisions of FASB Interpretation No. 45 “Guarantor’s Accounting and Disclosure Requirements for Guarantees,
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Including Indirect Guarantees of Indebtedness of Others,” or FIN 45, and FASB Staff Position 45-2, “Whether FASB Interpretation No. 45, ‘Guarantor’s
Accounting and Disclosure Requirements for Guarantees, lncludmg Indirect Guarantees of Indebtedness of Others,” or FSP FIN 45 2, Provides Support for
Subsequently Accounting for a Guardmor s Liability at Fair Value,” or FSP 45-2. We also adopted the provisions of SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities,” or SFAS 133, and the provisions of Emerging Issucs Task Force, or EITF 99-20 “Recogmtlon of Interest Income and
Impairment on Purchased and Retained Beneficial Interests in Securitized Financial Assets,” as of January 1, 2001 and April 1, 2001, respectively. See “NOTE 1:
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to our consolidated financial statements for more information.

Information at or for the year-ended December 31, 1999 is omitted because we did not restate our consolidated financial statements for periods prior to 2000.
In accordance with interpretive guidance on SFAS 133, published by the Office of the Chief Accountant of the SEC, we reclassified the accrual of periodic cash
settlements in accordance with the contractual terms of derivatives not designated in a qualifying hedge accounting relanonshlp from Income (expense) related to
derivatives, a component of Net interest income, to Derivative gains (losses), a component of Non-interest income, for 2002 and 2001. These reclassifications,
which decreased Derivative gains (losses) and increased Income (expense) related to derivatives, totaled $639 million and $456 million for 2002 and 2001,
respectively. In 2000, SFAS 133 was not in effect and the amount recorded in Net interest income for derivatives not designated in a qualifying hedge accounting
relationship was not significant.

In accordance with the requirements of EITF Topic No. D-42, “The Effect of the Calculation of Earnings Per Share for the Redemption or Induced Conversion of
Preferred Stock,” or EITF D-42, we restated the 2002 amount of Preferred stock dividends and issuance costs on redeemed preferred stock reported on our
consolidated statements of income. For the year ended December 31, 2002, the restatement increased by $5 million the amount representing issuance costs on
redeemed preferred stock and therefore reduced Net income available to common stockholders by $5 million. This caused a reduction in both basic and diluted
earnings per share for the same year by $0.01 per share. See “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated
financial statements for additional information.

Includes Due to Participation Certificate investors, Accrued interest payable, Guarantee obligation for Participation Certificates, Derivative liabilities, at fair value,
Reserve for guarantee losses on Participation Certificates and Other liabilities.

Excludes mortgage loans and mortgage-related securities traded, but not yet settled.

The Retained portfolio presented in our consolidated balance sheets differs from the Retained portfolio on this table because the consolidated balance sheets
caption includes valuation adjustments (e.g., fair value adjustments for securities classified as available for sale and trading and the Reserve for losses on mortgage
loans held for investment) and deferred balances (e.g., premiums and discounts). See “Table 2 — Reconciliation of Retained Portfolio Unpaid Principal Balances
to the Consolidated Balance Sheets.”

Represents PCs, Structured Securities and other credit guarantees of mortgage loans held by third parties. The balances and activities are based on the collateral
underlying the PCs and Structured Securities.

Ratio computed as Net income divided by the simple average of beginning and ending Total assets.

Ratio computed as Net income available to common stockholders divided by the simple average of beginning and ending Stockholders’ equity, net of Preferred
stock (at redemption value).

Ratio computed as Net income divided by the simple average of beginning and ending Stockholders’ equity.

Ratio computed as Common stock dividends declared divided by Net income available to common stockholders.

Ratio computed as the simple average of beginning and ending Stockholders’ equity divided by the simple average of beginning and ending Total assets.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The discussion that follows, particularly the discussion under the caption “Business Outlook,” includes
forward-looking statements describing results and trends for business performance metrics during the first part
of 2004, as well as our outlook for certain metrics for the full year ending December 31, 2004. Actual results
will depend on a number of factors such as changes in interest rates and other market conditions and may
differ from the outlook discussed below. See “FORWARD-LOOKING STATEMENTS” for additional
information.

EXECUTIVE SUMMARY
Overview

We generate revenue from two primary sources: management and guarantee income from our credit
guarantee activities and net interest income from our portfolio investment activities.

Management and guarantee income represents the fee we charge mortgage originators or servicers to
guarantee the payment of principal and interest. This fee is compensation for:

e Guaranteeing the payment of principal and interest to security holders; and

e Costs incurred in administering payments on these securities, including expenses related to the
timing difference between the receipt of principal and interest payments from seller/servicers and
the remittance of those payments to security holders. (See “Due to Participation Certificate
Investors” in “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to
the consolidated financial statements for further information regarding the timing difference
related to the PC remittance cycle).

The accounting policies we apply to our credit guarantee activities significantly affect the volatility of our
reported earnings in a number of ways, including through the initial recognition of the fair value of guarantee
assets and guarantee obligations in connection with sales of PCs and Structured Securities, the recognition of
subsequent gains or losses from the change in fair value of guarantee assets and PC residuals generated from
such sales, and the repurchase of PCs into our Retained portfolio.

Net interest income is the difference between interest income earned on mortgages and mortgage-related
assets and interest expense owed on debt. To manage the interest-rate and other market risks associated with
portfolio investments and to reduce financing costs, we enter into interest-rate swaps, options and other
derivatives. Although we execute derivative transactions to manage interest-rate risk, they may significantly
affect, and increase the volatility of, our reported earnings. This is particularly the case where the derivative is
not accounted for in a hedge accounting relationship, because the fair value gains and losses on such
transactions are recorded on our income statement without the offsetting change in the value of the
economically hedged risk being recognized in earnings.

In addition to management and guarantee income and net interest income, Freddie Mac generates
revenue from fee-based activities. For instance, we earn fees associated with servicing and technology-related
programs, including Loan Prospector® (our automated underwriting system).

2003 Summary Of Results

Our 2003 operating performance underscores the strength of our underlying business and our commit-
ment to our mission. During 2003, we financed homes for approximately 6 million families, including
2.5 million low- and moderate-income families, 184,000 first-time homebuyers and 720,000 minority families.

Our net income was $4.8 billion for 2003, a decrease of 52 percent from $10.1 billion for 2002. The net
decrease for 2003 was primarily driven by a substantial decrease in total non-interest income. Non-interest
income results continue to be affected by changes in unrealized gains and losses on certain financial
instruments that we report at fair value. Changes in the level and volatility of interest rates have resulted in
significant period-to-period volatility in our reported net income. To the extent changes in interest rates
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continue to be significant, our overall net income will remain volatile. However, it is important to note that
while our reported net income under GAAP was volatile, our interest-rate risk remained low, as demonstrated
by the low levels of portfolio market value sensitivity, or PMVS, and duration gap throughout 2003. See
“CRITICAL ACCOUNTING POLICIES” for more information.

Net interest income was down slightly, totaling $9.498 billion in 2003, compared to $9.525 billion in 2002.
The decline in 2003 results was attributable to lower yields on assets acquired in 2003 and increased
amortization expense related to premiums paid on interest earning assets, largely offset by the positive effects
of a decrease in average debt funding costs and growth in the Retained portfolio.

Net interest yield decreased to 127 basis points in 2003 from 146 basis points in 2002. The decline in
interest yield was driven by increased amortization expense related to premiums paid on interest-earning assets
and by the addition of lower-yielding mortgage-related securities in 2003, which exceeded the benefit of
improved funding costs and lower derivative-related expenses during 2003. During the first quarter of 2003, we
refined the assumptions and calculations for the amortization of deferred fees recorded as discounts on assets
in our Retained portfolio, most notably with regard to estimates of future prepayments. The effect on net
interest income of refining these assumptions, which was treated as a change in estimate and also impacted
management and guarantee income as noted below, was the recognition of $31 million of additional
amortization income during the first quarter of 2003.

Management and guarantee income, which is a component of Non-interest income (loss) on the
consolidated statements of income, was $1.6 billion in 2003, compared to $1.5 billion in 2002. Reported
management and guarantee income consists of the guarantee fee on outstanding PCs, and the amortization of
certain fees paid by the seller/servicer at the time of securitization that are amortized into management and
guarantee income over the estimated life of the security. The increase in reported management and guarantee
income in 2003 was driven by a 3 percent increase in the average balance of outstanding PCs and an increase
in net amortization income related to the fees paid to us. As noted above, during the first quarter of 2003, we
refined the assumptions and calculations for this fee amortization, most notably with regard to estimates of
future prepayments. The effect on management and guarantee income of refining these assumptions, which
was treated as a change in estimate, was the recognition of $110 million of additional amortization income
during the first quarter of 2003. These positive impacts were partially offset by a decrease in the average
contractual guarantee fee on outstanding PCs.

Non-interest income (loss), excluding Management and guarantee income, totaled ($1.9) billion in
2003, compared to $5.6 billion in 2002. The large decrease in comparison to 2002 was primarily due to: (a) a
significantly smaller net mark-to-fair value gain on derivative instruments in 2003 of $39 million, compared to
$5.3 billion in 2002; (b) losses on investment activity of ($1.1) billion in 2003, compared to gains of
$1.8 billion in 2002 (primarily due to a net mark-to-fair value loss on trading securities in 2003 of ($2.1)
billion compared to a net gain of $0.9 billion in 2002); and (c) an increase in losses on debt retirements to
($1.8) billion in 2003, from ($0.7) billion in 2002.

Non-interest expense totaled $2.2 billion in 2003, compared to $1.9 billion in 2002. During 2003, we
incurred significant increases in Other expenses primarily due to accounting, auditing and consulting costs of
approximately $124 million and legal costs of approximately $48 million associated with the restatement and
related remediation activities, the $125 million civil money penalty imposed by OFHEO, fees of $124 million
that were paid in connection with certain multifamily affordable housing transactions, and additional expense
of $75 million for a loss contingency related to the proceedings arising from the restatement. See
“NOTE 13: LEGAL CONTINGENCIES” to the consolidated financial statements for additional informa-
tion about legal and regulatory proceedings. Our 2002 results include a $225 million charge related to a special
cash contribution to our philanthropic program, which includes the Freddie Mac Foundation and corporate
giving programs. We did not make a similar contribution in 2003.

Total stockholders’ equity increased to $31.5 billion at December 31, 2003 from $31.3 billion at
December 31, 2002. The primary drivers of the net increase were an increase in retained earnings partially
offset by a decrease in Accumulated other comprehensive income (loss), or AOCI, net of taxes. Retained
earnings increased as a result of net income in 2003, which was driven by the factors discussed previously,
partially offset by $0.9 billion in dividends declared in 2003. The decrease in AOCI, net of taxes of ($3.8)
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billion was due to high prepayment activity related to higher coupon securities and higher interest rates at the
end of 2003 compared to the end of 2002, which resulted in a net decrease in the mark-to-fair value of
available-for-sale securities of ($5.9) billion, partially offset by a decrease in deferred losses related to the
effective portion of derivatives accounted for as cash flow hedges of approximately $2.0 billion. The fair value
of our available-for-sale securities tends to decrease as interest rates rise. Derivatives accounted for in cash
flow hedge relationships primarily consist of pay-fixed interest-rate swaps, which tend to generate gains when
interest rates rise.

