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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-Q

b QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended March 31, 2007

OR
0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to

Commission File No.: 0-50231

Federal National Mortgage Association
(Exact name of registrant as specified in its charter)

Fannie Mae

Federally chartered corporation 52-0883107
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
3900 Wisconsin Avenue, NW 20016
Washington, DC (Zip Code)

(Address of principal executive offices)

Registrant s telephone number, including area code:
(202) 752-7000

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yeso Nop

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated

filer. See definition of accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):
Large accelerated filer p  Accelerated filer o Non-accelerated filer o
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yeso Nobp

APPLICABLE ONLY TO CORPORATE ISSUERS:

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practicable
date.

As of October 22, 2007, there were 978,167,971 shares of common stock outstanding.
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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
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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.
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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.

Table of Contents 9
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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 interest income $ 1,194 $ 2,012
Guaranty fee income(!) 1,098 947
Losses on certain guaranty contracts (283) 27
Derivatives fair value gains (losses), net (563) 906
Other income (loss)(D®2 556 (561)
Credit-related expenses® (321) (102)
Net income 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 $ 0.85 $ 1.96
Diluted 0.85 1.94
Weighted-average common shares outstanding:

Basic 973 971
Diluted 974 998
Cash dividends declared per common share $ 0.40 $ 0.26
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 $ 161,359 $ 143,660

3
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Balance Sheet Data:
Investments in securities:
Trading

Available-for-sale
Mortgage loans:

Loans held for sale

Loans held for investment, net of allowance
Total assets

Short-term debt
Long-term debt

Total liabilities

Preferred stock

Total stockholders equity

Regulatory Capital Data:
Core capital©

Total capital?

Mortgage Credit Book of Business Data:
Mortgage portfolio®)

Fannie Mae MBS held by third parties®
Other credit guaranties(10)

Mortgage credit book of business

Ratios:

Return on assets ratio 1)
Return on equity ratiod2)*
Equity to assets ratio(13)*
Dividend payout ratio(!)*

Average effective guaranty fee rate (in basis points)(15)*

Credit loss ratio (in basis points)(10)*

(€Y

Table of Contents

As of

March 31, December 31,
2007 2006
(Dollars in millions)

$ 23,151 $ 11,514
358,037 378,598
5,581 4,868
381,310 378,687
839,464 843,936
158,410 165,810
606,534 601,236
797,907 802,294
8,408 9,108
41,431 41,506
$ 41,710 $ 41,950
42,575 42,703
$ 718,122 $ 728,932
1,845,531 1,777,550
20,608 19,747
$ 2,584,261 $ 2,526,229
For the
Three Months
Ended
March 31,
2007 2006
0.39% 091%
10.1 25.5
4.9 4.7
472 12.9
21.8 bp 20.4 bp
32bp 1.4 bp
11
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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.

4
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() 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.

(10 TIncludes single-family and multifamily credit enhancements that we have provided and that are not otherwise
reflected in the table.

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

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

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

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

(15 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
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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:

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

Table of Contents 14
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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:

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.

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.

Our 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.
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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.

6
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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
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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,

7

Table of Contents 18



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

Table of Contents

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.
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
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Allowance for Loan Losses and Reserve for Guaranty Losses

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
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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
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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
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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.

10
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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 $ 1,194 $ 2,012 $ (813 41)%
Guaranty fee income(!) 1,098 947 151 16
Trust management income(® 164 164

Fee and other income 208 291 (83) (29)
Net revenues 2,664 3,250 (586) (18)
Losses on certain guaranty contracts (283) 27 (256) (948)
Investment gains (losses), net 356 (675) 1,031 153
Derivatives fair value gains (losses), net (563) 906 (1,469) (162)
Losses from partnership investments (165) (194) 29 15
Administrative expenses (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 )] (400)
Net income $ 961 $ 2,026 $ (1,065) (53)%
Diluted earnings per common share $ 0.85 $ 194 $ (1.09) (56) %

() 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.

(2 '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.
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(3 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.

11
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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-term debt

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®

Average
Balance»

$ 385,810
331,229
62,195

13,666
4,674

$ 797,574

$ 161,575
602,804

210

$ 764,589

$ 32,985

For the Three Months Ended March 31,

2007
Interest
Income/
Expense
$ 5,385
4,567
836
182
36
$ 11,006
$ 2213
7,596
3
$ 92812
$ 1,194

Average
Rates

Average

Earned/Paid Balance®
(Dollars in millions)

5.58%
5.52
5.37

5.32

3.11

5.52%

5.48%
5.04

5.33

5.13%

0.21%

0.60%

$ 367,848
365,185
43,430

10,354
3,876

$ 790,693

$ 161,541
597,644

331

$ 759,516

$ 31,777

2006
Interest
Income/
Expense
$ 5,082
4,791
486
117
28
$ 10,504
$ 1,646
6,842
4
$ 8,492
$ 2012

Average
Rates
Earned/Paid

5.53%
5.25
4.48

4.51
2.93

5.31%

4.08%
4.58

442

4.47%

0.18%

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.
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Includes nonaccrual loans with an average balance totaling $5.9 billion and $7.8 billion for the three months
ended March 31, 2007 and 2006, respectively.

Includes cash equivalents.

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

12
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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 Variance Due to:(
Variance Volume Rate

(Dollars in millions)

Interest income:

Mortgage loans $ 303 $ 251 $ 52
Mortgage securities (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 8 6 2
Total interest income 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 ) 2) 1
Total interest expense 1,320 58 1,262
Net interest income $ (81%) $ 20 $ (838

(1 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
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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

13
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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 impairment ~ $ 1,100 21.8bp $ 949 20.4bp 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 21.8bp $ 947 20.4bp 16%
Average outstanding Fannie Mae MBS and

other guaranties(® $ 2,017,471 $ 1,858,383 9%
Fannie Mae MBS issues(”) 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.

2 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.

(3 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
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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.

14
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(M 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 MDO growth in 2007, and our guaranty fee income to continue to increase for the remainder
of 2007.

Trust Management Income

Trust management income totaled $164 million for the first quarter of 2007. Trust management income consists of the
fees we earn as master servicer, issuer and trustee for Fannie Mae MBS. We derive these fees 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. Prior to November 2006, funds received from servicers were commingled with our
corporate assets. Because our compensation for these roles could not be segregated, we included these amounts, which
totaled approximately $143 million for the first quarter of 2006, as a component of Interest income in our condensed
consolidated statements of income. In November 2006, we made operational changes to segregate these funds from

our corporate assets. Accordingly, we began separately reporting this compensation as Trust management income in
our condensed consolidated statements of income effective January 1, 2007.

Fee and Other Income

Fee and other income decreased to $208 million for the first quarter of 2007, from $291 million for the first quarter of
2006. The $83 million decrease in fee and other income was primarily due to fluctuations in foreign currency
exchange rates. We recorded a foreign currency exchange loss of $64 million on our foreign-denominated debt in the
first quarter of 2007, due to the weakening of the U.S. dollar against the Japanese yen during the first quarter of 2007.
In contrast, we recorded a foreign currency exchange gain of $1 million in the first quarter of 2006. Our foreign
currency exchange gains (losses) are offset in part by corresponding net losses (gains) on foreign currency swaps,
which are recognized in our condensed 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
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U.S. dollars. In addition, certain multifamily fees related to consolidated loans decreased to $9 million for the first
quarter of 2007, from $110 million for the first quarter of 2006. These reductions in fee and other income in the first
quarter of 2007 were partially offset by an increase in multifamily loan prepayment and yield maintenance fees
resulting from higher liquidations in the first quarter of 2007 relative to the first quarter of 2006.
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Losses on Certain Guaranty Contracts

Losses on certain guaranty contracts increased by $256 million to $283 million for the first quarter of 2007, from
$27 million for the first quarter of 2006.

