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PART I—FINANCIAL INFORMATION

Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

You should read this Management’s Discussion and Analysis of Financial Condition and Results of Operations
(“MD&A”) in conjunction with our unaudited condensed consolidated financial statements and related notes,
and the more detailed information contained in our Annual Report on Form 10-K for the year ended
December 31, 2006 (“2006 Form 10-K”). The results of operations presented in our interim financial
statements and discussed in MD&A are not necessarily indicative of the results that may be expected for the
full year. Please refer to “Glossary of Terms Used in This Report” in our 2006 Form 10-K for an explanation
of key terms used throughout this discussion.

EXPLANATORY NOTE ABOUT THIS REPORT

We are filing this Quarterly Report on Form 10-Q for the first quarter of 2007 concurrently with the filing of
our Quarterly Reports on Form 10-Q for the second and third quarters of 2007. Where appropriate, the
information contained in these Forms 10-Q reflects information about our business through September 30,
2007.

We filed our 2006 Form 10-K on August 16, 2007, after filing our Annual Report on Form 10-K for the year
ended December 31, 2005 (“2005 Form 10-K”) on May 2, 2007 and our Annual Report on Form 10-K for the
year ended December 31, 2004 (“2004 Form 10-K”) on December 6, 2006. Our 2004 Form 10-K contained
our consolidated financial statements and related notes for the year ended December 31, 2004, as well as a
restatement of our previously issued consolidated financial statements and related notes for the years ended
December 31, 2003 and 2002, and for the quarters ended June 30, 2004 and March 31, 2004. The filing of the
2004 Form 10-K, the 2005 Form 10-K and the 2006 Form 10-K were delayed significantly as a result of the
substantial time and effort devoted to ongoing controls remediation, and systems reengineering and
development in order to complete the restatement of our financial results for 2003 and 2002, as presented in
our 2004 Form 10-K. We have made significant progress in our efforts to remediate material weaknesses that
have prevented us from reporting our financial results on a timely basis.

With the filing of our Quarterly Report on Form 10-Q for the third quarter of 2007 on a timely basis, we have
accomplished our goal of returning to current filing status. On June 8, 2007, we announced that we plan to file
our Annual Report on Form 10-K for the year ended December 31, 2007 (“2007 Form 10-K”) with the U.S.
Securities and Exchange Commission (“SEC”) on a timely basis. At this time, we are confirming our
expectation that we will file our 2007 Form 10-K on a timely basis.

INTRODUCTION

Fannie Mae is a mission-driven company, owned by private shareholders (NYSE: FNM) and chartered by
Congress to support liquidity and stability in the secondary mortgage market. Our business includes three
integrated business segments—Single-Family Credit Guaranty, Housing and Community Development, and
Capital Markets—that work together to provide services, products and solutions to our lender customers and a
broad range of housing partners. Together, our business segments contribute to our chartered mission
objectives, helping to increase the total amount of funds available to finance housing in the United States and
to make homeownership more available and affordable for low-, moderate- and middle-income Americans. We
also work with our customers and partners to increase the availability and affordability of rental housing.

Our Single-Family Credit Guaranty (“Single-Family”) business works with our lender customers to
securitize single-family mortgage loans into Fannie Mae mortgage-backed securities (‘“Fannie Mae MBS”) and
to facilitate the purchase of single-family mortgage loans for our mortgage portfolio. Revenues in the segment
are derived primarily from the guaranty fees the segment receives as compensation for assuming the credit risk
on the mortgage loans underlying single-family Fannie Mae MBS and on the single-family mortgage loans
held in our portfolio.



Our Housing and Community Development (“HCD”) business works with our lender customers to securitize
multifamily mortgage loans into Fannie Mae MBS and to facilitate the purchase of multifamily mortgage
loans for our mortgage portfolio. Our HCD business also helps to expand the supply of affordable housing by
investing in rental and for-sale housing projects, including rental housing that is eligible for federal low-
income housing tax credits. Revenues in the segment are derived from a variety of sources, including the
guaranty fees the segment receives as compensation for assuming the credit risk on the mortgage loans
underlying multifamily Fannie Mae MBS and on the multifamily mortgage loans held in our portfolio,
transaction fees associated with the multifamily business and bond credit enhancement fees. In addition,
HCD’s investments in rental housing projects eligible for the federal low-income housing tax credit generate
both tax credits and net operating losses that reduce our federal income tax liability. Other investments in
rental and for-sale housing generate revenue from operations and the eventual sale of the assets.

Our Capital Markets group manages our investment activity in mortgage loans and mortgage-related
securities, and has responsibility for managing our assets and liabilities and our liquidity and capital positions.
Through the issuance of debt securities in the capital markets, our Capital Markets group attracts capital from
investors globally that the company uses to finance housing in the United States. Our Capital Markets group
generates income primarily from the difference, or spread, between the yield on the mortgage assets we own
and the cost of the debt we issue in the global capital markets to fund these assets.

Although we are a corporation chartered by the U.S. Congress, the U.S. government does not guarantee,
directly or indirectly, our securities or other obligations. Our business is self-sustaining and funded exclusively
with private capital.