As discussed in “NOTE 13: LEGAL CONTINGENCIES” to the consolidated financial statements, we
are subject to various legal proceedings, including regulatory investigations and administrative and civil
litigation, arising from the restatement. We believe that a loss in connection with the proceedings arising from
the restatement is probable and currently estimate the range of minimum loss to be from $75 million to
$100 million. We have established a reserve of $75 million for this loss contingency in the second quarter of
2003, the period in which many of the legal proceedings were initiated. The ultimate resolution of these
proceedings could result in losses lower than or in excess of the estimated range of minimum loss. Litigation
and claims resolution are subject to many uncertainties and are not susceptible to accurate prediction. It is not
possible for us to reasonably estimate the upper end of the range of any additional losses that might result from
adverse resolutions of any of these legal proceedings, or their potential effect on our financial condition or
results of operations.

In December 2003, we entered into a consent order with OFHEQO. Under the terms of the consent order,
we paid a $125 million civil money penalty and we are undertaking a variety of remedial actions in accordance
with a prescribed schedule. See “NOTE 13: LEGAL CONTINGENCIES” to the consolidated financial
statements for more information.

Fair Value Balance Sheets For December 31, 2003 and 2002

We believe fair value measures provide an important view of our business economics and risks because
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 our GAAP consolidated
financial statements.

As presented in “CONSOLIDATED FAIR VALUE BALANCE SHEETS,” at December 31, 2003,
the fair value of net assets (net of tax effect) was $27.3 billion, a $4.4 billion, or 19 percent, increase from
December 31, 2002. For the same period, the fair value of net assets attributable to common stockholders
(representing the fair value balance sheet total net assets less the fair value of net assets attributable to
preferred stockholders) was $22.9 billion, a $4.6 billion, or 25 percent, increase from December 31, 2002. The
difference between the $4.4 billion increase and the $4.6 billion increase relates to the change in the fair value
of preferred stock. Among the primary contributors to the increase in 2003 fair value balance sheet net assets
were core spread income (defined as the income we expect to earn from the spread between mortgage
investments and debt, calculated on an option-adjusted basis), guarantee fees on PCs and Structured
Securities held by third parties and other fee income. As discussed below under “Business Outlook,” the fair
value growth percentage achieved in 2003 exceeded our long-run expectations.

2003 Business Volumes

Total Mortgage Portfolio

The total mortgage portfolio grew 7 percent to $1.414 trillion at December 31, 2003, from $1.317 trillion
at December 31, 2002. New business purchase volume (which excludes purchases of PCs for the Retained
portfolio) was $834.9 billion in 2003, up from $650.7 billion in 2002. Total mortgage portfolio liquidations
were $737.1 billion in 2003, up from $484.8 billion in 2002.

Retained Portfolio

The Retained portfolio unpaid principal balance grew 14 percent to $645.5 billion at December 31, 2003,
from $567.3 billion at December 31, 2002. Mortgage-related investment opportunities were most attractive
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during the second and third quarters, but began to lessen in the fourth quarter as strong demand from other
investors, coupled with lower mortgage originations, resulted in tighter mortgage-to-debt spreads.

The Retained portfolio and its related debt funding are the primary source of our interest-rate risk. In
2003, our interest-rate risk remained low. We provide investors with monthly interest-rate risk sensitivity
disclosures in our Monthly Volume Summary report, which is available on our website at
www.FreddieMac.com, using our primary interest-rate risk measures: PMVS and duration gap. PMVS-Level,
or PMVS-L, one of the two ways we measure PMVS, estimates the sensitivity of our fair value of net assets
attributable to common stockholders to immediate adverse shifts in the level of interest rates. (We are
providing this reference to the Monthly Volume Summary report solely for the information of interested
persons. We are not using references to this report here or elsewhere in this Information Statement to
incorporate additional information into this Information Statement.) Duration gap estimates the average daily
difference (measured in months) between the estimated weighted-average lives of our financial assets,
liabilities and derivatives.

Total PCs and Structured Securities Issued and Outstanding PCs and Structured Securities

Total PCs and Structured Securities issued, which represents the unpaid principal balance of all PCs and
Structured Securities issued by us, grew 7 percent, lagging the 12.5 percent growth in U.S. residential
mortgage debt outstanding. Total PCs and Structured Securities issued increased to $1.162 trillion at
December 31, 2003, from $1.091 trillion at December 31, 2002. Historically, growth in Total PCs and
Structured Securities issued has slightly exceeded the growth in U.S. residential mortgage debt outstanding.
The below market growth in 2003 was primarily caused by weak PC price performance, together with a
substantial reduction in deliveries to us from one of our significant mortgage originators and adverse market
reaction to additional credit fees we charged for lower credit quality loans. Outstanding PCs and Structured
Securities (equal to Total PCs and Structured Securities issued less PCs and Structured Securities held in the
Retained portfolio or held as part of our PC market-making and support activities) grew 3 percent to
$752.2 billion at December 31, 2003, from $729.8 billion at December 31, 2002.

Guarantee Fees/Security Performance

In the second quarter of 2003, the demand for and price of PCs weakened relative to comparable Fannie
Mae securities. Customer contracts typically establish a fixed guarantee fee commitment for each mortgage
product (e.g., 15-year fixed-rate, 30-year fixed rate, or ARMs) during the period the contract is in effect. The
negotiated guarantee fee contained in these contracts is based on the value created for the seller through sales
of mortgage loans to us in comparison to the sales alternatives that exist. The attractiveness of the execution
we offer is based on this fixed guarantee fee and the market price of the PCs we create. In June 2003, we
began taking action to improve our market share by broadly implementing a pricing feature that adjusts the
contract guarantee fee by the security price execution difference (the current level of security price spreads on
single class mortgage-related securities issued by us and Fannie Mae) at the time of the loan sale to us. This
feature adjusts guarantee fees upward or downward as the security price differential moves. Given the weak
performance of our PCs in the second half of 2003, the pricing feature caused the contractual guarantee fees
on new business to be adjusted downward.

Credit Losses

Our total credit losses, defined as real estate owned, or REO, operations income (expense) plus net
charge-offs, rose slightly in 2003 but were still low as a percentage of the average total mortgage portfolio
(excluding non-Freddie Mac mortgage-related securities and the portion of Structured Securities backed by
Ginnie Mae certificates). These positive results during 2003 were driven by the quality of our total mortgage
portfolio and favorable economic conditions, primarily low mortgage rates and continued single-family house-
price appreciation. Our single-family credit loss results also continued to reflect the benefits of automated
underwriting, loss mitigation activities, high levels of credit enhancement we have obtained on our existing
mortgage portfolio and overall strong nationwide house-price appreciation. Multifamily market vacancy rates
continued to rise in 2003, but our portfolio had minimal losses. See “RISK MANAGEMENT — Credit
Risk” for more information.
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Business Outlook
Financial Results for the First Half of 2004

Under GAAP, some of our assets and liabilities are measured at historical cost while others are measured
at fair value. This mixed model exposes our reported results to significant volatility. For example, our GAAP
net income reflects fair value gains and losses on derivative instruments we hold that are not designated in
hedge accounting relationships. While we use these derivatives to economically hedge the interest-rate risk of
our mortgage business, the fair value of these derivatives can fluctuate significantly from period to period,
based on changes both in interest rate levels and implied volatilities. The recognition of these fair value
fluctuations in income can make our GAAP results very volatile from quarter to quarter and year to year,
affecting our reported net income, retained earnings and regulatory capital position. We expect this type of
volatility to adversely affect our GAAP results in the first half of 2004. While period-to-period changes in the
value of these derivatives must be monitored for their impact on reported earnings and regulatory capital
adequacy, we do not regard periodic, unrealized gains and losses on derivatives as a meaningful indicator of
our long-term success in generating economic returns on deployed capital.

Retained Portfolio

During the first part of 2004, our Retained portfolio purchases were low due to tight mortgage-to-debt
option-adjusted spreads. Together with high liquidations, this caused a net decrease in the Retained portfolio.
The combination of an increase in the percentage of originations in ARMs, wider option-adjusted spreads, and
slower liquidation rates on our existing portfolio have resulted in higher Retained portfolio growth in recent
months. Agency and AAA-rated non-agency adjustable-rate mortgage products currently produce attractive
risk-adjusted returns and represent an increasing percentage of our total purchases. While we still anticipate
the net Retained portfolio growth rate to be below the growth rate of mortgage debt outstanding for the full-
year 2004, we now expect that the Retained portfolio growth rate for the year will be in the low to middle
single digits. However, market conditions such as demand from other investors, mortgage origination volumes
and product mix, and liquidation rates could cause the actual growth rate to vary substantially from our
current expectations.

Regulatory Capital

We believe the current level of our capital is adequate to meet all regulatory capital requirements, and the
target capital surplus established by OFHEO in January 2004 equal to 30 percent of our minimum capital
requirement. For additional information regarding the target capital surplus, see “Capital” below.

Fair Value Balance Sheet Net Asset Growth

A significant portion of our fair value balance sheet net asset growth for 2003 was due to the tightening of
mortgage-to-debt option-adjusted spreads as of December 31, 2003. As a result, the increase in fair value
balance sheet net assets for 2003 was above our long-term expectations. The 2004 outlook for this metric is
inherently uncertain because the final results will depend heavily on market conditions as of December 31,
2004. Mortgage-to-debt option-adjusted spreads are currently wider than at December 31, 2003. If current
conditions remain in place, we expect fair value balance sheet net asset growth in 2004, if any, to be
significantly below the growth seen in 2003. In addition, if mortgage-to-debt option-adjusted spreads widen
materially from the current levels, then the fair value of net assets could decline in 2004.

Total PCs Issued

In 2004, we expect the growth rate of our Total PCs issued to be between 7 percent and 9 percent, slightly
lagging the 10 percent anticipated growth rate in U.S. residential mortgage debt outstanding. As mortgage
rates change over time, the ratio of fixed-rate mortgages to ARMs will change. As rates rise, the market tends
to produce a higher ratio of ARMs. Bank portfolios typically retain a large percentage of ARMs. In 2004, we
expect interest rates to rise and the proportion of ARMs originated to increase. As a result, bank portfolios will
likely retain a larger percentage of the loans they originate in whole loan form and the percentage of loans sold
to the GSEs will decline.
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Guarantee Fees/Security Performance

In the second quarter of 2003, the demand for and price of our PCs weakened relative to comparable
Fannie Mae securities. As discussed above under 2003 Business Volumes,” in June 2003 we began to take
action to improve our security performance by broadly implementing a pricing feature that adjusts the contract
guarantee fee by the security price execution difference (as previously defined). The downward pricing
adjustments that we made to certain mortgages securitized in the second half of 2003 have caused the
contractual guarantee fee on new business to be adjusted downward and therefore will affect the contractual
guarantee fee collected. During the first eight months of 2004, PC prices have strengthened compared to the
second half of 2003. This recovery is expected to have a positive impact on guarantee fees on new business
purchases, reflecting the improvement in our security prices relative to the competition.

