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I, Adam W. Poff, hereby declare: 
 
1. I am an attorney with the law firm of Young Conaway Stargatt & Taylor LLP, 

and counsel of record for Plaintiff Timothy J. Pagliara in the above-captioned matter.   I offer 

this Declaration in support of Plaintiff Timothy J. Pagliara’s Answering Brief in Opposition to 

Motion to Substitute Federal Housing Finance Agency as Plaintiff (“Answering Brief”). 

2. Attached hereto are true and correct copies of the following documents, as 

referenced in the Answering Brief: 

Exhibit Description 

A Federal Housing Finance Agency (“FHFA”) Fact Sheet (Sept. 7, 2008) 

B Statement of FHFA Director James B. Lockhart (Sept. 7, 2008) 

C Motion of FHFA as Conservator for Fannie Mae to Substitute for 
Shareholder Derivative Plaintiffs and Statement of Points and Authorities in 
Support Thereof (D.I. 68), Kellmer v. Raines, C.A. No. 07-1173-RJL, 
(D.D.C. Feb. 2, 2009) 

D Complaint (D.I. 1),  Agnes v. Raines, et al., C.A. No. 08-1093-RJL (D. D.C. 
June 25, 2008) (Consolidated with Kellmer v. Raines) 

 

I hereby declare, under penalty of perjury, that the foregoing is true and correct to the 

best of my personal knowledge. 

Dated:  August 4, 2016     /s/ Adam W. Poff   
        Adam W. Poff (DE Bar No. 3990) 

Case 1:16-cv-00193-GMS   Document 14   Filed 08/04/16   Page 2 of 4 PageID #: 602



 

 
01:19073688.1 

CERTIFICATE OF SERVICE 

I, Adam W. Poff, hereby certify that on August 4, 2016, I caused to be electronically filed 

a true and correct copy of the foregoing document with the Clerk of the Court using CM/ECF, 

which will send notification that such filing is available for viewing and downloading to the 

following counsel of record: 

S. Mark Hurd, Esquire 
Zi-Xiang Shen, Esquire 
Morris Nichols Arsht & Tunnell LLP 
1201 North Market Street 
P.O. Box 1347 
Wilmington, DE 19899-1347  
shurd@mnat.com 
zshen@mnat.com 
 
Attorneys for Defendant Federal National 
Mortgage Association 
 
Robert J. Stearn, Jr., Esquire 
Robert C. Maddox, Esquire 
Richards, Layton & Finger, P.A. 
One Rodney Square 
920 North King Street 
Wilmington, DE 19801 
stearn@rlf.com 
maddox@rlf.com 

 
    Attorneys for Federal Housing Finance Agency 
 

I further certify that on August 4, 2016, I caused a copy of the foregoing document to be 

served by e-mail on the above-listed counsel of record and on the following:    

Jeffrey W. Kilduff, Esquire 
Michael Walsh, Esquire 
O’Melveny & Myers LLP 
1626 Eye Street, N.W. 
Washington, DC 20006-4001 
jkilduff@omm.com 
mwalsh@omm.com 

    
Attorneys for Defendant Federal National 
Mortgage Association 
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Howard N. Cayne, Esquire 
Asim Varma, Esquire 
David Bergman, esquire 
Arnold & Porter LLP 
601 Massachusetts Avenue, NW 
Washington, DC 20001 

    howard.cayne@aporter.com 
asim.varma@aporter.com 
david.bergman@aporter.com 

 
    Attorneys for Federal Housing Finance Agency 
 
 
Dated:   August 4, 2016 YOUNG CONAWAY STARGATT & 
   TAYLOR, LLP 
 

/s/  Adam W. Poff                
C. Barr Flinn (No. 4092) 
Adam W. Poff (No. 3990) 
Lakshmi A. Muthu (No. 5786) 
Gregory J. Brodzik (No. 5722) 
Rodney Square 
1000 North King Street 
Wilmington, DE 19801-0391 
(302) 571-6692 
bflinn@ycst.com 
apoff@ycst.com 
lmuthu@ycst.com 
gbrodzik@ycst.com 
 
Attorneys for Plaintiff 
Timothy J. Pagliara 
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FAQs

Questions and Answers on Conservatorship
9/7/2008

Q: What is a conservatorship?

A: A conservatorship is the legal process in which a person or entity is appointed to establish control and oversight of a
Company to put it in a sound and solvent condition. In a conservatorship, the powers of the Company’s directors,
officers, and shareholders are transferred to the designated Conservator.

Q: What is a Conservator?

A: A Conservator is the person or entity appointed to oversee the affairs of a Company for the purpose of bringing the
Company back to financial health. 

In this instance, the Federal Housing Finance Agency ("FHFA") has been appointed by its Director to be the
Conservator of th e Company in accordance with the Federal Housing Finance Regulatory Reform Act of 2008 (Public
Law 110-289) and the Federal Housing Enterprises Financial Safety and Soundness Act of 1992 (12 U.S.C. 4501, et
seq., as amended) to keep the Company in a safe and solvent financial condition.

Q: How is a Conservator appointed?

A: By statute, the FHFA is appointed Conservator by its Director after the Director determines, in his discretion, that the
Company is in need of reorganization or rehabilitation of its affairs.

Q: What are the goals of this conservatorship?

A: The purpose of appointing the Conservator is to preserve and conserve the Company’s assets and property and to put
the Company in a sound and solvent condition. The goals of the conservatorship are to help restore confidence in the
Company, enhance its capacity to fulfill its mission, and mitigate the systemic risk that has contributed directly to the
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instability in the current market.

There is no reason for concern regarding the ongoing operations of the Company. The Company’s operation will not
be impaired and business will continue without interruption.

Q: When will the conservatorship period end?

A: Upon the Director’s determination that the Conservator’s plan to restore the Company to a safe and solvent condition
has been completed successfully, the Director will issue an order terminating the conservatorship. At present, there is
no exact time frame that can be given as to when this conservatorship may end.

Q: What are the powers of the Conservator?

A: The FHFA, as Conservator, may take all actions necessary and appropriate to (1) put the Company in a sound and
solvent condition and (2) carry on the Company’s business and preserve and conserve the assets and property of the
Company.

Q: What happens upon appointment of a Conservator?

A: Once an "Order Appointing a Conservator" is signed by the Director of FHFA, the Conservator immediately succeeds
to the (1) rights, titles, powers, and privileges of the Company, and any stockholder, officer, or director of such the
Company with respect to the Company and its assets, and (2) title to all books, records and assets of the Company
held by any other custodian or third-party. The Conservator is then charged with the duty to operate the Company.

Q: What does the Conservator do during a conservatorship?

A: The Conservator controls and directs the operations of the Company. The Conservator may (1) take over the assets
of and operate the Company with all the powers of the shareholders, the directors, and the officers of the Company
and conduct all business of the Company; (2) collect all obligations and money due to the Company; (3) perform all
functions of the Company which are consistent with the Conservator’s appointment; (4) preserve and conserve the
assets and property of the Company; and (5) contract for assistance in fulfilling any function, activity, action or duty of
the Conservator.

Q: How will the Company run during the conservatorship?

A: The Company will continue to run as usual during the conservatorship. The Conservator will delegate authorities to the
Company’s management to move forward with the business operations. The Conservator encourages all Company
employees to continue to perform their job functions without interruption.

Q: Will the Company continue to pays its obligations during the conservatorship?

A: Yes, the Company’s obligations will be paid in the normal course of business during the Conservatorship. The
Treasury Department, through a secured lending credit facility and a Senior Preferred Stock Purchase Agreement, has
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significantly enhanced the ability of the Company to meet its obligations. The Conservator does not anticipate that
there will be any disruption in the Company’s pattern of payments or ongoing business operations.

Q: What happens to the Company’s stock during the conservatorship?

A: During the conservatorship, the Company’s stock will continue to trade. However, by statute, the powers of the
stockholders are suspended until the conservatorship is terminated. Stockholders will continue to retain all rights in the
stock’s financial worth; as such worth is determined by the market.

Q: Is the Company able to buy and sell investments and complete financial transactions during the conservatorship?

A: Yes, the Company’s operations continue subject to the oversight of the Conservator.

Q: What happens if the Company is liquidated?

A: Under a conservatorship, the Company is not liquidated.

Q: Can the Conservator determine to liquidate the Company?

A: The Conservator cannot make a determination to liquidate the Company, although, short of that, the Conservator has
the authority to run the company in whatever way will best achieve the Conservator’s goals (discussed above).
However, assuming a statutory ground exists and the Director of FHFA determines that the financial condition of the
company requires it, the Director does have the discretion to place any regulated entity, including the Company, into
receivership. Receivership is a statutory process for the liquidation of a regulated entity. There are no plans to
liquidate the Company.

Q: Can the Company be dissolved?

A: Although the company can be liquidated as explained above, by statute the charter of the Company must be
transferred to a new entity and can only be dissolved by an Act of Congress.

 

Contacts: Corinne Russell (202) 649-3032 / Stefanie Johnson (202) 649-3030
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FEDERAL HOUSING FINANCE AGENCY 
 

 
 

STATEMENT  
  

 

Contact:  Corinne Russell  (202) 414-6921
   Stefanie Mullin  (202) 414-6376

 
For Immediate Release 
September 7, 2008 

 

****EMBARGOED UNTIL 11 a.m. **** 

STATEMENT OF FHFA DIRECTOR JAMES B. LOCKHART 

Good Morning 

Fannie Mae and Freddie Mac share the critical mission of providing stability and 

liquidity to the housing market.  Between them, the Enterprises have $5.4 trillion 

of guaranteed mortgage-backed securities (MBS) and debt outstanding, which is 

equal to the publicly held debt of the United States.  Their market share of all new 

mortgages reached over 80 percent earlier this year, but it is now falling. During 

the turmoil last year, they played a very important role in providing liquidity to the 

conforming mortgage market.  That has required a very careful and delicate 

balance of mission and safety and soundness.  A key component of this balance has 

been their ability to raise and maintain capital.  Given recent market conditions, the 

 1
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balance has been lost.  Unfortunately, as house prices, earnings and capital have 

continued to deteriorate, their ability to fulfill their mission has deteriorated.  In 

particular, the capacity of their capital to absorb further losses while supporting 

new business activity is in doubt. 

 

Today’s action addresses safety and soundness concerns.  FHFA’s rating system is 

called GSE Enterprise Risk or G-Seer.  It stands for Governance, Solvency, 

Earnings and Enterprise Risk which includes credit, market and operational risk.  

There are pervasive weaknesses across the board, which have been getting worse 

in this market. 

 

Over the last three years OFHEO, and now FHFA, have worked hard to encourage 

the Enterprises to rectify their accounting, systems, controls and risk management 

issues.  They have made good progress in many areas, but market conditions have 

overwhelmed that progress.  

 

The result has been that they have been unable to provide needed stability to the 

market.  They also find themselves unable to meet their affordable housing 

mission. Rather than letting these conditions fester and worsen and put our markets 

in jeopardy, FHFA, after painstaking review, has decided to take action now. 
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Key events over the past six months have demonstrated the increasing challenge 

faced by the companies in striving to balance mission and safety and soundness, 

and the ultimate disruption of that balance that led to today’s announcements.  In 

the first few months of this year, the secondary market showed significant 

deterioration, with buyers demanding much higher prices for mortgage backed 

securities.   

 

In February, in recognition of the remediation progress in financial reporting, we 

removed the portfolio caps on each company, but they did not have the capital to 

use that flexibility.   

 

In March, we announced with the Enterprises an initiative to increase mortgage 

market liquidity and market confidence.  We reduced the OFHEO-directed capital 

requirements in return for their commitments to raise significant capital and to 

maintain overall capital levels well in excess of requirements. 

 

In April, we released our Annual Report to Congress, identifying each company as 

a significant supervisory concern and noting, in particular, the deteriorating 

mortgage credit environment and the risks it posed to the companies. 

 3
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In May OFHEO lifted its 2006 Consent Order with Fannie Mae after the company 

completed the terms of that order.  Subsequently, Fannie Mae successfully raised 

$7.4 billion of new capital, but Freddie Mac never completed the capital raise 

promised in March. 

 

Since then credit conditions in the mortgage market continued to deteriorate, with 

home prices continuing to decline and mortgage delinquency rates reaching 

alarming levels.  FHFA intensified its reviews of each company’s capital planning 

and capital position, their earnings forecasts and the effect of falling house prices 

and increasing delinquencies on the credit quality of their mortgage book. 

 

In getting to today, the supervision team has spent countless hours reviewing with 

each company various forecasts, stress tests, and projections, and has evaluated the 

performance of their internal models in these analyses.  We have had many 

meetings with each company’s management teams, and have had frank exchanges 

regarding loss projections, asset valuations, and capital adequacy.  More recently, 

we have gone the extra step of inviting the Federal Reserve and the OCC to have 

some of their senior mortgage credit experts join our team in these assessments.  

 4
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The conclusions we reach today, while our own, have had the added benefit of 

their insight and perspective. 

 

After this exhaustive review, I have determined that the companies cannot continue 

to operate safely and soundly and fulfill their critical public mission, without 

significant action to address our concerns, which are: 

 

• the safety and soundness  issues I mentioned, including current 

capitalization; 

• current market conditions;  

• the financial performance and condition of each company;  

• the inability of the companies to fund themselves according to normal 

practices and prices; and  

• the critical importance each company has in supporting the residential 

mortgage market in this country, 

 

 

Therefore, in order to restore the balance between safety and soundness and 

mission, FHFA has placed Fannie Mae and Freddie Mac into conservatorship.  

That is a statutory process designed to stabilize a troubled institution with the 
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objective of returning the entities to normal business operations.  FHFA will act as 

the conservator to operate the Enterprises until they are stabilized. 

 

The Boards of both companies consented yesterday to the conservatorship.  I 

appreciate the cooperation we have received from the boards and the management 

of both Enterprises.  These individuals did not create the inherent conflict and 

flawed business model embedded in the Enterprises’ structure.   

 

The goal of these actions is to help restore confidence in Fannie Mae and Freddie 

Mac, enhance their capacity to fulfill their mission, and mitigate the systemic risk 

that has contributed directly to the instability in the current market.  The lack of 

confidence has resulted in continuing spread widening of their MBS, which means 

that virtually none of the large drop in interest rates over the past year has been 

passed on to the mortgage markets.  On top of that, Freddie Mac and Fannie Mae, 

in order to try to build capital, have continued to raise prices and tighten credit 

standards. 

 

FHFA has not undertaken this action lightly.  We have consulted with the 

Chairman of the Board of Governors of the Federal Reserve System, Ben 

Bernanke, who was appointed a consultant to FHFA under the new legislation.  We 
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have also consulted with the Secretary of the Treasury, not only as an FHFA 

Oversight Board member, but also in his duties under the law to provide financing 

to the GSEs.  They both concurred with me that conservatorship needed to be 

undertaken now. 

 

There are several key components of this conservatorship: 

 

First, Monday morning the businesses will open as normal, only with stronger 

backing for the holders of MBS, senior debt and subordinated debt. 

 

Second, the Enterprises will be allowed to grow their guarantee MBS books 

without limits and continue to purchase replacement securities for their portfolios, 

about $20 billion per month without capital constraints.   

 

Third, as the conservator, FHFA will assume the power of the Board and 

management.    

 

Fourth, the present CEOs will be leaving, but we have asked them to stay on to 

help with the transition.   
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Fifth, I am announcing today I have selected Herb Allison to be the new CEO of 

Fannie Mae and David Moffett the CEO of Freddie Mac.  Herb has been the Vice 

Chairman of Merrill Lynch and for the last eight years chairman of TIAA-CREF.  

David was the Vice Chairman and CFO of US Bancorp.   I appreciate the 

willingness of these two men to take on these tough jobs during these challenging 

times.  Their compensation will be significantly lower than the outgoing CEOs. 

They will be joined by equally strong non-executive chairmen.   

 

Sixth, at this time any other management action will be very limited.  In fact, the 

new CEOs have agreed with me that it is very important to work with the current 

management teams and employees to encourage them to stay and to continue to 

make important improvements to the Enterprises.   

 

Seventh, in order to conserve over $2 billion in capital every year, the common 

stock and preferred stock dividends will be eliminated, but the common and all 

preferred stocks will continue to remain outstanding.  Subordinated debt interest 

and principal payments will continue to be made. 

 

Eighth, all political activities -- including all lobbying -- will be halted 

immediately.  We will review the charitable activities. 
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Lastly and very importantly, there will be the financing and investing relationship 

with the U.S. Treasury, which Secretary Paulson will be discussing.  We believe 

that these facilities will provide the critically needed support to Freddie Mac and 

Fannie Mae and importantly the liquidity of the mortgage market. 

 

One of the three facilities he will be mentioning is a secured liquidity facility 

which will be not only for Fannie Mae and Freddie Mac, but also for the 12 

Federal Home Loan Banks that FHFA also regulates.  The Federal Home Loan 

Banks have performed remarkably well over the last year as they have a different 

business model than Fannie Mae and Freddie Mac and a different capital structure 

that grows as their lending activity grows.  They are joint and severally liable for 

the Bank System’s debt obligations and all but one of the 12 are profitable. 

Therefore, it is very unlikely that they will use the facility. 

 

During the conservatorship period, FHFA will continue to work expeditiously on 

the many regulations needed to implement the new law.  Some of the key 

regulations will be minimum capital standards, prudential safety and soundness 

standards and portfolio limits.  It is critical to complete these regulations so that 

any new investor will understand the investment proposition. 
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This decision was a tough one for the FHFA team as they have worked so hard to 

help the Enterprises remain strong suppliers of support to the secondary mortgage 

markets.  Unfortunately, the antiquated capital requirements and the turmoil in 

housing markets over-whelmed all the good and hard work put in by the FHFA 

teams and the Enterprises’ managers and employees.  Conservatorship will give 

the Enterprises the time to restore the balances between safety and soundness and 

provide affordable housing and stability and liquidity to the mortgage markets.   I 

want to thank the FHFA employees for their work during this intense regulatory 

process.  They represent the best in public service.  I would also like to thank the 

employees of Fannie Mae and Freddie Mac for all their hard work.  Working 

together we can finish the job of restoring confidence in the Enterprises and with 

the new legislation build a stronger and safer future for the mortgage markets, 

homeowners and renters in America. 

 

Thank you and I will now turn it back to Secretary Paulson. 
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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

In re Federal National Mortgage Association
Securities, Derivative, and “ERISA”
Litigation

MDL No. 1668

Kellmer v. Raines, et al. Civil Action No. 1:07-cv-01173

Judge Richard J. Leon

Middleton v. Raines, et al. Civil Action No. 1:07-cv-01221

Judge Richard J. Leon

Arthur v. Mudd, et al. Civil Action No. 1:07-cv-02130

Judge Richard J. Leon

Agnes v. Raines, et al. Civil Action No. 1:08-cv-01093

Judge Richard J. Leon

MOTION OF THE FEDERAL HOUSING FINANCE AGENCY AS CONSERVATOR
FOR FANNIE MAE TO SUBSTITUTE FOR SHAREHOLDER DERIVATIVE

PLAINTIFFS AND STATEMENT OF POINTS AND AUTHORITIES IN SUPPORT
THEREOF

Pursuant to the Housing and Economic Recovery Act of 2008, Pub. L. 110-289, 122 Stat.

2654 (codified at 12 U.S.C.§ 4617) (the “HERA”), and Fed. R. Civ. P. 25(c), the Federal

Housing Finance Agency (the “FHFA” or the “Conservator”) in its capacity as Conservator for

the Federal National Mortgage Association (“Fannie Mae”) respectfully moves this court to

substitute the Conservator for the shareholder derivative plaintiffs (“Fannie Mae Shareholders”

or “Plaintiffs”) in the above-captioned actions.1

1 Plaintiff in Agnes v. Raines (No. 1.08-cv-01093) (D.D.C.) has sued both derivatively and in his
individual capacity. (Complaint ¶ 1). FHFA moves to substitute only with respect to the
derivative claims asserted by Fannie Mae shareholders. Accordingly, FHFA seeks to substitute
for plaintiff Agnes only insofar as he asserts derivative claims; Agnes’s individual claims should

Footnote continued on next page
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Upon its appointment as Conservator for Fannie Mae, the FHFA succeeded to all of the

“rights, titles, powers, and privileges” of Fannie Mae and “of any stockholder, officer, or

director” of Fannie Mae. See 12 U.S.C. § 4617(b)(2)(A)(i). In addition, as Conservator, the

FHFA has been charged with the power to “take over the assets of and operate [Fannie Mae]

with all the powers of [Fannie Mae’s] shareholders, . . . directors, and . . . officers,” and conduct

all of the business of Fannie Mae and its shareholders. See 12 U.S.C. § 4617(b)(2)(B)(i).

Pursuant to these statutory powers, the Conservator now has the sole right to pursue claims on

behalf of Fannie Mae, including the shareholder derivative claims at issue. Because the

Conservator is the only party with standing to pursue shareholder derivative claims on behalf of

Fannie Mae, the Court should grant the Conservator’s Motion to Substitute for Plaintiffs in the

above-captioned actions.

Factual and Statutory Background

A. Fannie Mae

Together with the Federal Home Loan Mortgage Corporation (“Freddie Mac”), Fannie

Mae is one of the nation’s two largest housing finance institutions. Fannie Mae was established

as a government agency in 1938 to create a secondary market for residential loans jointly

guaranteed by the Federal Housing Administration and the Department of Veterans Affairs. In

1968, Fannie Mae was quasi-privatized into a government-sponsored entity, and its charter was

expanded to include all types of residential loans. Its aim was to improve capital availability for

these loans across regions and over real estate cycles.

Fannie Mae’s activities remain confined to the secondary mortgage market. The

enterprise buys mortgages from commercial banks, thrift institutions, mortgage banks, and other

primary lenders, and either holds these mortgages in its own portfolio or packages them into

Footnote continued from previous page
be consolidated with the other non-derivative securities actions against Fannie Mae that are
pending before this Court.
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mortgage-backed securities for resale to investors. These secondary mortgage market operations

play a major role in creating a ready supply of mortgage funds for American homebuyers.

B. The Federal Housing Finance Agency and the FHFA Conservatorship
Appointment

The FHFA was established by the Housing and Economic Recovery Act of 2008

(“HERA”),2 which was signed into law on July 30, 2008. Under HERA, the Director of the

FHFA may, at his discretion, appoint the FHFA conservator of a “regulated entity” for the

purpose of reorganizing, rehabilitating, or winding up the affairs of the regulated entity.3

12 U.S.C. § 4617(a). The grounds and terms for appointment are derived from virtually identical

language found in the statutes empowering the federal banking agencies to appoint conservators

and receivers. On September 6, 2008, FHFA Director James Lockhart appointed the FHFA as

Conservator for Fannie Mae.4

As Conservator for Fannie Mae, the FHFA is now vested with broad statutory powers to

act on behalf of Fannie Mae and its shareholders, directors, and officers. Pursuant to 12 U.S.C.

§ 4617(b)(2)(A), upon its appointment as Conservator, the FHFA “immediately succeed[ed]” to:

(i) all rights, titles, powers, and privileges of [Fannie Mae], and of
any stockholder, officer, or director of [Fannie Mae] with respect
to the regulated entity and the assets of [Fannie Mae].

In addition, pursuant to 12 U.S.C. § 4617(b)(2)(B), the FHFA as Conservator is empowered to:

2 See Housing and Economic Recovery Act of 2008, Pub. L. 110-289, 122 Stat. 2654.
3 Under the statute the term “regulated entity” means: (1) Fannie Mae and its affiliates,
(2) Freddie Mac and its affiliates, and (3) any Federal Home Loan Bank. See 12 U.S.C.
§ 4502(20).
4 At the same time, Freddie Mac was also placed into conservatorship by the Director. The
Director’s actions were widely supported by other senior U.S. officials, including the Treasury
Secretary and the Chairman of the Federal Reserve Board, both of whom stated publicly that
placing Fannie Mae and Freddie Mac into FHFA Conservatorships was an action necessary to
promote stability in the U.S. housing and financial markets. See Statement by Secretary Henry
M. Paulson, Jr. on Treasury and Federal Housing Finance Agency Action to Protect Financial
Markets and Taxpayers (Sept. 7, 2008), available at
http://www.treas.gov/press/releases/hp1129.htm; Statement by Federal Reserve Board Chairman
Ben Bernanke (Sept. 7, 2008), available at
http://www.federalreserve.gov/newsevents/press/other/20080907a.htm.
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(i) take over the assets of and operate [Fannie Mae] with all the
powers of the shareholders, the directors, and the officers of
[Fannie Mae] and conduct all business of [Fannie Mae].

The Conservator is given these powers to “preserve and conserve the assets and property of

[Fannie Mae],” id. at § 4617(b)(2)(B)(iv).

ARGUMENT

A. As Conservator For Fannie Mae, the FHFA Has the Sole Authority to
Exercise the Rights of Fannie Mae’s Shareholders.

Upon its appointment as Conservator for Fannie Mae, the FHFA succeeded to all of

Fannie Mae’s “rights, titles, powers, and privileges,” and to all of the rights, titles, powers, and

privileges of its shareholders with respect to Fannie Mae. See 12 U.S.C. § 4617(b)(2)(A)(i).

Thus, by the plain terms of the statute, all of the “rights, titles, powers, and privileges” of Fannie

Mae’s shareholders -- including the right to bring derivative claims on Fannie Mae’s behalf -- are

now held solely by the FHFA. These rights are no longer the shareholders’ to exercise. This

plain reading of the statute is buttressed by Section 4617(b)(2)(B)(i), which grants the FHFA the

authority to operate Fannie Mae and conduct all of its business “with all the powers of the

shareholders . . . .” As a result, the FHFA is the sole party with standing to assert the rights of

the Fannie Mae Shareholders.

The Court of Appeals for the District of Columbia has granted a motion by the FHFA

identical to the motion presented here, approving the substitution of the FHFA as Conservator

for Fannie Mae in place of shareholder plaintiffs who attempted to sue derivatively in Fannie

Mae’s name. See Exhibit 1, Pirelli Tire Order (D.C. Cir. Dec. 24, 2008).5 In the Pirelli case, the

Fannie Mae shareholder plaintiffs brought derivative claims in the D.C. District Court that were

dismissed pursuant to Fed. R. Civ. P. 23.1 for failure to make a demand. In re Fannie Mae

5 Presently, there are no other shareholder derivative actions pending against Fannie Mae. With
respect to Freddie Mac, the Conservator has moved to substitute for Freddie Mac shareholder
derivative plaintiffs in a similar action pending in the United States District Court for the Eastern
District of Virginia. That action is now stayed until May 1, 2009 and the Court has not ruled on
the Conservator’s motion.
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Derivative Litig., 503 F. Supp. 2d. 9, 11 (D.D.C. 2007). Thereafter, shareholder plaintiffs

appealed this ruling, and the D.C. Circuit denied their appeal. Pirelli Armstrong Tire Corp. v.

Raines, 534 F.3d 779 (D.C. Cir. 2008). Shareholder plaintiffs then petitioned for panel re-

hearing or re-hearing en banc. After appointment as Conservator for Fannie Mae, the FHFA

moved to substitute for the Pirelli shareholder plaintiffs, arguing, as here, that under

§ 4617(b)(2) of HERA, the Conservator has succeeded to all of the powers of Fannie Mae’s

shareholders, and that to allow the Pirelli shareholders to continue with their claims would

“restrain or affect” the Conservator’s free exercise of its powers in violation of § 4617(f). The

D.C. Circuit granted the FHFA’s motion, ordered that the Conservator be substituted for the

Fannie Mae shareholder derivative plaintiffs, and approved the Conservator’s request to

withdraw the petition for panel rehearing or rehearing en banc. See Exhibit 1, Pirelli Tire Order

(D.C. Cir. Dec. 24, 2008).