SELECTED FINANCIAL DATA

The selected consolidated financial data presented below is summarized from our condensed results of
operations for the three months ended March 31, 2007 and 2006, as well as from selected condensed
consolidated balance sheet data as of March 31, 2007 and December 31, 2006. This data should be read in
conjunction with this Management’s Discussion and Analysis of Financial Condition and Results of
Operations, as well as with the unaudited condensed consolidated financial statements and related notes
included in this report and with our audited consolidated financial statements and related notes included in our
2006 Form 10-K.

For the
Three Months Ended
March 31,

2007 2006

(Dollars and shares in
millions, except per
share amounts)

Income Statement Data:

Net Iinterest iNCOME . . . . o o v vttt e e et e e e e e e e e e e e e e e e $ 1,194 $ 2,012
Guaranty fee income . L 1,098 947
Losses on certain guaranty CONIACES . . . . . oo vttt ittt e e e e e e et e e e e e e (283) 27
Derivatives fair value gains (10SS€s), NEt. . . . . ...ttt (563) 906
Other income (10s8) ) . . . o 556 (561)
Credit-related expenses(3) .................................................... (321) (102)
NEtINCOME. . . . ottt et e e e e e e e e e e e 961 2,026
Preferred stock dividends and issuance costs at redemption . ... ........... ... .. .. ... (135) (122)
Net income available to common stockholders . ... ....... ... ... . . .. . . .. . . . . . ... 826 1,904

Common Share Data:

Earnings per share:

BasIC .« o $ 08 $ 196
Diluted . . . oo 0.85 1.94
Weighted-average common shares outstanding:
BasiC . .. 973 971
Diluted . . . .. 974 998
Cash dividends declared per common share . . ............ ...t $ 040 $ 026
New Business Acquisition Data:
Fannie Mae MBS issues acquired by third parties™ . ... ...... ... . ... . ... ... ....... $125,202  $105,676
Mortgage portfolio purchases'™ . . ... ... ... .. ... 36,157 37,984
New business acquisitions . . . . . . .. oo $161,359  $143,660




As of

March 31, December 31,
2007 2006

(Dollars in millions)

Balance Sheet Data:

Investments in securities:

Trading . . . o oottt $ 23,151 $ 11,514

Available-for-sale . . . . . .. . .. e 358,037 378,598
Mortgage loans:

Loans held for sale. . . .. .. ... . e 5,581 4,868

Loans held for investment, net of allowance .. .................. ... ... . 381,310 378,687
Total aSSeLS . . o . vt e 839,464 843,936
Short-term debt . . . . ... 158,410 165,810
Long-term debt . . . . ... 606,534 601,236
Total Habilities . . .. . ... o 797,907 802,294
Preferred StOCK . . . . . . . . e 8,408 9,108
Total stockholders’ equity . . . . ... ... ... i 41,431 41,506

Regulatory Capital Data:
Core capital ® . . ... $ 41,710 $ 41,950
1 42,575 42,703

Total capita

Mortgage Credit Book of Business Data:

Mortgage portfolio®™ . . . . $ 718,122  $ 728,932
Fannie Mae MBS held by third parties® ... ... ... .. ... ... ... .. .. .. .. . ..., 1,845,531 1,777,550
Other credit guaranties"'” . . ... ... 20,608 19,747
Mortgage credit book of business. . . . ... ... $2,584,261 $2,526,229
For the
Three Months
Ended
March 31,
2007 2006
Ratios:
Return on assets ratio! % L 0.39% 0.91%
Return on equity ratio 2% . L 10.1 25.5
Equity to assets ratio ' . 4.9 4.7
Dividend payout ratio ™. . L 472 12.9
Average effective guaranty fee rate (in basis points) '™, .. L 21.8 bp 20.4 bp

Credit loss ratio (in basis points)“ﬁ)*

()" Certain prior period amounts that previously were included as a component of “Fee and other income™ have been
reclassified to “Guaranty fee income” to conform to the current period presentation.

@ Consists of trust management income; investment gains (losses), net; debt extinguishment gains (losses), net; losses

from partnership investments; and fee and other income.
©)

)

Consists of provision for credit losses and foreclosed property expense.

Unpaid principal balance of Fannie Mae MBS issued and guaranteed by us and acquired by third-party investors
during the reporting period. Excludes securitizations of mortgage loans held in our portfolio.

) Unpaid principal balance of mortgage loans and mortgage-related securities we purchased for our investment

portfolio during the reporting period. Includes advances to lenders and mortgage-related securities acquired through
the extinguishment of debt.

©  The sum of (a) the stated value of outstanding common stock (common stock less treasury stock); (b) the stated value

of outstanding non-cumulative perpetual preferred stock; (c) paid-in-capital; and (d) our retained earnings. Core
capital excludes accumulated other comprehensive loss.

................................................ 32bp  l4bp



™ The sum of (a) core capital and (b) the total allowance for loan losses and reserve for guaranty losses, less (c) the

specific loss allowance (that is, the allowance required on individually impaired loans).
(®)

©

Unpaid principal balance of mortgage loans and mortgage-related securities held in our portfolio.

Unpaid principal balance of Fannie Mae MBS held by third-party investors. The principal balance of resecuritized
Fannie Mae MBS is included only once in the reported amount.

49" Includes single-family and multifamily credit enhancements that we have provided and that are not otherwise

reflected in the table.
an
(12)

Annualized net income available to common stockholders divided by average total assets during the period.

Annualized net income available to common stockholders divided by average outstanding common equity during the
period.
(13)

(14)

Average stockholders’ equity divided by average total assets during the period.

