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FREDDIE MAC REPORTS ON RESTATEMENT PROGRESS  
 

McLean, VA�Freddie Mac (NYSE:FRE) today provided a progress update on issues 
relating to its previously announced restatement of prior year financial results. 

 
�The new management team of Freddie Mac, working closely with our Board of 

Directors, is determined to set high standards for candor and transparency in our financial 
reporting.  Our investors and the public should expect and demand nothing less,� said Gregory 
J. Parseghian, chief executive officer and president.  �The information we are disclosing today 
reflects poorly on Freddie Mac�s past accounting, control and disclosure practices.  
Management is aggressively addressing these issues.  At the same time, we remain focused on 
our business and mission.  Based on our current understanding, we expect the cumulative 
effect of the restatement to increase retained earnings as of December 31, 2002, by a range of 
$1.5 billion to $4.5 billion.  Today we also are announcing that we expect to report a material 
increase in the fair value of shareholders� equity for year-end 2002 over 2001.�   

 
The corporation is working toward completing the restatement process and releasing its 

restated results during the third quarter of 2003.   
 
�Freddie Mac is dedicating extraordinary resources to completing this labor intensive 

restatement process,� said Martin F. Baumann, executive vice president�Finance and chief 
financial officer.  �We are working closely with our independent auditor and other advisors to 
complete this job as quickly as possible.�   

 
Impact of Restatement on Financials and Business 

 
As stated above, Freddie Mac continues to expect that the cumulative effect of the 

restatement will be to materially increase retained earnings for prior periods and materially 
increase its capital surplus under its regulatory minimum capital requirement as of December 
31, 2002.  Based on the information currently available, management believes that the 
expected cumulative effect of the restatement is to increase retained earnings as of December 
31, 2002, by a range of $1.5 billion to $4.5 billion.  Management cautions, however, that 
neither the restatement nor re-audit processes are complete and the final determination of the 
cumulative effect could therefore differ from this range.  The expected cumulative increase to 
retained earnings will likely be driven primarily by gains on certain derivatives and mortgage 
securities that will be marked to fair value during periods in which interest rates were 
declining.  In addition, the corporation continues to expect that adjustments affecting its 
income will relate substantially to changes in the timing of income recognition, and, as a 
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result, cumulative increases related to these adjustments will have offsetting effects in future 
periods.  These accounting policy changes will cause greater volatility in Freddie Mac�s 
financial statements for prior periods.  Freddie Mac believes there also will be significant 
volatility in its results in future periods.    
 

Freddie Mac also expects a material increase in the fair value of shareholder equity in 
its fair value balance sheet as of year-end 2002 versus year-end 2001.  This expected increase 
is subject to completion of the restatement and re-audit processes.  Freddie Mac�s economic 
hedges remain effective, as demonstrated by its consistently low levels of portfolio market 
value sensitivity (�PMVS�) and narrow duration gap.  The accounting policies that will be 
implemented in connection with the restatement will not adversely affect Freddie Mac�s ability 
to invest in or securitize mortgages, or prudently manage the risks in its business.   
 
Factors Contributing to Restatement 
 

The accounting errors being corrected in the restatement arose from Freddie Mac�s re-
evaluation, in conjunction with PricewaterhouseCoopers LLP (�PwC�), Freddie Mac�s 
independent auditor, of certain accounting policies previously used by Freddie Mac.  PwC was 
appointed in March 2002, replacing Arthur Andersen.     

 
As previously announced, the outside directors of Freddie Mac�s Board retained 

outside counsel (�Board Counsel�) to review the facts and circumstances relating to certain of 
the principal accounting errors identified during the restatement process.  Board Counsel has 
advised Freddie Mac that it expects to complete its review and present its written, final report 
to the Audit Committee and Board of Directors prior to the completion of the re-audit process 
and will issue a written, interim report during July 2003.  Freddie Mac expects to make public 
Board Counsel�s principal findings following those presentations.   

