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Plaintiff Timothy J. Pagliara (“Mr. Pagliara” or éh“Plaintiff’) hereby opposes the
Motion to Dismiss or, in the Alternative, to Substé the Federal Housing Finance Agency as
Plaintiff (the “Motion,” ECF No. 34) filed by Defe@lant Federal Home Loan Mortgage
Corporation (“Freddie Mac”) and its conservatog federal Housing Finance Agency (“FHFA,”
and with Freddie Mac, the “Movants”).

INTRODUCTION

Mr. Pagliara is a stockholder in Freddie Mac, alply traded, privately owned
corporation that has elected to follow Virginia lamw its corporate governance. Mr. Pagliara
asserts just one claim, seeking to inspect cedaiiporate records of Freddie Mac, which is his
individual right as a stockholder under the VirgirBtock Corporation Act (“WSCA”). He seeks
to inspect the records because of the so-called Warth Sweep,” under which Freddie Mac
delivers every quarter, in perpetuity, its entigsigve net worth to the United States Treasury.
The VSCA plainly gives Mr. Pagliara, as an ownerFoéddie Mac, the individual right to
inspect its corporate records to investigate p@kewntrongdoing and to value his stockholdings
in light of Freddie Mac’s decision to give all @$ imulti-billion dollar profits to the government
and nothing to any of its private stockholders.

Mr. Pagliara’s lone claim in this case is narrowd astraightforward. Under the VSCA,
Mr. Pagliara is entitled to inspect the corporaeords of Freddie Mac if he owned stock in
Freddie Mac for six months before he made a writtespection demand on Freddie Mac and his
inspection demand complied with the requirementthefVSCA. Proof that these requirements
are satisfied is established by the documentshathto his Complaint. Indeed, when FHFA
improperly rejected Mr. Pagliara’s inspection dethahdid not dispute his stock ownership or

that his demand complied with the requirementshef YSCA. Because FHFA nonetheless
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rejected his demand, the VSCA gives Mr. Pagliara idividual right to seek an order
permitting the requested inspection, and the VS@avides explicitly that such actions should
be decided on an “expedited basis.” Va. Code Ari3.8-773B.

For the second time since Mr. Pagliara filed tlase; Freddie Mac and FHFA attempt to
block this suit by invoking the Housing and EconomRiecovery Act (‘HERA”). For the second
time, they are wrong.

Freddie Mac and FHFA rely first on HERA'’s successiprovision, 12 U.S.C.
8 4617(b)(2)(A)(i). That provision states that FHFS conservator of Freddie Mac, succeeds to
“all rights, titles, powers, and privileges of tregulated entity, and of any stockholder with
respect to the regulated entity and the assethefrégulated entity Id. (emphasis added).
Courts have applied the succession provision twsfest a stockholder’s right to brirsgerivative
claims, which seek to enforce a right of the coapion itself—.e., a right “with respect to the
regulated entity.” No court has ever applied thevi@on in HERA to transfer a stockholder’s
right to bring direct claims, which seek to enforce the stockholder'dividual rights.
Interpreting an essentially identical provisiorthie Financial Institutions Reform, Recovery, and
Enforcement Act of 1989 (“FIRREA”), the Seventh it has held explicitly that it provides
for succession tonly derivative claimsnot direct claims.SeelLevin v. Miller, 763 F.3d 667, 672
(7th Cir. 2014). Indeed, an interpretation of thecession provision allowing FHFA to take over
Mr. Pagliara’s direct claims would raise the speatea taking without just compensatiol.
Under Virginia law, a suit to inspect corporateams is a direct claim to enforce an individual
right. Because HERA'’s succession provision appliely to derivative claims, FHFA has no

