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SELECTED FINANCIAL INFORMATION: 1999—200T

Dollars in millions, except per common share amounts % Change
Year Ended December 31, 20(:,?; 209]%(3
Income Statement Data: 2001 2000 1999 2000 1999
Operating Netincomel. . .....oouuueiiun ettt $ 5367 § 4,448 $ 3,912 21 14
Operating earnings per diluted common share........................ 5.20 4.29 3.72 21 15
INterestinecome . ..o .o ettt e $ 49,170 $ 42,781 $ 35,495 15 21
Interest eXpense .. ......o.ouieiii i (41,080) (37,107) (30,601) 11 21
INetintereSt iNCOME . . .. v vttt ettt ettt aeeans 8,090 5,674 4,894 43 16
Guaranty fee Income . ........ooiuiiiiiii 1,482 1,351 1,282 10 5
Fee and other income (expense) 151 (44) 191 — —
Credit-related expenses .............oooiiiiiiiiiiiiiiiiiiii (78) 94) (127) a17) (26)
AdminiStrative €XPenses . . . ..o v vttt et (1,017) (905) (800) 12 13
Special contribution . ....... ... o o (300) — — — —
Purchased options expense ............ .ot 37 — — — —
Income before federal income taxes, extraordinary item
and cumulative effect of change in accounting principle .............. 8,291 5,982 5,440 39 10
Provision for federal income taxes . .. .....vuvuiiii i (2,224) (1,566) (1,519) 42 3
Income before extraordinary item and cumulative effect of
change in accounting principle .............. .. .o o 6,067 4,416 3,921 37 13
Extraordinary item—(loss) gain on early extinguishment
of debt, netof taxeffect.............ooo i (341) 32 ) — —
Cumulative effect of change in accounting principle, net of tax effect. . . . .. 168 — — — —
NEEINCOMIE + v vttt ettt ettt e e e e e ettt $ 5,894 $ 4,448 $ 3912 33 14
Preferred stock dividends . ......... ... o i (138) (121) (78) 14 55
Net income available to common shareholders......................... $ 5,756 $ 4,327 $ 3,834 33 13
Basic earnings per common share:
Earnings before extraordinary item and cumulative effect
of change in accounting principle ... $ 592 $ 428 $ 375 38 14
Extraordinary (loss) gain ... (.34 .03 — — —
Cumulative effect of change in accounting principle.................. 17 — — — —
NEEEATTUNES « « « + e e evt e ettt e et e et e e e e $ 575 $ 431 $ 375 33 15
Diluted earnings per common share:
Earnings before extraordinary item and cumulative effect
of change in accountmg principle $ 5389 § 426 $ 373 38 14
Extraordinary (loss) gain ... (.34 .03 (.01) — —
Cumulative effect of change in accounting principle.................. 17 — — — —
NEECATINES « +  + v et vee et et e e et e e et e e $ 572 $ 429 $§ 372 33 15
Cash dividends per common share ...........c.ooveiiiiniiiiineiinnn.. $ 120 § 112 $ 1.08 7 4
December 31,
Balance Sheet Data: 2001 2000 1999
Mortgage portfolio, net $705,167 $607,399 $522,780 16 16
TNVESTMENTS . « .« o vttt e 74,554 54,968 39,751 36 38
TOtAlaSSELS . . v ot 799,791 675,072 575,167 18 17
Borrowings:
Duewithinoneyear ................... oo 343,492 280,322 226,582 23 24
Due after one year 419,975 362,360 321,037 16 13
Total liabilities .. ......ooi i 781,673 654,234 557,538 19 17
Stockholders’equity .. ......ooiii i 18,118 20,838 17,629 13) 18
Corecapital? .. ... 25,182 20,827 17,876 21 17
Year Ended December 31,
Other Data: 2001 2000 1999
Total taxable-equivalentrevenues ........... .. ... ..o i $ 10,187 $ 7,825 $ 6,975 30 12
Average netinterest Margin . ...........oueueeieneninininenenenenan... 1.11% 1.01% 1.01% 10 —
Operating return on average realized common equity 254 25.2 25.0 1 1
Ratio of earnings to combined fixed charges
and preferred stock dividends*............ .. ... oo 1.20:1 1.16:1 1.17:1 3 (1)
Mortgage purchases . ..........oviuiiiuiiiii i $270,584 $154,231 $195,210 75 (21)
MBS issues acquired by others 344,739 105,407 174,850 227 (40)
Outstanding MBSS .. ... oo 858,867 706,684 679,169 22 4
1 Excludes the cumulative after-tax gain of $168 million from the change in accounting principle upon adoption of FAS 133 on January 1, 2001 and the after-tax loss of $24 million recognized during the year 2001 for the
change in fair value of time value of purchased options under FAS 133. Includes after-tax charges of $383 million for the amortization expense of purchased options premiums during the year ended December 31, 2001.
2 The sum of (a) the stated value of outstanding common stock, (b) the stated value of outstanding noncumulative ﬁei‘pﬂmal preferved stock, (¢) paid-in capital, and (d) retained earnings.
3 Includes revenues net of operating losses and amortization expense of purchased options premiunms, plus taxable-equi b for tax-exempt income and investment tax credits using the applicable federal income tax rate.

4 “Earnings” consists of (a) income before federal income taxes, extraordinary items and cumulative effect of accounting changes and (b) fixed charges. “Fixed charges” represent interest expense.
5 MBS held by investors other than Fannie Mae.
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MANAGEMENT’S DI1SCUSSION AND ANALYSIS
oF FiNnaNcIAL CoNDITION AND REsuLTS OF OPERATIONS

2001 Overview

Fannie Mae achieved exceptional operational and financial
results in 2001, surpassing its earnings targets and posting
its 15th consecutive year of record operating earnings while
taking a number of actions to strengthen the company’s
future financial performance. Despite a weaker economic
environment, operating earnings and operating earnings per
diluted common share (EPS) increased 21 percent over 2000
to $5.367 billion and $5.20, respectively. The increase in
earnings was driven primarily by strong portfolio and net
interest margin growth.

2001 performance highlights include:

® 30 percent increase in total taxable-equivalent revenues

® 19 percent growth in the average net moritgage portfolio

® 19 percent increase in the total book of business

® 10 basis point increase in the average net interest margin

® 9 percent decline in credit losses to the lowest level since 1983

Fannie Mae’s portfolio investiment business generated operating
netincome of $3.489 billion in 2001, an increase of

27 percent over 2000. The portfolio investment business
manages the interest rate risk within the company’s mortgage
portfolio and other investments. It includes the management
of asset purchases and funding activities for Fannie Mae’s
mortgage and investment portfolios. Income is derived
primarily from the difference, or spread, between the yield
on mortgage loans and investments and the borrowing costs
related to those loans and investments. The portfolio
investment business capitalized on opportunities presented
by the decline in interest rates during 2001 to grow the
average net mortgage portfolio by 19 percent and raise the
average adjusted net interest margin by 10 basis points to
1.11 percent. A sharp decline in short-term interest rates
relative to long-term interest rates enabled Fannie Mae to
reprice maturing debt more quickly than assets, temporarily
reducing Fannie Mae’s debt cost relative to its asset yield. In
addition, lower rates boosted originations of fixed-rate
mortgages in the primary market and increased the supply
of fixed-rate mortgages in the secondary market, producing
wide spreads between mortgage yields and Fannie Mae’s debt
costs. Results of this business segment are largely reflected in
adjusted net interest income, which is discussed further in
Management’s Discussion and Analysis (MD&A) under
“Results of Operations for 2001.”

Fannie Mae’s credit guaranty business produced a 10 percent
increase in operating net income to $1.878 billion in 2001.
The credit guaranty business manages the company’s credit

risk and derives income from guaranteeing the timely
payment of principal and interest on the book of business to
investors. Guaranty fee income increased 10 percent while
credit losses on Fannie Mae’s total book of business fell

9 percent to the lowest level since 1983, when the book of
business was less than a tenth of its current size. Results of
this business segment are captured primarily in guaranty fee
income and credit-related expenses, which are discussed
further in MD&A under “Results of Operations for 2001.”

Additional information on Fannie Mae’s business segments
can be found in the Notes to Financial Statements under
Note 10, “Line of Business Reporting.”

Fannie Mae’s financial statements are based on the
application of generally accepted accounting principles,
which are described in the Notes to Financial Statements
under Note 1, “Summary of Significant Accounting
Policies.” The application of certain accounting policies
involves uncertainties and requires significant management
judgment, including the use of assumptions and estimates.
Changes in these assumptions and estimates could have a
material impact on Fannie Mae’s financial position and
results of operations. Fannie Mae identifies in its MD&A the
accounting policies it believes are the most subjective,
involve significant uncertainty, and require complex
management judgment. Management believes Fannie Mae’s
critical accounting policies include determining the adequacy
of the allowance for losses, the amortization of purchase
discounts or premiums and other deferred price adjustments
on mortgages and mortgage-backed securities (MBS), and
the amortization of upfront guaranty fee adjustments.
Further discussion of these critical policies, including the
uncertainties involved and management’s analysis process,

is provided in MD&A under “Credit Risk Management-
Allowance for Losses,” “Balance Sheet Analysis-Mortgage
Portfolio,” and “Mortgage-Backed Securities.”

Fannie Mae also tracks performance based on operating net
income and operating EPS which are adjusted for certain
items related to the January 1, 2001 adoption of Financial
Accounting Standard No. 133 (FAS 133), Accounting for
Derivative Instruments and Hedging Activities. Management
believes operating net income is a more meaningful measure
of Fannie Mae’s performance because it adjusts for elements
of earnings volatility related to FAS 133 and is comparable
with income reported in prior periods. FAS 133 may resultin
earnings volatility because it requires that Fannie Mae record
the change in the fair value of the time value of purchased

This discussion highlights significant factors influencing Fannie Mae’s financial condition and results of operations. It should be read in conjunction with the financial statements and related notes. This discussion (and other

sections of this annual report) includes certain forward-looking based on s

of trends and eco

light of securities law de

ic famm' in markets in which Fannie Mae is active, as well as the corporation’s business plans. In

including the “safe barbor” provisions of the Private Securities Litigation Reform Act 0f 1 99) Fannie Mae notes that such forward-looking statements are subject to risks and uncertainties.

Accordingly, the corporation’s actual results may differ from those set forth in such statements. Significant changes in economic conditions; regulatory or legislative changes affecting Fannie Mae, its competitors, or the markets
inwhich it is active, or changes in other factors, may cause fiture results to vary from those expected by Fannie Mae. The “Forward-Looking Information” section in Fannie Mae’s Information Statement dated

March 29, 2002 discusses certain factors that may cause such differences to occur:
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options in the income statement, but not the options in
callable debt or mortgages. Prior to the adoption of FAS 133,
Fannie Mae amortized premiums on purchased options into
interest expense on a straight-line basis over the life of the
option. Without these adjustments, net income and

diluted EPS grew 33 percent to $5.894 billion and $5.72,
respectively. Table 1 reconciles 2001 net income to operating
netincome.

TABLE 1: RECONCILIATION OF NET INCOME
TO OPERATING NET INCOME

Year Ended
December 31,
Dollars in millions 2001
NELINCOME . . v ev ettt et e e e e e $5,894
Cumulative after-tax gain upon adoption of FAS 133 ....... (168)
After-tax expense from the change in the fair value
of the time value of purchased options ................ 24
After-tax amortization expense of purchased
OPHONS PrEMIUMS .. o\ ovvtieee et (383)
Operating netincome .. .......oouiuininiiiiieiinenenn.. $5,367

Fannie Mae had several other key accomplishments
during 2001:

* implementing voluntary safety and soundness
initiatives to enhance market discipline, liquidity,
and capital;

* surpassing all statutory housing goals and significantly
exceeding all annual corporate purchasing goals for
Fannie Mae’s ten-year, $2 trillion American Dream
Commitment™;

¢ providing record liquidity to the housing market in
conjunction with lending partners to help ensure the
housing finance system operated smoothly following
the events of September 11; the September 11
terrorist attacks did not significantly disrupt
Fannie Mae’s business operations or impact its
financial results;

* contributing $10 million to relief funds for the
victims and the families of victims affected by the
events of September 11 and $300 million in
Fannie Mae common stock to the Fannie Mae
Foundation;

¢ working with lending partners to launch several new
products, processes, and partnerships that deliver
mortgage credit to people previously underserved,
through products such as Expanded Approval/Timely
Payment Rewards™; and

* launching of a major initiative to re-engineer
Fannie Mae’s core technology infrastructure that will
increase its ability to meet the needs of its customers
by significantly enhancing transaction processing,
product development, and risk management.

Results of Operations for 2001
Taxable-Equivalent Revenues

Taxable-equivalent revenues represent total revenues adjusted to
reflect the benefits of tax-exempt income and investment tax credits
based on applicable federal income tax rates.

In 2001, Fannie Mae generated taxable-equivalent revenue
of $10.187 billion, a 30 percent increase over 2000. The
increase in taxable-equivalent revenues was largely
attributable to strong growth in the mortgage portfolio and
net interest margin, which boosted netinterest income.
Table 2 compares 2001 and 2000 taxable-equivalent revenues
and its components.

TABLE 2: TAXABLE-EQUIVALENT REVENUES

Year Ended December 31,
Dollars in millions 2001 2000
Net interestinCcome . ........o.oeuenenen.n. $ 8,090 $5,674
Purchased options premium amortization . . . . (590) -
Adjusted net interestincome ............... 7,500 5,674
Guaranty feeincome ...................... 1,482 1,351
Fee and other income (expense) ............. 151 (44)
Total adjusted revenues . ................ 9,133 6,981
Taxable-equivalent adjustments:
Investment tax credits . .......o.ouiu... 584 430
Tax-exempt investments ............... 470 414
Total taxable-equivalent revenues! .......... $10,187 $7,825

1 Taxable-equivalent revenues include: (a) revenues net of amortization expense of purchased options
premiums that would have been recorded prior to the adoption of FAS 133, (b) operating losses on certain
tax-ady d i and (¢) taxabl adjustments for tax-exempt income and
investment tax credits using the applicable federal income tax rate of 35 percent.

