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ended June 30, 2007, our total issuance of multifamily Fannie Mae MBS totaled $2.1 billion and
our total mortgage credit book of business increased to an estimated $158 billion as of June 30,
2007.

We participated in financing $[ ] billion in multifamily rental housing in 2006, which included
debt financing through lender partners and investments in low-income housing tax credits
(LIHTC) partnerships. At the end of 2006, we estimate that we held or guaranteed approximately
17% of U.S. multifamily mortgage debt outstanding.

Our tax-advantaged investments, primarily our LIHTC partnerships, continued to contribute
significantly to net income by lowering our effective corporate tax rate. LIHTC investments
totaled $8.8 billion in 2006 compared with $7.7 billion in 2005. The tax benefit associated with
our LIHTC investments was the primary reason our 2006 effective corporate tax-rate was reduced
from the federal statutory rate of 35% to 4%.

A detailed discussion of the operations, results and factors impacting our HCD business can be
found in “Business Segment Results—HCD Business.”

Capital Markets Results

Our Capital Markets group generated net income of $1.6 billion, $3.1 billion and $2.0 billion in
2006, 2005 and 2004, respectively.

Our gross mortgage portfolio balance as of December 31, 2006 was essentially unchanged from
the balance as of December 31, 2005, decreasing by less than 1% to $724 .4 billion. Net interest
income decreased substantially in 2006 due to a lower average portfolio balance and a decline in
the spread between the average yield on these assets and our borrowing costs. This decline was
offset by a 92%, or $1.2 billion, decline in interest expense accruals on interest rate swaps, which
we consider an important component of our cost of funding. Our gross mortgage portfolio balance
decreased to $722.5 billion as of June 30, 2007, from $724.4 billion as of December 31, 2006. Our
gross mortgage portfolio balance is calculated as the unpaid principal balances of our mortgage
loans, and does not reflect, for example, market valuation adjustments, allowance for loan losses,
impairments, unamortized premiums and discounts and the amortization of discounts, premiums,
and issuance costs.

The effective management of interest rate risk is fundamental to the overall management of our
Capital Markets group. We accept interest rate risk that is incidental to our investment activities,
but we do not seek to generate significant returns from taking interest rate risk. We believe one
measure of the general effectiveness of our interest rate risk management is reflected in our
average monthly duration gap, which has not exceeded plus or minus one month in any month
since October 2004.

A detailed discussion of the operations, results and factors impacting our Capital Markets group
can be found in “Business Segment Results—Capital Markets Group.”
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Key 2006 Priorities

We evaluated our performance in 2006 based not only on our financial results, but also in terms of
key non-financial priorities for the year. We entered 2006 focused on building a fundamentally
stronger and more sound company while managing our businesses effectively in an extremely
challenging competitive environment. We gained further clarity on areas of deficiency or
weakness in our company in two reports issued during the course of 2006. In February 2006, the
law firm of Paul, Weiss, Rifkind, Wharton & Garrison LLP issued a report which was the result of
an extensive, independent investigation commissioned by our Board of Directors that reviewed
matters related to our accounting, governance, structure and internal controls. In May 2006,
OFHEQO released the final report of its special examination. Our overriding objective, to
effectively and expeditiously address matters raised in these reports while working to achieve our
primary mission and business objectives, was reflected in the following corporate priorities, which
were approved by our Board for 2006.

o Stabilization: Completing the restatement of our financial statements, effectively managing
our capital surplus, building strong and productive relationships with our regulators, and
strengthening relationships with our shareholders and the investment community. These
formed the key elements of our objective to stabilize our company.

o We completed the restatement of our financial statements with the filing of our 2004 10-K
on December 6, 2006. We achieved other milestones in our efforts to become a current filer
when we filed our 2005 10-K on May 2, 2007, and with the filing of this 2006 10-K. We
have previously indicated that we expect to become a current filer by the end of February
2008.

o We made progress toward our stated objective of establishing a common stock dividend
competitive with a peer group of large financial institutions by increasing our dividend in
the fourth quarter of 2006 and again in the second quarter of 2007. Additionally, our efforts
to effectively deploy excess capital have included the redemption of two expensive series of
preferred shares.

o We view our comprehensive settlements with OFHEO and the SEC, announced on May 23,
2006, as an important early step in building strong relationships with our regulators.

e Building our businesses: Building on the existing strengths of our three businesses. This was a
key objective for 2006. During the year, we introduced a number of initiatives focused on
optimizing business operations, increasing profitability, and identifying opportunities to expand
sources of revenue within our charter. For example, our Capital Markets group teamed with our
HCD business to add multifamily-only CMBS to the asset classes in which we invest. In our
Single-Family business, we continued to work with our lender partners to support mortgage
products across a broader range of the credit spectrum in ways that we believe will represent an
attractive use of our shareholders’ capital.

e Deliver on mission: Achieving our mission objectives, which we view as one of the primary
measures of our company’s success. In 2006, we took significant steps to address the
challenges of meeting our HUD goals, including implementing enhancements to
MyCommunityMortgage®, an affordable housing outreach program. In 2007, we introduced
HomeStay™, a set of initiatives designed to help our lender partners protect borrowers and to
provide some stability to the subprime mortgage market.
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o [nstill operational discipline: Making continued progress in building out robust controls and
instilling operational discipline into all of our functions was a key 2006 priority. We have also
made considerable progress in our efforts to remediate identified material weaknesses in our
internal control over financial reporting. At December 31, 2005, we reported 20 material
weaknesses. During 2006 and the first two quarters of 2007, we reduced the number of
outstanding material weaknesses to four, and for each remaining material weakness,
remediation plans are either underway or have been completed and await testing for
effectiveness.

o Changing our culture: Focusing on reshaping the culture of Fannie Mae to fully reflect the
levels of service, engagement, accountability and good management that we believe should
characterize a company privileged to serve such an important role in a large and vital market.
This continues to be a priority of the company.

Current Corporate Priorities

We have adopted and are aggressively pursuing the following key corporate objectives, which we
believe will contribute to the achievement of our mission and business objectives:

o (Grow Revenue: We are engaged in a company-wide effort to explore additional opportunities
to serve mortgage lenders, housing agencies and organizations, investors, shareholders, the
housing finance market and the company’s affordable housing mission with the goal of
increasing our revenue base.

o Reduce Costs: Management is committed to cost competitiveness and productivity, and, to that
end, has undertaken a company-wide effort to reduce our projected ongoing daily operations
costs in 2007 by $200 million[, excluding restructuring costs,] compared to 2006. For the
longer-term, management intends to reduce the overall cost basis of the company through
focused efforts to streamline operations and increase productivity. Our stated objective is to
reduce our daily operations costs, which excludes costs associated with our efforts to return to
current financial reporting and various costs that we do not expect to incur on a regular basis, to
approximately $2 billion in 2008.

o Fxceed Mission: In 2006, we achieved all of our housing goals and subgoals. Our objective is
to continue to support the populations targeted by the housing goals by developing products to
reach underserved populations and those with unique needs, such as residents of the Gulf
Coast. We also intend to provide and expand, as far as possible, liquidity to the overall
mortgage market.

o “Get Current”: This key objective refers to our commitment to complete and file our 2006 and
2007 financial statements and remediation of the company’s operational and control
weaknesses. Becoming a current filer with effective internal controls is a top priority.

o Operate in “Real Time”: We have set a longer-term goal of reengineering the company’s
business operations to make the enterprise more streamlined, efficient, productive and
responsive to the market, lender customers and partners, and regulators.

o Accelerate Culture Change: Strengthening our corporate culture remains a top corporate
priority. Fannie Mae’s culture change efforts are designed to foster professionalism,
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competitiveness, and humility through the attributes of service, engagement, accountability
and, good management.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in accordance with 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. We describe our most
significant accounting policies in “Notes to Consolidated Financial Statements—Note 1, Summary
of Significant Accounting Policies.”

