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NEW YORK (Standard & Poor's) Jan. 8, 2002--Standard & Poor's today
lowered its ratings one notch on National Rural Utilities Cooperative
Finance Corp.'s (CFC) senior and senior unsecured debt, the guarantees
CFC provides, CFC's quarterly income capital securities, and CFC's
commercial paper (see list below). The ratings are removed from
CreditWatch with negative implications, where they were placed on Dec. 6,
2001. The outlook is negative.

The rating action comes in response to the following developments:

-- Additional erosion in the asset quality of CFC's loan portfolio,
particularly among its top borrowers--Though all but one of these
borrowers, CoServ, which is CFC's largest exposure currently under a
restructuring agreement, are servicing their debt according to the terms
of their loan documents, Standard & Poor's expects some to experience
credit pressures during the next one to two years. In addition, an
announcement on Jan. 2 from CoServ that it withheld payment of a
scheduled principal and interest installment due Dec. 31, complicates the
challenges CFC faces in reaching a consensual and speedy resolution on
this problem obligor.

-- Continued high credit concentration in its top 10 borrowers, and
among the top 10, to telecommunication companies--The top 10 borrowers
constituted 26% of total loans, and loans to telecommunication companies
accounted for 27% of total loans at the close of November 2001.

-—- The need for CFC to build its financial protections, specifically its
loan loss reserves, to cover against current and potential asset quality
erosion--CFC has made progress in strengthening its finances, but asset
quality erosion will require future additions to reserves.

The ratings continue to be supported still by these strengths:

-—- A demonstrated ability to increase margins and pass through to
borrowers increases in funding costs--Gross margins increased to 1.9% in
the second quarter of fiscal 2002, considerably above budget and 46 basis
points above second quarter 2001.

-- Consistent and sound financial performance as indicated by interest
coverage that rose on a year-on-year basis during the past three years,
though CFC's times interest earned ratio (TIER) has been stable at 1.12
due to additions to the loan loss allowance during fiscal 2002.

-—- Strong security provisions and historically good asset
performance
--Approximately 90% of total loans and guarantees are secured. Security
for loans and guarantees typically consists of a first claim on all
assets and future revenues of the borrower and is on parity with other
senior secured lenders.

The pressure on asset quality, especially from some of CFC's largest
borrowers, prompts Standard & Poor's to lower CFC's ratings. These top 10



borrowers consist of five telecommunications companies, three generation
and transmission (G&T) cooperatives, and two electric distribution
cooperatives. Two of these borrowers are restructured loans to CoServ and
Deseret G&T. Standard & Poor's has evaluated most of CFC's top borrowers
and concluded that, though they are current on debt service, many are of
speculative grade in quality and some are facing credit pressure.
Standard & Poor's concerns are with regard to not only the concentration
of the largest loans, the top 10 equaling approximately 26% of total
loans, but their weakness. Though CFC currently has reserves for
approximately 1.4% of its general portfolio of loans (those loans not
classified as impaired or high risk), weakness at some top borrowers in
the general portfolio lead Standard & Poor's to conclude that CFC's
reserves are inadequate.

CFC continues to strengthen financial protections. CFC has continued to
sweep margins in excess of its 1.12 TIER to its loss reserve. This action
has caused leverage to decline slightly when adjustments for accounting
standards for derivatives are excluded. Including these adjustments,
leverage edged up slightly to 7.72 in November from 7.69 at the end of
May 2001. Excluding these adjustments, leverage fell to 6.92 from 7.69.
CFC has also made progress on reducing its use of commercial paper to
below 22% of current total debt.

OUTLOOK: NEGATIVE

CFC will hold its current ratings only if it maintains current asset
quality and, at the same time, improves its financial protections beyond
the target levels previously set forth by Standard & Poor's.
Specifically, to maintain current ratings, Standard & Poor's expects CFC
during the next 18 months to raise loan loss reserves to offset asset
quality pressure from top borrowers; expand general reserves to no less
than 3%-4% of total loans, depending on portfolio credit quality, net of
impaired and high-risk loans, in addition to dollar-for-dollar reserves
for current and potential impairments of other high-risk loans; reduce
debt to equity to 6 to 1 or below; and decrease the telecommunications
portfolio to less than 20% of the total loan portfolio. If CFC is not
able to achieve these objectives by May 2003, the end of the next fiscal
period, a further downgrade may result.

CFC RATINGS LOWERED; OFF CREDITWATCH

TO FROM
$5.4 billion collateral trust bonds A+ AA-
$6.4 billion medium-term notes A A+
$600 million quarterly income capital secs BBB+ A-
Guarantees CFC has provided for various
members' tax-exempt bonds A A+
European medium-term notes program A A+
$269 million CP issued by National

Cooperative Services Corp (NCSC) A-1 A-1+
$4.8 billion CFC CP A-1 A-1+



