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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, 2007

( 2007 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 2007 Form 10-K for an explanation of key terms used throughout this discussion.

INTRODUCTION

Fannie Mae is a government-sponsored enterprise ( GSE ), 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 ( Single-Family ), Housing and Community Development
( HCD ), 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. 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.

Our 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. Our 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 makes debt and equity investments to increase the supply of affordable housing. Our Capital

Markets group manages our investment activity in mortgage loans, mortgage-related securities and other investments,
our debt financing activity, and our liquidity and capital positions. We fund our investments primarily through

proceeds from our issuance of debt securities in the domestic and international capital markets.

1
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SELECTED FINANCIAL DATA

The selected financial data presented below is summarized from our condensed consolidated results of operations for
the three and six months ended June 30, 2008 and 2007, as well as from selected condensed consolidated balance
sheet data as of June 30, 2008 and December 31, 2007. This data should be read in conjunction with this MD&A, 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 2007 Form 10-K.

Statement of operations data:
Net interest income

Guaranty fee income

Losses on certain guaranty contracts

Trust management income

Fair value gains (losses), net®

Other income (expenses), net®

Credit-related expenses™®

Net income (loss)

Preferred stock dividends and issuance costs at
redemption

Net income (loss) available to common stockholders

Per common share data:

Earnings (loss) per share:

Basic

Diluted

Weighted-average common shares outstanding:
Basic

Diluted

Cash dividends declared per common share

New business acquisition data:
Fannie Mae MBS issues acquired by third parties®

Mortgage portfolio purchases©

New business acquisitions

For the
Three Months Ended
June 30,

2008

20070

For the
Six Months Ended
June 30,

2008

20071

(In millions, except per share amounts)

$ 2,057
1,608

75

517
(889)
(5,349)
(2,300)

(303)
(2,603)

$ (2.54)
(2.54)

1,025

1,025
$ 0.35

$ 137,731
61,347

$ 199,078

$ 1,193
1,120
(461)

150

1,424

3)

(518)

1,947

(118)
1,829

$ 1.88
1.86

973

1,001
$ 0.50

$ 134,440
48,676

$ 183,116

$ 3,747
3,360

182
(3,860)
(1,059)
(8,592)
(4,486)

(625)
(5,111)

$ (5.11)
(5.11)

1,000

1,000
$ 0.70

$ 293,433
97,670

$ 391,103

$ 2387

2,218
(744)

314

858

397
(839)

2,908

(253)
2,655

$ 2.73
2.72

973

1,001
$ 0.90

$ 259,642
84,833

$ 344,475
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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®

Book of business data:

Mortgage portfolio®

Fannie Mae MBS held by third parties(9)
Other guarantees!D

Mortgage credit book of business

Guaranty book of business12)

Ratios:

Return on assets ratio(13)*

Return on equity ratiod4)*

Equity to assets ratio(19)%*

Dividend payout ratio(1©)

Average effective guaranty fee rate (in basis
points)(7

Credit loss ratio (in basis points)18)

For the
Three Months Ended
June 30,

2008 2007M®
(1.20)% 0.86%
(50.3) 22.6

4.6 4.8
N/A 26.8
26.3bp 21.5bp
17.5bp 4.0bp

As of

June 30, December 31,
2008 2007
(Dollars in millions)

$ 99,562 $ 63,956
245,226 293,557
6,931 7,008
411,300 396,516
885,918 879,389
240,223 234,160
559,279 562,139
844,528 835,271
21,725 16,913
41,226 44,011
$ 46,964 $ 45,373
55,568 48,658
$ 754,116 $ 727,903
2,252,282 2,118,909
31,812 41,588
$ 3,038,210 $ 2,888,400
$ 2,898,207 $ 2,744,237
For the
Six Months Ended
June 30,
2008 2007M
(1.16)% 0.62%
(43.9) 16.6
4.8 4.8
N/A 33.1
27.9bp 21.6bp
15.1bp 3.7bp
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Certain prior period amounts have been reclassified to conform to the current period presentation.

Consists of the following: (a) derivatives fair value gains (losses), net; (b) trading securities gains (losses), net;
(c) hedged mortgage assets gains (losses), net; (d) debt foreign exchange gains (losses), net; and (e) debt fair
value gains (losses), net.

Consists of the following: (a) investment gains (losses), net; (b) debt extinguishment gains (losses), net;
(c) losses from partnership investments; and (d) 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 during the reporting period less:
(a) securitizations of mortgage loans held in our portfolio during the reporting period and (b) Fannie Mae MBS
purchased for our investment portfolio during the reporting period.

3
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Unpaid principal balance of mortgage loans and mortgage-related securities we purchased for our investment
portfolio during the reporting period. Includes mortgage-related securities acquired through the extinguishment
of debt and capitalized interest.

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 income (loss).

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.

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

Unpaid principal balance of: mortgage loans held in our mortgage portfolio; Fannie Mae MBS (whether held in
our mortgage portfolio or held by third parties); and other credit enhancements that we provide on mortgage
assets. Excludes non-Fannie Mae mortgage-related securities held in our investment portfolio for which we do
not provide a guaranty. The principal balance of resecuritized Fannie Mae MBS is included only once in the
reported amount.

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

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

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

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

Annualized guaranty fee income as a percentage of average outstanding Fannie Mae MBS and other guarantees
during the period.

Annualized (a) charge-offs, net of recoveries and (b) foreclosed property expense, as a percentage of the average
guaranty book of business during the period. We exclude from our credit loss ratio any initial losses recorded on
delinquent loans purchased 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 ), when the purchase price of seriously delinquent
loans that we purchase from Fannie Mae MBS trusts exceeds the fair value of the loans at the time of purchase.
Also excludes the difference between the unpaid principal balance of HomeSaver Advance™ loans at origination
and the estimated fair value of these loans. Our credit loss ratio including the effect of these initial losses
recorded pursuant to SOP 03-3 and related to HomeSaver Advance loans was 22.6 basis points and 4.7 basis
points for the three months ended June 30, 2008 and 2007, respectively, and 21.7 basis points and 4.4 basis

11
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points for the six months ended June 30, 2008 and 2007, respectively. We previously calculated our credit loss
ratio based on credit losses as a percentage of our mortgage credit book of business, which includes non-Fannie
Mae mortgage-related securities held in our mortgage investment portfolio that we do not guarantee. Because
losses related to non-Fannie Mae mortgage-related securities are not reflected in our credit losses, we revised the
calculation of our credit loss ratio to reflect credit losses as a percentage of our guaranty book of business. Our
credit loss ratio calculated based on our mortgage credit book of business would have been 16.7 basis points and
3.8 basis points for the three months ended June 30, 2008 and 2007, respectively, and 14.3 basis points and

3.5 basis points for the six months ended June 30, 2008 and 2007, respectively.

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

4
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EXECUTIVE SUMMARY

Our Executive Summary presents a high-level overview of the most significant factors focused on by our management
in currently evaluating our business and financial position and prospects.

Conditions in the Housing and Mortgage Markets

The housing and mortgage markets have experienced unprecedented challenges during 2008 and those challenges
have driven our financial results. The housing market downturn that began in 2006 continued through 2007 and has
further deteriorated in 2008. The market continues to experience declines in new and existing home sales, mortgage
originations and home prices, as well as increases in inventories of unsold homes, mortgage delinquencies, defaults
and foreclosures. Growth in U.S. residential mortgage debt outstanding slowed to an estimated annual rate of 2.9%
based on the first three months of 2008, compared with an estimated annual rate of 8.0% based on the first three
months of 2007. We estimate that home prices declined by 0.6% on a national basis during the second quarter of 2008,
which translates to an 8% total national decline since the beginning of the downturn in the second quarter of 2006. We
have seen more severe declines in certain states, such as California, Florida, Nevada and Arizona, which have
experienced home price declines of 24% or more since their 2006 peaks. While we continue to expect home price
declines in 2008 to be within our estimated 7% to 9% range, and peak-to-trough home price declines to be within our
estimated 15% to 19% range, we see the trend moving toward the high end of those ranges, driven in particular by
higher home price declines in certain regions.

Summary of Our Financial Results for the Second Quarter of 2008

The challenges experienced in the housing and mortgage markets during 2008 have impacted our financial results. For
the second quarter of 2008, we recorded a net loss of $2.3 billion and a diluted loss per share of $2.54, compared with
a net loss of $2.2 billion and a diluted loss per share of $2.57 for the first quarter of 2008. We recorded net income of
$1.9 billion and diluted earnings per share of $1.86 for the second quarter of 2007. The $114 million increase in our
net loss for the second quarter of 2008 compared with the first quarter of 2008 was driven principally by credit-related
expenses. During the quarter, net deferred tax assets increased by $2.8 billion from $17.8 billion at March 31, 2008 to
$20.6 billion at June 30, 2008, due primarily to the increase in our combined loan loss reserves. As we have continued
to serve the market, we have seen growth in our book of business and market share since December 31, 2007. Our
mortgage credit book of business increased to $3.0 trillion as of June 30, 2008, up from $2.9 trillion as of

December 31, 2007. Our estimated market share of new single-family mortgage-related securities issuances remains
high at approximately 45.4% for the second quarter of 2008, compared with an estimated 50.1% in the first quarter,
and an estimated 27.9% for the second quarter of 2007.