We have identified four of our accounting policies that require significant estimates and judgments
and have a significant impact on our financial condition and results of operations. These policies
are considered critical because the estimated amounts are likely to fluctuate from period to period
due to the significant judgments and assumptions about highly complex and inherently uncertain
matters and because the use of different assumptions related to these estimates could have a
material impact on our financial condition or results of operations. These four accounting policies
are: (1) the fair value of financial instruments; (i1) the amortization of cost basis adjustments using
the effective interest method; (iii) the allowance for loan losses and reserve for guaranty losses;
and (iv) the assessment of variable interest entities. 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. Management has discussed each of these significant accounting policies,
the related estimates and its judgments with the Audit Committee of the Board of Directors.

Fair Value of Financial Instruments

The use of fair value to measure our financial instruments is fundamental to our financial
statements and is our most critical accounting estimate because a substantial portion of our assets
and liabilities are recorded at estimated fair value. In certain circumstances, our valuation
techniques may involve a high degree of management judgment. The principal assets and
liabilities that we record at fair value, and the manner in which changes in fair value affect our
earnings and stockholders’ equity, are summarized below.

o Derivatives initiated for risk management purposes and mortgage commitments: Recorded in
the consolidated balance sheets at fair value with changes in fair value recognized in earnings;

o Guaranty assets and guaranty obligations: Recorded in the consolidated balance sheets at fair
value at inception of the guaranty obligation. The guaranty obligation affects earnings over
time through amortization into income as we collect guaranty fees and reduce the related
guaranty asset receivable;

o [nvestments in available-for-sale (“AFS”) or trading securities: Recorded in the consolidated
balance sheets at fair value. Unrealized gains and losses on trading securities are recognized in
earnings. Unrealized gains and losses on AFS securities are deferred and recorded in
stockholders’ equity as a component of accumulated other comprehensive income (“AOCI”);

67

Confidential Proprietary Business Information
Produced Pursuant to House Rules Fannie Mae FM-COGR 00038596



CONFIDENTIAL — HIGHLY RESTRICTED
2006 10-K Draft 3.0

Distribution Date: 8/2/07

Comments Due: 8/6/07

o Held-for-sale (“HFS”) loans: Recorded in the consolidated balance sheets at the lower of cost
or market with changes in the fair value (not to exceed the cost basis of these loans) recognized
in earnings; and

o Retained interests in securitizations and guaranty fee buy-ups on Fannie Mae MBS: Recorded
in the consolidated balance sheets at fair value with unrealized gains and losses recorded in
stockholders’ equity as a component of AOCI.

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
determine the fair value of these assets and obligations based on our judgment of appropriate
valuation methods and assumptions. The degree of management judgment involved in determining
the fair value of a financial instrument depends on the availability and reliability of relevant
market data, such as quoted market prices. Financial instruments that are actively traded and have
quoted market prices or readily available market data require minimal judgment in determining
fair value. When observable market prices and data are not readily available or do not exist,
management must make fair value estimates based on assumptions and judgments. In these cases,
even minor changes in management’s assumptions could result in significant changes in our
estimate of fair value. These changes could increase or decrease the value of our assets, liabilities,
stockholders’ equity and net income. We estimate fair values using the following practices:

e We use actual, observable market prices or market prices obtained from multiple third parties
when available. Pricing information obtained from third parties is internally validated for
reasonableness prior to use in the consolidated financial statements.

e Where observable market prices are not readily available, we estimate the fair value using
market data and model-based interpolations using standard models that are widely accepted
within the industry. Market data includes prices of instruments with similar maturities and
characteristics, duration, interest rate yield curves, measures of volatility and prepayment rates.

o If market data used to estimate fair value as described above is not available, we estimate fair
value using internally developed models that employ techniques such as a discounted cash flow
approach. These models include market-based assumptions that are also derived from internally
developed models for prepayment speeds, default rates and severity.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (“SFAS 1577),
which establishes a framework for measuring fair value under GAAP. SFAS 157 provides a three-
level fair value hierarchy for classifying the source of information used in fair value measures and
requires increased disclosures about the sources and measurements of fair value. SFAS 157 is
required to be implemented on January 1, 2008. We are currently evaluating whether adoption of
this standard will result in any changes to our valuation practices. See “Item 7—MD&A—Impact
of Future Adoption of New Accounting Pronouncements” for further discussion of SFAS 157.

Estimating fair value is also a critical part of our impairment evaluation process. When the fair
value of an investment declines below the carrying value, we assess whether the impairment is
other-than-temporary based on management’s judgment. If management concludes that a security
is other-than-temporarily impaired, we reduce the carrying value of the security and record a
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reduction in our net income. Factors that we consider in determining whether a decline in the fair
value of an investment is other-than-temporary include the length of time and the extent to which

fair value is less than its carrying amount and our intent and ability to hold the investment until its
value recovers.

Fair Value of Derivatives

Of the financial instruments that we record at fair value in our consolidated balance sheets,
changes in the fair value of our derivatives generally have the most significant impact on the
variability of our earnings. The following table summarizes the estimated fair values of derivative
assets and liabilities recorded in our consolidated balance sheets as of December 31, 2006 and
2005.

Table 1: Derivative Assets and Liabilities at Estimated Fair Value

As of December 31,

2006 2005

(Dollars in millions)
Derivative assets at fair VAlUC ..o $ 4931 $ 5,803
Derivative liabilities at fair value..........cooooeeeeee e (1.184) (1.429)

Net derivative assets at fair value $ 3747 $ 4374

We present the estimated fair values of our derivatives by the type of derivative instrument in
Table 18 of “Consolidated Balance Sheet Analysis—Derivative Instruments.” Our derivatives
consist primarily of over-the-counter (“OTC”) contracts and commitments to purchase and sell
mortgage assets. While exchange-traded derivatives can generally be valued using observable
market prices or market parameters, OTC derivatives are generally valued using industry-standard
models or model-based interpolations that utilize market inputs obtained from widely accepted
third-party sources. The valuation models that we use to derive the fair values of our OTC
derivatives require inputs such as the contractual terms, market prices, yield curves, and measures
of volatility. A substantial majority of our OTC derivatives trade in liquid markets, such as generic
forwards, interest rate swaps and options; in those cases, model selection and inputs do not involve
significant jJudgments.

When internal pricing models are used to determine fair value, we use recently executed
comparable transactions and other observable market data to validate the results of the model.
Consistent with market practice, we have individually negotiated agreements with certain
counterparties to exchange collateral based on the level of fair values of the derivative contracts
they have executed. Through our derivatives collateral exchange process, one party or both parties
to a derivative contract provides the other party with information about the fair value of the
derivative contract to calculate the amount of collateral required. This sharing of fair value
information provides additional support of the recorded fair value for relevant OTC derivative
instruments. For more information regarding our derivative counterparty risk practices, see “Risk
Management—Credit Risk Management—Institutional Counterparty Credit Risk Management.”
In circumstances where we cannot verify the model with market transactions, it is possible that a
different valuation model could produce a materially different estimate of fair value. As markets
and products develop and the pricing for certain derivative products becomes more transparent, we
continue to refine our valuation methodologies. There were no changes to the quantitative models,
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or uses of such models, that resulted in a material adjustment to our consolidated statement of
income for the years ended December 31, 2006, 2005 and 2004.