We recognize an immediate loss in earnings on new guaranteed Fannie Mae MBS issuances when our expectation of
returns is below what we believe a market participant would require for that credit risk inclusive of a reasonable profit
margin. We expect, however, to recover the losses that we recognize at inception on certain guaranty contracts in our
consolidated income statements over time in proportion to our receipt of contractual guaranty fees on those guaranties
and the decline in the unpaid principal balance on the mortgage loans underlying the MBS.

Following is an example to illustrate how losses recorded at inception on certain guaranty contracts affect our earnings
over time. Assume that within one of our guaranty contracts, we have an individual Fannie Mae MBS issuance for
which the present value of the guaranty fees we expect to receive over time based on both a five-year contractual and
expected life of the fixed-rate loans underlying the MBS totals $100. Based on market expectations, we estimate that a
market participant would require $120 to assume the risk associated with our guaranty of the principal and interest due
to investors in the MBS trust. To simplify the accounting in our example, we assume that the expected life of the
underlying loans remains the same over the five-year contractual period and the annual scheduled principal and
interest loan payments are equal over the five-year period.

Accounting Upon Initial Issuance of MBS:

We record a guaranty asset of $100, which represents the present value of the guaranty fees we expect to receive
over time.

We record a guaranty obligation of $120, which represents the estimated amount that a market participant would
require to assume this obligation.

We record the difference of $20, or the amount by which the guaranty obligation exceeds the guaranty asset, in
our income statement as losses on certain guaranty contracts.

Accounting in Each of Years 1 to 5:

We collect $20 in guaranty fees per year, which represents one-fifth of the outstanding receivable amount, and
record this amount as a reduction in the guaranty asset.

We reduce the guaranty obligation by a proportionate amount, or one-fifth, and record this amount, which totals
$24, in our income statement as guaranty fee income.

For the Years Ended Cumulative

0 1 2 3 4 5 Effect
Losses on certain guaranty contracts $ 200 $ $ $ $ $ $ (20)
Guaranty fee income 24 24 24 24 24 120
Pre-tax income $ 200 $24 $24 $24 $24 $24 $ 100
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As illustrated in the example, the $20 loss recognized at inception of the guaranty contract will be accreted into
earnings over time as a component of guaranty fee income. For additional information on our accounting for guaranty
transactions, which is more complex than the example presented, refer to our 2006 Form 10-K in Notes to
Consolidated Financial Statements Note 1, Summary of Significant Accounting Policies.

As credit conditions deteriorated during the first quarter of 2007, the market s expectation of future credit risk
increased. This change in market conditions increased the estimated risk premium or compensation that a market
participant would require to assume our guaranty obligations. As a result, the estimated fair value of our guaranty
obligations related to MBS issuances increased, contributing to a higher level of losses at
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inception on certain of our MBS issuances. Our losses on certain guaranty contracts also were affected by the
following during the first quarter of 2007:

Lender Flow Transaction Contracts: We enter into flow transaction contracts that establish our base guaranty fee
pricing with a lender for a specified period of time. Because pricing is fixed for a period of time, these contracts
may limit our ability to immediately adjust our base guaranty fee pricing to reflect changes in market conditions.
As the market risk premium increased during the first quarter of 2007, we experienced an increase in the losses
related to some of these contracts because we had established our base guaranty fee pricing for a specified time
period and could not increase our prices to reflect the increased market risk. To address this in part, we have
expanded our use of standard risk-based price adjustments that apply to all deliveries of loans with certain risk
characteristics.

Affordability Mission Housing Goals: Our 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 an increase in
losses on certain guaranty contracts for the first quarter of 2007, due to the higher credit risk premium associated
with these MBS issuances. In addition, certain contracts that support our affordability mission are priced at a
discounted rate.

Contract-Level Pricing: We negotiate guaranty contracts with our customers based upon the overall economics
of the transaction; however, the accounting for our guaranty-related assets and liabilities is not determined at the
contract level for the substantial majority of our guaranty transactions. Instead, it is determined separately for
each individual MBS issuance within a contract. Although we determine losses at an individual MBS issuance
level, we largely price our guaranty business on an overall contract basis and establish a single price for all loans
included in the contract. Accordingly, a single guaranty transaction may result in some loan pools for which we
recognize a loss immediately in earnings and other loan pools for which we record deferred profits that are
recognized as a component of guaranty fee income over the life of the loans underlying the MBS issuance.

We expect that the vast majority of our MBS guaranty transactions will generate positive economic returns over the
lives of the related MBS because we expect our guaranty fees to exceed our incurred credit losses based on our
experience. Losses on certain guaranty contracts do not reflect our estimate of incurred credit losses in our mortgage
credit book of business. Instead, these losses are recognized as charges against our allowance for loan losses or reserve
for guaranty losses, and are reflected in our credit losses. 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.
See Credit-Related Expenses for a discussion of our current year provision for credit losses.

We have increased guaranty pricing for some of our loan products during 2007. Additionally, we have made targeted
eligibility changes during 2007 to enhance the risk profile characteristics of mortgage loans that we guarantee. We
previously disclosed that we expected losses on certain guaranty contracts to more than double in 2007 from the

$439 million recorded in 2006. Based on the losses reported for the first nine months of 2007, we expect our losses on
certain guaranty contracts for the full year 2007 to be significantly higher than previously estimated.
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Investment Gains (Losses), Net

Table 5 summarizes the components of investment gains (losses), net for the three months ended March 31, 2007 and
2006.

Table 5: Investment Gains (Losses), Net

For the
Three Months
Ended
March 31,
2007 2006
(Dollars in millions)
Other-than-temporary impairment on investment securities(! $ B $ 432
Lower-of-cost-or-market adjustments on held-for-sale loans 3) 42)
Gains on Fannie Mae portfolio securitizations, net 49 17
Gains on sale of investment securities, net 287 6
Unrealized gains (losses) on trading securities, net 45 (216)
Other investment losses, net (19) (8)
Investment gains (losses), net $ 356 $ (675

€]

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

The $1.0 billion favorable variance in investment gains (losses), net, for the first quarter of 2007 compared with the
first quarter of 2006 was attributable to the following:

A decrease of $429 million in other-than-temporary impairment on investment securities. We recognized
other-than-temporary impairment on our investment securities totaling $3 million for the first quarter of 2007. In
contrast, we recognized other-than-temporary impairment of $432 million for the first quarter of 2006 due to a
general increase in interest rates during the quarter, which caused the fair value of certain securities that we
designated for sale to decline below the carrying value of those securities. We expect other-than-temporary
impairment on investment securities for the full year 2007 to be significantly lower than the amount recorded in
2006.

An increase of $281 million in gains on sale of investment securities, net. We recorded net gains of $287 million
and $6 million for the first quarters of 2007 and 2006, respectively, related to the sale of securities totaling
$17.0 billion and $9.5 billion, respectively. The investment gains recorded during the first quarter of 2007 were
attributable to the recovery in value of securities we sold that we had previously written down due to
other-than-temporary impairment.

A $261 million favorable variance in unrealized gains (losses) on trading securities, net. We recorded unrealized
gains on trading securities of $45 million for the first quarter of 2007, compared with unrealized losses of
$216 million for the first quarter of 2006. The unrealized gains during the first quarter of 2007 reflect an increase
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in the fair value of our trading securities due to decreases in interest rates and implied volatility during the
quarter. During the first quarter of 2006, we recorded unrealized losses primarily due to increases in interest rates
during the quarter, which decreased the fair value of our trading securities.

As described in  Consolidated Balance Sheet Analysis Trading Securities, we increased our portfolio of trading
securities during the first nine months of 2007 to approximately $48.7 billion as of September 30, 2007, from
$11.5 billion as of December 31, 2006. While changes in the fair value of our trading securities generally move
inversely to changes in the fair value of our derivatives, we recorded losses on both our trading securities and
derivatives for the first nine months of the year. We recorded unrealized losses of $180 million on our trading
securities for the first nine months of 2007, reflecting the combined effect of the increase in our portfolio of
mortgage-related securities classified as trading and a decrease in the fair value of these securities due to the
significant widening of credit spreads during the period.