Common dividends declared during the period divided by net income available to common stockholders for the
period.

(5 Annualized guaranty fee income as a percentage of average outstanding Fannie Mae MBS and other guaranties

during the period.

16 Annualized charge-offs, net of recoveries and annualized foreclosed property expense, as a percentage of the average

total mortgage credit book of business during the period. Effective January 1, 2007, we have excluded any initial
losses recorded pursuant to Statement of Position No. 03-3, Accounting for Certain Loans or Debt Securities
Acquired in a Transfer, on loans purchased from trusts from our credit losses when the purchase price of delinquent
loans that we purchase from Fannie Mae MBS trusts exceeds the fair value of the loans at the time of purchase. We
have revised our presentation of credit losses for the three months ended March 31, 2006 to conform to the current
period presentation. Refer to “Risk Management—Credit Risk Management—Mortgage Credit Risk Management—
Credit Losses” for more information regarding this change in presentation.

Note:

* Average balances for purposes of the ratio calculations are based on beginning and end of period balances.

EXECUTIVE SUMMARY

Overview

We are in the midst of a significant correction in the housing and mortgage markets. The market downturn
that began in 2006 has continued through the first three quarters of 2007, with substantial declines in new and
existing home sales, housing starts, mortgage originations, and home prices, as well as significant increases in
inventories of unsold homes, mortgage delinquencies, and foreclosures. In recent months, the capital markets
also have been characterized by high levels of volatility, reduced levels of liquidity in the mortgage and
corporate credit markets, significantly wider credit spreads, and rating agency downgrades on a growing
number of mortgage-related securities. Beginning with the third quarter of 2007, these factors have had a
significant effect on our business. We expect these factors will continue to affect our financial condition and
results of operations through the end of 2007 and into 2008.

Management believes that some factors in this correction may benefit our business in the short or long term,
and that other factors in the correction may have a material adverse effect on our business. In particular, the
reduced liquidity accompanying this correction has affected observable market pricing data, causing
disruptions of historical pricing relationships and pricing gaps. This has had a negative impact on our
estimates of the fair value of our assets and obligations. Given this pricing disruption and the complexity of
our accounting policies and estimates, the amounts that we actually realize could vary significantly from our
fair value estimates.

Like other participants in the U.S. residential mortgage market, we have experienced and expect to continue to
experience adverse effects from this market correction, which are reflected in our financial results. These
include:

* Qur credit losses and credit-related expenses have increased significantly due to national home price
declines and economic weakness in some regional markets.



* Our “Losses on certain guaranty contracts” have increased significantly. As conditions in the housing
market have deteriorated and market liquidity has declined, our estimates of the compensation required by
market participants to assume our guaranty obligations, which is the basis we are required to use to
estimate these losses, have increased significantly. Because of the manner in which we account for these
contracts, we recognize an immediate loss in earnings at the time we issue MBS if our guaranty
obligation exceeds the fair value of our guaranty asset. We expect to recover that loss over time as the
associated MBS liquidates, while our credit losses over time will reflect our actual loss experience on
these transactions.

* Because of the significant disruption in the housing and mortgage markets during the third quarter of
2007, the indicative market prices we obtained from third parties in connection with our purchases of
delinquent loans from our MBS trusts have decreased significantly. This has caused us to reduce our
estimates of the fair value of these loans, resulting in a significant increase in our initial recorded losses
from these purchases.

* Increasing credit spreads and estimates of declines in future home prices have resulted in declines in the
fair value of our net assets.

These challenging market conditions have had a negative impact on our earnings, which has reduced the
amount of capital we hold to satisfy our regulatory capital requirements. We continue to maintain a strong
capital position, and our access to sources of liquidity has been adequate to meet our funding needs. If these
market and economic conditions continue, we may take actions to ensure that we meet our regulatory capital
requirements, including forgoing some business opportunities, selling assets or issuing additional preferred
equity securities.

We believe that some benefits from the market correction may enhance our strategic position in our market.
These include:

e The market for Alt-A, subprime and other nontraditional mortgages has declined significantly. As that
market has declined, the demand for more traditional mortgage products, such as 30-year fixed-rate
conforming loans, has increased significantly. These products represent our core business and have
historically accounted for the majority of our new business volume and profitability. Due to the higher
mix of mortgage-related securities backed by more traditional products and reduced competition from
private-label issuers of mortgage-related securities, our estimated market share of new single-family
mortgage-related securities issuances increased to approximately 41.2% for the third quarter of 2007, from
approximately 24.3% for the third quarter of 2006.

e We also have increased the guaranty fees we charge on new business. This increased pricing compensates
us for the added risk that we assume as a result of current market conditions.

* As a result of the growing need for credit and liquidity in the multifamily market beginning in the third
quarter of 2007, our HCD business produced higher guaranty fee rates on new multifamily business and
faster growth in our multifamily guaranty book of business.

e QOur total mortgage credit book of business has increased by 10% during the first nine months of 2007,
from $2.5 trillion outstanding at December 31, 2006 to $2.8 trillion outstanding at September 30, 2007.

In addition, following a thorough review of our costs, we implemented a broad reengineering initiative that we
expect will reduce our total administrative expenses by more than $200 million in 2007 as compared with
2006. With the filing of our Forms 10-Q today, we have become current in our SEC periodic financial
reporting.