Net Interest Income

Net interest income is the difference between interest income and
interest expense. Adjusted net interest income includes reported net
interest income less amortization expense related to purchased options
premiums. Prior to the adoption of FAS 133, reported net interest
income included the amortization expense of purchased options
premiums on a straight line basis over the life of the option. With the
adoption of FAS 133, this expense is now included in the change in the
fair value of the time value of purchased options that is reported in the
income statement in the category “purchased options expense.”
Management believes adjusted net interest income is a more
meaningful measure of performance and is comparable with reported
net interest income in prior periods.
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Adjusted net interest income increased 32 percent to
$7.500 billion in 2001, as Fannie Mae grew the average net
mortgage portfolio 19 percent and the average net interest
margin by 10 basis points. Mortgage portfolio and net
interest margin growth was driven primarily by the sharp
decline in intermediate-term and short-term interest rates
during the year. Lower interest rates and a steepened yield
curve allowed Fannie Mae to:

* Reduce debt costs: The sharp decline in short-term
interest rates relative to long-term interest rates
provided an opportunity for Fannie Mae to call or
retire debt at a pace that exceeded the increase in
mortgage liquidations, which temporarily reduced
Fannie Mae’s debt costs relative to its asset yield.

Purchase mortgages at attractive spreads: The
decline in intermediate-term rates reduced mortgage
rates to the lowest levels in 30 years, creating a surge
in mortgage refinancings and originations to record
levels and increasing the supply of mortgages for sale
in the secondary market. This supply surge boosted
mortgage-to-debt spreads on mortgage acquisitions.
Mortgage-to-debt spread is the difference between
the yield on a mortgage and the cost of debt that
funds mortgage purchases.

The following graph compares Fannie Mae’s adjusted
net interest income to average mortgage rates over the
past ten years.

ApjusTED NET INTEREST INCOME VERSUS MORTGAGE RATES

Il Adjusted net interest income, in millions $7,500

12% $5,674

— 30-Year mortgage rates, in percent
&8 P $4,894

11 $4,110
$3,949

$3,592
10 $3,047
$2,823
$2,533
$2,058

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Additional information on mortgage portfolio volumes and
yields, the cost of debt, and derivative instruments is
presented in MD&A under “Balance Sheet Analysis.”

Guaranty Fee Income

Guaranty fees compensate Fannie Mae for the assumption of credit
visk associated with its guarantee of the timely payment of principal
and interest to MBS investors. Guaranty fee income excludes fees
received on MBS that Fannie Mae bolds in its portfolio and the costs
of managing the administration of outstanding MBS.

Guaranty fee income increased 10 percent to $1.482 billion
in 2001, driven primarily by 12 percent growth in average
outstanding MBS (or MBS held by investors other than
Fannie Mae). Record mortgage originations more than
doubled the growth rate in average outstanding MBS over
the 4 percent growth rate in 2000. The increase in average
outstanding MBS more than offseta .5 basis point decline
in the average guaranty fee rate to 19.0 basis points that
resulted from the increased liquidation of older, higher fee-
rate business as mortgage refinances increased. Table 3
presents the average effective guaranty fee rate for the

past three years.

TABLE 3: GUARANTY FEE DATA

Year Ended December 31,
Dollars in millions 2001 2000 1999
Guaranty fee income .......... $ 1,482 $ 1,351 $ 1,282
Average balance of
outstanding MBS ........ 779,647 694,165 664,672
Average effective guaranty
feerate.........covenent. .190% 195% 193%

Additional information on Fannie Mae’s MBS, guaranty fees,
and guaranty obligation is presented in MD&A under
“Mortgage-Backed Securities.”

MBS GuaranTy FEE INCOME
In Millions

$1,482

$1,351
$1,274 $1,282
“ $1,229 I

1997 1998 1999 2000 2001
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Fee and Other Income (Expense)

Fee and other income (expense) consists of technology fees, transaction
fees, multifamily fees, and other miscellaneous items and is net of
operating losses from certain tax-advantaged investments in
affordable bousing projects. These tax-ady
represent equity intevests in limited partnerships that own rental
housing and generate tax cvedits, which reduce Fannie Mae’s effective
federal income tax rate and are accounted for under the equity
method. Fannie Mae does not guarantee any obligations of these
partnerships, and exposure is limited to the amount of Fannie Mae’s
investment. Fannie Mae records the tax benefit related to these
investments as a reduction in the provision for federal income taxes
and as an increase in taxable-equivalent revenues.

A1 o1 1
ged inv s

Fannie Mae recorded $151 million of fee and other income
in 2001, up from $44 million of expense in 2000. The

$195 million increase in fee and other income (expense)
was due primarily to the following:

* a $146 million increase in technology and
transaction fees resulting largely from greater
usage of Fannie Mae’s Desktop Underwriter® and
Desktop Originator® systems due to record business
volumes and

¢ absence of a hedging loss on an anticipated
Benchmark Notes® issuance that occurred in

April 2000.

Credit-Related Expenses

Credit-related expenses include foreclosed property expenses and the
provision for losses.

Credit-related expenses declined $16 million to $78 million
in 2001 despite significant growth in Fannie Mae’s total book
of business and weaker economic conditions. As a percentage
of Fannie Mae’s average book of business, credit-related
losses, which include foreclosed property expenses and
charge-offs (net of recoveries), decreased slightly to

.6 basis points in 2001 from .7 basis points in 2000.

While the 2001 economic slowdown may increase
delinquency rates, defaults, and losses in subsequent years,
Fannie Mae’s credit performance and future credit outlook
remain favorable. The combination of high-quality
underwriting, low loan-to-value ratios, significant third-
party credit enhancements, and highly effective credit loss
management processes effectively positions Fannie Mae to
manage the credit impact of an economic downturn. Specific
strategies that have strengthened the credit risk profile of the
current book of business and proven successful in limiting
losses include:

* expanded use of Desktop Underwriter, Fannie Mae’s
automated loan underwriting system,

* substantial use of both primary mortgage insurance
and other credit enhancements to cover loans with

higher risk of default and loss,

* use of Risk Profiler™ technology over the life of the
loan to identify loans most at risk of default and loss
and to enable early servicing intervention,

* comprehensive and well-executed loss mitigation
strategies to prevent defaults and minimize losses
on loans that default, and

¢ centralized foreclosure management operations at
Fannie Mae’s National Property Disposition Center
in Dallas to achieve higher net proceeds from the sale
of real estate owned and reduce property disposition
COSts.

The reduction in credit-related expenses was largely due to
a 10 percent decrease in foreclosed property expense to
$193 million despite a slight increase in the number of
foreclosed single-family property acquisitions to 14,486 in
2001 from 14,351 in 2000. Fannie Mae’s current policy is to
record a negative provision for losses because of the recent
experience of net recoveries on charged-off properties
stemming from credit enhancements and recent home price
appreciation. Fannie Mae recorded a negative provision

of $115 million in 2001, compared with a negative provision
of $120 million in 2000.

Additional information on Fannie Mae’s credit profile is
presented in MD &A under “Risk Management — Credit Risk
Management.”

Administrative Expenses

Administrative expenses include those costs incurved to run the daily
operations of Fannie Mae, such as personnel costs and technology
expenses.

Administrative expenses increased 12 percent to
$1.017 billion in 2001, primarily due to the following:

* 11 percentincrease in compensation expense to
$602 million in 2001, resulting primarily from an
8 percent increase in the number of employees as well
as annual salary increases,

* increased costs related to a multi-year project to
re-engineer the company’s core infrastructure
systems, and

* $10 million contribution in 2001 to support victims
and families of victims affected by the September 11
tragedy.
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Despite the increase in administrative expenses,

Fannie Mae’s efficiency ratio — the ratio of administrative
expenses to taxable-equivalent revenues — improved to
10.0 percentin 2001 from 11.6 percentin 2000. The ratio
of administrative expenses to the average book of business
was .071 percentin 2001, compared with .072 percent in
2000.

Special Contribution

Special contribution expense reflects a contribution by Fannie Mae to
the Fannie Mae Foundation.

Fannie Mae made a commitment during the fourth quarter
0f 2001 to contribute $300 million of Fannie Mae common
stock to the Fannie Mae Foundation. The Fannie Mae
Foundation creates affordable homeownership and housing
opportunities through innovative partnerships and initiatives
that build healthy, vibrant communities across the United
States. Itis a separate, private nonprofit organization that is
not consolidated by Fannie Mae, but is supported solely by
Fannie Mae. The 2001 contribution to the Fannie Mae
Foundation is expected to reduce the Foundation’s need

for contributions over the next several years. Fannie Mae
acquired the shares through open market purchases and
contributed the shares to the Foundation in the first quarter
of 2002.

Purchased Options Expense

Purchased options expense includes the change in the fair value of the
time value of purchased options in accordance with FAS 133. The
change in the fair value of the time value of purchased options will
vary from period to period with changes in interest rates and market
views on interest rate volatility. However, the total expense included in
earnings from the purchase date until the exercise or expiration date
of an option will equal the initial option premium paid because
Fannie Mae generally bolds such options to maturity.

In 2001, Fannie Mae recorded $37 million in purchased
options expense related to the change in the fair value of
purchased options. This amount reflects fluctuations in the
market value of purchased options from period to period
that result primarily from changes in expected interest
rate volatility. Prior to the adoption of FAS 133 on
January 1, 2001, Fannie Mae amortized premiums on
purchased options into interest expense on a straight-line
basis over the life of the option. The purchased options
premium amortization for 2001 that would have been
included in interest expense pre-FAS 133 totaled

$590 million.

Income Taxes

The provision for federal income taxes, net of the tax impact
from debt extinguishments and the camulative effect of
change in accounting principle, increased to $2.131 billion in
2001 from $1.583 billion in 2000. The effective 2001 federal
income tax rate on operating net income remained at the
2000 level of 26 percent. Fannie Mae’s effective tax rate

on net income was 27 percent in 2001, compared with

26 percent in 2000.

Extraordinary Item

Fannie Mae strategically repurchases or calls debt and
related interest rate swaps as part of its interest rate risk
management efforts to reduce future debt costs. The sharp
decline in short-term interest rates during 2001 created an
opportunity for Fannie Mae to call over $173 billion of high-
coupon debt and notional principal of interest rate swaps. In
addition, Fannie Mae repurchased $9 billion of debt. The
weighted-average cost of redeemed debt and interest rate
swaps was 6.23 percent. Fannie Mae recognized an
extraordinary loss of $524 million ($341 million after tax) in
2001 on the call and repurchase of debt. During 2000,
Fannie Mae called or repurchased $18 billion in debt and
notional principal of interest rate swaps carrying a weighted-
average cost of 7.10 percent and recognized an extraordinary
gain of $49 million ($32 million after tax).

Cumulative Effect of Change in Accounting Principle
Effective January 1, 2001, Fannie Mae adopted FAS 133
as amended by Financial Accounting Standard No. 138,
Accounting for Derivative Instruments and Certain Hedging
Activities — an amendment of FASB Statement No. 133. The
adoption of FAS 133 on January 1, 2001 resulted in a
cumulative after-tax increase to income of $168 million
($258 million pre-tax). The cumulative effect on earnings
from the change in accounting principle is primarily
attributable to recording the fair value of the time value
of purchased options, which are used as a substitute for
callable debt, at adoption of FAS 133 on January 1, 2001.

Risk Management

Fannie Mae is subject to three major areas of risk: interest
rate risk, credit risk, and operations risk. Active management
of these risks is an essential part of Fannie Mae’s operations
and a key determinant of its ability to maintain steady
earnings growth. The following discussion highlights
Fannie Mae’s strategies to manage these three risks.
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Interest Rate Risk Management

Fannie Mae is exposed to interest rate risk because changes
in interest rates may affect mortgage portfolio cash flows in a
way that will adversely affect earnings or long-term value.
Fannie Mae’s interest rate risk is concentrated primarily in its
mortgage portfolio, where exposure to changes in interest
rates is managed to achieve stable earnings growth and a
competitive return on equity over time.

Fannie Mae’s overall objective in managing interest rate risk is to
deliver consistent earnings growth and tarvget returns on capital in
a wide range of interest rate environments. Central elements of
Fannie Mae’s approach to managing interest rate risk include:

(1) investing in assets and issuing liabilities that perform similarly
in different interest rate environments, (2) assessing the sensitivity
of portfolio profitability and risk to changes in interest rates, and
(3) taking rebalancing actions in the context of a well-defined risk

mamlgement process.

(1) Funding of mortgage assets with liabilities that have
similar cash flow patterns through time and across
different interest rate paths.

"To achieve the desired liability durations, Fannie Mae issues
debt across a broad spectrum of final maturities. Because the
durations of mortgage assets change as interest rates change,
callable debt and interest rate derivatives are frequently used
to alter the durations of liabilities. The duration of callable
debt, like that of a mortgage, shortens when interest rates
decrease and lengthens when interest rates increase.

Fannie Mae also uses derivative financial instruments,
including interest rate swaps and other derivatives with
embedded interest rate options, to achieve its desired liability
structure and to better match the prepayment risk of the
mortgage portfolio. These instruments are close substitutes
for callable and noncallable debt.

(2) Regularly assessing the portfolio’s exposure to
changes in interest rates using a diverse set of
analyses and measures.