18

Table of Contents 38



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

Table of Contents

Because the fair value of our trading securities is affected by market fluctuations that cannot be predicted, we cannot
estimate the impact of changes in the fair value of our trading securities for the full year. We provide information on

the sensitivity of changes in the fair value of trading securities to changes in interest rates in Risk Management Interest
Rate Risk Management and Other Market Risks Measuring Interest Rate Risk.

Derivatives Fair Value Gains (Losses), Net

Table 6 presents, by type of derivative instrument, the fair value gains and losses on our derivatives for the three
months ended March 31, 2007 and 2006. Table 6 also includes an analysis of the components of derivatives fair value
gains and losses attributable to net contractual interest income (expense) on our interest rate swaps, the net change in
the fair value of terminated derivative contracts through the date of termination and the net change in the fair value of
outstanding derivative contracts. The five-year interest rate swap rate, which is shown below in Table 6, is a key
reference interest rate affecting the estimated fair value of our derivatives.

Table 6: Derivatives Fair Value Gains (Losses), Net

For the
Three Months
Ended
March 31,
2007 2006
(Dollars in millions)

Risk management derivatives:

Swaps:

Pay-fixed $ (486) $ 4,786

Receive-fixed 363 (1,805)
Basis (14)

Foreign currency() 20 (29)
Swaptions:

Pay-fixed (123) 3)
Receive-fixed (303) (2,153)
Interest rate caps 1 72

Other® (D 5

Risk management derivatives fair value gains (losses), net (543) 873

Mortgage commitment derivatives fair value gains (losses), net 20) 33

Total derivatives fair value gains (losses), net $ (563) $ 906

Risk management derivatives fair value gains (losses) attributable to:

Net contractual interest income (expense) on interest rate swaps $ 34 $ @a71n
Net change in fair value of terminated derivative contracts from end of prior period to

date of termination (82) (69)
Net change in fair value of outstanding derivative contracts, including derivative

contracts entered into during the period (495) 1,113
Risk management derivatives fair value gains (losses), net® $ (543) $ 873

Table of Contents 39



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

2007 2006
5-year swap rate:
As of January 1 5.10% 4.88%
As of March 31 4.99 5.31

€]

Includes the effect of net contractual interest expense of approximately $18 million for the three months ended
March 31, 2007 and 2006. The change in fair value of foreign currency swaps excluding this item resulted in a
net
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gain of $38 million for the three months ended March 31, 2007 and a net loss of $11 million for the three
months ended March 31, 2006.

@ Includes MBS options, forward starting debt, swap credit enhancements and mortgage insurance contracts.

() Reflects net derivatives fair value gains (losses) recognized in the condensed consolidated statements of income,
excluding mortgage commitments.

As shown in Table 6 above, we recorded net contractual interest income on interest rate swaps totaling $34 million for
the first quarter of 2007, compared with net contractual interest expense on interest rate swaps of $171 million for the
first quarter of 2006. Although these amounts are included in the net derivatives fair value gains recognized in our
condensed consolidated statements of income, we consider the interest accruals on our interest rate swaps to be part of
the cost of funding our mortgage investments.

We recorded derivatives fair value losses of $563 million in the first quarter of 2007, due to fair value losses on both
our interest rate swaps and our option-based derivatives. The decline in swap rates during the first quarter of 2007
contributed to a reduction in the fair value of our pay-fixed interest rate swaps, resulting in a reduction in the
aggregate net fair value of our interest rate swaps. The aggregate fair value of our option-based derivatives decreased
due to the combined effect of the time decay of these options and a decrease in implied volatility during the quarter.
Time decay refers to the diminishing value of an option over time as less time remains to exercise the option. The less
time left on an option, the greater the effects of time decay.

In contrast, we recorded derivatives fair value gains of $906 million in the first quarter of 2006, largely due to an
increase in swap rates during the quarter. The increase in interest rates during the first quarter of 2006 resulted in fair
value gains on our pay-fixed interest rate swaps and swaptions, which more than offset fair value losses on our
receive-fixed swaps and swaptions. Partially offsetting these gains were fair value losses on our option-based
derivatives due to a decrease in implied volatility during the quarter and the effect of the time decay of these options.

We recorded derivatives fair value losses of $2.2 billion for the third quarter of 2007 due to a decrease in swap rates
during the quarter and derivatives fair value losses of $891 million for the first nine months of 2007. Because the fair
value of our derivatives is affected by market fluctuations that cannot be predicted, we cannot estimate the impact of
changes in the fair value of our derivatives for the remainder of 2007. We provide information on the sensitivity of
changes in the fair value of our derivatives to changes in interest rates in Risk Management Interest Rate Risk
Management and Other Market Risks Measuring Interest Rate Risk.

Losses from Partnership Investments

Losses from partnership investments decreased to $165 million for the first quarter of 2007, from $194 million for the
first quarter of 2006. The decrease in losses was due to the recognition of a gain on the sale of investments in federal
low-income housing tax credit ( LIHTC ) partnerships in March 2007, which was partially offset by an increase in
losses from our continuing investments in LIHTC partnerships. LIHTC partnerships generate tax credits and incur
operational losses for which we obtain tax benefits through tax deductions. See Benefit (Provision) for Federal Income
Taxes for a discussion of LIHTC tax benefits.
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Administrative Expenses

Table 7 details the components of our administrative expenses, which include ongoing operating costs, as well as costs
associated with our efforts to return to timely financial reporting.

Table 7: Administrative Expenses

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

Ongoing operating costs(! $ 527 $ 421 25%
Restatement and related regulatory expenses® 171 287 (40)
Total administrative expenses $ 698 $ 708 (D%

() Excludes costs associated with our efforts to return to timely financial reporting and also excludes various costs
that we do not expect to incur on a regular basis.

@ Includes costs of restatement and related regulatory examinations, investigations and litigation, and costs
associated with our efforts to return to timely financial reporting.

The decrease in administrative expenses for the first quarter of 2007 from the first quarter of 2006 was due to a
significant reduction in restatement and related regulatory expenses. This reduction was almost entirely offset by an
increase in our ongoing operating costs, resulting from the significant investment we have made to remediate material
weaknesses in our internal control over financial reporting by enhancing our organizational structure and systems.
Due in part to this investment, we expect our ongoing operating costs for 2007 to exceed those for 2006.

As we have previously disclosed, we undertook a thorough review of our costs beginning in January 2007 as part of a
broad reengineering initiative to increase productivity and lower administrative costs. As a result of this effort, we
expect to reduce our total administrative expenses by more than $200 million in 2007 as compared with 2006,
primarily through a reduction in employee and contract resources. We estimate that our 2007 productivity and cost
reduction reengineering initiative will reduce our ongoing operating costs to approximately $2 billion in 2008.

Credit-Related Expenses

Our credit-related expenses consist of our provision for credit losses and our foreclosed property expense. Our
credit-related expenses increased to $321 million for the first quarter of 2007, from $102 million for the first quarter
of 2006. Following is a discussion of changes in the components of our credit-related expenses during the first quarter

of 2007 compared with the first quarter of 2006.

The provision for credit losses increased by $170 million, or 215%, to $249 million for the first quarter of 2007, from
$79 million for the first quarter of 2006. This increase is attributable to an increase in net charge-offs during the
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quarter, due to higher default rates and an increase in the average amount of loss per loan, or charge-off severity,
resulting from continued economic weakness in the Midwest region and the national decline in home prices during the
first quarter of 2007. The higher default rates are, in part, due to earlier than anticipated defaults on loans originated in
2006. The increase in charge-off severity is attributable to the combined effect of the national decline in home prices
and the higher unpaid principal balances of loans going to foreclosure.