Credit Losses

Although single-family credit losses are expected to increase from recent levels, we currently expect
single-family market conditions to remain favorable and, given our strong credit position, we expect single-
family credit losses to remain low as a percentage of the average total mortgage portfolio (excluding non-
Freddie Mac mortgage-related securities and the portion of Structured Securities backed by Ginnie Mae
certificates). Multifamily market vacancy rates are expected to stabilize in late 2004 and early 2005, with
many rental markets experiencing slow recovery from recent widespread market weakness. Nevertheless, we
expect delinquencies in the multifamily portfolio to increase somewhat this year, as loans in weaker markets
default. Although we expect multifamily credit losses to remain low in 2004, we expect to see an increase in
2005.

Administrative Expenses

We expect administrative expenses, which include Salaries and employee benefits, Occupancy expense
and certain Other expenses such as professional services and audit fees, to be higher than historical levels at
least through 2005 due to the significant infrastructure and control remediation efforts that are necessary to
address the material weaknesses in controls surrounding our financial reporting.

Capital

Table 9 summarizes our regulatory capital surpluses at the end of each quarter in 2003 based on data
reported to OFHEO. In the case of the minimum and critical capital surplus, amounts shown in the table
represent the excess of our Core capital over our minimum and critical capital requirements, as applicable.
The estimates of minimum and critical capital surplus amounts reported for the second, third and fourth
quarters of 2003 have been revised from the amounts included in our Information Statement Supplement
dated June 30, 2004 to reflect: (a) a loss contingency reserve recorded in the second quarter of 2003 related to
proceedings arising from the restatement; and (b) the OFHEO civil money penalty that is now recorded in the
second quarter of 2003, which had been previously recorded in the fourth quarter of 2003. See “2003
Summary of Results” and “NOTE 13: LEGAL CONTINGENCIES” to the consolidated financial
statements for further information. We have submitted to OFHEO amended minimum capital reports for the
second, third and fourth quarters of 2003 that reflect this reserve. OFHEO is the authoritative source of the
capital calculations that underlie our capital calculation. Risk-based capital surplus represents the excess of
our Total capital over our risk-based capital requirement as calculated by OFHEO. OFHEO determined not
to recalculate the risk-based capital amounts given that the minimum capital requirement remained the
determining requirement for our classification as adequately capitalized.
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Table 9 — Regulatory Capital Surpluses as Reported to OFHEO"

2003
1Q 2Q 3Q 4Q
(dollars in millions)
Minimum Capital Surplus . .................. ..o $ 9,065 $10,185 §$ 8,322 $ 9,211
Critical Capital Surplus ................................... $19,857 $21,467 $20,295 $20,888
Risk-Based Capital Surplus..............coiiiiiiiii. .. $21,314  $24,620 $27,168 $28,010

(1) See “Table 43 — Regulatory Capital Requirements” for additional information regarding our regulatory capital requirements and
capital surpluses.

On January 29, 2004, OFHEO announced the creation of a framework for monitoring our capital due to
the temporarily higher operational risk arising from our current inability to produce timely financial statements
in accordance with GAAP. The framework includes a target capital surplus of 30 percent of our minimum
capital requirement, subject to certain conditions and variations, weekly monitoring, and prior approval of
certain capital transactions, to verify that appropriate levels of capital are maintained. While OFHEOQO’s
framework includes stringent monitoring and imposes restrictions on share repurchases and other capital
activities, we do not expect it to adversely affect our disciplined growth strategy in most scenarios. Had the
target capital surplus been in effect at December 31, 2003, our estimated surplus in excess of the target would
have been approximately $2.1 billion. For additional information, see “LIQUIDITY AND CAPITAL
RESOURCES — Capital Resources — Capital Adequacy” and “NOTE 10: REGULATORY CAPITAL”
to the consolidated financial statements.

We do not expect to engage in share repurchases until after we resume timely financial reporting. As long
as the capital monitoring framework established by OFHEO remains in effect, any such repurchases will
require prior approval by OFHEO.
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CRITICAL ACCOUNTING POLICIES

The notes to the consolidated financial statements contain a summary of our significant accounting
policies, including a discussion of recently issued accounting pronouncements. Certain of these policies as well
as estimates we made are critical to the presentation of our financial condition since they are particularly
sensitive to our judgment and are highly complex in nature. Some of these policies and estimates relate to
matters that are inherently uncertain. Actual results could differ from our estimates and it is possible that such
differences could have a material impact on the consolidated financial statements. See “NOTE 1: SUM-
MARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated financial statements for
additional information about these and other accounting policies. We have discussed each of these critical
accounting policies and the significant related estimates with the Audit Committee of the Board of Directors.

Fair Value

The measurement of fair value is fundamental to the presentation of our financial condition and results of
operations in our consolidated financial statements. Fair value is defined as an estimate of the amount at which
an instrument could be bought and sold between willing parties, in an active market and not in a forced or
liquidation sale. The estimation of fair value involves significant judgment by us. We record many of our
financial instruments at fair value in the consolidated balance sheets, with changes in these fair values
recognized as gains and losses in the consolidated statements of income or AOCI which is part of
stockholders’ equity. We also prepare a fair value-basis balance sheet, which presents our assets and liabilities
at fair value (including instruments such as debt which are presented at amortized cost in the GAAP financial
statements). The fair value balance sheet satisfies our disclosure requirements under SFAS No. 107,
“Disclosures About Fair Values of Financial Instruments,” or SFAS 107, and is a tool to communicate our
financial position and results on a fair value basis. See “CONSOLIDATED FAIR VALUE BALANCE
SHEETS” and “NOTE 16: FAIR VALUE DISCLOSURES” to the consolidated financial statements for
more information.

Table 10 summarizes our assets and liabilities that are recorded at fair value in the consolidated GAAP
balance sheets at December 31, 2003 and 2002.

Table 10 — Assets and Liabilities Recorded at Fair Value

December 31,
2003 2002
(dollars in millions)

Retained portfolio
Mortgage-related securities:
Available for sale, at fair value. . ....... ... ... . . . . $581,326  $496,265
Trading, at fair value . . ... ... . 18,200 29,104
Participation Certificate residuals, at fair value .......................... 671 412
Investments
Mortgage-related securities:
Trading, at fair value ........ ... .. 32,817 32,366
Participation Certificate residuals, at fair value .......................... (5) 8
Non-mortgage-related securities:
Available for sale, at fair value. . ....... ... ... . . . 31,228 66,419
Trading, at fair value .. ... .. 1,314 2,409
Other assets
Derivative assets, at fair value . .......... ... 16,180 10,393
Guarantee asset for Participation Certificates, at fair value .................. 3,686 2,445
Selected debt securities, net
Securities sold, not yet purchased, at fair value ............................ 733 6,356
Other liabilities
Derivative liabilities, at fair value. .. ...... ... .. . i 357 967
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Fair value affects our earnings in a variety of ways. For certain financial instruments that are carried at
fair value (such as securities classified as trading, derivatives with no hedge designation, liabilities representing
short sales of Treasury securities, and guarantee assets and PC residuals), changes in fair value are recognized
in current period earnings. These income effects are classified in several captions, including Gains (losses) on
investment activity, Derivative gains (losses) and Gains (losses) on guarantee assets for PCs, at fair value. For
other instruments that are carried at fair value (such as securities classified as available for sale and derivatives
in cash flow hedge relationships), changes in fair value are generally deferred, net of tax, in AOCI. The
deferred gains and losses in AOCI, initially measured at fair value, are recognized in earnings over time
through the application of various accounting policies concerning amortization, sale recognition for securities
sold from the available-for-sale category, and impairment recognition. Furthermore, impairments of mortgage
loans classified as held for sale are marked to fair value through earnings as part of the lower of cost or market
value accounting policy. Finally, other instruments (such as guarantee obligations) are initially measured at
fair value but are not remeasured at fair value on a periodic basis. These instruments affect earnings over time
through the application of accounting policies addressing the amortization of these amounts into income and
extinguishment when we purchase the related PCs and Structured Securities.

The assumptions used to determine or estimate fair values reflect our judgment regarding appropriate
valuation methods. The selection of a method to estimate fair value for each type of financial instrument
contemplates both the reliability and availability of relevant market data. The amount of management
judgment involved in estimating the fair value of an instrument is affected by a number of factors, such as the
type of financial instrument, the liquidity of the markets for the instrument, and the contractual characteristics
of the instrument. For some instruments, actively quoted prices or pricing parameters (such as rates, spreads
or volatilities) are available. The fair value of a substantial portion of our financial instruments is based on
quoted prices or market parameters obtained from third-party pricing services or broker-dealers in active
markets or is derived from such prices or parameters. Examples of these financial instruments include most
mortgage-related securities, derivatives and all mortgage loans. Even for instruments with a high degree of
price transparency, fair value estimation involves ongoing, significant judgment by us. These judgments
include:

e Evaluation of the expected reliability;

¢ Reliability and timeliness and cost of alternative valuation methodologies;

e Selection of third-party market data sources;

e Selection of proxy instruments as necessary; and

¢ Adjustments to market-derived data to reflect differences in instruments’ contractual terms.

While our general principle is to use consistent valuation methodologies over time, we periodically
evaluate our methodologies and often change them to improve our fair value estimates or to accommodate
market developments or changes in data availability.

Some of our financial instruments are not traded in active markets. Examples include guarantee assets,
guarantee obligations and PC residuals. The fair value of these instruments is determined using internally
developed models that facilitate simulation of multiple future scenarios that may occur. Material assumptions
include:

e Projections of interest rates and housing prices; and
e Expectations about the resultant effects on prepayments, defaults and loss severity rates.

We also use significant judgment in incorporating market-implied option-adjusted spread data into our
discount rates, including the selection of benchmark interest-only securities and the application of a trailing
average option-adjusted spread assumption of up to 24 months. Similarly, the valuation of guarantee
obligations involves the use of internal models incorporating empirical data coupled with the results of an
effort to benchmark default and capital assumptions observed in comparable non-conforming securities
market trades adjusted (as appropriate) to reflect differences in underlying collateral and other factors.
Material assumptions include projections of credit losses (influenced by expectations about factors such as
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defaults and loss severities) and expectations about the estimated risk premium needed to address exposure to
unexpected increases in credit losses.