Because the assets in Fannie Mae’s mortgage portfolio are
not perfectly matched with the liabilities funding those
assets, the portfolio’s projected performance changes with
movements in interest rates. Fannie Mae uses various
analyses and measures—including net interest income at risk,
duration and convexity analysis, portfolio value analyses, and
stress testing—to project the portfolio’s future performance.
Risk measures and assumptions are regularly evaluated and
modeling tools are enhanced as management deems
appropriate. Net interest income at risk, duration, convexity,
and portfolio value analyses all provide key information
about risk across a wide range of interest rates. Because
future events may not be consistent with recent experience,

Fannie Mae has constructed a further series of tests using
highly stressful assumptions of changes in interest rates.

Using stochastic interest rate simulations based on historical
interest rate volatility, Fannie Mae projects portfolio net
interest income over a wide range of interest rate
environments, including specific rising and falling interest
rate paths. Stochastic simulations generate probability
distributions of future interest rates based on historic
behavior. These analyses generally include assumptions
about new business activity to provide a more realistic
assessment of possible portfolio performance. Fannie Mae
also regularly conducts narrower assessments of interest rate
risk by analyzing the interest rate sensitivity of only the
existing mortgage portfolio (assuming no new business).

The duration and convexity of the portfolio, along with net
interest income and portfolio value-at-risk analyses, are the
primary risk assessment tools used to analyze the existing
portfolio. The portfolio duration gap—the difference
between the durations of portfolio assets and liabilities—
summarizes for management the extent to which estimated
cash flows for assets and liabilities are matched, on average,
through time and across interest rate scenarios. A positive
duration gap indicates more of an exposure to rising interest
rates, and a negative duration gap indicates more of an
exposure to declining interest rates. The portfolio’s
convexity—or the difference between the duration
sensitivities of the portfolio’s assets and liabilities—provides
management with information on how quickly and by how
much the portfolio’s duration gap will change in different
interest rate environments. Management regularly monitors
the portfolio’s duration and convexity under current market
conditions and for a series of hypothetical interest rate
shocks. In addition, management tracks the portfolio’s long-
term value and the amount of value that is at risk over a broad
range of potential interest rate scenarios.

Many of the projections of mortgage cash flows depend on
prepayment models. While Fannie Mae is highly confident
in the quality of these models, management recognizes that
the models are based on historical patterns that may not
continue in the future. The models contain many
assumptions, including some regarding the refinanceability
of mortgages and relocation rates. Other assumptions are
implicit in the projections of interest rates and include
projections of the shape of the yield curve and volatility.
Fannie Mae constructs “worst-case” assumptions of dramatic
changes in interest rates, combined with substantial adverse
changes in prepayments, volatility, and the shape of the yield
curve. The stress tests provide extreme measures of potential
risk in highly improbable environments and contribute to
the evaluation of risk strategies.
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(3) Setting the parameters for rebalancing actions
to help attain corporate objectives.

The Board of Directors oversees interest rate risk
management through the adoption of corporate goals and
objectives and the review of regular reports on performance
against them. Senior management is responsible for ensuring
that appropriate long-term strategies are in place to achieve
the goals and objectives. Management establishes reference
points for the key performance measures that are used to
signal material changes in risk and to assist in determining
whether adjustments in portfolio strategy are required to
achieve long-term objectives. Management regularly
reports these measures and reference points to the

Board of Directors.

One of the primary reference points for interest rate risk
management is the target range established for the duration
gap of plus or minus six months. This range for the duration
gap is generally consistent with a level of interest rate risk
that does not require portfolio rebalancing actions. As the
duration gap begins to move outside of this target range,
management considers actions to bring the duration gap
back within the range in a manner that is consistent with
achieving the company’s earnings objectives. As the duration
gap moves further outside the target range, significantly
greater emphasis is placed on reducing the risk exposure and
significantly less emphasis is placed on meeting earnings
objectives. While no time horizon has been established over
which rebalancing actions must take place, management
closely monitors the repricing differences between assets and
liabilities that are driving any duration gap mismatch. This
analysis provides management with information on the time
horizon over which rebalancing actions may be taken.

The Portfolio Investment Committee, which includes the
company’s senior mortgage portfolio managers and the
Chief Financial Officer, meets weekly and reviews current
financial market conditions, portfolio risk measures, and
performance targets. The Committee develops and monitors
near-term strategies and the portfolio’s standing relative to
its long-term objectives. The results of Portfolio Investment
Committee meetings are reported to the weekly Asset and
Liability Management Committee, which is comprised of
senior management and includes the company’s Chief
Executive Officer.

Fannie Mae was successful in meeting its interest rate risk
management objectives in 2001 despite significant interest vate moves
and unprecedented levels of interest rate volatility.

2001 was a year of significant interest rate movements
coupled with unprecedented levels of interest rate volatility.
Fannie Mae’s three-month cost of debt declined over

450 basis points during 2001. Fannie Mae’s ten-year cost of
debtreached alow in November that was 120 basis points
below year-end 2000 levels before rising 100 basis points to
end the year 20 basis points lower than the prior year end. In
addition, the pattern of interest rates during 2001 resulted in
two mortgage refinancing waves, one in the first quarter and
the second in the third and fourth quarters. Fannie Mae’s
disciplined risk management process was the cornerstone to
management’s success in meeting the company’s interest rate
risk objectives throughout this challenging environment.

Duration Gap

Fannie Mae’s duration gap was a positive five months at
December 31, 2001, versus negative three months at
December 31, 2000. The significant changes in both the
level of interest rates and the shape of the yield curve in 2001
combined with extreme levels of interest rate volatility
resulted in the monthly duration gap being outside of the
plus or minus six month target range three times in 2001—
slightly better than the historical average of approximately
one-third of the time. After thorough analysis, Fannie Mae
periodically took
rebalancing actions during
the year when deemed
appropriate in a manner
that effectively reduced
the portfolio’s risk
exposure while

0 minimizing the costs
associated with

Duration Gap
In Months

rebalancing.

Convexity
Fannie Mae also

1997 1998 1999 2000 2001

effectively managed convexity to optimize the earnings
potential of its portfolio while remaining within corporate
risk guidelines. Fannie Mae took advantage of the
opportunity to lower its debt costs by redeeming significant
amounts of callable debt, particularly during the first quarter
0f 2001, in response to the sharp decline in short-term
interest rates. These redemptions initially reduced the total
amount of option-embedded debt and increased the
portfolio’s convexity exposure. After thorough analysis,
Fannie Mae reduced this exposure by aggressively increasing
the amount of option protection purchased during the
remainder of the year through the issuance of callable debt
and the purchase of option-embedded interest rate
derivatives. By the end of the year, option-embedded debt

as a percentage of the retained mortgage portfolio was

54 percent, versus 46 percent at year-end 2000.
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Net Interest Income at Risk

Netinterest income at risk is a measure that Fannie Mae
uses to estimate the impact of changes in interest rates on
projected net interest income relative to a base case scenario.
Presented below in Table 4 is Fannie Mae’s net interest
income at risk based on instantaneous plus and minus

100 basis point changes in interest rates followed by a
stochastic interest rate distribution. This risk measurement
is an extension of Fannie Mae’s monthly net interest income
atrisk disclosure and is based on the same data, assumptions,
and methodology.

Fannie Mae had moderate exposure to an instantaneous
100 basis point increase in interest rates at December 31,
2001. Atyear-end 2001, Fannie Mae’s net interest income at

TABLE 4: NET INTEREST INCOME AT RISK

risk for both the one-year and four-year horizons is estimated
not to exceed ten percent. Conversely, Fannie Mae’s risk
exposure at year-end 2001 to a 100 basis point instantaneous
decline in rates was low as net interest income is estimated to
benefit over the one-year horizon while the net interest
income exposure is estimated not to exceed three percent over
the four-year horizon. The changes in the profile of net
interest income at risk from December 31, 2000 to December
31,2001 are driven by the changes in the shape and level of
interest rates, changes in the composition of the portfolio,
and changes in forecast assumptions. Actual portfolio net
interest income may differ from these estimates because of
specific interest rate movements, changing business
conditions, changing prepayments, and management actions.

December 31,2001 December 31, 2000

1-Year Portfolio 4-Year Portfolio 1-Year Portfolio 4-Year Portfolio
NetInterest NetInterest NetInterest NetInterest
Income at Risk Income at Risk IncomeatRisk IncomeatRisk
Assuming a 100 basis point increase in interestrates .................. 10% 10% 2% 5%
Assuming a 100 basis point decrease in interestrates . . .............. 1) 3 2 9

Interest Rate Sensitivity of Net Asset Value

Another indicator of the interest rate exposure of

Fannie Mae’s existing business is the sensitivity of the fair
value of net assets (net asset value) to changes in interest
rates. Table 5 presents Fannie Mae’s estimated net asset value
as of December 31, 2001, and two estimates of net asset value
that are based on hypothetical plus and minus 100 basis point
instantaneous shocks in interest rates.

Changes in net asset value take into account several factors,
including:

* changes in the values of all mortgage assets and the
debt funding these assets,

¢ changes in the value of net guaranty fee income from
off-balance-sheet obligations, and

* changes in the value of interest rate derivatives.

TABLE 5: INTEREST RATE SENSITIVITY OF NET ASSET VALUE

Dollars in millions

December 31,2001 December 31, 2000

December 31,2001 . ..ot
Assuming a 100 basis point increase in interestrates....................
Assuming a 100 basis point decrease in interestrates ....................

Net Percentage of Net Percentage of

Asset Value  Net Asset Value Asset Value Net Asset Value

$23,044 - $20,677 -
20,876 91% 20,204 98%

17,756 77 14,882 72

As indicated in Table 5, the net asset value of Fannie Mae’s
December 31, 2001 book of business would decline an
estimated 9 percent from an instantaneous 100 basis point
increase in interest rates and decline an estimated 23 percent
from an instantaneous 100 basis point decrease in interest
rates. These sensitivities at December 31, 2001 differ from
Fannie Mae’s duration gap and net interest income at risk
exposures primarily due to inclusion of the guaranty fee

business on a run-off basis in the net asset value sensitivity
analysis but not the other interest rate risk measures.

The net asset value of Fannie Mae on December 31, 2001,
as presented in Table $, is the same as that disclosed in the
Notes to Financial Statements under Note 16, “Disclosures
of Fair Value of Financial Instruments.” The net asset values
for the hypothetical interest rate scenarios were derived in a
manner consistent with the estimation procedures described
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in that note. The net asset value sensitivities do not
necessarily represent the changes in Fannie Mae’s net asset
value that would actually occur for the given interest rate
scenarios because the sensitivities neither reflect the effects
of new business nor consider prospective asset/liability
rebalancing or other hedging actions Fannie Mae might take
in the future. Consequently, net interest income at risk more
closely reflects the near-term interest rate risk exposure that
Fannie Mae faces as a going concern.

Additional information on interest rate risk management is

g
presented in MD&A under “Balance Sheet Analysis —
Derivative Instruments.”

Credit Risk Management

Fannie Mae actively manages credit risk because credit losses
could have a significant impact on financial performance.
Fannie Mae’s primary credit risk is the possibility of failing
to recover amounts due from borrowers on mortgages in its
portfolio or mortgages underlying guaranteed MBS.

Fannie Mae’s secondary credit risk is that counterparties in
transactions, such as derivatives, mortgage insurance, lender
recourse, liquidity investments, or mortgage servicing, may
be unable to meet their contractual obligations.

Fannie Mae’s overall objective in managing credit risk is to deliver
consistent earnings growth and target returns on capital for the risks
it vetains and manages.

Fannie Mae regularly measures its exposure to credit losses
under alternative economic scenarios, implements a broad
range of risk mitigation strategies, monitors credit risk
trends, and routinely explores risk management
opportunities. Analytical tools are used extensively to
measure credit risk exposures and evaluate risk management
alternatives. Fannie Mae continually refines its methods of
measuring credit risk, setting risk and return targets, and
transferring risk to third parties. Fannie Mae’s Credit Risk
Policy Committee has primary oversight and approval of
credit risk management strategy. The committee ensures
that Fannie Mae’s credit risks are appropriately identified,
measured, and managed in a consistent manner.

Fannie Mae’s Chief Credit Officer chairs the committee.
Each Fannie Mae business unit has a credit policy function
and a dedicated business unit credit officer. Those business
unit credit officers and the leaders of Fannie Mae’s Credit
Policy team serve on the Credit Risk Policy Committee.

Three main credit risk management teams support the
Chief Credit Officer and the committee:

¢ Policy and Standards — Establishes and monitors
credit policies, standards, and delegation of credit
authority throughout the organization.

¢ Credit Research and Portfolio Management —
Responsible for understanding and managing the
aggregate risk exposure, risk sensitivity, and usage
of risk capital. Has primary accountability for the
strategy and execution of credit risk sharing
transactions. Also responsible for translating key
elements of loan performance and credit pricing
methodologies into financial models and applications.

¢ Counterparty Risk Management — Responsible for
company-wide identification and measurement of
exposures to contractual counterparties. Has
responsibility to aggregate Fannie Mae’s overall
counterparty risk position and develop counterparty
risk management policies and acceptable exposure
limits.

These credit risk management teams work in concert with
designated credit officers in the following business units:
Mortgage Portfolio, eBusiness, Single Family, and
Multifamily, as well as other units of Housing and
Community Development. The business unit credit officers
help ensure that the management of credit risk and return is
effectively integrated into Fannie Mae’s business activities.
The business unit credit officers have credit approval
authority up to certain thresholds for specific transactions in
their respective lines of business. The credit officer for the
Single Family business unitis the Chief Credit Officer. The
other business unit credit officers report to both the business
unit leaders and the Chief Credit Officer.

The credit risk management teams also work closely with
Fannie Mae’s regional offices. The regional offices are
responsible for managing Fannie Mae’s customer
relationships. The regional offices, together with
headquarters staff, ensure that Fannie Mae’s transactions
with lender partners meet established policies and standards,
are appropriately priced, and are effectively managed. The
Regional Senior Vice Presidents have credit authority up to
certain thresholds to develop customized mortgage product
solutions for lenders while maintaining Fannie Mae’s track
record for prudent credit risk management.