Similarly, a United States Magistrate Judge for the Southern District of New York

recently recommended that the Conservator should be substituted for the shareholder plaintiffs in

a derivative action similar to those before this Court. See Exhibit 2, Sadowsky Testamentary

Trust Report and Recommendation (S.D.N.Y. Jan. 28, 2009). In Sadowsky, the Magistrate Judge

held that “[T]he plain language of [HERA] vests in the FHFA all rights and powers of a

shareholder to bring an action on Freddie Mac’s behalf . . . . As the FHFA is the true party in

interest in this litigation, it is proper to substitute it as the plaintiff in this action.” See Exhibit 2,

Sadowsky Testamentary Trust Report and Recommendation (S.D.N.Y. Jan. 28, 2009) (citations

omitted).6

Additional Federal case law confirms that the Conservator has succeeded to all the rights

and privileges of the Fannie Mae Shareholders. The D.C. Circuit in Pirelli and the S.D.N.Y.

magistrate in Sadowsky are the definitive rulings on the Conservator’s powers under HERA since

6 The magistrate judge’s ruling in Sadowsky is not yet final because the time for filing objections
has not yet expired.
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the statute was enacted in July 2008. However, the provisions of HERA setting forth the

Conservator’s powers are materially identical to those in the Financial Institutions Reform,

Recovery and Enforcement Act of 1992 (“FIRREA”), which granted the FDIC the authority to

act as conservator and receiver for failed financial institutions.7 Compare 12 U.S.C. §

4617(b)(2) with 12 U.S.C. § 1821(d)(2) and 12 U.S.C. § 1787(b)(2). Interpreting these

analogous provisions, several courts, including the Ninth Circuit, have held that the rights and

privileges granted to the FDIC when acting as a receiver or conservator include the right to bring

derivative suits, and that the shareholders of the institutions placed into receivership or

conservatorship lack standing to bring such actions. See e.g., Pareto v. FDIC, 139 F.3d 696 (9th

Cir. 1998); Lafayette Fed. Credit Union v. Nat’l Credit Union Admin., 960 F. Supp. 999 (E.D.

Va. 1997), aff’d, 133 F.3d 915, 1998 WL 2881 (4th Cir. Jan. 7, 1998); In re Southeast Banking

Corp., 827 F. Supp. 742 (S.D. Fla. 1993), rev’d in part on other grounds, 69 F.3d 1539 (11th

Cir. 1995).

In Pareto, the Ninth Circuit held that the plain language of Section 1821(d)(2) -- which is

identical to the language of Section 4617(b)(2) -- “vests all rights and powers of a stockholder of

the bank to bring a derivative action in the FDIC.” Pareto, 139 F.3d at 700. Focusing on

Section 1821(d)(2)(A)(i), the Ninth Circuit noted the Congressional purpose to grant to the FDIC

not only the “rights” of the officers and the shareholders of the institution, but also the “titles,

powers and privileges.” Id. This language, the court concluded, functions as a catch-all, and is

far too broad to exclude the shareholders’ right to bring derivative actions: “Congress . . .

transferred everything it could to the FDIC, and that includes a stockholder’s right, power, or

7 Congress intended HERA to provide to the FHFA “expanded conservatorship and receivership
authority similar to that of federal bank regulators” under FIRREA. The Housing & Economic
Recovery Act of 2008, H.R. 3221 (Detailed Summary), accompanying Press Release, House
Committee on Financial Services, Today: House to Consider H.R. 3221 (July 23, 2008),
available at http://financialservices.house.gov/detailed_summary_of_hr_3221.pdf (last visited
Jan. 22, 2009).
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privilege to demand corporate action or to sue directors or others when action is not

forthcoming.” Id.

The Ninth Circuit also looked to the policy intentions of Congress, reasoning that the

plain reading of the statute is most compatible with the statute’s purpose of ensuring the orderly

stewardship of a troubled entity: “[receivership or conservatorship] helps assure the expeditious

and orderly protection of all who are interested in the bank by placing the pursuit of its rights,

protection of its assets, and payment of its liabilities firmly in the hands of a single,

congressionally designated agency.” Id. Permitting shareholders to bring suits would “allow a

wholesale invasion of the FDIC’s control over [the] proceedings.” Id. at 701.

In Pareto, the Ninth Circuit granted a motion by the FDIC receiver to dismiss the

pending derivative claims of the seized bank’s shareholders. The Ninth Circuit rejected the

argument that dismissal of the shareholder derivative suits would leave stockholder interests

unprotected, concluding that “the FDIC can decide to bring an action against the directors for

their wrongdoing, if any there was.” Id. at 700. Construing Section 1821(d)(2) as part of an

overall statutory scheme materially identical to the one at issue here, the Ninth Circuit held that:

When Congress enacted FIRREA, it put in place a tessellated
scheme which was designed to provide an orderly method of
ending the destabilization taking place in the financial industry, a
destabilization that was destroying the institutions themselves and
the rights of depositors, creditors, insurers, and investors. Part of
that statutory mosaic vested great power in the FDIC, and that
included giving it all of the rights, powers, and privileges of the
failing institutions, their depositors, account holders, officers,
directors, and stockholders. In fine, all of the accouterments of
ownership were gathered into the hands of a single entity so that it
would be in a position to develop a consistent approach to dealing
with the institution’s various problems.

Id. at 701.

The Ninth Circuit’s reading of 12 U.S.C. § 1821(d)(2) accords with the interpretations

given to conservatorship and receivership powers of federal banking agencies in several other

decisions. In an opinion affirmed by the Fourth Circuit, the Eastern District of Virginia held that
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identical statutory language, see 12 U.S.C. § 1787(b)(2), grants the receiver of failed federal

credit unions the sole right to pursue any derivative claims of a credit union’s shareholders.

Lafayette Fed. Credit Union v. Nat’l Credit Union Admin., 960 F. Supp. 999, 1005 (E.D. Va.

1997), aff’d, 133 F.3d 915, 1998 WL 2881 (4th Cir. Jan.7, 1998). Similarly, in Southeast

Banking Corp., the Southern District of Florida granted the FDIC’s motion for leave to assert

sole and exclusive ownership over the derivative claims of an institution in receivership. 827 F.

Supp. at 746. The court based its decision on the plain language of 12 U.S.C. § 1821(d)(2),

stating that “any possible doubt on this issue has been legislatively dispelled by Congress

[because the statute] specifically provides that such derivative claims belong exclusively to the

FDIC.” Id. In addition, the Seventh Circuit has also acknowledged that, under

Section 1821(d)(2), the FDIC, “[b]y virtue of its status as receiver, . . . succeed[s] to the rights of

the Bank and its shareholders, one of which is the ability to sue the Bank’s directors and

officers.” FDIC v. American Casualty Co. of Reading, Pa., 998 F.2d 404, 406, 409 (7th Cir.

1993). American Casualty Co. of Reading, Pa. v. FDIC, 16 F.3d 152 (7th Cir. 1994)

(acknowledging that the FDIC as receiver can both take over derivative suits brought by

shareholders and bring its own derivative suits).

Two decisions, both decided before the Ninth Circuit’s Pareto decision, have read the

statutory language at issue here more narrowly, but they are each inapplicable to the facts at

issue herein, and should not guide this Court.

In Branch v. FDIC, 825 F. Supp. 384 (D. Mass. 1993), the Massachusetts district court

focused on the shareholder’s right under 12 U.S.C. § 1821(d)(2)(B) to maintain a residual

economic interest in a receivership, and determined that this retention of rights somehow trumps

the statutory language granting the FDIC receiver “all” of the shareholders’ former rights vis-a-

vis the seized entity. Id. at 404. The Ninth Circuit in Pareto expressly considered and rejected

this analysis, finding that the Branch court’s interpretation created unnecessary conflict in the

statute, and elevated shareholder rights above the authority plainly granted to the FDIC receiver:
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The mere fact that any residue will go to the stockholders is not
surprising. Indeed, where else would it go after all depositors,
creditors, other claimants, and administrative expenses had been
paid? One would hardly expect Congress to order an escheat. But
that remaining vestige of the stockholders’ rights can hardly be
said to allow a wholesale invasion of the FDIC’s control over
proceedings.

Pareto, 139 F.3d at 701.

A second pre-Pareto case decided by the Court of Federal Claims held that shareholders

maintain the right to pursue derivative claims during the pendency of a receivership, see Suess v.

U.S., 33 Fed. Cl. 89, 94-95 (1995), but the court in that case confronted a significantly different

statutory regime and did not grapple with the broader statutory language confronted by the

Pareto court or the policy implications that led Congress to vest “all of the accouterments of

ownership . . . into the hands of [the receiver] . . . .” Pareto, 139 F.3d at 701. Instead, the Suess

court relied on the superseded line of decisions that construed the statutory powers of federal

banking agencies to act as receiver before Congress enacted new legislation expanding the

receivership statutes to include language that granted the receiver “all the powers of the

shareholders.” See Suess, 33 Fed. Cl. at 94-96 (citing e.g., Landy v. FDIC, 486 F.2d 139, 147

(3d Cir. 1973)). Accordingly, the narrow statutory scheme applied by the Suess court is neither

relevant nor persuasive.

* * *

The pertinent provisions of HERA, like Section 1821(d)(2), set forth a comprehensive

scheme whereby, upon appointment of a conservator, “all of the accouterments of ownership [of

Fannie Mae are] gathered into the hands of a single entity so that it [will] be in a position to

develop a consistent approach to dealing with the institution’s various problems.” Pareto, 139

F.3d at 701. Here the Conservator has all the powers of Fannie Mae’s shareholders so that it can

focus on managing and rehabilitating this essential pillar of the American economy without

interference from competing actors with potentially conflicting ideas about Fannie Mae’s

financial best interests. Even more so than in the case of an FDIC conservatorship of a failed
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bank, the Conservator here must be allowed the discretion and power that the plain language of

the statute authorizes; the ramifications of a failure of Fannie Mae on the national economy are

too great to take decision-making authority away from the Federal agency that has been

statutorily appointed as the immediate successor to all rights, powers, and privileges of Fannie

Mae’s Shareholders.

B. The Shareholders’ Continued Presence In These Actions Is Barred By 12
U.S.C. § 4617(f)

In addition to granting the Conservator the affirmative power to “operate [Fannie Mae]

with all the powers of the shareholders,” 12 U.S.C. § 4617(b)(2)(B)(i), HERA explicitly

proscribes any court action that would interfere with the Conservator’s powers and

responsibilities. Section 4617(f) states that “no court may take any action to restrain or affect the

exercise of powers or functions of the FHFA as a Conservator.” By its plain language, this

provision constrains this Court from entertaining a lawsuit or granting relief inconsistent with the

Conservator’s exercise of its statutory powers to, among other things, (1) preserve and conserve

the assets and property of Fannie Mae, 12 U.S.C. § 4617(b)(2)(B)(iv), (2) collect all obligations

and money due to Fannie Mae, 12 U.S.C. § 4617(b)(2)(B)(ii), and (3) perform all functions of

this regulated entity that are consistent with the appointment of the conservator, 12 U.S.C.

§ 4617(b)(2)(B)(v).

Thus, Section 4617(f) bars the Fannie Mae Shareholders from continuing to prosecute

these derivative claims. Through these claims, the Fannie Mae Shareholders purport to act in the

name of Fannie Mae to “collect obligations and money” that Fannie Mae is owed, and they have

contracted with private attorneys to pursue that objective. But now only the Conservator has

authority to perform these functions, and only the Conservator has the power to decide, in its sole

discretion, the administration of any lawsuit undertaken in Fannie Mae’s name or by Fannie

Mae’s shareholders. It is within the Conservator’s sole discretion to appoint counsel to pursue

such litigation. To compel the Conservator to continue to pursue the current derivative claims,

through counsel whom the Conservator has neither hired nor approved, would “restrain or affect”
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the Conservator’s exercise of its powers and functions -- powers and functions that Congress

specifically identified and reserved solely to the Conservator. Therefore, Section 4617(f)

prohibits the Fannie Mae Shareholders and their counsel from pursuing these derivative suits.

The Third Circuit has held that an identical provision appearing in the FDIC

conservatorship statute, 12 U.S.C. § 1821(j), “by its terms, can preclude relief even against a

third party . . . where the result is such that the relief ‘restrain[s] or affect[s] the exercise of

powers or functions of the [FDIC] as a conservator or a receiver.’” Hindes v. FDIC, 137 F.3d

148, 159-61 (3d Cir. 1998) (emphasis in original). The Third Circuit explained that “an action

can ‘affect’ the exercise of powers by an agency,” within the meaning of Section 1821(j)

“without being aimed directly at it.” Id. Here, the Fannie Mae Shareholders’ claims, though

aimed at Fannie Mae’s former directors and officers, ask this Court to entertain an assertion of

power that will allow Fannie Mae’s Shareholders to pursue Fannie Mae’s legal claims in any

manner that they see fit, regardless of what action the Conservator deems strategically

appropriate or necessary. This conduct is inconsistent with the Conservator’s statutory powers

and duties. Because derivative claims asserted by the Fannie Mae Shareholders “restrain and

affect” the Conservator’s exercise of its powers, Section 4617(f) strips the Fannie Mae

Shareholders of any standing to pursue these lawsuits.

CONCLUSION

For the foregoing reasons, the motion of the FHFA as Conservator for Fannie Mae should

be granted in its entirety, the FHFA should be substituted for the Fannie Mae Shareholder

Plaintiffs in the above-captioned actions, and the captions herein should be amended to list

plaintiffs as “Federal Housing Finance Agency as Conservator for the Federal National Mortgage

Association (“Fannie Mae”) and as legal successor to all of the rights, titles, powers, and

privileges of Fannie Mae and its shareholders.” Present counsel for the Fannie Mae Shareholder

Plaintiffs should be substituted out as counsel in these matters.
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Of Counsel:

Stephen E. Hart
FEDERAL HOUSING FINANCE AGENCY
1700 G St., NW
Washington, DC 20552
T: 202-414-3800

_/s/_Howard N. Cayne_
Howard N. Cayne (D.C. Bar # 331306)
David B. Bergman (D.C. Bar # 435392)
Joshua P. Wilson (D.C. Bar # 487829)
James D. Mangiafico (D.C. Bar # 481689)
ARNOLD & PORTER LLP
555 12TH St., NW
Washington, DC 20004
T: 202-942-5000
E-mail: howard.cayne@aporter.com

Attorneys for the Federal Housing Finance
Agency as Conservator for Fannie Mae

Dated: February 2, 2009
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UNITED STATES DISTRICT COURT 
DISTRICT OF COLUMBIA 

L. JAY AGNES, derivatively on Behalf of 
FANNIE MAE a/k/a Federal National Mortgage 
Association and its shareholders and individually, 

c/o Richard D. Greenfield 
780 3rd A venue, 48th Floor 
New York, NY 10017 

Plaintiff, 

v. 

) 
) 
) 
) 
) 
) 
) 
) 
) 
) 
) 

FRANKLIN D. RAINES, J. TIMOTHY HOWARD, ) 
DANIEL H. MUDD, ROBERT J. LEVIN, ) 
MICHAEL J. WILLIAMS, THOMAS A. LUND, ) 
PETERS. NICULESCU, WILLIAM B. SENHAUSER, ) 
KENNETH J. BACON, LINDA K. KNIGHT, ) 
ROBERT T. BLAKELY, DAVID C. HISEY, ) 
STEPHEN M. SWAD, LEANNE SPENCER, ) 
STEPHEN B. ASHLEY, H. PATRICK SWYGERT, ) 
JOE K. PICKETT, LESLIE RAHL, ) 
JOHN K. WULFF, GREG C. SMITH, ) 
BRIDGET A. MACASKILL, DENNIS R. BERESFORD, ) 
BRENDA J. GAINES, KAREN N. HORN, ) 
LOUIS J. FREEH, FREDERIC V. MALEK, ) 
JOHN C. SITES, JR., THOMAS P. GERRITY, ) 
KENNETH M. DUBERSTEIN, ANNE M. MULCAHY, ) 
WASHINGTON MUTUAL, INC., KERRY K. ) 
KILLINGER, FIRST AMERICAN CORP., FIRST ) 
AMERICAN EAPPRAISEIT, ANTHONY R. ) 
MERLO, JR., COUNTRYWIDE FINANCIAL CORP., ) 
COUNTRYWIDE HOME EQUITY LOAN TRUST, ) 
COUNTRYWIDE BANK, FSB, COUNTRYWIDE ) 
HOME LOANS, INC., LANDSAFE, INC., ANGELO R. ) 
MOZILO, and GOLDMAN SACHS GROUP, INC., ) 

Defendants, 

and 

1 

) 
) 
) 
) 
) 
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FANNIE MAE alk/a Federal National Mortgage ) 
Association, ) 

) 
Nominal Defendant. ) 

COMPLAINT 

THE NATURE OF THE CASE 

1. Plaintiff, L. Jay Agnes, a shareholder of Fannie Mae ("Fannie Mae" or 

"the Company"), brings this derivative action on behalf of the Company and its shareholders 

against certain current and former officers and directors of Fannie Mae and third parties to 

remedy two different, but substantively related, courses of wrongful conduct that have cost 

Fannie Mae billions of dollars and will continue to impact negatively on its financial and 

operating condition, its reputation, and its goodwill long into the future: (a) breaches of 

fiduciary duty and other illegal accounting manipulations, and the concealment thereof, 

occurring from approximately 1998 through 2004 ("Pre-2005 Claims"); and (b) during the 

period thereafter and continuing to the present, the massive mismanagement of the 

Company, breaches of fiduciary duty, waste of the Company's assets, and deliberate 

concealment of such wrongful conduct manifested in the Company's reckless investment 

and participation in the subprime financing of home mortgages under the leadership and 

purported oversight of the defendant officers and directors ("Subprime Claims"). Plaintiff 

also brings this action in his individual capacity as a shareholder of Fannie Mae against the 

members of its Board of Directors on April 4, 2008, the date of the dissemination of the 

Company's 2008 Proxy Statement ("Proxy Claims"). 

2 
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2. The Pre-2005 Claims are brought against various officers and directors of 

the Company, Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, Mulcahy, and 

Swygert (the "Pre-2005 Defendants") and against Defendant Goldman Sachs Group, Inc. 

3. The Subprime Claims are brought against various officers and directors of 

the Company, Mudd, Levin, Williams, Lund, Niculescu, Senhauser, Bacon, Knight, 

Blakely, Hisey, Swad, Ashley, Swygert, Pickett, Rahl, Wulff, Smith, Macaskill, Beresford, 

Gaines, Hom, Freeh, Sites, Gerrity, and Duberstein (the "Subprime Defendants"), and 

against defendants Washington Mutual, Inc., Killinger, First American Corp., First 

American eAppraiselt, Merlo, Countrywide Financial Corp., Countrywide Home Equity 

Land Trust, Countrywide Bank, FSB, Countrywide Home Loans, Inc., Landsafe, Inc., and 

Mozilo ("Subprime Facilitators"). 

PRE-2005 CLAIMS 

4. As a result of the pre-2005 breaches of fiduciary duty and other illegal 

accounting manipulations described below, the Company lost an estimated $10.6 billion, 

expended over $1 billion to recreate and correct historical financial documents, incurred 

massive expenses for legal and expert fees, and suffered substantial losses of goodwill. As a 

result of the wrongful conduct of the Pre-2005 Defendants, Fannie Mae has paid a $400 

million civil monetary penalty to the Office of Federal Housing Enterprise Oversight 

("OFHEO") and the Securities and Exchange Commission ("SEC") and agreed to 

implement certain costly remedial measures which, as post-2004 events have demonstrated, 

have largely failed to protect Fannie Mae and its shareholders from substantial damages. 

The Pre-2005 Defendants' illegal actions have also caused the Company to be named as a 

3 
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defendant in massive securities fraud and ERISA class actions, as well as in other, 

individual securities fraud actions as a direct result of the wrongdoing described herein, all 

of which has exposed Fannie Mae to additional billions of dollars in damages. Finally, this 

scandal has caused the Company's stock price to plummet, causing Fannie Mae to lose over 

$31 billion in valuable market capitalization through 2005 and weakened its credit ratings as 

well as its reputation. Since late 2005, when Fannie Mae's top management was replaced, 

current management led by defendant Mudd, has replayed the earlier wrongdoing and 

subjected the Company to a new round of litigation and claims by investors and, as well, 

upon information and belief, a new round of investigations. 

5. At bottom, the Pre-2005 Defendants' illegal financial manipulations were 

animated by former management's unbounded greed - artificially inflating their annual 

bonuses and other compensation of senior executives that was linked to the Company's 

reported (as distinct from actual) earnings per share ("EPS"). Senior management 

manipulated Fannie Mae's accounting to falsely reach EPS targets so as to reap staggering, 

undeserved bonuses for themselves and their confederates. For example, over $52 million 

of defendant Raines' compensation of $90 million during this period was directly the result 

of"achieving" EPS targets (while his actual salary for the period totaled $6.5 million). 

6. Pre-2005 Defendants' wrongful conduct arose in part from an arrogance 

borne of the special status and privileges of Fannie Mae, being a privately owned and 

managed, yet federally chartered, corporation. As defendant Mudd observed, "We used to, 

by virtue of our peculiarity, be able to write, or have written, rules that worked for us." 

Rules that "worked" for the defendants, as opposed to the Company, allowed them to "cook 

4 
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the books" - to manipulate earnings figures and ignore Generally Accepted Accounting 

Principles ("GAAP") -in order to astronomically increase executive bonuses. Those ill­

gotten millions are particularly offensive because they stand in stark contrast to the 

fundamental purpose of Fannie Mae - to facilitate the financing of affordable housing for 

low- and middle-income families. 

7. In sum, as OFHEO reported in May 2006: 

• "Fannie Mae senior management promoted an image of the [Company] as one 

of the lowest-risk financial institutions in the world and as "best in class" in 

terms of risk management, financial reporting, internal control, and corporate 

governance. The findings in this report show that risks at Fannie Mae were 

greatly understated and that the image was false." 

• "During the period ... 1998 to mid-2004 ... Fannie Mae reported extremely 

smooth profit growth and hit announced targets for earnings per share precisely 

each quarter. Those achievements were illusions deliberately and systematically 

created by the [Company's] senior management with the aid of inappropriate 

accounting and improper earnings management." 

• "A large number of Fannie Mae's accounting policies and practices did not 

comply with GAAP. The [Company] also had serious problems of internal 

control, financial reporting, and corporate governance. Those errors resulted in 

Fannie Mae overstating reported income and capital by a currently estimated 

$10.6 billion." 

5 
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• "By deliberately and intentionally manipulating accounting to hit earnings 

targets, senior management maximized the bonuses and other executive 

compensation they received, at the expense of shareholders." 

• "Fannie Mae's Board of Directors contributed to those problems by failing to 

be sufficiently informed and to act independently of its chairman, Franklin 

Raines, and other senior executives; by failing to exercise the requisite oversight 

over the [Company's] operations; and by failing to discover or ensure the 

correction of a wide variety of unsafe and unsound practices." 

• "The Board's failures continued in the wake of revelations of accounting 

problems and improper earnings management at Freddie Mac and other high 

profile firms, the initiation ofOFHEO's special examination, and credible 

allegations of improper earnings management made by an employee of the 

[Company's] Office ofthe Controller." 

SUBPRIME CLAIMS 

8. Under the Subprime Defendants' direction, Fannie Mae's senior management 

virtually ignored responsible risk management, engaged in highly speculative real estate 

transactions, and never disclosed the full extent of its exposure to the subprime mortgage crisis. 

In fact, the Company merely issued monthly reports concerning the gross value of its mortgage 

portfolio. Although Fannie Mae eventually disclosed that $47.2 billion of its portfolio consisted 

of securities backed by subprime loans, the Company emphasized deceptively that $46.9 billion 

of those securities were rated AAA. 

6 
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9. As a result of the Subprime Defendants' reckless management of the 

Company, and their failure to undertake corrective action, and disclose Fannie Mae's true 

operating and financial condition, the truth concerning Fannie Mae's exposure has yet to be 

revealed fully and only partial disclosures began to be made on November 9, 2007. On that 

day, Fannie Mae and the Subprime Defendants disclosed that the Company's earnings for the 

first three quarters of fiscal 2007 had declined by over $2 billion due to subprime mortgage­

related transactions. This trend continued when Fannie Mae reported a staggering net loss of 

$2.1 billion for the 2007 fiscal year and a further loss of $2.2 billion for the first quarter of 

2008. Analysts have estimated that Fannie Mae could well be facing cumulative credit losses of 

over $50 billion before this debacle reaches its end. As more fully alleged below, the Subprime 

Facilitators, operating under the lax and/or non-existent underwriting standards the Subprime 

Defendants permitted to be prevalent at Fannie Mae, took undue advantage of the Company and 

improperly caused it to incur billions of dollars in damages. 

10. Compounding the financial catastrophe into which the Subprime Defendants 

have piloted Fannie Mae is the fact while future major losses surely await the Company- the 

pace in subprime mortgage defaults and foreclosures has not slackened - almost half of the 

capital on which the Company might rely to help absorb such blows consists oflargely illusory 

"deferred tax assets" and "Lower Income Housing Tax Credit partnerships," which have value 

largely as an offset to income and are not, in fact, tangible assets of any value in Fannie Mae's 

current circumstances. 

11. While the Subprime Defendants were causing Fannie Mae to conceal its 

exposure to the subprime market crisis it was enduring, they were also wasting the Company's 

7 
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assets by causing it to repurchase over $2.6 billion worth of its own shares at prices which the 

Subprime Defendants knew or should have known were inflated. Even worse, certain of the 

Subprime Defendants sold their personally held shares while in possession of material non­

public information for over $13 million in proceeds. 

12. As a result of the Subprime Defendants waste of corporate assets and 

breaches of duty generally, Fannie Mae's credibility with investors has been devastated. 

Between May, 2006 and the present, the Company's market value declined from over $69 

per share to less than $30 per share as of April1, 2008- a $38.1 billion market 

capitalization loss. The Company's reported value of net assets dropped from $35.8 billion 

at the beginning of2008 to $12.2 billion by the end of the first quarter, an amount which 

remains overstated to a material degree. Fannie Mae's mark-to-market losses (losses 

realized when the value of holdings are adjusted for current market conditions) rose from 

$3.4 billion in the fourth quarter of 2007 to $4.4 billion in the first quarter of 2008, an 

amount likely further understated. 

