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Dear Freddie Mac Investor:

As we enter the second quarter of 2003, the market
for GSE callable debt stands at an unprecedented
stage of development.  New issues routinely reach 
$2 to $3 billion in size, providing a consistent level
of liquidity across structures.  Fully syndicated
offerings occur every two to three weeks, bringing 
a new level of dealer market making.  Major issuers
now include callable debt in buyback programs.  The
Bond Market Association recently introduced
Trading Practice Recommendations for notes with 
a European call.  The convergence of these factors
results in a new level of liquidity for callable debt.
More liquidity brings increased demand, a positive
for Freddie Mac and our callable debt investors.

Freddie Mac began developing liquidity in callable
debt last year with the advent of multi-billion dollar,
European call, global notes offered through a dealer
syndicate.  We’ve issued nearly $30 billion through
this channel, in which the structure and timing are
driven by investor demand.  In maturities ranging
from three to ten years, our average issue size has
reached $2.5 billion.  As with our Reference Notes®

Securities, nearly one-third of these syndicated
callable notes are purchased by investors in Asia
and Europe.  We’ve been extremely pleased with the
results of this effort, which have brought us nearly
200 new investors.

Recently, Freddie Mac announced two additional
developments in the market for callable notes.  First,
capitalizing on the success of our syndicated
callable securities and our fReference Notes®

Securities, Freddie Mac recently executed a syndi-
cated callable note denominated in Euros.  The
f500 million three-year note, callable one time in

six months, was very well received.  We expect to
continue to look for such opportunities to develop
the callable market in Euros.  Second, we
announced the addition of callable debt to our
Periodic Repurchase Operations.  Periodic
Repurchase Operations now include Reference
Notes® Securities, fReference Notes® Securities,
and callable medium-term notes.  The addition of
callable debt further strengthens our asset/liability
management capabilities, heightens the level of 
liquidity in the product, and should benefit the 
security performance of targeted issues.  

Callable debt has been and will continue to be a
critical part of Freddie Mac’s funding program.  We
are pleased with the state of this market, and still
see opportunities for further development.  We will
continue to offer products and structures in the
callable market that are attractive to global investors,
striving to equally serve our investors’ needs and
Freddie Mac’s funding needs.  The following article,
written by Nancy Vanden Houten of Stone &
McCarthy Research Associates, highlights some of
the recent developments in the agency callable debt
market.  I hope you find it interesting. �
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Market Talk

Issuance of callable debt by government-sponsored
enterprises (GSEs) has set new records over the
last two years.  Issuance of callable debt by
Freddie Mac, the Federal Home Loan Banks,
Fannie Mae, and the Federal Farm Credit Banks
topped $500 billion in 2001 and totaled more
than $720 billion last year.  The surge in callable
debt issuance has been necessary, in part, to
replace the record volume of debt that the GSEs
have called over the last two years.  Callable debt
sales barely equaled called debt in 2001,
although callable debt sales net of calls jumped
sharply in 2002.  Callable debt issuance has
remained strong in early 2003 as the economy
has remained weak and interest rates have
remained low.

Over the last three years, Freddie Mac has
accounted for more than 25% of gross callable
GSE debt issuance, and more than 35% of
issuance net of calls, according to Stone &
McCarthy’s data for the four GSEs cited above.
Freddie Mac’s net issuance of callable debt was
especially strong in 2002; outstanding callable
debt increased by nearly $100 billion to $218.4
billion last year.

Historically, most of Freddie Mac’s callable debt
issuance has taken the form of relatively small
medium-term notes (MTNs).  In 2002, more than
80% of Freddie Mac’s callable issuance was
through the sale of MTNs that averaged less than
$300 million each in size.  About a quarter of
Freddie Mac’s callable debt issuance in 2002 
was in response to investor or dealer inquiry.
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Gross Issuance Called Debt
Year ($ Billions) ($ Billions)

2000 133.9 39.5

2001 505.7 500.4

2002 722.2 539.6

1361.8 1079.5
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Over the last year or so, however, Freddie Mac
has increased its sales of large callable securities
through its syndicated callable note program.
Freddie Mac is selling these issues in response to
dealer and investor demand for larger, more 
liquid callable securities.  Since the start of 2002,
Freddie Mac has issued $29.0 billion in syndicat-
ed callable notes.  Thirteen issues have been
priced, with an average size, after reopenings, of
$2.23 billion.  All of the issues priced to date
have European, or one-time, call options.
Securities with European call options are becom-
ing popular with dealers and investors because
they are easier to evaluate than issues with 
continuous, American call options, or multiple,
Bermudan call options.