See “Risk Management—Interest Rate Risk Management and Other Market Risks” for further
discussion of the sensitivity of the fair value of our derivative assets and liabilities to changes in
interest rates.

Amortization of Cost Basis Adjustments on Mortgage Loans and Mortgage-Related Securities

We amortize cost basis adjustments on mortgage loans and mortgage-related securities recorded in
our consolidated balance sheets through earnings using the interest method by applying a constant
effective yield. Cost basis adjustments include premiums, discounts and other adjustments to the
original value of mortgage loans or mortgage-related securities that are generally incurred at the
time of acquisition. When we buy mortgage loans or mortgage-related securities, we may not pay
the seller the exact amount of the unpaid principal balance. If we pay more than the unpaid
principal balance, we record a premium that reduces the effective yield below the stated coupon
amount. If we pay less than the unpaid principal balance, we record a discount that increases the
effective yield above the stated coupon amount.

Pursuant to Statement of Financial Accounting Standards (“SFAS”) No. 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases (an amendment of FASB Statements No. 13, 60, and 65 and rescission of FASB
Statement No. 17) (“SFAS 917), cost basis adjustments are amortized into interest income as an
adjustment to the yield of the mortgage loan or mortgage-related security based on the contractual
terms of the instrument. SFAS 91, however, permits the anticipation of prepayments of principal
to shorten the term of the mortgage loan or mortgage-related security if we (i) hold a large number
of similar loans for which prepayments are probable and (ii) the timing and amount of
prepayments can be reasonably estimated. We meet both criteria on substantially all of the
mortgage loans and mortgage-related securities held in our portfolio. For loans that meet both
criteria, we use prepayment estimates to determine periodic amortization of the cost basis
adjustments related to these loans. For loans that do not meet the criteria, we do not use
prepayment estimates to calculate the rate of amortization. Instead, we assume no prepayment and
use the contractual terms of the mortgage loans or mortgage-related securities and factor in actual
prepayments that occurred during the relevant period in determining the amortization amount.

For mortgage loans and mortgage-related securities that meet the criteria allowing us to anticipate
prepayments, we must make assumptions about borrower prepayment patterns in various interest
rate environments that involve a significant degree of judgment. Typically, we use prepayment
forecasts from independent third parties in estimating future prepayments. If actual prepayments
differ from our estimated prepayments, it could increase or decrease current period interest income
as well as future recognition of interest income. Refer to Table 2 below for an analysis of the
potential impact of changes in our prepayment assumptions on our net interest income.

We calculate and apply an effective yield to determine the rate of amortization of cost basis
adjustments into interest income over the estimated lives of the investments using the retrospective
effective interest method to arrive at a constant effective yield. When appropriate, we group loans
into pools or cohorts based on similar risk categories including origination year, coupon bands,
acquisition period and product type. We update our amortization calculations based on changes in
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estimated prepayment rates and, if necessary, we record cumulative adjustments to reflect the
updated constant effective yield as if it had been in effect since acquisition.

Sensitivity Analysis for Amortizable Cost Basis Adjustments

Interest rates are a key assumption used in prepayment estimates. Table 2 shows the estimated
effect on our net interest income of the amortization of cost basis adjustments for our investments
in loans and securities using the retrospective effective interest method applying a constant
effective yield assuming (i) a 100 basis point increase in interest rates and (i1) a 50 basis point
decrease in interest rates as of December 31, 2006 and 2005. We based our sensitivity analysis on
these hypothetical interest rate changes because we believe they reflect reasonably possible near-
term outcomes as of December 31, 2006 and 2005.

Table 2: Amortization of Cost Basis Adjustments for Investments in Loans and Securities

For the Year Ended December 31,

2006 2005
(Dollars in millions)
Unamortized cost basis adjuStMENts ...........oooeiiiiiiiiiiie et $  (140) § 344
Reported net INTerest INCOME .......iiiiiii ittt ettt e et eeee e e e e 6,752 11,505
Decrease in net interest income from net amortization ................c..ocooviiiie e, (120) 7N
Percentage effect on net interest income of change in interest rates: "
100 DASIS POIINE INCTEASE ... .vveviierieeiie et et et etiete et et e e etee et e et e e et seea e et es e ateeaeee e es e eneeneeanes 2.6% 1.6%
50 DASIS POINT AECTEASE... v evee ittt eiie ettt ettt et ettt et et e et ettt ee ettt e te s e e e e e reeraeaeee e (3.1 2.2)

(U Calculated based on an instantaneous change in interest rates.

As mortgage rates increase, expected prepayment rates generally decrease, which slows the
amortization of cost basis adjustments. Conversely, as mortgage rates decrease, expected
prepayment rates generally increase, which accelerates the amortization of cost basis adjustments.

Allowance for Loan Losses and Reserve for Guaranty Losses

The allowance for loan losses and the reserve for guaranty losses represent our estimate of
probable credit losses inherent in our portfolio of loans classified as held for investment in our
mortgage portfolio, loans that back mortgage-related securities we guarantee, and loans that we
have guaranteed under long-term standby commitments. We use the same methodology to
determine our allowance for loan losses and our reserve for guaranty losses as the relevant factors
affecting credit risk are the same. We strive to mitigate our credit risk by, among other things,
working with lender servicers, monitoring loan-to-value ratios and requiring mortgage insurance.
See “Risk Management—Credit Risk Management” below for further discussion of how we
manage credit risk.

Estimating the allowance for loan losses and the reserve for guaranty losses is complex and
requires judgment by management about the effect of matters that are inherently uncertain. We
employ a systematic methodology to determine our best estimate of incurred credit losses. When
appropriate, our methodology involves grouping loans into pools or cohorts based on similar risk
characteristics, including origination year, loan-to-value ratio, loan product type and credit rating.
We use internally developed models that consider relevant factors historically affecting loan
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collectibility, such as default rates, severity of loss rates and adverse situations that may have
occurred affecting the borrowers’ ability to repay. Management also applies judgment in
considering factors that have occurred but are not yet reflected in the loss factors, such as the
estimated value of the underlying collateral, other recoveries and external and economic factors.
The methodology and the amount of our allowance for loan losses and reserve for guaranty losses
are reviewed and approved on a quarterly basis by our Allowance for Loan Loss Oversight
Committee, which is a committee chaired by the Chief Risk Officer or his designee and comprised
of senior management from the Single-Family and HCD businesses, the Chief Risk Office and the
finance organization.

We adjust our estimate of the allowance for loan losses and reserve for guaranty losses based on
period-to-period fluctuations in the factors described above. Changes in assumptions used in
estimating our allowance for loan losses and reserve for guaranty losses could have a material
effect on our net income.