13. At the heart ofthe Company's financial "meltdown," the latest Fannie Mae 

scandal is a reckless, if not a callous, betrayal of the Company's core mission and the people 

this "government-sponsored enterprise" was intended to serve. The purpose of Fannie Mae's 

operations is to encourage home ownership, especially by low- and middle-income families. It 

is supposed to achieve this purpose by increasing the amount of capital available to lenders 

through its activities in the secondary mortgage market. When Fannie Mae's Board and senior 

management recklessly abandoned prudent underwriting standards for the loans the Company 

purchased, or turned a blind eye to the corruption of the home appraisal process, home buyers 

8 
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were allowed to purchase houses far beyond their economic reach. Moreover, the availability 

of such easy mortgage money allowed sellers to increase artificially the prices of their 

properties far higher than a market undistorted by such easy credit would allow. For example, 

THE WASHINGTON PosT of March 22, 2008 reported the case of one family in Alexandria, 

Virginia, which in August 2005 paid "$430,000 for a run-down, one-story duplex in Alexandria, 

triple what the house had sold for the year before, and $5,000 more than the asking price." The 

subprime loan on that house cost the family $3,000 per month, more than 70 percent of the 

$4,200 monthly income of the family. By March 2007, that home was in foreclosure. 

14. This is what the Subprime Defendants and Facilitators have wrought- in their 

hands, the bright hope of homeownership Fannie Mae was intended to extend has become a 

cruel seduction into financial calamity from which only the slick operators in the marketplace 

have profited. 

PROXY CLAIMS 

15. In addition to the claims asserted derivatively, this is a shareholder's action 

brought by plaintiff in his individual capacity against Fannie Mae's directors on April 4, 2008 

(the "2008 Directors"), in connection with the preparation, issuance and dissemination ofthe 

Company's 2008 Proxy Statement ("Proxy Statement"), which was intentionally false, 

misleading and in violation of §14(a) of the Exchange Act and Rule 14a-9 promulgated by the 

SEC. Such violations harmed the suffrage rights of plaintiff and other Fannie Mae shareholders 

who were entitled to vote at the Company's 2008 Annual Meeting of Shareholders held on May 

20,2008. 
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16. The 2008 Directors- defendants Mudd, Ashley, Beresford, Freeh, Gaines, 

Hom, Macaskill, Rahl, Sites, Smith, Swygert and Wulff- used their control over Fannie Mae 

and its corporate suffrage process to violate, or aid and abet violations of §14 (a) of the 

Securities Exchange Act of 1934 and Rule 14a-9 in order to perpetuate themselves in office as 

Directors of Fannie Mae, thereby permitting them to unjustly enrich themselves and otherwise 

damage Fannie Mae at its expense and the expense of its shareholders. The Proxy Statement at 

issue deceptively concealed material facts bearing acutely on the re-election of the 2008 

Directors and their governance of Fannie Mae and failed to disclose the widespread and illegal 

activities carried out by defendant Mudd, the senior management of the Company, and their 

subordinates which demonstrated the failure of the 2008 Directors in fulfilling their fiduciary 

duties. The Proxy Statement concealed neutral and non-pejorative facts that would demonstrate, 

inter alia, the breach of the 2008 Directors' obligations as directors and their gross 

mismanagement of the Company while in their stewardship. By concealing such facts, the 

Proxy Statement became a tool used by the 2008 Directors to be re-elected and enable them to 

remain in control of Fannie Mae. 

JURISDICTION AND VENUE 

17. The claims asserted by plaintiffherein arise under and pursuant to common 

law and Section 14(a) of the Exchange Act and SEC Rule 14a-9. 

18. This Court has subject matter jurisdiction pursuant to 28 U.S.C. § 1331 

because plaintiff asserts claims for violations of§ 14(a) of the Exchange Act and SEC Rule 

10 
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14a-9. This Court also has jurisdiction over the subject matter of this action pursuant to 12 

U.S.C. § 1452(f), and supplemental jurisdiction pursuant to 28 U.S.C. § 1367(a). 

19. This action was not brought collusively to confer jurisdiction on a court of 

the United States that would not otherwise have jurisdiction. 

20. Venue is proper in this District pursuant to 28 U.S.C. § 1391 because, 

among other things, many of the acts alleged and complained of herein occurred in this 

District and Fannie Mae's headquarters are located within this District. 

21. Plaintiff brings this action individually on his own behalf and derivatively 

on behalf of nominal defendant Fannie Mae and its shareholders. No claims are asserted 

against Fannie Mae. Plaintiff will adequately and fairly represent the interests of Fannie 

Mae and its shareholders in enforcing and prosecuting their rights. 

THE PARTIES 

A. PLAINTIFF 

22. PlaintiffL. Jay Agnes is a citizen of the Commonwealth of Pennsylvania 

who owns and has owned common stock of Fannie Mae at all times relevant hereto. 

B. NOMINAL DEFENDANT 

23. Nominal defendant Fannie Mae is a federally chartered corporation 

originally established in 1938. The Company became a stockholder-owned and privately 

managed corporation in 1968. Fannie Mae is in the business of purchasing mortgages from 

banks and mortgage lenders in the secondary mortgage market and thereby providing 

additional liquidity for those banks and lenders. Its principal place of business is located at 

3900 Wisconsin Avenue, N.W., Washington, D.C. 

11 
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C. OFFICER DEFENDANTS 

24. Defendant Franklin D. Raines served as Chairman of Fannie Mae and its 

Chief Executive Officer ("CEO") from January 1999 until his resignation on December 21, 

2004. At various times during 1999 to 2003, defendant Raines, in collusion with defendants 

Mozilo and Countrywide, obtained below market mortgeges from defendant Countrywide in 

the amount of approximately $4 million. Because of his positions of control over Fannie Mae 

during 1999 to 2004, defendant Raines knew, or consciously disregarded, was reckless and 

grossly negligent in not knowing, and should have known, adverse non-public information 

about the business of Fannie Mae. During such period, defendant Raines participated in the 

issuance of improper statements concerning the operations of Fannie Mae, including the 

preparation of false and misleading press releases and SEC filings, and approval of other 

materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. 

25. Defendant J. Timothy Howard was employed by Fannie Mae from 1982 until 

his resignation in December 2004. He served as Chief Financial Officer of Fannie Mae from 

1990 until his resignation and as Executive Vice President from 1990 to May 2003. He was a 

director from 2003 until his resignation, and served as Vice Chairman from May 2003 until his 

resignation. 

26. Defendant Daniel H. Mudd ("Mudd") is Fannie Mae's President and Chief 

Executive Officer ("CEO") and has been since June 2005. Defendant Mudd is also a Fannie 

Mae director and has been since February 2000. Defendant Mudd was Fannie Mae's Vice 

Chairman of the Board from February 2000 to June 2005; Interim CEO from December 2004 

12 
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to June 2005; and Chief Operating Officer from February 2000 to December 2004. 

Defendant Mudd is Fannie Mae Foundation's Chairman of the Board and has been since June 

2005. Defendant Mudd was Fannie Mae Foundation's Interim Chairman of the Board from 

December 2004 to June 2005 and Vice Chairman from September 2003 to December 2004. 

Because ofhis positions, defendant Mudd knew, or consciously disregarded, was reckless and 

grossly negligent in not knowing, and should have known, adverse non-public information 

about the business of Fannie Mae. From early 2006 to the present, defendant Mudd 

participated in the issuance of improper statements concerning the operations ofFannie Mae, 

including the preparation of the the Proxy Statement, false and misleading press releases and 

SEC filings and approval of other materially deceptive statements made to the press, securities 

analysts and Fannie Mae shareholders. Defendant Mudd received the following 

compensation: 

Fiscal Salary Restricted Option Non-Equity Changes in All other 
Year Stock Awards Incentive Plan Pension Compensation 

Awards Compensation Value and 
Nonqualified 

Deferred 
Compensation 

Earnings 
2006 $950,000 $4,799,057 $962,112 $3,500,000 $932,958 $136,072 

Fiscal Salary Bonus Restricted Securities LTIP All Other 
Year Stock Underlying Payouts Compensation 

Awards Options 
2005 $908,121 $2,591,875 $9,487,221 $155,539 
2004 $743,895 $5,524,381 $63,815 
2003 $714,063 $1,288,189 105,749 $4,674,015 $135,989 
2002 $689,124 $911,250 82,918 $2,339,702 $64,454 
2001 $656,429 $1,083,109 87,194 $1,188,846 $9,732 

13 

Case 1:16-cv-00193-GMS   Document 14-1   Filed 08/04/16   Page 48 of 154 PageID #: 652



Case 1:08-cv-01093-RJL   Document 1   Filed 06/25/08   Page 14 of 119

2000 $537,063 $735,130 $1,319,533 321,295 $414,090 $607,848 

Defendant Mudd sold 42,606 shares of Fannie Mae stock for $2,342,304.24 in proceeds while 

in possession of material non-public information. 

27. Defendant Robert J. Levin ("Levin") is Fannie Mae's Executive Vice 

President and Chief Business Officer and has been since November 2005. Defendant Levin 

was Fannie Mae's Interim Chief Financial Officer ("CFO") from December 2004 to January 

2006; Executive Vice President of Housing and Community Development from June 1998 to 

December 2004; and Executive Vice President-Marketing from June 1990 to June 1998. 

Because of his positions, defendant Levin knew, or consciously disregarded, was reckless 

and grossly negligent in not knowing, and should have known, adverse non-public information 

about the business of Fannie Mae. From early 2006 to the present, defendant Levin 

participated in the issuance of improper statements concerning the business ofFannie Mae, 

including the preparation of false and misleading press releases and SEC filings, and approval 

of other materially deceptive statements made to the press, securities analysts and Fannie 

Mae shareholders. Defendant Levin received the following compensation: 

Fiscal Salary Restricted Option Non-Equity Changes in All other 
Year Stock Awards Incentive Plan Pension Compensation 

Awards Compensation Value and 
Nonqualified 

Deferred 
Compensation 

Earnings 
2006 $750,000 $2,477,097 $883,442 $2,087,250 $307,078 $70,710 

Fiscal Salary Bonus Restricted Securities L TIP Payouts All Other 
Year Stock Underlying Compensation 
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Awards Options 
2005 $532,624 $3,014,770 $3,361,496 - $44,854 
2004 $495,169 $2,194,110 - $43,427 
2003 $471,415 $663,129 73,880 $1,274,349 $9,019 
2002 $428,195 $520,000 63,836 $443,137 $8,999 

28. Defendant Michael J. Williams ("Williams") is Fannie Mae's Executive 

Vice President and Chief Operating Officer and has been since November 2005. 

Defendant Williams was Fannie Mae's Executive Vice President for Regulatory Agreements 

and Restatement from February 2005 to November 2005; President-Fannie Mae eBusiness 

from July 2000 to February 2005; and Senior Vice President-e-commerce from July 1999 

to July 2000. Defendant Williams held various positions with Fannie Mae's Single-

Family and Corporate Information Systems Division from 1991 to July 1999. Because of 

his positions, defendant Williams knew, or consciously disregarded, was reckless and 

grossly negligent in not knowing, and should have known, adverse non-public information 

about the business of Fannie Mae. During the Relevant Period, defendant Williams 

participated in the issuance of improper statements concerning the operations of Fannie 

Mae, including the preparation of false and misleading press releases and SEC filings, and 

approval of other materially deceptive statements made to the press, securities analysts 

and Fannie Mae shareholders. Defendant Williams received the following compensation: 

Fiscal Salary Restricted Option Non-Equity Changes in All other 
Year Stock Awards Incentive Plan Pension Compensation 

Awards Compensation Value and 
Nonqualified 

Deferred 
Compensation 

Earnings 
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2006 $650,000 $1,808,182 $701,446 $1,630,200 $371,753 $69,482 

Fiscal Salary Bonus Restricted Securities L TIP Payouts All Other 
Year Stock Underlying Compensation 

Awards Options 
2005 $532,624 $3,014,770 $3,361,496 - $44,854 
2004 $495,169 - $2,194,110 - $43,427 
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2003 
2002 

$471,415 
$428,195 

$663,129 
$520,000 

73,880 
63,836 

$1,274,349 
$443,137 

$9,019 
$8,999 

Defendant Williams sold 38,935 shares of Fannie Mae stock for $2,249,433.87 in proceeds 

while in possession of material non-public information. 

29. Defendant Thomas A. Lund ("Lund") is Fannie Mae's Executive Vice 

President- Single Family Mortgage Business and has been since July 2005. Defendant 

Lund was Fannie Mae's Interim head of Single-Family MortgageBusinessfromJanuary2005 to 

July 2005; Senior Vice President-Chief Acquisitions Office from January 2004 to January 

2005; Senior Vice President-Investor Channel from August 2000 to January 2004; Senior 

Vice President Southwestern Regional Office, Dallas, Texas from July 1996 to July 2000; and 

Vice President for Marketing from January 1995 to July 1996. Because of his positions, 

defendant Lund knew, or consciously disregarded, was reckless and grossly negligent in not 

knowing, and should have known, adverse non-public information about the business of 

Fannie Mae. From early 2006 to the present, defendant Lund participated in the issuance of 

improper statements, including the preparation of false and misleading press releases and SEC 

filings, and approval of other materially deceptive statements made to the press, securities 

analysts and Fannie Mae shareholders. Defendant Lund received the following compensation: 

Fiscal Year Salary 

2005 $411,336 

Bonus 

$1,791,900 

Restricted Stock 
Awards 

$1,724,476 

All Other 
Compensation 

$26,259 

Defendant Lund sold 14,032 shares of Fannie Mae stock for $835,702.09 in proceeds while in 

possession of material non-public information. 
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30. Defendant PeterS. Niculescu ("Niculescu") is Fannie Mae's Executive Vice 

President-Capital Markets and has been since November 2002. Defendant Niculescu was Fannie 

Mae's Senior Vice President-Portfolio Strategy from March 1999 to November 2002. Because 

of his positions, defendant Niculescu knew, or consciously disregarded, was reckless and grossly 

negligent in not knowing, and should have known, adverse non-public information about the 

business of Fannie Mae. From early 2006 to the present, defendant Niculescu participated in 

the issuance of improper statements concerning the operations of Fannie Mae, including the 

preparation of false and misleading press releases and SEC filings, and approval of other 

materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. Defendant Niculescu received the following compensation: 

Fiscal Salary Restricted Option Non-Equity Changes in All other 
Year Stock Awards Incentive Plan Pension Compensation 

Awards Compensation Value and 
Nonqualified 

Deferred 
Compensation 

Earnings 
2006 $538,188 $1,388,328 $533,816 $1,029,060 $232,562 $39,906 

Fiscal Year Salary Bonus Restricted Stock All Other 
Awards Compensation 

2005 $512,130 $1,795,154 $1,797,643 $36,187 

Defendant Niculescu sold 12,462 shares ofF annie Mae stock for $678,084.74 in proceeds while in 

possession of material non-public information. 

31. Defendant William B. Senhauser ("Senhauser") is Fannie Mae's Senior Vice 

President and Chief Compliance Officer and has been since December 2005. Defendant 
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Senhauser was Fannie Mae's Vice President for Regulatory Agreements and Restatement from 

October 2004 to December 2005; Vice President for Operating Initiatives from January 2003 to 

September 2004; and Vice President, Deputy General Counsel from November 2000 to January 

2003. Because of his positions, defendant Senhauser knew, or consciously disregarded, was 

reckless and grossly negligent in not knowing, and should have known, adverse non-public 

information about the business of Fannie Mae. From early 2006 to the present, defendant 

Senhauser participated in the issuance of improper statements concerning the operations of 

Fannie Mae, including the preparation of false and misleading press releases and SEC filings, and 

approval of other materially deceptive statements made to the press, securities analysts and Fannie 

Mae shareholders. Defendant Senhauser sold 10,482 shares ofF annie Mae stock for $630,011.34 

in proceeds while in possession of material non-public information. 

32. Defendant Kenneth J. Bacon ("Bacon") is Fannie Mae's Executive Vice 

President of Housing and Community Development and has been since July 2005. Defendant 

Bacon was Fannie Mae's Interim Head of Housing and Community Development from January 

2005 to July 2005; Senior Vice President-Multifamily Lending and Investment from May 2000 

to January 2005; Senior Vice President-American Communities Fund from October 1999 to May 

2000; Senior Vice President of the Community Development Capital Corporation from August 

1998 to October 1999; and Senior Vice President ofF annie Mae's Northeastern Regional Office 

in Philadelphia from May 1993 to August 1998. Because of his positions, defendant Bacon 

knew, or consciously disregarded, was reckless and grossly negligent in not knowing, and 

should have known, adverse non-public information about the business of Fannie Mae. From 

early 2006 to the present, Bacon participated in the issuance of improper statements concerning 
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the operations of Fannie Mae, including the preparation of false and misleading press releases 

and SEC filings, and approval of other materially deceptive statements made to the press, 

securities analysts and Fannie Mae shareholders. Defendant Bacon sold 8,652 shares ofF annie 

Mae stock for $480,556.90 in proceeds while in possession of material non-public information. 

33. Defendant Linda K. Knight ("Knight") is Fannie Mae's Executive Vice 

President -Enterprise Operations and has been since April 2007. Defendant Knight was 

Fannie Mae's Executive Vice President-Capital Markets from March 2006 to April 2007; 

Senior Vice President and Treasurer from February 1993 to March 2006; Vice President and 

Assistant Treasurer from November 1986 to February 1993; Director, Treasurer's Office from 

November 1984 to November 1986; Assistant Director, Treasurer's Office from February 1984 

to November 1984; and Senior Market Analyst from August 1982 to February 1984. Because 

ofher positions, defendant Knight knew, or consciously disregarded, was reckless and grossly 

negligent in not knowing, and should have known, adverse non-public information about the 

business of Fannie Mae. From early 2006 to the present, defendant Knight participated in the 

issuance of improper statements concerning the operations of Fannie Mae, including the 

preparation of false and misleading press releases and SEC filings, and approval of other 

materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. Defendant Knight sold 7,426 shares of Fannie Mae stock for $406,190.63 in 

proceeds while in possession of material non-public information. 

34. Defendant Robert T. Blakely ("Blakely") is Fannie Mae's Executive Vice 

President and has been since January 2006. Defendant Blakely was Fannie Mae's CFO from 

January 2006 to August 2007. Because of his positions, defendant Blakely knew, or 
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consciously disregarded, was reckless and grossly negligent in not knowing, and should have 

known, adverse non-public information about the business ofF annie Mae. From early 2006 to 

the present, defendant Blakely participated in the issuance of improper statements concerning 

the operations of Fannie Mae, including the preparation of false and misleading press releases 

and SEC filings, and approval of other materially deceptive statements made to the press, 

securities analysts and Fannie Mae shareholders. Defendant Blakely received the following 

compensation: 

Fiscal Salary Bonus Restricted Non-Equity Changes in All other 
Year Stock Incentive Plan Pension Compensation 

Awards Compensation Value and 
Nonqualified 

Deferred 
Compensation 

Earnings 
2006 $587,500 $926,250 $3,898,589 $364,325 $209,087 $140,480 

Defendant Blakely sold 6,315 shares ofF annie Mae stock for $355,950.21 in proceeds while in 

possession of material non-public information. 

35. Defendant David C. Hisey ("Hisey") is Fannie Mae's Senior Vice 

President and Controller and has been since February 2005. Defendant Hisey was Fannie 

Mae's Senior Vice President, Financial Controls and Operations from January 2005 to 

February 2005. Because of his positions, defendant Hisey knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. From early 2006 to the 

present, defendant Hisey participated in the issuance of improper statements concerning the 
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operations of Fannie Mae, including the preparation of false and misleading press releases 

and SEC filings, and approval of other materially deceptive statements made to the press, 

securities analysts and Fannie Mae shareholders. Defendant Hisey sold 2,929 shares of 

Fannie Mae stock for $166,591.19 in proceeds while in possession of material non-public 

information. 

36. Defendant Stephen M. Swad ("Swad") is Fannie Mae's Executive Vice 

President and has been since May 2007. Defendant Swad is also Fannie Mae's CFO and has 

been since August 2007. Swad was Fannie Mae's CFO Designate from May 2007 to August 

2007. Because of his positions, defendant Swad knew, or consciously disregarded, was 

reckless and grossly negligent in not knowing, and should have known, adverse non-public 

information about the business of Fannie Mae. From early 2006 to the present, defendant 

Swad participated in the issuance of improper statements concerning the operations of Fannie 

Mae, including the preparation of false and misleading press releases and SEC filings, and 

approval of other materially deceptive statements made to the press, securities analysts and 

Fannie Mae shareholders. 

37. Defendant Leanne Spencer served as Senior Vice President and Controller 

of Fannie Mae from 1999 until she "stepped down" from those positions on January 17, 

2005. She continued in a non-officer capacity as a Special Advisor for a period thereafter. 

D. DIRECTOR DEFENDANTS 

38. Defendant Stephen B. Ashley ("Ashley") is Fannie Mae's Chairman of the 

Board and has been since December 2004 and a director and has been since May 1995. 

Defendant Ashley is a member of Fannie Mae's Audit Committee and Compensation 
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Committee and has been since 2006. Defendant Ashley is also a member of Fannie Mae's 

Housing and Community Finance Committee and Risk Policy and Capital Committee and has 

been since at least 2007. Defendant Ashley is Chairman and CEO of the Ashley Group, a 

group of commercial and multifamily real estate, brokerage and investment companies and has 

been since 1995. Defendant Ashley was also Chairman and CEO of Sibley Mortgage 

Corporation, a commercial, multifamily and single-family mortgage banking firm from 1991 

to 1995. Because of his positions and expertise, defendant Ashley knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. During his tenure as a 

director of Fannie Mae, defendant Ashley participated in the issuance of improper statements 

concerning the operations of Fannie Mae, including the preparation of false and misleading 

press releases and SEC filings, and approval of other materially deceptive statements made to 

the press, securities analysts and Fannie Mae shareholders. 

39. Defendant H. Patrick Swygert ("Swygert") is a Fannie Mae director and has 

been since January 2000. Defendant Swygert is Chairman of Fannie Mae's Housing and 

Community Finance Committee and a member of the Risk Policy and Capital Committee and 

has been since at least 2007. Because of his positions, defendant Swygert knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. During his tenure as a 

director ofF annie Mae, defendant Swygert participated in the issuance of improper statements 

concerning the operations of Fannie Mae, including the preparation of false and misleading 
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press releases and SEC filings and approval of other materially deceptive statements made to 

the press, securities analysts and Fannie Mae shareholders. 

40. Defendant Joe K. Pickett ("Pickett") is a Fannie Mae director and has been 

since May 1996. Defendant Pickett elected not to stand for re-election at the Company's 2007 

Annual Meeting. Pickett was a member of Fannie Mae's Housing and Community Finance 

Committee and Risk Policy and Capital Committee and has been since at least 2007. Because 

of his positions, defendant Pickett knew, or consciously disregarded, was reckless and grossly 

negligent in not knowing, and should have known, adverse non-public information about the 

business of Fannie Mae. During his tenure as a director of Fannie Mae, defendant Pickett 

participated in the issuance of improper statements concerning the operations of Fannie Mae, 

including the preparation of false and misleading press releases and SEC filings, and approval 

of other materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. Defendant Pickett sold 2,094 shares of Fannie Mae stock for $170,784.24 in 

proceeds while in possession of material non-public information. 

41. Defendant Leslie Rahl ("Rahl") is a Fannie Mae director and has been since 

February 2004. Defendant Rahl is Chairman of Fannie Mae's Risk Policy and Capital 

Committee and has been since 2006. Defendant Rahl is also a member of Fannie Mae's 

Housing and Community Finance Committee and has been since at least 2007. Rahl is 

President and founder of Capital Market Risk Advisors, Inc., a financial advisory firm 

specializing in risk management, hedge funds and capital market strategy. Because of her 

positions and expertise, defendant Rahl knew, or consciously disregarded, was reckless and 

grossly negligent in not knowing, and should have known, the adverse non-public information 
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about the business of Fannie Mae. During her tenure as a director of Fannie Mae, defendant 

Rahl participated in the issuance of improper statements concerning the operations ofFannie 

Mae, including the preparation of false and misleading press releases and SEC filings, and 

approval of other materially deceptive statements made to the press, securities analysts and 

Fannie Mae shareholders. 

42. Defendant John K. Wulff ("Wulff') is a Fannie Mae director and has been 

since December 2004. Defendant Wulff is a member of Fannie Mae's Audit Committee and 

has been since 2006. Because of his positions, defendant Wulff knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. During his tenure as a 

director ofFannie Mae, defendant Wulff participated in the issuance of improper statements 

concerning the operations of Fannie Mae, including the preparation of false and misleading 

press releases and SEC filings, and approval of other materially deceptive statements made to 

the press, securities analysts and Fannie Mae shareholders. 

43. Defendant Greg C. Smith ("Smith") is a Fannie Mae director and has been 

since April 2005. Defendant Smith is a member of Fannie Mae's Audit Committee and 

Compensation Committee and has been since 2006. Because ofhis positions, defendant Smith 

knew, or consciously disregarded, was reckless and grossly negligent in not knowing, and 

should have known, adverse non-public information about the business of Fannie Mae. 

During his tenure as a director of Fannie Mae, defendant Smith participated in the issuance of 

improper statements concerning the operations of Fannie Mae, including the preparation of 
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false and misleading press releases and SEC filings, and approval of other materially deceptive 

statements made to the press, securities analysts and Fannie Mae shareholders. 

44. Defendant Bridget A. Macaskill ("Macaskill") is a Fannie Mae director and 

has been since December 2005. Defendant Macaskill is Chairman of Fannie Mae's 

Compensation Committee and has been since 2006. Defendant Macaskill is also the principal 

of BAM Consulting, LLC, a financial services consulting firm and has been since 2003. 

Defendant Macaskill, at various times, was Chairman, CEO and President of the Oppenheimer 

Funds, Inc. from 1991 to 2001. Because of her positions and expertise, defendant Macaskill 

knew, or consciously disregarded, was reckless and grossly negligent in not knowing, and 

should have known, adverse non-public information about the business of Fannie Mae. 

During her tenure as a director of Fannie Mae, defendant Macaskill participated in the 

issuance of improper statements concerning the operations of Fannie Mae, including the 

preparation of false and misleading press releases and SEC filings, and approval of other 

materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. 

45. Defendant Dennis R. Beresford ("Beresford") is a Fannie Mae director and 

has been since May 2006. Defendant Beresford is Chairman of Fannie Mae's Audit 

Committee and has been since 2006. Defendant Beresford was a member of Fannie Mae's 

Compensation Committee from May 2006 to July 2007. Because ofhis positions, defendant 

Beresford knew, or consciously disregarded, was reckless and grossly negligent in not 

knowing, and should have known, adverse non-public information about the business of 

Fannie Mae. During his tenure as a director of Fannie Mae, defendant Beresford participated 
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in the issuance of improper statements concerning the operations ofF annie Mae, including the 

preparation of false and misleading press releases and SEC filings, and approval of other 

materially deceptive statements made to the press, securities analysts and Fannie Mae 

shareholders. 

46. Defendant Brenda J. Gaines ("Gaines") is a Fannie Mae director and has been 

since September 2006. Defendant Gaines is a member of Fannie Mae's Compensation 

Committee and Housing and Community Finance Committee and has been since September 

2006. Because of her positions, defendant Gaines knew, or consciously disregarded, was 

reckless and grossly negligent in not knowing, and should have known, adverse non-public 

information about the business of Fannie Mae. During her tenure as a director of Fannie Mae, 

defendant Gaines participated in the issuance of improper statements concerning the 

operations of Fannie Mae, including the preparation of false and misleading press releases and 

SEC filings, and approval of other materially deceptive statements made to the press, 

securities analysts and Fannie Mae shareholders. 