We provide a more detailed discussion of key factors affecting changes in our results of operations and financial

condition in Consolidated Results of Operations,  Business Segment Results,  Consolidated Balance Sheet Analysis,
Supplemental Non-GAAP Information Fair Value Balance Sheets, and Risk Management Credit Risk

Management Mortgage Credit Risk Management Mortgage Credit Book of Business.

Market Events of July 2008
In mid-July, following the close of the second quarter, liquidity and trading levels in the capital markets became
extremely volatile, and the functioning of the markets was disrupted. The market value of our common stock dropped

rapidly, to its lowest level since October 1990, and we experienced reduced demand for our unsecured debt and MBS
products. This market disruption caused a significant increase in our cost of funding and a substantial increase in

13
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mark-to-market losses on our trading securities arising from a significant widening of credit spreads. In addition,
during July, credit performance continued to deteriorate, and we recorded charge-offs and foreclosed property
expenses that were higher than we had experienced in any month during the second quarter and higher than we
expected, driven by higher defaults and higher loan loss

14
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severities in markets most affected by the steep home price declines. Greater credit losses in July not only reduce our
July net income through our actual realized losses, but also affect us as we expect that we will need to make further
increases to our combined loss reserves in the second half of 2008 to incorporate our experience in July.

Credit

As noted above, the housing and mortgage market downturn negatively impacted us in the second quarter. Our
quarterly default rate increased from 12 basis points in the first quarter of 2008 to 14 basis points in the second quarter
of 2008, with particular acceleration in defaults from states, such as California, Arizona, Nevada and Florida, and
certain vintages (2006 and 2007) that carry a higher than average unpaid principal balance. Average initial charge-off
severity has also increased, with our average initial charge-off severity rate increasing from 19% in the first quarter of
2008 to 23% in the second quarter of 2008. Increases in our default and initial charge-off severity rates are both driven
primarily by losses on our Alt-A loans in markets most affected by the steep home price declines. The deterioration in
the credit performance of our higher risk loans is especially pronounced in our Alt-A mortgage book, with particular
pressure on loans with layered risk, such as loans with subordinate financing and interest-only payment terms. As of
June 30, 2008, our Alt-A mortgage loans represented approximately 11% of our total single-family mortgage credit
book of business, and accounted for 49% of our credit losses for the second quarter of 2008.

Because we use our most recent actual experience to make projections, we are incorporating the July events described
above into our current forecasts. In light of our experience during the second quarter and our credit performance in
July, we are increasing our forecast for our credit loss ratio (which excludes SOP 03-3 and HomeSaver Advancet™ fair
value losses) to 23 to 26 basis points for 2008, as compared with our previous guidance of 13 to 17 basis points. We
continue to anticipate that our credit loss ratio will increase further in 2009 compared with 2008. We also expect
significant additions to our combined loss reserves through the remainder of 2008. Finally, while we expect that 2008
will be our peak year for credit-related expenses as we build our combined loss reserves in anticipation of charge-offs
we expect to incur in 2009 and 2010, the total amount of credit-related expenses will be significant in 2009.

One significant offset to credit-related expenses is the revenue we earn. We have two main sources of revenue: the
guaranty fee income we generate over time from our existing guaranty book of business and from new guaranty
business, and the net interest income we earn on the assets we hold in our portfolio. We generated $7.7 billion of
revenue in the first half of 2008 and expect to generate revenues in the second half of the year similar to those
generated in the first half of the year.

In light of continued deterioration in credit performance, we have been, and are continuing, to take steps designed to
mitigate our credit losses. During the second quarter, we took a variety of steps to address credit losses using a variety
of tools.

Underwriting Changes. We have continued to review and revise our underwriting standards through eligibility
changes, including those implemented through our most recent release of DesktopUnderwriter®, which tightens
existing standards. These revisions have resulted in a significant reduction in the volume of the types of loans that
currently represent a majority of our credit losses. Effective January 1, 2009, we are discontinuing the purchase
of newly originated lender-channel Alt-A loans. In addition, we will continue to review our underwriting
standards and may in the future make additional changes as necessary to reflect future changes in the market.

Workout Rates of Delinquent Loans. We have increased our workout rate from approximately 50% of problem

loans in 2007 to 56% in the first half of the year. We are targeting a workout ratio goal of 60% by the end of the
year, reflecting a substantial expansion of our loss mitigation activities, personnel and initiatives.

15
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Review of Defaulted Loans. We have increased efforts to pursue recoveries from lenders, focusing especially on
our Alt-A book, by expanding loan reviews in cases where we incurred a loss or

6
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could incur a loss due to fraud or improper lending practices. We expect this effort is likely to increase our
recoveries in 2008 and 2009.

REO Inventory Management. As our foreclosure rates have increased, our inventory of REO properties has
increased. We are enhancing our REO inventory management capabilities by opening offices in the hardest hit
regions, such as California and Florida, and increasing our local resources devoted to property management and
sales efforts. We have expanded our network of firms to assist in property disposition to ensure we have adequate
capacity to sell the additional properties we expect to acquire through foreclosure. Finally, we are evaluating
various proposals we have received from third parties involving the sale of properties in bulk transactions.

In addition to these specific activities, we are continuing to develop strategies designed to mitigate the increase in our
credit losses. We have formed a multi-disciplinary team in credit risk, operations and financial management devoted
to supporting loss mitigation and foreclosure prevention and have significantly increased the level of internal

management and staff resources engaged in that effort.

For a further description of our credit risk management, refer to Consolidated Results of Operations Credit-Related
Expenses and Risk Management Credit Risk Management Mortgage Credit Risk Management.

Capital
As noted above, the market conditions that we experienced during the second quarter were more negative than we
anticipated, and that trend accelerated in July. Our core capital as of June 30, 2008 was $47.0 billion, $14.3 billion
above our statutory minimum capital requirement and $9.4 billion above our regulator-directed 15% surplus
requirement. We currently expect that we will remain above our regulatory capital requirement for the remainder of
2008. (Our regulatory capital requirement is equal to our statutory minimum capital requirement plus any additional
surplus above that statutory minimum that we expect our regulator will require us to hold.) Due to the volatile market
conditions, we now have less visibility into our capital position in 2009. We currently have internally prepared
scenarios, derived from our own statistical models and management s judgment, that indicate that we will remain
above our regulatory capital requirement through 2009, and others that show that we may not. There are a variety of
current uncertainties that make estimates for 2009 challenging, including:

the credit performance of the loans in our mortgage credit book of business;

the pace at which we realize credit losses;

the impact of the recently passed housing legislation, and the timing of that impact;

the amount and pace of home price declines;

the impact of other factors, such as unemployment rates and energy prices, on overall economic conditions and
borrower behavior;

the amount of impairments we are required to take on our securities;
the impact of credit spreads on mark-to-market values;
changes in state laws and judicial actions with respect to foreclosure;

the cost of our funding;

17
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the amount of mortgage insurance claims that are paid;

the ability to recover our deferred tax asset;

the amount of revenue we generate; and

the inter-relationship among and between these factors in the current mortgage market.

7
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For more information regarding risks to our business that may impact performance and capital levels, refer to
Part II Item 1A Risk Factors.

Our capital position, and whether we are classified as adequately capitalized for regulatory purposes, also depends on
the level of capital we are required to hold by our regulator. In May 2008, the Office of Federal Housing Enterprise
Oversight ( OFHEO ) indicated its intention to reduce our capital surplus requirement by five percentage points to a
10% surplus requirement in September 2008, based upon our continued maintenance of excess capital well above
OFHEO s regulatory requirement and no material adverse change to our ongoing regulatory compliance. Under the
recently enacted Federal Housing Finance Regulatory Reform Act of 2008 (the Regulatory Reform Act ), our new
regulator, the Federal Housing Finance Authority ( FHFA ), has new authority to increase our regulatory capital
requirement pursuant to a formal rulemaking process and consultation with the Chairman of the Board of Governors
of the Federal Reserve System, but we do not yet know what those capital levels will be. In addition, OFHEO has
recently finalized rules modifying our regulatory risk-based capital stress test which will be applied beginning with
the third quarter of 2008. The uncertainties that make 2009 estimates challenging also impact the calculation of this
requirement, adding additional uncertainty to the regulatory requirements for capital. We are in ongoing dialogue with
our regulator regarding our capital position. For more information regarding our regulatory capital requirements,
including the newly finalized risk-based capital requirements, refer to Liquidity and Capital Management Capital
Management Regulatory Capital Requirements.

In light of volatile market conditions, it is critical that we manage our capital levels to maintain a capital cushion well
in excess of our regulatory capital requirement. To that end, we use strategies designed to preserve and protect our
capital. In addition, we may, from time to time, raise capital opportunistically. Management continues to carefully
monitor our capital and dividend positions and the trends impacting those positions and, if necessary, intends to take
actions designed to help mitigate the impacts of a worsening environment on those positions. In this environment,
conditions that negatively impact capital can develop rapidly and are based on a variety of factors. Therefore, we may
need to take action quickly to respond.