 
Board Counsel has presented preliminary findings to the Audit Committee and the 

Board as to the factors contributing to the need for restatement.  The principal factors thus far 
identified by Board Counsel are lack of sufficient accounting expertise and internal control 
and management weaknesses as a consequence of which Freddie Mac personnel made 
numerous errors in applying Generally Accepted Accounting Principles (GAAP).  In addition, 
Board Counsel has noted that certain capital market transactions and accounting policies had 
been implemented with a view to their effect on earnings in the context of Freddie Mac�s goal 
of achieving steady earnings growth, and that the disclosure processes and disclosure in 
connection with those transactions and policies did not meet standards that would have been 
required of Freddie Mac had it been an SEC registrant.  The preliminary findings also note that 
certain reserve account and other adjustments, that were known departures from GAAP and 
that were not considered to be material at the time, were made with a view to their effect on 
earnings.  In most cases, Freddie Mac believed at the time the accounting for the transactions, 
policies and adjustments being reviewed was appropriate and reached these conclusions after 
consultations with its previous independent auditor.   
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Board Counsel is continuing its investigation and is expected to present its findings to 

the Audit Committee and the Board when it presents its written reports.  The Board and 
management will continue to conduct a rigorous review of these matters and take appropriate 
actions when determinations are made.  As Freddie Mac previously has announced, the Board 
and management are fully cooperating with OFHEO, the SEC and the U.S. Attorney�s office 
in the Eastern District of Virginia in connection with their respective investigations.  The 
company believes that legal characterization of these matters is appropriately left to these 
agencies at this time. 

 
�The Board�s election of new management was made following in-depth consultation 

with Board Counsel and company�s outside counsel,� said Shaun F. O�Malley, chairman of 
Freddie Mac�s Board of Directors.  �We have every confidence that we have the right 
management team in place to lead the company and address these serious accounting and 
control issues.� 

 
Freddie Mac has taken numerous steps to date to enhance its internal accounting 

expertise and controls and will continue to implement remedial steps to address the 
deficiencies identified by the Board Counsel.  Freddie Mac has previously announced its 
intention to voluntarily register with the SEC in order to become a reporting company under 
the Securities Exchange Act of 1934.  Freddie Mac�s new management reiterates its intention 
to resume the registration process once the restatement and re-audit are complete. 

 
Actions to Address Factors Contributing to Restatement 
 

Freddie Mac is aggressively addressing the factors contributing to the restatement and 
matters under review by Board Counsel and is committed to achieving high standards of 
accounting and financial controls.  In March 2003, the Board established an ad hoc committee 
to oversee the restatement effort led by O�Malley.  In May 2003, the Board directed its 
Governance Committee, composed of the presiding director and the chairs of all Board 
standing committees, to conduct weekly meetings with management regarding the progress of 
remediation efforts.  These efforts are being led by EVP-Finance and Chief Financial Officer 
Baumann, who brings more than 30 years of experience as a partner, deputy chairman of the 
World Financial Services Practice and global banking leader for PricewaterhouseCoopers.   

 
Freddie Mac has taken significant actions since the beginning of last year to address its 

internal control, accounting and financial reporting weaknesses, including the following: 
 

• Added several senior level professionals possessing significant accounting and 
control expertise, particularly in the area of accounting policy.  

 
• Increased its staff from 54 to 88 full-time employees within its largest 

accounting and reporting unit responsible for the mortgage, debt and derivative 
portfolios (�Retained Portfolio�).   
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• Enhanced its control and operating risk oversight by establishing an Operating 

Risk Oversight function now reporting directly to Baumann.  
 

• Strengthened the review and approval process for critical business transactions, 
new products and strategies. 

 
• Improved accounting processes by strengthening reconciliation procedures, 

supervisory review controls, and accounting systems infrastructure. 
 

In addition to these actions, the new executive management team is implementing a 
comprehensive remediation program with direct oversight by the Governance Committee of 
the Board.  The program is effectuating broad changes in the finance function.  This program 
includes initiatives around governance, human resources, corporate culture, financial reporting 
and disclosure, accounting policies, processes and controls, and compliance with the Sarbanes-
Oxley Act.  New management has shared this remediation program with OFHEO and will 
continue to provide ongoing updates.  

 
�Freddie Mac is committed to strict compliance with GAAP and meeting fully the 

spirit and intent of all rules and regulations surrounding financial reporting.  I am confident 
that we will emerge from this process stronger than ever, with high-quality accounting and 
financial reporting controls that match our world class risk management capabilities and 
powerful business fundamentals,� Baumann said.   