right to take over Mr. Pagliara’s suit for inspectiof corporate records.
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Next, Freddie Mac and FHFA repurpose their sucoessirgument to contend that
Mr. Pagliara’s inspection request fails to meet thguirements of the VSCA. They argue that,
because Mr. Pagliara’s inspection might lead to turnassert, at some point in the future, a suit
asserting derivative claims to which the succespiowision applies, the inspection itself lacks a
“proper purpose.’SeeVa. Code § 13.1-771(D)(2). But Movants cite nogifiia authority to
support performing such a “pass-through” analy$isypothetical future claims as a basis to bar
a stockholder’s pending, independent request fgpeantion of corporate records. In any event,
should Mr. Pagliara choose to pursue claims afigrirspection of Freddie Mac corporate
records, some of those claims are likely to bectlirdaims to which HERA’s succession
provision plainly does not apply. (Compl. 11 105-08thers are likely to be derivative claims
where FHFA has a patent conflict of interest anel $shiccession provision, under analogous
FIRREA case law, again does not app§eé, e.g.id. 1 110-12). Freddie Mac and FHFA
cannot bootstrap into this limited records reqyestsible defenses they might have to potential
claims that might be asserted in another lawsait thight be filed at some point in the future.
Those potential defenses can be raised and addresgheir merits if and when a future suit is
brought; they provide no justification for Movantsequest to take over and dismiss
Mr. Pagliara’s current suit for inspection of corgie records.

Last, Freddie Mac and FHFA turn to HERA's anthingtion provision, 12 U.S.C.
8 4617(f). That provision prohibits a court frorkitay action “to restrain or affect the exercise of
powers or functions of [FHFA] as a conservatad.”As with the succession provision, Movants
over-read HERA. The anti-injunction provision hameb interpreted to bar (1) restrictions on

FHFA’s exercise of its business judgment and (2)vd@ve suits. This case involves neither.
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Compliance with the non-discretionary statutoryigdtion to disclose the requested corporate
records at issue in this case in no way “restram{sffect[s]” FHFA’s role as conservator.

Movants ask this Court to adopt an unprecedentpdresion of FHFA’s powers under
HERA. No other court has ever done so. Movants gng Court no basis to be the first. For
those reasons and the reasons set forth below]dtien should be denied.

BACKGROUND

Mr. Pagliara Is a Stockholder in Freddie Mac, a Pulicly Traded Corporation Governed
by Virginia Law.

Defendant Freddie Mac is a privately owned corpomnatvith publicly traded preferred
and common stock. (Compl.  23; Def.’s Financidktest Disclosure Statement (Local Rule
7.1), ECF No. 7). Freddie Mac was created by Camtharough the Federal Home Loan
Mortgage Corporation Act to improve liquidity ingthome mortgage market. (Compl. 11 24-26).
There is no federal corporate law, and Freddie Mas elected to “follow the corporate
governance practices and procedures of the lavhefGommonwealth of Virginia, including
without limitation the Virginia Stock CorporationcAas the same may be amended from time to
time.” (Id. 1 25-28). Mr. Pagliara is a private owner of plpltraded preferred stock in
Freddie Mac, and the certificates of designationNw. Pagliara’s preferred stock, which are
contracts between Freddie Mac and Mr. Pagliaraeapeessly governed by Virginia lawid(

11 29-31).

Under the VSCA, Freddie Mac is governed by a badrdirectors (the “Board”): “all
corporate powers shall be exercised by or undeatitieority of, and the business and affairs of
the corporation managed under the direction of, bitrd of directors.” Va. Code Ann.
§ 13.1-673B. The Board owes fiduciary duties todHie Mac, and it must discharge those duties

in the best interests of the corporati®@eeVa. Code Ann. 8§ 13.1-690A (“A director shall
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discharge his duties as a director, including bised as a member of a committee, in accordance
with his good faith business judgment of the betgrests of the corporation.”).

FHFA Appointed Itself Conservator in 2008 and Admited That Stockholders Retained
Rights.