Foreclosed property expense increased by $49 million, or 213%, to $72 million for the first quarter of 2007, from

$23 million for the first quarter of 2006. This increase was driven by an increase in the inventory of foreclosed
properties and rapidly declining sales prices on foreclosed properties, particularly in the Midwest, which accounted for
the majority of the increase in our foreclosed property expense in each period. The national decline in home prices has
contributed to further increases in foreclosure activity.
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Any amounts due from mortgage insurance companies on primary mortgage insurance in excess of the amount of a
loan charge-off and all pool mortgage insurance are recognized as a reduction to our credit losses when such amounts
are collected from insurance companies. As such, a significant amount of our current year credit losses will result in a
reduction in our credit losses in subsequent periods as cash collections are received from mortgage insurance
companies, either as a recovery to our allowance for loan losses or reserve for guaranty losses or as a reduction of
foreclosed property expense.

Home prices have continued to decline since the end of the first quarter of 2007, and we expect they will continue to
decline for the remainder of 2007 and in 2008. As a result, we expect significant increases in our serious delinquency
rates, foreclosure activity, credit losses and credit-related expenses for 2007 compared with 2006, and for 2008
compared with 2007. We provide additional detail on our credit losses and factors affecting our allowance for loan
losses and reserve for guaranty losses in Risk Management Credit Risk Management Mortgage Credit Risk
Management.

Other Non-Interest Expenses

Other non-interest expenses increased to $99 million for the first quarter of 2007, from $16 million for the first quarter
of 2006. The increase is primarily attributable to higher credit enhancement expenses and a net loss of $7 million that
we recognized on the extinguishment of debt during the first quarter of 2007 compared with a net gain of $17 million
in the first quarter of 2006.

Federal Income Taxes

We recorded a net tax benefit for the first quarter of 2007, which produced an effective tax rate of (8)%, compared
with a net tax provision for the first quarter of 2006 and an effective tax rate of 17%. The difference between our
federal statutory rate of 35% and our effective tax rate is primarily due to the tax benefits we receive from our
investments in LIHTC partnerships and other equity investments that help to support our affordable housing mission.
In calculating our interim provision for income taxes, we use an estimate of our annual effective tax rate, which we
update each quarter based on actual historical information and forward-looking estimates. The estimated annual
effective tax rate may fluctuate each period based upon changes in facts and circumstances, if any, as compared to
those forecasted at the beginning of the year and each interim period thereafter. The variance in our effective tax rate
between periods is primarily due to the combined effect of fluctuations in our actual pre-tax income and our estimated
annual taxable income, which affects the relative tax benefit we expect to receive from tax-exempt income and tax
credits, and changes in the actual dollar amount of these tax benefits.

BUSINESS SEGMENT RESULTS

Results of our three business segments are intended to reflect each segment as if it were a stand-alone business. We
describe the management reporting and allocation process used to generate our segment results in our 2006

Form 10-K in Notes to Consolidated Financial Statements Note 15, Segment Reporting. We summarize our segment
results for the first quarters of 2007 and 2006 in the tables below and provide a discussion of these results. We include
more detail on our segment results in Notes to Condensed Consolidated Financial Statements Note 12, Segment
Reporting.
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Single-Family Business

Net income for our Single-Family business decreased by $220 million, or 38%, to $355 million for the first quarter of
2007, from $575 million for the first quarter of 2006. Table 8 summarizes the financial results for our Single-Family
business for the periods indicated. The primary source of revenue for our Single-Family business is guaranty fee
income. Other sources of revenue include trust management income and technology and other fees. Expenses
primarily include credit-related expenses, losses on certain guaranty contracts and administrative expenses.

Table 8: Single-Family Business Results

For the
Three Months Ended
March 31, Variance
2007 2006 $ %
(Dollars in millions)

Income Statement Data:

Guaranty fee income $ 1,287 $ 1,079 $ 208 19%
Trust management income) 154 154

Other income® 171 330 (159) (48)
Losses on certain guaranty contracts (280) (26) (254) 977)
Credit-related expenses® (326) (112) (214) (191)
Other expenses® (463) (389) (74) (19)
Income before federal income taxes 543 882 (339) (38)
Provision for federal income taxes (188) (307) 119 39
Net income $ 355 $ 575 % (220) (38)%

Other Key Performance Data:
Average single-family guaranty book of business®® $ 2,285,347 $ 2,118,576  $ 166,772 8%

() Effective January 1, 2007, we began separately reporting our float income as Trust management income. Float
income for 2006 is included in  Other income.

2 Consists of net interest income, investment gains and losses, and fee and other income.

(3)  Consists of the provision for credit losses and foreclosed property expense.

@) Consists of administrative expenses and other expenses.

) The single-family guaranty book of business consists of single-family mortgage loans held in our portfolio,
single-family Fannie Mae MBS held in our portfolio, single-family Fannie Mae MBS held by third parties and

other single-family credit enhancements that we provide.

Key factors affecting the results of our Single-Family business for the first quarter of 2007 compared with the first
quarter of 2006 included the following.
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Increased guaranty fee income, attributable to an increase in the average single-family guaranty book of business,
coupled with an increase in the average effective single-family guaranty fee rate.

The growth in our average single-family guaranty book of business was due to strong growth in single-family
Fannie Mae MBS issuances and a decrease in the liquidation rate of the single-family guaranty book of
business. Total single-family Fannie Mae MBS outstanding increased to $2.0 trillion as of March 31, 2007,
from $1.9 trillion as of December 31, 2006. Our estimated overall market share of new single-family
mortgage-related securities issuances increased to approximately 25.1% for the first quarter of 2007, from
approximately 22.4% for the first quarter of 2006. Our market share has continued to increase since the end of
the first quarter of 2007, due to the shift in the product mix of mortgage originations to more traditional
conforming fixed-rate loans and reduced competition from private-label issuers of mortgage-related securities.
These market share estimates are based on publicly available data and exclude previously securitized
mortgages.
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The growth in our average effective single-family guaranty fee rate resulted from targeted pricing increases
on new business due to the increase in the market pricing of mortgage credit risk, 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 during the first quarter of 2007 as
compared with the same period in 2006.

Significantly higher losses on certain guaranty contracts, due to the deterioration in home prices and overall
housing market conditions during the first three months of 2007, which led to an increase in mortgage credit risk
pricing that resulted in an increase in the estimated fair value of our guaranty obligations. As a result, we
recorded increased losses on certain guaranty contracts, in conjunction with our MBS issuances during the first
quarter of 2007.

A substantial increase in credit-related expenses, reflecting an increase in both the provision for credit losses and
foreclosed property expense due to the continued impact of weak economic conditions in the Midwest and the
effect of the national decline in home prices.

A relatively stable effective income tax rate of approximately 35%, which represents our statutory tax rate.
HCD Business

Net income for our HCD business increased by $17 million, or 12%, to $163 million for the first quarter of 2007, from
$146 million for the first quarter of 2006. Table 9 summarizes the financial results for our HCD business for the
periods indicated. The primary sources of revenue for our HCD business are guaranty fee income and other income.
Expenses primarily include administrative expenses, credit-related expenses and net operating losses associated with
LIHTC investments. The losses on our LIHTC investments are offset by the tax benefits generated from these
investments.

Table 9: HCD Business Results

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

(Dollars in millions)

Income Statement Data:

Guaranty fee income(!) $ 101 $ 136 $ @335 (26)%
Other income(D(2) 94 53 41 77
Losses on partnership investments (165) (194) 29 15
Credit-related expenses® 5 10 5) (50)
Other expenses® (247) (187) (60) (32)
Loss before federal income taxes (212) (182) 30) (16)
Benefit for federal income taxes 375 328 47 14
Net income $ 163 $ 146 $ 17 12%

Other Key Performance Data:

Table of Contents 47



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q
Average multifamily guaranty book of business® $ 122,480 $ 118,061 $ 4,419 4%

() 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 and fee and other income.