Given that a minimal change in any factor listed above that is used for calculation purposes would
have a significant impact to the allowance and reserve liability and that these factors have
significant interdependencies, we do not believe a sensitivity analysis isolating one factor is
meaningful. Therefore, the following example loss event illustrates the impact to the allowance
and reserve liability given changes to multiple assumptions used for these factors. For example,
the occurrence of a natural disaster, such as a hurricane, may ultimately have an adverse impact on
net income and our allowance for loan losses and reserve for guaranty losses. The damage to the
properties that serve as collateral for the mortgages held in our portfolio and the mortgages
underlying our mortgage-backed securities could increase our exposure to credit risk if the damage
to the properties is not covered by hazard or flood insurance. Our estimate of probable credit
losses related to a hurricane would involve considerable judgment and assumptions about the
extent of the property damage, the impact on borrower default rates, the value of the collateral
underlying the loans and the amount of insurance recoveries. In the case of Hurricane Katrina in
2005, we preliminarily estimated default rates, severity of loss rates, value of the underlying
collateral, and other potential recoveries. As more information became available, we determined
that the property damage was less extensive than had previously been estimated and the amount of
insurance recoveries would be greater than previously expected. Accordingly, we revised our
initial September 30, 2005 estimate of $395 million pre-tax in credit losses to an estimate of $45
million pre-tax in credit losses by the end of 2006.

Consolidation—Variable Interest Entities

We are a party to various entities that are considered to be variable interest entities (“VIEs”) as
defined in FASB Interpretation No. 46 (revised December 2003), Consolidation of Variable
Interest Entities (an interpretation of ARB No. 51) (“FIN 46R”). Generally, a VIE is a corporation,
partnership, trust or any other legal structure that either does not have equity investors with
substantive voting rights or has equity investors that do not provide sufficient financial resources
for the entity to support its activities. We invest in securities issued by VIEs, including Fannie
Mae MBS created as part of our securitization program, certain mortgage- and asset-backed
securities that were not issued by us and interests in LIHTC partnerships and other limited
partnerships. Our involvement with a VIE may also include providing a guaranty to the entity.
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FIN 46R indicates that if an entity is a VIE, either a qualitative or a quantitative assessment may
be required to support the conclusion of which party, if any, is the primary beneficiary. The
primary beneficiary is the party that will absorb a majority of the expected losses or a majority of
the expected returns. If the entity is determined to be a VIE, and we either qualitatively or
quantitatively determine that we are the primary beneficiary, we are required to consolidate the
assets, liabilities and non-controlling interests of that entity.

There is a significant amount of judgment required in interpreting the provisions of FIN 46R and
applying them to specific transactions. To determine whether we are the primary beneficiary of an
entity, we first perform a qualitative analysis, which requires certain subjective decisions
regarding our assessment, including, but not limited to, the design of the entity, the variability that
the entity was designed to create and pass along to its interest holders, the rights of the parties and
the purpose of the arrangement. If we cannot conclude after qualitative analysis whether we are
the primary beneficiary, we perform a quantitative analysis. Quantifying the variability of a VIE’s
assets is complex and subjective, requiring analysis of a significant number of possible future
outcomes as well as the probability of each outcome occurring. The results of each possible
outcome are allocated to the parties holding interests in the VIE and, based on the allocation, a
calculation is performed to determine which, if any, is the primary beneficiary. The analysis is
required when we first become involved with the VIE and on each subsequent date in which there
is a reconsideration event (e.g., a purchase of additional beneficial interests).

We perform qualitative analyses on certain mortgage-backed and asset-backed investment trusts.
These qualitative analyses consider whether the nature of our variable interests exposes us to
credit or prepayment risk, the two primary drivers of variability for these VIEs. For those
mortgage-backed investment trusts that we evaluate using quantitative analyses, we use internal
models to generate Monte Carlo simulations of cash flows associated with the different credit,
interest rate and home price environments. Material assumptions include our projections of
interest rates and home prices, as well as our expectations of prepayment, default and severity
rates. The projection of future cash flows is a subjective process involving significant management
judgment, primarily due to inherent uncertainties related to the interest rate and home price
environment, as well as the actual credit performance of the mortgage loans and securities that are
held by each investment trust. If we determine that an investment trust meets the criteria of a VIE,
we consolidate the investment trust when our models indicate that we are likely to absorb more
than 50% of the variability in the expected losses or expected residual returns.

We also examine our LIHTC partnerships and other limited partnerships to determine if
consolidation is required. We use internal cash flow models that are applied to a sample of the
partnerships to qualitatively evaluate homogenous populations to determine if these entities are
VIEs and, if so, whether we are the primary beneficiary. Material assumptions we make in
determining whether the partnerships are VIEs and, if so, whether we are the primary beneficiary,
include the degree of development cost overruns related to the construction of the building, the
probability of the lender foreclosing on the building, as well as an investor’s ability to use the tax
credits to offset taxable income. The projection of cash flows and probabilities related to these
cash flows requires significant management judgment because of the inherent limitations that
relate to the use of historical loss and cost overrun data for the projection of future events.
Additionally, we apply similar assumptions and cash flow models to determine the VIE and
primary beneficiary status of our other limited partnership investments.
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We are exempt from applying FIN 46R to certain investment trusts if the investment trusts meet
the criteria of a qualifying special purpose entity (“QSPE”), and if we do not have the unilateral
ability to cause the trust to liquidate or change the trust’s QSPE status. The QSPE requirements
significantly limit the activities in which a QSPE may engage and the types of assets and liabilities
it may hold. Management judgment is required to determine whether a trust’s activities meet the
QSPE requirements. To the extent any trust fails to meet these criteria, we would be required to
consolidate its assets and liabilities if, based on the provisions of FIN 46R, we are determined to
be the primary beneficiary of the entity.

The FASB currently is assessing the guidance for QSPEs, which may affect the entities we
consolidate in future periods.

CONSOLIDATED RESULTS OF OPERATIONS

The following discussion of our consolidated results of operations is based on our results for the
years ended December 31, 2006, 2005 and 2004. Table 3 presents a condensed summary of our
consolidated results of operations for these periods.

Table 3: Condensed Consolidated Results of Operations

Variance
For the Year Ended December 31, 2006 vs. 2005 2005 vs. 2004
2006 2005 2004 $ % $ %
(Dollars in millions, except per share amounts)
Net interest inCome .........ooeovierieiiiiiiie e $ 6,752 § 11,505 § 18,081 § (4,753) @n% $ (6,576) (36)%
Guaranty fe€ inCOME .........ccoceviviiivieiiecie e 4,174 3,925 3,715 249 6 210 6
Losses on certain guaranty contracts..................... (439) (146) (111) (293) (201) (35 32)
Fee and otherincome.............cc.cooooeiiiiiicie, 859 1,526 404 (667) 44) 1,122 278
Investment losses, net ............cccoevvieieie e, (554) (1,334) (362) 780 58 972) (269)
Derivatives fair value losses, net........................... (1,651) (4,196) (12,256) 2,545 61 8,060 66
Debt extinguishment gains (losses), net................ 201 (68) (152) 269 396 84 55
Losses from partnership investments................ (865) (849) (702) (16) 2 (147) @2n
Administrative eXpenses ........oceeverenerieeieaienennns (3,076) 2,115) (1,656) 961) 45) 459) 28)
Credit-related expenses"...........cooocoomrvrerrrve. (783) (428) (363) (355) (83) 65)  (18)
Other non-interest eXPense........oovvevererrerieennennns (405) (249) (599) (156) (63) 350 58
Income before federal income taxes and
extraordinary gains (10SSes) ......ocooveiirinninrinnns 4213 7,571 5,999 (3,358) 44) 1,572 26
Provision for federal income taxes...................... (166) (1,277) (1,024) 1,111 87 (253) 25)
Extraordinary gains (losses), net of tax effect....... 12 53 (8) 41 (77 61 763
NEtINCOME ...t § 4059 § 6347 $ 4967 $ (2,288) (36 $ 1380 28%
Diluted earnings per common share ................. $ 3.65 §$ 601 § 494 § (2.36) 39% $ 107 22%

' Tneludes provision for credit losses and foreclosed property expense (income).