 
Summary of Accounting Corrections and Scope of Activities  

 
As Freddie Mac announced in January 2003, the restatement will affect the 

corporation�s financial statements for 2002, 2001 and 2000.  These financial statements will be 
covered by the audit opinion of PwC.  Freddie Mac�s financial results for periods prior to 2000 
will also be affected by the restatement as a result of accounting errors.  The impact of these 
corrections for periods prior to 2000 will be reflected as an adjustment to the beginning 
balance of retained earnings as of January 1, 2000. 

 
Correcting certain accounting errors will change significantly Freddie Mac�s 

previously reported GAAP results for 2002 and prior years.  Historically, a significant portion 
of Freddie Mac�s mortgage securities were classified as held to maturity (HTM) and, 
accordingly, reported at cost adjusted for amortization of premiums and discounts.  As a result, 
changes in those securities� fair value did not affect current period earnings or stockholders� 
equity.  The restatement will shift all securities previously classified for accounting purposes 
as HTM to the available for sale (AFS) or trading classifications.  All of Freddie Mac�s 
mortgage securities will be marked to fair value, some through current period earnings 
(trading) and some directly to stockholders� equity (AFS).   

 
In addition, as a result of the restatement, a majority of the corporation�s derivatives in 

2001 and 2002 will not qualify as accounting hedges.  Gains and losses from the change in fair 
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value of these derivatives will directly affect current period earnings as a result of removing 
previously recorded gains and losses related to certain hedged items and recognizing gains and 
losses previously deferred in shareholders� equity.   

 
These accounting policy changes will cause greater volatility in Freddie Mac�s GAAP 

financial statements for prior periods.  Freddie Mac believes there also will be significant 
volatility in its GAAP results in future periods.    
  

Based on the information currently available, the corrections the corporation is making 
fall primarily into the five categories described below.  Management cautions, however, that 
because the restatement is not complete, additional issues may still arise.   

 
Security Classification:  During the period covered by the restatement, the corporation 

sold securities designated for accounting purposes as HTM in circumstances that would not 
permit the continued use of the HTM category.  This means that the corporation must 
discontinue use of the HTM accounting classification for all securities in that category until at 
least 2004.  Freddie Mac�s entire portfolio of HTM securities will be reclassified for 
accounting purposes to the AFS category, with unrealized gains and losses on the HTM 
securities at the time of the reclassification recorded to the stockholders� equity section of the 
balance sheet.  This reclassification will need to be recorded in each restatement period, 
involving up to $260 billion of mortgage securities comprising in aggregate well over 100,000 
individual security records. 
 

The corporation also transferred certain mortgage securities designated for accounting 
purposes as �trading� into both HTM and AFS classifications when the securities should have 
remained classified as trading.  This correction will require Freddie Mac to reclassify these 
HTM and AFS securities back to trading, with unrealized gains and losses on the securities to 
be reported in current period earnings.  These unrealized gains and losses previously had been 
deferred and not recognized.   

 
Accounting for Derivative Instruments:  As part of its ongoing risk management 

activities, Freddie Mac uses derivative instruments to manage the interest-rate risk associated 
with its assets and liabilities.  Accounting issues associated with the restatement do not change 
the effectiveness of these derivative instruments from an economic risk management 
perspective.  Notwithstanding the continued economic effectiveness of Freddie Mac�s hedges, 
the restatement will require changes to accounting for derivative instruments in three main 
areas:   

 
• Freddie Mac treated certain cash market instruments as derivatives that did not meet the 

GAAP accounting definition of a derivative and applied hedge accounting.  Correction of 
this will require Freddie Mac to reverse from current period earnings gains and losses 
related to the hedged items (i.e., debt securities issued by Freddie Mac) that were recorded 
in earnings as part of the hedge accounting relationship.      
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• Freddie Mac did not adequately document and test certain derivative instruments 

accounted for as hedges.  As part of the restatement, Freddie Mac must reverse the hedge 
accounting entries related to certain of these accounting hedges.  This will result in 
removing previously recorded gains and losses related to the hedged items from current 
period earnings for certain fair value hedges, and recording in current period earnings 
previously deferred gains and losses for certain cash flow hedges.  This process involves 
several hundred thousand security records during the restatement period.  Although these 
derivatives did not qualify for hedge accounting, they proved to be economically effective 
hedges of Freddie Mac�s portfolio of assets and liabilities.   