47. Defendant Karen N. Hom ("Hom") is a Fannie Mae director and has been 

since September 2006. Defendant Hom is a member of Fannie Mae's Audit Committee and 

Risk Policy and Capital Committee and has been since September 2006. Defendant Hom is 

also the senior managing director of Brock Capital Group, LLC, an advisory and investment 

firm and has been since 2003. Because of her positions and expertise, defendant Hom knew, 

or consciously disregarded, was reckless and grossly negligent in not knowing, and should 

have known, adverse non-public information about the business of Fannie Mae. During her 

tenure as a director of Fannie Mae, defendant Hom participated in the issuance of improper 
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statements concerning the operations of Fannie Mae, including the preparation of false and 

misleading press releases and SEC filings, and approval of other materially deceptive 

statements made to the press, securities analysts and Fannie Mae shareholders. 

48. Defendant Louis J. Freeh ("Freeh") is a Fannie Mae director and has been 

since May 2007. Defendant Freeh is a member of Fannie Mae's Compensation Committee 

and has been since May 2007. Because of his positions, defendant Freeh knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. During his tenure as a 

director of Fannie Mae, defendant Freeh participated in the issuance of improper statements 

concerning the operations of Fannie Mae, including the preparation of false and misleading 

press releases and SEC filings, and approval of other materially deceptive statements made to 

the press, securities analysts and Fannie Mae shareholders. 

49. Defendant Frederic V. Malek served as a member of the Board of Fannie 

Mae from 2002 until his resignation at the end of2005. 

50. Defendant John C. Sites, Jr. ("Sites") is a Fannie Mae director and has been 

since October 2007. Defendant Sites is a member of Fannie Mae's Housing and Community 

Finance Committee and Risk Policy and Capital Committee and has been since 2007. 

Defendant Sites is also a consultant to Wexford Capital, LLC, an investment advisor, and has 

been since September 2006. Defendant Sites was a general partner of Daystar Special 

Situations Fund, a private equity fund from January 1996 to August 2006; Because of his 

positions and expertise, defendant Sites knew, or consciously disregarded, was reckless and 

grossly negligent in not knowing, and should have known, adverse non-public information 
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about the business of Fannie Mae. During his tenure as a director of Fannie Mae, defendant 

Sites participated in the issuance of improper statements concerning the operations of Fannie 

Mae, including the preparation of false and misleading press releases and SEC filings, and 

approval of other materially deceptive statements made to the press, securities analysts and 

Fannie Mae shareholders. 

51. Defendant Thomas P. Gerrity ("Gerrity") was a Fannie Mae director from 

1991 to December 2006. Because of his position, defendant Gerrity knew, or consciously 

disregarded, was reckless and grossly negligent in not knowing, and should have known, 

adverse non-public information about the business of Fannie Mae. During his tenure as a 

director of Fannie Mae, defendant Gerrity participated in the issuance of improper statements 

concerning the operations of Fannie Mae, including the preparation of false and misleading 

press releases and SEC filings, and approval of other materially deceptive statements made to 

the press, securities analysts and Fannie Mae shareholders. 

52. Defendant Kenneth M. Duberstein ("Duberstein") was a Fannie Mae director 

from 1998 to February 2007. Because of his position, defendant Duberstein knew, or 

consciously disregarded, was reckless and grossly negligent in not knowing, and should have 

known, adverse non-public information about the business of Fannie Mae. During his tenure 

as a director of Fannie Mae, defendant Duberstein participated in the issuance of improper 

statements concerning the operations ofFannie Mae, including the preparation of false and 

misleading press releases and SEC filings, and approval of other materially deceptive 

statements made to the press, securities analysts and Fannie Mae shareholders. 
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53. Defendant Anne M. Mulcahy served as a member of the Board of Fannie 

Mae from 2000 until her resignation on October 19, 2004. 

E. SUBPRIME FACILITATOR DEFENDANTS 

54. Defendant Washington Mutual, Inc., ("WaMu") is the country's largest 

savings and loan, with reported assets of approximately $346 billion. WaMu is one of the 

nation's largest originators of so-called subprime mortgages and the 4th largest provider of 

loans to Fannie Mae, totaling $7.8 billion in loans in 2007. At its peak, WaMu operated 

approximately 350 home loan centers, sales offices and loan processing call centers. At all 

relevant times, defendant Kerry K. Killinger ("Killinger") was WaMu's Chairman and Chief 

Executive Officer and the architect of its plan and scheme to originate and, inter alia, sell off 

to Fannie Mae and others, substantial amounts of subprime and other questionable mortgage 

loans originated by WaMu. Defendant Killinger caused WaMu to initiate his plan and scheme 

in order to rejuvenate WaMu after three years of failing performance and declining per share 

profits, all of which was caused by poor execution ofhis exponential growth plans, bad branch 

locations, and problems with integrating acquisitions. Upon information and belief, there are 

presently ongoing criminal and civil investigations ofWaMu being conducted by, inter alia, 

the Federal Bureau of Investigation and the Securities & Exchange Commission. Such 

investigations are examining mortgage origination fraud, conflicts of interest, and undisclosed 

relationships with, inter alia, appraisers, as well as the practices used to package mortgage­

backed securities for sale to investors. 

55. Defendant Countrywide Financial Corporation and its subsidiaries and/or 

affiliates, defendants Countrywide Home Loans, Inc. ("CHL"), Countrywide Home Equity 
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Loan Trust, Countrywide Bank, FSB ("CFSB") (collectively "Countrywide"), is one ofthe 

nation's largest originators of subprime and other mortgages and is the largest provider of 

single-family mortgages to Fannie Mae. In 2007, Countrywide provided 28 percent ofFannie 

Mae's single-family mortgages. At its peak, Countrywide was the nation's largest residential 

finance lender, originating more than $450 million in mortgages annually, or about 20% of all 

home loans. Its "servicing portfolio" of mortgage loans exceeds $1 trillion. Defendant 

LandSafe, Inc. ("LSI") is an indirectly-owned subsidiary of Countrywide and provided to 

Countrywide and its customers a variety of real estate closing services including, inter alia, 

appraisal and collateral valuation services, credit reports and title/escrow services. Defendant 

Angelo R. Mozilo, at all relevant times, was Chairman and Chief Executive Officer of 

Countrywide and knew of, directed and/or acquiesced in the mortgage-related activities 

carried out in its and LSI's names as described herein. Defendant Mozilo caused Countrywide 

to make approximately $4 million in below-market personal mortgage loans to defendant 

Raines, who was regarded as a "Friend of Angelo." 

56. Upon information and belief, there are presently ongoing criminal and civil 

investigations of Countrywide and LSI being conducted by, inter alia, the Federal Bureau of 

Investigation and the Securities & Exchange Commission. Such investigations are examining 

mortgage origination fraud, conflicts of interest, and undisclosed relationships with, inter alia, 

appraisers such as LSI, as well as the practices used to package mortgage-backed securities for 

sale to investors. Defendants Countrywide and Mozilo have been accused in shareholder 

litigation of having "misled investors by falsely representing that Countrywide had strict and 

selective underwriting and loan origination practices, ample liquidity that would not be 
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jeopardized by negative changes in the credit and housing markets, and a conservative approach 

that set it apart from other mortgage lenders." Defendants Countrywide and Mozilo similarly 

deceived Fannie Mae and took advantage of its lax and/or non-existent underwriting standards 

and its lack of effective risk management generally, which defendant Mozilo personally and 

directly encouraged, all of which has caused massive damages to Fannie Mae as described 

herein. 

57. Defendant First American Corporation ("First American") is, by its own 

description, "America's largest provider of business information" operating in five business 

sectors: title insurance and services, specialty insurance, mortgage information (including real 

estate appraisal services), property information, and risk mitigation and business services. 

First American provides real estate appraisal services to savings and loans, banks, and other 

lenders through its wholly owned subsidiary, defendant First American eAppraiselt 

("eAppraiselt"). At all relevant times, First American's senior management controlled the 

"appraisal" and other activities of eAppraiselt as described below and. As such, Defendant 

First American bears responsibility therefor. Defendant W aMu has been the largest customer 

of First American and eAppraiselt. Additionally, at all relevant times, defendant Anthony R. 

Merlo, Jr. ("Merlo"), President of eAppraiselt, knew of, directed and acquiesced in the 

practices of eAppraiselt as described herein. 

58. Defendant Goldman Sachs Group, Inc. ("Goldman Sachs") is an 

integrated financial institution that provided investment banking, underwriting, and 

advisory services to Fannie Mae and participated directly in certain ofthe wrongdoing 

alleged herein. 
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F. Non-Party KPMG 

59. KPMG LLP ("KPMG") is an international certified public accounting firm 

that served as Fannie Mae's purportedly independent auditor from 1969 until December 

21, 2004. While KPMG is not a defendant herein, it was heavily involved in and 

facilitated the actions and inactions of the named defendants and others that are at the core 

of this litigation. 

GENERAL ALLEGATIONS 

A. THE OPERATIONS OF FANNIE MAE 

60. Fannie Mae is the nation's largest source of financing for home mortgages, 

typically those costing $417,000 or less (recently and temporarily increased to $729,750 in 

some markets). As defendant Mudd was quoted in the San Francisco Chronicle: "The 

business that we are actually in is doing affordable, middle-class, plain old 30-year, 15-year 

fully amortized lending. . .. We are very good at it." While chartered by the federal 

government, and having certain privileges as a result - such as an exemption from state and 

local income taxes- Fannie Mae is a private, shareholder-owned company and its common 

stock is publicly traded on the New York Stock Exchange. Its obligations are not backed by 

the full faith and credit of the United States. Fannie Mae does not loan money directly to 

consumers. Rather, the Company buys mortgages from banks and other mortgage lenders, 

thereby freeing up the lenders' limited capital, which in turn allows them to make more loans. 

The goal of these operations is to encourage home-ownership, especially by low- and middle­

income families. 
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61. The secondary mortgage market involves a range of financial transactions that 

can occur to a mortgage after a lender has made the loan to a homebuyer. Most commonly, 

mortgages are "securitized," that is, individual mortgages are sold to another entity that pools 

them and creates a beneficial interest in that pool of mortgages represented by a new security. 

The value of that mortgage-backed security ("MBS") rests in large measure on the value of the 

underlying bundle of mortgages from which it was created. Fannie Mae's "mortgage 

holdings" consist both of the mortgages it holds directly, and what it holds indirectly through 

owning MBSs. Its "mortgage credit book of business" consists of these holdings plus its 

guarantees of mortgages. 

62. Fannie Mae's profit-making operations are based on two components. In its 

credit guarantee business, the Company gets a fee for guaranteeing the payments on the 

mortgages it buys, which it then re-sells to investors, usually in the form of mortgage-backed 

securities. 

63. In its portfolio investment business, Fannie Mae holds the mortgages and 

mortgage-related securities and other investments that it purchases from banks, other lenders, 

securities dealers, and other investors. The Company also purchases short-term, non-mortgage 

assets for liquidity and investment purposes. Fannie Mae funds these portfolio purchases by 

issuing short and long term debt, and by selling debt securities to domestic and international 

investors. Fannie Mae profits to the extent that the net yield on the mortgage assets and other 

investments in its portfolio (i.e., the yield minus any losses in value) exceeds the cost of the 

debt securities it issued to fund those portfolio investments. 
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64. Fannie Mae's business is subject to several risks common to financial 

institutions, some of which have not yet been adequately quantified and/or otherwise reflected 

on its financial statements, particularly those which reflect "investments" in questionable 

securitized derivative products and the purchase of non-recourse mortgage portfolios. Most 

mortgage borrowers in the United States can prepay their mortgages at any time without any 

penalty. Thus, when interest rates decline, borrowers refinance their mortgages at lower rates, 

causing their original mortgages to have a shorter life than the lender projected. 

Consequently, when interest rates drop, the investment yield on Fannie Mae's mortgage­

related investments is reduced. When this occurs, Fannie Mae receives cash as the older, 

higher-rate mortgages are paid off, but faces the risk that it will not be able to reinvest this 

cash at rates that are above the rates it is required to pay on its outstanding debt securities. 

This risk is called "prepayment risk." 

65. Fannie Mae also faces significant risk- called the "credit risk" -- of non-

payment of its mortgage credit book, particularly if there is inadequate borrowers' ability to 

pay, inadequate anticipation of eventual payment burdens, over-valued appraisals of the 

underlying real estate and lax loan underwriting, and inadequate borrowers' equity, all of 

which circumstances have been prevalent in the post-2004 period. These risks are 

compounded by the lack of legal and/or practical recourse that Fannie Mae has against the 

originators of such excessive risk mortgages or pools or related derivatives when defaults 

arise, all of which is compounded when the Company's financial statements do not accurately 

reflect, in the form of adequate provisions for loan losses, the collectability of its loan 

portfolios or other deterioration in the value of mortgage-related assets. 
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66. Another risk is linked to the short-term and long-term debt Fannie Mae issues 

to fund its mortgage purchases. When interest rates decline, Fannie Mae's cost of issuing new 

short-term debt also declines, but it is required to pay the original and higher interest rates on 

its longer-term debt until that previously issued debt matures or can be called. This risk is 

called "interest rate risk." 

67. The interest rate risk and prepayment risks expose Fannie Mae to radical 

earnings volatility from quarter to quarter. To offset or hedge against these risks, Fannie Mae 

typically engages in a variety of derivative transactions and related hedges. As the name 

implies, a derivative is an asset the value of which derives from the value of some other asset. 

In effect, a derivative transaction is a side bet on interest rates, exchange rates, commodity 

prices, and so on. Derivative transactions used by Fannie Mae include issuing callable debt, 

interest rate swaps, options to enter into interest rate swaps ("swaptions"), interest rate caps 

and floors, foreign currency swaps, and forward starting swaps. Other than those derivative 

transactions used by the Company's management to manipulate its reported earnings, many of 

these transactions reflect Fannie Mae's legitimate hedging activities while others were used to 

boost financial returns without due regard for the underlying risks faced by the holders of such 

"investment" vehicles. The SEC's Chief Accountant has called Fannie Mae "one of the 

largest users of derivatives in the world." 

B. PRE-2005 CLAIMS 

68. Under the executive compensation program at Fannie Mae, senior 

management reaped financial rewards when the Company met EPS growth targets 

established, measured, and set by senior management itself. Beyond the basic package of 
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salary and benefits, three significant components of compensation depended directly on 

reaching EPS targets: 1) the Annual Incentive Plan ("AlP"), under which by 2003 more 

than 700 employees were eligible for bonuses; 2) the Performance Share Plan, which 

granted stock to the 40-50 senior executives based on 3-year performance cycles; and 3) 

the EPS Challenge Grant, a company-wide program championed by defendant Raines that 

tied the award of a substantial amount of stock options to the doubling of core business 

EPS from 1998 to 2003. 

69. The AlP bonus pool grew from $8.5 million in 1993 to $65.1 million in 

2003. Bonuses for executives often totaled more than their annual salary. For senior 

executives, such as defendants Raines, Howard and Spencer, EPS-driven compensation 

dwarfed basic salary and benefits. 

70. This compensation structure at Fannie Mae greatly increased the incentive 

for senior executives to manipulate both the Company's EPS and its EPS targets. Indeed, 

Fannie Mae senior management achieved the Company's earnings targets pre-2005 by 

regularly manipulating accounts and accounting rules, calibrating repurchases of shares 

and debt to achieve EPS targets, entering into questionable transactions, and misallocating 

resources. Management routinely shifted earnings to future years when the EPS target for 

the maximum bonus payout for the current year appeared likely. Subsequent to 2004, 

although the earlier manipulations appear to have ceased, Fannie Mae's assets, earnings 

and net worth were nevertheless overstated by material amounts due to, inter alia, 

management's failure to make adequate provision for loan losses and from the excessive 

and imprudent risks they intentionally caused the Company to accept. 
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71. Fannie Mae's Board and its audit and compliance committees utterly 

failed to meet their obligations to ensure the safety and soundness of the Company's 

management and operation or to be justifiably satisfied that its financial statements were 

prepared in accordance with GAAP and that they were audited in compliance with 

Generally Accepted Auditing Standards ("GAAS"). The Board failed to stay appropriately 

informed of corporate strategy, to assure appropriate delegations of authority, to ensure 

that Board committees functioned effectively, to provide an appropriate check on 

defendant Raines and other top officers of the Company, and to exercise independence and 

vigilance in supervising management on behalf of the Company and its shareholders. Even 

with replacements of Fannie Mae's senior management in late 2004 and new directors 

being added to the Board thereafter, the Board failed again in its oversight of such 

management, its imprudent acceptance of risks and the generation of financial statements 

prepared in accordance with GAAP that were audited consistent with GAAS. 

72. As a result of these actions, the members of the Board either breached or 

aided and abetted the breach of the fiduciary obligations owed by them and Fannie Mae's 

senior officers and directors to the Company and its shareholders and, as well, caused its 

assets to be wasted. 

1. IMPROPER DEFERRAL OF INCOME AND EXPENSES 

TO SUBSEQUENT PERIODS 

73. As noted above, the volatility of interest rates has an immediate, and often 

significant, effect on Fannie Mae's income. The governing principles of GAAP reflect this 

economic reality. Under Financial Accounting Standards Board Statement of Financial 

38 

Case 1:16-cv-00193-GMS   Document 14-1   Filed 08/04/16   Page 73 of 154 PageID #: 677



Case 1:08-cv-01093-RJL   Document 1   Filed 06/25/08   Page 39 of 119

Accounting Standard ("F AS") 91, Fannie Mae must recognize adjustments to its income 

by estimating the effective yield of its mortgages and mortgage securities every time it 

reports results to investors. In doing so, Fannie Mae must consider how fast homeowners 

might prepay their mortgages, adjust the effective yields on its securities, and make a new 

estimate about future repayments. This revision in expected yields must be booked 

immediately as an adjustment to interest income. 

74. Prior to 2005, the senior management of Fannie Mae regularly violated 

FAS 91 to hit EPS targets. For example, in 1998, internal projections of financial results 

showed that the Company would have unanticipated amortization costs of $440 million, a 

number which should have adjusted Fannie Mae's income downwards under FAS 91. 

However, complying with FAS 91 would have caused the Company's EPS to fall below 

the minimum bonus target range, resulting in no bonuses for Fannie Mae's senior 

executives. 

75. Rather than complying with GAAP by reducing the Company's income by 

$440 million, management adjusted it by only $240 million, "deferring" the remaining 

$200 million in expenses to subsequent years. This amount became known as the "catch-

up." 

76. Moreover, the reserve established by this deferral, commonly called a 

"cookie jar" reserve, itself violated GAAP (F AS 5), which prohibits the establishment of a 

reserve for general or unspecified business risks. 

77. KPMG, the Company's supposedly-independent auditor, initially 

disagreed with the Company's refusal to fully book the $440 million shortfall, but 
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ultimately, due to its lack of independence and relationships with defendants Raines, 

Howard and Spencer, and the fact that Fannie Mae was one of its most significant clients, 

acquiesced to the individual officer defendants' manipulation and termed this deferral an 

"audit difference." All the while, the members of Fannie Mae's Board, and the members 

of its Audit Committee in particular, failed to adequately oversee KPMG's purported 

audits of the Company's financial statements and did not properly satisfy themselves that 

such audits were carried out in conformity with GAAS. 

2. IMPROPER USE OF HEDGE ACCOUNTING 

ON DERIVATIVE CONTRACTS 

78. During the period at issue, as indicated above, Fannie Mae was one of the 

world's largest users of derivatives, which are intended to act as a hedge against the 

volatility of the financial markets. Under GAAP (FAS 133), all derivatives are to be 

recorded as either assets or liabilities on a company's balance sheets at their fair value, 

unless they qualify for "hedge accounting." Hedge accounting provides a means for 

matching the earnings effect of a derivative and the related designated hedge transaction, 

thereby mitigating the volatility of earnings on a company's books when a company is 

successfully hedging. However, under GAAP, if a company's hedges are ineffective in 

offsetting the specific risk being hedged, that result, whether negative or positive, must be 

recorded. If there is a low correlation between the changes in value of a derivative and the 

changes in value of the hedged item, an increased volatility in earnings will be - or should 

be- apparent on a company's books. 
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79. For a company with a huge and dynamic hedging program such as Fannie 

Mae, hedge accounting poses major operational challenges to ensure the continuing 

effectiveness of its hedging instruments. As OFHEO concluded with respect to the pre-

2005 period, "By inappropriately assuming that the vast majority of its derivatives were 

'perfectly effective' hedges, the hedging system adopted by Fannie Mae management 

achieved the volatility-dampening benefits of hedge accounting without the need to 

address the associated operational challenges." As a result, "Fannie Mae's improper 

implementation ofF AS 133 masked billions of dollars of earnings volatility," all of which 

was known or should have been known by the defendants, their colleagues and KPMG. 

Even following the foregoing OFHEO report, Fannie Mae's senior management once 

again concealed the material degree to which the Company's derivatives had declined in 

value and were not marked to market on its balance sheets, all of which was in violation of 

FAS 133. 

80. In its SEC filing at the close of2005, Fannie Mae identified its improper 

application ofhedge accounting as one of the two most significant reasons for its need to 

lower its reported earnings through 2004 by $10.6 billion. As to subsequent periods, its 

management has yet to own up to the on-going misapplication of hedge accounting. 

3. MISCELLANEOUS MANIPULATIONS 

81. Prior to 2005, Fannie Mae's senior management employed a variety of 

clever and corrupt schemes to manipulate the appearance of the Company's financial 

performance so as to secure the extraordinary bonuses to which they were in fact not 
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entitled in which Fannie Mae's Board acquiesced. As OFHEO has now reported, the 

Company's management: 

• deliberately developed and adopted accounting policies to spread 

estimated income or expense that exceeded predetermined thresholds over 

multiple periods; 

• established a materiality threshold for estimated income and expense, 

within which management could avoid making adjustments that would 

otherwise be required under GAAP; 

• made discretionary adjustments to the financial statement for the sole 

purpose of minimizing volatility and achieving desired financial results; 

• forecasted and managed future unrecognized income associated with 

misapplied GAAP; 

• capitalized reconciliation differences as 'phantom' assets or liabilities and 

amortized them at the same speeds as 30-year fixed-rate mortgages; 

• developed estimation methods that were inconsistently applied to 

retrospective and prospective amortization required by GAAP for current 
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and future periods; 

• developed and implemented processes to generate multiple estimates of 

amortization and varying assumptions in order to select estimates that 

provided optimal accounting results; 

• failed to properly investigate the concerns of an employee regarding 

illogical and anomalous amortization results, along with a further allegation 

by that employee of an intent to misstate reported income; and 

• tolerated significant weaknesses in internal controls surrounding the 

amortization process. 

4. OTHER MISCONDUCT 

82. It was only in late 2003, when the Federal Home Loan Mortgage 

Corporation ("Freddie Mac") was forced to restate its earnings following the replacement 

of its independent auditors, that regulators woke up to the wrongdoing at Fannie Mae. 

OFHEO, and subsequently the SEC, conducted investigations that confirmed the wrongful 

conduct set out above. 

83. On December 21,2004, in the face of severe criticism from OFHEO 

(which had, itself, been grossly negligent in its oversight of Fannie Mae and Freddie Mac) 

and the SEC, the Company's directors compounded the breach of their duties to Fannie 

Mae by refusing to fire defendants Raines and Howard for cause and demanding 
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disgorgement of their ill-gotten millions. Instead, the Board accepted the resignations of 

these defendants with the knowledge that, by so doing, they would cause the further waste 

of Fannie Mae's corporate assets. 

84. As a result, defendants Raines and Howard became arguably entitled to 

collect tens of millions of dollars in severance benefits under the new no-fault termination 

provisions in their employment contracts (added in 2004 after OFHEO had finally begun to 

investigate) and to keep millions of dollars in previously received bonuses and stock sales 

that the Company was entitled to rescind under Sarbanes-Oxley and should have rescinded 

given what they knew or should have known about Fannie's material overstatement of its 

earnings, assets and net worth. 

5. WRONGFUL CONDUCT OF GOLDMAN SACHS 

85. Defendant Goldman Sachs, together with Fannie Mae officers, 

intentionally designed and implemented sham transactions with no legitimate business 

purpose in order to create paper losses for Fannie Mae and create the false appearance that 

Fannie Mae's earnings were stable and not volatile. According to an article in THE NEW 

YoRK TIMES, "Goldman Sachs was injecting dangerous financial products into the world's 

bloodstream for years." These "products" were integral to Goldman Sachs' dealings with 

the Company as described below. 

86. Specifically, in the fourth quarter of 2001, and the first quarter of 2002, 

Goldman Sachs, for its unjust economic benefit, devised and executed a series of Fannie 

Mae $20 billion and $10 billion Real Estate Mortgage Investment Conduit ("REMIC") 

transactions (Fannie Mae REMIC Trusts 2001-81 and 2002-21). Goldman Sachs was the 
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underwriter/dealer for both REMIC Trusts. These REMIC transactions had no legitimate 

economic or business purpose. Their sole purpose was to shift artificially $10 million of 

Fannie Mae's earnings into future years, in which years the Company's reported earnings 

were artificially overstated. 

87. Entering into transactions that have no economic purpose other than 

shifting income is a violation of GAAP. In addition, the transactions were not accounted 

for properly, in part because of internal control deficiencies at Fannie Mae, including the 

Company's lack of systems to account for the transactions properly, facts known or which 

should have been known to the Board. KPMG knew or should have known of the 

existence of such sham transactions and the fact that they were not accounted for by Fannie 

Mae in accordance with GAAP; it did nothing to ameliorate such false accounting, all of 

which was known or should have been known by the Company's senior management and 

members of its Board of Directors. 

88. Neither Fannie Mae's management nor Goldman Sachs made truthful, 

complete, or appropriate disclosures in the associated prospectus supplements for the 

foregoing REMIC Trusts, Fannie Mae financial statements, or other public statements 

about the transactions. To the contrary, Fannie Mae's management and Goldman Sachs 

conspired to create a joint strategy of false and deceptive public statements, actively trying 

to conceal the purpose and true nature of these transactions, all of which was facilitated by 

KPMG. Upon information and belief, Goldman Sachs, acting as broker, dealer and/or 

other intermediary sold to Fannie Mae high-risk derivative and other "dangerous financial 
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products" causing it substantial damages in an amount which cannot presently be 

determined. 

C. SUBPRIME CLAIMS 

89. Fannie Mae's mandate is to provide stability and liquidity in the residential 

mortgage market by, inter alia, its activities in the secondary mortgage market. However, 

due to serial mismanagement, it has done so by accepting negligently ever-increasing risks 

in order to provide the funds needed to finance such mortgage loans and in making them. 

In fact, Fannie Mae has been caused by its senior management and Board to go very far 

afield from this mission and has become the equivalent of a gambling casino. 