As a response to the financial crisis in 2008, Cesg passed HERA, which created
FHFA and made it the primary regulator of FreddiadMHERA also gave FHFA the ability to
appoint itself as either conservator or receivefFraeddie Mac and certain other regulated entities.
Seel2 U.S.C. § 4617(a). On September 7, 2008, FHFAoiapgd itself as conservator of
Freddie Mac. (Compl. 1 55). HERA provides thatcasservator, FHFA temporarily succeeds to
the rights of Freddie Mac and certain rights ofsitsckholders, board of directors, and managers
to act on behalf of the corporatiobeel2 U.S.C. 8 1367(b)(2)(A)).S. ex rel Adams v. Aurora
Loan Servs., In¢.813 F.3d 1259, 1261 (9th Cir. Feb. 22, 2016p(sfp.) (“We agree that the
FHFA has ‘all the rights, titles, powers and pegés of Fannie Mae and Freddie Mac.
However, this places FHFA in the shoes of Fannie iad Freddie Mac, and gives the FHFA
their rights and duties, not the other way around.”) (eagis in original, internal citations
omitted). These corporate powers to which FHFA siasceeded are defined and governed by
the VSCA. (Compl. 11 65-67).

Contrary to Movants’ position now, when the conséoyship was announced, FHFA and
its then-Director, James Lockhart, admitted thaFAl4 succession to the rights of Freddie Mac
did not include each and every right of its stod#tacs. Freddie Mac’s common and preferred
stock continued to trade on the New York Stock Bxge, and FHFA acknowledged that
“stockholders will continue to retain all rights the stock’s financial worth; as such worth is

determined by the market.” Director Lockhart alsssuaed Congress that Freddie Mac’s
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“shareholders are still in place; both the preféra@d common shareholders have an economic
interest in the companies . . ..” (Compl. 1 62).

FHFA's exercise of its finite powers as conservamrmlso limited by the statutory
purpose of conservatorship. At the time it appaintself as conservator, FHFA acknowledged
that “conservatorship is the legal process in wldcperson or entity is appointed to establish
control and oversight of a Company to put it inrand solvent condition.’ld. § 57). Director
Lockhart further explained that conservatorship Veastatutory process designed to stabilize a
troubled institution with the objective of returgithe entities to normal business operations [and
that] FHFA will act as the conservator until theye astabilized.” [d.). These statements
comported with the language of HERA itself, whialtheorizes FHFA to exercise conservator
powers only as “(i) necessary to put the regulateiity in asound and solvent conditipand
(ii) appropriate to carry on the business of thgutated entity angbreserve and conserve the
assets and property of the regulated eritit U.S.C. § 4617(b)(2)(D) (emphasis added).

FHFA Displaced the Freddie Mac Board and Executed he Senior Preferred Stock
Purchase Agreement with Treasury.

Upon appointing itself conservator of Freddie M&¢JFA displaced and dismissed
Freddie Mac’s then-current directors. (Compl. §.650FA then entered into on behalf of
Freddie Mac a senior preferred stock purchase agmee (the “PSPA”) with the Treasury
Department. If. 1 73). Under the PSPA, Treasury received 1,0@0gb@res of Freddie Mac’s
newly created Senior Preferred Stock in exchangeafdunding commitment that initially
allowed Freddie Mac to draw up to $100 billion frdmeasury. Id. § 75). The 1,000,000 shares
of Senior Preferred Stock had an initial aggredmpeidation preference equal to $1 billion
($1,000 per share), which would be increased byamdjtional amounts drawn on Treasury’'s

funding commitment. I{. § 76). Basically, Treasury’s liquidation preferenca its Senior
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Preferred Stock increased by one dollar for eadlardéreddie Mac received from Treasury
under the funding commitmentld() The Senior Preferred Stock initially provided farcash
dividend to Treasury equal to 10% of the outstagdiouidation preferenceld. § 79).

The Senior Preferred Stock Certificate of Desigmatior Treasury’'s Senior Preferred
Stock, consistent with the VSCA, vested the Boarth vdiscretion to declare dividends
thereunder: “holders of outstanding shares of Sdpieferred Stock shall be entitled to receive,
ratably,when, as and if declared by the Board of Directamsits sole discretionput of funds
legally available therefor, cumulative cash dividerat the annual rate per share equal to the
then-current Dividend Rate on the then-current ldgtion Preference.d. { 80).

FHFA Reconstituted Freddie Mac’s Board and Delegaté Authority to That New Board.