The composition of Freddie Mac’s callable debt
issuance reflects some broader trends.  The
callable agency debt market is effectively evolv-
ing into two distinct markets.  One market is
made up of the relatively small callable MTNs.
These securities are attractive to buy and hold
investors, who are willing to sacrifice some 
liquidity for the corresponding increase in yield.
The secondary market for these small-sized
MTNs is fairly illiquid.

The second market is comprised of larger issues
like Freddie Mac’s syndicated callables.  The
secondary market for these securities is more 

liquid than the market for smaller MTNs, but the
consensus among dealers has been that a lack of
standards for trading these securities has slowed
the development of a more liquid secondary 
market.  Last year, 
The Bond Market
Association (BMA)
formed the Callable
Agency Securities 
Task Force to deter-
mine whether steps
could be taken to
improve liquidity and
price transparency in
the secondary market
for large callable
agency securities.  In January, the task force
released recommended guidelines for trading
large callable agency securities.  

Historically, there have been no agreed upon 
conventions for evaluating or trading callable
agency debt.  Market participants evaluate
callable securities in a variety of ways.  Some
investors may look at callable securities in terms
of a nominal spread to Treasuries or interest rate
swaps, while others will evaluate callable securi-
ties based on option-adjusted spreads (OAS).
Investors who focus on OAS may use different
volatility assumptions and different yield curves
to calculate OAS.

The BMA task force is not recommending that
investors adopt a uniform approach for valuing
callable debt.  Different valuation methods may
be appropriate for different investors—or the
same investor at different times—depending on
their investment strategies.  What the BMA is
recommending is a set of standards for quoting
the prices of large callable agency securities in
secondary market transactions.  The BMA’s 
recommendations essentially offer a way for 
market participants who are trading large callable
agency securities to speak the same language.
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The BMA guidelines apply only to securities 
that meet the definition of a “European Callable
Security” (ECS).  To qualify as an ECS, a securi-
ty must be coupon-bearing and must be $1.0
billion or larger in size.  The issue must be
callable only once at par, and must be callable 

on a coupon payment
date.  Finally, the
security must have a
call notification date
that is no more than
10 business days prior
to the call date, and
the notification date
cannot have passed.
Freddie Mac’s syndi-

cated callable notes have the characteristics of an
ECS as defined by the BMA. 

The BMA may eventually extend the applicability
of these guidelines to securities with American
or Bermudan call options, but initially they will
apply only to securities with European or one-
time call options.  According to the BMA, most
of the interdealer-broker market trading in
agency callable securities is concentrated in the
large European callables.  Also, it was easier for
the BMA task force to agree upon a model for
pricing securities with European call options,
since they are easier to value than securities with
continuous or multiple call options.  

The BMA is recommending that market partici-
pants quote large agency callables in terms of an
option-adjusted spread (OAS), and the guidelines
call for calculating OAS according to a formula
developed by members of the agency task force,
the “BMA ECS Formula.”  The BMA formula
relies on explicit inputs for a yield curve and
volatility.

The BMA formula uses a constant maturity par
yield curve for the issuer whose callable securi-
ties are being evaluated.  The yield curve is
derived from secondary market prices for the

issuer’s on-the-run non-callable securities.  Using
a constant maturity yield curve corrects for the
change in yields that occurs when securities age
or “roll down” the yield curve.  The impact of
the roll is most pronounced when the yield curve
is unusually steep or when it is inverted.  For
Freddie Mac, the yield curve on Bloomberg that
would be used to calculate OAS using the BMA
formula is based on prices for its on the run
Reference Bills® Securities, Reference Notes®

Securities and Reference Bonds® Securities.
This curve can be found on Bloomberg by 
typing:  IYC1 I267<GO>.

The BMA formula uses the swaptions market to
derive a volatility assumption since swaptions are
actively traded and because the European call
option embedded in a large callable agency note
is similar to a LIBOR-based swaption.  The value
of the ECS’s call option can be approximated
using the prevailing price of the most closely
matched swaption.  For example, Freddie Mac
recently priced a 5-year/NC2 syndicated callable
note.  The appropriate swaption volatility for this
issue based on the BMA formula, would be the 
2 into 3-year swaption volatility.  The BMA ECS
formula makes an adjustment to volatility for

What is skew?

Skew is the observed phenomenon whereby 
in-the-money and out-of-the money options
trade with a different implied volatility than 
an at-the-money option.