The Credit Risk Policy Committee works in concert with
the other primary decision committees of Fannie Mae—the
Portfolios and Capital Committee and the Operations,
Transactions and Investments (OTT) Committee. In some
instances, certain credit transactions may be referred to the
OTI Committee for further review and consideration.
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Single- Family Credit Risk Management

Fannie Mae actively manages single-family mortgage credit risk,
beginning with mortgage underwriting and through liquidation, to
reduce the visk that it will not recover amounts due from borrowers.

Fannie Mae establishes sound underwriting policies to
ensure that purchased and securitized mortgages perform in
accordance with the level of compensation received for the
credit risk of the loans. Fannie Mae also deploys portfolio
management and loss mitigation strategies to control credit
risk throughout the life of mortgages owned or guaranteed
by Fannie Mae.

Fannie Mae has developed an automated underwriting tool,
Desktop Underwriter, to help lenders consistently and
objectively apply Fannie Mae’s underwriting standards to
prospective borrowers. Desktop Underwriter provides a
comprehensive analysis of the unique characteristics of

a borrower and mortgage, including such factors as a
borrower’s credit history and property value. Over

59 percent of newly originated mortgages sold to

Fannie Mae in 2001 were evaluated through Desktop
Underwriter, up from 56 percent in 2000. Management
expects the use of Desktop Underwriter by lenders to
continue to increase in 2002.

Fannie Mae continues to explore new ways of using its enbanced credit
analytics such as Desktop Underwriter to grow its total book of business
while carefully balancing the risk and return of mortgage purchases
and securitizations.

As the precision of Fannie Mae’s risk assessment capabilities
has increased, loans to borrowers formerly obtaining
financing in higher-cost markets (for example, Alternative
A loans or A minus loans) have become eligible for purchase
by Fannie Mae. In many instances, sale of these loans to
Fannie Mae requires payment of risk-based guaranty fees

or price adjustments by lenders as additional credit risk
compensation. Management plans to continue investing

in research and technology to produce tools that help
Fannie Mae and lenders assess and manage credit risk,
thereby expanding homeownership opportunities.

Fannie Mae works closely with its lender partners to minimize
credit losses.

Many loan servicers employ Risk Profilers™, a default
prediction model created by Fannie Mae, to enhance their
loss mitigation efforts on loans serviced for Fannie Mae.

Risk Profiler uses credit risk indicators such as updated
borrower credit data, current property values, and mortgage
product characteristics to predict the likelihood that a loan
will default. Currently, servicers are using Risk Profiler to
evaluate close to 82 percent of the loans Fannie Mae owns

or guarantees. In addition, Fannie Mae employs Risk Profiler

to monitor default probability trends in its total book
of business.

In the event mortgages become at risk to default, Fannie Mae
employs strategies to reduce loss exposure through
resolutions other than foreclosure. Fannie Mae encourages
early intervention by its mortgage servicers to cure
delinquencies and keep borrowers in their homes. High-risk
borrowers who cannot cure a default may be offered a
workout alternative—such as a repayment plan, temporary
forbearance, or modification of terms—if the alternative is
expected to reduce the likelihood of foreclosure and loss. If
these workout options prove inappropriate, the servicer may
arrange a preforeclosure sale to minimize credit-related
costs. The benefits of a preforeclosure sale include avoidance
of the costs of foreclosure and a tendency for the property to
sell at a higher price because the home is usually occupied.
In 2001, loan workouts outpaced foreclosed property
acquisitions for the third year in a row. If a loan modification
or preforeclosure sale is not possible, Fannie Mae’s goal is

to handle the foreclosure process expeditiously and cost-
effectively to maximize the proceeds from the sale of the
property and to minimize the time it retains a nonearning
asset.

Fannie Mae makes frequent updates of critical data on every mortgage
to ascertain the current level of credit risk in its total book of business,
and to manage that risk effectively through credit enbancement.

Fannie Mae reviews such elements as the current estimated
market value of the property, the property value in relation
to Fannie Mae’s outstanding loan, the credit strength of the
borrower, and the potential volatility of those measures to
ascertain the current level of credit risk in the total book of
business. Fannie Mae uses updated data to analyze the
sensitivity of mortgages it owns or guarantees to a wide range
of projected changes in interest rates and home prices. Based
on the sensitivity analysis and loan performance analytics,
Fannie Mae employs various credit enhancement contracts
to protect itself against losses on higher risk loans, including
loans with high loan-to-value ratios. Fannie Mae reassesses
the efficiency and effectiveness of its credit enhancement
contracts and rebalances credit risk to optimize risk
management and financial performance.

Credit enhancements include primary loan-level mortgage
insurance, pool mortgage insurance, recourse arrangements
with lenders, and other customized contracts, which together
provided protection against credit losses on 33 percent of

the number of single-family mortgages at the end of 2001,
compared with 38 percent at the end of 2000. The
percentage of loans with credit enhancement declined in
2001, primarily reflecting a decrease in the proportion of the
outstanding portfolio with primary mortgage insurance, pool
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insurance, and recourse. The decline in the proportion of
loans with primary mortgage insurance is attributable to an
increase in loans with loan-to-value ratios below 80 percent.
In 2001, Fannie Mae had more refinance loan acquisitions,
which traditionally have a greater proportion of loans with
loan-to-value ratios below 80 percent. Fannie Mae does not
require primary mortgage insurance on loans with loan-to-
value ratios below 80 percent. In addition, rising property
values enabled some borrowers with Fannie Mae loans to
cancel their outstanding mortgage insurance subject to
Fannie Mae’s mortgage insurance cancellation requirements.
The proportion of loans with pool insurance and recourse
credit enhancements declined in 2001 because these
transactions were less prevalent in the marketin 2001

than in prior periods. Credit enhancements, however,
absorbed a higher percentage of single-family credit losses
in 2001 than in 2000. During 2001, credit enhancements
absorbed $43 5 million, or 85 percent, of $512 million

in gross single-family losses. In comparison, credit
enhancements absorbed $349 million, or 80 percent, of
$435 million in gross single-family credit losses during 2000.

The application of various credit risk management strategies
throughout a loan’s life belped reduce credit-related losses in 2001
despite deteriorating economic conditions.

As shown in Table 6, single family credit-related losses
decreased $9 million, and Fannie Mae’s credit loss ratio

(the ratio of credit-related losses to the average amount of
mortgages owned or guaranteed) on its single-family book of
business decreased by .1 basis point in 2001 to .6 basis points
despite weaker economic conditions.

TABLE 6: SINGLE-FAMILY CREDIT-RELATED LOSSES

Year Ended December 31,
Dollars in millions 2001 2000 1999
Recoveries,net.................. $(112) $(127) $(126)
Foreclosed property expenses . . . . ... 189 213 244
Credit-related losses . ............ $ 77 $ 86 $118
Creditloss ratio ................. .006% .007% .011%

The reduction in single-family credit-related losses in 2001
was mainly due to an 11 percent or $24 million decline in
foreclosed property expenses. Although the number of
acquired properties increased slightly to 14,486 from
14,351 in 2000, average credit-related losses per foreclosed
single-family property acquisition fell to $3,500 from
$3,800 in 2000.

As part of its voluntary safety and soundness initiatives,
Fannie Mae discloses on a quarterly basis the sensitivity of
its future credit losses to an immediate 5 percent decline in
home prices. At September 30, 2001, the present value of

Fannie Mae’s sensitivity of net future credit losses to an
immediate 5 percent decline in home prices was $467 million,
taking into account the beneficial effect of third-party credit
enhancements. This amount reflects a gross credit loss
sensitivity of $1.349 billion before the effect of credit
enhancements, and is net of projected credit risk-sharing
proceeds of $882 million. The sensitivity of future credit
losses is calculated based on the present value of the
difference between credit losses in a baseline scenario and
credit losses assuming an immediate 5 percent decline in
home prices, followed by an increase in home prices at the
rate projected by Fannie Mae’s credit pricing models.

The risk profile for conventional single-family mortgages in
Fannie Mae’s portfolio and underlying MBS at the end of 2001
suggests Fannie Mae is well-positioned to manage through an
economic slowdown.

Fannie Mae tracks various trends in its total book of business
to monitor credit risk, including delinquencies, geographical
concentrations, loan-to-value ratios, mortgage product mix,
and loan age. Fannie Mae’s conventional single-family
serious delinquency rate increased to .49 percent at
December 31, 2001 from .45 percent at December 31, 2000.
The serious delinquency rate is based on the number of
single-family mortgages in Fannie Mae’s net portfolio or
mortgages underlying MBS for which it retains the primary
risk of loss and that are 90 or more days delinquent or in
foreclosure. The comparable serious delinquency rate for all
commercial banks was .79 percent and for Federal Housing
Administration loans was 2.83 percent. Table 7 summarizes
the single-family serious delinquency rates by region on
loans where Fannie Mae bears the primary risk.

TABLE 7: SINGLE-FAMILY SERIOUS DELINQUENCIES!

December 31,
2001 2000 1999
Northeast .......oovviviinenn... .58% S7% 67%
Southeast..........coovvvieian.. .54 49 .50
Midwest 49 .39 37
Southwest . ........oovvinvinn... 47 40 41
WeSt .ot .38 .38 46
Total ..o, 49% 45% 48%

1 Single~family loans where Fannie Mae bears the primary risk.

The average current loan-to-value ratio on loans owned or
guaranteed by Fannie Mae was estimated at 59 percent at
year-end 2001, compared with 58 percent at year-end 2000.
Fannie Mae derived this estimate by using the current
outstanding loan balance on 11.7 million loans and
estimating the value of the underlying homes based on
Fannie Mae’s proprietary home price indices. The greater
the excess of property values over Fannie Mae’s outstanding
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loan balance in homes underlying mortgages, the lower the
incidence and severity of default. Fannie Mae’s conventional
single-family book of business is predominantly composed
of long-term and intermediate-term fixed-rate loans, which
have a lower incidence of default than adjustable-rate
mortgages. At year-end 2001, 94 percent of Fannie Mae’s

conventional single-family book of business was long-term
or intermediate-term fixed-rate loans, compared with

93 percent at year-end 2000. Table 8 provides a detailed
overview of the distribution of Fannie Mae’s conventional
single-family mortgages by product type and loan-to-value
ratios.

TABLE 8: DISTRIBUTION OF CONVENTIONAL SINGLE-FAMILY LOANS

Outstanding at December 31, Business Volumes
2001 2000 2001 2000 1999
Product:
Long-term, fixed-rate....................cooooo. 75% 74% 76% 73% 76%
Intermediate-term, fixed-rate! ..................... 19 19 19 11 19
Adjustable-rate .......... ... 6 7 5 16 5
Total ... 100% 100% 100% 100% 100%
Original loan-to-value ratio:
Greaterthan 90% ...t 13% 14% 13% 17% 15%
81% t090% ..o 14 15 13 15 14
T1% t080% . vvveie e 42 41 44 44 42
61% t070% .o 14 14 13 11 14
Lessthan61% ......ooooiiiiiiiiiiiiiiiat 17 16 17 13 15
Total ... 100% 100% 100% 100% 100%
Average original loan-to-valueratio................... 74% 75% 74% 77% 75%
Current loan-to-value ratio?:
Greater than 90% ..., 4% 3%
81% t090% ..o 7 6
T1% t080% ..o 23 17
61% t070% .oovvviiiii 17 23
Lessthan61% ........coooiiiiiiiiiiiiin, 49 51
Total ...oooiiii 100% 100%
Average current loan-to-valueratio ................... 59% 58%
Average loan amount . .......ooouiiieiiii i $100,813 $92,800 $134,718 $118,100 $115,700

(Maximum loan amount $275,000 in 2001)

1 Contractual maturities of 20 years or less at purchase for portfolio loans and 15 years or less at issue date for MBS issuances.

2 Includes only Fannie Mae primary risk loans.

Multifamily Credit Risk Management

Fannie Mae has dedicated multifamily underwriting and due
diligence teams that evaluate certain loans prior to acquisition and
portfolio monitoring and loss mitigation teams that manage credit risk
throughout the life of multifamily loans.

There are two primary sources of risk from a mortgage on
a multifamily property. First, the underlying property cash
flows may be insufficient to service the loan. Second, the
proceeds from the sale or refinancing of a property may
be insufficient to repay the loan at maturity.

"To manage these risks, Fannie Mae centralizes responsibility
for managing credit risk in the multifamily portfolio within
the multifamily business unit. The business unit ensures that
the aggregate risk is properly identified and managed and
promotes consistent application of risk management policies

and procedures. Specific areas of responsibility, which are
subject to review and oversight by the Chief Credit Officer
and Credit Risk Policy Committee, include portfolio credit
risk management, lender assessment, counterparty risk
evaluation, regular asset management of earning assets,
special asset management of problem transactions, and
contract compliance monitoring for structured transactions.

Fannie Mae maintains rigorous loan underwriting guidelines
and extensive real estate due diligence examinations for the
loans it acquires or guarantees. The loan underwriting
guidelines include specific occupancy rate, loan-to-value,
and debt service coverage criteria. The due diligence
examinations typically include property condition and
property valuation reviews as well as investigations into the
quality of property management. Because of the size of
multifamily loans, management generally requires servicers
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to submit periodic operating information and property
condition reviews to monitor the performance of individual
loans. Fannie Mae uses this information to evaluate the
credit quality of the portfolio, identify potential problem
loans, and initiate appropriate loss mitigation activities.