As described above, the determination of fair value often requires judgment and we might have
reasonably chosen different methodologies or assumptions in the current period. The use of different pricing
methodologies and assumptions could have produced materially different estimates of fair value in the periods
currently presented. However, we believe the fair values we estimated are reasonable based on internal reviews
of significant pricing models and methodologies as well as verification of financial instrument pricing with third
party broker-dealers or pricing services. Furthermore, our estimates of fair value will change in future periods
to reflect changes in market factors such as interest rates and related volatility, credit performance,
expectations about prepayment behavior and other factors. Our estimates of fair value for individual
instruments may change by material amounts, depending on market developments. See “RISK MANAGE-
MENT — Interest-Rate and Other Market Risks” for discussion of market risks and our interest-rate
sensitivity disclosures, PMVS and duration gap.

Issuances and Transfers of Guaranteed Mortgage Securities

We purchase residential mortgage loans originated by mortgage lenders as well as mortgage-related
securities. One of the means by which we fund purchases of mortgage loans is through the use of
securitization-based financing. That is, we fund the purchases of such financial assets by issuing PCs, which
are undivided interests in purchased mortgage loans, and transferring such PCs to investors in exchange for
cash. We refer to securities that we issue through our resecuritization activities as Structured Securities which
we issue through the resecuritization of PCs, non-Freddie Mac mortgage-related securities and other already
issued Structured Securities. We commonly transfer Structured Securities to third parties in exchange for
either cash or mortgage-related securities that third-party securities dealers deliver to us. We also provide a
guarantee of the payment of principal and interest on tax-exempt multifamily housing revenue bonds that
support pass-through certificates issued by third parties. These housing revenue bonds are collateralized by
mortgage loans on low- and moderate-income multifamily housing projects. In addition, we guarantee the
payment of principal and interest related to low- and moderate-income multifamily mortgage loans that are
originated and held by state and municipal agencies to support tax-exempt multifamily housing revenue
bonds. The unpaid principal amounts of the underlying mortgage loans are included in our definition of PCs
and Structured Securities. We guarantee the payment of principal and interest on all issued PCs and
Structured Securities. Mortgage-related assets that back PCs and Structured Securities held by third parties
are not included in our consolidated financial statements. However, our obligation to provide the payment of
principal and interest on issued PCs and Structured Securities usually results in the recognition of a guarantee
asset and guarantee obligation on our consolidated balance sheets.

We evaluate whether transfers of PCs or Structured Securities qualify as sales based upon the
requirements of SFAS No. 140, “Accounting for Transfers and Servicing of Financial Assets and Extinguish-
ments of Liabilities” and, prior to April 1, 2001, SFAS No. 125, “Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities,” which we collectively refer to as SFAS 125/140. If we
determine that a transfer of PCs or Structured Securities does not qualify as a sale, we account for such
transfers as secured borrowings. If a transfer of PCs or Structured Securities qualifies as a sale, we recognize
gain or loss on the sale immediately in earnings based upon the difference in value between cash received, the
recognized carrying value of interests sold and the fair value of liabilities incurred upon sale. The
determination of gain or loss on sale involves our best estimate of key assumptions, including expected credit
losses and exposure to credit losses that could deviate from expected credit losses, prepayment rates, forward
yield curves and discount rates. See “CRITICAL ACCOUNTING POLICIES — Fair Value” for further
discussion concerning judgments made in connection with the valuation of guarantee assets and guarantee
obligations.

Many of the transfers of PCs and Structured Securities that are made to third parties do not qualify as
sales but are accounted for pursuant to the provisions of FIN 45. For such transactions, we recognize at the
inception of an executed guarantee a guarantee obligation that is initially measured to be the greater of
(a) fair value or (b) the contingent liability amount required to be recognized at inception of the guarantee by
paragraph 8 of SFAS No. 5, “Accounting For Contingencies,” or SFAS 5. We also recognize the fair value of
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any consideration received on such transactions. Positive differences between the fair value of consideration
received and guarantee obligations incurred are deferred, while negative differences between such amounts are
recognized immediately in earnings.

Table 11 summarizes securitization activity in 2003, 2002 and 2001.

Table 11 — Securitization Activity

Year Ended
2003 2002 2001
(dollars in millions)
Transfers of Freddie Mac securities that were accounted for as sales . ... $347,874 $241,214 $158,166
Gain on sale ! . 711 874 311

(1) Subsequent to the issuance of our 2002 Information Statement dated February 27, 2004, we revised the amounts reported above for
Gain on sale for the years ended December 31, 2002 and 2001, respectively, to conform previously reported amounts with methods
used in 2003 to quantify gain on sale (as further discussed in “NOTE 2: TRANSFERS OF SECURITIZED INTERESTS IN
MORTGAGE-RELATED ASSETS” to the consolidated financial statements). This revision had no impact on the consolidated
financial statements.

The measurement of recognized guarantee assets, guarantee obligations and credit enhancement-related
assets involves our best estimate of key assumptions, including expected credit losses and the exposure to
credit losses that could be greater than expected credit losses, prepayment rates, forward yield curves and
discount rates. We believe that the assumptions we made in this regard are comparable to those used by other
market participants. The use of different pricing models and assumptions could produce materially different
results. See “NOTE 2: TRANSFERS OF SECURITIZED INTERESTS IN MORTGAGE-RELATED
ASSETS” to the consolidated financial statements for further discussion of methodologies we used to
determine the fair values of guarantee assets and obligations.

Hedge Accounting

Our Retained portfolio activities and our funding of these investments with a mix of short- and long-term
debt expose us to interest-rate risk and other market risks. In particular, a mortgage borrower’s prepayment
option makes the timing and amount of mortgage prepayments very sensitive to changes in interest rates. The
borrower’s option exposes us to a potential mismatch in cash inflows from the mortgage assets we purchase for
investment as compared to cash outflows required to make payments on our debt. We manage this interest-
rate risk through various investment and funding activities, as well as through the use of derivatives.

We recognize all derivatives, whether designated in hedging relationships or not, as either assets or
liabilities on our consolidated balance sheets at fair value. Derivatives that are expected to be highly effective
in reducing the risk associated with the exposure being hedged may be designated for accounting purposes as a
hedge of the cash flows of a variable-rate instrument or a forecasted transaction (a cash flow hedge), a hedge
of the changes in fair value of a fixed-rate instrument (a fair value hedge), or a foreign currency fair value or
cash flow hedge (a foreign currency hedge). The change in fair value of derivatives that are not in hedge
accounting relationships is reported in the consolidated statements of income in the period in which it occurs.
The change in fair value of derivatives that are in cash flow hedging accounting relationships, to the extent
these relationships are effective, is recorded as a separate component of AOCI, net of taxes, on the
consolidated balance sheets and reclassified into the consolidated statements of income when the earnings
effect of the hedged risk is recorded. The change in fair value of derivatives that are in fair value hedge
accounting relationships is recorded each period in the consolidated statements of income, along with the
change in fair value of the hedged item.

The determination of whether a derivative qualifies for hedge accounting requires judgment about the
application of SFAS 133, as amended by SFAS No. 138, “Accounting for Certain Derivative Instruments and
Certain Hedging Activities” and SFAS No. 149 “Amendment of Statement 133 on Derivative Instruments
and Hedging Activities,” which we collectively refer to as SFAS 133. SFAS 133 requires contemporaneous
documentation of our hedge relationships, including the identification of the hedged item, the hedging
instrument, the nature of the hedged risk and the method used to assess the effectiveness of the hedge
relationship. We use statistical analysis or comparison of the critical terms of the hedging instrument to those
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of the hedged item to assess the effectiveness of hedges. If our documentation and assessments are not
adequate, the derivative does not qualify for hedge accounting. SFAS 133 also requires the periodic
measurement and earnings recognition of the ineffective portion of the change in fair value of derivatives that
are designated as part of hedge accounting relationships.

Derivatives designated as cash flow hedges generally hedge interest-rate risk related to forecasted
issuances of debt. For these hedging relationships to qualify for hedge accounting, we must estimate the
probable future level of certain types of debt issuances. These estimates are made based on our expectation of
future funding needs and the future mix of funding sources. Our expectations about future funding are based
upon projected growth and historical activity. If the estimates of future funding needs were to decrease or if
the expected mix of debt funding were to become more concentrated in instruments that we did not designate
in hedge accounting relationships, fewer derivatives could be designated as cash flow hedges and material
amounts that we currently defer and report in AOCI would be reported in Derivatives gains (losses) in the
consolidated statements of income. If our estimates of future funding are not realized, certain cash flow
hedging relationships may no longer qualify for hedge accounting and material amounts that were deferred
and reported in AOCI would be immediately recognized in Derivatives gains (losses) in the consolidated
statements of income. We believe that the forecasted issuances of debt hedged in cash flow hedging
relationships are probable of occurring.

Hedge accounting also requires us to measure hedge ineffectiveness and recognize it currently in the
consolidated statements of income. For cash flow hedging relationships, we have elected to use the
hypothetical derivative method, one of three methods acceptable under GAAP. This method requires us to
develop a hypothetical derivative whose terms match those of the hedged item and compare estimated
changes in it to changes in the hedging derivative. Development of this hypothetical derivative requires us to
make certain assumptions and estimates. The use of different assumptions and estimates could result in a
materially different amount of recorded ineffectiveness. We believe that our assumptions and estimates used
to develop the hypothetical derivative are reasonable.

We use derivatives designated as fair value hedges generally to hedge interest-rate risk in existing debt
instruments. Certain fair value hedging relationships are frequently terminated and started anew, or
redesignated because the effectiveness of these relationships may deteriorate over time. When the hedge is
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. In addition, a new hedging relationship may be formed.
Thus, frequent redesignation may introduce material income statement volatility. Each time a hedging
relationship is terminated and a new hedging relationship is formed, new documentation and assessments of
effectiveness are required.

For a more detailed description of our use of derivatives and summaries of derivative positions, see
“RISK MANAGEMENT — Interest-Rate and Other Market Risks — Interest-Rate Risk Management and
Use of Derivatives.”

Reserves for Losses on Mortgage L.oans Held for Investment and Losses on PCs

We maintain a Reserve for losses on mortgage loans held for investment to provide for credit losses
incurred in that portfolio. At December 31, 2003 and 2002, the Reserve for losses on mortgages held for
investment was $174 million and $177 million, respectively. The Reserve for losses on mortgage loans held for
investment is determined pursuant to the provisions of SFAS 5 and SFAS No. 114, “Accounting by Creditors
for Impairment of a Loan — an Amendment of FASB Statements No. 5 and 15,” or SFAS 114. We also
maintain a Reserve for guarantee losses on Participation Certificates to provide for losses incurred on
mortgages underlying PCs or Structured Securities held by third parties. At December 31, 2003 and 2002, the
Reserve for guarantee losses on Participation Certificates was $125 million and $88 million, respectively. The
Reserve for guarantee losses on Participation Certificates is determined pursuant to the provisions of SFAS 5.
The Reserve for losses on mortgage loans held for investment and the Reserve for guarantee losses on
Participation Certificates are collectively referred to as the loan loss reserves. Increases in loan loss reserves
that relate to both mortgage loans held in portfolio and PCs or Structured Securities held by third parties are
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reflected in earnings as a component of the Provision for credit losses. Decreases in loan loss reserves are
reflected through either (a) charging-off such balances (net of recoveries) where realized losses are recorded
or (b) reducing Provision for credit losses.