Our GAAP net income and diluted earnings per share totaled $4.1 billion and $3.65, respectively,
in 2006, compared with $6.3 billion and $6.01 in 2005 and $5.0 billion and $4.94 in 2004. We
expect high levels of period-to-period volatility in our results of operations and financial condition
as part of our normal business activities. This volatility is primarily due to changes in market
conditions that result in periodic fluctuations in the estimated fair value of our derivative
instruments, which we recognize in our consolidated statements of income as “Derivatives fair
value losses, net.” The estimated fair value of our derivatives may fluctuate substantially from
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period to period because of changes in interest rates, expected interest rate volatility and our
derivative activity. Based on the composition of our derivatives, we generally expect to report
decreases in the aggregate fair value of our derivatives as interest rates decrease.

Our business segments generate revenues from three principal sources: net interest income,
guaranty fee income, and fee and other income. Other significant factors affecting our net income
include the timing and size of investment and debt repurchase gains and losses, equity
investments, the provision for credit losses, and administrative expenses. We provide a
comparative discussion of the effect of our principal revenue sources and other listed items on our
consolidated results of operations for the three-year period ended December 31, 2006 below. We
also discuss other significant items presented in our consolidated statements of income.

Net Interest Income

Net interest income, which is the difference between interest income and interest expense, is a
primary source of our revenue. Interest income consists of interest on our consolidated interest-
earning assets, plus income from the amortization of discounts for assets acquired at prices below
the principal value, less expense from the amortization of premiums for assets acquired at prices
above principal value. Interest expense consists of contractual interest on our interest-bearing
liabilities and amortization of any cost basis adjustments, including premiums and discounts,
which arise in conjunction with the issuance of our debt. The amount of interest income and
interest expense recognized in the consolidated statements of income is affected by our investment
activity, debt activity, asset yields and our cost of debt. We expect net interest income to fluctuate
based on changes in interest rates and changes in the amount and composition of our interest-
earning assets and interest-bearing liabilities. Table 4 presents an analysis of our net interest
income and net interest yield for 2006, 2005 and 2004.

As described below in “Derivatives Fair Value Losses, Net,” we supplement our issuance of debt
with interest rate-related derivatives to manage the prepayment and duration risk inherent in our
mortgage investments. The effect of these derivatives, in particular the periodic net interest
expense accruals on interest rate swaps, is not reflected in net interest income. See “Derivatives
Fair Value Losses, Net” for additional information.

75

Confidential Proprietary Business Information
Produced Pursuant to House Rules Fannie Mae FM-COGR 00038604
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Interest-earning assets:
Mortgage loans® ..o,
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 ............c.......
Long-term debt ...
Federal funds purchased and

securities sold under
agreements to repurchase ...

Total interest-bearing liabilities ...

Impact of net non-interest

bearing funding..........cc.ccoceeeene
Net interest income/net
interest yield(4) ....................
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2006 2005 2004
Interest Average Interest Average Interest Average
Average Income/ Rates Average Income/ Rates Average Income/ Rates
Balance(l) Expense Earned/Paid Balance(l) Expense Earned/Paid Balance(l) Expense Earned/Paid

(Dollars in millions)

$376,016 $ 20,804 553% $384.869 § 20,688 538%  $400,603 $ 21,390 5.34%
356,872 19313 541 443270 22,163 5.00 514,529 25302 4.92
45,138 2,734 6.06 41,369 1,590 3.84 46,440 1,009 2.17
11,338 641 5.65 6,415 299 4.66 8.308 84 1.01
5365 135 2.52 4,468 104 233 4,773 33 0.69
$794.729 §43.627 549% $880391 § 44.844 509%  $974.653 $ 47.818 4.91%
$164,566 $ 7.724 4.69% $246733 $ 6,535 265%  $331971 $ 4380 1.32%
604,555 29,139 4.81 611,827 26,777 438 625225 25338 4.05
320 12 3.75 1.552 27 1.74 3.037 19 0.63
$769.441 $ 36.875 4.79% $860.112 $ 33.339 3.88%  $960.233 $ 29.737 3.10%
$ 25288 0.15% § 20279 0.10% $ 14.420 0.05%
$ 6752 0.85% $ 11,505 1.31% $ 18,081 1.86%

() Average balances for 2006 were calculated based on the average of the amortized cost amount at the beginning of the
year and the amortized cost amount at the end of each respective quarter of the year. Average balances for 2005 and
2004 were calculated based on the average of the amortized cost amount at the beginning of each respective year and the

amortized cost amount at the end of each respective year.

@ Includes nonaccrual loans with an average balance totaling $6.7 billion, $7.4 billion and $7.6 billion for the years ended
December 31, 2006, 2005 and 2004, respectively.

3 TIncludes cash equivalents.

) We calculate our net interest yield by dividing our net interest income for the period by the average balance of our total
interest-earning assets during the period.

Table 5 presents the change, or variance, in our net interest income between 2006 and 2005 and
between 2005 and 2004 that is attributable to changes in the volume of our interest-earning assets
and interest-bearing liabilities and changes in interest rates.

Confidential Proprietary Business Information

Produced Pursuant to House Rules

76

Fannie Mae

FM-COGR_00038605



CONFIDENTIAL — HIGHLY RESTRICTED
2006 10-K Draft 3.0

Distribution Date: 8/2/07

Comments Due: 8/6/07

Table 5: Rate/Volume Analysis of Net Interest Income

2006 vs. 2005 2005 vs. 2004
Total Variance Due to:? Total Variance Due to:?
Variance Volume Rate Variance Volume Rate

(Dollars in millions)
Interest income:

Mortgage LOANS ..........c.ooviiiiieis e $ 116 $§ (482) $ 598 $ (702) $& (845 § 143
Mortgage SECUTTHES ....oovviiiieeiie e (2,850) (4,570) 1,720 (3,139) (3,557) 418
Non-mortgage SECUTTEs. ... c.uervrririeeeaie e 1,144 156 988 581 (121) 702
Federal funds sold and securities purchased under
agreements to resell ... 342 268 74 215 23) 238
Advances to lenders.. ..o, 31 22 9 71 2) 73
Total interest INCOME.........occooviiiiiiiii i (1,217) (4,606) 3,389 (2,974) (4,548) 1,574
Interest expense:
Short-term debt..........coooiiiiiiiiii 1,189 (2,683) 3,872 2,155 (1,355) 3,510
Long-term debt..........ccoooiiiiiiiii i 2,362 (322) 2,684 1,439 (552) 1,991
Federal funds purchased and securities sold under
agreements to repurchase..........ccoocooveviieiinienieeennne as) (32) 17 8 13) 21
Total interest EXPEenSe......oovvireieairiieieeeie e 3.536 (3.037) 6.573 3.602 (1.920) 5.522
Net interest iNCOME.............ocoovoiiiiieieeees e $ 4753) $§ (1.569) $§ (3.184) § (6.576) § (2.628) § (3.948)