Fannie Mae manages credit risk throughout the life of a
multifamily loan through dedicated due diligence, portfolio
monitoring, and loss mitigation teams. The due diligence
team specializes in assessing transactions prior to purchase
or securitization, particularly with large loans or structured
transactions, and performs post-purchase reviews when the
underwriting has been delegated to lenders. Under the
Delegated Underwriting and Servicing (DUS) product line,
Fannie Mae purchases or securitizes mortgages under

$20 million from approved risk sharing lenders without prior
review of the mortgages by Fannie Mae. The portfolio
monitoring team performs detailed portfolio loss reviews,
addresses borrower and geographic concentration risks,
assesses lender qualifications, evaluates counterparty risk,
and tracks property performance and contract compliance.
Fannie Mae is enhancing its quantitative tools to provide
earlier indications of any deterioration in the credit quality
of the multifamily portfolio. The loss mitigation team
manages troubled assets from default through foreclosure
and property disposition, if necessary.

Fannie Mae’s multifamily credit risk management efforts
include substantial use of various forms of credit
enhancement on the majority of loans purchased or
guaranteed. Fannie Mae has shared risk arrangements where
lenders in its DUS product line bear losses on the first

5 percent of unpaid principal balance (UPB) and share in
remaining losses up to a prescribed limit. On structured
transactions, Fannie Mae generally has full or partial
recourse to lenders or third parties for loan losses. Letters

of credit, investment agreements, or pledged collateral may
secure the recourse. Third-party recourse providers for
structured and other transactions include government and
private mortgage insurers. Table 9 presents the credit risk-
sharing profile, by UPB, of multifamily loans in portfolio
and underlying MBS at December 31, 2001, 2000, and 1999.

TABLE 9: MULTIFAMILY RISK PROFILE

December 31,
2001 2000 1999
Fannie Maerisk ................. 17% 13% 12%
Shared risk! .................... 64 59 56
Recourse? ...l 19 28 32
Total ..o, 100% 100% 100%

1 Includes loans in which the lender initially bears losses of up to 5 percent of UPB and shares any
remaining losses with Fannie Mae up to a prescribed limit.

2 Includes loans not included in “shared risk” that have government mortgage insurance, or full or
partial recourse to lenders or third parties.

The economic slowdown during 2001 had only a modest
impact on multifamily credit performance as occupancy rates
and multifamily property values remained strong.
Multifamily credit-related losses increased to $4 million in
2001 from $3 million in 2000. However, there were no
primary risk (including those with shared risk) multifamily
properties in Fannie Mae’s inventory of foreclosed properties
at December 31,2001, compared with four properties at the
end of 2000. Management anticipates an increase in
multifamily credit losses in 2002 because of the growth of the
portfolio in recent years and weakened economic conditions.
Table 10 provides a detailed breakdown of credit-related
losses and the ratio of credit-related losses to average UPB
outstanding for multifamily loans in portfolio and
underlying MBS.

TABLE 10: MULTIFAMILY CREDIT-RELATED LOSSES

Year Ended December 31,
Dollars in millions 2001 2000 1999
Charge-offs,net ................ $— $2 $4
Foreclosed property expense, net . . 4 1 3
Credit-related losses ............. $ 4 $3 $7
Creditlossratio ................. .008% .007% .015%

Multifamily serious delinquencies were .32 percent at year-
end 2001. Two loans under forbearance agreements at
December 31, 2001 totaling $118 million on properties in
New York City that were affected by the World Trade Center
disaster are included in the multifamily serious delinquency
rate. The multifamily serious delinquency rate excluding these
two properties was .10 percent at December 31, 2001, up from
arecord low of .05 percentat year-end 2000. Multifamily
serious delinquencies represent loans for which Fannie Mae
has primary risk of loss and that are 60 days or more delinquent.
The multifamily serious delinquency percentage is based on
the UPB of delinquent loans compared with the total amount
of multifamily loans in portfolio and underlying MBS for
which Fannie Mae is at risk.

SeEr10Us DELINQUENCIES
Conventional Single-Family and Multifamily Loans

62%
58%

48% 45% 49%
37% 32%
29%
12%
05%
L \

1997 1998 1999 2000 2001

Il Single-family—Percent of loans outstanding

B Multifamily—Percent of dollar amount outstanding
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Allowance for Losses

Fannie Mae establishes an allowance for losses on mortgages
in its portfolio and mortgages underlying MBS outstanding.
The allowance for losses is a critical accounting policy that
requires management judgment and assumptions.

Fannie Mae considers delinquency levels, loss experience,
economic conditions in areas of geographic concentration,
and mortgage characteristics in establishing the allowance
for losses. Management sets the allowance for losses at a level
it believes is adequate to cover estimated losses inherent in
the total book of business. The allowance for losses is
established by recording an expense for the provision for
losses and may be reduced by recording a negative provision.
The allowance for losses is subsequently reduced through
charge-offs and increased through recoveries, including
those related to credit enhancements and the resale of
properties. Senior management reviews the adequacy of the
allowance for losses on a quarterly basis.

The allowance for losses was $806 million at

December 31,2001, compared with $809 million at
December 31, 2000. The allowance for losses declined as

a percentage of Fannie Mae’s total book of business to

.052 percent in 2001 from .062 percent in 2000. The
decrease in the allowance as a percentage of the total book of
business reflects Fannie Mae’s excellent credit performance
resulting from the combination of a strong housing market
and Fannie Mae’s strategy and expertise in credit loss
management. Over the last three years, Fannie Mae has
experienced a decrease in its credit loss ratio in each year—
from .011 percent in 1999 to .006 in 2001. Although the
economic downturn increased Fannie Mae’s serious
delinquency rates in 2001 and could result in higher credit
losses in 2002, management believes that the allowance for
losses is adequate to cover losses inherent in Fannie Mae’s
book of business at December 31, 2001 because:

* Fannie Mae had approximately 40 percent equity in
its single-family book of business based upon the
average outstanding loan amounts relative to the
average market value of homes. The average loan-to-
value ratio on conventional single-family loans, where
Fannie Mae bears the primary risk, was 59 percent at
the end of 2001, virtually unchanged from 58 percent
at the end of 2000.

¢ Approximately 33 percent of the single-family
mortgages Fannie Mae owns or guarantees benefit
from some form of third-party enhancement, helping
to ensure that a substantial portion of credit losses are
absorbed by others. Absorption of single-family credit
losses by others increased to 85 percentin 2001 from
80 percent in 2000.

Non-Derivative Counterparty Risk

Fannie Mae actively manages the counterparty credit risk that arises
from several sources, including mortgage insurance, lender recourse,
the Liquid Investment Portfolio, and mortgage servicing transactions.

Fannie Mae bears the risk that counterparties in these
transactions will not fulfill their contractual obligations to
make payments due to Fannie Mae or to perform other
contractual obligations. Fannie Mae has a dedicated
Counterparty Risk Management team that is responsible for
quantifying aggregate counterparty risk exposures across
business activities, maintaining a corporate credit policy
framework for managing counterparty risk, and directly
managing the counterparty risk associated with mortgage
insurance companies. Fannie Mae generally requires that its
counterparties have an investment grade credit rating

(a rating of BBB-/Baa- or higher by Standard & Poor’s and
Moody’s Investor Services, respectively) with the exception
of its recourse and mortgage servicing counterparties.
Fannie Mae does not require an investment grade rating for
its recourse and mortgage servicing counterparties because
the risk is much lower. Fannie Mae has ongoing, extensive
mortgage purchase and mortgage servicing relationships
with these counterparties and, in some instances, holds
collateral. Individual business units are responsible for
managing the counterparty exposures routinely associated
with their business activities. The Counterparty Risk
Management team reviews business unit policies,
procedures, and approval authorities, and the Credit Risk
Policy Committee approves these internal controls.

The primary credit risk presented by Fannie Mae’s private
mortgage insurance counterparties is that they will be unable
to meet their contractual obligations to pay claims to

Fannie Mae on insured mortgages. Before approving a
mortgage insurance company, Fannie Mae conducts a
comprehensive counterparty analysis, which generally
includes a review of the mortgage insurer’s business plan,
insurance portfolio characteristics, master insurance policies,
reinsurance treaties, and ratings on ability to pay claims.
Fannie Mae monitors approved insurers through a reporting
and analysis process performed quarterly. If an insurer
cannot provide mortgage insurance in accordance with
Fannie Mae’s requirements, most Fannie Mae mortgages
provide that if the borrower pays separate sums for
premiums (which is typical), then those sums may be used to
pay for other substantially equivalent mortgage insurance.

If this insurance is unavailable, such sums may be retained
by Fannie Mae and, in its discretion, used for other credit
enhancement. These payments therefore serve as collateral
backing Fannie Mae’s exposure to mortgage insurance
counterparties. At year-end 2001, Fannie Mae was the
beneficiary of primary mortgage insurance coverage on
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$314 billion of single-family loans in portfolio or underlying
MBS. Seven mortgage insurance companies, all rated AA or
higher by Standard & Poor’s, provided 96 percent of the

total coverage.

The primary credit risk associated with recourse transactions
is that lenders will be unable to fulfill their obligations to
absorb losses on mortgage loans that default. At

December 31, 2001, the unpaid balance of single-family
loans where Fannie Mae has recourse to lenders for losses
totaled an estimated $42 billion. The quality of these
counterparties is high. Fifty-nine percent of the $42 billion
is covered by recourse agreements with investment grade
counterparties. Fannie Mae also mitigates the risk associated
with recourse transactions through various means, including
requiring some lenders to pledge collateral to secure their
obligations. Fannie Mae held $247 million in collateral
directly or through custodians on single-family lender
recourse at December 31, 2001. In addition, Fannie Mae can
protect itself against losses from a lender’s nonperformance
by terminating a lender’s contractual status as a Fannie Mae
seller/servicer, selling these rights to service Fannie Mae
loans, and retaining sale proceeds. Lenders with recourse
obligations had servicing rights on $1.288 trillion

of mortgages.

The primary credit risk associated with the Liquid
Investment Portfolio is that issuers will not repay
Fannie Mae in accordance with contractual terms.

The level of credit risk in the portfolio is low because
these investments are primarily high-quality, short-term
investments, such as asset-backed securities, commercial
paper, and federal funds. The majority of asset-backed
securities in the Liquid Investment Portfolio are rated
AAA by Standard & Poor’s. Unsecured investments in
the portfolio are generally rated A or higher by
Standard & Poor’s. At December 31, 2001, 96 percent
of the Liquid Investment Portfolio had a credit rating
of A or higher.

The primary credit risk associated with mortgage servicers

is that they will not fulfill their contractual servicing
obligations. On behalf of Fannie Mae, mortgage servicers
collect mortgage and escrow payments from borrowers, pay
taxes and insurance costs from escrow accounts, monitor and
report delinquencies, and perform other required activities.
A servicing contract breach could result in credit losses for
Fannie Mae, or Fannie Mae could incur the cost of finding

a replacement servicer. Fannie Mae mitigates this risk by
requiring mortgage servicers to maintain a minimum
servicing fee rate that Fannie Mae can retain or transfer to
compensate a replacement servicer in the event of a servicing
contract breach. Fannie Mae also manages this risk by

requiring servicers to follow specific servicing guidelines and
by monitoring each servicer’s performance using loan-level
data. Fannie Mae conducts on-site reviews of compliance
with servicing guidelines and mortgage servicing
performance. Fannie Mae also works on-site with nearly all
of its major servicers to facilitate loan loss mitigation efforts
and improve the default management process. In addition,
Fannie Mae reviews quarterly financial information on
servicers. At year-end 2001, Fannie Mae’s ten largest
mortgage servicers serviced 71 percent of its single-family
book of business.

Information on derivative counterparty credit risk is
included in MD&A under “Balance Sheet—Derivative
Instruments.” Additional information on non-derivative
counterparty risk is presented in the Notes to Financial
Statements under Note 14, “Financial Instruments with
Off-Balance-Sheet Risk,” and Note 15, “Concentrations
of Credit Risk.”

Operations Risk Management

Fannie Mae actively manages its operations risk through various
measures, such as key performance indicators, to monitor and identify
trends.

Operations risk is the risk of potential loss resulting from a
breakdown in established controls and procedures, examples
of which include circumvention of internal controls, fraud,
human error, and systems malfunction or failure.

Fannie Mae has established extensive policies and
procedures to decrease the likelihood of such occurrences.
Fannie Mae’s Office of Auditing tests the adequacy of and
adherence to internal controls and established policies and
procedures. Financial system data are regularly reconciled to
source documents to ensure the accuracy of financial system
outputs. In addition, Fannie Mae has a comprehensive
disaster recovery plan thatis designed to restore critical
operations with minimal interruption in the event of a
disaster. Although the attacks of September 11,2001
temporarily reduced mortgage commitments and slowed
portfolio growth, Fannie Mae was able to remain open for
business during every day of the week of the tragedy with
only minimal disruption to operations.

The use of financial forecast models is another potential
operations risk. To mitigate the risk associated with the use
of financial models, Fannie Mae regularly reconciles
forecasted results to actual results and recalibrates models
for the differences.

Fannie Mae evaluates key performance indicators for
elements of operations risk to monitor trends and identify
early warning signals. Each key performance indicator is
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based on clearly defined and quantifiable performance
thresholds. Senior managers are responsible for monitoring
key performance indicators, addressing the monthly results,
and taking corrective actions as necessary. The OTI
Committee also reviews the results and actions taken.

Balance Sheet Analysis

Fannie Mae’s primary balance sheet activities are purchasing
mortgages and other investments with proceeds from debt
issuances and repayments of mortgages and other
investments. Fannie Mae’s liquidity and capital resources

are critical to its activities and its regulatory capital
requirements. The following analysis describes trends

in these aspects of Fannie Mae’s business activities.