We have already begun to take some of those actions. Today, the Board of Directors announced that the company is
decreasing the dividend on our common stock to five cents per share. On August 4, 2008, we announced an increase
in our guaranty fee pricing on new acquisitions commensurate with the risks in the current market. We are also
prudently managing the size of our balance sheet. Finally, we are evaluating our costs and expenses and expect to
reduce ongoing operating costs by 10% by year end 2009. Additional steps we could take include: reducing or
eliminating our dividends; slowing growth; decreasing the size of the balance sheet; further raising guaranty fees; and
raising additional capital (which could be dilutive). Some of these actions could have negative consequences,
including decreased revenue due to growth limitations, or increased mark-to-market charges associated with the
decreased liquidity for mortgage assets that could arise from a reduction in our market activity. If our capital fails to
meet standards set by our regulator, our regulator could require us to enter into a capital restoration plan or take other
actions. As discussed below, the U.S. Treasury is authorized to buy Fannie Mae s debt, equity and other securities,
subject to our agreement.

For more information regarding our capital management, including our recent capital raises, refer to Liquidity and
Capital Management Capital Management Capital Activity Capital Management Actions. For more information
regarding our capital measures, refer to Notes to the Condensed Consolidated Financial Statements Note 15,
Regulatory Capital Requirements.

Legislative and Regulatory Actions

On July 30, 2008, President Bush signed into law the Housing and Economic Recovery Act of 2008 that included
GSE regulatory reform legislation. The legislation, which is described in more detail in Legislation Relating to Our
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Regulatory Framework, establishes FHFA as our new safety, soundness and mission regulator, replacing OFHEO and
the U.S. Department of Housing and Urban Development ( HUD ) for this purpose.

In general, the legislation strengthens the existing safety and soundness oversight of the GSEs, providing FHFA with
safety and soundness authority that is comparable to and in some respects broader than that of the

8
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federal bank regulatory agencies. For example, FHFA will have enhanced powers to raise capital levels above
statutory minimum levels, to regulate the size and content of our portfolio, and to approve new mortgage products.
The legislation also increases the financial and administrative cost of our affordable housing mission.

In addition, the legislation includes provisions that were initially proposed by Treasury Secretary Henry Paulson, Jr.
on July 13, 2008. These provisions:

Authorize U.S. Treasury to buy Fannie Mae s debt, equity and other securities, subject to our agreement; and

Give the Chairman of the Board of Governors of the Federal Reserve System a consultative role in our regulator s
process for setting capital requirements and other safety and soundness standards.

Both provisions lapse at the end of 2009.

For a further description of the new legislation, including a discussion of its potential impact on us, refer to
Legislation Relating To Our Regulatory Framework and PartII Item 1A Risk Factors.

LEGISLATION RELATING TO OUR REGULATORY FRAMEWORK

The Regulatory Reform Act was signed into law by President Bush on July 30, 2008, and became effective
immediately. The legislation establishes FHFA as an independent agency with general supervisory and regulatory
authority over Fannie Mae, Freddie Mac, and the 12 Federal Home Loan Banks. FHFA assumes the duties of our
former regulators, OFHEO and HUD, with respect to safety, soundness and mission oversight of Fannie Mae and
Freddie Mac. We expect that our new regulator will implement the various provisions of the legislation over the next
several months, generally though rulemaking. In general, we remain subject to existing regulations, orders and
determinations until new ones are issued or made. Refer to Item 1. Business Our Charter and Regulation of Our
Activities in our 2007 Form 10-K for a description of our regulation prior to enactment of this legislation.

Safety and Soundness Provisions

Capital. The legislation provides significant new authority to FHFA with respect to our risk-based and minimum
capital requirements. FHFA has broad authority to establish risk-based capital standards for us and Freddie Mac to
ensure that we operate in a safe and sound manner and maintain sufficient capital and reserves. FHFA also has broad
authority to increase the level of our required minimum capital and to establish capital or reserve requirements for
specific products and activities, so as to ensure that we operate in a safe and sound manner.

Portfolio. The legislation requires FHFA to establish standards governing our portfolio holdings, to ensure that they
are backed by sufficient capital and consistent with our mission and safe and sound operations. The legislation further
requires FHFA to monitor our portfolio and, in some circumstances, authorizes FHFA to require us to dispose of or
acquire assets.

Prudential Standards. The legislation requires FHFA to establish prudential management and operations standards,
including standards for internal controls, risk management, and investments and acquisitions.

Prompt Corrective Action. The legislation strengthens FHFA s prompt corrective action authority, including its

discretionary authority to change our capital classification under certain circumstances and to restrict our growth and
activities if we are not adequately capitalized.
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Conservatorship and Receivership. The legislation provides FHFA new authority to place us into receivership, and
enhanced authority to place us into conservatorship, based on certain specified grounds. Further, FHFA must place us
into receivership if it determines that our debts have exceeded our assets for 60 days, or we have not been paying our

debts as they become due for 60 days.

22



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

Enforcement Powers. The legislation provides FHFA with enhanced enforcement powers, including greater
cease-and-desist authority and increased civil monetary penalties, and new authority to suspend or remove directors
and management.

Mission Provisions

Products and Activities. The legislation requires us, with some exceptions, to obtain the approval of FHFA before we
initially offer a product. The process for obtaining FHFA s approval includes a 30-day public notice and comment
period relating to the product. A product may be approved only if it is authorized by our charter, in the public interest,
and consistent with the safety and soundness of the enterprise and the mortgage finance system. We must provide
written notice to FHFA before commencing any new activity.

Affordable Housing Allocations. The legislation requires us and Freddie Mac to make annual allocations to fund
government affordable housing programs, based on the dollar amount of our total new business purchases, at the rate

of 4.2 basis points per dollar. If this requirement had been in effect in 2007, our contribution for that year would have
been approximately $300 million. For the first three years, a diminishing portion (100%, 50%, 25%) of our allocation
will be used to pay for the Federal Housing Administration s ( FHA ) HOPE for Homeowners Program. The legislation
requires FHFA to temporarily suspend our allocation upon finding that it: is contributing or would contribute to our
financial instability; is causing or would cause us to be classified as undercapitalized; or is preventing or would

prevent us from successfully completing a capital restoration plan. FHFA must issue regulations prohibiting us from
redirecting the cost of our allocations, through increased charges or fees, or decreased premiums, or in any other

manner, to the originators of mortgages that we purchase or securitize.

Affordable Housing Goals and Duty to Serve. The legislation restructures our affordable housing goals and creates a
new duty for us and Freddie Mac to serve three underserved markets manufactured housing, affordable housing
preservation, and rural housing. With respect to these markets, we are required to provide leadership to the market in
developing loan products and flexible underwriting guidelines to facilitate a secondary market for mortgages for very
low-, low-, and moderate-income families. Both the restructured goals and the new duty to serve take effect in 2010.
The legislation provides that the housing goals established by HUD for 2008 will remain in effect for 2009, except
that by April 2009, FHFA must review the 2009 goals to determine their feasibility given the market conditions
current at such time and, after seeking public comment for up to 30 days, FHFA may make appropriate adjustments to
the 2009 goals consistent with such market conditions.

Temporary Provisions

Enhanced Authority of U.S. Treasury to Purchase GSE Securities. The Secretary of the Treasury has long had
authority to purchase up to $2.25 billion in our obligations. The legislation provides the Secretary of the Treasury with
additional temporary authority to purchase our obligations and other securities on terms that the Secretary may
determine, subject to our agreement. This expanded authority expires on December 31, 2009. To exercise this
authority, the Secretary must determine that such a purchase is necessary to provide stability to the financial markets,
prevent disruptions in the availability of mortgage finance, and protect taxpayers. In connection with exercising this
authority, the Secretary must consider: the need for preferences or priorities regarding payments to the government;
limits on maturity or disposition of obligations or securities to be purchased; the company s plan for orderly
resumption of private market funding or capital market access; the probability of our fulfilling the terms of the
obligations or other securities, including repayment; the need to maintain our status as a private shareholder-owned
company; and restrictions on the use of our resources, including limitations on the payment of dividends and
executive compensation.
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Consultation with the Federal Reserve. Until December 31, 2009, our regulator must consult with the Chairman of
the Board of Governors of the Federal Reserve on risks posed by the GSEs to the financial system before taking
certain regulatory actions such as issuance of regulations regarding capital or portfolio, or appointment of a
conservator or receiver.

10
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Other Provisions

Conforming Loan Limits. The legislation permanently increases our conforming loan limit in high cost areas, to the
lower of 115% of the median home price for comparable properties in the area, or 150% of the otherwise applicable
loan limit (currently $625,500). This provision takes effect on January 1, 2009, upon expiration of the loan limit
provisions contained in the Economic Stimulus Act of 2008.

SEC Registration. The legislation provides that no class of equity securities of Fannie Mae or Freddie Mac shall be
treated as exempted securities for purposes of section 12, 13, 14, or 16 of the Securities Exchange Act of 1934.
(Fannie Mae voluntarily registered its common stock with the U.S. Securities and Exchange Commission ( SEC ) on
March 31, 2003. We registered our preferred stock on July 29, 2008, in accordance with the legislation.)

Executive Compensation. FHFA may at any time review the reasonableness of executive compensation, and may
prohibit payment to the officer during such review. In addition, FHFA is authorized to prohibit or limit certain golden
parachute and indemnification payments to directors, officers, and certain other parties. Until December 31, 2009,
FHFA shall have the power to approve, disapprove or modify executive compensation.