() Consists of the benefit for credit losses and foreclosed property income.

@) Consists of net interest expense, losses on certain guaranty contracts, administrative expenses, minority interest
in earnings of consolidated subsidiaries and other expenses.
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) The multifamily guaranty book of business consists of multifamily mortgage loans held in our portfolio,
multifamily Fannie Mae MBS held in our portfolio, multifamily Fannie Mae MBS held by third parties and
other multifamily credit enhancements that we provide.

Key factors affecting the results of our HCD business for the first quarter of 2007 compared with the first quarter of
2006 included the following.

Decreased guaranty fee income resulting from a decline in the average effective multifamily guaranty fee rate,
which was partially offset by an increase in the average multifamily guaranty book of business. The decline in
our average effective multifamily guaranty fee rate was due in part to the amortization and recognition of
deferred profits in 2006 related to a large multifamily transaction that was terminated in December 2006. In
addition, our HCD business continued to experience competitive fee pressure from private-label issuers of
commercial mortgage-backed securities during the first quarter of 2007.

A decrease in losses on partnership investments, due to the recognition of a gain on the sale of investments in
LIHTC partnerships in March 2007, partially offset by increased operating losses on retained LIHTC
partnerships.

An increase in other income due to an increase in multifamily loan prepayment and yield maintenance fees
resulting from higher liquidations in the first quarter of 2007 relative to the first quarter of 2006.

An increase in other expenses resulting from higher net interest expense associated with an increase in segment
assets and higher credit enhancement expenses.

An increase in the relative tax benefit generated by our LIHTC investments due to the overall reduction in our
consolidated pre-tax income and increase in the proportion of our pre-tax income offset by these tax benefits.

Capital Markets Group

Net income for our Capital Markets group decreased by $862 million, or 66%, to $443 million for the first quarter of
2007, from $1.3 billion for the first quarter of 2006. Table 10 summarizes the financial results for our Capital Markets
group for the periods indicated. The primary sources of revenue for our Capital Markets group are net interest income
and fee and other income. Expenses primarily consist of administrative expenses. Derivatives fair value gains and
losses, investment gains and losses, and debt extinguishment gains and losses also have a significant impact on the
financial performance of our Capital Markets group.

Table 10: Capital Markets Business Results

For the
Three Months
Ended
March 31, Variance
2007 2006 $ %
(Dollars in millions)

Net interest income $ 1,209 $ 1,842 $ (633) BH%
Investment gains (losses), net 348 (697) 1,045 150
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Derivatives fair value gains (losses), net (563) 906 (1,469) (162)
Fee and other income 40 175 (135) 77
Other expenses) (474) (492) 18 4
Income before federal income taxes and extraordinary gains

(losses), net of tax effect 560 1,734 (1,174) (68)
Provision for federal income taxes (114) (430) 316 73
Extraordinary gains (losses), net of tax effect 3) 1 €)) (400)
Net income $ 443 $ 1,305 $ (862 (66)%

() Includes debt extinguishment gains (losses), guaranty fee expense, administrative expenses and other expenses.
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Key factors affecting the results of our Capital Markets group for the first quarter of 2007 compared with the first
quarter of 2006 included the following.

A significant reduction in net interest income, due to continued compression in our net interest yield, 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.

A shift to net investment gains for the first quarter of 2007 from net investment losses for the first quarter of
2006, due to a lower level of other-than-temporary impairment on investment securities, an increase in gains on
the sale of investment securities, and unrealized gains on trading securities.

Other-than-temporary impairment on investment securities decreased to $3 million for the first quarter of
2007, from $432 million for the first quarter of 2006. The other-than-temporary impairment recognized during
the first quarter of 2006 resulted from a general increase in interest rates during the quarter, which caused the
fair value of certain securities that we had designated as available-for-sale to decline below their carrying
value.

The investment gains recorded during the first quarter of 2007 were primarily attributable to gains recognized
on the sale of securities, which were due a recovery in the value of securities we sold that we had previously
written down due to other-than-temporary impairment.

We recorded unrealized gains on trading securities for the first quarter of 2007 due to decreases in interest
rates and implied volatility during the quarter. In contrast, we recorded unrealized losses on trading securities
during the first quarter of 2006 due to increases in interest rates during the quarter.

A shift to derivatives fair value losses for the first quarter of 2007, compared with derivatives fair value gains for
the first quarter of 2006. The derivatives fair value losses for the first quarter of 2007 resulted in part from the
decline in swap rates during the quarter, which decreased the aggregate net fair value of our interest rate swaps.
We also experienced a decrease in the aggregate fair value of our option-based derivatives during the first quarter
of 2007, due to the combined effect of the time decay of these options and a decrease in implied volatility during
the quarter. In comparison, the aggregate net fair value of our interest rate swaps increased significantly during
the first quarter of 2006 due to an increase in swap rates during the quarter, which increased the fair value of our
pay-fixed interest rate swaps.

A decrease in fee and other income primarily attributable to the recognition of a foreign currency exchange loss
of $64 million on our foreign-denominated debt in the first quarter of 2007, compared with a foreign currency
exchange gain of $1 million for the first quarter of 2006. In addition, other income for the first quarter of 2006
included the recognition of certain multifamily fees of $110 million on consolidated loans, compared with

$9 million for the first quarter of 2007.

A slight reduction in the effective income tax rate to 20% for the first quarter of 2007, compared with 25% for the
first quarter of 2006. The reduction in the effective tax rate below the statutory rate was primarily due to
tax-exempt income generated from our investments in mortgage revenue bonds.

CONSOLIDATED BALANCE SHEET ANALYSIS

Our total assets of $839.5 billion as of March 31, 2007 decreased by $4.5 billion, or less than 1%, from December 31,
2006. Our total liabilities of $797.9 billion as of March 31, 2007 decreased by $4.4 billion, or less than 1%, from
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December 31, 2006. Stockholders equity of $41.4 billion as of March 31, 2007 reflected a decrease of $75 million, or
less than 1%, from December 31, 2006. Following is a discussion of material changes since December 31, 2006 in the
major components of our assets and liabilities.
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Mortgage Investments

Table 11 shows the composition of our mortgage portfolio by product type and the carrying value, which reflects the
net impact of our purchases, sales and liquidations, of these products as of March 31, 2007 and December 31, 2006.

Table 11: Mortgage Portfolio Composition!)

Mortgage loans:(

Single-family:

Government insured or guaranteed
Conventional:

Long-term, fixed-rate
Intermediate-term, fixed-rate®
Adjustable-rate

Total conventional single-family
Total single-family

Multifamily:

Government insured or guaranteed
Conventional:

Long-term, fixed-rate
Intermediate-term, fixed-rate®
Adjustable-rate

Total conventional multifamily

Total multifamily

Total mortgage loans

Unamortized premiums and other cost basis adjustments, net
Lower of cost or market adjustments on loans held for sale
Allowance for loan losses for loans held for investment
Total mortgage loans, net

Mortgage-related securities:

Fannie Mae single-class MBS

Non-Fannie Mae single-class mortgage securities

Fannie Mae structured MBS
Non-Fannie Mae structured mortgage securities®
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March 31,
2007

As of
December 31,
2006

(Dollars in millions)

$ 21,018
201,563
51,519
47,364
300,446

321,464

928
5,060
54,658
4,262
63,980
64,908
386,372
921
(90)
(312)
386,891
109,456
27,257

73,701
100,924

$ 20,106
202,339
53,438

46,820
302,597

322,703

968
5,098
50,847
3,429
59,374
60,342
383,045
943
(93)
(340)
383,555
124,383
27,980

75,261
97,399
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Mortgage revenue bonds 16,625
Other mortgage-related securities 3,787
Total mortgage-related securities 331,750
Market value adjustments® (914)
Other-than-temporary impairments (636)
Unamortized premiums (discounts) and other cost basis adjustments, net(® (867)
Total mortgage-related securities, net 329,333
Mortgage portfolio, net(”) $ 716,224

() Mortgage loans and mortgage-related securities are reported at unpaid principal balance.
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16,924
3,940

345,887
(1,261)
(1,004)
(1,083)

342,539

726,094
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2> Mortgage loans include unpaid principal balance totaling $102.8 billion and $105.5 billion as of March 31, 2007
and December 31, 2006, respectively, related to mortgage-related securities that were consolidated under
Financial Accounting Standards Board Interpretation ( FIN ) No. 46R (revised December 2003), Consolidation of
Variable Interest Entities (an interpretation of ARB No. 51) ( FIN 46R ), and mortgage-related securities created
from securitization transactions that did not meet the sales criteria under SFAS No. 140, Accounting for Transfer
and Servicing of Financial Assets and Extinguishments of Liabilities (a replacement of FASB Statement
No. 125) ( SFAS 140 ), which effectively resulted in mortgage-related securities being accounted for as loans.