On November 24, 2008, having succeeded to the Bopoavers and executed the PSPA,
FHFA reconstituted Freddie Mac’s Board and deledjatsponsibility to which it had succeeded
back to the new Boardld. 1Y 63-66). Because the Board’'s corporate poweat FRFA
succeeded to as conservator are governed by \argirdorporate law, the powers FHFA
delegated back to the new Board likewise are g@eehy Virginia law. $ee idf 67). Under the
structure that FHFA established, certain Boardoastiwere subject to FHFA approval, and
FHFA could block Freddie Mac from taking some aasi@pproved by the Board if consistent
with fiduciary duties FHFA itself owes to Freddieah (d. § 68). But FHFA could not make the
Board take or approve any actiotd.].

FHFA and the New Board Agreed to a Third Amendmentto the PSPA, Giving Away
Freddie Mac’s Entire Net Worth, Every Quarter, Forever.

On August 17, 2012, just two weeks after Freddie ianounced positive net income of
$3 billion for the second quarter of 2012, Freddliac entered into a Third Amendment to the

PSPA, which contained the Net Worth Sweep, transifoy Freddie Mac’s quarterly dividend to
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Treasury from 10% of the outstanding liquidatioefprence (annualized) to all of the net worth
in Freddie Mac at the end of every quarter, leawnly a small and decreasing capital reserve.
(Compl. 11 92-96). Treasury openly asserted thatatwreement would “help expedite the wind
down of . . . Freddie Mac” and that Freddie Macliwe wound down and will not be allowed to
retain profits, rebuild capital, and return to tharket in [its] current form.”Ifl.  99). Treasury
further admitted that the Net Worth Sweep would Kmaure that every dollar of earnings [the]
firm generates is used to benefit taxpayerkd”)( The Net Worth Sweep thus plainly violates
both the purposes of conservatorship under HERAcantradicts FHFA's own statements back
in 2008 that conservatorship was “a statutory meaiesigned to stabilize a troubled institution
with the objective of returning the entit[y] to moal business operations” and “to put it in sound
and solvent condition.”ld. 1 57).

The result is the improper and ongoing transfetewmis of billions of dollars from a
private corporation to the Treasury. Absent the N@orth Sweep, even assuming no
redemptions of Treasury’s Senior Preferred Stockdéie Mac would have paid roughly $23
billion in dividends to Treasury from 2013 throutite first quarter of 2016. Instead, under the
Net Worth Sweep, Freddie Mac has paid more thand$@lion in dividends over the same
period, without redeeming any of the Senior Pref@iBtock. id. 1 97). In total, Freddie Mac has
paid to Treasury over $98 billion in dividends unttee PSPA—3$27 billion more than Treasury
provided to Freddie Mac under the PSPA#thout reducing Treasury’s $72 billion liquidation
preference that has to be redeemed before anyibdistns can be made to the other

stockholders.I¢l. § 15). And there is no end in sighd.(11 14-15). The declaration and payment
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of the Net Worth Sweep dividends are plainly ndicsxs taken based on any good faith business
judgment of the best interest of Freddie Mac asdtibckholders.Id. 11 98-103). 1/
Mr. Pagliara Made a Proper Inspection Demand Undethe VSCA, and FHFA Rejected It.
Given the ever-growing gulf between Treasury's fagdand the dividends paid by
Freddie Mac to Treasury, conflicting statementsutitee conservatorship, and a dearth of public
information about the Board’s involvement in appngv Net Worth Sweep dividends to
Treasury, on January 19, 2016, Mr. Pagliara seavedtten demand to inspect certain corporate
records of Freddie Mac in accordance with Sect®i-I71 of the VSCA. (Compl. 1 122-28,
Ex. A thereto). 2/ That section gives stockholdéms Mr. Pagliara a right to inspect corporate
records after making an inspection demand on theocation. The records Mr. Pagliara asked to
inspect relate to, among other things, the invoketrof the Board—which is responsible for
declaring dividends under the VSCA and Treasurysni@ Preferred Stock Certificate of
Designation and owes fiduciary duties to FreddieeMan adopting the Third Amendment and

declaring quarterly Net Worth Sweep dividends theder, as well as accounting records