90. On an accelerating basis from 2005 on, Fannie Mae took on an enormous and 

highly risky exposure to what may be summed up (and detailed below) as the pertinent aspects 

of the emerging "subprime crisis" of2007-2008. Fannie Mae's contemporary losses, and its 

increasingly risky position going forward, did not merely result from market economic 

conditions interacting with its established pre-2004 operations. Rather, most ofF annie Mae's 

current losses and risks resulted from post-2004 actions and policies of its senior management 

and Board which were unprecedented, inadequately disclosed, and contrary to defendants' 

fiduciary duties. To summarize, Fannie Mae: 

a. took on unprecedented high-risk subprime mortgage holdings through its 

purchase of"private label" mortgage backed securities ("MBS"), that is, those not 

issued by Fannie Mae or Freddie Mac, which were disproportionately high 

relative to its (highly leveraged and overstated) net worth; 
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b. took on unprecedented higher-risk nontraditional mortgage holdings (including 

both low-documentation and other "Alt-A" mortgages; and, ARMS with exotic 

payment, amortizing, and reset terms) throughout its mortgage credit book of 

business; 

c. treated at face value the illusory "AAA" ratings of MBS based on senior tranches 

of subprime or risky nontraditional mortgages, when those ratings patently 

depended on models not realistically taking economic downturn periods into 

account; 

d. let its mortgage credit book of business come to have substantial amounts of 

mortgages that were risky for lack of much borrower equity when taking into 

account not only the loan-to-value ("LTV") ratio of the primary mortgage but also 

"piggyback" mortgages as well, despite common knowledge of the tendency to 

high default rates for these; 

e. overlooked appraisals which management knew or should have known were 

inflated artificially and other mortgage origination abuses, as detailed further 

below; 

f. exacerbated these heightened risks in its mortgage credit book by taking on ill­

timed extreme over-leveraging of its actual hard-asset net worth by pretending 

that certain largely illusory "soft" assets deserved to be counted the same as 

"hard" assets; 
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g. accelerated these actions and policies increasing its exposure to market and 

economic downturns in disregard of stark signals in 2006-2007 from the market 

against doing so. 

1. SUBPRIME, "NONTRADITIONAL," AND OTHER 

HIGH-RISK MORTGAGES, AND SOFT ASSETS 

91. From approximately 1998 through 2004, the Company and its shareholders 

were the victims of breaches of fiduciary duty and other illegal accounting manipulations by 

the Company's senior management and Board. This wrongdoing resulted in an estimated 

$10.6 billion oflosses to the Company, well over $1 billion in expenditures by the Company to 

recreate and correct historical financial documents, massive expenses for legal and expert fees, 

and substantial losses of goodwill. During the past several years since that debacle, Fannie 

Mae's senior management and Board made a desperate attempt to recoup earnings which 

"disappeared" through restatement and otherwise. They also made a quixotic effort to restore 

the Company's market share that was being ceded (prior to 2006) to "private label" mortgage-

backed securities - quixotic because they obtained a large market share at a time, and of a 

nature, when prudent lenders rightly preferred to stay out of the portions of the market Fannie 

Mae was increasingly taking. In these attempts and efforts, the senior management and Board 

deviated from the Company's traditional guidelines for the purchase of mortgage loans and 

pools to purchase, or guarantee, numerous subprime and "non-traditional" mortgage holdings 

despite their materially higher risk profile. Moreover, the defendants concealed the extent to 

which they committed the Company to this ruinous course, and ignored warning signals from 
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the market that should have spurred the defendants to change course and take actions that 

would have mitigated the economic catastrophe now being visited on the Company. 

92. "Subprime" mortgages are different from "prime" mortgages in the 

"borrower quality characteristics" that do not pass muster under the normal standards for 

evaluating whether the borrower has the economic capability to pay back the loan, typically 

because of past credit deficiencies. Put another way, the borrower is not considered "credit­

worthy" under normal lending standards; the risk of a subprime borrower defaulting on the 

loan because he cannot meet his loan payments is far higher than the similar risk with a prime 

borrower. Prior to 2005, Fannie Mae had not accumulated significant private label MBS's 

backed by subprime mortgages. Changing this was one of Fannie Mae's key risk-increasing 

actions during this time. In June 2007, Fannie Mae reported that $47.2 billion of its $122.8 

billion of private label mortgage-backed securities were backed by subprime loans. In early 

2008, BARRON's cited Fannie Mae as having a $133 billion subprime book. These are 

enormous figures when properly compared, not with Fannie Mae's entire book, which gives a 

false sense of cushioning, but with Fannie Mae's small net worth. Fannie Mae's operations 

expose it to the kind of high default rates on subprime holdings that under realistically 

foreseeable circumstances, credit losses on these subprime loans could wipe out a substantial 

part, or even the whole, of the "hard asset" portion of Fannie Mae's net worth. Homes may 

have low borrower equity either (1) because high "loan to value" ("LTV") prime mortgages 

have a higher loan-to-value ratio than non-high LTV mortgages, with the borrower commonly 

borrowing 90 percent or higher of the value of his home - a problem which may be largely 

solved by mortgage insurance; or (2) because the borrower has a "piggyback" mortgage, such 
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as a fixed second lien, at time of purchase (or, a home equity line of credit) Traditionally, 

Fannie Mae obliged borrowers with low borrower equity to take out mortgage insurance, 

which provided security and recruited the mortgage insurer as an incentivized, reliable 

overseer of the creditworthiness of the loan. Then, in 2005-2006, Fannie Mae went along with 

an increasing offering of loan arrangements with a LTV prime mortgage of, say, 80 percent, 

that became part of Fannie Mae's mortgage credit book, coupled with a "piggyback" second 

lien that provided most or all of the other 20 percent, in order to avoid the mortgage insurance 

requirement. The mortgage insurance industry, and researchers, fruitlessly pointed out to 

Fannie Mae the dangers of this maneuver. It was one of Fannie Mae's most significant risk-

increasing actions to disregard the pleas of the mortgage insurance industry and greatly to 

reduce its vital role during these critical years. 

93. Low borrower equity means that declining home prices can readily drive the 

value of the property below the amount borrowed, a so-called "underwater" situation, giving 

the borrower the economic incentive to simply give up trying to pay back the loan. The prime 

lender is then left either to try to work out the situation with a sale complicated by the need to 

deal with the secondary lender, or formally foreclose to eliminate the secondary lender's 

rights, either way not recovering the balance due on its mortgage. Such risk is further 

enhanced if, through lax underwriting standards or otherwise, the underlying homes have been 

"appraised" at excessive levels to obtain financing which would not support the mortgage 

loans applicable thereto. 

94. Evaluating the extent of these risks when making a subprime or low borrower 

equity loan is a challenge, if not an outright gamble, with the best of information, but the 
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difficulty of that task - or the size of that gamble - has been further magnified by the 

introduction of a particular kind of nontraditional loan, the "low documentation" loan. As its 

name suggests, the "low doc" loan has the apparent attraction of requiring less paperwork in 

the process of making a mortgage. Yet cutting the paperwork means that the lender has far 

less information about the credit-worthiness of the borrower than the normal underwriting 

process would produce- often not even having rudimentary confirmation of the borrower's 

claims concerning his income and other assets. The combination ofF annie Mae's lax or non-

existent loan underwriting standards (best exemplified by its "Desktop Underwriting" 

automated loan service which generated approvals used purportedly to "assess" loans for 

purchase by Fannie Mae), subprime mortgages and inflated appraisals for unqualified 

borrowers generated a toxic mixture for the Company, facts known or which should have been 

known to each member of the Company's Board and senior management. Such lax and/or 

non-existent loan underwriting standards and the Company's ineffective risk management 

made it easy for predatory lenders such as WaMu, Countrywide, and the other subprime 

facilitators to take advantage of Fannie Mae, which they did, participating in the packaging 

and funneling into the Company of billions of dollars of subprime and other high-risk 

mortgages with little or no borrower equity when taking into account the real, rather than 

inflated, value of the property. It was one of Fannie Mae's key actions and policies not merely 

to offer little resistance, but to actively encourage high-risk nontraditional mortgages in its 

mortgage credit book. 

95. For a number of years, bankers and economists alike have been expressing 

concern over the rising delinquency rates in subprime and nontraditional mortgages, especially 
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because the risk of delinquency would be heightened by a downturn in the housing market. 

Fannie Mae's Board and senior management knew or should have known that the probability 

of default is many times higher for a subprime or low borrower equity loan, and higher for a 

loan with nontraditional terms, than for a prime loan with substantial borrower equity and 

traditional terms. 

96. As long ago as the third quarter of2002, the Mortgage Bankers Association of 

America reported that the rate at which foreclosures were begun for subprime loans was more 

than 10 times that for prime loans. As a senior economist at the Federal Reserve Bank of St. 

Louis and a financial economist at the Office of the Controller of the Currency put it in a 2006 

article, "the propensity of borrowers of subprime loans to fail as homeowners (default on the 

mortgage) is much higher than for borrowers of prime loans." 

97. A 2004 study by Charles A. Calhoun, "The Hidden Risks of Piggyback 

Lending," for SMR Research Corporation, showed that piggyback loans were increasing, 

particularly in metropolitan statistical areas at greatest risk of price depreciation, rendering 

such loans increasingly risky. 

98. In an August 24, 2005, article, USA Today reported that economists and 

bankers were "getting nervous about the wide use ofhigher-risk financing, such as ... subprime 

mortgages for low-income home buyers." As chief economist Doug Duncan of the Mortgage 

Bankers Association stated in the article, easy financing helps people buy homes, but also 

raises foreclosure risks. 

99. Similarly, at the Prepayment and Mortgage Credit Modeling & Strategy 

Conference put on by CPR and CDR Technologies Inc. in October 2005, Freddie Mac Chief 
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Economist Frank Nothaft stated that subprime delinquency rates remained worrisome, with 

subprime delinquencies as much as eight to nine times higher than prime loans. 

100. In a February 2, 2006 speech at the Financial Services Institute, Susan 

Schmidt Bies, a member of the Federal Reserve Board, noted that the Federal Reserve and 

other banking supervisors were concerned that then-current risk-management techniques did 

not fully address the level of risk in subprime and nontraditional mortgages- a risk that would 

be heightened by a downturn in the housing market. Governor Bies also observed that lenders 

were increasingly combining nontraditional mortgage loans with weaker mitigating controls 

on credit exposures. 

101. Yet at the very same time such key participants in the financial marketplace 

were expressing their serious concerns regarding the dangers of nontraditional lending, Fannie 

Mae was not just forging ahead to shoulder ever increasing risks from lower borrower quality, 

lower borrower equity, and low documentation loans, many of which were supported by 

inflated appraisals. Rather, the Company was compounding these gambles by the ill-advised 

nontraditional terms of the loans it was taking into its mortgage credit book. 

102. By way of comparison, in 2001, Fannie Mae had bought virtually no 

mortgages or mortgage-based securities that included adjustable-rate mortgages (ARMs). Yet 

by 2005, such items accounted for 22% of Fannie Mae's volume, with a similar excessive 

level during early 2007. A substantial fraction of Fannie Mae's volume of mortgages and 

mortgage-based securities included particularly exotic, risky, and poorly managed types of 

terms, such as payment-option ARMs, interest-only loans, and negative amortization loans. 

One of the ARM variants Fannie Mae took on in substantial quantities were "2/28 hybrid 
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ARMs," which reset from an initial low or "teaser" rate after two years into a much higher 

long-term rate. A 2/28 ARM was likely to leave the borrower no feasible alternative at the 

two-year end of the "teaser" other than sale or refinancing if these were possible, and, if 

market and personal conditions prevented these, lead to default and foreclosure in ways 

ruinous to Fannie Mae. Outside observers warned about the dangers of these products, and the 

enormity ofthe ill-advised risk Fannie Mae undertook by welcoming lenders who did not 

qualify borrowers at the fully indexed rate. It was one of Fannie Mae management's key risk-

increasing policies to welcome these loan terms. 

103. At the speculative peak of the bubble in housing prices, mortgages, and 

mortgage-backed securities in 2006 and 2007, Fannie Mae's Board and senior management 

disregarded many stark signals from the market against the Company's course of action. The 

ABX is the index which tracks the value of securities backed by subprime home loans, which 

other lenders look to as a guidepost in determining values for their holdings. As 2007 went 

on, the ABX declined precipitously, with some portions of it down as much as 79% during the 

year. The attention that other lenders gave to the ABX was not matched at Fannie Mae. 

Notwithstanding these warnings, Fannie Mae continued to acquire subprime mortgage-based 

securities, and described them as having a market value above 90 cents on the dollar, in radical 

disagreement with the signals from the ABX. 

1 04. Fannie Mae's management claimed its policies regarding sub prime loans and 

related securities were necessary to finance affordable housing, as it must pursuant to 12 

U.S.C. 4562-63. However, observers such as the National Association of Affordable 

Housing Lenders demonstrated that Fannie Mae could have found better ways to accomplish 
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such objective and better protect the Company's assets from loss. For example, the Senate 

Banking Committee held a hearing in February 2007 at which leading witnesses, including 

officials from the NAACP and AARP, testified about how the increase of nontraditional 

mortgages, such as the 2/28 ARMs - including Fannie Mae's increases of these in its 

mortgage credit book - would be disastrous for the future of affordable housing. The 

witnesses laid out the significance of a contemporary study by the Center for Responsible 

Lending- affiliated with Self Help CU, the leading community development credit union in 

the country - calculating that almost one in five subprime mortgages recently sold, an 

estimated 2.2 million homes, would end in foreclosure. The Center's study cited 2/28 ARMs 

and similar nontraditional mortgages, accepted by Fannie Mae, as the principal reasons for this 

dire prospect. Similar warnings in prior years were cited earlier. It was the choice by the 

senior management and Board of Fannie Mae of actions and policies, not merely the goal of 

affordable housing, that led to the high-risk lending practices. 

105. Another way of describing the significance of the policies and actions of 

Fannie Mae's Board and senior management during recent years consists of placing these in 

the context of what the Federal Reserve Board was doing during the same time. The short­

term interest rate set by the Federal Reserve Board (to be precise, the rate set by the Federal 

Open Market Committee as the objective for the federal funds rate), which had been as low as 

1% in 2003 and was still 2.25% at the end of 2004, went to 4.25% at the end of 2005 and 

5.25% in June 2006. Economic observers in 2005-2006 knew that the Federal Reserve saw 

inflationary bubbles in regional housing markets, and was using its tools to combat these. 

Precisely at this time, for its own ill-chosen reasons, Fannie Mae leaped into relaxing its 
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lending standards, in the ways that have been described, in what amounted to an effort to 

"fight the Fed" by underwriting feverish housing credit excesses precisely when the Federal 

Reserve set about curbing those excesses. During 2006, the market priced in the inevitability 

that those bubbles would not prove sustainable. Fannie Mae plunged on nevertheless. 

106. In the course of2006 and 2007, other lenders responded to market signals 

by pulling back on ownership of mortgage-backed securities that included subprime loans. 

Fannie Mae not only did not match this pullback, its management continued to expand 

further into this high-risk sector. As Fannie Mae disregarded the market signals heeded by 

others, its share of the market for such securities expanded greatly, with the combined 

share of Fannie Mae and Freddie Mac rising from 38% in 2006 to 75% in fourth quarter 

2007. 

107. In June 2007, Fannie Mae reported that it held $122.8 billion of private 

mortgage-backed securities. Fannie Mae sought to treat these MBS as solid assets, even 

though $4 7.2 billion were recognized as subprime, by maintaining that full credence is 

deserved by the "AAA" ratings initially given to subprime holdings that were structured as 

relatively more secure portions ("senior tranches") of securitized pools. However, the 

senior management and Board knew, or should have known, that the ratings were illusory, 

because the "AAA" ratings were based on models that did not adequately include periods 

of economic downturns and were otherwise illegitimate. Notwithstanding its stated 

justifications, senior management, including defendant Mudd, increased Fannie Mae's 

market share because, in the short term, this generated extra reportable but illusory profits. 

But, just as the market was signaling, this proved highly ill-advised as 2007 went on. 
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108. These severe risks in connection with Fannie Mae's subprime and other 

high-risk lending activities were known or should have been known by its Board and 

senior management at all relevant times. These risks were vastly magnified by the absence 

of controls at all levels of the Company as well as the Board's failure to comply with 

OFHEO's directions as to proper risk management. The risks first began to be manifested 

publicly in late 2007, when a declining housing market and an increasing mortgage 

delinquency rate caused a crisis in the mortgage market. Then, the value of mortgage­

related securities declined substantially, particularly those securities directly or indirectly 

tied to subprime lending. 

109. Subprime lending, and other types of high-risk lending, were not the only 

excessively risky mortgage activity into which the Board and senior management led 

Fannie Mae. The subprime defendants greatly expanded Fannie Mae's business in 

"Alternative-A," or "Alt-A" mortgages. Alt-A loans are made to borrowers without the 

record of deficiencies of subprime borrowers, but require fewer, or often no, 

documentation supporting the borrower's claimed income and other aspects of his 

supposed credit-worthiness. The reasons why such loans have been popular with 

borrowers is obvious- they can inflate their claimed earnings with near impunity. In fact, 

Fannie Mae allowed "stated income" mortgages not merely for self-employed borrowers, 

who at least had sometimes an understandable reason to seek relief from documenting their 

income, but even for employed borrowers with ready W-2 documentation at hand. For 

these borrowers, Fannie Mae had virtually no reason to accept "stated incomes" other than 

57 

Case 1:16-cv-00193-GMS   Document 14-1   Filed 08/04/16   Page 92 of 154 PageID #: 696



Case 1:08-cv-01093-RJL   Document 1   Filed 06/25/08   Page 58 of 119

to beg them to inflate their claimed earnings so the flood of unsound loans could surge 

ever higher. 

110. Not surprisingly, the equally obvious dangers posed by such mortgages to 

any prudent lending process have materialized as Alt-A mortgage-lending has exploded in 

recent years. So many Alt-A borrowers are now in fact not creditworthy that one industry 

expert, Mark Adelson, head of structured finances at Nomura Securities International, has 

observed, "The Alt-A market has absorbed and disguised a portion of the subprime space. 

You can debate how to define these loans, but many have ended up being an Alt-A product 

with subprime deficiencies." Indeed, in March 2008 BARRON's conservatively estimated 

that Fannie Mae is facing a default rate of 12.5 percent on its $314 billion portfolio of Alt­

A mortgages. Again, these are enormous figures when properly compared, not with 

Fannie Mae's entire mortgage credit book, which gives a false sense of cushioning, but 

with Fannie Mae's relatively small reported net worth. The subprime defendants' actions 

and policies exposed Fannie Mae to the kind of high default rates on nontraditional 

holdings that under realistically foreseeable circumstances Fannie Mae's credit losses on 

these loans could wipe out a substantial part, or even the whole, of the "hard asset" portion 

of the Company's net worth. 

111. In January 2007, OFHEO directed Fannie Mae to take action to comply with 

the Federal Financial Regulatory Agencies' October 2006 report titled "Interagency Guidance 

on Nontraditional Mortgage Product Risks," which seeks "to ensure that loan terms and 

underwriting standards for nontraditional mortgage loans are consistent with prudent lending 

practices, including credible consideration of a borrower's repayment capacity." Fannie Mae 
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did not comply with OFHEO's directive until July 2007, and then only incompletely. During 

this time, the percentage of the company's single-family mortgage credit book of business 

made up by Alt-A mortgages or structured Fannie Mae MBSs backed by Alt-A mortgages 

increased from approximately 11% to 12%, an increase of about $24 billion to a rough total of 

$310 billion by mid-2007. The build-up, and the delay in tightening underwriting standards, 

was one of Fannie Mae's key risk-increasing actions recklessly pursued by defendant Mudd 

and his colleagues. 

112. In sum, the transformation of Fannie Mae into a high-risk operation did not 

occur either merely by the operation of the market or the economy, or otherwise beyond the 

purview of its Board and senior management. Rather, the Board and senior management 

undertook a series of actions and policies in 2005-2006, accelerating in 2007, which 

pyramided the Company to an unacceptable level of risk. 

113. The stewardship of Fannie Mae's Board and senior management with respect 

to the Company's assets has been no more prudent. Almost half of Fannie Mae's capital 

consists of largely illusory "soft" assets such as "deferred tax assets" and "Lower Income 

Housing Tax Credit partnerships." Fannie Mae has thus built this fragile pyramid ofhigh-risk 

loans atop so highly leveraged a base ofhard assets that the Company's net worth was called 

"wafer thin" by OFHEO- the worst possible shape for Fannie Mae to be in as the predictable 

period of de leveraging succeeded the prior era of loose-credit bubbles. 

114. As BARRON'S has reported, Fannie Mae's $45.4 billion net worth includes $13 

billion of deferred tax assets that have value only in the highly unlikely event of the Company 

earning enough money in the near future- approximately $36 billion- to employ them. 
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115. The truly limited utility of this asset- assuming it has any- may compel the 

Company to write down its value, thereby sharply reducing Fannie Mae's net worth. Indeed, if 

Fannie Mae was a bank, this entire asset would be wiped out, as bank regulators limit the 

amount of deferred tax assets for regulatory purposes to the lesser ofthe amount expected to 

be used within one year or 10 percent of the institution's regulatory capital. Nevertheless, the 

Company's Board and senior management unjustifiably insist that the value of this intangible 

asset will somehow be realized over time. 

116. Another soft asset is Fannie Mae's $8.1 billion of Lower Income Housing Tax 

Credit partnerships, the only value of which are the tax credits they generate from their 

intended operating losses. Here again, Fannie Mae has not made, and is not likely to make, 

enough money to employ these tax credits. This asset is, accordingly, apt to dwindle away 

without providing the Company any benefit, and even the Board and senior management has 

refused to make any claims concerning the future value of this asset. Prudent management 

would have kept the actual limited "hard" net worth in mind when deciding on the actions and 

policies of high-risk lending. The Board and senior management refused to do so, thereby 

pyramiding the Company's leveraged operation. 

2. THE COVER UP OF FANNIE MAE'S RISK EXPOSURE 

117. Fannie Mae's senior management and Board, by their fiduciary duties of care, 

good faith and loyalty, owe to Fannie Mae a duty to ensure that the Company's financial 

reporting fairly represents the operations and financial condition of the Company. In order to 

adequately carry out these duties, it is necessary for the Board, its Audit Committee, and 
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senior management to know and understand the material, non-public information that should 

be either disclosed or omitted from the Company's public statements. 

118. This material, non-public information principally included Fannie Mae's 

exposure to the subprime lending market crisis. Furthermore, defendants Ashley, Beresford, 

Horn, Smith and Wulff, as members of the Audit Committee, had a special duty to know and 

understand this material information as set out in the Audit Committee's charter, which 

provides that the Audit Committee is responsible for reviewing financial information and 

earnings guidance provided to analysts and rating agencies. 

119. Defendants Mudd, Levin, Williams, Lund, Niculescu, Senhauser, Bacon, 

Knight, Blakely, Hisey and Swad had ample opportunity to discuss Fannie Mae's exposure to 

the subprime lending market crisis with their fellow officers at management meetings and via 

internal corporate documents and reports. Moreover, defendants Mudd, Ashley, Pickett, 

Swygert, Rahl, Wulff, Smith, Macaskill, Beresford, Gaines, Horn, Freeh, Sites, Gerrity and 

Duberstein as directors of Fannie Mae, had ample opportunity to discuss this exposure with 

management and fellow directors at any of the Board meetings that occurred from early 2006 

to the present, as well as at meetings of committees of the Board. 

120. Yet, despite these duties, through most of the period from May 2006 through 

August 2007, the Board and senior management negligently, recklessly and/or intentionally, 

by their actions or inaction, did not allow Fannie Mae to issue any earnings press releases or 

filings concerning the Company's financial results that candidly and accurately described the 

Company's exposure to the subprime crisis. Instead, the Board and senior management caused 
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or allowed Fannie Mae to issue monthly reports that simply described Fannie Mae's gross 

mortgage portfolio balances. 

121. On July 27, 2007, the Board and senior management caused or allowed 

Fannie Mae to issue one of those monthly reports for June 2007. This report disclosed that 

Fannie Mae's portfolio included $47.2 billion of securities backed by subprime loans. To 

mask the dangers of such a portfolio, however, the report emphasized that $46.9 billion of 

those securities were rated AAA and had not been downgraded. 

122. On August 16, 2007, approximately one week after the credit markets seized 

up as a result of the subprime crisis, the Board and senior management caused or allowed 

Fannie Mae to issue its fiscal2006 annual report on Form 10-K. The filing reported $4.059 

billion in net income for the year. The filing also disclosed, in a general fashion, Fannie Mae's 

exposure to subprime loans. The filing, however, omitted specific details concerning how the 

exposure would affect Fannie Mae's future earnings and suggested that Fannie Mae's vastly 

increased portfolio of high risk mortgages was simply a function of "the market," and did not 

reflect action or inaction by senior management and the Board. In particular, the filing 

provided as follows: 

We are exposed to credit risk on our mortgage credit book of 
business because either we hold the mortgage assets in our portfolio, 
which consists of mortgage loans, Fannie Mae MBS and non-Fannie 
Mae mortgage-related securities, or we have issued a guaranty in 
connection with the creation of Fannie Mae MBS backed by 
mortgage assets. Borrowers of mortgage loans that we own or that 
back our Fannie Mae MBS or non-Fannie Mae mortgage-related 
securities may fail to make the required payments of principal and 
interest on those loans, exposing us to the risk of credit losses. 
Factors that affect the level of our risk of credit losses include the 
financial strength and credit profile of the borrower, the structure of 
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the loan, the type and characteristics of the property securing the 
loan, and local, regional and national economic conditions. 

For example, loans that have unpaid principal balances that 
are high in relation to the value of the property, which are commonly 
referred to as loans with high loan-to-value ("LTV") ratios, generally 
tend to have a higher risk of default and, if a default occurs, a greater 
risk that the amount of the gross loss will be high compared to loans 
with lower LTV ratios. The LTV ratio of an outstanding mortgage 
loan changes as the unpaid principal balance of the loan and the value 
of the property securing the loan change. Depending on the structure 
of the loan, the unpaid principal balance of the loan may increase or 
decrease over time. Similarly, depending on local, regional and 
national economic conditions, or the underlying supply and demand 
for housing, the value of the property securing the loan may increase 
or decrease over time. As of December 31, 2006, approximately 10% 
of our conventional single-family mortgage credit book of business 
consisted of loans with a mark-to-market estimated loan-to-value 
ratio greater than 80%. 

The proportion of higher risk mortgage loans that were 
originated in the market between 2003 and mid-2006 increased 
significantly. As a result, our purchase and securitization ofloans that 
pose a higher credit risk, such as negative-amortizing adjustable-rate 
mortgages ("ARMs"), interest-only loans and subprime mortgage 
loans, also increased, although to a lesser degree than many other 
institutions. In addition, we increased the proportion of reduced 
documentation loans that we purchased to hold or to back our Fannie 
MaeMBS. 

For example, negative-amortizing ARMs represented 
approximately 3% of our conventional single-family business volume 
in both 2005 and 2006. Interest-only ARMs represented 
approximately 9% of our conventional single-family business volume 
in both 2005 and 2006, and approximately 7% as of June 30, 2007. 
Negative amortizing ARMs and interest-only ARMs together 
represented approximately 6% of our conventional single-family 
mortgage credit book of business as of December 31, 2005, 
December 31, 2006, and June 30, 2007. 

We also estimate that approximately 12% and 11% of our 
single-family mortgage credit book of business as of June 30, 2007 
and December 31, 2006, respectively, consisted of Alt-A mortgage 
loans or structured Fannie Mae MBS backed by Alt-A mortgage 
loans, and approximately 1 % of our single-family mortgage credit 
book of business consisted of private-label mortgage-related 
securities backed by Alt-A mortgage loans, including 
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resecuritizations, as of both June 30, 2007 and December 31, 2006. 
We estimate that subprime loans represented approximately 2.2% of 
our single-family mortgage credit book of business as of both June 
30, 2007 and December 31, 2006, of which approximately 0.2% 
consisted of subprime mortgage loans or structured Fannie Mae MBS 
backed by subprime mortgage loans and approximately 2% consisted 
of private-label mortgage-related securities backed by subprime 
mortgage loans, including resecuritizations. 