() Intermediate-term, fixed-rate consists of mortgage loans with contractual maturities at purchase equal to or less
than 15 years.

@4 As of March 31, 2007, $75.1 billion of this amount consists of private-label mortgage-related securities backed
by subprime or Alt-A mortgage loans. Refer to Risk Management Credit Risk Management Mortgage Credit Risk
Management Mortgage Credit Book of Business for a description of our investments in subprime and Alt-A
securities.

) Includes unrealized gains and losses on mortgage-related securities and securities commitments classified as
trading and available-for-sale.

©)  Includes the impact of other-than-temporary impairments of cost basis adjustments.

(M Includes consolidated mortgage-related assets acquired through the assumption of debt. Also includes
$1.6 billion and $448 million as of March 31, 2007 and December 31, 2006, respectively, of mortgage loans and
mortgage-related securities that we have pledged as collateral and for which counterparties have the right to sell
or repledge.

Pursuant to a May 2006 consent order with the Office of Federal Housing Enterprise Oversight ( OFHEO ), we are
currently subject to a limit on the size of our mortgage portfolio. For the first two quarters of 2007, we were restricted
from increasing our net mortgage portfolio assets above $727.75 billion. On September 19, 2007, OFHEO issued an
interpretation of the consent order revising the existing portfolio cap. The mortgage portfolio cap is no longer based
on the amount of our net mortgage portfolio assets, which reflects GAAP adjustments, but is now based on our

average monthly mortgage portfolio balance. Our average monthly mortgage portfolio balance is based on the unpaid
principal balance of our mortgage portfolio as defined and reported in our Monthly Summary, which is a statistical
measure rather than an amount computed in accordance with GAAP, and excludes both consolidated mortgage-related
assets acquired through the assumption of debt and the impact on the unpaid principal balances recorded on our
purchases of delinquent loans from MBS trusts pursuant to Statement of Position No. 03-3, Accounting for Certain
Loans or Debt Securities Acquired in a Transfer ( SOP 03-3 ). The mortgage portfolio cap was set at $735 billion for
the third quarter of 2007. For the fourth quarter of 2007, the portfolio cap increased by 1% to $742.35 billion. For
each subsequent quarter, the portfolio cap increases by 0.5%, not to exceed 2% per year. Except as described below,
compliance with the portfolio cap will be determined by comparing the applicable portfolio cap to the cumulative
average month-end portfolio balances, measured by unpaid principal balance, since July 2007 (until the cumulative
average becomes and remains a 12-month moving average). For purposes of this calculation, OFHEO s interpretation
sets the July 2007 month-end balance at $725 billion. In addition, any net increase in delinquent loan balances in our
portfolio after September 30, 2007 will be excluded from the month-end portfolio balance. Our average monthly
mortgage portfolio balance was $725.9 billion as of September 30, 2007, which was $9.1 billion below our applicable
portfolio limit of $735 billion. We will be subject to the OFHEO-directed minimum capital requirement and portfolio
cap until the Director of OFHEO determines that these requirements should be modified or allowed to expire, taking
into account certain specified factors.
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We continue to manage the size of our mortgage portfolio to meet the OFHEO-directed portfolio cap. In addition to
the portfolio cap, our investment activities may be constrained by our regulatory capital requirements, certain
operational limitations, tax classifications and our intent to hold certain temporarily impaired securities until recovery,
as well as risk parameters applied to the mortgage portfolio.
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Table 12 compares our mortgage portfolio activity for the three months ended March 31, 2007 and 2006.

Table 12: Mortgage Portfolio Activity®)

For the
Three Months
Ended
March 31, Variance
2007 2006 $ %0
(Dollars in millions)

Purchases $ 36,157 $ 37984 $ (1,827) (5)%
Sales 16,987 9,456 7,531 80
Liquidations 31,077 34,533 (3,456) (10)

() The amounts provided represent the unpaid principal balances. These unpaid principal balance amounts, which
represent statistical measures of business activity, do not reflect certain GAAP adjustments, including market
valuation adjustments, allowance for loan losses, impairments, unamortized premiums and discounts, and the
impact of consolidation of variable interest entities.

We selectively identify and purchase mortgage assets that meet our targeted risk-adjusted return thresholds. We
typically are a more active purchaser when mortgage-to-debt spreads are wider and the prices of mortgage assets are
lower. We generally reduce our purchases when mortgage-to-debt spreads are narrower and prices are higher. Our
level of portfolio purchases decreased during the first quarter of 2007 as compared with the first quarter of 2006, due
to lower market volumes resulting from the reduction in mortgage origination activity and a more limited availability
of mortgage assets that met our risk-adjusted return thresholds. We increased our level of portfolio sales in the first
quarter of 2007, as compared with the first quarter of 2006. The decrease in mortgage liquidations was largely
attributable to the decline in home prices, which reduced the level of refinancing activity relative to the first quarter
of 2006.

Liquid Investments

Our liquid assets consist of non-mortgage investments, cash and cash equivalents, and funding agreements with our
lenders, including advances to lenders and repurchase agreements. Our non-mortgage investments, which account for
the majority of our liquid assets, primarily consist of high-quality securities that are readily marketable or have
short-term maturities, such as commercial paper. Our liquid assets, net of cash equivalents pledged as collateral,
totaled approximately $75.0 billion and $69.4 billion as of March 31, 2007 and December 31, 2006, respectively. Our
non-mortgage investments, which are carried at fair value in our condensed consolidated balance sheets, totaled
$51.9 billion and $47.6 billion as of March 31, 2007 and December 31, 2006, respectively. We reduced the level of
our liquid assets to $62.6 billion as of September 30, 2007. We provide additional detail on our non-mortgage
investments in  Notes to Condensed Consolidated Financial Statements Note 5, Investments in Securities.

Trading Securities
During 2007, we began designating an increasingly large portion of the securities we purchase as trading securities.

This change in practice was principally driven by 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
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( SFAS 155 ), which requires us to evaluate securities for embedded derivatives unless they are designated as trading
securities. We increased our portfolio of trading securities during the first nine months of 2007 to approximately
$48.7 billion as of September 30, 2007, from $11.5 billion as of December 31, 2006.

Available-for-Sale Securities

Although we report both our trading and available-for-sale (  AFS ) securities at fair value in our condensed
consolidated balance sheets, changes in the fair value of our trading securities are reported in our earnings while
changes in the fair value of our AFS securities are reported as a separate component of stockholders equity in
accumulated other comprehensive income ( AOCI ). The estimated fair value and amortized cost of
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our AFS securities totaled $358.0 billion and $358.6 billion, respectively, as of March 31, 2007, and gross unrealized
gains and gross unrealized losses recorded in AOCI related to these securities totaled $2.5 billion and $3.1 billion,
respectively. In comparison, the estimated fair value and amortized cost of our AFS securities totaled $378.6 billion
and $379.5 billion, respectively, as of December 31, 2006, and gross unrealized gains and gross unrealized losses
recorded in AOCT totaled $2.8 billion and $3.7 billion, respectively.