1/ Although FHFA has attempted to defend the NetrtW&weep as beneficial to Freddie
Mac, several documents unsealed recently in anatase,Fairholme Funds, Inc. v. United
States No. 13-cv-00465 (Fed. Cl.), confirm that the Mébrth Sweep is nothing more than what
Treasury said it is: a money grab by Treasury irctvirHFA and the Board were complicgee
Gretchen Morgensomocuments Undercut U.S. Case for Taking MortgagenGiFrannie Mae’s
Profits, N.Y. Times (April 12, 2016), http://www.nytime®s)/2016/04/13/business/fannie-mae-
suit-bailout.html?smid=tw-share&_r=0. The documerggeal that the Net Worth Sweep was
enacted just after FHFA learned Freddie Mac andieaklae were entering “the golden years”
of profitability and enacted to ensure the two @t@/companies could not “repay their debt and
escape” and to “close off [the] possibility theyeewgo . . . private again.See Gretchen
Morgenson, How Freddie and Fannie are Held Captiv&\.Y. Times (May 20, 2016),
http://www.nytimes.com/2016/05/22/business/how-fliedand-fannie-are-held-captive.html.

2/ Mr. Pagliara also sent the Board a second lettefanuary 19, 2016, asking the Board to
publicly clarify its role in declaring and payingvidlends to Treasury. (Compl. § 119 & Ex. E
thereto). The Board never responded to this lettestead, FHFA responded and told
Mr. Pagliara that the Board owes no duties to aeyather than FHFA. (Compl., Ex. B thereto).
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relating to Freddie Mac’s financial condition aéttime those dividends were declared. (Compl.
19 123-25, and Ex. A thereto).

In responding to the inspection demand, neitheddiee Mac nor FHFA disputed that
Mr. Pagliara met all the statutory requirementsiginspection demand. Yet FHFA refused the
demand on January 28, 2016, arguing that FHFA saeceunder HERA to all of Mr. Pagliara’s
rights as a stockholder of Freddie Mac, includirgihdividual right to inspect corporate records
under the VSCA. (Compl. 11 126-128, and Ex. B tlwgre

Mr. Pagliara Files This Suit to Permit Inspection,and Freddie Mac Moves to Dismiss.

On March 14, 2016 in the Circuit Court for Fairf@ounty, Virginia, Mr. Pagliara filed
an application under Sections 13.1-771 and -7tBe@WSCA for an order permitting inspection
of the requested records. Shortly thereafter, Reetithc removed Mr. Pagliara’s case to this
District.

FHFA then noticed this case as a “tag-along” actmra Motion to Transfer pending
before the Judicial Panel on Multidistrict Litigai (“*JPML”). FHFA also then moved to stay
this case pending the JPML’s transfer decision, moded in the alternative to substitute for
Mr. Pagliara as plaintiff. §eeMot. to Stay or, in the Alternative, to SubstituEBCF No. 10).
This Court granted the motion to stay and deniedntbtion to substitute without prejudic&ee
Mem. Op., ECF No. 29).

On June 2, 2016, the JPML denied FHFA’s motiondnti@lize pretrial proceedings in
this case and othersS¢eNotice of JPML’s Denial, ECF No. 31). Freddie Maad FHFA then
filed the Motion at issue. This Motion repeats heaverbatim the arguments from the
“substitution” half of their prior motion to stayr csubstitute. For the same reasons that

Mr. Pagliara previously explained, the Motion shibié denied.
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ARGUMENT
Freddie Mac and FHFA offer three theories why Maghkara cannot bring a claim for the

inspection of corporate records under Section Z31-of the VSCA: (1) HERA’'s succession
provision has transferred his claim to FHFA; (2).Nragliara lacks a “proper purpose” as
required by the VSCA; and (3) HERA'’s anti-injuncatigrovision bars such a suit. Although
framed differently, each of these three theorigasion the same mistaken belief that HERA
strips shareholders of all rights and claims of kimgl relating to a company in conservatorship,
including the stockholders’ individual rights arkir direct claims to enforce them. No court
has ever adopted that over-reading of the stafinie. Court should not become the first to hand
FHFA the wide-ranging new authority it seeks here.

l. HERA'’s Succession Provision Does Not Strip Mr. &gliara of His Direct Claims.