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

Net interest income of $6.8 billion for 2006 decreased 41% from $11.5 billion in 2005, driven by a
10% decrease in our average interest-earning assets and a 35% (46 basis points) decline in our net
interest yield to 0.85%. The decrease in our average interest-earning assets was due to a lower
level of mortgage asset purchases relative to the level of sales and liquidations during 2006. Sales,
liquidations, and reduced purchases had the net effect of reducing our average interest-earning
assets and resulted in a decrease of 1% in the balance of our net mortgage portfolio to

$726.1 billion as of December 31, 2006. Lower portfolio balances have the effect of reducing the
net interest income generated by our portfolio. We continued to experience compression in our net
interest margin as the cost of our debt increased due to the interest rate environment. As the
Federal Reserve raised the short-term Federal Funds target rate by 100 basis points to 5.25%, the
highest level since 2001, the yield curve remained flat-to-inverted throughout 2006 and the cost of
our short-term debt rose significantly. The overall increase in the average cost of our debt of 91
basis points more than offset a 40 basis point increase in the average yield on our interest-earning
assets in 2000.

Net interest income of $11.5 billion for 2005 decreased 36% from $18.1 billion in 2004, driven by
a 10% decrease in our average interest-earning assets and a 30% (55 basis points) decline in our
net interest yield to 1.31%. The decrease in our average interest-earning assets was due to a lower
volume of interest-earning assets attributable to liquidations and a significant increase in the sale
of fixed-rate mortgage assets from our portfolio, coupled with a reduced level of mortgage
purchases. Sales, liquidations, and reduced purchases had the net effect of reducing our average
interest-earning assets and resulted in a decrease of 20% in the balance of our net mortgage
portfolio to $736.5 billion as of December 31, 2005. While our overall debt funding needs
declined in 2005, our net interest yield was compressed because of a 78 basis point increase in our
average debt funding costs in 2005 that primarily resulted from increases of short-term interest
rates by the Federal Reserve of 200 basis points from year end 2004 to year end 2005 and a
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significant flattening of the yield curve. The increased cost of our debt more than offset an 18
basis point increase in the average yield on our interest-earning assets in 2005.

Based on the decrease in the volume of our interest-earning assets and the decline in the spread
between the average yield on those assets and our borrowing costs that we began to experience at
the end of 2004 and that continued throughout 2006, we expect a continued downward trend in our
net interest income and net interest yield in 2007, comparable to the downward trend in 2006.

Guaranty Fee Income

Guaranty fee income primarily consists of contractual guaranty fees related to Fannie Mae MBS
held in our portfolio and held by third-party investors, adjusted for the amortization of upfront fees
and impairment of guaranty assets, net of a proportionate reduction in the related guaranty
obligation and deferred profit, and impairment of buy-ups.

Guaranty fee income is primarily affected by the amount of outstanding Fannie Mae MBS and the
compensation we receive for providing our guaranty on Fannie Mae MBS. The amount of
compensation we receive and the form of payment varies depending on factors such as the risk
profile of the securitized loans, the level of credit risk we assume and the negotiated payment
arrangement with the lender. Our payment arrangements may be in the form of an upfront
exchange of payments, an ongoing payment stream from the cash flows of the MBS trusts, or a
combination. We typically negotiate a contractual guaranty fee with the lender and collect the fee
on a monthly basis based on the contractual fee rate multiplied by the unpaid principal balance of
loans underlying a Fannie Mae MBS issuance. In lieu of charging a higher contractual fee rate for
loans with greater credit risk, we may require that the lender pay an upfront fee to compensate us
for assuming the additional credit risk. We refer to this payment as a risk-based pricing
adjustment. We also may adjust the monthly contractual guaranty fee rate so that the pass-through
coupon rates on Fannie Mae MBS are in more easily tradable increments of a whole or half
percent by making an upfront payment to the lender (“buy-up”) or receiving an upfront payment
from the lender (“buy-down”).

As we receive monthly contractual payments for our guaranty obligation, we recognize guaranty
fee income. We defer upfront risk-based pricing adjustments and buy-down payments that we
receive from lenders and recognize these amounts as a component of guaranty fee income over the
expected life of the underlying assets of the related MBS trusts. We record buy-up payments we
make to lenders as an asset and reduce the recorded asset as cash flows are received over the
expected life of the underlying assets of the related MBS trusts. We assess buy-ups for other-than-
temporary impairment and include any impairment recognized as a component of guaranty fee
income. The extent to which we amortize deferred payments into income depends on the rate of
expected prepayments, which is affected by interest rates. In general, as interest rates decrease,
expected prepayment rates increase, resulting in accelerated accretion into income of deferred fee
amounts, which increases our guaranty fee income. Prepayment rates also affect the estimated fair
value of buy-ups. Faster than expected prepayment rates shorten the average expected life of the
underlying assets of the related MBS trusts, which reduces the value of our buy-up assets and may
trigger the recognition of other-than temporary impairment.
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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. Table 6 shows our
guaranty fee income, including and excluding buy-up impairment, our average effective guaranty
fee rate, and Fannie Mae MBS activity for 2006, 2005 and 2004.

Table 6: Analysis of Guaranty Fee Income and Average Effective Guaranty Fee Rate

For the Year Ended December 31, % Change
2006 2005 2004 2006 2005
Amount Rate® Amount Rate® Amount Rate  vs. 2005 _vs. 2004
(Dollars in millions)

Guaranty fee income/average effective guaranty

fee rate, excluding buy-up impairment ....... $ 4,212 220bp $ 3,974 221bp § 3,751 21.6 bp 6% 6%
Buy-up impairment............cccocco oo (38) (0.2) 49) (0.3) (36) (0.2) 22) 36
Guaranty fee income/average effective guaranty

£ee a1 ... S 4174 _218bp $§ 3925 _21.8bp $ 3715 _214bp 6% 6%
Average outstanding Fannie Mae MBS and

other guaranties™ ..............cccooomovoooomrec. $1.918.258 $ 1.797.547 $ 1,733,060 7% 4%

Fannie Mae MBS issues'” 481,704 510,138 552,482 ©) 8)

(" Presented in basis points and calculated based on guaranty fee income components divided by average outstanding Fannie
Mae MBS and other guaranties for each respective year.

@ TIncludes the effect of the reclassification from “Guaranty fee income” to “Losses on certain guaranty contracts” of $146
million and $111 million for 2005 and 2004, respectively.

®  Other guaranties include $19.7 billion, $19.2 billion and $14.7 billion as of December 31, 2006, 2005 and 2004, respectively,
related to long-term standby commitments we have issued and credit enhancements we have provided.

@ Reflects unpaid principal balance of MBS issued and guaranteed by us, including mortgage loans held in our portfolio that
we securitized during the period and MBS issued during the period that we acquired for our portfolio.

The 6% increase in guaranty fee income in 2006 from 2005 was driven by a 7% increase in
average outstanding Fannie Mae MBS and other guaranties, due principally to slower liquidations
than experienced in prior periods. The 6% increase in 2005 from 2004 was largely due to a 4%
increase in average outstanding Fannie Mae MBS and other guaranties. Our average effective
guaranty fee rate, which includes the effect of buy-up impairment, remained steady during the
three-year period at 21.8 basis points for 2006 and 2005 and 21 .4 basis points for 2004.