The fair value of our investment securities, which are primarily mortgage-backed securities, are affected by changes in
interest rates, credit spreads and other market factors. We generally view changes in the fair value of our investment
securities caused by movements in interest rates to be temporary, which is consistent with our experience. We
experienced a significant decrease in the fair value of our AFS securities at the end of the third quarter of 2007. The
estimated fair value and amortized cost of our AFS securities totaled $315.0 billion and $318.2 billion, respectively, as
of September 30, 2007, and gross unrealized gains and gross unrealized losses recorded in AOCI totaled $1.8 billion
and $5.0 billion, respectively. We believe that substantially all of the decline in fair value of our AFS securities as of
September 30, 2007 was due to the significant widening of credit spreads during the first nine months of 2007. We
have the intent and ability to hold these securities until the earlier of recovery of the unrealized loss amounts or
maturity. Accordingly, we believe that it is probable that we will collect the full principal and interest due in
accordance with the contractual terms of the securities, although we may experience future declines in value as a
result of movements in interest rates.

Debt Instruments
We issue debt instruments as the primary means to fund our mortgage investments and manage our interest rate risk
exposure. Table 13 shows the amount of our outstanding short-term borrowings and long-term debt as of March 31,

2007 and December 31, 2006.

Table 13: Outstanding Debt(D

As of December 31,
As of March 31, 2007 2006
Weighted Weighted
Average Average
Interest Interest
Outstanding Rate Outstanding Rate

(Dollars in millions)

Federal funds purchased and securities sold under

agreements to repurchase $ 1,200 543%  $ 700 5.36%
Short-term debt:

Fixed-rate 157,349 5.14 164,686 5.16
From consolidations 1,061 5.27 1,124 5.32
Total short-term debt $ 158,410 514% $ 165,810 5.16%
Long-term debt:

Senior fixed-rate $ 577,105 508% $ 576,099 4.98%
Senior floating-rate 11,852 5.92 5,522 5.06
Subordinated fixed-rate 10,894 6.10 12,852 591
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From consolidations 6,683 5.98 6,763 5.98

Total long-term debt® $ 606,534 5.12%  $ 601,236 5.01%

() Qutstanding debt amounts and weighted average interest rate reported in this table include the effect of
unamortized discounts, premiums and other cost basis adjustments. The unpaid principal balance of outstanding
debt, which excludes unamortized discounts, premiums and other cost basis adjustments, totaled $772.2 billion
as of March 31, 2007, compared with $773.4 billion as of December 31, 2006.

2> Reported amounts include a net premium and cost basis adjustments of $12.0 billion and $11.9 billion as of
March 31, 2007 and December 31, 2006, respectively.
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Despite our portfolio limit, we have been an active issuer of both short- and long-term debt for refunding and
rebalancing purposes. We present our debt activity in Table 15 in Liquidity and Capital Management Liquidity Debt
Funding.

Derivative Instruments

We supplement our issuance of debt with interest rate-related derivatives to manage the prepayment and duration risk
inherent in our mortgage investments. We present, by derivative instrument type, the estimated fair value of

derivatives recorded in our condensed consolidated balance sheets and the related outstanding notional amount as of
March 31, 2007 and December 31, 2006 in Notes to Condensed Consolidated Financial Statements Note 8, Derivative
Instruments.

Table 14 provides an analysis of the change in the estimated fair value of the net derivative asset (liability) amounts,
excluding mortgage commitments, recorded in our condensed consolidated balance sheets between December 31,
2006 and March 31, 2007. As indicated in Table 14, we recorded a net derivative asset of $2.5 billion as of March 31,
2007 related to our risk management derivatives, compared with a net derivative asset of $3.7 billion as of

December 31, 2006. The related outstanding notional amounts totaled $705.0 billion and $745.4 billion as of

March 31, 2007 and December 31, 2006, respectively.

Table 14: Changes in Risk Management Derivative Assets (Liabilities) at Fair Value, Net(D

(Dollars in millions)

Net derivative asset as of December 31, 2006 $ 3,725

Effect of cash payments:

Fair value at inception of contracts entered into during the period® €))
Fair value at date of termination of contracts settled during the period® 112

Periodic net cash contractual interest receipts (779)
Total cash receipts, net (668)

Income statement impact of recognized amounts:

Periodic net contractual interest income on interest rate swaps 34
Net change in fair value during the period (577)
Derivatives fair value losses, net®> (543)
Net derivative asset as of March 31, 20072 $ 2,514

() Excludes mortgage commitments.

(2> Represents the net of Derivative assets at fair value and Derivative liabilities at fair value recorded in our
condensed consolidated balance sheets, excluding mortgage commitments.

) Primarily includes upfront premiums received on option contracts.
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4 Primarily represents cash paid upon termination of derivative contracts.

() Reflects net derivatives fair value losses recognized in our condensed consolidated statements of income,
excluding mortgage commitments.

The $1.2 billion decrease in the fair value of the net derivative asset was primarily attributable to the decrease in the
aggregate net fair value of our interest rate swaps due to the decrease in swap rates between December 31, 2006 and
March 31, 2007, and the decrease in the aggregate fair value of our option-based derivatives due to the combined
effect of the time decay of these options and a decrease in implied volatility during the quarter. We present, by
derivative instrument type, our risk management derivative activity for the quarter ended March 31, 2007, along with
the stated maturities of our derivatives outstanding as of March 31, 2007, in Table 25 in Risk Management Interest
Rate Risk Management and Other Market Risks.
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LIQUIDITY AND CAPITAL MANAGEMENT

Liquidity

Debt Funding

Our primary source of cash is proceeds from the issuance of our debt securities. As a result, we are dependent on our
continuing ability to issue debt securities in the capital markets to meet our cash requirements. Table 15 summarizes

our debt activity for the three months ended March 31, 2007 and 2006.

Table 15: Debt Activity

For the Three Months Ended
March 31,
2007 2006
(Dollars in millions)

Issued during the period:(1)
Short-term: 2

Amount® $ 436,694 $ 589,056
Weighted average interest rate 5.16% 4.41%
Long-term:

Amount® $ 59,131 $ 46,286
Weighted average interest rate 5.56% 5.19%
Total issued:

Amount® $ 495,825 $ 635,342
Weighted average interest rate 5.20% 4.47%

Redeemed during the period:(D*)
Short-term: 2

Amount® $ 443,348 $ 605,315
Weighted average interest rate 5.13% 4.30%
Long-term:

Amount® $ 53,672 $ 28,278
Weighted average interest rate 4.36% 3.80%
Total redeemed:

Amount® $ 497,020 $ 633,593
Weighted average interest rate 5.04% 4.28%

() Excludes debt activity resulting from consolidations and intraday loans.
@ Includes Federal funds purchased and securities sold under agreements to repurchase.
() Represents the face amount at issuance or redemption.

4 Represents all payments on debt, including regularly scheduled principal payments, payments at maturity,
payments as the result of a call and payments for any other repurchases.
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The amount of our total outstanding debt remained relatively consistent between December 31, 2006 and March 31,
2007, as we managed the size of our mortgage portfolio to meet the OFHEO-directed portfolio cap. In addition, the
mix between our outstanding short-term and long-term debt remained relatively consistent. Despite a lack of portfolio
growth for the first three months of 2007, we remained an active participant in the international capital markets to
meet our consistent need for funding and rebalancing our portfolio. Changes in the amount of our debt issuances and
redemptions between periods are influenced by investor demand for our debt, changes in interest rates, and the
maturity of existing debt. For information on our outstanding short-term and long-term debt as of March 31, 2007,
refer to Consolidated Balance Sheet Analysis Debt Instruments.