We expect to experience increased delinquencies and credit 
losses in 2007 compared with 2006, and the increase in our exposure 
to credit risk resulting from our purchase or securitization of loans 
with higher credit risk may cause a further increase in the 
delinquencies and credit losses we experience. An increase in the 
delinquencies and credit losses we experience is likely to reduce our 
earnings during that period and also could adversely affect our 
financial condition. 

123. This report occurred at a critical moment, when Fannie Mae's Board and 

senior management had several years behind it of risky actions and policies, and stood on 

the eve of a final year of pushing in much deeper right at the bursting of the housing 

bubble. A prudent management would have known much more than this report stated, and 

would have told stockholders all that it knew. Yet this belated and inadequate disclosure 

both disguised, and left unmentioned, key aspects of the ruinous exposure to risk of the 

Fannie Mae actions and policies- both in the prior years, and, coming in the following 

year. Among its disguises and non-mentions: 

a. it did not separately address Fannie Mae's unprecedented level of investment 

in "private label" MBS backed by subprime mortgage holdings -perhaps the 

riskiest investment in the history of the Company; 

b. in its disguised mentions of the risks of the enormous quantities of"Alt-A" 

and other nontraditional mortgage holdings, it did not address how the risks 
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were magnified by combination with other factors (e.g., by the combination of 

mentioned low-documentation loans with unmentioned low borrower equity 

and unmentioned inflation of appraisals) ; 

c. it did not address the risky nature of Fannie Mae's owning the new types of 

mortgage-related securities (e.g., collateralized debt obligations) likely to lose 

value rapidly, or to become completely illiquid- notwithstanding initially 

favorable ratings- once a period began of unfavorable economic and market 

developments; 

d. it did not address inflated appraisals and other mortgage origination abuses, as 

detailed further below; 

e. in mentioning its high LTV loans, which was one problem of low borrower 

equity, it did not separately address its swing away from requiring mortgage 

insurance and toward accepting "piggyback" loans, which greatly exacerbated 

the problem of low borrower equity; 

f. it did not address how its high-risk lending, with aspects both mentioned and 

unmentioned, over-leveraged to a potentially ruinous degree its limited 

"hard" -asset net worth, disguising this by its unsound treatment of its "soft" 

assets; 

g. it did not address the stark signals from the market, such as the downturn in 

the ABX index and the rising Federal Reserve's interest rates, that were 

rendering its accelerating high-risk lending increasingly imprudent. 
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124. Defendants Mudd and Blakely signed and certified the August 16, 2007 

Form 10-K as required under the Sarbanes-Oxley Act of2002. Additionally, defendants 

Ashley, Beresford, Freeh, Hisey, Gaines, Hom, Macaskill, Pickett, Rahl, Smith, Swygert 

and Wulff signed the filing. 

125. On September 25, 2007, the Board and senior management caused or 

allowed Fannie Mae to issue a financial monthly summary for August 2007. The summary 

reported a gross mortgage portfolio balance of $728.9 billion. The report, citing a survey 

conducted by the Mortgage Bankers Association, reported that the serious delinquency rate 

among subprime loans increased to a 4-year high of9.27 percent during the second quarter 

of 2007 and the delinquency rate among prime loans rose to a 9-year high of 0.98 percent. 

The report, however, did not disclose the effects that this would have on Fannie Mae's 

earnings. In particular, the summary reported as follows: 

MORTGAGE MARKET HIGHLIGHTS 

• Pushed up by seasonal factors as well as the relative strength of the 
multifamily housing market, total residential mortgage debt outstanding 
(MDO) grew at a compound annual rate of 8.0 percent during the second 
quarter, accelerating from 7.4 percent in the first quarter, but down from 12.3 
percent during the second quarter of 2006. 

• According to the Mortgage Bankers Association's National 
Delinquency Survey, the serious delinquency (loans 90 or more days past 
due or in the process of foreclosure) rate among sub prime loans increased to 
a 4-year high of 9.27 percent in the second quarter of 2007 while that for 
prime conventional loans rose to a 9-year high of 0.98 percent. 
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126. However, the Board and senior management could not conceal the true 

dimensions of the Company's risk exposure for much longer. On November 9, 2007, 

Fannie Mae issued its fiscal first quarter through third quarter 2007 quarterly reports on 

Forms 10-Q which revealed that Fannie Mae's earnings for the three quarters declined 57% 

compared to the same period in 2006. Specifically, Fannie Mae reported that its net 

income of a mere $1.5 billion for the first three quarters of2007 compared to $3.5 billion 

for the first three quarters of 2006. In connection with these results, defendant Mudd 

admitted during an investor conference call that "the results we reported today reflect the 

correcting in the housing and mortgage markets, what they are going through right now. 

Those results, as I said, show that we are not immune to the current market conditions." 

127. On November 19, 2007, the Associated Press reported analyst concerns 

regarding a change in Fannie Mae's methodology for accounting for its annualized credit-

loss ratio in its recent financial filings. This accounting change resulted in Fannie Mae's 

reporting a much more favorable credit-loss ratio (the percentage of Fannie Mae's 

mortgages that lost value) than what it would have reported under its previous 

methodology. These analysts questioned whether Fannie Mae was using the new 

methodology to soften the Company's reported exposure to the subprime mortgage crisis. 

In particular, the article reported: 

On Monday, Fannie Mae's shares, which hit a 1 0-year low 
last week, fell $3.11, or 7.6 percent, to $3 7.58 after Friedman Billings 
Ramsey analyst Paul J. Miller Jr. downgraded the company's shares 
to "Market Perform" from "Outperform" and reduced his price target 
to $35 from $60. 
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Fannie Mae's shares tumbled last week amid fears that a new 
accounting methodology disclosed by the company masks the number 
of bad loans it holds. 

Fannie disclosed its new calculation for potential mortgage 
losses Nov. 9, when it submitted several hundred pages of documents 
to the Securities and Exchange Commission, bringing the company's 
financial reporting up to date for the first time since 2004. 

But a bookkeeping change and its potential impact received 
significant attention last week, and Fannie executives held a 
conference call on Friday to explain the changes. 

Using the new method, Fannie reported a so-called 
"annualized credit-loss ratio" of0.04 percent for the first nine months 
ofthis year, meaning the value of four out of every 1,000 mortgages 
it holds declined during that period. 

Under the company's old method, the credit-loss ratio for that 
period would have been 0.075 percent --far exceeding Fannie's 
forecasts on the $2.4 trillion worth of mortgages it owns. 

As mortgage market turmoil continues, Fannie Mae's losses 
are likely to rise, Miller predicted. He forecast Fannie Mae's credit 
losses will rise as high as 0.15 percent in 2009, above the record 
high of0.12 percent in the late 1980s. 

128. Moreover, even when Fannie Mae's accounting methodology has not changed, 

the Company's accounting practices have served to obscure the true extent of the losses it has 

faced and is facing. For example, Fannie Mae's credit guarantee business now totals 

approximately $2.4 trillion, and the amount the Company may have to pay out to make good 

on any mortgage defaults to fulfill its guarantee obligations obviously looms as a potentially 

huge liability. The Company claims those obligations amount to $15.4 billion on its regular 

balance sheet, but on its "fair value" balance sheet, which attempts to mark every asset and 

liability to current market value, this liability is set at $20.6 billion. Yet even this figure is not 
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trustworthy. Fannie Mae's competing government-sponsored enterprise, Freddie Mac, 

confronted the same issue of how to account for its guarantee obligations. Freddie Mac 

pegged those obligations at 1.5 percent of its book of credit guarantee business, which is 

double the 0.74 percent Fannie Mae applied to its book of guarantee business to calculate the 

same liability, and Freddie Mac's delinquency rate is actually lower than Fannie Mae's. As 

BARRON'S observed, "Had Fannie taken a similar hit, its fair-value net worth would've shrunk 

by some $20 billion to a paltry $16 billion, compared with its juiced-up regulatory capital of 

$45.4 billion." 

129. Furthermore, under the direction and management of the Board and senior 

management, in the fourth quarter of2007 the Company wrote down its $74 billion 

holdings of privately packaged, non-agency subprime and Alt-A mortgage securities by 

6%, or $4.6 billion, yet declared that only $1.4 billion of the write-down constituted a 

permanent impairment, the remainder being deemed a temporary loss due to market 

conditions. Neither senior management nor the Board has forecast how "temporary" a loss 

this is by explaining when they believe market conditions will so change that this sum will 

reappear on Fannie Mae's books. Here again, BARRON'S has put this maneuver into a 

revealing context: "Had Fannie charged off the remaining $3.2 billion, that would have 

torched most of the $3.9 billion in excess regulatory capital that it held at the end of the 

fourth quarter. Nearly all the major banks, from Merrill Lynch to UBS, have taken much 

larger percentage write-downs on their holdings of similar mortgage paper, and ran 

virtually all the losses through their income statements." 
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130. BARRON'S recent analysis of Fannie Mae concludes with a disturbing 

observation: 

In any event, continued deterioration since year end in indexes 
like the ABX triple-A index indicate that Fannie, based on the 
different vintages it owns, should conservatively take another $14 
billion charge, according to BARRON's estimates. Fannie Mae says 
that since it's a long-term investor, it should incur no permanent 
decrease in asset value beyond what it has recognized. 

Yet using conservative default rates of 40% on its $13 3 billion 
subprime book, 12.5% on its $314 billion of Alt-A mortgages and 4% 
on its remaining $2 trillion of prime home mortgages, Fannie could 
well be facing cumulative credit losses of over $50 billion. That's 
after assuming Fannie will realize recoveries of60% on its subprime 
and Alt-A loans and 70% on its prime loans. 

131. In sum, the statements and representations that the Board and senior 

management caused Fannie Mae to make from early 2006 to near the end of 2007 in a 

variety of contexts and forums failed to disclose and misrepresented the following material 

adverse facts, which the Board and senior management knew, or consciously disregarded, 

were reckless and grossly negligent in not knowing, or should have known: 

(a) Fannie Mae's mortgage credit book was experiencing billions of dollars 

worth of losses due to the subprime mortgage crisis; and 

(b) Fannie Mae's untimely financial reports did not even begin to adequately 

report that exposure until after the Company's earnings had already declined by $2 

billion, and even then continued to understate and disguise the losses and the high-risk 

exposure. 
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3. INSIDER SELLING AND THE IMPROPER BUYBACK 

132. Defendants Mudd, Levin, Williams, Lund, Niculescu, Senhauster, Bacon, 

Knight, Blakely, Hisey and Picket ("Insider Selling Defendants"), because of their positions, 

knew that the statements the Company publici y made were incorrect. They also knew that the 

misstatements would create and were creating an inflated stock price. The Insider Selling 

Defendants took advantage of this undisclosed information they possessed to sell their 

personally held stock for considerably more than they were worth. While in possession of 

undisclosed material adverse information, the Insider Selling Defendants sold the following 

shares of Fannie Mae stock: 

Insider Last Transaction 
Name Date 

BACON 10/2/2006 
1/24/2007 
3/12/2007 
1011/2007 
1115/2007 

BLAKELY 1/24/2007 
1130/2007 

HISEY 113/2007 
1/24/2007 
3112/2007 

KNIGHT 10/2/2006 
11120/2006 
1/24/2007 
3/12/2007 
1011/2007 
1115/2007 

Shares 

718 
2,176 
2,047 
1,192 
2,519 
8,652 

5,191 
1,124 
6,315 

906 
616 

1,407 
2,929 

207 
344 

1,929 
1,817 
267 

2,862 

71 

Price 

$55.14 
$56.51 
$55.09 
$62.01 
$52.13 

$56.51 
$55.70 

$59.90 
$56.51 
$55.09 

$55.14 
$57.90 
$56.51 
$55.09 
$62.01 
$52.13 

Proceeds 

$39,590.52 
$122,965.76 
$112,769.23 
$73,915.92 

$131,315.47 
$480,556.90 

$293,343.41 
$62,606.80 

$355,950.21 

$54,269.40 
$34,810.16 
$77,511.63 

$166,591.19 

$11,413.98 
$19,917.60 

$109,007.79 
$100,098.53 

$16,556.67 
$149,196.06 
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7,426 $406,190.63 

LEVIN 10/17/2006 25,240 $57.91 $1,461,648.40 
1123/2007 252 $56.74 $14,298.48 
1124/2007 6,917 $56.51 $390,879.67 
3/12/2007 8,014 $55.09 $441,491.26 
10/17/2007 41,524 $62.99 $2,615,596.76 
11/5/2007 7,731 $52.13 $403,017.03 

89,678 $5,326,931.60 

LUND 10/2/2006 2,353 $55.14 $129,744.42 
1123/2007 142 $56.74 $8,057.08 
1124/2007 2,280 $56.51 $128,842.80 
3/12/2007 1,567 $55.09 $86,326.03 
10/112007 1,177 $62.01 $72,985.77 
10/4/2007 4,666 $67.18 $313,461.88 
1115/2007 1,847 $52.13 $96,284.11 

14,032 $835,702.09 

MUDD 1124/2007 14,775 $56.51 $834,935.25 
3/12/2007 19,101 $55.09 $1,052,274.09 
1115/2007 8,730 $52.13 $455,094.90 

42,606 $2,342,304.24 

NICULESCU 11/20/2006 422 $57.90 $24,433.80 
1/24/2007 2,653 $56.51 $149,921.03 
3112/2007 4,860 $55.09 $267,73 7.40 
1115/2007 4,527 $52.13 $235,992.51 

12,462 $678,084.74 

PICKETT 4/20/2007 2,904 $58.81 $170,784.24 
2,904 $170,784.24 

SENHAUSER 10/2/2006 269 $55.14 $14,832.66 
1118/2007 235 $57.14 $13,427.90 
1/22/2007 110 $56.82 $6,250.20 
1123/2007 143 $56.74 $8,113.82 
1/24/2007 488 $56.51 $27,576.88 
1124/2007 579 $56.51 $32,719.29 
3/12/2007 1,215 $55.09 $66,934.35 
6/13/2007 149 $68.08 $10,143.92 
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WILLIAMS 

TOTAL 

7/3112007 
10/4/2007 
1115/2007 

10/17/2006 
1/24/2007 
3112/2007 
10117/2007 
11/5/2007 

3,609 
2,574 
1,111 

10,482 

10,951 
5,299 
5,626 
10,736 
6,323 

38,935 

240,184 
38,935 

$60.73 $219,174.57 
$67.18 $172,921.32 
$52.13 $57,916.43 

$630,011.34 

$57.91 $634,172.41 
$56.51 $299,446.49 
$55.09 $309,936.34 
$62.99 $676,260.64 
$52.13 $329,617.99 

$2,249,433.87 

$13,865,498.80 
$2,249,433.87 

13 3. On or about May 1, 2006 when the housing market was declining, the Board 

recklessly authorized the repurchase of up to $100 million of the Company's shares. Under the 

Board's authorization, while Fannie Mae's stock was artificially inflated due to the improper 

statements described above, the Company bought back over $2.6 million worth of the 

Company's own shares at an average price of approximately $59.32 per share, which is 

substantially higher than Fannie Mae's current share price of approximately $22.34 (closing 

price on June 23, 2008) per share and comparable to the $57.82 per share the Insider Selling 

Defendants averaged in selling their own Fannie Mae stock holdings during the same time 

period. On information and belief, in authorizing the buyback, the Board members failed to 

properly discuss and consider the subprime mortgage lending crisis and its effect on the 

Company's business prospects and, in particular, its liquidity. While Fannie Mae was 

repurchasing these shares, the Insider Selling Defendants made the sales described herein. 

4. The Activities ofWaMu, eAppraiselt, 
First American, Countrywide, and LSI 
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134. The independence and integrity ofthe real estate appraisers who determine the 

value ofhome loan collateral is of enormous importance. Real estate appraisals are intended to 

provide borrowers and lenders with an independent and accurate assessment of the value of a 

home. This ensures that a mortgage or home equity loan is not under-collateralized, which in 

turn protects borrowers from being overextended financially and lenders and investors from loss of 

value in a foreclosure proceeding. 

135. A mortgage lender, as part of agreeing to loan funds, must ensure that the 

borrower is able to repay the loan and that the loan is adequately collateralized in case the 

borrower defaults. The borrower and the lender have a common interest in accurately valuing 

the underlying collateral because both want to be sure the borrower is not over-paying for the 

property and would be able to meet the repayment terms, or that- in the event of default and 

foreclosure -the property value can support the loan. 

136. The secondary mortgage market, as described above, has radically transformed 

the incentives in the industry. Rather than holding the mortgage loans it makes- and so 

bearing the long-term consequences of poor loans -lenders commonly sell loans in the secondary 

mortgage markets. The loans are then pooled together, securitized, and sold as mortgage-backed 

securities to investment banks and entities such as Fannie Mae. The money that the lender receives 

for the sale of the mortgage loans or bonds is then used to finance new mortgages, increasing the 

lender's profits and fulfilling one of Fannie Mae's mandates, to re-cycle funds to the marketplace. 

137. The fact that the original lenders, such as WaMu and Countrywide, hold far 

fewer mortgages in their portfolios than ever before has had the effect of making the lenders 

less vigilant against risky loans since any risk is quickly transferred to the purchasers of the loans 
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such as Fannie Mae. Moreover, as WaMu and Countrywide did not hold many of their 

residential mortgage loans in their portfolios, their interest in ensuring the accuracy of the 

purported appraisals backing such loans was severely diminished. Even worse, because the 

profits of WaMu and Countrywide were and are determined by the quantity of loans they 

successfully closed, and not the quality of those loans, there has been an incentive for W aMu, 

Countrywide and other mortgage originators to pressure appraisers such as First American, 

eAppraiselt and LSI to reach values that will allow the loans originated by them to close, 

whether or not the appraisals accurately reflect the homes' values. The Company's senior 

management and Board, as well as defendants Killinger, Merlo and Mozilo, knew or should 

have known about the circumstances prevailing in the mortgage industry over the past several 

years including, inter alia, the practices ofW aMu, First American, eAppraiseit, Countrywide and 

LSI as described herein. 

13 8. Further jeopardizing the process, mortgage and real estate brokers as well as 

the lenders' loan production staffs (also known as "loan origination staffs") are almost always 

paid on commission. Thus, the income of these individuals depends on whether a transaction 

closes and on the size of the transaction. Accordingly, brokers and loan production staffs have 

strong personal incentives to pressure appraisers to value a home at the maximum possible 

amount, so that loans will close and generate maximum commissions, all of which facts were 

known or should have been known by the Company's senior management and Board as well as 

defendants Killinger, Merlo and Mozilo. For these reasons, mortgage and real estate brokers and 

lenders such as WaMu and Countrywide frequently subjected real estate appraisers to intense 

pressure to change values in appraisal reports and/or to inflate the purported "values" therein 
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initially. In this environment, Fannie Mae and its senior management operated its "Desktop 

Underwriting" automated underwriting service purportedly to "assess" loans for purchase by 

Fannie Mae. WaMu (including defendant Killinger and its other senior officers), First 

American and eAppraiseit (including defendant Merlo and its other senior officers), and 

Countrywide (including defendant Mozilo and its other senior officers) wrongfully and 

fraudulently took advantage of the lax or non-existent underwriting by the Company and its 

management, all of which was encouraged by and through defendants Mozilo and Killinger. In 

fact, Fannie Mae's failure to have in place more deliberate and careful underwriting of these 

underlying loans (including honest and independent appraisals), or insist upon it from loan 

originators such as WaMu and Countrywide, greatly contributed to its losses. 

139. The officers and directors of Fannie Mae also had a personal interest in not 

questioning- and in even inflating- the value of the loans Fannie Mae purchased. The value 

of these loans, as represented by their purported appraisals, serve as the basis for the value of 

the securities Fannie Mae creates by pooling these loans. The higher the value of the loans 

closed, the greater the price for which the securities into which they are pooled are sold on the 

secondary market, and the higher the apparent performance of Fannie Mae as measured by its 

share of the market. Further, in part to attempt to eradicate the stain on Fannie Mae's reputation 

and manufactured earnings of its earlier financial debacle, the Board and senior management 

sought to aggressively grow the Company and increase its reported earnings at virtually any cost. 

140. Moreover, the officers and directors of Fannie Mae also had a personal 

interest in not questioning - and in even inflating - the value of important types of loans 

Fannie Mae purchased from WaMu and Countrywide. Fannie Mae has statutory obligations to 
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purchase mortgages to meet "low and moderate income housing" and "special affordable 

housing" goals. These obligations mean that, both legally and practically (with respect to 

avoiding conflict with Congress), Fannie Mae must purchase mortgages for low-income 

families to authorize it to grow and to earn from its much larger-scale and more lucrative non-

"affordable housing" activity. Inflated appraisals let Fannie Mae indulge in the fiction that the 

buyers of the affordable housing, who lacked funds for downpayments, nevertheless had low 

loan-to-value mortgages suitable for purchase by Fannie Mae, by inflating the "value" of the 

property. It was much easier, in the short term, for Fannie Mae to meet the "affordable 

housing" goals with this help from inflated appraisals, and thereby to position itself to grow 

the non-affordable part of its business aggressively, than to do so without inflated appraisals. 

141. However, unlike the lenders, such as WaMu and Countrywide, who sell these 

loans to Fannie Mae, the Company, as described above, typically guarantees the payment of 

the principal and interest of the mortgages it pools into new securities. As a result, Fannie 

Mae retains the credit risk of the mortgages underlying the securities it sells. Inflating the 

value of a mortgage exacerbates this risk, for if the real value of a property falls below the 

amount of its mortgage, the borrower has an incentive to simply walk away from the loan and 

allow foreclosure on the property. The scale of the. practices is shown by what a leading 

industry critic, Jonathan J. Miller, told THEW ALL STREET JOURNAL on March 4, 2008: '"In 

my opinion, 70% to 80% of appraisals that were done during the housing boom are probably 

not worth the paper they're written on.' .... He estimate[ d] that home values are overvalued 

nationwide by at least 1 0% because of inflated appraisals." Furthermore, inflated appraisals 

combined with Fannie Mae's other high-risk acts and policies as well as a lack of effective 

77 

Case 1:16-cv-00193-GMS   Document 14-1   Filed 08/04/16   Page 112 of 154 PageID #: 716



Case 1:08-cv-01093-RJL   Document 1   Filed 06/25/08   Page 78 of 119

risk management- such as investing in subprime MBS, buying mortgages with nontraditional 

terms, and allowing "piggyback" loans rather than mortgage insurance to address low 

borrower equity- to magnify the likelihood of widespread inadequate borrower equity and, 

hence, foreclosure, more than these acts and policies would have entailed separately. 

142. Thus, by accepting sub-standard mortgages from W aMu, Countrywide, and other 

originators based upon exaggerated and/or simply unreal "appraisals" from First American, 

eAppraiseit and LSI, which defendants Killinger, Merlo and Mozilo knew or should have known 

were being generated, Fannie Mae was caused enormous damages when the underlying 

borrowers could not pay the interest and principal when due and there was insufficient collateral to 

cover their obligations to the Company. 

143. Thus, Fannie Mae and its shareholders have a vital interest in the accurate 

appraisal of the loans the Company buys and, in turn, re-packages for sale to others. 

144. Because of the importance of accurate appraisals in the home lending market, the 

Uniform Standards of Professional Appraisal Practice ("USP AP") requires appraisers to 

conduct their appraisals independently: "An appraiser must perform assignments with 

impartiality, objectivity, and independence, and without accommodation of personal interests. 

In appraisal practice, an appraiser must not perform as an advocate for any party or issue." 

USPAP is incorporated into federal law. See 12 C.F.R. § 34.44. 

145. Additionally, Federal law sets independence standards for appraisers involved 

in federally regulated transactions. See 12 U.S.C. §§ 3331 et seq. The Code of Federal 

Regulations provides that an in-house or "staff'' appraiser at a bank "must be independent of the 

lending, investment, and collection functions and not involved, except as an appraiser, in the 
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federally related transaction, and have no direct or indirect interest, financial or otherwise, in the 

property." 12 C.F.R. § 34.45. For appraisers who areindependentcontractorsor"fee" appraisers, 

the regulation states that "the appraiser shall be engaged directly by the regulated institution or its 

agent, and have no direct or indirect interest, financial or otherwise, in the property 

transaction." 12 C.F.R. § 34.45. 

146. WaMu hired eAppraiselt in the Spring 2006, along with eAppraiseit's top 

competitor, to oversee the appraisal process for its loans, many of which were passed on to 

Fannie Mae. Since being hired by WaMu, eAppraiseit and First American have made a 

practice of violating professional and federal independence requirements with regard to 

appraisals performed for WaMu and, thus, indirectly for Fannie Mae. 

147. Initially, eAppraiselt hired approximately 50 former WaMu employees as 

staffappraisersandAppraisalBusinessManagers ("ABMs") and- at WaMu's request- gave the 

ABMs the authority to override and revise the values reached by third-party appraisers. One­

third of eAppraiseit's staff appraisers were former WaMu employees, and all of the ABMs 

were former WaMu employees. 

148. Almost from the beginning of eAppraiseit's work for WaMu, WaMu's loan 

production staff began complaining that the appraisal values provided by eAppraiselt's 

appraisers were too low. It was clear, and eAppraiselt and First American well understood, 

that WaMu's dissatisfaction was largely due to the fact that eAppraiselt's staff and fee appraisers 

were not "hitting value," that is, were appraising homes at a value too low to permit loans to close 

and be passed along to Fannie Mae and others. 
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149. During this period, First American was seeking additional business from 

WaMu in other areas. WaMu, with the apparent knowledge of defendant Killinger, expressly 

conditioned giving any future business to First American on success with eAppraiselt appraisals. 

150. In February 2007, eAppraiselt acceded to WaMu demands, under pressure 

generated by defendant Killinger, that eAppraiselt stop using its usual panels of staff and fee 

appraisers to perform WaMu appraisals and instead use a "Proven Panel" of appraisers 

selected by W aMu's loan origination staff. Appraisers on the Proven Panel were selected 

because they reliably "came in on value," that is, they provided high values, particularly in 

loans to be packaged for Fannie Mae and Freddie Mac. In the words of eAppraiselt's 

President, defendant Merlo, in a February 22, 2007 email to other executives of his company: 

"we have agreed to roll over and just do it." 

151. Due to the failure of the federal Office of Thrift Supervision, its purported 

regulator charged with overseeing its operations, to intercede, WaMu not only had complete 

control over eAppraiselt's appraiser panel, but WaMu's loan officers at times also directly 

selected specific individual appraisers on the panel to conduct their appraisals. eAppraiselt 

also permitted WaMu's loan origination staff to remove appraisers from the panel on the 

grounds that such appraisers consistently valued properties lower than WaMu's desired target 

amounts. Moreover, eAppraiselt permitted WaMu loan officers to communicate directly with 

eAppraiselt's ABMs and Appraisal Specialists by telephone and email to discuss appraisal 

values. At all such times, all such WaMu employees were subject to defendant Killinger's 

oversight and direction. 
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152. eAppraiseit's management (including defendant Merlo), as well as WaMu 

(including defendant Killinger) and the Company's senior management and Board knew or should 

have known or otherwise understood that these arrangements with WaMu violated professional 

and federal appraiser independence rules and resulted in over-valued properties. As 

eAppraiseit's Executive Vice President explained in an email to other members of senior 

management while discussing a particular reconsideration of an appraised value: "The original 

appraiser was a WaMu proven appraiser coming in $750,000 higher than the eAppraiseit 

review appraiser. This is a good example of ... our concerns about over-valued properties." 