Loan loss reserves are also increased upon the sale of PCs and Structured Securities for which we
incurred losses on the underlying mortgage loans while such securities were held in portfolio. From an earnings
perspective, such incurred losses are recognized as a component of Gains (losses) on investment activity
through, where applicable, (a) the subsequent measurement of corresponding PC residuals that are classified
as trading (and to which such PCs or Structured Securities relate), (b) the recognition of impairment-related
losses on such securities (i.e., to the extent that such securities do not have recognized PC residual balances
associated with them that are classified as trading) or (c) as a component of gain (loss) on sale of such
securities. In this regard, and upon the sale of such PCs or Structured Securities, incurred losses are classified
on the consolidated balance sheets as Reserve for guarantee losses on Participation Certificates. See
“NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES — Recently Adopted Account-
ing Standards and Accounting Changes — Accounting for Financial Guarantees,” to the consolidated
financial statements for a discussion of the impact of newly adopted accounting standards on the loan loss
reserves in 2003. See “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” and
“NOTE 6: LOAN LOSS RESERVES?” to the consolidated financial statements for more information about
our process for determining the loan loss reserves.

The process for determining the level of loan loss reserves is subject to numerous estimates and
assumptions that are highly uncertain and require a high degree of judgment. The underlying estimates and
assumptions used in determining the loan loss reserves are regularly evaluated by us and updated to reflect our
own historical experience and our current view of overall economic conditions and other relevant factors.
Changes in one or more of these underlying estimates and assumptions could have a material impact on the
loan loss reserves and the provision for credit losses. The degree to which a change in these estimates and
assumptions impacts the loan loss reserves is dependent upon the significance of such change. Key estimates
and assumptions that could have an impact on loan loss reserves include:

e Loss severity trends;

e Default experience;

e Expected proceeds from credit enhancements;

o Evaluation of collateral; and

e Identification of relevant macroeconomic factors and assessment of their applications.

The factors we have chosen are based on all available information and our knowledge and experience in
the single-family and multifamily loan markets. As a significant amount of judgment is exercised in selecting
these factors, had we made different determinations in the selection of these factors, a materially different
level of loan loss reserves could have resulted. Additionally, it is possible that others, given the same
information, could have reached different reasonable conclusions. However, we believe the level of loan loss

reserves are reasonable based on internal reviews of the factors and methodologies used. Actual credit loss
experience could differ from our current estimates.
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Table 12 summarizes the activity in loan loss reserves in 2003 and 2002.

Table 12 — Loan Loss Reserves
December 31,

2003 2002

(dollars in millions)
Beginning balance .. ... ... $265 $ 224
Provision for credit 10SSes . ... ... i 10 128
Charge-offs . . ..ot (224) (171)
Recoveries' ! . .. 119 84
Charge-offs, net .. ... (105) (87)
Adjustment for change in accounting® .. ... .. .. ... ... 110 —
Transfers-in during the period® ... ... .. ... . . . . 19 —
Ending balance . . ... ... .. $299 $ 265

(1) Includes recoveries of charge-offs primarily resulting from foreclosure alternatives and REO acquisitions on loans where the primary
default risk has been assumed by servicers, mortgage insurers, or third parties through credit enhancements. Recoveries of charge-
offs through credit enhancements are limited in many instances to amounts less than the full amount of the loss.

(2) On January 1, 2003, that portion of recognized guarantee obligations that was attributable to estimated incurred losses on outstanding
PCs or Structured Securities, of $110 million, was reclassified to Reserve for guarantee losses on Participation Certificates.

(3) Represents estimated losses that were incurred in 2003 related to PCs and Structured Securities transferred to third parties in 2003.

Interest Income Recognition and Impairment Recognition

For most of our investments in mortgage-related securities and non-mortgage related securities, interest
income is recognized using the effective interest method in accordance with SFAS No. 91, “Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct Costs of
Leases,” or SFAS 91. Deferred items, including premiums, discounts and other basis adjustments such as
changes in commitment-period fair value, are amortized into interest income over the estimated lives of the
securities using the retrospective effective interest method in accordance with SFAS 91. Under the
retrospective method, we recalculate the constant effective yield based on changes in estimated prepayments
and actual prepayments versus anticipated prepayments. Catch-up adjustments to the unamortized balance of
premiums, discounts and other deferred items that result from applying the updated effective yield as if it had
been in effect since acquisition are recognized through interest income. For certain other investments in
mortgage-related securities and non-mortgage-related securities classified as available for sale, interest income
is recognized using the prospective effective interest method in accordance with EITF No. 99-20, “Recogni-
tion of Interest Income and Impairment on Purchased and Retained Beneficial Interests in Securitized
Financial Assets,” or EITF 99-20. Under the prospective method, changes in the effective yield are recognized
as adjustments to interest income in future periods. We specifically apply such guidance to beneficial interests
(including undivided interests which are similar to beneficial interests) in securitized financial assets that:

e Can contractually be prepaid or otherwise settled in such a way that we may not recover
substantially all of our recorded investment (such as interest-only stripped securities); or

e Are not of high credit quality at the date that Freddie Mac acquired them.

We use actual prepayment experience and estimates of future prepayments to determine the constant
yield needed to apply the effective interest method of income recognition. In estimating future prepayments
and cash flows, we aggregate securities by similar characteristics of their underlying collateral such as
origination date, coupon and maturity. For securities with structured cash flow payments, such as Structured
Securities we also consider the characteristics of other security classes within the same transaction structure
when estimating future prepayments and cash flows. Estimates of future prepayments are derived from market
sources and prepayment models. Determination of the effective yield requires significant judgment in
estimating expected prepayment behavior, which is inherently uncertain. Our prepayment models contemplate
a variety of assumptions about borrower behavior in response to changes in interest rates and other
macroeconomic factors. Judgment is involved in making initial determinations about prepayment expectations
and in changing those expectations over time in response to changes in market conditions. The effects of future
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changes in market conditions may be material. We believe that the above assumptions are comparable to
those used by other market participants. However, the use of different assumptions in our prepayment models
could have resulted in materially different income recognition results.

We recognize impairment losses on available-for-sale securities in our Retained portfolio and cash and
investments portfolio when we have concluded that a decrease in the fair value of a security is other than
temporary. More specifically, EITF 99-20 requires impairment recognition when there is both a decline in fair
value below the carrying amount and an adverse change in expected cash flows. Determination of whether an
adverse change has occurred involves judgment about expected prepayments and credit events. For securities
not accounted for under EITF 99-20, we review securities for possible other-than-temporary impairment when
a security meets one or more of a series of objective criteria relative to its fair value compared to its amortized
cost, credit ratings, the amount of time the investment has been in an unrealized loss position, or if we
otherwise believe that an unrealized loss is other than temporary based on qualitative indicators of potential
impairment. We apply significant judgment in selecting these objective criteria and in otherwise determining
whether impairment loss recognition is appropriate. We believe our judgments are reasonable; however,
different judgments could have resulted in materially different impairment loss recognition.

See “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated
financial statements for a discussion of the potential impact of EITF 03-1.
Accounting Changes and Future Application of Accounting Standards

See “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES” to the consolidated
financial statements for more information concerning accounting changes and new accounting
pronouncements.
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CONSOLIDATED RESULTS OF OPERATIONS

MD&A, and the following discussion of our consolidated results of operations in particular, should be
read in conjunction with the notes to our consolidated financial statements.

Table 13 summarizes our financial performance for the periods presented.

Table 13 — Summary of Consolidated Results

Net interest income . ..................
Non-interest income (loss)
Management and guarantee income . ..
Gains (losses) on “Guarantee asset for
Participation Certificates, at fair
value” ... ..
Income (expense) on “Guarantee
obligation for Participation
Certificates” .....................
Derivative gains (losses) .............
Hedge accounting gains (losses) . .....
Gains (losses) on investment activity . .
Gains (losses) on debt retirement . . . ..
Resecuritization fees ................
Otherincome ......................

Total non-interest income (loss) . .
Non-interest expense
Provision for credit losses ............
REO operations income (expense) .. ..
Salaries and employee benefits........
Occupancy expense . ................
Housing tax credit partnerships .......
Minority interest in earnings of
consolidated subsidiaries ...........
Other expenses . ....................

Total non-interest expense
Income before income tax expense and
cumulative effect of change in
accounting principles . ...............
Income tax expense ...................

Income before cumulative effect of
change in accounting principles, net of
taxes

Cumulative effect of change in accounting
principles, net of taxes...............

Netincome.................cvvnon..

Preferred stock dividends and issuance
costs on redeemed preferred stock!" . . .

Net income available to common
stockholders"

Diluted earnings per common share after
cumulative effect of change in

accounting principles, net of taxes'” . ..

2003 vs. 2002

2002 vs. 2001

Year Ended
December 31, Change I;(:ct;Eb::l ;dl, Change
2003 2002 Dollar Percent 2001 Dollar Percent
(in millions, except per share amounts)
$9498 $9525 $§ (27) —% $ 7,448 $ 2,077 28%
1,638 1,516 122 8 1,392 124 9
(1461)  (2,176) 715 (33) (789) (1,387) 176
925 592 333 56 203 389 192
39 5302 (5263)  (99) (2,313) 7,615 (329)
644 187 457 244 (294) 481 (164)
(L,114) 1,799  (2,913) (162) 191 1,608 842
(1,775) (674)  (L,101) 163 (356) (318) 89
352 276 76 28 135 141 104
493 321 172 54 229 92 40
(259) 7,143 (7,402)  (104) (1,602) 8,745  (546)
(10) (128) 118 (92) (32) (96) 300
23 13 10 77 (7 20 (286)
(624) (593) (31) 5 (537) (56) 10
(52) (42) (10) 24 (35) (7 20
(200) (160) (40) 25 (121) (39) 32
(157) (184) 27 (15) (208) 24 (12)
(1,201) (771) (430) 56 (452) (319) 71
(2,221)  (1,865) (356) 19 (1,392) (473) 34
7,018 14,803 (7,785) (53) 4,454 10,349 232
(2,202)  (4,713) 2,511 (53) (1,339) (3,374) 252
4816 10,090  (5274)  (52) 3,115 6,975 224
— — — — 43 (43)  (100)
4,816 10,090 (5,274) (52) 3,158 6,932 220
(216) (239) 23 (10) (217) (22) 10
$ 4600 $ 9851 $(5251) (53)% $ 2941  $ 6910  235%
$ 6.68 $ 1417 $ (749) ()% $ 423 $ 994  235%

(1) In accordance with the requirements of EITF D-42, we restated the 2002 amount of Preferred stock dividends and issuance costs on redeemed preferred stock
reported on our consolidated statements of income. For the year ended December 31, 2002, the restatement increased by $5 million the amount representing
issuance costs on redeemed preferred stock and therefore reduced Net income available to common stockholders by $5 million. This caused a reduction in both
basic and diluted earnings per share for the same year of $0.01 per share. See “NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES —
Recently Issued Accounting Standards” to the consolidated financial statements for additional information.
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Net Interest Income

Net interest income, our principal source of earnings, represents the difference between interest income
and interest expense. Net interest income is affected by changes in the balance and contractual rates associated
with our interest-bearing assets, liabilities and derivative contracts, as adjusted for amortization of premiums
and discounts and amortization of deferred hedging gains and losses as explained later in “Analysis of
Quarterly Results.” We analyze net interest income, and the related net interest yield, on a taxable-equivalent
basis to consistently reflect income from taxable and tax-exempt investments based on a 35 percent marginal
tax rate.