Growth in outstanding Fannie Mae MBS depends largely on the volume of mortgage assets made
available for securitization and our assessment of the credit risk and pricing dynamics of these
mortgage assets. Our MBS issuances decreased in 2006; however, our outstanding Fannie Mae
MBS grew because of the reduced level of liquidations. The decline in MBS issuances in 2006
continues the trend observed in 2005 and 2004. Originations of traditional mortgages, such as
conventional fixed-rate loans, which historically have represented the majority of our business
volume, began to decline during 2004. Originations of lower credit quality loans, loans with
reduced documentation and loans to fund investor properties increased, resulting in a shift in the
product mix in the primary mortgage market. Competition from private-label issuers, which have
been a significant source of funding for these mortgage products, reduced our market share and
level of MBS issuances. In 2006, we began to increase our participation in these product types
where we concluded that it would be economically advantageous or that it would contribute to our
mission objectives, a trend that has continued in 2007.
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Our average effective guaranty fee rate, excluding the effect of buy-up impairments, was 21.9
basis points in 2006, 22.1 basis points in 2005 and 21.6 basis points in 2004. The decrease in
2006 was primarily due to slower prepayments. As prepayment speeds decrease, we recognize
deferred guaranty income at a slower rate.

Losses on Certain Guaranty Contracts

While our guaranty fees are subject to competitive pressure and we may enter into transactions
with lower expected economic returns than our typical transactions to achieve our housing goals or
to maintain our market share, we expect the vast majority of our MBS guaranty transactions to
generate positive economic returns over the lives of the related MBS. We negotiate guaranty
contracts with our customers based upon our view of the overall economics of the transaction;
however, the accounting for our guaranty-related assets and liabilities is not determined at the
contract level. Instead, it is determined separately for each loan pool. We recognize an immediate
loss in earnings on new credit guaranteed Fannie Mae MBS issuances where our modeled
expectation of returns is below what we believe a market participant would require for that credit
risk plus a reasonable profit margin. Although we determine losses at an individual MBS issuance
level, we largely price our credit guaranty business on an overall contract basis and establish a
single guaranty fee for all the loans included in the contract. Accordingly, a guaranty transaction
may result in some loan pools for which we recognize a loss immediately in earnings and other
loan pools where we recognize guaranty fee income over time.

The losses on guaranty transactions that we were required to recognize immediately in earnings
totaled $439 million, $146 million and $111 million in 2006, 2005 and 2004, respectively. The
increase in these losses in 2006 was driven primarily by the slowdown in home price appreciation
in 2006, which resulted in an increase in our modeled expectation of credit risk and higher initial
losses on some of our guaranty pools. In addition, our expanded efforts to increase the amount of
mortgage financing that we make available to target populations and geographic areas to support
our housing goals contributed to the increase in losses during 2006. Because of the likelihood that
home prices will decline in 2007, as well as our continued investment in loans that support our
housing goals, we expect these losses to more than double in 2007.

Fee and Other Income

Fee and other income includes transaction fees, technology fees, multifamily fees and foreign
currency exchange gains and losses. Transaction, technology and multifamily fees are largely
driven by business volume, while foreign currency exchange gains and losses are driven by
fluctuations in exchange rates on our foreign-denominated debt. Table 7 displays the components
of fee and other income.
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Table 7: Fee and Other Income

For the Year Ended December 31,

2006 2005 2004
(Dollars in millions)

TranSACHON FEES ......vivieiis oot $ 124 $§ 136 $§ 152
TEChNOLOZY @S ... ittt 216 223 214
MUTHTAMILY £EES. ... cvveieie ittt eeeas 292 432 244
Foreign currency exchange gains (I0SS€S).......ocviuiririiiieiieeie e (230) 625 (304)
ONET ...ttt 457 110 98

Fee and other INCOME ...........cooviiiiiiies e $ 859 § 1.526 § 404

The $667 million decrease in fee and other income in 2006 from 2005 was primarily due to a
foreign currency exchange loss of $230 million in 2006, compared with a foreign currency
exchange gain of $625 million in 2005. The $625 million foreign currency gain recorded in 2005
stemmed from a strengthening of the U.S. dollar relative to the Japanese yen. In addition, we
experienced a $140 million decrease in multifamily fees due to a reduction in refinancing
volumes, which were significantly higher in 2005 than in 2006 or 2004. These decreases were
partially offset by a $111 million increase in other fee income that resulted from the
reclassification of float income. Float income is income that we earn on cash we hold during the
period between when payments are received by us on Fannie Mae MBS and when we remit these
payments to certificateholders. We previously recorded float income as a component of interest
income. In November 2006, we made operational changes to segregate these funds from our
corporate funds, and we began recording float income as a component of “Fee and other income,’
instead of as a component of “Interest income.”

2

The $1.1 billion increase in fee and other income in 2005 over 2004 was primarily due to the
foreign currency exchange gain of $625 million recorded in 2005, compared with a foreign
currency exchange loss of $304 million recorded in 2004. In addition, we experienced a $188
million increase in multifamily fees due to a significant increase in refinancing volumes during
2005.

Our foreign currency exchange gains (losses) are offset by corresponding net losses (gains) on
foreign currency swaps, which are recognized in our consolidated statements of income as a
component of “Derivatives fair value gains (losses), net.” We seek to eliminate our exposure to
fluctuations in foreign exchange rates by entering into foreign currency swaps that effectively
convert debt denominated in a foreign currency to debt denominated in U.S. dollars.

Investment Losses, Net

Investment losses, net includes other-than-temporary impairment on AFS securities, lower-of-
cost-or-market adjustments on HF S loans, gains and losses recognized on the securitization of
loans from our portfolio and the sale of securities, unrealized gains and losses on trading securities
and other investment losses. Investment gains and losses may fluctuate significantly from period
to period depending upon our portfolio investment and securitization activities, changes in market
conditions that may result in fluctuations in the fair value of trading securities, and other-than-
temporary impairment. We recorded investment losses of $554 million, $1.3 billion and

$362 million in 2006, 2005 and 2004, respectively. Table 8 details the components of investment
gains and losses for each year.
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Table 8: Investment Losses, Net

For the Year Ended December 31,

2006 2005 2004
(Dollars in millions)

Other-than-temporary impairment on AFS seourities ..o $ (853) $ (1246) $ (389
Lower-of-cost-or-market adjustments on HES loans ........cccccoooiiiiiiiiiiiin i “@n (114) (110)
Gains (losses) on Fannie Mae portfolio securitizations, net..............ccooeeeririnnnn 152 259 (€2))
Gains on sale of investment securities, Nt ................ccooiiiiiiiiiiiii e 235 225 185
Unrealized gains (losses) on trading securities, Net ..........ccooovrrverieiieie e 8 415) 24
Other investment 10SSES, Nt ..........oooiiiiiie e (49) 43) (38)

TNVestMEnt 10SSES, NET ....viiii i $ (554) $ (1334) § (362)

' Excludes other-than-temporary impairment on guaranty assets and buy-ups as these amounts are recognized as a component of
guaranty fee income.