Our business is also significantly affected by general conditions in the financial markets. During the first nine
months of 2007, conditions in the financial markets contributed to the following financial results, compared
with the first nine months of 2006:

* A decrease in our net interest income and net interest yield due to the higher cost of debt.



e An increase in losses on trading securities and unrealized losses on available-for-sale securities.
* An increased level of period-to-period volatility in the fair value of our derivatives and securities.

During the first nine months of 2007, our ability to issue debt and equity at rates we consider attractive has
not been impaired. In addition, we have experienced a lower level of impairments on investment securities
during the first nine months of 2007 than we experienced during the same period in 2006.

Summary of Our Financial Results

Net income for the first quarter of 2007 was $961 million, a decrease of $1.1 billion, or 53%, from the first
quarter of 2006. Diluted earnings per share decreased by 56% to $0.85. Refer to “Consolidated Results of
Operations” below for a more detailed discussion of our financial results for the first quarter of 2007.

Market and Economic Factors Affecting Our Business

Mortgage and housing market conditions, which significantly affect our business and our financial
performance, have worsened since the end of 2006. The housing market downturn that began in the second
half of 2006 continued through the first three quarters of 2007 and into the fourth quarter of 2007. The most
recent available data for the quarter ended September 30, 2007 show substantial declines in new and existing
home sales, housing starts and mortgage originations compared with prior year levels. Moreover, home prices
declined on a national basis during the first three quarters of 2007. Additionally, overall housing demand
decreased over the past year because of a slowdown in the overall economy, affordability constraints, and
declines in demand for investor properties and second homes, which had been a key driver of overall housing
activity. Housing market conditions have deteriorated significantly in some Midwestern states, particularly in
Michigan, Ohio and Indiana, which have experienced weak economic conditions and job losses. Additionally,
in recent quarters, housing market weakness has expanded to other states, including Arizona, California,
Florida and Nevada, where home prices had risen most dramatically and investor demand had been the highest
in recent years. Inventories of unsold homes have risen dramatically over the past year, putting additional
downward pressure on home prices.

These challenging market and economic conditions caused a material increase in mortgage delinquencies and
foreclosures during 2007. The resetting of a substantial number of adjustable-rate mortgages (“ARMs”) to
higher interest rates has also contributed to the increase in mortgage delinquencies and foreclosures. A
mortgage loan foreclosure may occur when the borrower on an ARM is unable to make the higher payments
required after an interest-rate adjustment, and is unable to either refinance the loan or sell the home for an
amount sufficient to pay off the mortgage. Based on data provided by LoanPerformance, an independent
provider of mortgage market data, as of the end of 2006, we estimate that there were approximately

$150 billion in ARMs backing private-label subprime mortgage-related securities that were scheduled to reset
for the first time at some point during 2007, subjecting those borrowers to significant payment shock. In
addition, as of the end of July 2007, we estimate that there were approximately $185 billion in ARMs backing
private-label subprime mortgage-related securities with payments that were scheduled to reset initially
sometime in 2008. These resets could result in a further sharp increase in delinquency and foreclosure rates.
The rising number of mortgage defaults and foreclosures, combined with declining home prices on a national
basis and weak economic conditions in some regions, has resulted in significant increases in credit losses.

The credit performance of subprime and Alt-A loans, as well as other higher risk loans, has deteriorated
sharply during the past year, and even the prime conventional portion of the mortgage market has seen signs
of credit distress. Concerns about the potential for even higher delinquency rates and more severe credit losses
have resulted in increases in mortgage rates in the non-conforming and subprime portions of the market. Many
lenders have tightened lending standards or elected to stop originating subprime and other higher risk loans
completely, which has adversely affected many borrowers seeking alternative financing to refinance out of
ARMs resetting to higher rates.

The reduction in liquidity and funding sources in the mortgage credit market has led to a substantial shift in
mortgage originations. The share of traditional fixed-rate conforming mortgages has increased substantially,



while the share of Alt-A and subprime mortgages has dropped significantly. Moreover, credit concerns and the
resulting liquidity issues have affected the general financial markets. In recent months, the financial markets
have been characterized by high levels of volatility, reduced levels of liquidity in the mortgage and corporate
credit markets, significantly wider credit spreads and rating agency downgrades on a growing number of
mortgage-related securities. In response to concerns over liquidity in the financial markets, the Federal
Reserve reduced its discount rate in August, September and October 2007 by a total of 125 basis points to
5.00% and lowered the federal funds rate in September and October 2007 by a total of 75 basis points to
4.50%. After rising in the first half of the year, long-term bond yields declined during the third quarter of
2007. As short-term interest rates decreased in the third quarter of 2007, the spread between long- and short-
term interest rates widened, resulting in a steepening of the yield curve.

Outlook

We expect housing market weakness to continue in 2007 and 2008. We believe the continued downturn in
housing will lead to further declines in mortgage originations in 2007 and 2008, and contribute to slower
growth in U.S. residential mortgage debt outstanding (“MDO”) in 2007 and 2008. Based on our current
market outlook, we expect:

* A relatively stable net interest yield for the remainder of 2007.

e Growth in our single-family guaranty book of business at a faster rate than the rate of overall MDO
growth.

* A continued increase in our guaranty fee income for 2007.

* A significant increase in losses on certain guaranty contracts for 2007 as compared with 2006, due to the
continued weakening in the housing and mortgage market.