153. eAppraiseit's management, including defendant Merlo, repeatedly informed 

First American's senior management of their concerns regarding the illegal arrangements with 

WaMu. First American instructed defendant Merlo and other eAppraiseit executives to continue 

its corrupt business relationship with WaMu, all of which was known or could have been known 

with reasonable diligence by the Company's senior management and Board. 

154. Based on this wrongful conduct, the State ofNew York has sued First American 

and eAppraiselt for engaging in deceptive, fraudulent, and illegal businesses practices under 

New York law. In the wake thereof, Fannie Mae has reached an agreement with New York 

Attorney General Andrew Cuomo, announced March 3, 2008, providing for, inter alia, the 

appointment of an independent examiner, the Independent Valuation Protection Institute, to 

examine the appraisal practices cited in the Attorney General's complaint and provide greater 

scrutiny of appraisals forming the basis for loans to be purchased by the Company, such scrutiny 

to be provided under the auspices ofOFHEO beginning in January, 2009. The agreement provides 

for a code of conduct, the Home Valuation Protection Code, which bars lenders such as W aMu from 
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pressuring appraisers inflated estimates of property values, bars lenders from using appraisals 

ordered by mortgage brokers and reinforces the notion that the appraisers be independent of the 

lenders. Plaintiff further believes that other investigations are underway which will lead to 

enforcement or other actions against W aMu by federal banking regulators and state actions 

against First American and eAppraiseit. 

155. Similarly, although LSI was nominally a separate corporate entity from 

Countrywide and its loan originating entities, upon information and belief, LSI accommodated 

Countrywide's appraisal needs and generated artificially high and unjustified appraisals for, 

inter alia, the mortgages packaged and sold to Fannie Mae, causing it substantial damages as 

described herein. 

156. This wrongful conduct by W aMu, First American, eAppraiselt, Countrywide, 

LSI and their senior executives, including defendants Killinger, Merlo and Mozilo, has resulted 

in the over-valuation of an unknown volume ofloans purchased by the Company from WaMu and 

Countrywide in Fannie Mae's portfolio and in the mortgage-backed securities Fannie Mae has 

sold and guaranteed, all of which has caused and will continue to cause the Company 

substantial damages. 

157. Fannie Mae's Board and management knew, or should have known, of these 

wrongful practices by WaMu and Countrywide, lenders with which Fannie Mae had a 

significant and continuing business relationship and from which Fannie Mae purchased 

billions of dollars of loans. Fannie Mae's awareness of such practices is attested by how 

readily in 2007-2008 it reached agreement with the New York Attorney General to change the 

practices. Yet, that same agreement shows that Fannie Mae's board and officers vastly 
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preferred to close their eyes to the enormous damage from those practices in the past, 

apparently because a full exploration of them would reveal what they had let happen on their 

watch, and just to agree to lock the bam door after the horses had escaped. 

158. Fannie Mae's Board and management may not shrug off these practices as 

something long unchanged in the industry or something over which it had no influence. As 

INVESTMENT DEALERS DIGEST reported on August 13, 2007, "Starting in late 2005 and 

throughout 2006, a wide range of housing finance professionals agree, credit lending standards 

in housing finance slumped to their worst." Conversely, as soon as Fannie Mae (and Freddie 

Mac), agreed with the New York Attorney General to a code against inflated appraisals, as 

THEW ALL STREET JOURNAL reported on March 4, 2008, "Because Fannie and Freddie are the 

dominant sources of funds for home loans, the code will become an effective standard for the 

industry." 

D. THE NECESSITY OF THIS DERIVATIVE ACTION 

159. On November 29,2007, as required by Rule 23.1 of the Federal Rules of Civil 

Procedure, plaintiff, through his legal counsel, made a written demand on the Fannie Mae 

Board to, inter alia, pursue through litigation the claims alleged in this action and name as 

defendants those identified above, among others responsible for the wrongdoing and damages 

caused to Fannie Mae as described herein. A copy of that letter is attached hereto as Exhibit 

"A." The Board neither responded to that demand nor took the actions demanded. The Board, 

in a further waste of corporate assets, has appointed a sham "Special Committee" of culpable 

directors to create the appearance of activity virtually identical in purpose to one created in 

response to the Company's earlier financial debacle (i.e. the Pre-2005 Claims), when such 
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committee did nothing of substance in three years of existence. The present mandate of the 

"Special Committee" and its counsel is nothing more than an effort to seek the dismissal of 

claims asserted derivatively by shareholders of the Company. Accordingly, plaintiff's demand 

to sue the defendants named herein was effectively rejected by the Board. 

160. Although chartered by Congress to oversee and regulate Fannie Mae, Freddie 

Mac, and other government-sponsored enterprises, OFHEO as a matter of law does not have 

exclusive authority to protect the interests of Fannie Mae, its shareholders or otherwise address 

the wrongdoing at issue here. OFHEO has never claimed for itself, nor acted as if it had, 

exclusive authority to protect the corporate interests of Fannie Mae or its shareholders in the 

face of conduct by its officers or directors that breach their fiduciary duties to Fannie Mae and 

its shareholders. In fact, OFHEO has utterly failed in its oversight of Fannie Mae and it bears 

some of the responsibility for the debacle that ensued as a result of such failure. 

161. As a matter of fact, 0 FHEO has proven to be such a toothless and ineffectual 

regulator that bipartisan legislation has been pending in Congress to abolish OFHEO and 

replace it with a stronger regulator with ample oversight powers. The conduct described above 

occurred on OFHEO's watch, yet OFHEO not only failed to detect it, but in many cases 

acquiesced in the wrongdoing. Indeed, OFHEO only launched its investigation of Fannie Mae 

after similar conduct- also undetected by OFHEO- came to light at Freddie Mac. 

162. In the prior Freddie Mac shareholder derivative litigation (MDL No. 1584, 

S.D.N.Y.), commenced in the wake of the public exposure of Freddie Mac's undetected 

accounting fraud, the derivative plaintiffs there played a major role in the recovery of $99 

million from its officers and directors as well as co-conspirators for the benefit of Freddie Mac, 
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as well as substantial therapeutic and corporate governance improvements. OFHEO, on the 

other hand, levied a $125 million penalty against Freddie Mac, and its efforts to recoup any of 

that penalty from responsible Freddie Mac senior executives has, after more than three years of 

litigation, recovered relatively little for it or its shareholders. Similarly OFHEO and the SEC 

have in the past extracted a $400 million penalty from the Company due to the violations of 

fiduciary duties and fraudulent accounting manipulations ofF annie Mae's officers and directors, 

but such regulatory action has produced nothing for the Company's benefit. 

163. Accordingly, this derivative action is both legally proper and factually 

necessary. 

CAUSES OF ACTION 

COUNT I 

VIOLATIONS OF SECTION 14(A) OF THE SECURITIES EXCHANGE ACT OF 1934 AND RULE 

14A-9 PROMULGATED THEREUNDER 

164. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

165. This Count is asserted by plaintiff against the members ofthe Company's 

Board ofDirectors on April4, 2008 (the "2008 Directors") for violations of Section 14(a) of 

the Exchange Act and SEC Rule 14a-9 promulgated thereunder as controlling persons of 

Fannie Mae in connection with the Company's Proxy Statement disseminated on behalf of 

the Board on April4, 2008 in connection with the Company's Annual Meeting of 

Shareholders scheduled and ultimately held on May 20, 2008. At all relevant times to this 

Count, the 2008 Directors were controlling persons of Fannie Mae under and pursuant to 
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Section 20 of the Exchange Act inasmuch as they had the power to control all aspects of the 

Company's business including, inter alia, those documents issued and disseminated in its 

name. 

166. The Proxy Statement solicited the votes of plaintiff and the other Fannie 

Mae shareholders in connection with, inter alia, the re-election of certain of 12 of the sitting 

directors ofthe Company. The Proxy Statement issued and disseminated to plaintiff and all 

other Fannie Mae shareholders purported to describe the activities of the Company's Board 

and the committees thereof in the preceding year, setting forth, inter alia, the number of 

meetings held and what certain of such committees purportedly accomplished. 

167. Most significantly, the Proxy Statement at page 8 et seq discussed the 

Board's corporate governance, the purported independence of its members and other 

matters bearing upon the qualifications of the 2008 Directors who were seeking re-election 

through the means of the Proxy Statement. In connection therewith, the Proxy Statement 

deceptively stated: 

"The Board and Management of Fannie Mae continually moniter the latest 
developments in corporate governance, as well as the most recent laws, rules and 
regulations so that the Company adopts the latest and best corporate 
governance practices." [emphasis added] 

168. The Proxy Statement contained untrue statements of material fact and 

omitted other facts necessary to make the statements made not misleading, all of which 

conduct was in violation of §14(a) of the Exchange Act and Rule 14a-9 promulgated 

thereunder by the SEC. In particular, the above-quoted statement was blatantly false 

inasmuch as, inter alia, each member of the Company's Board of Directors knew that 
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Fannie Mae was not following OFHEO's guidelines for its operations, that its financial 

statements and releases to the public materially concealed the Company's deteriorated 

financial and operating condition in violation of the federal securities laws and otherwise. In 

this context, the Proxy Statement failed to disclose the extent to which the nominees for re-

election to the Board were responsible for the wrongdoing that caused the Company to be 

damaged as described herein and to be exposed to billions of dollars in fines, restitution, 

verdicts in litigation and other damages. 

169. Indeed, as reported by OFHEO in its May 2006 Report cited above at ,-r 7, 

the members of Fannie Mae's Board of Directors at the time, including those who remained 

among the 2008 Directors (in particular, defendants Mudd, Ashley and Swygert), had failed 

abjectly in their corporate governance including their failure to follow OFHEO's own 

guidelines and directions, which failures continued through and including the issuance and 

dissemination of the Proxy Statement. Among OFHEO's criticisms of Fannie Mae's Board 

were the following comments going to the core of their fiduciary responsibilities as 

directors: 

• Fannie Mae's Board of Directors contributed to those problems by failing to 
be sufficiently informed and to act independently of its chairman, Franklin 
Raines, and other senior executives; by failing to exercise the requisite oversight 
over the [Company's] operations; and by failing to discover or ensure the 
correction of a wide variety of unsafe and unsound practices. 

• The Board's failures continued in the wake of revelations of accounting 
problems and improper earnings management at Freddie Mac and other high 
profile firms, the initiation ofOFHEO's special examination, and credible 
allegations of improper earnings management made by an employee of the 
[Company's] Office ofthe Controller. 
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170. The Proxy Statement failed to disclose that, while these pointed comments 

were made to Fannie Mae's Board less than two years earlier, other than the reference to 

defendant Raines, the Board's governance of Fannie Mae had not changed materially 

despite the proclamations of its members that they would adopt and adhere to "the latest and 

best corporate governance practices." 

171. The 2008 Directors went on to state as to the issue of their own 

independence: 

"We believe that a central component of good corporate governance is having a 
Board that is composed a substantial majority of directors who are independent 
from management." 

172. The 2008 Directors went on to describe some of the characteristics of their 

purported independence from management while concealing the fact that none of them were 

or could be considered "independent" once they had colluded with defendant Mudd and 

other members of the Company's senior management to conceal Fannie Mae's true financial 

and operating condition as described above. In effectively becoming a "band of brothers" 

committed to concealing their own failures from Fannie Mae's shareholders, the 

independence the 2008 Directors projected in the Proxy Statement was (and is) simply an 

illusion. 

173. At page 17 ofthe Proxy Statement, the 2008 Directors set forth what they 

maintain were and are the principal qualifications for an individual to serve on Fannie Mae's 

Board. In particular, they state, inter alia : 

"The Board, as a group, must be knowledgeable in business, finance, 
capital markets, accounting, risk management, public policy, mortgage lending, 
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real estate, low-income housing, homebuilding, regulation of financial 
institutions, and any other areas that may be relevant to the safe and sound 
operation of Fannie Mae." 

174. Such statement was made by the 2008 Directors to imply that they were 

well-equipped to deal with the complexity and challenges of Fannie Mae's business 

operations and environment, when they were not. In fact, notwithstanding such statement, 

the presidential appointees to the Board were made to reward political loyalty and most 

members of Fannie Mae's Board were sorely lacking in the knowledge and experiences 

necessary for the "safe and sound operation of Fannie Mae." 

175. The 2008 Directors go on to state: 

"In considering members of the Board for re-nomination, the Nominating and 
Corporate Governance Committee [of the Board] takes into consideration: a 
director's previous contribution to the effective functioning of Fannie Mae ... " 

176. In fact, such Committee did not make any such evaluation as to each or 

any of the 12 nominees for re-election to the Board nor did it perform (nor could it perform) 

any objective evaluation of them as appropriate for re-nomination. 

177. The Proxy Statement goes on to state, at page 18: 

"There is one fewer nominee for director than the number of directors to be elected 
by shareholders ... because we are still engaged in the process of identifying an 
appropriate and qualified candidate." 

178. In fact, in making such statement, the 2008 Directors fail to disclose 

that such person is being sought by management and counsel to the so-called "Special 

Committee" of the Board to be appointed to such Committee' purportedly for the purpose of 

providing some level of purported independence in connection with the demands made on 
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Fannie Mae's Board by shareholders such as plaintiff Agnes and others and to serve as a 

pretext to seek the dismissal of this and other shareholder derivative litigation. Similarly, in 

this context and otherwise, the 2008 Directors fail to include in the Proxy Statement neither 

the content nor substance of the demands made by plaintiff and others, the import of them 

and what, in particular, Fannie Mae's directors have done or not done in response thereto. 

179. In connection with the 2008 Directors descriptions ofthe various 

Committees of the Board, they described what the Board's Audit Committee and was 

supposed to do at page 23 of the Proxy Statement: 

"The Audit Committee oversees: 

+our accounting, reporting and financial practices, including the integrity of our 

financial statements and internal control over financial reporting; 

+ our compliance with legal and regulatory requirements (in coordination with the 

Compliance Committee); 

+ the qualifications and independence of our outside auditors; and 

+the performance of our internal audit function and our outside auditor." 

180. The foregoing statements, in the context of the facts alleged above, were 

deceptive and made with the objective of misleading the shareholders of Fannie Mae. Such 

statements made by the 2008 Directors failed to disclose that, in fact, the members of the 

Audit Committee, despite their many meetings in 2007, failed to require that the Company's 

financial statements were prepared in accordance with GAAP and the purported audits 

thereof by Deloitte & Touche, LLP "(Deloitte") were not conducted in compliance with 

GAAS. Indeed, each ofthe members of Fannie Mae's Audit Committee knew or should 
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have known as ofthe date ofthe Proxy Statement that the Company's financial statements 

as of December 31, 2007, materially overstated its financial and operating condition, 

understated by material amounts its contingent liabilities and failed to amply provide for 

loan losses and asset reductions as provided more fully above. 

181. Such statements also failed to disclose the extent to which Deloitte and 

OFHEO had pointed out to the Company's Board, including the members of the Audit 

Committee, material shortcomings in Fannie Mae's internal audit and risk management 

functions thus leading to the issuance and dissemination of its false and misleading 2007 

financial statements concurrently with the Proxy Statement. Similarly, the Audit 

Committee's Report, signed by defendants Beresford, Ashley, Horn, Smith and Wulff, 

appearing at pages 58 and 59 of the Proxy Statement, was equally deceptive for the 

foregoing reasons. 

182. As a result ofthe use by the Company's Board of Directors of the Proxy 

Statement to solicit the votes of plaintiff and other Fannie Mae shareholders, which Proxy 

Statement failed to disclose the material facts set forth herein, the Board's nominees for re-

election were approved. By utilizing such Proxy Statement, the suffrage rights of plaintiff 

and each other shareholder of the Company have been violated, which conduct is in 

violation of Section 14 (a) ofthe Exchange Act and SEC Rule 14a-9 promulgated 

thereunder. 

COUNT II 

BREACH OF FIDUCIARY DUTY BY OFFICER AND DIRECTOR DEFENDANTS 

WITH RESPECT TO PRE-2005 CLAIMS 
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183. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

184. Each officer and director defendant owed Fannie Mae and its shareholders the 

highest fiduciary duties ofloyalty, honesty, and care in conducting the Company's affairs. 

185. Defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, 

Mulcahy, and Swygert knowingly, intentionally, recklessly or negligently breached his or her 

fiduciary and other duties owed to Fannie Mae and its shareholders and, thereby, caused the 

Company to waste its assets, expend corporate funds, suffer from the effect of remedial 

measures imposed and to be imposed upon the Company by regulators, and impair its 

reputation and credibility for no legitimate business purpose, as a result of which Fannie Mae 

has been and continues to be substantially damaged. These defendants knew or should have 

known that the Company's financial statements were not prepared in conformity with GAAP 

and that the purported audits of those financial statements by KPMG during the relevant 

period were not carried out in accordance with GAAS. Indeed, despite the increased attention 

paid to the accuracy ofFannie Mae's financial statements and the procedures implemented in 

the wake of the settlement with OFHEO and the SEC, the Company's assets, earnings and net 

worth continue to be overstated by material amounts as a result of the inadequacy of its 

reserves, even after reporting a loss of$2.2 billion for the quarter ended March 31, 2008. 

186. Accordingly, plaintiff on behalf of Fannie Mae and its shareholders seeks 

from defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, Mulcahy, and 

Swygert monetary damages, injunctive remedies, and other forms of equitable relief. 

COUNT III 
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AIDING AND ABETTING BREACH OF FIDUCIARY DUTY 

WITH RESPECT TO PRE-2005 CLAIMS BY GOLDMAN SACHS 

187. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

188. Defendant Goldman Sachs knowingly, intentionally, or recklessly 

designed and implemented sham transactions for the purpose of shifting Fannie Mae's 

income to different accounting periods, and knowingly, intentionally, or recklessly failed 

to make truthful, complete, or appropriate disclosures concerning those transactions, as set 

out above. Goldman Sachs acted in such manner with the knowledge that by engaging in 

sham transactions with Fannie Mae officers, such officers were breaching fiduciary duties 

owed by them to Fannie and its shareholders. 

189. As a result ofthese wrongful actions, defendant Goldman Sachs aided and 

abetted the breaches of fiduciary and other duties by the officer and director defendants as 

well as their colleagues. 

190. As a result of defendant Goldman Sachs' aiding and abetting the breaches 

of fiduciary and other duties by the officer and director defendants, Fannie Mae has been 

and continues to be substantially damaged. 

191. Accordingly, plaintiff on behalf of Fannie Mae and its shareholders, seeks 

from defendant Goldman Sachs monetary damages, injunctive remedies, and other forms 

of equitable relief. 

93 

Case 1:16-cv-00193-GMS   Document 14-1   Filed 08/04/16   Page 128 of 154 PageID #: 732



Case 1:08-cv-01093-RJL   Document 1   Filed 06/25/08   Page 94 of 119

COUNT IV 

INDEMNIFICATION FROM OFFICER AND DIRECTOR DEFENDANTS 

WITH RESPECT TO PRE-2005 CLAIMS 

192. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

193. Defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, 

Mulcahy, and Swygert, as agents of Fannie Mae, breached their fiduciary and other duties 

to Fannie Mae and its shareholders, as set out above. 

194. Fannie Mae has suffered and will suffer significant and substantial injury 

as a direct result of these breaches of the fiduciary and other duties owed to it. Part of that 

injury suffered by Fannie Mae as a result of this wrongdoing by these defendants may be 

liability to investors, OFHEO and others. 

195. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

from defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, Mulcahy, 

and Swygert complete and full indemnification to the extent Fannie Mae is found liable for 

the wrongdoing of these defendants and those who acted wrongfully together with them. 

COUNTV 

BREACH OF CONTRACT BY GOLDMAN SACHS 

WITH RESPECT TO PRE-2005 CLAIMS 

196. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

197. Defendant Goldman Sachs, as the underwriter/dealer for the transactions 

establishing the REMIC Trusts, was contractually and professionally obligated to provide 
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the Company these services consistent with GAAP, with legal and regulatory requirements 

mandating truthful, complete, and appropriate public disclosures concerning these 

transactions, and with the law generally. 

198. Defendant Goldman Sachs failed to provide to Fannie Mae the services it 

was paid for and contractually obligated to provide to the Company, as set out above and, 

further, failed to perform its contractual obligations to Fannie Mae fairly and in good faith. 

Goldman Sachs not only kept the compensation that it received directly and indirectly as a 

result of its wrongdoing but invested the proceeds thereof and received additional unjust 

enrichment. 

199. As a result of these breaches of contract, as well as its unjust enrichment 

in connection therewith, Fannie Mae was substantially damaged in an amount presently 

unknown. 

200. Accordingly, plaintiff on behalf of Fannie Mae and its shareholders, seeks 

from defendant Goldman Sachs monetary damages. 

COUNT VI 

NEGLIGENCE OF OFFICERS AND DIRECTORS 

WITH RESPECT TO PRE-2005 CLAIMS 

20 1. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

202. Defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, 

Mulcahy, and Swygert were negligent in the performance of his or her responsibilities for 
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the management and governance of Fannie Mae, as a result of which the Company was 

substantially damaged in an amount presently unknown. 

203. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

from defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, Mulcahy, 

and Swygert monetary damages. 

COUNT VII 

VIOLATIONS OF SARBANES-0XLEY BY RAINES AND HOWARD 

WITH RESPECT TO PRE-2005 CLAIMS 

204. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

205. Defendants Raines and Howard, as Chief Executive Officer and Chief 

Financial Officer, respectively, signed off on the financial statements of Fannie Mae and, 

as such, were personally responsible for the accuracy thereof. 

206. Such financial statements materially overstated the assets, earnings, and 

net worth of Fannie Mae, and defendants Raines and Howard knowingly engaged in 

misconduct when they approved them. 

207. Pursuant to Section 304 of Sarbanes-Oxley, defendants Raines and 

Howard should be required to surrender to the Company all compensation or other benefits 

paid or arguably payable by Fannie Mae that were based upon or otherwise tied to its 

financial statements that were materially false. 

COUNT VIII 

UNJUST ENRICHMENT OF OFFICER AND DIRECTOR DEFENDANTS 
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WITH RESPECT TO PRE-2005 CLAIMS 

208. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

209. Defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, 

Mulcahy, and Swygert were unjustly enriched by the payments made to them as 

compensation and otherwise by the Company. 

210. Defendant Raines, from 1998 through 2004, while engaged in the 

wrongdoing set forth above, received $22.6 million in salary and bonuses from Fannie Mae, 

plus $62 million in options and stock awards, and, in 2004, $200,000 for his use of 

corporate aircraft. Defendant Raines unjustly, and indirectly at the expense of Fannie Mae, 

received improper "Friends of Angelo" personal below-market mortgages from defendant 

Countrywide and was unjustly enriched thereby. 

211. Such special treatment by a company with which Fannie Mae violated the 

Company's "Code of Conduct" for its employees, which underscores that "we seek to avoid 

any actual or apparent conflict between Fannie Mae's business interests and our own 

personal interests or those of relatives or associates." Similarly, Fannie Mae's "Conflicts of 

Interest Policy for Members ofthe Board of Directors" provides: 

A conflict of interest arises when a person's private interest interferes 
in any way--or even appears to interfere-with the interests of the 
Corporation as a whole. A conflict can arise when a director takes 
actions or has interests that make it difficult to perform his or her 
work objectively and effectively for the Corporation. Conflicts of 
interest also arise when a director, or a member of his or her 
immediate family, receives improper personal benefits as a result of 
his or her status as a director of the Corporation. Any situation that 
involves, or appears to involve, a conflict of interest must be 
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disclosed to the Governance Committee Chair or another member of 
the Governance Committee. 

212. That Conflict oflnterest Policy goes on to command that "[a] director, or 

any member of his or her immediate family, should not offer, solicit or accept gifts in those 

instances where the gift is being made in order to influence the director's actions as a 

Corporation Board member, or where the offer, solicitation or acceptance of such gift gives 

the appearance of a conflict of interest." In no uncertain terms this Policy states that "[i]t is 

imperative that all directors, whether appointed or elected, exercise good faith by disclosing 

information relating to conflicts or potential conflicts of interest." 

213. Indeed, a Fannie Mae spokesman, quoted by THE WALL STREET JOURNAL, 

explained that Fannie Mae's Code of Conduct "requires the disclosure of potential conflicts 

of interest and prohibits acceptance of substantial gifts, including loan with preferential 

terms, from an organization seeking to do business with the company without prior review 

and approval by the company." 

214. Clearly, defendant Raines did not comply with Fannie Mae's conflicts of 

interest rules and procedures-- indeed, he did not even manifest the elementary "good faith" 

those rules expect -- by failing to disclose and get advance Company approval of his "Friend 

of Angelo" loans from Countrywide. 

215. Defendant Howard, while engaged in the wrongdoing set forth above, 

received $7.7 million in salary and bonuses and $21.8 million in options and stock awards 

from Fannie Mae in those years. 
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216. Defendants Mudd and Spencer also received millions of dollars in bonuses 

and "incentive" payments that were unearned and based upon the artificially inflated 

earnings caused and/or acquiesced in by Fannie Mae's Board. 

217. Throughout the relevant period, defendants Ashley, Duberstein, Malek, 

Mulcahy, and Swygert were paid substantial fees for attending meetings and otherwise 

occupying positions as directors of Fannie Mae. All of such payments and fees as well as 

other benefits were unearned and unjustified since these directors so utterly failed to fulfill 

their responsibilities for the management and governance of the Company. 

218. Defendants Raines, Howard, Mudd, Spencer, Ashley, Duberstein, Malek, 

Mulcahy, and Swygert not only received but retained the funds unjustly received and 

invested such funds, thereby receiving additional unjust enrichment. 

219. As a result of the foregoing unjust enrichment, defendants Raines, 

Howard, Mudd, Spencer, Ashley, Duberstein, Malek, Mulcahy, and Swygert should be 

required to repay to Fannie Mae the respective amounts paid plus interest based upon each 

of these defendants' investment and retention of the proceeds of their unjust enrichment. 

COUNT IX 

BREACH OF FIDUCIARY DUTY BY OFFICER AND DIRECTOR DEFENDANTS 

WITH RESPECT TO SUBPRIME CLAIMS 

220. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

221. The Subprime Defendants owed Fannie Mae and its shareholders the highest 

fiduciary duties of loyalty, honesty, and care in conducting the Company's affairs. Each 
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owed Fannie Mae and its shareholders the fiduciary duty to exercise good faith and diligence 

in the administration of the affairs of the Company and in the use and preservation of its 

property and assets. 

222. As officers and directors of a publicly held company, Fannie Mae's officers 

and directors had and have a duty to promptly disseminate accurate and truthful information 

with regard to the Company's revenue, margins, operations, performance, management, 

projections, forecasts as well as other material facts bearing upon its operations and financial 

condition. 

223. As a result of the actions and omissions set out above, each Subprime 

Defendant knowingly, intentionally, recklessly or negligently breached his or her fiduciary and 

other duties owed to Fannie Mae and its shareholders and, thereby, caused the Company to 

waste its assets, expend corporate funds, suffer from the effect of remedial measures imposed 

and to be imposed upon the Company by regulators, and impair its reputation and credibility 

for no legitimate business purpose, as a result of which Fannie Mae has been and continues to 

be substantially damaged. 

224. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders seeks 

from the Subprime Defendants monetary damages, injunctive remedies, and other forms of 

equitable relief. 
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COUNT X 

BREACH OF FIDUCIARY DUTY BY DEFENDANTS MUDD, LEVIN, WILLIAMS, LUND, 

NICULESCU, SENHAUSER, BACON, KNIGHT, BLAKELY, HISEY, AND PICKETT FOR INSIDER 

SELLING AND MISAPPROPRIATION OF INFORMATION 

WITH RESPECT TO THE SUBPRIME CLAIMS 

225. Plaintiff incorporates by reference and realleges each and every allegation 

set forth above as though fully set forth herein. 

226. At the time of the stock sales set forth herein, defendants Mudd, Levin, 

Williams, Lund, Niculescu, Senhauser, Bacon, Knight, Blakely, Kisey and Pickett knew the 

information described above, and sold Fannie Mae common stock on the basis of such 

information. 

227. The information described above was proprietary non-public information 

concerning the Company's financial condition and future business prospects. It was a 

proprietary asset belonging to the Company, which these defendants used for their own benefit 

when they sold Fannie Mae common stock. 

228. At the time of their stock sales, these defendants knew that Fannie Mae was 

exposed to the subprime mortgage crisis and that the Company's statements at that time 

concealed the full extent of that exposure and materially misrepresent the Company's fmancial 

condition. These defendants' sales of Fannie Mae common stock while in possession and 

control of this material adverse non-public information was a breach of their fiduciary duties 

of loyalty and good faith. 

229. Since the use of the Company's proprietary information for their own gain 

constitutes a breach of these defendants' fiduciary duties owed to the Company and its 
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shareholders, the Company is entitled to the imposition of a constructive trust on any profits 

defendants Mudd, Levin, Williams, Lund, Niculescu, Senhauser, Bacon, Knight, Blakely, 

Kisey or Pickett obtained thereby. 

COUNT XI 

INDEMNIFICATION FROM OFFICER AND DIRECTOR DEFENDANTS 

WITH RESPECT TO SUBPRIME CLAIMS 

230. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

231. The Subprime Defendants, as fiduciaries and agents ofF annie Mae, breached 

their fiduciary and other duties to Fannie Mae and its shareholders, as set out above. 

232. Fannie Mae has suffered and will suffer significant and substantial injury as a 

direct result of these breaches of the fiduciary and other duties owed to it. Part of that injury 

suffered by Fannie Mae as a result of this wrongdoing by the Subprime Defendants may be 

liability to investors, OFHEO and others. 

233. Accordingly, plaintiff, on behalfofFannie Mae and its shareholders, seeks 

from the Subprime Defendants complete and full indemnification to the extent Fannie Mae is 

found liable for the wrongdoing of these defendants and those who acted wrongfully together 

with them. 

COUNT XII 

NEGLIGENCE OF OFFICERS AND DIRECTORS 

WITH RESPECT TO SUBPRIME CLAIMS 

234. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 
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235. Each Subprime Defendants was negligent in the performance of his or her 

responsibilities for the management and governance of Fannie Mae, as a result of which the 

Company was and will continue to be substantially damaged in an amount presently unknown. 

236. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

from the Subprime Defendants monetary damages. 

COUNT XIII 

VIOLATIONS OF SARBANES-0XLEY BY MUDD AND LEVIN 

WITH RESPECT TO SUBPRIME CLAIMS 

23 7. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

238. Defendant Mudd, as ChiefExecutive Officer, and defendant Levin, as Chief 

Financial Officer and Interim Chief Financial Officer, signed off on the financial statements of 

Fannie Mae and, as such, were personally responsible for the accuracy thereof. 

239. Such financial statements materially overstated the assets, earnings, and net 

worth of Fannie Mae, and defendants Mudd and Levin engaged in misconduct when they 

approved them. 

240. Pursuant to Section 304 of Sarbanes-Oxley, defendants Mudd and Levin 

should be required to surrender to the Company all compensation or other benefits paid or 

arguably payable by Fannie Mae that were based upon or otherwise tied to its financial 

statements that were materially false. 

COUNT XIV 

UNJUST ENRICHMENT OF OFFICER AND DIRECTOR DEFENDANTS 

WITH RESPECT TO SUBPRIME CLAIMS 
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241. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

242. Each of the Subprime Defendants was unjustly enriched by the payments 

made and/or payable to them as compensation and otherwise by the Company. 

243. Throughout the relevant period, each of the directors among the Subprime 

Defendants was paid substantial fees for attending meetings and otherwise occupying 

positions as directors of Fannie Mae. Similarly, the senior officers of Fannie Mae among the 

Subprime Defendants were being paid and will be paid substantial salaries and other 

compensation for their purported services to the Company. All of such payments and fees 

were unearned and unjustified since these officers and directors so utterly failed to fulfill their 

responsibilities for the management and governance of the Company. 

244. Each of the Subprime Defendants not only received and retained the funds 

unjustly received and invested such funds, thereby receiving additional unjust enrichment. 

245. By their wrongful acts of insider selling, defendants Mudd, Levin, Williams, 

Lund, Niculescu, Senhauser, Bacon, Knight, Blakely, Kisey or Pickett were unjustly enriched 

at the expense of and to the detriment ofFannie Mae. 

246. As a result of the foregoing unjust enrichment, each of the Subprime 

Defendants should be required to repay to Fannie Mae the respective amounts paid plus 

interest based upon each of these defendants' investment and retention of the proceeds of their 

unjust enrichment, and to disgorge all other profits, benefits, and compensation obtained by 

them from their wrongful conduct. 
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COUNT XV 

BREACH OF CONTRACT BY W AM.u AND COUNTRYWIDE 

WITH RESPECT TO SUBPRIME CLAIMS 

24 7. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

248. The contracts by which WaMu and Countrywide sold loans to Fannie Mae, 

which plaintiff does not presently have available to attach hereto, either by implication or 

otherwise included representations and promises by WaMu and Countrywide, respectively, 

that the value of those loans had been determined by appraisals in compliance with 

professional and legal standards requiring the independence of appraisers from the lending, 

investment, and collection functions of a financial institution. In fact, Countrywide and 

WaMu controlled the selection and assignment of appraisers to the loans that were ultimately 

sold to Fannie Mae in violation ofthese professional and legal standards. 

249. Moreover, in many cases, WaMu, Countrywide and/or their respective loan 

officers exerted pressure on appraisers to raise the appraised value of a home being used as 

collateral for a loan above what the appraiser, in his best professional judgment, had 

determined to be the value of that home. 

250. This conduct by WaMu and Countrywide constitutes a breach of their 

contracts with Fannie Mae that substantially damaged Fannie Mae in an amount which cannot 

presently be determined. Upon information and belief, such conduct by WaMu and 

Countrywide was known to be occurring by defendants Killinger and Mozilo, respectively, 

and/or directed by them personally or through subordinates. 
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251. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

monetary damages from defendants WaMu, Countrywide, Mozilo and Killinger. 

COUNT XVI 

BREACH OF WARRANTY BY W AMU AND COUNTRYWIDE 

WITH RESPECT TO SUBPRIME CLAIMS 

252. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

253. Fannie Mae requires all lenders from whom it purchases loans to "follow 

appropriate practices in the property valuation and underwriting processes." Fannie Mae 

unequivocally emphasizes that "[i]t is essential that a lender obtain an independent, 

disinterested examination and valuation ofthe property that secures a mortgage it intends to 

sell us .... The lender must not attempt to apply pressure or otherwise unduly influence the 

appraiser to reflect certain results in his or her analysis or reporting." 

254. Most importantly, Fannie Mae makes it clear to all the lenders with whom it 

does business that it "hold[ s] the lender responsible for the accuracy of both the appraisal and 

its assessment of the marketability of the property." In doing business with any lender, Fannie 

Mae explicitly relies on the lender to ensure that appraisals are done properly and lawfully, 

that is, appraisals must be impartial and unbiased. In doing business with Fannie Mae, the 

"lender is solely accountable for the performance of the appraisers it selects." 

255. Consequently, with each sale of a loan to Fannie Mae, WaMu and Countrywide 

warranted that the appraisals underlying the loan were in full compliance with USP AP, applicable 

laws, and Fannie Mae's requirements. 
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256. In fact, WaMu, Countrywide and their loan officers effectively controlled the 

selection of appraisers for their originated loans and in other ways manipulated the appraisal 

process, as described above, in violation of USPAP, applicable laws, and Fannie Mae's 

requirements. Upon information and belief, such conduct by the subprime facilitators, including the 

selection of appraisers by WaMu and Countrywide, was known to be occurring by defendants 

Killinger and Mozilo, respectively, and/or directed by them personally or through subordinates. 

257. These violations ofUSPAP, applicable laws, and Fannie Mae's requirements 

governing the appraisal process constituted a breach of warranty by W aMu and Countrywide that 

has substantially damaged Fannie Mae in an amount which cannot presently be determined. 

25 8. According! y, plaintiff, on behalf ofF annie Mae and its shareholders, seeks 

monetary damages from defendants WaMu, Countrywide, Mozilo and Killinger. 

COUNT XVII 

CONSPIRACY TO DECEIVE AND DEFRAUD BY W AMU, FIRST AMERICAN, 

EAPPRAISEIT, COUNTRYWIDE, AND LSI 

WITH RESPECT TO SUBPRIME CLAIMS 

25 9. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

260. Upon information and belief, defendants WaMu, First American, and 

eAppraiseit on the one hand and Countrywide and LSI on the other, agreed and conspired to 

allow WaMu and Countrywide loan officers, respectively, to effectively control the selection 

of appraisers for their originated loans and to manipulate the appraisal process so as to 

improperly, unprofessionally, and illegally increase the appraised value of the properties that 

were collateral for WaMu loans sold by it and purchased by Fannie Mae. Upon information 
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and belief, such conduct by WaMu, First American, eAppraiseit, Countrywide and LSI was 

known to be occurring by defendants Killinger, Merlo and Mozilo, respectively, and/or 

directed by them personally or through subordinates. 

261. As a result ofthe purchase ofWaMu and Countrywide loans valued through 

this corrupt appraisal process, Fannie Mae was substantially damaged in an amount which 

cannot presently be determined. 

262. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

monetary damages from subprime facilitators, defendants W aMu, First American, eAppraiselt, 

Countrywide and LSI, as well as from defendants Killinger, Merlo and Mozilo. 

COUNT XVIII 

RECKLESS PROVISION OF INFORMATION FOR THE GUIDANCE OF OTHERS 

BY EAPPRAISEIT, FIRST AMERICAN, AND LSI 

WITH RESPECT TO SUBPRIME CLAIMS 

263. Plaintiff incorporates by reference and realleges each and every allegation set 

forth above as though fully set forth herein. 

264. Upon information and belief, defendants eAppraiseit and LSI expressly 

represented to Fannie Mae that in providing appraisal services they "adhere to all guidelines 

established by USPAP, FNMA [Fannie Mae], FHLMC, and Federal and State Regulations." 

265. Defendants eAppraiseit, First American and LSI knew that, with respect to 

the appraisal services of eAppraiseit and LSI for defendant WaMu, such representations were 

not true due to the control over the selection of appraisers and the ability to manipulate the 

appraisal process eAppraiselt and LSI had given to WaMu and Countrywide. 
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266. Defendant eAppraiselt expressly represented: "A value-added service 

eAppraiseit actively manages appraiser service levels and monitors quality and time sensitive 

documentation to ensure compliance with standard appraisal practices." 

267. Defendants eAppraiseit and First American knew that, with respect to 

eAppraiseit's appraisal services for WaMu, this representation was not true due to the control 

over the selection of appraisers and the ability to manipulate the appraisal process eAppraiseit 

had given to WaMu. Upon information and belief, such conduct by eAppraiseit and First 

American was known to be occurring by defendant Merlo and/or directed by him personally or 

through subordinates. 

268. Investors in the secondary mortgage market who purchased WaMu and 

Countrywide loans, including Fannie Mae, reasonably relied on these various representations 

that the appraisals underlying WaMu and Countrywide-originated mortgages done by 

eAppraiseit and LSI, respectively, were done in compliance with professional guidelines and 

federal and state laws and regulations, and so were good-faith, competent, and professionally 

objective appraisals of the value of the collateral for WaMu and Countrywide-originated 

mortgages. 

269. Defendants eAppraiseit, First American, Merlo and LSI knew, or should have 

known, that investors in the secondary mortgage market who purchased WaMu and 

Countrywide loans, including Fannie Mae, reasonably relied on these representations and the 

purportedly professionally objective quality of the appraisals of the value ofthe collateral for 

WaMu and Countrywide-originated mortgages. 
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270. Defendants eAppraiseit, First American, Merlo and LSI surrendered control 

over the selection of appraisers to WaMu and Countrywide, respectively, and gave W aMu and 

Countrywide the ability to manipulate the appraisal process in reckless disregard of the 

ultimate accuracy of the appraisals of the value of the collateral for WaMu and Countrywide­

originated mortgages and of the reliance of investors in the secondary mortgage market who 

purchased WaMu and Countrywide-originated loans, including Fannie Mae, on the accuracy 

of those appraisals. 

271. As a result of this reckless provision of information for the guidance of others, 

Fannie Mae was substantially damaged in an amount which cannot presently be determined. 

272. Accordingly, plaintiff, on behalf of Fannie Mae and its shareholders, seeks 

monetary damages from defendants eAppraiselt, First American, Merlo and LSI. 

PRAYER FOR RELIEF 

Wherefore, plaintiff prays that the Court enter judgment against the defendants: 

A. declaring that the officer and director defendants have breached their fiduciary and 

other duties owed to Fannie Mae and its shareholders as alleged herein, and further declaring that 

Goldman Sachs aided and abetted such conduct with respect to the Pre-2005 Claims; 

B. declaring that WaMu, First American, eAppraiselt, Countrywide and LSI have 

breached their respective contractual and other duties owed to Fannie Mae and its shareholders as 

alleged herein and further declaring that defendants Killinger, Merlo and Mozilo actively 

participated in such conduct; 
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C. declaring the election of directors pursuant to the Proxy Statement null and void and 

ordering that a new election take place pursuant to a proxy statement prepared in accordance with 

the disclosure and other requirements of the federal securities laws; 

D. directing all defendants, jointly and severally, to account for all losses and damages 

sustained by Fannie Mae caused by reason of the acts and omissions complained of herein; 

E. awarding Fannie Mae money damages against all defendants, jointly and severally, 

for all losses and damages sustained and to be sustained by Fannie Mae and its shareholders as a 

result of the acts, omissions and transactions complained ofherein; 

F. directing the Company's officer and director defendants named herein to account for 

and to remit and disgorge to Fannie Mae all profits and other benefits and unjust enrichment they 

have obtained and retained as a result of the acts and omissions complained of herein, including all 

salaries, bonuses, fees, stock awards, options, compensation and common stock sales proceeds 

together with the earnings upon such amounts by which the such defendants were unjustly enriched 

and imposing a constructive trust thereon; 

G. ordering that the senior management of Fannie Mae named as defendants herein and 

those under their supervision and control refrain from further misconduct as alleged herein and to 

implement corrective measures that will rectify all such wrongs as have been committed and prevent 

their recurrence; 

H. ordering the Company to take all necessary actions to reform and improve its 

corporate governance and internal control procedures including, inter alia, establishing and 

implementing effective underwriting standards and accounting for its operations and financial 

condition in compliance with GAAP; 
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I. awarding Fannie Mae pre-judgment and post-judgment interest as allowed by law; 

J. awarding Fannie Mae punitive damages; 

K. awarding disgorgement by defendants Mudd and Levin in favor of Fannie Mae as 

provided by§ 304 of Sarbanes-Oxley; 

L. awarding plaintiffs attorneys' fees, expert fees, consultant fees and other costs and 

expenses; and 

M. granting such other and further relief as the Court may deem just and proper. 

JURY TRIAL DEMANDED 

Plaintiff demands a jury trial as to all issues so triable. 

June Jf", 2008 

CUNEO GILBERT & LaDUCA, LLP 

JONATHAN W. CUNEO (D.C. Bar# 939389) 
ROBERT J. CYNKAR (D.C. Bar# ~5) 1518'f~ 
DAVID W. STANLEY (D.C. Bar# 174318) 
507 C Street, N.E. 
Washington, DC 20002 
202-789-3960 

GREENFIELD & GOODMAN, LLC 

RICHARD D. GREENFIELD 
MARGUERITE R. GOODMAN 
780 Third A venue - 48th Floor 
New York, NY 10017 
( 41 0)320-5931 

Attorneys for Plaintiff 
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VERIFICATION 

I, L. JAY AGNES, hereby dedare and verify as follows: 

I am the plaintiff in the above-captioned case. I have read the contents of the 

foregoing Complaint. I am informed and believe the matters related therein are 

true, based upon facts as related to me by my counsel, and on that ground I allege 

that the matters stated therein are true. 
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Exhibit A 
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GREENFIELD & GOODMAN LLC 
ATTORNEYS AT LAW 

Richard D. Greenfield 
Also Admitted to the New York 
and Pennsylvania Bars 

Fannie Mae 
3900 Wisconsin Avenue, N.W. 
Washington, DC 20016 

Attention: Board of Directors 

7426 Tour Drive 
Easton, Maryland 21601 

(410) 745-4149 
(410) 745-4158 (Fax) 

November 29, 2007 

e-mail: whitehatrdg@earthlink. net 

VIAE-MAIL 

c/o O'Melveny & Myers, Counsel to Fannie Mae 

Dear Members of the Board: 

I am writing to you on behalf of Jay Agnes, the continuous owner of 300 shares of the common 
stock of Fannie Mae ("the Company") from May 8, 1996 to the present. This letter amends and 
supplements my letter to you on his behalf dated October 3, 2007. With that letter was enclosed 
an Electronic Broker Book Security Review from Mr. Agnes' broker reflecting such ownership, 
which continues to the present. 

This letter is being sent to you in the context of, inter alia, the revelations over the past several 
years of a massive, multi-year manipulation of Fannie Mae's reported earnings, disclosure of 
long-continuing mismanagement of it and payment to senior executives of unearned "bonuses" 
and other compensation. 

On behalf of Mr. Agnes, I hereby demand that the Fannie Mae commence legal proceedings to 
recover its damages from each present and former member of its Board of Directors who held 
such position at any time since the release of its 1998 and subsequent financial results; those 
senior officers of Fannie Mae who carried out and/or participated in covering up the plan or 
scheme referred to below; and all those who aided or abetted the Company's officers and 
directors in entering into fraudulent transactions and book entries with the Company to facilitate 
the artificial manipulation of its reported earnings, including, but not limited to, Goldman Sachs 
Group, Inc. (and/or its subsidiaries, employees, etc.). Each of these claims owned by Fannie Mae 
are referred to herein as the "Pre-2005 Claims"). 
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As you are additionally aware, Fannie Mae has commenced litigation against its former 
purportedly independent auditor, KPMG seeking recovery of its damages as outlined below. In 
that litigation, which is directly related to the Pre-2005 Claims, KPMG has raised the issue of in 
pari delicto in seeking to have such litigation dismissed. To date, such a maneuver has been 
unsuccessful. This issue, however, may ultimately cause the defeat of Fannie Mae's direct claims 
against KPMG because, in fact, certain of its present and/or former officers may well be found to 
have conspired with KPMG and its auditing personnel in carrying out the alleged 
misrepresentations of Fannie Mae's consolidated financial statements and in other illegal 
conduct. As such, I further demand that Fannie Mae consent to the intervention of Fannie Mae 
shareholders James Kellmer and/or Jay Agnes to intervene derivatively in Fannie Mae's direct 
suit against KPMG to better protect the interests of Fannie Mae and all of its present 
shareholders. 

As you know, as a result of the actions of its officers and directors resulting in the Pre-2005 
Claims, Fannie Mae has already sustained substantial damages and continues to be subject to 
further damages. Those damages include the $400 million fine imposed by OFHEO and the SEC 
against it, the more than $1 billion spent by Fannie Mae in connection with the restatement of its 
earnings for multiple years, the more than $10 billion in lost market capitalization, and the 
massive legal and other expenses of defending against and resolving claims made against Fannie 
Mae by purchasers of its securities. 

Similarly, to the extent that any of the foregoing persons has been unjustly enriched, including 
KPMG, at the expense of Fannie Mae in connection with the Pre-2005 Claims, I demand that the 
Fannie Mae commence litigation against them seeking injunctive relief which, inter alia, 
requires them to account to it and repay any such unjust enrichment together with the earnings 
thereon. Included within such unjust enrichment are the proceeds of the exercise of any stock 
options by senior officers during the relevant period while in possession of material inside 
information, as well as any salaries and bonuses received by such senior officers and, in the case 
ofKPMG, fees paid to it, during the relevant period. 

I further demand that Fannie Mae terminate for cause all those senior officers implicated in the 
earnings manipulation scandal leading to the Pre-2005 Claims, including both those still with the 
Company and those who have been allowed to leave the Company voluntarily, which wrongful 
actions appear to have commenced some time prior to 1998. Until such time as the Company 
completes restatement of all of its financial statements for the affected periods through 2005 and 
becomes a current filer with respect thereto, the wrongdoing is continuing. 

As you are well aware, OFHEO's May 2006 report showed not only that Fannie Mae's senior 
management manipulated the its earnings, but that it did so with the acquiescence of its Board of 
Directors. OFHEO reported: 

• Fannie Mae senior management promoted an image of the [Company] as one 
of the lowest-risk financial institutions in the world and as "best in class" in 
terms of risk management, financial reporting, internal control, and corporate 
governance. The findings in this report show that risks at Fannie Mae were 
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greatly understated and that the image was false. 

• During the period ... 1998 to mid-2004 ... Fannie Mae reported extremely 
smooth profit growth and hit announced targets for earnings per share precisely 
each quarter. Those achievements were illusions deliberately and systematically 
created by the [Company's] senior management with the aid of inappropriate 
accounting and improper earnings management. 

• A large number of Fannie Mae's accounting policies and practices did not 
comply with Generally Accepted Accounting Principles (GAAP). The 
[Company] also had serious problems of internal control, financial reporting, 
and corporate governance. Those errors resulted in Fannie Mae overstating 
reported income and capital by a currently estimated $10.6 billion. 

• By deliberately and intentionally manipulating accounting to hit earnings 
targets, senior management maximized the bonuses and other executive 
compensation they received, at the expense of shareholders .... 

• Fannie Mae's Board of Directors contributed to those problems by failing to 
be sufficiently informed and to act independently of its chairman, Franklin 
Raines, and other senior executives; by failing to exercise the requisite oversight 
over the [Company's] operations; and by failing to discover or ensure the 
correction of a wide variety of unsafe and unsound practices. 

• The Board's failures continued in the wake of revelations of accounting 
problems and improper earnings management at Freddie Mac and other high 
profile firms, the initiation ofOFHEO's special examination, and credible 
allegations of improper earnings management made by an employee of the 
[Company's] Office of the Controller. 

• Fannie Mae senior management sought to interfere with OFHEO's special 
examination by directing the [Company's] lobbyists to use their ties to 1) 
generate a Congressional request for the Inspector General of the Department of 
Housing and Urban Development (HUD) to investigate OFHEO's conduct of 
the examination and 2) insert into an appropriations bill language that would 
reduce the agency's appropriations until the Director ofOFHEO was replaced. 

The corporate governance and management scandal that has engulfed Fannie Mae and each of 
you leading to the Pre-2005 Claims has, as its genesis, the decision and policies of present and 
former senior management (acquiesced in by Fannie Mae's Board) to create a "rainy day fund" 
to manage the Company's reported earnings, a fund not unlike the Nixonian political slush funds 
that were kept hidden and used for "contingencies," the principal contingency being to even out 
by artificial means Fannie Mae's reported earnings, and to report sufficiently high earnings to 
purportedly justify the payment of unearned bonuses and other compensation to the Company's 
senior executives. 
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All members of the Board, based upon the information provided to them, specifically knew or 
should have known that the earnings reported publicly by senior management had been 
massaged to avoid material variations therein from quarter to quarter and from year to year and 
to generate unjustified bonuses through 2005. 

Indeed, some of the Company's directors, because of their personal levels of accounting and 
fmancial expertise, undoubtedly should have known not only that Fannie Mae's reported 
earnings were manufactured but that the underlying transactions used as part of management's 
sleight of hand were not bona fide and created to deceive the investing public and regulatory 
agencies. 

Notwithstanding the reports that you received on a current basis and other indicia of massive 
wrongdoing through 2005 which was obvious or should have been obvious to a prudent director, 
nothing material was done to deal with these issues until the eve of public release ofOFHEO's 
preliminary report, when you appointed a committee of purportedly independent directors to deal 
with OFHEO and the wrongdoing referred to in its preliminary report. Even then, knowing what 
you did, and given the varying but universal participation of each of you in the wrongdoing, you 
put the very wrongdoers in charge of cleaning up the mess, much like putting foxes in charge of 
the hen house. As such, the money paid to carry out such efforts amounted to a waste of Fannie 
Mae's corporate assets and, in effect, nothing more than an attempt to keep the truth from being 
exposed publicly. 

As a separate and distinct claim from those referred to in pre-existing derivative litigation and 
the Pre-2005 Claims generally, during the past several years since the debacle referred to above, 
Fannie Mae's Board and senior management, in a desperate attempt to recoup earnings which 
"disappeared" through restatement and otherwise, intentionally or otherwise deviated from the 
Company's traditional guidelines for the acceptance of mortgage loans and pools and accepted 
through them and otherwise numerous sub-prime mortgages despite their materially higher risk 
profile. As a result of such conduct, Fannie Mae has been subjected to massive loan defaults, 
further overstatement of reported earnings due to having maintained inadequate reserves to cover 
such potential defaults and has been otherwise harmed, particularly if it cannot successfully be 
held harmless from loss by the originators of the loans in question. 

In addition, to compound Fannie Mae's unjustifiable acceptance of risk, within at least the last 
18 months, despite being on notice of the deterioration of the sub-prime mortgage market and 
real estate values generally, the Company has relied on questionable and, indeed, highly suspect 
appraisals and evaluations, in acquiring assets and making investments which, had management 
and the Board been more prudent, would not have been acquired. As a result of the acquisition of 
these questionable assets and investments and the failure to make adequate disclosure thereof, 
Fannie Mae has been and is continuing to be damaged in substantial amounts, all of which has 
been covered up and subjected the Company to an entirely new round of securities fraud 
litigation and investigations. 

The demands made herein and the fact that they have been made should not be taken to mean 
that any of you is independent or can properly and objectively deal with such demands, which 
you cannot. Each of you is personally implicated in the alleged wrongdoing by, inter alia, your 
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failure to cause Fannie Mae to appropriately pursue all of its claims arising from the matters 
referred to herein. The demands have been made because, if they had not been, your counsel 
and/or counsel for the Company would seek to have dismissed any shareholder's derivative 
litigation if a demand had not been made, however futile such a gesture is, as in this case. Indeed, 
you instructed such legal counsel to do so with respect to other Fannie Mae shareholders who 
had not made such demands upon you pursuant to Rule 23.1 ofthe Federal Rules of Civil 
Procedure. 

I look forward to hearing from you or your counsel within thirty days. 

Sincerely yours, 

Richard D. Greenfield 

Enclosure 
Cc: Mr. Jay Agnes 
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