Mortgage Portfolio

Fannie Mae’s net mortgage portfolio grew 16 percent to
$705 billion at December 31, 2001 from $607 billion at
December 31, 2000. The volume of mortgage originations
reached record levels in 2001 as mortgage interest rates fell
to historic lows during the year. The drop in interest rates,
combined with a historically high fixed-rate share of total
mortgage originations, caused the supply of mortgages in the
secondary market to be unusually high, resulting in attractive
mortgage-to-debt spreads and increased purchase
commitments by the portfolio business.

During the second half of 2001, an unusually large number
of portfolio commitments were made for settlement a
number of months forward. Fannie Mae ended 2001 with
$55 billion in outstanding mortgage purchase commitments,
compared with $16 billion at December 31, 2000. Delayed
settlement of these commitments in 2002 is expected to add
over 5 percentage points to portfolio growth in 2002.

MortGAGE PorTFOLIO COMPOSITION

at December 31,
8% 7%
13% 12%
49 3%
75% 78%
2000 2001

@ Government insured or guaranteed Long-term, fixed rate

ARMs @ Intermediate-term, fixed rate

Additional information on mortgage portfolio composition
is presented in the Notes to Financial Statements under
Note 2, “Mortgage Portfolio, Net.”

The average yield on Fannie Mae’s net mortgage portfolio
decreased to 7.11 percent during 2001 from 7.16 percent
during 2000. The decrease in yield resulted largely from the
general decline in mortgage rates on loans sold into the
secondary market and an increase in the level of liquidations
on older, higher-rate loans. The liquidation rate on
mortgages in portfolio (excluding sales) more than doubled
in 2001, increasing to 25 percent from 10 percent in 2000.
Total mortgage liquidations increased to $164 billion in
2001 from $57 billion in 2000 largely because of extensive
refinancing in response to falling mortgage interest rates.

Net unamortized premiums, discounts, and other deferred
purchase price adjustments in Fannie Mae’s mortgage
portfolio totaled $2.1 billion and $2.5 billion at

December 31, 2001 and 2000, respectively. Fannie Mae
applies the interest method to amortize purchase price
adjustments over the estimated life of the loans. Calculating
the constant effective yield necessary to apply the interest
method in the amortization of mortgage purchase discounts
or premiums and other deferred purchase price adjustments
is a critical accounting policy that requires estimating future
mortgage prepayments. Estimating prepayments requires
significant judgment and assumptions that involve some
degree of uncertainty regarding factors such as the

forecast of movements in interest rates and predicting
borrower patterns.

Fannie Mae tracks and monitors actual prepayments received
against anticipated prepayments and regularly assesses the
sensitivity of prepayments to changes in interest rates on

a monthly basis. Based upon this analysis, Fannie Mae
determines whether it should change the estimated
prepayment rates used in the amortization calculation. If
changes are necessary, Fannie Mae recalculates the constant
effective yield and adjusts the net mortgage investment
balance to reflect the amount that would have been recorded
had the new effective yield been applied since acquisition of
the mortgages or MBS. Fannie Mae’s premium, discount,
and deferred price adjustment prepayment sensitivity
analysis at December 31, 2001 indicates that a 100 basis point
increase in interest rates would resultin a decrease in
projected net interest income of approximately 1 percent and
a 100 basis point decrease in interest rates would result in an
increase in projected net interest income of approximately

2 percent over a one-year horizon. This is one component of
Fannie Mae’s overall net interest income at risk assessment.
A comprehensive analysis of the impact of interest rate
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changes on projected net interest income is presented in Table 11 summarizes mortgage portfolio activity on a gross
MD&A in the “Net Interest Income at Risk” section under basis and average yields from 1999 through 2001.
“Risk Management - Interest Rate Risk Management.”

TABLE 11: MORTGAGE PORTFOLIO ACTIVITY

Purchases Sales Repayments!
Dollars in millions 2001 2000 1999 2001 2000 1999 2001 2000 1999
Single-family:
Government insured or guaranteed . . . ... .. $ 6,001 $ 6,940 §$ 23,575 $ — §$ 521 $ 360 $ 8,125 $ 3,423 $ 4,092
Conventional:
Long-term, fixed-rate ................ 226,516 113,444 146,679 7,621 9,219 5,779 120,787 35,208 52,707
Intermediate-term, fixed-rate ... .... 26,146 11,607 15,315 442 599 9 23,391 13,105 17,878
Adjustable-rate ................. .. 3,777 17,683 6,073 228 374 — 9,937 4,293 3,829
Total single-family ....... . 262,440 149,674 191,642 8,291 10,713 6,148 162,240 56,029 78,506
Multifamily .. ... 8,144 4,557 3,568 690 269 — 2,172 1204 1244
TOtal oo $270,584 $154231 $195210  $8,981 §$10,982  $6,148  $164,412 $57233 $79,750
Averagenetyield ................ .. ..o 6.56% 7.62% 6.88% 7.23%  7.18% 7.39%
Repayments as a percentage of
average mortgage portfolio .............. 24.7 10.3 16.9
1 Includes mortgage loan prepayments, scheduled amortization, and foreclosures.
Investments In addition, Fannie Mae called $173 billion of debt in
Fannie Mae’s investments increased 36 percent to response to the sharp decline in short- and intermediate-
$75 billion at December 31, 2001, from $55 billion at term interest rates. Fannie Mae reissued much of this debt
December 31, 2000. The Liquid Investment Portfolio with short-term maturities in anticipation of an increase in
accounts for the majority of Fannie Mae’s investments and mortgage liquidations. These asset-liability management
consists primarily of high-quality short-term investments in strategies had the following impact on the debt portfolio:

nonmortgage assets, such as asset-backed securities,
commercial paper, and federal funds. The Liquid Investment
Portfolio serves as a source of liquidity and an investment

* The average cost of debt outstanding decreased to
6.00 percent in 2001 from 6.35 percent in 2000.

vehicle for Fannie Mae’s surplus capital. These investments * Effective long-term debt, which takes into

totaled $65 billion at December 31, 2001, compared with consideration the effect of derivative instruments on
$52 billion at the end of the prior year. The increase in liquid the maturity of long- and short-term debt, decreased
investments at December 31, 2001 was primarily a result of to 82 percent of total debt outstanding at December

the delayed settlement of purchase commitments at year- 31,2001 from 85 percent at year-end 2000.

end, excess capital, and opportunities in the market. The
average yield on liquid investments decreased to 4.63 percent
in 2001 from 6.60 percent in 2000, as a result of the sharp
drop in average short-term interest rates.

¢ Effective long-term debt as a percentage of the net
mortgage portfolio decreased to 89 percent at
December 31, 2001 from 90 percent at the end

of 2000.
Additional information on investment composition is

presented in the Notes to Financial Statements under
Note 4, “Investments.”

* The weighted-average maturity of effective long-term,
fixed-rate debt outstanding decreased to 78 months at
year-end 2001 from 79 months at year-end 2000.

Financing Activities

Total debt outstanding increased 19 percent to $763

billion at December 31, 2001, from $643 billion at

December 31, 2000. Fluctuations in interest rate volatility

and market pricing during 2001 gave Fannie Mae a valuable

opportunity to repurchase $9 billion of debt that was trading
at historically wide spreads to other fixed-income securities.

"To hedge against future increases in interest rates,

Fannie Mae used interest rate swaps to lengthen the final
maturity of Fannie Mae’s debt by 26 months at December 31,
2001, versus 24 months at December 31, 2000.
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Table 12 provides a summary of debt issuances and
repayments during 2001 compared with the previous two
years as well as the average cost of debt outstanding at year-
end.

TABLE 12: SHORT-TERM AND LONG-TERM
DEBT ACTIVITY

Dollars in millions 2001 2000 1999
Issued during the year:
Short-term!:
Amount.............. $1,756,691 $1,143,131  $1,136,001
Averagecost.......... 3.69% 6.27% 5.17%
Long-term!:
Amount.............. $ 249,352 $ 110,215  § 139,020
Averagecost.......... 4.83% 6.92% 6.07%
Repaid during the year:
Short-term!:
Amount.............. $1,691,240  $1,106,956  $1,125,748
Averagecost.......... 4.22% 6.15% 5.10%
Long-term!:
Amount.............. $ 196,610 $ 50335 § 61,79
Averagecost.......... 6.03% 6.33% 6.51%
Outstanding at year-end:
Due within one year:
Netamount.......... $ 343,492 $ 280,322 $ 226,582
Averagecost?......... 2.81% 6.40% 5.80%
Due after one year:
Netamount.......... $ 419,975 § 362,360 $ 321,037
Average cost? ......... 5.52% 6.46% 6.22%
Total debt:
Netamount .......... $ 763,467 $§ 642,682 $ 547,619
Average cost’ ......... 5.49% 6.47% 6.18%

1 <“Short-term” refers to the face amount of debt issued with an original term of one year or less.
“Long-term” is the face amount of debt issued with an original term greater than one year.
2 Average cost includes the effects of currency and debt swaps and amortization of premiums, discounts,
issuance costs and hedging results.
3 Average cost includes the effects of currency, debt, and interest rate swaps and the amortization of
remiums, discounts, issuance costs and bedging results.
8mg

The total amount of option-embedded debt outstanding as
a percentage of the net mortgage portfolio increased to

54 percent at year-end 2001 versus 46 percent at the end of
2000. Table 13 presents option-embedded debt instruments
as a percentage of mortgage purchases and the net mortgage
portfolio for the past three years. Option-embedded debt
instruments include derivative instruments.

TABLE 13: OPTION-EMBEDDED DEBT INSTRUMENTS

Dollars in billions 2001 2000 1999
Issued during theyear........... $286 $ 65 $114
Percentage of total

mortgage purchases......... 106% 2% 58%
Outstanding atyear-end.......... $378 $280 $247
Percentage of total

net mortgage portfolio....... 54% 46% 47%

Additional information on the usage of derivatives is
presented in MD&A under “Balance Sheet Analysis —
Derivative Instruments.”

Fannie Mae’s Benchmark Securities®™ program continued
to grow in 2001. The Benchmark Securities program
encompasses large issues of noncallable and callable debt
designed to provide liquidity and performance to investors
while reducing Fannie Mae’s relative cost of debt. The
Benchmark Securities program has served to consolidate
much of Fannie Mae’s debt issuances from a large number
of small, unscheduled issues to a smaller number of larger,
more liquid scheduled issues.

During 2001, Fannie Mae issued Benchmark Notes and
Benchmark Bonds® in each month. Benchmark Bills* served
as Fannie Mae’s weekly source for all of its three-month and
six-month discount debt securities during the year. One-year
Benchmark Bills, which were introduced in October 2000,
were issued regularly on a biweekly schedule during 2001.
Fannie Mae reintroduced its Callable Benchmark Notes in
June 2001 and issued $10 billion of these securities during
2001. Callable Benchmark Notes are intended to provide
investors and other market participants with callable
structures that are brought to market in a scheduled manner.
As part of its voluntary safety and soundness initiatives,
Fannie Mae began issuing Subordinated Benchmark Notes
in the first quarter of 2001 on a periodic basis to create a
new, liquid class of fixed income assets for investors. At
December 31,2001, Fannie Mae had $5 billion of
outstanding Subordinated Benchmark Notes.

Derivative Instruments

Derivative instruments are important tools that Fannie Mae
uses to manage interest rate risk. Fannie Mae uses derivatives
to help match the duration of its debt with the duration of its
mortgage assets. This duration matching reduces the risk of
mortgage assets held in portfolio. Fannie Mae also uses
derivative instruments to convert debt issued in foreign
currencies to U.S. dollars and to hedge certain debt prior to
issuance. Fannie Mae acts only as an end user of derivatives
and does not broker or speculate in them.
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Fannie Mae uses only the most straightforward types of
derivative instruments such as interest-rate swaps, basis
swaps, swaptions, and caps, whose values are relatively easy
to model and predict. Swaps provide for the exchange of
fixed and variable interest payments based on contractual
notional principal amounts. These may include callable
swaps, which give counterparties or Fannie Mae the right to
terminate interest rate swaps before their stated maturities,
and foreign currency swaps, in which Fannie Mae and
counterparties exchange payments in different types of
currencies. Basis swaps provide for the exchange of variable
payments that have maturities similar to hedged debt, but
have payments based on different interest rate indices.
Interest rate caps provide ceilings on the interest rates of
variable-rate debt. The use of purchased options also is an
important risk management tool. The reason is that
American homeowners have “options” to pay off their
mortgages at any time. When holding mortgage loans in
portfolio, Fannie Mae must manage this option risk with
options of its own. Fannie Mae obtains these options by
issuing callable debt or by purchasing stand-alone options
and linking them to debt. Swaptions are an example of an
option. Swaptions give Fannie Mae the option to enter into
swaps at a future date, thereby mirroring the economic effect
of callable debt.

Fannie Mae primarily uses derivatives as a substitute for
notes and bonds it issues in the cash debt markets. When
Fannie Mae purchases mortgage assets, it funds the
purchases with a combination of equity and debt. The debt
issued is a mix that typically consists of short- and long-term
bullet and callable debt. The varied maturities and flexibility
of these debt combinations allow Fannie Mae to match the
durations of its assets and liabilities. A close though not
perfect match of asset and liability cash flows and durations
helps Fannie Mae maintain a relatively stable net interest
margin.

Fannie Mae can use a mix of cash debtissuances and
derivatives to achieve the same duration matching achieved
with all cash market debt issuances. The following is an
example of funding alternatives that Fannie Mae could use to
achieve similar economic results:

* Rather than issuing a ten-year bullet note,
Fannie Mae could issue short-term debt and enter into
a ten-year interest rate swap with a highly rated
counterparty. The derivative counterparty would pay
a floating rate of interest to Fannie Mae on the swap,
and Fannie Mae would pay the counterparty a fixed
rate of interest on the swap, thus achieving the
economics of a ten-year note issue.

* Similarly, instead of issuing a ten-year callable note,
Fannie Mae could issue a three-year note and enter
into a swaption which would have the same economics
of a ten-year callable note.