A significant increase in credit-related expenses and credit losses for both 2007 and 2008 as compared
with the previous years, due to continued home price declines.

* Continued volatility in our net income, stockholders’ equity and regulatory capital due to market
conditions and the effects of the manner in which we account for changes in the fair value of our
derivatives and trading securities.

We provide additional detail on trends that may affect our result of operations, financial condition and
regulatory capital position in future periods in “Consolidated Results of Operations” below.

CRITICAL ACCOUNTING POLICIES

The preparation of financial statements in accordance with U.S. generally accepted accounting principles
(“GAAP”) requires management to make a number of judgments, estimates and assumptions that affect the
reported amount of assets, liabilities, income and expenses in the consolidated financial statements.
Understanding our accounting policies and the extent to which we use management judgment and estimates in
applying these policies is integral to understanding our financial statements. In our 2006 Form 10-K, we
identified the following as our critical accounting polices:

* Fair Value of Financial Instruments

* Amortization of Cost Basis Adjustments on Mortgage Loans and Mortgage-Related Securities
* Allowance for Loan Losses and Reserve for Guaranty Losses

e Assessment of Variable Interest Entities

Our 2006 Form 10-K contains a discussion of the judgments and assumptions made in applying these policies
and how changes in assumptions may impact our consolidated financial statements. Refer to “Notes to
Condensed Consolidated Financial Statements—Note 1, Summary of Significant Accounting Policies” for



updated information regarding our significant accounting policies, including the expected impact on our
consolidated financial statements of recently issued accounting pronouncements.

As noted in our 2006 Form 10-K, we evaluate our critical accounting estimates and judgments required by our
policies on an ongoing basis and update them as necessary based on changing conditions. We consider the
estimation of fair value of our financial instruments to be our most critical accounting estimate because a
substantial portion of our assets and liabilities are recorded at estimated fair value, and, in certain
circumstances, our valuation techniques involve a high degree of management judgment. The downturn in the
housing market and reduced liquidity in the credit markets, along with the uncertainty in the financial markets
arising from these conditions, resulted in significant market volatility and a disruption of historical pricing
relationships between certain financial instruments during the third quarter of 2007. This significant change in
market conditions has had widespread implications on how companies measure the fair value of certain
financial instruments. Accordingly, we have provided an update to our critical accounting policy on fair value
to discuss how these recent market conditions have affected the determination of fair value for some of our
financial instruments, most notably our guaranty assets and guaranty obligations.

Fair Value of Financial Instruments

Fair value is defined as the amount at which a financial instrument could be exchanged in a current
transaction between willing, unrelated parties, other than in a forced or liquidation sale. We use one of the
following three practices for estimating fair value, the selection of which is based on the availability and
reliability of relevant market data: (1) actual, observable market prices or market prices obtained from
multiple third parties when available; (2) market data and model-based interpolations using standard models
widely accepted within the industry if market prices are not available; or (3) internally developed models that
employ techniques such as a discounted cash flow approach and that include market-based assumptions, such
as prepayment speeds and default and severity rates, derived from internally developed models. Price
transparency tends to be limited in less liquid markets where quoted market prices or observable market data
may not be available. We regularly refine and enhance our valuation methodologies to correlate more closely
to observable market data. When observable market prices or data are not readily available or do not exist, the
estimation of fair value may require significant management judgment and assumptions. See

“Part II—Item 1A—Risk Factors” for a discussion of the risks and uncertainties related to our use of valuation
models.

Guaranty Assets and Guaranty Obligations

The recent changes in market conditions have had a significant impact on the estimation of the net fair value
of our guaranty assets and guaranty obligations. As guarantor of our Fannie Mae MBS issuances, at inception
we recognize a non-contingent liability for the fair value of our obligation to stand ready to perform over the
term of the guaranty as a component of “Guaranty obligations” in our consolidated balance sheets. The fair
value of this obligation represents management’s estimate of the amount that we would expect to pay a third
party of similar credit standing to assume our obligation.

Our guaranty business volume is generated through either our flow or bulk transaction channels. The contract
terms and level of pricing flexibility for loans guaranteed through these channels differ and may adversely
impact the estimated fair value of our guaranty obligations and losses on certain guaranty contracts. In our
flow business, we enter into agreements that generally set base guaranty fee pricing for a lender’s future
delivery of individual loans to us over a specified time period. Because we have established the base guaranty
fee pricing for a specified time period, we may be limited in our ability to renegotiate the pricing on our flow
transactions with individual lenders to reflect changes in market conditions and the credit risk of mortgage
loans that meet our eligibility standards. As a result, the estimated amount that we would be required to pay a
third party of similar credit standing to assume our obligation may be higher than our contractual price. Our
bulk business consists of transactions in which a defined set of loans are to be delivered to us in bulk, and we
have the opportunity to review the loans for eligibility and pricing prior to delivery in accordance with the
terms of the specific contract for such transactions. We generally have greater ability to select risks in the bulk



transaction channel and to adjust our pricing more rapidly to reflect changes in market conditions and the
credit risk of the specific transactions.