Freddie Mac and FHFA first argue that HERA’'s susa®s provision, 12 U.S.C.
8 4617(b)(2)(A)(i), transfers Mr. Pagliara’s claitm FHFA. They repeatedly contend that the
statute transfers to FHFA “all rights . . . of astpckholder,” full stop.%ee, e.g.Mot. 4, 8, 9).
The text of the statute, they assert, is “cleanyi€quivocal, “unambiguous,” and the lik&.g.,
Mot. 4, 5, 7). But Movants quote the full text ettponce, on the first page of their background
section. SeeMot. 2). The full succession provision in factteta

The Agency shall, as conservator or receiver, amgdoperation of law,

immediately succeed to—(i) all rights, titles, pasjeand privileges of the

regulated entity, and of any stockholder, officer, director of such regulated
entity with respect to the regulated entity and the assetie regulated entity

12 U.S.C. § 4617(b)(2)(A)(i) (emphasis added). Camtto the abridged version Movants repeat
in their paper, the full provision transfers notl ‘faghts” without qualification, but only those
rights ‘with respect to the regulated entity and the aseétthe regulated entity The critical

“with respect to” qualification undercuts Movantshgular reliance on the term “all rights.”

11
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Movants repeatedly urge the Court to “read theustdt Mr. Pagliara agrees. He asks that the
Court readall of the relevant statutory provision, not just thef sentence that Movants cite,
along with the case law interpreting the entireevaht provision and the identical language in
FIRREA.

There are two possible readings of the “with respe’ qualification. The first, and the
one that Freddie Mac and FHFA presumably adoghatthe succession provision transfers all
stockholder claimshat relate in any wayo Freddie Mac The second, and the correct one that
Mr. Pagliara adopts, is that the succession prawvisiansfers all stockholder clainisat are
brought on behalf of Freddie Mac or its asséisunanimous and ever-growing group of courts
has adopted the latter reading of the statute: okservator, a government agency like FHFA
succeeds toderivative claims that stockholders might otherwise assert behalf of the
corporation. Accordingly, FHFA does not take owhgrsof an individual stockholder’s stock,
(seeCompl. 1 62), and it does not succeedlitect claims that an individual stockholder might
bring on his or her own behalf to enforce individughts. The inspection claim that
Mr. Pagliara asserts here is a textbook examplea alirect claim that remains with the
stockholder. Thus, as explained below, the suamesprovision is no bar to his claim for
inspection of corporate records.

A. HERA Transfers Derivative Claims Only.

1. Courts Analyzing Succession Provisions Have Upoifimly
Distinguished Between Direct and Derivative Claims.

Even though this is their second chance, Movanils oface again to confront the
overwhelming weight of the case law against themtdad, Movants suggest that courts have
“consistently” adopted their preferred interpretatiof HERA. (Mot. 5;see also id.at 7

(discussing the supposedly supportive “decisiomawfiple courts”)). Not so. In fact, every case

12
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that Movants cite either affirmatively endorses thstinction between derivative and direct
claims or adheres to that rule without comment.

For decades, courts have interpreted what FHFA teatends is a “materially-identical”
succession provision in FIRREA. (Mot. to Stay, onrthe Alternative, Substitute 9, ECF No.
10). 3/ Those courts have established a uniform tinht FIRREA’S succession provision bars
stockholders from bringing derivative claims, but direct claimsSee, e.g.Barnes v. Harris
783 F.3d 1185, 1193 (10th Cir. 2019)evin 763 F.3d at 672Jjn re Beach First Nat'l
Bancshares, In¢.702 F.3d 772, 778-79 (4th Cir. 201Pgreto v. FDIC 139 F.3d 696, 699-700
(9th Cir. 1998);Lubin v. Skow382 F. App’x 866, 870 (11th Cir. 2010). As thev&ah Circuit
observed inLevin two years ago, “[n]Jo federal court has read thdutta to bar direct
stockholder claims. 763 F.3d at 672. That remames today. Judge Easterbrook explained why
in Levin

At oral argument the court asked counsel wheth&BZ1(d)(2)(A)(i) should be

understood . . . to transfer to the FD&@l claims held by any stockholder of a

failed bank—even claims that . . . do not depencmnjury to the failed bank.