 
• Freddie Mac enters into forward commitments to acquire mortgage securities in the 

ordinary course of business.  These commitments generally qualified as derivatives under 
GAAP, however, the changes in fair value of certain of these commitments to acquire 
mortgage securities were not recorded in current period earnings.  In addition to recording 
the fair value of these commitments in earnings, Freddie Mac will be required to restate the 
initial premiums and discounts on the acquired mortgage securities and related 
amortization thereafter.   

 
Asset Transfers and Securitizations:  Freddie Mac accounted for certain transfers of 

mortgage securities to third parties as financings when they should have been accounted for as 
sales under GAAP.  In addition, Freddie Mac did not record certain retained interests and 
credit obligations related to credit guarantees required when Freddie Mac sells mortgage 
securities.  Freddie Mac will be required to record gains and losses on the sales transactions 
including the effects of retained interests and credit obligations, and reverse the effects of 
financing treatment.   

 
Valuation of Financial Instruments:  Freddie Mac has concluded that the reported fair 

values of certain option-related derivatives did not incorporate all applicable market pricing 
data.  Therefore, fair values for these options will be changed to consider such data.  These 
corrections will be recorded in current period earnings in the relevant restatement periods.  
The result of the re-valuation of these derivatives is expected to increase the net fair value 
presented in Freddie Mac�s fair value balance sheet, which had previously been disclosed in 
Freddie Mac�s Annual Report to Shareholders.   

 
All Other:  During the course of the restatement process, Freddie Mac has identified 

numerous other accounting policies, practices and entries requiring correction.  These changes 
touch on many aspects of Freddie Mac�s financial statements.  In addition, Freddie Mac 
previously reported minor accounting corrections through earnings in the periods the errors 
were discovered.  Freddie Mac�s restated financial statements will reflect these corrections in 
the periods affected rather than the period in which the errors were discovered.  Management 
believes that individually and in the aggregate these changes will have a smaller impact on 
cumulative retained earnings at December 31, 2002, relative to the categories discussed above.   

 



Freddie Mac Restatement Results  
June 25, 2003                                 
Page 7          

 
�Given the number of accounting issues involved, the volume of Freddie Mac�s 

securities and derivatives transactions, the number of years being restated, and the fact that the 
re-audit is being completed by auditors not previously involved with our prior years� financial 
statements, the time being taken to complete this restatement is entirely appropriate,� said 
Baumann.  �I am determined to do this job comprehensively and accurately so that investors 
and the public will have complete confidence in our financial reporting going forward.� 

 
O�Malley concluded, �Freddie Mac is moving forward aggressively and confidently.  

Our business fundamentals remain exceptionally strong.  We expect the restatement to 
increase our assets, retained earnings and capital.  And we are putting in place the accounting 
controls, people and processes equal to the excellence we expect of Freddie Mac.� 

 
Future Financial Performance Disclosures  
 
 Freddie Mac is committed to disclosing information that is useful to investors in 
understanding its financial performance.  Previously, Freddie Mac has reported �Operating 
Earnings,� a non-GAAP financial measure derived from GAAP financial statements.  As a 
result of changes in its GAAP accounting policies occasioned by the restatement, particularly 
those affecting derivatives accounting, management has concluded that �Operating Earnings� 
no longer will be meaningful.  Therefore Freddie Mac will neither restate nor provide this 
measure in its periodic financial reporting.   
 

Freddie Mac expects to provide two supplemental disclosures later this year or 
beginning in 2004.  This will include quarterly changes in Freddie Mac�s fair value balance 
sheet and a new non-GAAP financial measure.     

 
Legal Proceedings 

 
Securities Class Action Lawsuits.  Since June 11, 2003, the date of the last supplement 

to the Information Statement dated March 29, 2002 (the �June 11 Supplement�), ten additional 
lawsuits relating to the matters set forth in this Information Statement Supplement and the 
June 11 Supplement have been filed against Freddie Mac and certain former executive 
officers.  These lawsuits seek class action treatment, include slightly different allegations, 
cover different class periods (which begin on dates ranging from April 18, 2000 to January 27, 
2003, and end on June 9, 2003), and seek unspecified compensatory damages, costs and 
expenses. 
  

Freddie Mac anticipates that additional lawsuits relating to the matters described in the 
June 11 Supplement and this Information Statement Supplement will be filed.  
 