Other-than-temporary impairment occurs when we determine that it is probable we will be unable
to collect all of the contractual principal and interest payments of a security or if we do not have
the ability and intent to hold the security until it recovers to its carrying amount. We consider
many factors in assessing other-than-temporary impairment, including the severity and duration of
the impairment, recent events specific to the issuer and/or the industry to which the issuer belongs,
external credit ratings and recent downgrades, as well as our ability and intent to hold such
securities until recovery. We generally view changes in the fair value of our AFS securities caused
by movements in interest rates to be temporary. When we either decide to sell a security in an
unrealized loss position and do not expect the fair value of the security to fully recover prior to the
expected time of sale or determine that a security in an unrealized loss position may be sold in
future periods prior to recovery of the impairment, we identify the security as other-than-
temporarily impaired in the period that the decision to sell or the determination that the security
may be sold is made. For all other securities in an unrealized loss position resulting primarily from
increases in interest rates, we have the positive intent and ability to hold such securities until the
earlier of full recovery or maturity. We may subsequently recover other-than-temporary
impairment amounts we record on securities if we collect all of the contractual principal and
interest payments due or if we sell the security at an amount greater than its carrying value.

The $780 million decrease in investment losses, net in 2006 from 2005 was attributable to the
following:

e A decrease of $393 million in other-than-temporary impairment on AFS securities. We
recognized other-than-temporary impairment of $853 million in 2006, compared with $1.2
billion in 2005. The other-than-temporary impairment of $853 million in 2006 resulted from
continued interest rate increases in the first half of 2006, which caused the fair value of certain
securities to decline below carrying value. Because we previously recognized significant other-
than-temporary amounts on certain securities in 2005 that reduced the carrying value of these
securities, the amount of other-than-temporary impairment recognized in 2006 declined relative
to 2005.

e A $423 million shift in unrealized amounts recognized on trading securities. We recorded
unrealized gains of $8 million in 2006, compared with unrealized losses of $415 million in
2005. The unrealized gain in 2006 reflects favorable changes in fair value due to implied
volatility virtually offset by increasing interest rates during the year. In 2005, we recorded an
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unrealized loss mainly due to fair value losses resulting from the increase in interest rates
and the widening of option adjusted spreads.

The $1.0 billion increase in investment losses, net in 2005 from 2004 was attributable to the
combined effect of the following:

e An increase of $857 million in other-than-temporary impairment on AFS securities. We
recognized other-than-temporary impairment of $1.2 billion in 2005 versus $389 million in
2004. The rising interest rate environment in 2005 caused an overall decline in the fair value of
our mortgage-related securities below the carrying value. The increase in impairment was
primarily due to the write down in 2005 of certain mortgage-related securities to fair value
because we sold these securities before the interest rate impairments recovered.

e An increase of $439 million in unrealized losses on trading securities. We recorded net
unrealized losses on trading securities of $415 million in 2005, compared with net unrealized
gains of $24 million in 2004. The increase in medium- and long-term interest rates during
2005 caused the fair value of our trading securities to decline, resulting in significant unrealized
losses for the year. We experienced unrealized gains on trading securities during 2004 due to
the modest decrease in long-term interest rates during the year.

e A net gain of $259 million in 2005 on Fannie Mae portfolio securitizations, compared with a
net loss of $34 million in 2004. We experienced a significant increase in portfolio
securitizations in 2005 relative to 2004. Cash proceeds from portfolio securitizations totaled
$55.0 billion in 2005, compared with $12.3 billion in 2004.

Derivatives Fair Value Losses, Net

Table 9 presents, by type of derivative instrument, the fair value gains and losses, net on our
derivatives. Table 9 also includes an analysis of the components of derivatives fair value gains and
losses attributable to net contractual interest expense accruals on our interest rate swaps,
terminated derivative contracts and outstanding derivative contracts. The five-year interest rate
swap rate is a key reference interest rate affecting the estimated fair value of our derivatives. We
present this rate as of the end of each quarter of 2006, 2005 and 2004 in the table below.

33

Confidential Proprietary Business Information
Produced Pursuant to House Rules Fannie Mae FM-COGR 00038612



CONFIDENTIAL — HIGHLY RESTRICTED
2006 10-K Draft 3.0

Table 9: Derivatives Fair Value Gains (Losses), Net

Risk management derivatives:
Swaps:
Pay-fixed ........
Receive-fixed .
BaSIS SWADS .ot eeeet ettt ettt
Foreign currency swaps(l) ............................................................................................
Swaptions:
PaY-TIXEA ..o e
Receive-fixed
Interest rate caps
ONEI™) oottt
Risk management derivatives fair value 10sses, N€t.........cccceevriiiiiiiiiis i
Mortgage commitment derivatives fair value gains (losses), net®
Total derivatives fair value loSSes, NEt...........ooooiiiiii e

Risk management derivatives fair value gains (losses) attributable to:
Net contractual interest expense accruals on interest rate SWapPS........ccooveveeeverieereeieannn
Net change in fair value of terminated derivative contracts from end of prior year to
date Of TErMUINATION .....iuiiiiiii i e
Net change in fair value of outstanding derivative contracts, including derivative
contracts entered into during the Period ..........occoviiiiiiiiir i

Risk management derivatives fair value losses, ne

5-year swap rate:
Quarter ended March 3 1.
Quarter ended JUNE 30........ccooiiiiii e
Quarter ended September 30
Quarter ended December 31 ...

M

foreign currency swaps excluding this item resulted in a net gain of $176 million.

Distribution Date: 8/2/07

Comments Due: 8/6/07

For the Year Ended December 31,

2006

2008

2004

(Dollars in millions)

$ 2181 $ 549 $ (10,640)

(390) (1,118) 3917

26 @) 51

105 (673) 379

(1.148) (1.393) (3.841)

(2.480) 2.071) (1.913)

100 283 (140)

6 8 (22)

(1.600) (4.417) (12.209)

(51) 221 (47)

S (1,651) $ (4.196) $ (12256)
$  (111) $ (1.325) $ (4.981)
(176) (1.434)  (4.096)
(1.313) (1.658) _ (3.132)

S (1,600) $ (4.417) $ (12.209)
2006 2005 2004
531% 4.63% 3.17%
565 4.15 4.30
5.08 4.66 3.81
5.10 4.88 4.02

Includes the effect of net contractual interest expense of approximately $71 million for 2006. The change in fair value of

@ Includes MBS options, forward starting debt, forward purchase and sale agreements, swap credit enhancements, mortgage

insurance contracts and exchange-traded futures.

) The subsequent recognition in our consolidated statements of income associated with cost basis adjustments that we record
upon the settlement of mortgage commitments accounted for as derivatives resulted in income of approximately $14 million
in 2006 and expense of $870 million and $541 million in 2005 and 2004, respectively. These amounts are reflected in our
consolidated statements of income as a component of either “Net interest income™ or “Investment losses, net.”

@

commitments.

Reflects net derivatives fair value losses recognized in the consolidated statements of income, excluding mortgage

Because a significant portion of our derivatives consists of pay-fixed swaps, we expect the
aggregate estimated fair value of our derivatives to decline and result in derivatives losses when
interest rates decline because we are paying a higher fixed rate of interest relative to the current
interest rate environment. Conversely, we expect the aggregate fair value to increase when
interest rates rise. In addition, even when there is no change in interest rates or implied volatility,
we generally would expect to record aggregate net fair value losses on our derivatives because we
have a significant amount of purchased options where the time value of the upfront premium we
pay for these options decreases due to the passage of time relative to the expiration date of these

options.
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