In 2003, in accordance with interpretive guidance published by the Office of the Chief Accountant of the
SEC, we reclassified the accrual of periodic cash settlements in accordance with the contractual terms of
derivatives not designated in hedge accounting relationships from Income (expense) related to derivatives, a
component of Net interest income, to Derivative gains (losses), a component of Non-interest income (loss).
These amounts have also been reclassified in all prior periods to conform to the 2003 presentation.
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2003 versus 2002

Table 14 summarizes net interest income for 2003 compared to 2002, and the related analysis of the
effect of changes in the rates and volumes of our interest-bearing assets and liabilities on the changes in net
interest income between 2003 and 2002.

Table 14 — Net Interest Income and Rate/Volume Analysis (2003 compared to 2002)

Increase Attributable to

2003 2002 (Decrease) Changes in
Amount Yield Amount Yield to Amount Rate Volume
(dollars in millions)
Interest income:

Mortgage loans .............. $ 4251 6.70% $ 4290 7.02% $ (39) $ (199) $ 160
Mortgage-related securities'” .. 29,051  5.34 30,039  6.39 (988)  (5,330) 4,342
Total Retained portfolio. . ... 33,302 548 34,329  6.46 (1,027) (5,529) 4,502
Cash and investments ........ 3,796  2.63 4,147 341 (351) (718) 367

Total interest-earning assets 37,098 493 38,476  5.89 (1,378) (6,247) 4,869
Interest expense:

Short-term debt ............. (2,785) (1.21) (4,303) (2.03) 1,518 1,849 (331)
Long-term debt.............. (22,083) (4.62)  (21,337) (5.24) (746) 2,725 (3,471)
Total interest expense on
debt securities ........... (24,868) (3.52)  (25,640) (4.15) 772 4,574 (3,802)
Due to Participation Certificate
investors . ................... (1,641) (6.26) (1,236) (6.82) (405) 110 (515)
Total expense on interest-
bearing liabilities......... (26,509) (3.62)  (26,876) (4.23) 367 4,684 (4,317)
Income (expense) related to
derivatives® .. ... ... ... ... (1,091) (0.15) (2,075) (0.32) 984 984 —
Impact of net non-interest-bearing
funding..................... — 0.10 — 0.13 — — —
Net interest income®® ... 9,498  1.27 9,525  1.46 (27) (579) 552
Fully taxable-equivalent
adjustment.................. 227 0.03 252 0.04 (25) 9 (34)

Net interest income (fully
taxable-equivalent basis) @@ .. $ 9725 1.30% $ 9,777 150% $ (52) $ (570) $ 518

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

(2) Subsequent to the announcement of our 2003 financial results in our Information Statement Supplement dated June 30, 2004, we
revised the average balances of Mortgage-related securities in the Retained portfolio to include certain basis adjustments related to
these securities. This revision resulted in a decrease to the Average Balance of Mortgage-related securities in the Retained portfolio
of $112 million and $175 million for the years 2003 and 2002, respectively, as well as an increase of 0.01 percent to the 2002 Yield
related to Mortgage-related securities in the Retained portfolio. This revision also resulted in corresponding changes to the related
Rate/Volume Analysis.

(3) In 2003 we reclassified the accrual of periodic cash settlements in accordance with the contractual terms of derivatives not designated
in hedge accounting relationships from Income (expense) related to derivatives to Derivative gains (losses). For comparative
purposes, we reclassified $639 million of expense from Income (expense) related to derivatives to Derivative gains (losses) in 2002.

(4) May not sum due to rounding.

Net interest income on a fully taxable-equivalent basis decreased by $52 million to $9,725 million in 2003
from $9,777 million in 2002. During 2003, interest income on mortgage-related securities declined by
$988 million, or 3 percent. The interest income generated by the 14 percent growth in the unpaid principal
balance of the Retained portfolio was more than offset by the accelerated amortization of higher net premiums
on these securities, lower yields on assets acquired due to the low interest rate environment during 2003, and
the continued liquidation of higher-yielding assets during 2003. Net interest income and net interest yield were
reduced as the yield on interest-earning assets declined at a faster rate than the cost of debt funding during
2003. During the first quarter of 2003, we refined the assumptions and calculations for the amortization of
deferred fees recorded as discounts on assets in our Retained portfolio. The effect on net interest income of
refining these assumptions, which was treated as a change in estimate, was the recognition of $31 million of
additional amortization income during the first quarter of 2003. As discussed below, these refined assumptions
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also affected management and guarantee fee income. Interest income related to cash and investments declined
by $351 million, or 8 percent, during 2003 as the negative impact of declining interest rates during the first half
of 2003 was only partially offset by the 19 percent increase in the average balances of cash and investments
during 2003.

The decline in short-term interest rates during the first half of 2003 was the primary factor in the decline
in interest expense related to short-term debt for the year of $1,518 million, or 35 percent, which was only
partially offset by an 8 percent increase in the average balances of short-term debt during the year. Interest
expense related to long-term debt increased by $746 million, or 3 percent, during 2003 as the average balances
of long-term debt increased by 17 percent, which offset the benefit of issuing new debt at lower rates. We
repurchased approximately $27 billion of long-term debt during 2003 and issued new debt at lower average
rates in most cases. The most significant debt repurchases in 2003 occurred in the second quarter when we
repurchased an aggregate of approximately $17 billion of U.S. dollar and Euro-denominated debt securities,
most of which followed the announcement of changes in our senior management. We executed these
particular repurchases in an effort to support the liquidity and price performance of these securities. Gains and
losses on debt retirement are reported as a component of Non-interest income (loss).

Interest expense related to amounts due to PC investors increased by $405 million to ($1,641) million in
2003 from ($1,236) million in 2002 as prepayments on the collateral underlying PCs accelerated during the
first part of 2003 in response to declining interest rates. The liquidation rate on outstanding PCs and
Structured Securities increased to 63 percent in 2003 from 47 percent in 2002. For a further discussion of how
the prepayments of the collateral underlying PCs affect net interest income, see “Analysis of Quarterly
Results — Interest Expense Related to Amounts Due to Participation Certificate Investors.”

Income (expense) related to derivatives, which includes the accrual of periodic cash settlements on
interest-rate swap transactions accounted for as hedges and amortization of net deferred losses on closed cash
flow hedges, improved by $984 million, decreasing to ($1,091) million in 2003 from ($2,075) million in 2002.
During 2002 and into 2003, we terminated pay-fixed swaps to help manage the funding mismatch caused by
the decrease in the expected lives of mortgage investments and an increase in the balance of long-term debt.
In 2002, the portfolio of swaps designated in hedge accounting relationships was in a net pay-fixed position,
which resulted in increasing interest expense as market interest rates declined.

Net interest yield on a fully taxable-equivalent basis decreased by 20 basis points to 130 basis points in
2003 from 150 basis points in 2002. For 2003, net interest yield was lower as declines in yields on interest-
earning assets outpaced the benefit of lower funding costs. The net interest yield on interest-earning assets
declined as a result of high liquidations in the first three quarters of 2003 and the acquisition of new assets in a
lower rate environment. The net interest yield on debt securities declined as the result of our long-term debt
retirements, primarily in the second quarter of 2003, and subsequent refinance activity, primarily decreasing
our short-term funding costs. Overall net interest yield declined as our interest-earning assets repriced faster
than our debt.
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2002 versus 2001

Table 15 summarizes net interest income for 2002 compared to 2001, and the related rate/volume
analysis for the changes between 2002 and 2001.

Table 15 — Net Interest Income and Rate/Volume Analysis (2002 compared to 2001)
Attributable to

2002 2001 (D Changes in
Amount Yield Amount Yield to Amount Rate Volume
(dollars in millions)
Interest income:
Mortgage loans ............... $ 4290 7.02% $ 4385 722% $ (95) $ (118) $ 23
Mortgage-related securities” ... 30,039  6.39 26,847  6.92 3,192 (2,201) 5,393
Total Retained portfolio. . . . 34,329  6.46 31,232 6.96 3,097 (2,319) 5416
Cash and investments ......... 4,147  3.41 4,136 4.82 11 (1,448) 1,459
Total interest-earning assets 38,476  5.89 35,368  6.62 3,108 (3,767) 6,875
Interest expense:
Short-term debt .............. (4,303) (2.03) (9,056) (4.23) 4,753 4,670 83
Long-term debt............... (21,337) (5.24)  (17,494) (6.00) (3,843) 2,416  (6,259)
Total interest expense on
debt securities . ......... (25,640) (4.15)  (26,550) (5.25) 910 7,086  (6,176)
Due to Participation Certificate
INVestors . . ..., (1,236) (6.82) (1,027) (7.27) (209) 66 (275)
Total expense on interest-
bearing liabilities. .. ... .. (26,876) (4.23)  (27,577) (5.31) 701 7,152 (6,451)
Income (expense) related to
derivatives® ... ... ... ..., (2,075) (0.32) (343) (0.07)  (1,732) (1,732) —
Impact of net non-interest-bearing
funding...................... — 0.13 — 0.17 — — —
Net interest income™® ... 9,525  1.46 7,448 141 2,077 1,653 424
Fully taxable-equivalent adjustment 252 0.04 237  0.04 15 4 11
Net interest income (fully taxable-
equivalent basis) @@ ... ... $ 9777 1.50% $ 7,685 1.45% $ 2,092 $ 1,657 $ 435

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

(2) Subsequent to the announcement of our 2003 financial results in our Information Statement Supplement dated June 30, 2004, we
revised the average balances of Mortgage-related securities in the Retained portfolio to include certain basis adjustments related to
these securities. This revision resulted in a decrease to the Average Balance of Mortgage-related securities in the Retained portfolio
of $175 million and $121 million for the years 2002 and 2001, respectively, as well as an increase of 0.01 percent to the 2002 Yield
related to Mortgage-related securities in the Retained portfolio. This revision also resulted in corresponding changes to the related
Rate/Volume Analysis.