Our guaranty obligations consist of future expected credit losses, including any unrecoverable principal and
interest over the expected life of the underlying mortgages of our Fannie Mae MBS and foreclosure costs,
estimated administrative and other costs related to our guaranty, and any deferred profit amounts. We base the
fair value of the guaranty obligations that we record when we issue Fannie Mae MBS on market information
obtained from spot transaction prices, when available. In the absence of spot transaction data, which is the
case for the substantial majority of our Fannie Mae MBS issuances, we estimate the fair value using
simulation models that estimate our potential future credit losses and calculate the present value of the
expected cash flows associated with our guaranty obligations under various economic scenarios. The key
inputs and assumptions for our models include default and severity rates. We also incorporate a market rate of
return that we derive from observable market data. The objective of our valuation models is to estimate the
amount that we would expect to pay a third party of similar credit standing to assume our guaranty obligation
under current market conditions. Because of the recent significant reduction in liquidity in the mortgage and
credit markets and increased volatility, estimating the fair value of our guaranty obligations has become more
difficult in some cases and the degree of management judgment involved has increased. Although we review
the reasonableness of the results of our simulation models by comparing those results with available market
information, it is possible that different assumptions and inputs could produce a materially different estimate
of the fair value of our guaranty obligations, particularly in the current market environment.

The fair value of our guaranty obligations is highly sensitive to changes in the market’s expectation for future
levels of home price appreciation. When there is a market expectation of a decline in home prices, the level of
credit risk for a mortgage loan tends to increase because the market anticipates a likelihood of higher credit
losses. Incorporating this expectation of higher credit losses into our simulation models results in a significant
increase in the estimated fair value of our guaranty obligations and increases the losses recognized at inception
on certain guaranty contracts. Based on our experience, however, we expect our actual future credit losses to
be significantly less than the estimated increase in the fair value of our guaranty obligations, as the fair value
of our guaranty obligations includes not only future expected credit losses but also the economic return that
we believe a third party would require to assume that credit risk. Our combined allowance for loan losses and
reserve for guaranty losses reflects our estimate of the probable credit losses inherent in our mortgage credit
book of business. We disclose on a quarterly basis the estimated impact on our expected credit losses from an
immediate 5% decline in single-family home prices for the entire United States. See “Risk Management—
Credit Risk Management—Mortgage Credit Risk Management” for our credit loss sensitivity disclosures.
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CONSOLIDATED RESULTS OF OPERATIONS

The following discussion of our consolidated results of operations is based on a comparison of our results
between the first quarter of 2007 and the first quarter of 2006. Table 1 presents a summary of our unaudited
condensed consolidated results of operations for these periods.

Table 1: Summary of Condensed Consolidated Results of Operations

For the
Three Months
Ended
March 31, Variance
2007 2006 $ %

(Dollars in millions, except
per share amounts)

Net interest iNCOME . . . . . o vttt e e e e e e e e e e e e e e $1,194  $2,012 $ (818) (4%
Guaranty fee income'™ . .. ... 1,098 947 151 16
Trust management income™. . . .. ... 164 — 164 —
Fee and other income'™ . . . ... ... ... 208 291 (83) (29
Net revVenuUes . . . . . . . ... 2,664 3,250 (586) (18)
Losses on certain guaranty CONracts . . .. .. ... couvvvun et ennneenneen.. (283) 27 (256) (948)
Investment gains (1osses), net . . .. ... ... 356 (675) 1,031 153
Derivatives fair value gains (losses), net. . .. .......... .o, (563) 906 (1,469) (162)
Losses from partnership investments . . .. .......... .t (165) (194) 29 15
AdmINiStrative EXPeNSES. . « . v v v vt e e e e e e e (698) (708) 10 1
Credit-related expenses™ . . ... ... ... ... (321) (102) (219) (215)
Other non-interest expenses™ . . . . ... ... ... ... (99) (16) (83) (519)
Income before federal income taxes and extraordinary gains (losses). ........... 891 2,434 (1,543) (63)
Benefit (provision) for federal income taxes. . . ... ... ..., 73 (409) 482 118
Extraordinary gains (losses), net of tax effect . . . ......... ... . ... ... . ... 3) 1 4) (400)
NetinCome . . . . ... ... $ 961 $2,026 $(1,065) (53)%
Diluted earnings per common share . . . . ............................. $08 $194 $ (1.09 (560)%

()" Certain prior period amounts that previously were included as a component of “Fee and other income” have been

reclassified to “Guaranty fee income” to conform to the current period presentation.

@ We began separately reporting the revenues from trust management fees in our condensed consolidated statements of

income effective January 1, 2007. We previously included these revenues, which totaled approximately $143 million
for the three months ended March 31, 2006, as a component of interest income.
3)

4)

Consists of provision for credit losses and foreclosed property expense.

Consists of debt extinguishment gains (losses), net, minority interest in earnings of consolidated subsidiaries and other
expenses.

Our business generates revenues from four principal sources: net interest income, guaranty fee income, trust
management income, and fee and other income. Other significant factors affecting our net income include
changes in the fair value of our derivatives, the timing and size of investment gains and losses, equity
investments, losses on certain guaranty contracts, credit-related expenses and administrative expenses. We
provide a comparative discussion of the effect of our principal revenue sources and other listed items on our
condensed consolidated results of operations for the three months ended March 31, 2007 and 2006 below. We
also discuss other significant items presented in our unaudited condensed consolidated statements of income.
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Net Interest Income

Table 2 presents an analysis of our net interest income and net interest yield for the three months ended

March 31, 2007 and 2006.

Table 2: Analysis of Net Interest Income and Yield

Interest-earning assets:
Mortgage loans®. ... ..............
Mortgage securities . . ..............
Non-mortgage securities® ... ... .....

