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Dear Freddie Mac Investor,

The recent economic environment has presented all of us
with many challenges and has led to heightened concern
regarding the safety and soundness of corporations across
America.  In the housing market, unprecedented declines 
in interest rates have spurred another bout of mortgage
refinancings and have supported continued growth in U.S.
house prices.  Questions about Freddie Mac’s preparedness
for handling the current economic environment have been
raised by some of our investors and more broadly, by
media reports.  

Freddie Mac is extremely disciplined in its approach to risk.
We deploy capital only when we can achieve a return on
equity that meets our threshold and manage the associated
risks.  Our disciplined investment philosophy was evident
earlier this year when we found mortgage assets were too
expensive.  As a result, liquidations of our mortgage holdings
exceeded new purchases and our investment portfolio
shrank from March to May.

Recently, much attention has been focused on the topic 
of interest rate risk, and more specifically, about how
government sponsored housing entities manage that risk.
Freddie Mac’s Investor Relations team has traveled the
globe to meet with investors to help them understand our
business and to explain our interest rate risk management
practices.  Based on information we collected during our
most recent investor visits, we have decided to present a
detailed explanation of Freddie Mac’s approach to interest
rate risk management in this issue of Reference Point.

Our Global Debt Funding team focuses on our respon-
sibilities to bondholders every day.  We strive to deliver high
quality, innovative debt products to both new and existing
investors alike.  In September, we released our funding
calendar for 2003.  As always, we remain committed to
sustaining our Reference Bills®, Reference Notes® and
bReference Notes® programs.  Over time, our objective is to
create debt securities that are attractive to a wide array of
investors throughout the world.  We believe that is the most
appropriate strategy to ensure durable, low-cost financing,
and securities that consistently outperform other securities.
I hope you find this information useful.

Interest Rate Changes: Friend or Foe?

Interest rate movements can be favorable, unfavorable or
have virtually no effect on the business of a particular entity.
The effect depends on the business and the degree to which
interest rates relate to their asset and liability positions.
More important, however, is the net effect—which depends
on how effectively interest rate risks are managed within a
company. In the case of Freddie Mac, our business largely
consists of assets and liabilities that, in isolation, are highly
sensitive to changes in interest rates.  Our management
team actively and deliberately manages this risk.  Freddie
Mac’s investment goal is to produce long-term returns that
are relatively insensitive to changes in interest rates.  

The Business of Freddie Mac

To understand why it is important for us to manage interest
rate risk, an understanding of our business is essential.
Freddie Mac is in the business of making homeownership
and quality, affordable rental housing more available in
America.  We accomplish this by helping to keep the cost
of mortgage finance as low as possible.  Our two primary
businesses are securitization of mortgages and investment
in mortgages.  Freddie Mac purchases mortgages from
lenders across the country and packages them into mortgage-
backed securities that can be sold to investors.  In the
process, we insure the mortgages and principal payments
on the mortgage-backed securities we sell and earn
management and guarantee fees for providing this service.
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estimate of potential loss, not a realization of actual 
loss.  PMVS uses the Treasury yield curve as a standard
benchmark yield curve of interest rates.  Since Treasury
securities are viewed by the market as being free of 
credit risk, they provide a basis of comparison for other
debt securities.  

Scenario analyses are calculated to estimate the potential
loss in market value of Freddie Mac’s equity that would
result from an increase or decrease in the level of interest
rates (PMVS-L) and the slope of the yield curve (PMVS-YC).
Under both scenarios (changes in level and slope), we use
the most adverse impact to estimate the potential percentage
loss in portfolio market value.  Portfolio market value
includes the valuation of all of Freddie Mac’s interest rate
sensitive assets and liabilities, including derivatives and PC
guarantee obligations.

To calculate PMVS-L, Freddie Mac uses two scenarios: 
an immediate 50 basis point increase and an immediate 
50-point decrease in Treasury rates.  The 50 basis point
change is applied as a parallel shift at each point along the
Treasury yield curve.  Given this assumed change in
Treasury rates, Freddie Mac calculates the expected change
in mortgage and debt rates using information about their
historical relationship to Treasury yields, as well as to other
interest rates and market information.  