The ability to either issue debt in the cash market or
modified debt through the derivatives market increases the
funding flexibility of the company and reduces overall
funding costs. Table 14 gives an example of equivalent
funding alternatives for a mortgage purchase with all cash
funding versus a blend of cash and derivatives.

TABLE 14: EQUIVALENT CASH AND
DERIVATIVE FUNDING

Fund With:!

All Cash Funding Cash and Derivative Funding
Percentage Type of Debt Percentage Type of Debt
10 short-term debt 10 short-term debt
15 3-year bullet 15 3-year bullet
25 10-year bullet 25 short-term debt plus
10 year swap
50 10-year callable 50 3-year bullet plus
in 3 years pay-fixed swaption

I This example indicates the possible funding mix and does not represent how an actual purchase would
necessarily be funded.

As illustrated by Table 14, Fannie Mae can achieve similar
economic results by using either all cash funding or cash and
derivatives funding. Frequently, itis less expensive to use the
cash and derivatives alternative to achieve a given funding
mix.

Fannie Mae occasionally issues debt in a foreign currency.
Because all of Fannie Mae’s assets are denominated in U.S.
dollars, Fannie Mae enters into currency swaps to effectively
convert the foreign currency debtinto U.S. dollars.

Fannie Mae also hedges against fluctuations in interest rates
on planned debtissuances with derivative instruments. The
hedging of anticipated debt issuances enables Fannie Mae to
maintain an orderly and cost-effective debt issuance schedule
so it can fund daily loan purchase commitments without
significantly increasing its interest rate risk or exposure to
changes in the spread of its funding costs versus benchmark
interest rates.
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Table 15 summarizes the notional balances of Fannie Mae’s
derivatives for the years ended December 31,2001 and 2000

TABLE 15: DERIVATIVE ACTIVITY AND MATURITY DATA

by derivative category, along with the fair values of its
derivatives at year-end 2001.

Generic-Pay Fixed/Receive Variable Swaps?

Pay Variable/
Pay Receive Receive Fixed Basis Caps and

Dollars in millions Amount Rate? Rate? Swaps Swaps  Swaptions Other* Total

Notional Amounts!

Notional balance on January 1,2000......... $139,404 6.55% 6.03% $31,622  $19,544 $ 48,115 $12,219  $250,904
Additions . ... ..o 37,170 6.83 6.74 48,482 14,600 42,163 4,550 146,965
Maturities . .o vvvveeei i 22,837 5.75 6.63 20,930 19,585 7,750 2,027 73,129

Notional balance on December 31,2000...... 153,737 6.74 6.79 59,174 14,559 82,528 14,742 324,740
Additions . ... ..o 90,787 5.39 3.95 33,230 46,150 168,350 100 338,617
Maturities . .. .vvuvvn i 30,844 6.41 4.20 53,335 13,655 30,935 1,449 130,218

Notional balance on December 31, 2001 .. ... $213,680 6.21% 2.47% $39,069 $47,054 $219,943 $13,393  $533,139

Fair Value on December 31, 20015 ........... $ (9,792) $ 899 $§ 1 $ 6267 $(1,490) $ (4,115

Future Maturities of Notional Amounts6
2002 . $ 26,545 5.54% 2.70% $16,118  $33,704 $ 45,600 $ 4,705  $126,672
2003 ¢ 25,730 5.07 2.46 7,389 13,050 43,643 458 90,270
2004 . . 19,470 6.02 2.37 2,755 150 8,200 1,200 31,775
2005 . e 15,675 6.52 2.44 1,225 — 4,900 594 22,394
2006 .. e 21,975 6.21 231 3,635 100 4,750 — 30,460
Thereafter ..ot 104,285 6.66 2.47 7,947 50 112,850 6,436 231,568

Total ..o $213,680 6.21% 2.47% $39,069  $47,054 $219,943 $13,393  $533,139

1 Dollars represent notional amounts that indicate only the amount on which payments are being calculated and do not represent the amount at risk of loss.

2 Included in the notional amounts are callable swaps of $32 billion and $35 billion with weighted-average pay rates of 6.72 percent and 6.67 percent and weighted-average receive rates of 2.54 percent and 6.83 percent

at December 31, 2001 and December 31, 2000, respectively.

3 The weighted-average interest rate payable and receivable is as of the date indicated. The interest rates of the swaps may be variable-rate, so these rates may change as prevailing interest rates change.

# Includes foreign currency swaps, futures contracts, and derivative instruments that provide a bedge against interest rate fluctuations.

5 Based on fair value at December 31, 2001, estimated by calculating the cost, on a net present value basis, to settle at current market rates all outstanding derivative contracts.

6 Based on stated maturities. Assumes that variable interest rates remain constant at December 31, 2001 levels.

Over 99 percent of the notional amount of Fannie Mae’s
outstanding derivative transactions were with counterparties
rated A or better by Standard & Poor’s at December 31, 2001
(one counterparty was downgraded below an A rating after
the contract was entered into). Fannie Mae’s derivative
instruments were diversified among 23 counterparties at
year-end 2001 to lower credit risk concentrations. At year-
end 2001, eight counterparties represented approximately
78 percent of the total notional amount of outstanding
derivatives transactions, and each had a credit rating of A

or better.

Fannie Mae’s primary credit exposure on a derivative
transaction is that a counterparty might default on payments
due, which could result in Fannie Mae having to replace the
derivative with a different counterparty at a higher cost.
The exposure to counterparty default after offsetting
arrangements, such as master netting agreements and the
value of related collateral, is thus the appropriate measure
of the actual credit risk of derivative contracts.

The risk of loss to Fannie Mae on its derivatives book is extremely low
for two primary reasons:
1) Fannie Mae’s counterparties are of very high credit quality.
2) Fannie Mae bas a conservative collateral management policy with
provisions for requiring collateral on its derivative contracts
in gain positions.

Fannie Mae has never experienced a loss on a derivative
transaction due to credit default by a counterparty.

Fannie Mae’s credit risk on derivative transactions is
extremely low because Fannie Mae’s counterparties are of
very high credit quality. These counterparties consist of large
banks, broker-dealers, and other financial institutions that
have a significant presence in the derivatives market, most of
whom are based in the United States. Fannie Mae manages
derivative counterparty credit risk by contracting only with
experienced counterparties that have high credit ratings.
Fannie Mae initiates derivative contracts only with
counterparties rated A or higher. As an additional
precaution, Fannie Mae has a conservative collateral
management policy with provisions for requiring collateral
on its derivative contracts in gain positions.
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Fannie Mae regularly monitors credit exposures on its
derivatives by valuing derivative positions via internal pricing
models and dealer quotes. Fannie Mae enters into master
agreements that provide for netting of amounts due to
Fannie Mae and amounts due to counterparties under those
agreements. All of Fannie Mae’s master derivatives
agreements are governed by New York law.

The estimated total notional balance of the global derivatives
market was $119 trillion in June 2001 based on combined
data from the Bank for International Settlements for over-
the-counter derivatives and published figures for exchange-
traded derivatives. Fannie Mae’s outstanding notional
principal balance of $533 billion at December 31, 2001
represents less than one-half of one percent of the total
estimated derivatives market. Although notional principal is
a commonly used measure of volume in the derivatives
market, it is not a meaningful measure of market or credit
risk since the notional amount typically does not change
hands. The notional amounts of derivative instruments are
used to calculate contractual cash flows to be exchanged and
are significantly greater than the potential market or credit
loss that could result from such transactions. The fair value
gains on derivatives is a more meaningful measure of the
potential market exposure on derivatives.

TABLE 16: DERIVATIVE CREDIT LOSS EXPOSURE!

Years to Maturity

The exposure to credit loss on derivative instruments can be
estimated by calculating the cost, on a present value basis, to
replace at current market rates all outstanding derivative
contracts in a gain position. Fannie Mae’s exposure on
derivative contracts (taking into account master settlement
agreements that allow for netting of payments and excluding
collateral received) was $766 million at December 31, 2001,
compared with $182 million at December 31, 2000. Fannie
Mae expects the credit exposure on derivative contracts to
fluctuate as interest rates change. Fannie Mae held $656
million of collateral through custodians for derivative
instruments at December 31, 2001 and $70 million of
collateral at December 31, 2000. Assuming the highly
unlikely event that all of Fannie Mae’s derivative
counterparties to which Fannie Mae was exposed at
December 31, 2001 were to default simultaneously, it would
have cost an estimated $110 million to replace the economic
value of those contracts. This replacement cost represents
less than 2 percent of Fannie Mae’s 2001 pre-tax income.

"Table 16 provides a summary of counterparty credit ratings
for the exposure on derivatives in a gain position at
December 31, 2001.

Maturity Exposure

Less than 1to Over  Distribution Collateral Netof

Dollars in millions 1 Year 5 Years 5 Years Netting? Exposure Held Collateral
Credit Rating

AAA $— $— $ 136 $(136) $ — $ — $ —

AA L — 43 671 (528) 186 95 91

Ao — 43 826 (289) 580 561 19

Total ... $— $86 $1,633 $(953) $766 $656 $110

1 Represents the exposure to credit loss on derivative instruments, which is estimated by calculating the cost, on a present value basis, to replace all outstanding derivative contracts in a gain position. Reported on a
net-by-counterparty basis where a legal right of offset exists under an enforceable master settlement agreement. Derivative gains and losses with the same counterparty in the same maturity category are presented net

within the maturity category.

2 Represents impact of netting of derivatives in a gain position and derivatives in a loss position for the same counterparty across maturity categories.

The majority of Fannie Mae’s credit exposure of $1.719
billion based on these maturity categories was offset by $953
million of exposure that counterparties had to Fannie Mae,
resulting in net exposure, excluding collateral held, of $766
million to counterparties. At December 31,2001, 100
percent of Fannie Mae’s exposure on derivatives excluding
collateral held was with counterparties rated A or better by
Standard & Poor’s, and 83 percent of Fannie Mae’s exposure
net of collateral held was with counterparties rated AA by
Standard & Poor’s. Five counterparties accounted for
approximately 98 percent of exposure on derivatives
(excluding collateral held) to counterparties at year-end
2001, and each had a credit rating of A or better.

Fannie Mae mitigates its net exposure on derivative
transactions through its collateral management policy, which
consists of four primary components: (1) minimum collateral
thresholds; (2) collateral valuation percentages; (3)
overcollateralization based on rating downgrades; and (4)
frequent monitoring procedures.

Minimum Collateral Thresholds

Derivative counterparties are obligated to post collateral
when Fannie Mae is exposed to credit losses exceeding
agreed-upon thresholds, which are based on counterparty
credit ratings. The amount of collateral to be posted is
determined based on counterparty credit ratings and the
level of credit exposure and must equal the excess of
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Fannie Mae’s exposure over the threshold amount. Table 17
presents Fannie Mae’s general ratings-based collateral
thresholds.

TABLE 17: FANNIE MAE RATINGS-BASED
COLLATERAL THRESHOLDS

Dollars in millions

Credit Rating Exposure
S&P Moody’s Threshold
AAA Aaa ............... Mutually agreed on
AA+ Aal ..ol $100
AA Aa2 .ol 50
AA- Aa3 ...l 50
A+ Al oo 25
A A2

10
0 (see Table 18)

Collateral Valuation Percentages

Fannie Mae requires its counterparties to post specific types
of collateral to meet their collateral requirements. All of the
collateral posted by Fannie Mae counterparties was in the
form of cash or U.S. Treasury securities at December 31,
2001. Each type of collateral is given a specific valuation
percentage based on its relative risk. For example,
counterparties receive a 100 percent valuation for cash but
may receive only a 98 percent valuation percentage for
certain U.S. Treasury instruments. In cases where the
valuation percentage for a certain type of collateral is less
than 100 percent, counterparties must post an additional
amount of collateral to meet their collateral requirements
to Fannie Mae.

Overcollateralization Based on Low Credit Ratings
Fannie Mae further reduces its net exposure on derivatives
by generally requiring overcollateralization from
counterparties whose credit ratings have dropped below
predetermined levels. Counterparties falling below these
levels must post additional collateral (beyond the collateral
requirements previously noted) to meet their overall
collateral requirements. Table 18 presents Fannie Mae’s
standard valuation percentages for overcollateralization
based on counterparty credit ratings.

TABLE 18: FANNIE MAE STANDARD COLLATERAL
VALUATION PERCENTAGES

Additional Percentage

Credit Rating of Collateral to be Posted

A/A20rabove . ....oiiiii 0%
A-/A3to BBB+/Baal ....................... 10
BBB/Baa2 orbelow ........................ 25

Frequent Monitoring Procedures
Fannie Mae marks its collateral position against exposure
using internal valuation models and market prices and

compares the calculations to its counterparties’ valuations.
Fannie Mae and its derivative counterparties transfer
collateral within one business day based on the agreed-upon
valuation. Fannie Mae marks to market daily when interest
rate movements or credit issues make it appropriate, and
never less frequently than weekly. Pursuant to Fannie Mae’s
collateral agreements, Fannie Mae reserves the right to value
exposure and collateral adequacy at any time. All of the
collateral posted to Fannie Mae is held by a New York-based
third-party custodian, which monitors the value of posted
collateral on a daily basis.

Additional information on derivative instruments is
presented in MD&A under “Risk Management-Interest Rate
Risk Management” and in the Notes to Financial Statements
under Note 13, “Derivative Instruments and Hedging
Activities.”

Liquidity and Capital Resources

Fannie Mae’s statutory mission requires that it provide
ongoing assistance to the secondary market for mortgages.
Fannie Mae therefore must continually raise funds to
support its mortgage purchase activity. As a result of

Fannie Mae’s credit quality, efficiency, and standing in the
capital market, Fannie Mae has had ready access to funding.
However, the U.S. government does not guarantee, directly
or indirectly, Fannie Mae’s debt.