Federal funds sold and securities
purchased under agreements to resell . .

Advances to lenders . . .. ............
Total interest-earning assets . ...........

Interest-bearing liabilities:
Short-term debt . . .. ... ... .. ...
Long-termdebt . . ......... ... ....

Federal funds purchased and securities
sold under agreements to repurchase. . .

Total interest-bearing liabilities . . ... ... ..
Impact of net non-interest bearing funding . .

Net interest income/net interest yield® . . . .

For the Three Months Ended March 31,

2007 2006
Interest Average Interest Average
Average Income/ Rates Average Income/ Rates
Balance”  Expense  Earned/Paid  Balance’”  Expense  Earned/Paid
(Dollars in millions)
$385,810  $ 5,385 5.58% $367,848  $ 5,082 5.53%
331,229 4,567 5.52 365,185 4,791 5.25
62,195 836 5.37 43,430 486 4.48
13,666 182 5.32 10,354 117 4.51
4,674 36 3.11 3,876 28 2.93
$797,574  $11,006 5.52% $790,693  $10,504 5.31%
$161,575 $ 2,213 5.48% $161,541  $ 1,646 4.08%
602,804 7,596 5.04 597,644 6,842 4.58
210 3 5.33 331 4 4.42
$764,589  $ 9,812 13% $759,516  $ 8,492 4.47%
$ 32,985 0.21% $ 31,777 0.18%
$ 1,194 0.60% $ 2,012 1.02%

" The average balances for mortgage loans, advances to lenders and short- and long-term debt have been calculated
based on the average of the amortized cost amount as of the beginning of each period and the amortized cost amount
as of the end of each month within the respective period. This method was also used to calculate the average balance
for mortgage securities for the three months ended March 31, 2006. The average balances for all other categories and

periods have been calculated based on a daily average.

@
March 31, 2007 and 2006, respectively.

& Includes cash equivalents.

4)

balance of our total interest-earning assets during the period.
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Table 3 presents the total variance, or change, in our net interest income between the three months ended
March 31, 2007 and 2006, and the extent to which that variance is attributable to (1) changes in the volume of
our interest-earning assets and interest-bearing liabilities or (2) changes in the interest rates of these assets and
liabilities.

Table 3: Rate/Volume Analysis of Net Interest Income
For the Three Months Ended

March 31,
2007 vs. 2006
Total ~ YarianceDueto:)
Variance Volume Rate

(Dollars in millions)
Interest income:

Mortgage J0ans . . . . ..ottt $ 303 $251 $ 52
MOTEZAZE SECUTILIES .« . . o v vt et e e e e e e e e e e (224) (460) 236
Non-mortgage securities® ... 350 239 111
Federal funds sold and securities purchased under agreements to resell . ............ 65 42 23
Advances to lenders. . . .. ... L 8 6 2
Total interest INCOME . . . . . . .ot e e e e e e e e e e 502 78 424
Interest expense:
Short-term debt . . . ... ... . 567 — 567
Long-term debt . . . . . . ... 754 60 694
Federal funds purchased and securities sold under agreements to repurchase. . ... ... .. (1) (2) 1
Total INtEreSt EXPEISE . . . v« v o v e e e e e e e e e e e e e e e e e 1,320 58 1,262
Net INterest INCOME . . . . o v v v e e e e e e e e e e e e e e e e $ (818) $ 20 $ (838)

(e)]
(@]

Combined rate/volume variances are allocated to both rate and volume based on the relative size of each variance.

Includes cash equivalents.

Net interest income of $1.2 billion for the first quarter of 2007 decreased by 41% from the first quarter of
2006, driven by a 41% (42 basis points) decline in our net interest yield to 0.60%. The overall increase of
66 basis points in the average cost of our debt, to 5.13%, more than offset a 21 basis points increase in the
average yield on our interest-earning assets, to 5.52%.

We continued to experience compression in our net interest yield during the first quarter of 2007, largely
attributable to the increase in our short-term and long-term debt costs as we continued to replace, at higher
interest rates, maturing debt that we had issued at lower interest rates during the past few years. In addition, as
discussed below, effective January 1, 2007, we reclassified the fees we receive from the interest earned on
cash flows between the date of remittance by servicers and the date of distribution to MBS certificateholders,
which we refer to as float income, from “Interest income” to “Trust management income.” The reclassification
of these fees contributed to the decrease in our net interest yield, resulting in a reduction of approximately

8 basis points for the three months ended March 31, 2007.

As discussed below in “Derivatives Fair Value Gains (Losses), Net,” we consider the net contractual interest
accruals on our interest rate swaps to be part of the cost of funding our mortgage investments. These amounts,
however, are reflected in our condensed consolidated statements of income as a component of “Derivatives fair
value gains (losses), net.” Although we experienced an increase in the average cost of our debt for the three
months ended March 31, 2007, we recorded net contractual interest income on our interest rate swaps totaling
$34 million for the three months ended March 31, 2007. In comparison, we recorded net contractual interest
expense of $171 million for the three months ended March 31, 2006. The economic effect of the interest
accruals on our interest rate swaps, which is not reflected in the comparative net interest yields presented
above, resulted in a reduction in our funding costs of approximately 1 basis point for the three months ended
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March 31, 2007. The economic effect of interest accruals on our interest rate swaps resulted in an increase in
our funding costs of approximately 9 basis points for the three months ended March 31, 2006.