Board of Directors. The legislation eliminates the five presidential appointees from our board of directors, and
provides that our board shall consist of 13 persons elected by the shareholders, or such other number as the Director of
FHFA determines appropriate. The legislation leaves in place the requirement that our board shall at all times have as
members at least one person from the homebuilding, mortgage lending, and real estate industries, and at least one
person from an organization representing consumer or community interests or one person who has demonstrated a
career commitment to the provision of housing for low-income households.

For a description of how this GSE regulatory reform legislation could materially adversely affect our business and
earnings, see PartII Item 1A Risk Factors of this report.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES
The preparation of financial statements in accordance with 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. We have identified the following as our most critical accounting policies and estimates:

Fair Value of Financial Instruments

Other-than-temporary Impairment of Investment Securities

Allowance for Loan Losses and Reserve for Guaranty Losses

Deferred Tax Assets
We describe below significant changes in the judgments and assumptions we made during the first six months of 2008
in applying our critical accounting policies and estimates. Also see Part Il Item 7 MD&A Critical Accounting Policies

and Estimates of our 2007 Form 10-K for additional information about our critical accounting policies and estimates.

Fair Value of Financial Instruments
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We adopted SFAS No. 157, Fair Value Measurements ( SFAS 157 ), which defines fair value, establishes a framework
for measuring fair value and outlines a fair value hierarchy based on the inputs to valuation techniques used to

measure fair value, effective January 1, 2008. SFAS 157 defines fair value as the price that would be received to sell

an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date

(also referred to as an exit price). SFAS 157 categorizes fair value measurements into a three-level hierarchy based on
the extent to which the measurement relies on observable

11
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market inputs in measuring fair value. Level 1, which is the highest priority in the fair value hierarchy, is based on
unadjusted quoted prices in active markets for identical assets or liabilities. Level 2 is based on observable
market-based inputs, other than quoted prices, in active markets for identical assets or liabilities. Level 3, which is the
lowest priority in the fair value hierarchy, is based on unobservable inputs. Assets and liabilities are classified within
this hierarchy in their entirety based on the lowest level of any input that is significant to the fair value measurement.

The use of fair value to measure our financial instruments is fundamental to our financial statements and is a critical
accounting estimate because a substantial portion of our assets and liabilities are recorded at estimated fair value. The
majority of our financial instruments carried at fair value fall within the level 2 category and are valued primarily
utilizing inputs and assumptions that are observable in the marketplace, can be derived from observable market data or
corroborated by observable levels at which transactions are executed in the marketplace. Because items classified as
level 3 are generally based on unobservable inputs, the process to determine fair value is generally more subjective
and involves a high degree of management judgment and assumptions. These assumptions may have a significant
effect on our estimates of fair value, and the use of different assumptions as well as changes in market conditions
could have a material effect on our results of operations or financial condition. We provide additional information
regarding our level 3 assets below.

Fair Value Hierarchy Level 3 Assets

Level 3 is primarily comprised of financial instruments whose fair value is estimated based on valuation
methodologies utilizing significant inputs and assumptions that are generally less observable because of limited
market activity or little or no price transparency. We typically classify financial instruments as level 3 if the valuation
is based on inputs from a single source, such as a dealer quotation, where we are not able to corroborate the inputs and
assumptions with other available, relevant market information. Our level 3 financial instruments include certain
mortgage- and asset-backed securities and residual interests, certain performing residential mortgage loans,
non-performing mortgage-related assets, our guaranty assets and buy-ups, our master servicing assets and certain
highly structured, complex derivative instruments.

Some of our financial instruments, such as our trading and available-for-sale (  AFS ) securities and our derivatives, are
measured at fair value on a recurring basis in periods subsequent to initial recognition. We measure some of our other
financial instruments at fair value on a non-recurring basis in periods subsequent to initial recognition, such as
held-for-sale mortgage loans. Table 1 presents, by balance sheet category, the amount of financial assets carried in our
condensed consolidated balance sheets at fair value on a recurring basis and classified as level 3 as of June 30, 2008.
We also identify the types of financial instruments within each asset category that are based on level 3 measurements
and describe the valuation techniques used for determining the fair value of these financial instruments. The

availability of observable market inputs to measure fair value varies based on changes in market conditions, such as
liquidity. As a result, we expect the financial instruments carried at fair value on a recurring basis and classified as

level 3 to vary each period.

12
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Table 1: Level 3 Recurring Assets at Fair Value

Balance Sheet Category

Trading securities

AFS securities

Derivatives assets

Guaranty assets and buy-ups

Estimated

Fair
Value

As of June 30, 2008

Description and Valuation Technique

(Dollars in millions)

$

14,325

40,033

270

1,947

Primarily consists of mortgage-related securities
backed by Alt-A loans and subprime loans. We
generally have estimated the fair value based on
the use of average prices obtained from multiple
pricing services. In the absence of such
information or if we are not able to corroborate
these prices by other available, relevant market
information, we estimate the fair value based on
broker or dealer quotations or using internal
calculations that incorporate inputs that are
implied by market prices for similar securities
and structure types. These inputs may be
adjusted for various factors, such as prepayment
speeds and credit spreads.

Primarily consists of mortgage-related securities
backed by Alt-A loans and subprime loans and
mortgage revenue bonds. The valuation
techniques are the same as those noted above for
trading securities.

Primarily consists of a limited population of
certain highly structured, complex interest rate
risk management derivatives. Examples include
certain swaps with embedded caps and floors that
reference non-standard indexes. We determine
the fair value of these derivative instruments
using indicative market prices obtained from
large, experienced dealers. Indicative market
prices from a single source that cannot be
corroborated are classified as level 3.

Represents the present value of the estimated
compensation we expect to receive for providing
our guaranty related to portfolio securitization
transactions. We generally estimate the fair value
based on internal models that calculate the
present value of expected cash flows. Key model
inputs and assumptions include prepayment
speeds, forward yield curves and discount rates
that are commensurate with the level of
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Level 3 recurring assets $ 56,575
Total assets $ 885,918
Total recurring assets measured at fair value $ 347,748
Level 3 recurring assets as a percentage of total 6%
assets

Level 3 recurring assets as a percentage of total

recurring assets measured at fair value 16%
Total recurring assets measured at fair value as a 39%

percentage of total assets

estimated risk.

Level 3 recurring assets totaled $56.6 billion, or 6% of our total assets, as of June 30, 2008, compared with 7% of our
total assets as of March 31, 2008. The balance of level 3 recurring assets increased by $451 million and $15.3 billion
for the second quarter and first six months of 2008, respectively. These level 3 balance increases were principally
driven by an increase in the portion of mortgage assets for which there is a lack of market liquidity and limited
availability of external pricing data, resulting in transfers of these assets from level 2 to level 3. These transfers reflect
the ongoing effects of the significant disruption in the mortgage market and severe reduction in market liquidity for
certain mortgage products, such as private-label mortgage-related securities backed by Alt-A loans or subprime loans.
Because of the reduction in recently executed transactions and market price quotations for these instruments, the

market inputs for these instruments are less observable.
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Financial assets measured at fair value on a non-recurring basis and classified as level 3, which are not presented in

the table above, include held-for-sale ( HFS ) loans that are measured at lower of cost or market and that were written
down to fair value as of the end of the period. The fair value of these loans totaled $812 million as of June 30, 2008.

In addition, certain financial assets measured at cost that have been written down to fair value during the period due to
impairment are classified as non-recurring. The fair value of these level 3 non-recurring financial assets, which
primarily consisted of certain guaranty assets and acquired property, totaled $8.2 billion as of June 30, 2008. Financial
liabilities measured at fair value on a recurring basis and classified as level 3 as of June 30, 2008 consisted of
long-term debt with a fair value of $3.3 billion and derivatives liabilities with a fair value of $107 million. See Notes
to Condensed Consolidated Financial Statements Note 17, Fair Value of Financial Instruments for further information
regarding SFAS 157, including the classification within the three-level hierarchy of all of our assets and liabilities
carried in our condensed consolidated balance sheet at fair value as of June 30, 2008.

Fair Value Control Processes

We employ control processes to validate the fair value of our financial instruments. These control processes are
designed to ensure that the values used for financial reporting are based on observable inputs wherever possible. If
observable market-based inputs are not available, the control processes are designed to ensure that the valuation
approach used is appropriate and consistently applied and that the assumptions are reasonable. Our control processes
provide for segregation of duties and oversight of our fair value methodologies and valuations by our Valuation
Oversight Committee. Valuations are performed by personnel independent of our business units. A price verification
group reviews selected valuations and compares the valuations to alternative external market data (e.g., quoted market
prices, broker or dealer quotations, pricing services, recent trading activity and comparative analyses to similar
instruments) for reasonableness. The price verification group also performs independent reviews of the assumptions
used in determining the fair value of products with material estimation risk for which observable market-based inputs
do not exist. Valuation models are regularly reviewed and approved for use for specific products by the Chief Risk
Office, which also is independent from our business units. Any changes to the valuation methodology or pricing are
reviewed by the Valuation Oversight Committee to confirm the changes are appropriate.