Our sources of liquidity remained adequate to meet both our short-term and long-term funding needs during the first
nine months of 2007, and we anticipate that they will remain adequate. Despite the overall reduction
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in liquidity and funding sources in the mortgage credit market in recent months, our ability to issue debt at rates we
consider attractive has not been impaired. In addition, we issued $1.375 billion in preferred stock in September and
October 2007.

Liquidity Contingency Plan

We maintain a liquidity contingency plan in the event that factors, whether internal or external to our business,
temporarily compromise our ability to access capital through normal channels. Our contingency plan provides for
alternative sources of liquidity that would allow us to meet all of our cash obligations for 90 days without relying
upon the issuance of unsecured debt. In the event of a liquidity crisis in which our access to the unsecured debt
funding market becomes impaired, our primary source of liquidity is the sale or pledge of mortgage assets in our
unencumbered mortgage portfolio. Another source of liquidity in the event of a liquidity crisis is the sale of assets in
our liquid investment portfolio.

Pursuant to our September 1, 2005 agreement with OFHEO, we periodically test our liquidity contingency plan. We
believe we were in compliance with our agreement with OFHEO to maintain and test our liquidity contingency plan
as of March 31, 2007, June 30, 2007 and September 30, 2007.

Credit Ratings and Risk Ratings

Our ability to borrow at attractive rates is highly dependent upon our credit ratings. Our senior unsecured debt (both
long-term and short-term), benchmark subordinated debt and preferred stock are rated and continuously monitored by
Standard & Poor s, a division of The McGraw Hill Companies ( Standard & Poor s ), Moody s Investors Service

( Moody s ), and Fitch Ratings ( Fitch ), each of which is a nationally recognized statistical rating organization. Table 16
below sets forth the credit ratings issued by each of these rating agencies of our long-term and short-term senior

unsecured debt, qualifying benchmark subordinated debt and preferred stock as of November 8, 2007. To date, we

have not experienced any limitations in our ability to access the capital markets due to a credit ratings downgrade.

Table 16 also sets forth our risk to the government rating and our Bank Financial Strength Rating as of November 8,
2007.

Table 16: Fannie Mae Debt Credit Ratings and Risk Ratings

Senior Senior Qualifying
Risk to Bank
Long-Term Short-Term Benchmark Preferred the Financial
Unsecured  Unsecured Subordinated
Debt Debt Debt Stock  Government Strength®

Standard & Poor s AAA A-1+ AA-©) AA-©) AA-©)
Moody s Aaa P-1 Aa2 Aa3 B+
Fitch AAA Fl+ AA- AA-

(1) Pursuant to our September 1, 2005 agreement with OFHEO, we agreed to seek to obtain a rating, which will be
continuously monitored by at least one nationally recognized statistical rating organization, that assesses, among
other things, the independent financial strength or risk to the government of Fannie Mae operating under its
authorizing legislation but without assuming a cash infusion or extraordinary support of the government in the
event of a financial crisis.
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2 Negative outlook.
Cash Flows

Our primary sources of funding include proceeds from our issuance of our debt securities, principal and interest
payments on mortgage assets, and guaranty fees. Our primary uses of funds include the purchase of mortgage assets,
repayment of debt and interest payments, payment of dividends, administrative expenses and taxes.

Three Months Ended March 31, 2007. Cash and cash equivalents of $3.7 billion as of March 30, 2007 increased by
$469 million from December 31, 2006. We generated cash flows from investing activities of $10.9 billion, attributable
to a reduction in mortgage asset purchases relative to the level of liquidations and sales. These cash flows were
partially offset by net cash used in financing activities of $6.7 billion, as

33

Table of Contents 66



Edgar Filing: FEDERAL NATIONAL MORTGAGE ASSOCIATION FANNIE MAE - Form 10-Q

Table of Contents

payments made to extinguish debt exceeded the proceeds from the issuance of debt, and net cash used in operating
activities of $3.7 billion resulting primarily from an increase in trading securities.

Three Months Ended March 31, 2006. Cash and cash equivalents of $4.7 billion as of March 31, 2006 increased by
$1.9 billion from December 31, 2005. We generated cash flows from operating activities of $9.3 billion, largely
attributable to a net decrease in trading securities. These cash flows were partially offset by net cash used in financing
activities of $4.6 billion, as payments made to extinguish debt exceeded the proceeds from the issuance of debt, and
net cash used in investing activities of $2.9 billion, as mortgage asset purchases exceeded the level of liquidations and
sales.

Because our cash flows are complex and interrelated and bear little relationship to our net earnings and net assets, we
do not rely on this traditional cash flow analysis to evaluate our liquidity position. Instead, we rely on our liquidity
contingency plan described above to ensure that we preserve stable, reliable and cost effective sources of cash to meet
all obligations from normal operations and maintain sufficient excess liquidity to withstand both a severe and
moderate liquidity stress environment.

Capital Management

Regulatory Capital

Table 17 displays our regulatory capital classification measures as of March 31, 2007 and December 31, 2006.

Table 17: Regulatory Capital Measures

As of
March 31, December 31,
2007 2006
(Dollars in millions)
Core capital® $ 41,710 $ 41,950
Statutory minimum capital® 29,528 29,359
Surplus of core capital over required minimum capital 12,182 12,591
Surplus of core capital percentage over required minimum capital® 41.3% 42.9%
Core capital® $ 41,710 $ 41,950
OFHEO-directed minimum capital®) 38,386 38,166
Surplus of core capital over OFHEO-directed minimum capital 3,324 3,784
Surplus of core capital percentage over OFHEO-directed minimum capital© 8.7% 9.9%
Total capital? $ 42,575 $ 42,703
Statutory risk-based capital(® 20,536 26,870
Surplus of total capital over required risk-based capital $ 22,039 $ 15,833
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Surplus of total capital percentage over required risk-based capital©® 107.3%
Core capital® $ 41,710
Statutory critical capital19) 15,249
Surplus of core capital over required critical capital $ 26,461
Surplus of core capital percentage over required critical capital(!D) 173.5%

58.9%

41,950
15,149

26,801

176.9%

() Except for statutory risk-based capital amounts, all amounts represent estimates that will be resubmitted to
OFHEO for its certification. Statutory risk-based capital amounts represent previously announced results by
OFHEO. OFHEO may determine that results require restatement in the future based upon analysis provided by

us.

@ The sum of (a) the stated value of our outstanding common stock (common stock less treasury stock); (b) the
stated value of our outstanding non-cumulative perpetual preferred stock; (c) our paid-in capital; and (d) our

retained earnings. Core capital excludes accumulated other comprehensive income (loss).
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3 Generally, the sum of (a) 2.50% of on-balance sheet assets; (b) 0.45% of the unpaid principal balance of
outstanding Fannie Mae MBS held by third parties; and (c) up to 0.45% of other off-balance sheet obligations,
which may be adjusted by the Director of OFHEO under certain circumstances (See 12 CFR 1750.4 for
existing adjustments made by the Director of OFHEO).

@ Defined as the surplus of core capital over statutory minimum capital expressed as a percentage of statutory
minimum capital.

®)  Defined as a 30% surplus over the statutory minimum capital requirement. We are currently required to
maintain this surplus under the OFHEO consent order until such time as the Director of OFHEO determines
that the requirement should be modified or allowed to expire, taking into account certain specified factors.

©)  Defined as the surplus of core capital over OFHEO-directed minimum capital expressed as a percentage of
OFHEO-directed minimum capital.

() 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). The specific
loss allowance totaled $65 million as of March 31, 2007 and $106 million as of December 31, 2006.

®)  Defined as the amount of total capital required to be held to absorb projected losses flowing from future
adverse interest rate and credit risk conditions specified by statute (see 12 CFR 1750.13 for conditions), plus
30% mandated by statute to cover management and operations risk.

®  Defined as the