Our net interest yield was 0.52% and 0.57% for the three and nine months ended September 30, 2007. Based
on the current composition of our portfolio, our expected investment activity for the remainder of the year and
the current interest rate environment, we expect our net interest yield to remain relatively stable for the
remainder of 2007.

Guaranty Fee Income

Table 4 shows the components of our guaranty fee income, our average effective guaranty fee rate, and Fannie
Mae MBS activity for the three months ended March 31, 2007 and 2006.

Table 4: Guaranty Fee Income and Average Effective Guaranty Fee Rate'”

For the Three Months Ended March 31,
2007 2006
Amount Rate® Amount Rate® Variance
(Dollars in millions)

Guaranty fee income/average effective guaranty fee rate,
excluding certain fair value adjustments and buy-up

IMPAITMENt . . oottt et e e e e $ 1,100 21.8bp $ 949 20.4 bp 16%
Net change in fair value of buy-ups and guaranty assets® . . . . 2 — — — —
Buy-up impairment . ... ... ... 4) — 2) — 100

Guaranty fee income/average effective guaranty fee rate™®. .. $ 1,098 1.8bp $ 947 204bp _16%

Average outstanding Fannie Mae MBS and other
guaranties®. ... ... $2,017,471 $1,858,383 9%

Fannie Mae MBS issues” .. ... .o 132,423 114,559 16

" Guaranty fee income consists of contractual guaranty fees related to Fannie Mae MBS held in our portfolio and held
by third-party investors, adjusted for (1) the amortization of upfront fees and impairment of guaranty assets, net of a
proportionate reduction in the related guaranty obligation and deferred profit, and (2) impairment of buy-ups. The
average effective guaranty fee rate reflects our average contractual guaranty fee rate adjusted for the impact of
amortization of deferred amounts and buy-up impairment. Losses recognized at inception on certain guaranty contracts
are excluded from guaranty fee income and the average effective guaranty fee rate, but as described in footnote 5
below, the subsequent recovery of these losses over the life of the loans underlying the MBS issuances is reflected in
our guaranty fee income and average effective guaranty fee rate.

) Presented in annualized basis points and calculated based on guaranty fee income components divided by average

outstanding Fannie Mae MBS and other guaranties for each respective period.

) Consists of the effect of the net change in fair value of buy-ups and guaranty assets from portfolio securitization
transactions subsequent to January 1, 2007. We include the net change in fair value of buy-ups and guaranty assets
from portfolio securitization transactions in guaranty fee income in our condensed consolidated statements of income
pursuant to our adoption of Statement of Financial Accounting Standards (“SFAS”) No. 155, Accounting for Certain
Hybrid Financial Instruments, an amendment of SFAS 133 and SFAS 140 (“SFAS 155”). We prospectively adopted
SFAS 155 effective January 1, 2007. Accordingly, we did not record a fair value adjustment in earnings during 2006.

&) Certain prior period amounts that previously were included as a component of “Fee and other income” have been

reclassified to “Guaranty fee income” to conform to the current period presentation.

) Losses recognized at inception on certain guaranty contracts are recorded as a component of our guaranty obligation.

We amortize a portion of our guaranty obligation, which includes these losses, into income each period in proportion
to the reduction in the guaranty asset for payments received. This amortization increases our guaranty fee income and
reduces the related guaranty obligation. The amortization of the guaranty obligation associated with losses recognized
at inception on certain guaranty contracts totaled $92 million and $55 million for the three months ended March 31,
2007 and 2006, respectively.

© Other guaranties includes $20.6 billion and $19.7 billion as of March 31, 2007 and December 31, 2006, respectively,
and $21.2 billion and $19.2 billion as of March 31, 2006 and December 31, 2005, respectively, related to long-term
standby commitments we have issued and credit enhancements we have provided.
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) Reflects unpaid principal balance of Fannie Mae MBS issued and guaranteed by us, including mortgage loans held in

our portfolio that we securitized during the period and Fannie Mae MBS issued during the period that we acquired for
our portfolio.

The 16% increase in guaranty fee income for the first quarter of 2007 from the first quarter of 2006 resulted
from a 9% increase in average outstanding Fannie Mae MBS and other guaranties, and a 7% increase in the
average effective guaranty fee rate to 21.8 basis points from 20.4 basis points.

Growth in average outstanding Fannie Mae MBS and other guaranties for the first quarter of 2007 was
attributable to an increase in Fannie Mae MBS issuances and a slower liquidation rate on our mortgage credit
book of business. Although mortgage origination volumes fell during the first quarter of 2007, our market
share of MBS issuances increased due to the shift in the product mix of mortgage originations back to more
traditional conforming products, such as 30-year fixed-rate loans, which represent our core product and
historically have accounted for the majority of our new business volume, and reduced competition from
private-label issuers of mortgage-related securities.

The increase in our average effective guaranty fee rate, which excludes the effect of losses recorded at
inception on certain guaranty contracts, was attributable to targeted pricing increases on new business to
reflect the higher risk premium resulting from the overall market increase in mortgage credit risk pricing, an
increase in our acquisition of Alt-A mortgage loans, which generally have higher guaranty fee rates, and an
increase in the accretion of our guaranty obligation and deferred profit into income.

Because of our increased market share, we expect our single-family guaranty book of business to grow at a
faster rate than the rate of overall M