We continue to refine our valuation methodologies as markets and products develop and the pricing for certain
products becomes more or less transparent. While we believe our valuation methods are appropriate and consistent
with those of other market participants, the use of different methodologies or assumptions to determine the fair value
of certain financial instruments could result in a materially different estimate of fair value as of the reporting date.

Change in Measuring the Fair Value of Guaranty Obligations

Beginning January 1, 2008, as part of the implementation of SFAS 157, we changed our approach to measuring the

fair value of our guaranty obligations. Specifically, we adopted a measurement approach that is based upon an

estimate of the compensation that we would require to issue the same guaranty in a standalone arm s-length transaction
with an unrelated party. When we initially recognize a guaranty issued in a lender swap transaction after

December 31, 2007, we measure the fair value of the guaranty obligation based on the fair value of the total
compensation we receive, which primarily consists of the guaranty fee, credit enhancements, buy-downs, risk-based
price adjustments and our right to receive interest income during the float period in excess of the amount required to
compensate us for master servicing. Because the fair value of those guaranty obligations now equals the fair value of
the total compensation we receive, we do not recognize losses or record deferred profit in our financial statements at
inception of those guaranty contracts issued after December 31, 2007.

We also changed how we measure the fair value of our existing guaranty obligations, as disclosed in Supplemental

Non-GAAP Information Fair Value Balance Sheets and in Notes to Condensed Consolidated Financial Statements, to
be consistent with our new approach for measuring guaranty obligations at initial recognition. The fair value of all
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guaranty obligations measured after their initial recognition represents our estimate of a hypothetical transaction price
we would receive if we were to issue
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our guarantees to an unrelated party in a standalone arm s-length transaction at the measurement date. To measure this
fair value, we continue to use the models and inputs that we used prior to our adoption of SFAS 157 and calibrate
those models to our current market pricing.

Prior to January 1, 2008, we measured the fair value of the guaranty obligations that we recorded when we issued
Fannie Mae MBS based on market information obtained from spot transaction prices. In the absence of spot
transaction data, which was the case for the substantial majority of our guarantees, we used internal models to
estimate the fair value of our guaranty obligations. We reviewed the reasonableness of the results of our models by
comparing those results with available market information. Key inputs and assumptions used in our models included
the amount of compensation required to cover estimated default costs, including estimated unrecoverable principal
and interest that we expected to incur over the life of the underlying mortgage loans backing our Fannie Mae MBS,
estimated foreclosure-related costs, estimated administrative and other costs related to our guaranty, and an estimated
market risk premium, or profit, that a market participant of similar credit standing would require to assume the
obligation. If our modeled estimate of the fair value of the guaranty obligation was more or less than the fair value of
the total compensation received, we recognized a loss or recorded deferred profit, respectively, at inception of the
guaranty contract. See Part II Item 7 MD&A Critical Accounting Policies and Estimates Fair Value of Guaranty Assets
and Guaranty Obligations Effect on Losses on Certain Guaranty Contracts of our 2007 Form 10-K for additional
information.

The accounting for our guarantees in our condensed consolidated financial statements is unchanged with our adoption

of SFAS 157. Accordingly, the guaranty obligation amounts recorded in our condensed consolidated balance sheets

attributable to guarantees issued prior to January 1, 2008 will continue to be amortized in accordance with our

established accounting policy. This change, however, affects how we determine the fair value of our existing guaranty

obligations as of each balance sheet date. See Supplemental Non-GAAP Information Fair Value Balance Sheets and
Notes to Condensed Consolidated Financial Statements for additional information regarding the impact of this change.

Deferred Tax Assets

We recognize deferred tax assets and liabilities for the future tax consequences related to differences between the
financial statement carrying amounts of existing assets and liabilities and their respective tax bases, and for tax credits.
Our net deferred tax assets totaled $20.6 billion and $13.0 billion as of June 30, 2008 and December 31, 2007,
respectively. We evaluate our deferred tax assets for recoverability based on available evidence, including
assumptions about future profitability. We are required to establish a valuation allowance for deferred tax assets and
record a charge to income if we determine, based on available evidence at the time the determination is made, that it is
more likely than not that some portion or all of the deferred tax assets will not be realized. Such a charge likely would
have a material adverse effect on our results of operations, financial condition and capital position. In evaluating the
need for a valuation allowance, we estimate future taxable income based on management approved business plans and
ongoing tax planning strategies. This process involves significant management judgment about assumptions that are
subject to change from period to period based on changes in tax laws or variances between our future projected
operating performance and our actual results. Accordingly, we have included the assessment of a deferred tax asset
valuation allowance as a critical accounting policy.

We are in a cumulative book taxable loss position as of the three-year period ended June 30, 2008. The realization of
our deferred tax assets is dependent upon the generation of sufficient future taxable income. For purposes of
establishing a deferred tax valuation allowance, this cumulative book taxable loss position is considered significant,
objective evidence that we may not be able to realize some portion of our deferred tax assets in the future. In assessing
the nature of our cumulative book taxable loss position, we evaluated the factors contributing to these losses and
analyzed whether these factors were temporary or indicative of a permanent decline in our earnings. We determined
that our current cumulative book taxable loss position was caused primarily by an increase in our credit losses due to
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the current housing and credit market conditions. Prior to 2007, we had generated pre-tax book income for over 20
consecutive years. Based on our forecasts of future taxable income, which include assumptions about the depth and
severity of home price depreciation and credit losses, we anticipate that it is more likely than not that our results of
future operations will generate sufficient taxable income to allow us to realize our deferred tax assets. Therefore, we
did not record a valuation allowance against our net deferred tax assets as of June 30, 2008 or December 31, 2007.
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Although current market conditions have created significant volatility in our pre-tax book income, our current
forecasts of future taxable income reflect sufficient taxable income in future periods to realize our deferred tax assets
based on the nature of our book-to-tax differences and the stability of our core business model. Included in our
forecasts are credit assumptions regarding our estimate of future expected credit losses, which we believe is the most
variable component of our current forecasts of future taxable income. If future events differ from our current forecasts,
a valuation allowance may need to be established, which likely would have a material adverse effect on our results of
operations, financial condition and capital position. We will continue to update our assumptions and forecasts of
future taxable income and assess the need for a valuation allowance.

We provide additional detail on the components of our deferred tax assets and deferred tax liabilities as of

December 31, 2007 in our 2007 Form 10-K in Notes to Consolidated Financial Statements Note 11, Income Taxes and
we provide information on the increase in our deferred tax assets since December 31, 2007 in Notes to Condensed
Consolidated Financial Statements Note 10, Income Taxes of this report.

CONSOLIDATED RESULTS OF OPERATIONS

The following discussion of our condensed consolidated results of operations is based on a comparison of our results
between the three and six months ended June 30, 2008 and the three and six months ended June 30, 2007. Table 2
presents a summary of our unaudited condensed consolidated results of operations for each of these periods.

Table 2: Summary of Condensed Consolidated Results of Operations

For the For the
Three Months
Ended Six Months Ended Quarterly Year-to-Date
June 30, June 30, Variance Variance
2008 2007 2008 2007 $ % $ %
(Dollars in millions, except per share amounts)
Net interest income $ 2,057 $ 1,193 $ 3,747 $ 2,387 $ 864 2% $ 1,360 57%
Guaranty fee income 1,608 1,120 3,360 2,218 488 44 1,142 51
Trust management income 75 150 182 314 (75) (50) (132) 42)
Fee and other income(V) 225 257 452 534 (32) (12) (82) (15)
Net revenues 3,965 2,720 7,741 5,453 1,245 46 2,288 42
Losses on certain guaranty
contracts (461) (744) 461 100 744 100
Investment gains (losses),
net() (883) (93) (994) 202 (790) (849) (1,196) (592)
Fair value gains (losses),
net() 517 1,424 (3,860) 858 (907) (64) (4,718) (550)
Losses from partnership
investments (195) (215) (336) (380) 20 9 44 12
Administrative expenses (512) (660) (1,024) (1,358) 148 22 334 25
Credit-related expenses® (5,349) (518) (8,592) (839) (4,831) (933) (7,753) (924)
Other non-interest
expensesH) (286) (60) (791) (164) (226) (377) (627) (382)
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Income (loss) before
federal income taxes and

extraordinary losses (2,743) 2,137 (7,856) 3,028 (4,880) (228) (10,884)
Benefit (provision) for

federal income taxes 476 (187) 3,404 (114) 663 355 3,518
Extraordinary losses, net

of tax effect (33) 3) (34) (6) (30) (1,000) (28)
Net income (loss) $ (2,300) $ 1,947 $ (4,486) $ 2,908 $ (4,247) 218)% $ (7,394)

Diluted earnings (loss)
per common share $ 254 $ 186 $ BI11) $ 272 $ (440 23% $ (7.83)

() Certain prior period amounts have been reclassified to conform with the current period presentation in our
condensed consolidated statements of operations.

2 Consists of provision for credit losses and foreclosed property expense.

(359)
3,086
(467)

(254) %

(288) %

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

other expenses.

16
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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 results of operations include:
fair value gains and losses; the timing and size of investment gains and losses; credit-related expenses; losses from
partnership investments; administrative expenses and our effective tax rate. We provide a comparative discussion of
the effect of our principal revenue sources and other significant items on our condensed consolidated results of
operations for the three and six months ended June 30, 2008 and 2007 below.