One of the components of Fannie Mae’s voluntary initiatives
was a commitment to obtain an annual “risk to the
government” credit rating or financial strength rating from
a nationally recognized rating agency. In February 2001,
Standard & Poor’ assigned a AA-“risk to the government”
rating to Fannie Mae. In February 2002, Moody’s Investors
Service assigned an A- Bank Financial Strength Rating

to Fannie Mae. The highest possible levels for these ratings
are AAA from Standard & Poor’s and A from Moody’s.
Fannie Mae also committed to maintain a portfolio of high-
quality, liquid, non-mortgage securities, equal to at least

5 percent of total assets, as part of its voluntary safety and
soundness initiatives. At December 31, 2001, Fannie Mae’s
ratio of liquid assets to total assets was 9.5 percent, compared
with 8.2 percent at December 31, 2000.

Fannie Mae’s primary sources of cash are issuances of debt
obligations, mortgage repayments, interest income, and
MBS guaranty fees. Fannie Mae had cash and cash
equivalents and short-term investments totaling $76 billion
at December 31, 2001, compared with $56 billion at
December 31, 2000. Primary uses of cash include the
purchase of mortgages and other securities, repayment of
debt, interest payments, administrative expenses, taxes, and
fulfillment of its MBS guaranty obligation. Additional
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information on MBS is presented in MD&A in the
“Mortgage-Backed Securities” section.

At December 31,2001, Fannie Mae had $55 billion in
outstanding mandatory commitments and $2 billion in
outstanding optional commitments for the purchase and
delivery of mortgages in 2002 that were funded in 2001.
At December 31, 2000, Fannie Mae had $16 billion in
outstanding mandatory commitments and $2 billion in
outstanding optional commitments for the purchase and
delivery of mortgages in 2001.

Fannie Mae’s core capital (defined by its regulator, Office of
Federal Housing Enterprise Oversight [OFHEO], as the
stated value of outstanding common stock, the stated value of
outstanding noncumulative perpetual preferred stock, paid-
in capital, and retained earnings) grew to $25.2 billion at
December 31, 2001 from $20.8 billion at December 31,
2000. Fannie Mae’s core capital, which excludes accumulated
other comprehensive income (AOCI), is a more accurate
reflection of its capital resources than total stockholder’s
equity. Core capital excludes AOCI because AOCI
incorporates unrealized gains (losses) on derivatives and
certain investment securities, but not the unrealized losses
(gains) on the remaining mortgages and securities or
liabilities used to fund the purchase of these items.

At December 31,2001, AOCI totaled negative $7 billion,
compared with a positive balance of $10 million at December
31, 2000. Upon adoption of FAS 133 on January 1, 2001,
Fannie Mae recorded a $3.9 billion reduction in AOCI,
which was primarily attributable to recording derivatives
(mostly interest rate swaps used as substitutes for non-
callable debt) that qualify as cash flow hedges on the balance
sheet at fair value. The balance of the decline in AOCI was
attributable to a decline in the fair value of these derivatives
during the year with the reduction in interest rates. FAS 133
requires a mark-to-market through AOCI for derivatives
that qualify as cash flow hedges to the extent they are
effective hedges.

Fannie Mae had approximately 997 million common shares
outstanding, net of shares held in treasury, as of December
31,2001, versus 999 million common shares outstanding at
the end of the prior year. Common stock issuances during
2001 totaled 4.5 million shares for employee and other stock
compensation plans. Fannie Mae repurchased 6.0 million
shares of stock at a weighted average cost of $76.95 per share
as part of the continuation of its capital restructuring
program. In 2000, Fannie Mae repurchased 25 million
shares of common stock. The stock repurchases were made

pursuant to the Board’s approval to repurchase up to

6 percent of outstanding common shares as of December 27,
1995 (adjusted for a stock split) and to repurchase shares to
offset the dilutive effect of common shares issued in
conjunction with various stock compensation plans.

Fannie Mae raised $400 million in additional equity in 2001
by issuing noncumulative preferred stock. In April 2001,
Fannie Mae issued 8.0 million shares of Series H preferred
stock at a stated value of $50 per share and initial rate of
5.81 percent. On March 1, 2001, Fannie Mae redeemed all of
the outstanding shares of its 6.41 percent Series A preferred
stock at a redemption price of $50.53 per share, which
included dividends of $.53417 per share for the period
commencing December 31, 2000, up to, but excluding,
March 1, 2001. On February 28, 2002, Fannie Mae
redeemed all outstanding shares of its 6.5 percent non-
cumulative preferred stock, Series B at $50.51458 per share,
which represents the stated redemption price of $50.00 per
share plus an amount equal to the dividend for the quarterly
dividend period ending March 31, 2002, accrued to, but
excluding, the redemption date of February 28, 2002.

In January 2002, the Board of Directors approved a quarterly
common stock dividend for 2002 of $.33 per common share.
In 2001, the quarterly dividend rate was $.30 per common
share. The Board of Directors also approved preferred stock
dividends for the period commencing December 31, 2001,
up to, but excluding, March 31, 2002, as identified in

"Table 19.

TABLE 19: PREFERRED STOCK DIVIDENDS

Dividend
Preferred Stock Series per Share
Series Bl ..ot e $.81250
Series C ottt e .80625
Series D oot 65625
Series E oo .63750
Series F oo .78690
SErIES (Go ittt e e 75290
Series H o oooi e e 72630

1 Fannie Mae redeemed all of the outstanding shares of its 6.50 percent Series B preferred stock on
February 28, 2002 at $50.5148 per share. The redemption price included dividends of $.5148 per share
for the period commencing December 31, 2001, up to, but excluding, February 28, 2002.

During 2001, Fannie Mae issued $5 billion of subordinated
debt that received a rating of AA from Standard & Poor’ and
Aa?2 from Moody’s Investors Service. Fannie Mae’s
subordinated debt serves as a supplement to Fannie Mae’s
equity capital, although it is not a component of core capital.
It provides a risk-absorbing layer to supplement core capital
for the benefit of senior debt holders and serves as a
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consistent and early market signal of credit risk for investors.
By the end of 2003, Fannie Mae intends to issue sufficient
subordinated debt to bring the sum of total capital and
outstanding subordinated debt to atleast 4 percent of on-
balance sheet assets, after providing adequate capital to
support off-balance sheet MBS. Total capital and
outstanding subordinated debt represented 3.4 percent of
on-balance sheet assets at December 31, 2001.

Fannie Mae’s Portfolios and Capital Committee, chaired by
the Chief Financial Officer, determines interest rate risk and
credit risk pricing thresholds, formulates corporate hedging
strategies, and ensures compliance with economic and
regulatory risk-based capital requirements. Fannie Mae
assesses capital adequacy using an internally developed
stress test methodology. The stress test model calculates

the amount of capital required under different economic
scenarios based on the company’s statutory standard.

Fannie Mae also uses this model to estimate the potential
amount of capital needed to carry out the company’s mission
during a period of economic distress. Based on the results of
this model and other factors, Fannie Mae makes decisions
on the risk structure of its business.

Regulatory Environment

Fannie Mae is subject to capital adequacy standards
established by the Federal Housing Enterprises Financial
Safety and Soundness Act of 1992 (1992 Act) and continuous
examination by OFHEQ, which was also established by the
1992 Act. The capital adequacy standards require that
Fannie Mae’s core capital equal or exceed a minimum capital
standard and a critical capital standard. Table 20 shows
Fannie Mae’s core capital at year-end 2001 and 2000
compared with the requirements.

TABLE 20: CAPITAL REQUIREMENTS

December 31,

Dollars in millions 2001 2000
Corecapitall ... $25,182 $20,827
Required minimum capital2.................. 24,182 20,294
Excess of core capital over minimum capital .... $ 1,000 $ 533
Required critical capital® .................... $12,324 $10,337
Excess of core capital over required

critical capital .............. o oLl 12,859 10,490

1 The sum of (a) the stated value of outstanding common stock; (b) the stated value of outstanding
noncumulative perpetual preferred stock; (¢) paid-in capital; and (d) retained earnings. Core capital
excludes acc lated other comprebensive income (AOCI).

2 The sum of (@) 2.50 percent of on-balance sheet assets; (b) .45 percent of outstanding MBS; and
(©) .45 percent of other off-balance sheet obligations, which may be adjusted by the Director of OFHEO
under certain circumstances (See 12 CFR 1750.4 for existing adjustments made by the
Director of OFHEQ).

3 The sum of (@) 1.25 percent of on-balance sheet assets; (b) .25 percent of outstanding MBS; and
(c) .25 percent of other off-balance sheet obligations, which may be adjusted by the Director of OFHEO
under certain circumstances.

The 1992 Actalso established risk-based capital
requirements for Fannie Mae and required OFHEO to
adopt regulations establishing a risk-based capital test. On
September 13,2001, OFHEO published a final risk-based
capital rule in the Federal Register. On February 20, 2002,
OFHEO finalized amendments to the final rule. Under the
1992 Act, the final regulations are enforceable one year after
publication in the Federal Register. Management is
continuing its review and analysis of the final rule and the
finalized amendments. Results of Fannie Mae’s interim risk-
based capital stress test, which Fannie Mae discloses under its
voluntary safety and soundness initiatives, indicate that
Fannie Mae is in full compliance with its capital
requirements.

Mortgage-Backed Securities

Outstanding MBS held by investors other than Fannie Mae
grew 22 percent to $859 billion at December 31, 2001 from
$707 billion at December 31, 2000. MBS issues acquired by
other investors increased $240 billion to $345 billion from
$105 billion in 2000, while liquidations of outstanding MBS
acquired by other investors increased $112 billion to

$201 billion. The increase in MBS issuances and liquidations
in 2001 was attributable to the decline in mortgage interest
rates during the year.

Total MBS outstanding, including MBS held in Fannie Mae’s
portfolio, grew 22 percent to $1.290 trillion at year-end 2001
from $1.058 trillion at year-end 2000. Total MBS issues,
including MBS held in Fannie Mae’s portfolio, increased

150 percent to $528 billion from $212 billion in 2000, while
total MBS liquidations grew 158 percent to $296 billion
from $115 billion in 2000.

ToraL MBS OUTSTANDING

In Billions
$859
$707
$637 8679
$579
$431
$351
$282
$130 $197 I
\ \
1997 1998 1999 2000 2001

B MBS held in portfolio [Jl] Outstanding MBS held by other investors
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Table 21 summarizes the risk distribution for MBS issued and outstanding for the years ended December 31, 2001, 2000,

and 1999.

TABLE 21: MBS RISK DISTRIBUTION

Total Issued! MBS Tssues Total MBS Outstanding! Outstanding

Fannie Mae Lender or Acquired  Fannie Mae Lender or MBS Held by

Dollars in millions Risk  Shared Risk Total by Others Risk  Shared Risk2 Total>  Other Investors
2001 ..o, $482,956 $42,365 $525,321 $344,739  $1,091,631 $198,720  $1,290,351 $858,867
2000 ... 183,016 27,295 210,311 105,407 837,538 220,212 1,057,750 706,684
1999 .o 225,161 75,187 300,348 174,850 751,693 209,190 960,883 679,169

1 Based on primary default risk category. Includes MBS that have been pooled to back Fannie Megas, SMBS, or REMICs. Total issued includes $181 billion, $105 billion, and $125 billion of Fannie Mae MBS purchased
by portfolio in 2001, 2000 and 1999, respectively. Total issued excludes $3 billion and $2 billion of Fannie Mae originated MBS in 2001 and 2000, respectively.

2 Included in lender risk are $154 billion, $173 billion, and $163 billion at December 31, 2001, 2000, and 1999, respectively, on which the lender or a third party bas agreed to bear default risk limited to a certain
portion or percentage of the loans delivered and, in some cases, on which the lender bas pledged collateral to secure that obligation. Fannie Mae is ultimately responsible for bearing default risk if the lender or third party

fails to fulfill its obligation.

3 Included are $431 billion, $351 billion, and $282 billion at December 31, 2001, 2000, and 1999, respectively, of MBS in Fannie Mae's portfolio.

Fannie Mae issues MBS that are backed by mortgage loans
from a single lender or from multiple lenders, or thatare
transferred from Fannie Mae’s mortgage portfolio. Single-
lender MBS are issued through lender swap transactions
whereby a lender exchanges pools of mortgages for MBS.
Multiple-lender MBS allow several lenders to

pool mortgages and receive, in return, MBS (called
Fannie Majors®) representing a proportionate share of a
larger pool. Lenders may retain the MBS or sell them to
other investors. MBS are not assets of Fannie Mae except
when acquired for investment purposes, nor are they
recorded as liabilities. In some instances, Fannie Mae buys
mortgage loans and concurrently enters into a forward sale
commitment. These loans are designated as held for sale
when acquired and sold from the portfolio as MBS.

Sellers of pools of mortgage loans may retain or transfer to
one or more third parties the primary default risk on loans
constituting the MBS pools, or they may elect to transfer this
credit risk to Fannie Mae. Fannie Mae receives a guaranty
fee for assuming the credit risk and guaranteeing timely
payment of principal and interest to MBS investors. The
guaranty fee paid by the lender varies, depending on the risk
profile of the loans securitized as well as the level of credit
risk assumed by Fannie Mae. Fannie Mae ultimately is
responsible for guaranteeing timely payment of principal and
interest to MBS investors whether or not Fannie Mae shares
primary default risk on loans underlying MBS. Fannie Mae
accrues a liability on its balance sheet for its guarantee
obligation based on the probability that mortgages
underlying MBS will not perform according to contractual
terms and the level of credit risk it has assumed. At
December 31, 2001, Fannie Mae had an accrued liability of

$598 million for estimated losses on its guaranty of MBS,
compared with $603 million at December 31, 2000.

Fannie Mae may adjust the monthly MBS guaranty fee rate
through 