(3) In 2003 we reclassified the accrual of periodic cash settlements in accordance with the contractual terms of derivatives not designated
in hedge accounting relationships from Income (expense) related to derivatives to Derivative gains (losses). For comparative
purposes, we reclassified $639 million and $456 million of expense from Income (expense) related to derivatives to Derivative gains
(losses) in 2002 and 2001, respectively.

(4) May not sum due to rounding.

Net interest income on a fully taxable-equivalent basis increased $2,092 million, or 27 percent, to
$9,777 million in 2002 from $7,685 million 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. The decrease in short-term interest rates during 2002 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. An increase of $83 billion, or 18 percent, in the average balance of the
Retained portfolio in 2002 also contributed to the increase in net interest income. See “CONSOLIDATED
BALANCE SHEETS ANALYSIS — Retained Portfolio” for a discussion regarding changes in the balance
of the Retained portfolio.
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The positive effects of the steep yield curve and Retained portfolio growth on net interest income were
offset by higher expenses related to the accrual of periodic cash settlements of derivatives in hedge accounting
relationships and increased amortization expense associated with (1) net premiums on mortgage-related
investments and (2) deferred hedging losses related to terminated pay-fixed swaps recorded in AOCI. The
increase in amortization expense was caused by decreases in long-term rates during 2002, which shortened the
expected lives of mortgage-related investments resulting in accelerated amortization of related premiums. In
addition, we terminated pay-fixed swaps in cash flow hedge accounting relationships in loss positions, resulting
in increased amortization expense related to closed hedge positions. As discussed in “CONSOLIDATED
BALANCE SHEETS ANALYSIS — Total Debt Securities, Net,” the termination of these pay-fixed swaps
shortened the effective duration of our liabilities to address the decrease in the expected lives of mortgage
investments. For further information regarding amortization of premiums, discounts and hedging gains and
losses, see “Analysis of Quarterly Results” below.

Net interest yield on a fully taxable-equivalent basis increased by 5 basis points to 150 basis points in
2002 from 145 basis points in 2001. This relatively small change in net interest yield was the net result of the
effects of the steep yield curve, increased amortization expense and the shift in the mix of interest-earning
assets toward cash and investments which typically generates relatively lower yields. The average balance of
cash and investments increased by 42 percent, fueled by cash inflows from prepayments on outstanding PCs.
Limited Retained portfolio investment opportunities during certain periods of 2002 also contributed to growth
in the average balance of cash and investments.

Analysis of Quarterly Results
Table 16 summarizes quarterly net interest income and net interest yield for 2003 and 2002.

Table 16 — Quarterly Net Interest Income (quarterly yields annualized)

1Q 2003 2Q 2003 3Q 2003 4Q 2003 2003
(dollars in millions)

Net interest iNCOME .. ... ..ot iin i $2,421  $2,185  $2,442  $2,450  $9,498
Fully taxable-equivalent adjustment .................. 41 64 60 62 227
Net interest income (fully taxable-equivalent basis) .... $2,462  $2,249  $2,502  $2,512  $9,725
Net interest yield (fully taxable-equivalent basis) ...... 1.40% 1.26% 1.27% 1.26% 1.30%

1Q 2002 2Q 2002 3Q 2002 4Q 2002 2002
(dollars in millions)

Net interest income'” ...... .. .. ... .. ... ... ... ... $2,544  $2,352  $2,231  $2,398  $9,525
Fully taxable-equivalent adjustment .................. 66 65 66 55 252
Net interest income (fully taxable-equivalent basis)V .. $2,610 $2,417  $2297  $2,453  $9,777
Net interest yield (fully taxable-equivalent basis) ‘" .. .. 1.67% 1.53% 1.41% 1.41% 1.50%

(1) In 2003 we reclassified the accrual of periodic cash settlements in accordance with the contractual terms of derivatives not designated
in hedge accounting relationships from Income (expense) related to derivatives to Derivative gains (losses). For comparative
purposes, we reclassified expense of $130 million, $229 million, $152 million and $128 million for the first, second, third and fourth
quarters of 2002, respectively, and $639 million for full-year 2002 from Income (expense) related to derivatives to Derivative gains
(losses).

Changes in quarterly net interest income and net interest yield in 2003 and 2002 were driven primarily by
changes in interest rates and growth in the Retained portfolio, as described above in the analysis of annual
results. Other drivers of net interest income and yields are described in detail below, followed by a tabular
presentation (see “Table 17 — Explanation of Quarterly Changes in Net Interest Income and Net Interest
Yield”) discussing the impact of these drivers on net interest income during the quarterly periods of 2003 and
2002.

e Investment asset mix. The purchase, sale and liquidation activity of assets within the Retained
portfolio and the cash and investments portfolio, which we collectively refer to as our portfolios,
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has a significant impact on our overall net interest yield. As the composition of the portfolios
changes between higher or lower yielding asset types, the overall net asset yield on these portfolios
fluctuates. Generally, during periods of declining interest rates, as we experienced in 2002 and the
first half of 2003, the yield on portfolio assets will decline as higher-yielding assets liquidate and
new assets are acquired at lower rates. The opposite effect is generally seen when interest rates
rise, as the pace of liquidations slows and new assets are acquired at higher rates. Changes in the
interest yields of our portfolios occur when there is a shift in the proportion of higher-yielding asset
types to lower-yielding asset types. For example, the mortgage-related securities portfolio net
interest yield will decline if there is an increase in the amount of lower-yielding mortgages such as
15-year mortgages or ARMs as compared to higher-yielding 30-year fixed-rate loans.

e Amortization of premiums and discounts. When we purchase mortgage-related securities, the
price we pay for the assets generally does not equal the securities’ unpaid principal balance. We
pay more than the unpaid principal balance (referred to as a premium) when the coupon on the
security is greater than the current market yield for that security. We pay less than the unpaid
principal balance (referred to as a discount) when the coupon on the security is less than the
current market yield for that security. As interest rates declined during 2002 and the first half of
2003, the total premiums we paid increased on the mortgage-related securities we acquired. This
resulted in a shift in the portfolios to a net premium position late in 2002, and an increasing
premium position in 2003.

Premiums and discounts are amortized over the estimated life of the purchased assets as
adjustments to interest income primarily based on the effective interest method in accordance
with 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.

e Amortization of hedging gains and losses. Certain derivative contracts (primarily pay-fixed
swaps) are accounted for as cash flow hedges of the variability of interest payments on forecasted
debt issuances, while other derivative contracts (primarily receive-fixed swaps) are accounted for
as fair value hedges of existing debt. In both cases, termination of the hedge accounting
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 (ex-
pense) related to derivatives or, if the deferred gain or loss is related to a closed cash flow hedge on
long-term debt, in Interest expense on long-term debt. The amortization related to terminated fair
value hedges is also included in Interest expense on long-term debt.

 Interest expense related to amounts due to PC investors. As a result of the payment remittance
cycle associated with PCs, interest expense related to amounts due to PC investors tends to
increase during periods of rising prepayments and decrease during periods of declining prepay-
ments. We invest the proceeds from prepayments on PCs in short-term investments until related
payments are due to PC investors. The interest earned on these investments is reported as a
component of interest income on cash and investments. As short-term rates declined in 2002 and
the first half of 2003, prepayments accelerated due to a decline in mortgage rates and our interest
costs due to PC investors increased while the interest earnings on our related investments
declined. This had an overall negative impact on “Net interest income.”

e Debt funding mix. As discussed in “CONSOLIDATED BALANCE SHEETS ANALY-
SIS — Total Debt Securities, Net,” we adjust the composition of our derivative portfolio to
address differences between outstanding debt, scheduled debt issuances and our funding needs.
Due to declining interest rates in 2002 and the first half of 2003, the expected lives of assets held
in the Retained portfolio decreased, requiring us to reduce the duration of our long-term debt
funding from an asset/liability management perspective. However, the volume of long-term debt
issued is generally determined by our commitment to our Reference Notes® securities calendar.
In 2002 and the first half of 2003, we terminated certain pay-fixed swaps and entered into receive-
fixed swaps to shorten the effective duration of our debt and thereby manage the funding
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mismatch created by the decline in interest rates. Receive-fixed swaps effectively convert a fixed-
rate debt payment into a variable-rate payment. Conversely, a pay-fixed swap requires us to make
a fixed interest payment in exchange for a variable rate payment. In the third quarter of 2003, we
entered into additional pay-fixed swaps to extend the duration of our debt portfolio as interest rates
increased.

Table 17 describes the effect of these factors on changes in quarterly net interest income on a fully
taxable-equivalent basis.

Table 17 — Explanation of Quarterly Changes in Net Interest Income and Net Interest Yield

Period

Increase
(Decrease)
in Net
Interest
Income
(in millions)

Increase
(Decrease)
in Net
Interest
Yield

(in bps)

Comments

2Q02 vs. 1Q02

$(193)

(14)

Decreases were driven by a continued shift in debt funding from
short-term debt to long-term debt and increased amortization of
deferred hedging losses resulting from terminated pay-fixed
swaps, as described above in “Debt funding mix.”

3Q02 vs. 2Q02

(120)

(12)

Decreases were due to increased amortization expense related to
deferred premiums on Retained portfolio purchases and deferred
hedging losses associated with terminated pay-fixed swaps. As
discussed above in “Amortization of premiums and discounts,”
the deferred amount related to the Retained portfolio shifted to a
net premium position late in 2002. The associated increase in
amortization expense was partially offset by an increase in
interest income from derivative contracts as a result of increases
in the notional amount of receive-fixed swaps in hedge
accounting relationships.

4Q02 vs. 3Q02

156

The increase in net interest income was driven by the recognition
of amortization income in the fourth quarter as compared to
expense in the third quarter and interest income on derivative
contracts, partially offset by increased interest expense related to
amounts due to PC investors. The increase in amortization
income was primarily due to a $305 million adjustment related to
enhancements made in the fourth quarter of 2002 to our method
of estimating prepayments of the collateral underlying our
mortgage-related securities. The increase in interest income on
derivative contracts was due to an increase in the notional amount
of receive-fixed swaps. Interest expense on amounts due to PC
investors increased as the liquidation rate on total PCs issued
increased in the fourth quarter of 2002.