Net Interest Income

Table 3 presents an analysis of our net interest income and net interest yield for the three and six months ended
June 30, 2008 and 2007.

Table 3: Analysis of Net Interest Income and Yield

For the Three Months Ended June 30,

2008 2007
Interest Average Interest  Average
Average Income/ Rates Average Income/ Rates

Balance®  Expense Earned/Paid Balance® Expense Earned/Paid

(Dollars in millions)

Interest-earning assets:

Mortgage loans® $ 418,504 $ 5,769 551% $ 390,034 $ 5,625 5.77%
Mortgage securities 318,396 4,063 5.10 325,303 4,460 5.48
Non-mortgage securities®) 57,504 400 2.75 68,515 928 5.36
Federal funds sold and securities

purchased under agreements to resell 26,869 186 2.74 15,301 205 5.31
Advances to lenders 3,332 46 5.46 6,056 48 3.12
Total interest-earning assets $ 824,605 $ 10,464 507% $ 805,209 $ 11,266 5.59%
Interest-bearing liabilities:

Short-term debt $ 242453 $ 1,685 275% $ 159,817 $ 2,193 5.43%
Long-term debt 550,940 6,720 4.88 611,777 7,879 5.15

Federal funds purchased and
securities sold under agreements to
repurchase 303 2 2.61 37 1 4.58

Total interest-bearing liabilities $ 793,696 $ 8,407 423% $ 771,631 $ 10,073 5.21%

Impact of net non-interest bearing

funding $ 30,909 0.16% $ 33,578 0.22%

Net interest income/net interest

yield® $ 2,057 1.00% $ 1,193 0.60%

Taxable-equivalent adjustment on

tax-exempt investments®) 82 0.04% 90 0.04%
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Taxable-equivalent net interest
income/taxable-equivalent net
interest yield(©® $ 2,139 1.04% $ 1,283

17

0.64%

37



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

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®

Taxable-equivalent adjustment on
tax-exempt investments®)

Taxable-equivalent net interest
income/taxable-equivalent net
interest yield©®

Average
BalanceV

$ 414,163
317,107
62,067

31,551
3,780

$ 828,668

$ 249,949
548,244

371

$ 798,564

$ 30,104

For the Six Months Ended June 30,

2008
Interest Average
Income/ Rates Average

Expense Earned/Paid Balance®
(Dollars in millions)

$ 11,431 5.52% $ 388,095
8,207 5.18 328,288
1,078 3.44 65,355

579 3.63 14,484
111 5.81 5,159

$ 21,406 5.16% $ 801,381

$ 4,243 336% $ 161,022
13,411 4.89 607,399

5 2.67 123

$ 17,659 441% $ 768,544

0.16% $ 32,837
$ 3,747 0.91%
165 0.04%
$ 3912 0.95%

2007
Interest  Average
Income/ Rates

Expense Earned/Paid

$ 11,010 5.67%
9,027 5.50
1,764 5.37
387 5.31

84 3.24

$ 22,272 5.56%

$ 4,406 5.44%
15,475 5.10

4 522

$ 19,885 5.17%

0.21%

$ 2,387 0.60%
182 0.04%

$ 2,569 0.64%

() For mortgage loans, average balances have been calculated based on the average of the amortized cost amounts at
the beginning of the year and at the end of each month in the period. For all other categories, average balances
have been calculated based on a daily average. The average balance for the three and six months ended June 30,
2008 for advances to lenders also has been calculated based on a daily average.

(@) Average balance amounts include nonaccrual loans with an average balance totaling $8.4 billion and $5.7 billion
for the three months ended June 30, 2008 and 2007, respectively, and $8.3 billion and $5.9 billion for the six
months ended June 30, 2008 and 2007, respectively. Interest income amounts include interest income related to
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SOP 03-3 loans returned to accrual status of $168 million and $115 million for the three months ended June 30,
2008 and 2007, respectively, and of $313 million and $219 million for the six months ended June 30, 2008 and
2007, respectively. Of these amounts recognized into interest income, $53 million and $15 million for the three
months ended June 30, 2008 and 2007, respectively, and $88 million and $22 million for the six months ended
June 30, 2008 and 2007, respectively, related to the accretion of the fair value loss recorded upon purchase of
SOP 03-3 loans.

Includes cash equivalents.

Net interest yield computed by dividing annualized net interest income for the period by the average balance of
total interest-earning assets during the period.

Represents adjustment to permit comparison of yields on tax-exempt and taxable assets calculated using a 35%
marginal tax rate for each of the periods presented.

Taxable-equivalent net interest yield is computed by dividing annualized taxable-equivalent net interest income
for the period by the average balance of total interest-earning assets during the period.
18
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Table 4 presents the total variance, or change, in our taxable-equivalent net interest income between the three and six
months ended June 30, 2008 and 2007, 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 4: Rate/Volume Analysis of Net Interest Income

For the Three Months For the Six Months
Ended June 30, Ended June 30,
2008 vs. 2007 2008 vs. 2007
Total Variance Due to:( Total Variance Due to:()
Variance Volume Rate Variance Volume Rate

(Dollars in millions)

Interest income:

Mortgage loans® $ 144 $ 399 $ (255 $ 421 $ 725 $ (304)
Mortgage securities (397) (93) (304) (820) (301) (519)
Non-mortgage securities®) (528) (131) (397) (686) (83) (601)
Federal funds sold and securities

purchased under agreements to resell (19) 109 (128) 192 343 (151)
Advances to lenders 2) (28) 26 27 27 54
Total interest income (802) 256 (1,058) (866) 655 (1,521)
Interest expense:

Short-term debt (508) 848 (1,356) (163) 1,886 (2,049)
Long-term debt (1,159) (756) (403) (2,064) (1,464) (600)
Federal funds purchased and securities

sold under agreements to repurchase 1 1 1 4 3)
Total interest expense (1,666) 93 (1,759) (2,226) 426 (2,652)
Net interest income 864 $§ 163 $ 701 1,360 $ 229 $ 1,131
Taxable-equivalent adjustment on

tax-exempt investments®) ¥ 17

Taxable-equivalent net interest income  $ 856 $ 1,343

(1) Combined rate/volume variances are allocated to both rate and volume based on the relative size of each variance.
2 Refer to footnote 2 in Table 3.

() Represents adjustment to permit comparison of yields on tax-exempt and taxable assets calculated using a 35%
marginal tax rate for each of the periods presented.
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Taxable-equivalent net interest income of $2.1 billion for the second quarter of 2008 increased by 67% from the
second quarter of 2007, driven by a 63% (40 basis points) expansion of our taxable-equivalent net interest yield to
1.04% and a 2% increase in our average interest-earning assets. Taxable-equivalent net interest income of $3.9 billion
for the first six months of 2008 increased by 52% from the first six months of 2007, driven by a 48% (31 basis points)
expansion of our taxable-equivalent net interest yield to 0.95% and a 3% increase in our average interest-earning
assets.

The increase in our taxable-equivalent net interest income and net interest yield for the second quarter and first six
months of 2008 was mainly driven by the reduction in short-term borrowing rates, which reduced the average cost of
our debt, and wider mortgage-to-debt spreads on acquisitions. Also contributing to the lower cost of funds was the
redemption of step-rate debt securities, which provided an annualized benefit to our net interest yield of approximately
4 basis points and 11 basis points for the second quarter and first six months of 2008, respectively. Instead of having a
fixed coupon for the life of the security, step-rate debt securities allow for the interest rate to increase at predetermined
rates according to a specified schedule, resulting in increased interest payments. However, the interest expense on
step-rate debt securities is recognized at a constant effective rate over the term of the security. Because we redeemed
these securities prior to maturity, we reversed a portion of the interest expense that we had previously accrued.

19
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The increase in our average interest-earning assets for the second quarter and first six months of 2008 was attributable
to an increase in our portfolio purchases during the first six months of 2008, particularly in the second quarter of 2008,
as mortgage-to-debt spreads reached historic highs. OFHEO s reduction in our capital surplus requirement provided us
with more flexibility to take advantage of opportunities to purchase mortgage assets at attractive prices and spreads.

Although we consider the periodic net contractual interest accruals on our interest rate swaps to be part of the cost of
funding our mortgage investments, these amounts are not reflected in our taxable-equivalent net interest income and

net interest yield. Instead, the net contractual interest accruals on our interest rate swaps are reflected in our condensed
consolidated statements of operations as a component of Fair value gains (losses), net. As indicated in Table 8 below,
we recorded net contractual interest expense on our interest rate swaps totaling $304 million and $330 million for the
three and six months ended June 30, 2008, respectively, which had the economic effect of increasing our funding costs
by approximately 15 basis points and 8 basis points for the three and six months ended June 30, 2008, respectively.

We recorded net contractual interest income on our interest rate swaps of $64 million and $98 million for the three

and six months ended June 30, 2007, respectively, which had the economic effect of reducing our funding costs by
approximately 3 basis points for each period.