Freddie Mac’s portfolio
market value is also exposed
to interest-rate risk arising
from non-parallel shifts in
the yield curve, i.e. steep-
ening or flattening, when the
cash flows of its assets and
liabilities are not exactly
matched.  This risk is
referred to as yield curve
risk.  Since future mortgage
prepayments are impossible
to predict with certainty,
some cash flow mismatch is
always present.  Changes in the shape and slope of the yield
curve can arise from changes in interest rates at different
points along the curve.  For this reason, Freddie Mac eval-
uates its exposure to yield curve risk by examining potential
reshaping scenarios at various points along the curve.
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Through this securitization process, we ultimately provide
low- to middle-income homeowners and renters with lower
housing costs and better access to home financing.  

In addition to financing housing through securitization,
Freddie Mac invests directly in mortgages.  This investment
is made possible by our ability to raise money to purchase
mortgage assets by selling bonds to investors throughout
the world.  By providing investors with another means to

indirectly invest in
mortgages on homes within
the United States, we
provide families with even
more affordable mortgage
financing.

Freddie Mac’s assets are 
the mortgages and related
securities that are held in
our retained mortgage
portfolio.  Our liabilities are
the debt securities we issue,

over both short and long terms, to raise money to purchase
these assets.  Freddie Mac employs a disciplined approach
to portfolio growth as part of its overall investment strategy.
We only grow the portfolio if threshold investment returns
are met, which means mortgages are purchased only when
their yields exceed interest costs and associated rebalancing
costs by enough to generate adequate returns on equity.
This disciplined approach to investment sometimes results
in a decrease in the size of our retained portfolio.

We invest in assets for our portfolio, but the story does not
end here.  Once we purchase mortgages and issue debt, the
value of these assets and liabilities fluctuates in response to
constantly moving interest rates.  The question is: what do
we do about this risk?

PMVS: What is it?

Freddie Mac actively measures and manages interest rate risk.
On a daily basis, we measure our interest-rate risk exposure
to changes in both the level and shape of the Treasury yield
curve using Portfolio Market Value Sensitivity (PMVS)
analysis.  PMVS represents the estimated percentage
decline in Freddie Mac’s market value of equity for a given
adverse change in interest rates.  As such, PMVS is an
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To calculate PMVS-YC, we examine two scenarios: an
immediate 25 basis point steepening and an immediate 
25 basis point flattening in the Treasury yield curve.  
The calculation is based on an assumed reshaping of the
curve in which the 2-year and 10-year Treasury rates 
shift 12.5 basis points each—in opposite directions.  The 
2 and 10- year sectors are used because they are most
reflective of mortgage market behavior.  The 2 to 4 year
sector of the yield curve is where expected cash flows
from mortgages are concentrated and the 10-year sector 
is the benchmark for mortgage rates and can have a
significant effect on prepayments.  

We believe that the 50 basis point parallel shift and the 
25 basis point yield curve shift are conservative measures
of risk because they represent a severe shock that rarely
occurs and they do not take into account any rebalancing
actions we would take in response to such occurrences.
Historically, our average annual PMVS level has remained
at levels below 5 percent since we began disclosing this
measure.  Freddie Mac publishes its monthly PMVS
disclosure information and duration gap in the Monthly
Volume Summary.

What is duration gap?