1Q03 vs. 4Q02

(1

The increase in net interest income related to a decrease in short-
term debt expense as a result of declining interest rates and
higher interest income related to derivatives due to an increase in
volume of receive-fixed swaps. Partially offsetting these increases
was higher amortization expense related to net deferred
premiums on mortgage investment purchases. In addition, lower
yields were recognized on the investment portfolio as short-term
rates remained low. During the first quarter of 2003, we refined
the assumptions and calculations for the amortization of deferred
fees recorded as discounts on assets in our Retained portfolio.
The effect on net interest income of refining these assumptions,
which was treated as a change in estimate (and which also
impacted management and guarantee income) was the
recognition of $31 million of additional amortization income
during the first quarter of 2003. Although yields on assets were
declining faster than debt costs, the margin reduction was offset
by the rate impact of lower derivative expenses.
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Table 17 — Explanation of Quarterly Changes in Net Interest Income and Net Interest Yield (continued)

Period

Increase
(Decrease)
in Net
Interest
Income
(in millions)

Increase
(Decrease)
in Net
Interest
Yield

(in bps)

Comments

2Q03 vs. 1Q03

$(213)

(14)

Decreases were driven by increases in amortization expense
related to deferred premiums on mortgage investment purchases.
As discussed above in ‘“Amortization of premiums and
discounts,” the deferred amount related to the total Retained
portfolio was in an increasing net premium position and
liquidations increased in the quarter. Also, increased liquidations
on PCs outstanding generated timing differences between
amounts due from servicers and amounts due to PC investors
resulting in increased interest expense. The liquidation rate on
total PCs issued increased from 59 percent in the first quarter of
2003 to 74 percent in the second quarter of 2003. Partially
offsetting the negative effects above was lower long-term debt
expense due to large debt retirements completed in the second
quarter. Net interest yield declined as amortization expenses and
lower asset yields outpaced lower funding costs.

3Q03 vs. 2Q03

253

Increases were driven by lower amortization expense resulting
from adjustments to the amortization of the related deferred
premiums in the Retained portfolio as mortgage rates and
estimates of weighted average mortgage lives increased. Net
interest income also benefited from decreases in long-term debt
expense and net growth in the Retained portfolio. Interest
expense on derivative contracts increased with purchases of
additional pay-fixed swaps typically acquired in a rising rate
environment, which were designated in hedge accounting
relationships. Net interest yield remained relatively flat as the
decline in our debt costs was offset by the decline in asset yields
and an increase in expense related to derivatives.

4Q03 vs. 3Q03

10

(1)

Increases to net interest income were due to increased interest
income recognized on the mortgage investment portfolio as the
average balance of the Retained portfolio increased by 5 percent
quarter-over-quarter, offset by increased long-term debt expense
related to the funding of the Retained portfolio growth. Net
interest yield remained relatively flat as improved funding costs
were offset by lower asset yields.

Non-Interest Income (Loss)

Management and Guarantee Income

Management and guarantee income primarily represents the contractual guarantee fees we receive on
mortgage-related securities issued and guaranteed by us and held by third party investors. For securities we
hold, the associated components of guarantee income are included in Net interest income. Management and
guarantee income also includes amortization of deferred fees, including credit fees and buy-down fees on these
securities if they had not previously been sold under SFAS 125/140, or previously been subject to guarantee
accounting under FIN 45.
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Table 18 provides summary information about management and guarantee income for 2003, 2002 and
2001. The total management and guarantee rate consists of the contractual management and guarantee fee
rate as adjusted for amortization of deferred fees, including credit fees and buy-down fees.

Table 18 — Management and Guarantee Income

2003 2002 2001
Amount Rate Amount Rate Amount Rate
(dollars in millions, rate in basis points)
Contractual management and guarantee fees ... $ 1,229 173 $ 1,335 194 § 1,277 21.7
Amortization of deferred fees................ 409 5.7 181 2.6 115 1.9
Total management and guarantee income. . . ... $ 1,638 230 $ 1,516 220 $ 1,392 236

Management and guarantee income increased by $122 million, or 8 percent, to $1,638 million in 2003
from $1,516 million in 2002. This increase in guarantee income was driven by a 3 percent increase in average
outstanding PCs and an increase in the average total management and guarantee rate recognized in 2003,
which includes amortization of deferred fees.

The total management and guarantee rate recognized in 2003 was 23.0 basis points compared with 22.0
basis points in 2002. The increase in the total management and guarantee rate between 2003 and 2002 was
driven by accelerated amortization of deferred fees, partially offset by lower contractual management and
guarantee fee rates on new business. Deferred fees are amortized over the estimated life of the mortgages
underlying PCs using the effective interest method (as established by SFAS 91) and periodic adjustments to
deferred fee amortization are made to reflect differences between actual and estimated mortgage prepayments
and changes in estimated future prepayments. Increased amortization of deferred fees resulted from the
decline in mortgage interest rates during the first half of 2003 and the related increase in mortgage
prepayments, as well as a first quarter 2003 change in the prepayment models we used to determine the
weighted average lives of outstanding PCs (as discussed below).

In the first quarter of 2003, we improved our methodology for estimating the expected weighted average
lives of mortgages with related deferred fees, including credit fees and buy-down fees. The change in estimate
included enhancements to the prepayment models we use to determine the expected weighted average lives of
mortgage loans underlying our PCs, which in turn are used to calculate the recognition of deferred fees based
on the effective interest method. Under this method, we use actual prepayment experience and estimates of
future prepayments to determine, and subsequently adjust, a constant yield necessary to properly apply the
effective interest method. These improvements to our models were treated as a change in estimate in
accordance with Accounting Principles Board Opinion No. 20, “Accounting Changes”, and resulted in the
recognition of $110 million of additional amortization income in management and guarantee income in the
first quarter of 2003.

The accelerated amortization of deferred fees in 2003 was partially offset by a decline in the contractual
guarantee fees received in 2003. The decline in contractual guarantee fees received was driven generally by
portfolio turnover, resulting in a decrease in the average contractual guarantee fee rate to 17.3 basis points in
2003 from 19.4 basis points in 2002. The portfolio turnover in 2003 was characterized by decreases in rates on
new guarantees, as well as high turnover of seasoned loans with rates higher than the portfolio average. The
decrease in contractual rates on new guarantees was driven by (a) an increase in the issuance of 15-year PCs,
which generally have lower credit risk and, thus, a lower management and guarantee fee rate relative to 30-
year PCs and (b) competitive pricing pressures. Turnover of seasoned loans with higher contractual rates
resulted in a decrease in the proportion of loans with buy-ups. Buy-ups are upfront payments we make that
increase the contractual guarantee fees that we receive over the life of the PC in connection with our
guarantee.

As of December 31, 2003 and 2002, 81 percent and 54 percent, respectively, of outstanding PCs and
Structured Securities had a corresponding guarantee asset and guarantee obligation. The percentage increase
results from the recognition of guarantee assets and guarantee obligations on PCs issued through the
Guarantor Program in accordance with FIN 45, which was adopted in 2003. See “NOTE 1: SUMMARY OF
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SIGNIFICANT ACCOUNTING POLICIES” to our consolidated financial statements for more informa-
tion. Deferred fees related to these securities have either been recognized in earnings in connection with a PC
sales transaction or included as part of the guarantee obligation (see “CONSOLIDATED BALANCE
SHEETS ANALYSIS — Guarantee Obligation For Participation Certificates,” for additional information
about guarantee obligations). As of December 31, 2003 and 2002, 19 percent and 46 percent, respectively, of
outstanding PCs and Structured Securities had deferred fees accounted for as a deferred liability, which are
currently being amortized into management and guarantee income. On January 1, 2003, we implemented
FIN 45 and began amortizing the deferred fees related to PC issuances after this date into income as part of
Income (expense) on Guarantee obligation for Participation Certificates to the extent that related transfers of
such PCs to third parties were not accounted for pursuant to SFAS 125/140. Therefore, the amount of the
deferred liability from prior years that remains to be amortized into management and guarantee income has
been decreasing.

In 2002, management and guarantee income increased $124 million, or 9 percent, compared to 2001.
This increase in guarantee income was driven by a 17 percent increase in average outstanding PCs. The
decrease in the total management and guarantee rate between 2002 and 2001 was driven by lower contractual
guarantee fee rates, partially offset by accelerated revenue recognition of deferred fees due to high levels of
mortgage prepayments.

Table 19 summarizes management and guarantee income and rates for each quarter in 2003 and 2002.

Table 19 — Quarterly Management and Guarantee Income

1Q 2003 2Q 2003 3Q 2003 4Q 2003
Amount Rate Amount Rate Amount Rate Amount Rate
(dollars in millions, rate in basis points)

Contractual management and

guarantee fees ........... $ 314 173 $ 311 174 $ 29 173 $§ 309 17.1
Amortization of deferred fees 244 135 165 93 (61) (3.5) 60 3.3
Total management and

guarantee income .. ...... $ 558 308 $ 476 267 $§ 235 138 § 369 204

1Q 2002 2Q 2002 3Q 2002 4Q 2002
Amount Rate Amount Rate Amount Rate Amount Rate

(dollars in millions, rate in basis points)

Contractual management and

guarantee fees ........... $ 326 203 $ 341 199 $ 340 192 $ 328 183
Amortization of deferred fees 46 29 44 25 30 1.7 61 3.4
Total management and

guarantee income ........ $ 372 32§ 385 224 $ 370 209 $§ 389 1.7

As described above, the total management and guarantee rate represents the contractual management
and guarantee fee rate as adjusted for amortization of deferred fees, including credit fees and buy-down fees.
The amortization component of management and guarantee income representing the recognition of deferred
fees is based on the effective interest method required by SFAS 91, which requires estimating the expected
weighted average lives of mortgages with related deferred fees. The use of the effective interest method
requires periodic adjustments to the amortization of deferred fees, which can cause significant volatility in
quarterly income, as both a current period amortization and a cumulative prior period adjustment are
recognized in a given period as the effective constant yield changes over time. This volatility is driven primarily
by variances between actual and anticipated prepayments, which affects the internal rate of return applied in
determining the effective constant yield.

1003 vs. 4002

Management and guarantee income increased by $169 million, or 43 percent, to $558 million in the first
quarter of 2003 from $389 million in the fourth quarter of 2002. This increase was driven primarily by a
significant increase in the portion of management and guarantee income representing the amortization of
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deferred fees. The decline in contractual guarantee fees received was primarily attributable to a decrease in the
proportion of the portfolio of loans with buy-ups due to the turnover of seasoned loans with higher contractual
rates.

The increase in the amortization of deferred fees recognized was driven primarily by a decrease in the
expected weighted average lives of mortgages underlying our PCs, including the impact of the previously
described improvements made to our methodology for estimating the expected weighted average lives of
mortgages. These improvements in the quality of our expected weighted average mortgage life estimates
resulted in a $110 million dollar increase in management and guarantee income in the first quarter of 2003.

2003 vs. 1003

Management and guarantee income decreased by $82 million, or 15 percent, to $476 million in the
second quarter of 2003 from $558 million in the first quarter of 2003. This decrease primarily reflects the effect
of the $110 million adjustment made in the first quarter of 2003 as discussed above. The change in the cash
flow portion of management and guarantee income was relatively small, reflective of the two percent decrease
in average outstanding PCs.

3003 vs. 2003

Management and guarantee income decreased by $241 million, or 51 percent, to $235 million in the third
quarter of 2003 from $476 million in the second quarter of 2003. This was driven primarily by the fact that
amortization expenses were recorded due to the interest rate environment. The change in the contractual
guarantee fee portion of management and guarantee income was relatively small, reflective of the four percent
decrease in average outstanding PCs.

The change in amortization recognition was driven by an 