During July 2008, our cost of short-term funding as compared with the London Interbank Offered Rate ( LIBOR ) was
less favorable than it was during the second quarter of 2008, which could result in a taxable equivalent net interest

yield that is flat or lower for the remainder of 2008 depending on future market conditions. Our taxable-equivalent net
interest yield may be offset, as it was during the second quarter of 2008, by accrual of higher payments on our net
pay-fixed swap positions due to low short-term LIBOR rates.
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Guaranty Fee Income

Table 5 shows the components of our guaranty fee income, our average effective guaranty fee rate, and Fannie Mae
MBS activity for the three and six months ended June 30, 2008 and 2007.

Table 5: Guaranty Fee Income and Average Effective Guaranty Fee Rate()

For the Three Months Ended June 30,
2008 2007 Amount
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 ~ $ 1,458 23.8bp $ 1,104 21.2bp 32%
Net change in fair value of buy-ups and

guaranty assets 152 2.5 17 0.3 794
Buy-up impairment 2) ) 100
Guaranty fee income/average effective

guaranty fee rate® $ 1,608 263bp $ 1,120 21.5bp 44%
Average outstanding Fannie Mae MBS and

other guarantees® $ 2,442,886 $ 2,080,676 17%
Fannie Mae MBS issues® 177,763 149,879 19

For the Six Months Ended June 30,
2008 2007 Amount
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 ~ $ 3,177 26.4bp $ 2,204 21.5bp 44%
Net change in fair value of buy-ups and

guaranty assets 214 1.8 19 0.1 1,026
Buy-up impairment 3D (0.3) 5 520
Guaranty fee income/average effective

guaranty fee rate® $ 3,360 27.9bp $ 2,218 21.6bp 51%
Average outstanding Fannie Mae MBS and

other guarantees® $ 2,407,296 $ 2,050,797 17%
Fannie Mae MBS issues® 346,355 282,302 23

6]
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Guaranty fee income primarily consists of contractual guaranty fees related to Fannie Mae MBS held in our
portfolio and held by third-party investors, adjusted for (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 for periods prior to January 1, 2008 are excluded from guaranty fee
income and the average effective guaranty fee rate; however, as described in footnote 3 below, the accretion of
these losses into income over time is included in our guaranty fee income and average effective guaranty fee rate.

Presented in basis points and calculated based on annualized amounts of our guaranty fee income components
divided by average outstanding Fannie Mae MBS and other guarantees for each respective period.

Losses recognized at inception on certain guaranty contracts for periods prior to January 1, 2008, which are
excluded from guaranty fee income, are recorded as a component of our guaranty obligation. We accrete 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 accretion increases our guaranty fee income and reduces the
related guaranty obligation. Effective January 1, 2008, we no longer recognize losses at inception of our guaranty
contracts due to a change in our method for measuring the fair value of our guaranty obligations. Although we
will no longer recognize losses at inception of our guaranty contracts, we will continue to accrete previously
recognized losses into our guaranty fee income over the remaining life of the mortgage loans underlying the
Fannie Mae MBS.

Other guarantees includes $31.8 billion and $41.6 billion as of June 30, 2008 and December 31, 2007,
respectively, and $35.3 billion and $19.7 billion as of June 30, 2007 and December 31, 2006, respectively, related
to long-term standby commitments we have issued and credit enhancements we have provided.

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.
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The 44% increase in guaranty fee income for the second quarter of 2008 over the second quarter of 2007 resulted from
a 17% increase in average outstanding Fannie Mae MBS and other guarantees, and a 22% increase in the average
effective guaranty fee rate to 26.3 basis points from 21.5 basis points. The 51% increase in guaranty fee income for
the first six months of 2008 over the first six months of 2007 resulted from a 17% increase in average outstanding
Fannie Mae MBS and other guarantees, and a 29% increase in the average effective guaranty fee rate to 27.9 basis
points from 21.6 basis points.

The increase in average outstanding Fannie Mae MBS and other guarantees for the second quarter and first six months
of 2008 reflected the significant growth in our market share of mortgage-related securities issuances, due in large part
to the disruption in the credit and mortgage markets and dramatic shift in market dynamics, including a significant
reduction in the issuances of private-label mortgage-related securities.

The increase in our average effective guaranty fee rate in the second quarter and first six months of 2008 was driven
primarily by the accelerated recognition of deferred amounts into income as interest rates were lower in the second
quarter and first six months of 2008, relative to the level of interest rates during the comparable prior year periods.

Our guaranty fee income also includes accretion of deferred amounts on guaranty contracts where we recognized
losses at the inception of the contract, which totaled an estimated $127 million and $424 million for the three and six
months ended June 30, 2008, compared with $91 million and $183 million for the three and six months ended June 30,
2007. See PartIl Item 7 MD&A Critical Accounting Policies and Estimates of our 2007 Form 10-K for additional
information on our accounting for these losses and the impact on our financial statements.

The increase in our average effective guaranty fee rate was also affected by guaranty fee pricing changes that we
believe enable us to more accurately price for the current risks in the housing market. These pricing changes include
an adverse market delivery charge of 25 basis points for all loans delivered to us, which became effective March 1,
2008. The impact of our guaranty fee pricing changes was partially offset by a shift in the composition of our guaranty
book of business to a greater proportion of higher-quality, lower risk and lower guaranty fee mortgages, as we reduced
our acquisitions of higher risk, higher fee product categories, such as Alt-A loans. Our average charged guaranty fee
on new single-family business was 28.0 basis points and 26.9 basis points for the second quarter and first six months
of 2008, respectively, compared with 28.2 basis points and 27.1 basis points for the second quarter and first six
months of 2007, respectively. The average charged guaranty fee on our new single-family business represents the
average contractual fee rate for our single-family guaranty arrangements and the recognition of any upfront cash
payments ratably over an estimated life of four years.

We expect the changes in our risk assessment and eligibility criteria to continue to enhance the risk profile of our new
business. We also believe that our single-family guaranty book of business will continue to grow in 2008 and 2009 at
a faster rate than the overall growth in U.S. single-family mortgage debt outstanding. We recently announced new
pricing changes for loans delivered to us effective October 1, 2008. The new pricing changes increase our adverse
market delivery charge to 50 basis points from 25 basis points and update our standard pricing adjustments for
mortgage loans with certain risk characteristics. We believe that our guaranty fee income will grow in 2008 compared
with 2007 due to an increase in our guaranty business volumes and prices in 2008 compared with 2007.

Trust Management Income

Trust management income decreased to $75 million and $182 million for the second quarter and first six months of
2008, respectively, from $150 million and $314 million for the second quarter and first six months of 2007,
respectively. The decrease during each period was attributable to significantly lower short-term interest rates during
the first six months of 2008 relative to the first six months of 2007, which reduced the amount of float income derived
from the cash flows between the date of remittance of mortgage and other payments to us by servicers and the date of
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distribution of these payments to MBS certificateholders.

22

46



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

Fee and Other Income

Fee and other income decreased to $225 million and $452 million for the second quarter and first six months of 2008,
respectively, from $257 million and $534 million for the second quarter and first six months of 2007, respectively.
The decrease during each period was primarily attributable to lower multifamily fees due to a reduction in multifamily
loan liquidations for the first six months of 2008.

Losses on Certain Guaranty Contracts

Effective January 1, 2008 with our adoption of SFAS 157, we no longer recognize losses or record deferred profit in

our consolidated financial statements at inception of our guaranty contracts for MBS issued subsequent to

December 31, 2007 because the estimated fair value of the guaranty obligation at inception now equals the estimated

fair value of the total compensation received. For further discussion of this change, see Critical Accounting Policies

and Estimates Fair Value of Financial Instruments Change in Measuring the Fair Value of Guaranty Obligations and
Notes to Condensed Consolidated Financial Statements Note 1, Summary of Significant Accounting Policies. We

recorded losses on certain guaranty contracts totaling $461 million and $744 million for the three and six months

ended June 30, 2007, respectively. These losses reflected the increase in the estimated market risk premium that a

market participant would require to assume our guaranty obligations due to the decline in home prices and

deterioration in credit conditions.

Investment Gains (Losses), Net

We summarize the components of investment gains (losses), net for the three and six months ended June 30, 2008 and
2007 below in Table 6 and discuss significant changes in these components between periods.

Table 6: Investment Gains (Losses), Net

For the For the
Three Months
Ended Six Months Ended
June 30, June 30,
2008 2007 2008 2007
(Dollars in millions)
Other-than-temporary impairment on AFS securities!) $ (507) $ $ G562) $ 3
Lower-of-cost-or-market adjustments on HFS loans (240) (115) (311 (118)
Gains (losses) on Fannie Mae portfolio securitizations, net (67) (11D (25) 38
Gains (losses) on sale of AFS securities, net (20) 55 13 326
Other investment losses, net 49) (22) (109) 41
Investment gains (losses), net $ (883 $ (93) $ (994 $ 202

() Excludes other-than-temporary impairment on guaranty assets and buy-ups as these amounts are recognized as a
component of guaranty fee income. Refer to Table 5: Guaranty Fee Income and Average Effective Guaranty Fee
Rate.
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The increase in investment losses for the second quarter and first six months of 2008 over the second quarter and first
six months of 2007 was primarily attributable to the following:

A significant increase in other-than-temporary impairment on AFS securities, principally for Alt-A and subprime
private-label securities, reflecting a reduction in expected cash flows due to higher expected defaults and loss
severties on the underlying mortgages, which resulted in the recognition of other-than-temporary impairment on
these securities totaling $492 million in the second quarter of 2008.