Recent media articles have highlighted the concept of
duration gap.  Technically speaking, duration is a measure 
of the sensitivity of something—in this case assets or
liabilities—to a change in interest rates.  Another
interpretation of duration is that it is a measure of the
average life of an asset or liability.  In this context, the
average life of an asset will change in response to a given
change in interest rates.  Duration gap is the difference in
the average lives of our assets and liabilities, or the
difference between the duration of our assets and the
duration of our liabilities.  A basic goal of asset/liability
management is to try to match expected cash inflows with
expected outflows.  In other words, we try to match the
income stream derived from our mortgage investments 
with the required payments we must make on the debt 
that we issue.  Duration gap is a part of the broader, 
more comprehensive PMVS measure.  PMVS measures 
not only the duration gap in our assets and liabilities, 
but also convexity, i.e. the expected rate of change in
duration resulting from a change in interest rates.
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Freddie Mac experiences duration gap because we often
finance the purchase of our mortgage assets with debt
securities.  The mortgages we purchase have a range of
different characteristics, including: maturities, underlying
collateral, principal and interest structures, and prepayment
patterns.  The debt securities we issue do not respond to
interest rate changes at the same rate as mortgages.  Fortun-
ately, Freddie Mac has several tools available to manage
our portfolio in response to interest rate movements.

We offset most of 
the prepayment risk
on these mortgage
assets by using a mix
of short- and long-
term callable and
non-callable debt 
and derivatives.  As
interest rates change,
we continually rebal-
ance our portfolio to

close any duration gap.  Freddie Mac uses swaptions
(options on interest rate swaps) to protect against extreme
interest rate swings.  Additionally, we conduct ongoing
credit research to ensure that we only enter into derivatives
transactions with financially strong counterparties.  

Recently, we began releasing duration gap data in our
Monthly Volume Summary.  Over the past year, Freddie
Mac’s monthly average duration gap has ranged between 
-1 and +1 month.  With the unprecedented low interest
rate environment of recent months, the duration gap in a
portfolio can grow quite large and lead to a decrease in a
firm’s equity value if the portfolio is not actively rebalanced.
Freddie Mac has been successful in avoiding this situation
by rebalancing our portfolio on a frequent basis.

In summary, interest rate changes are neither friend nor 
foe to Freddie Mac, since we actively manage our interest
rate risk.  Freddie Mac’s investment framework focuses 
on conservative risk levels and disciplined deployment 
of capital.  These emphases are the key to maximizing
shareholder value, while also serving the best interest of
our bondholders.  We take our responsibilities to all our
investors seriously, and will continue to manage our risk
responsibly to ensure that Freddie Mac will continue making
the American dream of decent, accessible housing a reality
for years to come.

PMVS Results

PMVS-Level
Parallel Treasury Curve Shifts

Jan-Sep 2002
Percentage of Business Days

Within Range

Source:  Freddie Mac

0%

1%

2%

3%

4%

5%

1998 1999 2000 2001 YTD
2002

<=1.00% 1.01% -
2.00%

2.01% -
3.00%

3.01% -
4.00%

4.01% -
5.00%

>5.00

3.99%

1.90% 1.98%

3.13%
2.78%

1%

23%

49%

18%

3%
6%

0%

10%

20%

30%

40%

50%

60%

Freddie Mac’s Duration Gap

Months

Source:  Freddie Mac

Aug-
01

Sep-
01

Oct-
01

Nov-
01

Dec-
01

Jan-
02

Feb-
02

Mar-
02

Apr-
02

May-
02

Jun-
02

Jul-
02

Aug-
02

Sep-
02

-10

-8

-6

-4

-2

0

2

4

6

8

10

Over the past year,

Freddie Mac’s monthly

average duration gap

has ranged between 

-1 and +1 month.



cReference Notes®

Investor Distribution
cReference Notes

Geographic Distribution
cReference Notes Outstanding

as of September 30, 2002

Amount
Outstanding

Coupon Maturity ISIN (Euros)

3-Year 4.500 3/15/04 XS0125902451 7.50

3-Year 4.625 5/15/05 XS0146883581 5.00

5-Year 5.250 1/15/06 XS0121336266 5.50

5-Year 4.625 2/15/07 XS0142391209 5.00

10-Year 5.750 9/15/10 XS0117858323 5.25

10-Year 5.125 1/15/12 XS0136341814 5.00

10-Year 4.750 1/15/13 XS0154444870 5.00
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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

securities. 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.

© 2002 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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