Readers looking for a detailed discussion of the
guidelines and the BMA ECS Formula are encour-
aged to refer to the materials published by the
BMA (see www.bondmarkets.com and select
Market Practices).  Market participants can cal-
culate OAS for Freddie Mac’s syndicated callable
notes by using the AOAS function on Bloomberg.
The function on Bloomberg is in a test phase,
and has not been formally released.
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skew.  The formula uses skew-adjusted volatility
because in-the-money and out-of-the-money
options trade with very different volatilities than
at-the-money options.

The development of a more liquid secondary
market for large callable agency debt through
more uniform trading practices should expand
the investor base for these securities.  A more
liquid market for large agency callables should
appeal to foreign-based investors, including for-
eign central banks.  In 2002, foreign central
banks purchased 15% of Freddie Mac’s syndicat-
ed callable notes.  More generally, foreign
central bank demand for agency securities 
continues to be strong.  The Fed’s custody
account holdings of agency securities for foreign
central banks have grown steadily since the Fed
began reporting these data three years ago.  We
think the increase in central bank holdings of
these securities is due in large part to growth in
liquid bullet debt programs like Freddie Mac’s
Reference Notes® Securities program.

Callable agency securities are viewed by some
investors as an alternative to mortgage-backed
securities (MBS), and a more liquid market
should attract even more traditional MBS
investors.  Callable agency securities and MBS
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both have negative convexity because of their
embedded call options.  Some investors, however,
may prefer the reduced uncertainty associated
with holding a security with a one-time call
option to an MBS, where the prepayment risk is
more difficult to assess.

A more liquid secondary market for large
callable agency securities will also benefit
Freddie Mac as an issuer.  At the margin,
issuance costs should be reduced, since investors
will accept lower yields on securities for which
there is a more liquid secondary market.  A more
developed market for large callable securities
would give Freddie Mac more options (no pun
intended) for managing interest rate risk.  Issuing
callable debt is one way that Freddie Mac hedges
the prepayment risk associated with its retained
mortgage portfolio.  Freddie Mac can likely use
large callable issues to hedge interest rate risk
more effectively than some of the smaller
callable structures that are sold in response to
specific investor inquiries.

Freddie Mac also hedges prepayment risk with
derivatives including interest rate swaps and
swaptions.  At times, using derivatives to manage
interest rate risk can be more attractive than issu-
ing callable debt since the terms of a swaps or
swaptions contract can be more closely tailored
to match the duration of Freddie Mac’s mortgage
assets.  At the same time, Freddie Mac must also
manage the counterparty risk associated with
derivatives contracts, which is not a factor when
issuing callable debt.  Freddie Mac will continue
to rely on a mix of callable debt and derivatives
to manage interest rate risk, but we think a more
developed market for large callable issues gives
Freddie Mac more tools for managing that risk.
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No offer or solicitation of securities.  This document contains information related to, or referenced in the offering documentation for, certain Freddie Mac securities. Freddie Mac securities may not be eligible for offer or
sale in certain jurisdictions or to certain persons. This information is provided for your general information only, is current only as of its date and does not constitute an offer to sell or a solicitation of an offer to buy secu-

rities. The information does not constitute a sufficient basis for making a decision with respect to purchase and sale of any security. All information regarding or relating to Freddie Mac securities is qualified in its entirety by
the relevant offering circular and any related supplements. Investors should review the relevant offering circular and any related supplements before making a decision with respect to the purchase or sale of any security. 
n addition, before purchasing any security, please consult your legal and financial advisors for information about and analysis of the security, its risks and its suitability as an investment in your particular circumstances.

Freddie Mac obligations. Freddie Mac’s securities are obligations of Freddie Mac only. The securities, including any interest or return of discount on the securities, are not guaranteed by and are not debts or obligations
of the United States or any federal agency or instrumentality other than Freddie Mac.

No Warranties; Limitation of Liability. Although Freddie Mac attempts to provide reliable, useful information in this document, Freddie Mac does not guarantee that the information is accurate, current or suitable for 
any particular purpose. Freddie Mac assumes no obligation to update or continue to post the information in this presentation. Opinions and estimates contained in this brochure are those of Freddie Mac currently and are
subject to change without notice.

© 2003 by Freddie Mac.  Information from this document may be used with proper attribution. Alteration of this document is strictly prohibited.

Freddie Mac Debt Marketing
1551 Park Run Drive, McLean, Virginia  22102  USA www.freddiemac.com/debt
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