An increase in losses resulting from lower-of-cost-or-market adjustments on HES loans primarily, attributable to
higher interest rates during the second quarter of 2008.

A decrease in gains on the sale of AFS securities, net. The investment gains recorded during the first six months
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.
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Fair Value Gains (Losses), Net

Beginning in mid-April 2008, we implemented fair value hedge accounting with respect to a portion of our derivatives
to hedge, for accounting purposes, the interest rate risk related to some of our mortgage assets. Under fair value hedge
accounting, we offset the fair value gains or losses on some of our derivative instruments against the corresponding
fair value losses or gains attributable to changes in interest rates on the specific hedged mortgage assets. Although our
implementation of hedge accounting does not affect our exposure to volatility in our financial results that is
attributable to changes in spreads on the fair value of securities designated as trading, we believe this hedging strategy
will reduce the level of volatility in our earnings, attributable to changes in interest rates, for our interest rate risk
management derivatives. In addition, we generally expect that gains and losses on our trading securities, to the extent
they are attributable to changes in interest rates, will offset a portion of the losses and gains on our derivatives because
changes in the fair value of our trading securities typically move inversely to changes in the fair value of our
derivatives. We also seek to eliminate our exposure to fluctuations in foreign exchange rates by entering into foreign
currency swaps that effectively convert debt denominated in a foreign currency to debt denominated in U.S. dollars.
The foreign currency exchange gains and losses on our foreign-denominated debt are offset in part by corresponding
losses and gains on foreign currency swaps.

Table 7 summarizes the components of fair value gains (losses), net for the three and six months ended June 30, 2008
and 2007. Fair value gains and losses, net consists of (1) derivatives fair value gains and losses, including gains and
losses on derivatives designated as accounting hedges; (2) trading securities gains and losses; (3) fair value
adjustments to the carrying value of mortgage assets designated for hedge accounting that are attributable to changes
in interest rates; (4) foreign exchange gains and losses on our foreign-denominated debt and (5) fair value gains and
losses on certain debt securities carried at fair value. By presenting these items together in our condensed consolidated
results of operations, we are able to show the net impact of mark-to-market adjustments that generally result in
offsetting gains and losses attributable to changes in interest rates. We provide additional information below on the
most significant components of the fair value gains (losses), net line item.

Table 7: Fair Value Gains (Losses), Net

For the
For the Six Months
Three Months
Ended Ended
June 30, June 30,
2008 2007 2008 2007
(Dollars in millions)

Derivatives fair value gains (losses), net $ 2,293 $ 1916 $ (7100 $ 1,353
Trading securities losses, net (965) (501) (2,192) (440)
Hedged mortgage assets losses, net(!) (803) (803)
Fair value gains (losses) on derivatives, trading securities and
hedged mortgage assets, net 525 1,415 (3,705) 913
Debt foreign exchange gains (losses), net (12) 9 (169) (55)
Debt fair value gains, net 4 14
Fair value gains (losses), net $ 517 $ 1,424 $ (3,860) $ 838
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(1) Represents adjustments to the carrying value of mortgage assets designated for hedge accounting that are
attributable to changes in interest rates.

We recorded net fair value gains of $517 million for the second quarter of 2008, attributable to an increase in swap
interest rates and a tightening of spreads. The increase in swap interest rates resulted in fair value gains on our
derivatives and losses on our trading securities and hedged mortgage assets. The decrease in value of our trading
securities from the increase in interest rates was partially offset by gains that resulted from the tightening of spreads
during the quarter. The net fair value gains of $1.4 billion for the second quarter of 2007 were attributable to an
increase in swap interest rates during the second quarter of 2007, which resulted in fair value gains on our derivatives.

24

50



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

We recorded net fair value losses of $3.9 billion for the first six months of 2008. The net losses for the first six months
reflected the impact of the decrease in swap interest rates during the first quarter of 2008, which resulted in net fair
value losses on our derivatives that more than offset net fair value gains on our derivatives during the second quarter
of 2008 that resulted from the increase in swap interest rates. We also experienced fair value losses on our trading
securities that were attributable to the significant widening of spreads during the first quarter of 2008 and the increase
in interest rates during the second quarter of 2008. In addition, we recorded losses on hedged mortgage assets during
the second quarter of 2008 in connection with our implementation of fair value hedge accounting. In contrast, we
recorded fair value gains of $858 million for the first six months of 2007, due to an increase in swap interest rates
during the period, which resulted in net fair value gains on our derivatives. We did not apply hedge accounting during
this period.

The fair value of our trading securities may not always move inversely to changes in the fair value of our derivatives
because the fair values of these financial instruments are affected not only by interest rates, but also by other factors
such as spreads and changes in implied volatility. Consequently, the gains and losses on our trading securities may not
result in partially offsetting losses and gains on our derivatives.

Derivatives Fair Value Gains (Losses), Net

Table 8 presents, by type of derivative instrument, the fair value gains and losses on our derivatives for the three and
six months ended June 30, 2008 and 2007. Table 8 also includes an analysis of the components of derivatives fair
value gains and losses attributable to net contractual interest accruals 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.

Table 8: Derivatives Fair Value Gains (Losses), Net

For the For the
Three Months Six Months
Ended Ended
June 30, June 30,
2008 2007 2008 2007

(Dollars in millions)

Risk management derivatives:

Swaps:

Pay-fixed $ 15,782 $ 6,206 $ (113) $ 5,720
Receive-fixed (11,092) (3,241) 1,700 (2,878)
Basis (73) (111) (68) (125)
Foreign currency) (20) (63) 126 (43)
Swaptions:

Pay-fixed 270 392 81 269
Receive-fixed (2,499) (1,356) (2,226) (1,659)
Interest rate caps 4 7 3 8
Other® (13) 2 51 1
Total risk management derivatives fair value gains (losses),

net 2,359 1,836 (446) 1,293
Mortgage commitment derivatives fair value gains (losses),

net (66) 80 (264) 60
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Total derivatives fair value gains (losses), net

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

Net contractual interest income (expense) on interest rate
swaps

Net change in fair value of terminated derivative contracts
from end of prior period to date of termination

Net change in fair value of outstanding derivative contracts,
including derivative contracts entered into during the period

Risk management derivatives fair value gains, net®

25

$

$

$

2,293

(304)
(108)
2,771

2,359

$

$

1,916

64
29)
1,801

1,836

$

$

$

(710)

(330)
174
(290)

(446)

$

$

1,353

98
93)
1,288

1,293
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2008 2007
5-year swap rate:
As of January 1 4.19% 5.10%
As of March 31 3.31 4.99
As of June 30 4.26 5.50

() Includes the effect of net contractual interest income of approximately $6 million and interest expense of
$16 million for the three months ended June 30, 2008 and 2007, respectively, and interest income of $3 million
and interest expense of $34 million for the six months ended June 30, 2008 and 2007, respectively. The change in
fair value of foreign currency swaps excluding this item resulted in a net loss of $26 million and a net loss of
$47 million for the three months ended June 30, 2008 and 2007, respectively, and a net gain of $123 million and a
net loss of $9 million for the six months ended June 30, 2008 and 2007, respectively.

2 Includes MBS options, swap credit enhancements and mortgage insurance contracts.

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

The derivatives fair value gains of $2.3 billion for the second quarter of 2008, which includes $754 million of gains on
pay-fixed swaps designated as fair value hedges, reflected the impact of an increase in swap interest rates during the
quarter. The 5-year swap interest rate, which is presented in Table 8, rose by 95 basis points to 4.26% as of June 30,
2008 from 3.31% as of March 31, 2008. This increase in swap interest rates resulted in fair value gains on our
pay-fixed swaps that exceeded the fair value losses on our receive-fixed swaps. The derivatives fair value gains of
$1.9 billion for the second quarter of 2007 also was attributable to an increase in swap interest rates during the quarter,
which resulted in fair value gains on our pay-fixed swaps.

The derivatives fair value losses of $710 million for the first six months of 2008 was largely attributable to losses
resulting from a combination of the time decay of our purchased options and rebalancing activities. These losses were
partially offset by net fair value gains on our swaps. The derivatives fair value gains of $1.4 billion for the first six
months of 2007 was attributable to an increase in swap interest rates during the period, which resulted in fair value
gains on our pay-fixed swaps.

For additional discussion of the effect of our derivatives on our consolidated financial statements, see Consolidated
Balance Sheet Analysis Derivative Instruments. For information on changes in our derivatives activity and the
outstanding notional amounts of our derivatives, see Risk Management Interest Rate Risk Management and Other
Market Risks Derivatives Activity.

Trading Securities Gains (Losses), Net

Our portfolio of trading securities increased to $99.6 billion as of June 30, 2008, from $64.0 billion as of

December 31, 2007. We recorded net losses on trading securities of $965 million and $2.2 billion for the second

quarter and first six months of 2008, respectively. The losses for the second quarter of 2008 were primarily due to an
increase in long-term interest rates during the quarter, partially offset by gains resulting from the tightening of spreads
during the quarter relative to the first quarter of 2008. The losses for the first six months of 2008