No federal court has read the statute that way.eliewy and counsel for all of the

litigants declined to adopt that understanding.ti8ecl821(d)(2)(A)(i) transfers

to the FDIC only stockholders’ claims “with respeot. . . the assets of the

institution”—in other words, those that investotsut( for 8§ 1821(d)(2)(A)(i))

would pursue derivatively on behalf of the faileghk. This is why we have read

8 1821(d)(2)(A)(i) as allocating claims between H#2IC and the failed bank’s

shareholders rather than transferring to the FDi&einvestor’s claims of every
description. Any other reading of § 1821(d)(2)(A)@ould pose the question

whether . . . stockholders would be entitled to pensation for a taking; our
reading of the statute (which is also the FDIC'gpids the need to tackle that
guestion.

Id. (emphasis in original).

3/ See 12 U.S.C. §1821(d)(2)(A)(i) (FDIC “shall, as cengator or receiver, and by
operation of law, immediately succeed to . . .rghts, titles, powers, and privileges of the
insured depository institution, and of any stockleo] member, accountholder, depositor, officer,
or director of such institution with respect to thstitution and the assets of the institution”).

13
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Courts have used this well-established construdidAlRREA’s succession provision to
interpret HERA's “materially-identical” provisiorAnother court in this district, for example,
was “persuaded by” FIRREA decisions in holding tHBfERA bars derivative suits by
shareholders of the affected companiés.fe Fed. Home Loan Mortg. Corp. Deriv. Liti¢43 F.
Supp. 2d 790, 795 (E.D. Va. 2009ff'd sub nom, La. Mun. Police Emps. Ret. Sys.HEA
434 F. App’x 188 (4th Cir. 2011). Several other teunave come to the same conclusiSee,
e.g.,Kellmer v. Raines674 F.3d 848, 850 (D.C. Cir. 2001) (explainingtttHERA “plainly
transfers shareholders’ ability to bring derivatseets”); Perry Capital LLC v. Lew70 F. Supp.
3d 208, 232 (D.D.C. 2014) (concluding that “HERAIain language bars shareholder derivative
suits”); Esther Sadowsky Testamentary Trust v. Sy6#9® F. Supp. 2d 347, 350 (S.D.N.Y.
2009) (granting motion to substitute in a derivattaction on Freddie Mac’s behalfin re Fed.
Nat'l Mortg. Ass'n Secs., Derivative, & ERISA Liti29 F. Supp. 2d 1, 4 (D.D.C. 2009)
(granting motion to substitute “for the shareholderivative plaintiffs”). Movants cite almost
every one of these FIRREA and HERA decisions—witramknowledging that not a single one
permitted a conservator to commandeer, under efBRA or FIRREA, a stockholder’s direct
claims.

In determining what rights a conservator obtainsshgcession, this well-established
distinction between derivative and direct claimsesperfect sense. As conservator, FHFA has
the right and authority to operate Freddie Mac,clwhincludes succession to the rights that the
shareholders have to make decisions for the cdiparand to bring certain claims on the
corporation’s behalf. But FHFA does not need MglRaa’s individual rights as a stockholder
to perform its statutory duties as conservator, BH&A does not succeed to those individual

rights. Mr. Pagliara still owns his stock, and benains free to sell his stock or buy more shares

14
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in Freddie Mac without FHFA'’s permission. Plainheh, FHFA has not succeeded to “all” of
Mr. Pagliara’s rights as a stockholder as Movantild/ have the Court rule. FHFA is the
conservatorof Freddie Mag not the conservatasf Mr. Pagliara FHFA cannot take over his
individual claims and prevent him from suing totea his individual rights as a stockholder.

2. Movants’ Counterarguments Are Unavailing.

Freddie Mac and FHFA propose three reasons whyQbisrt should reject the well-
established direct/derivative rule and be the fiessthold that HERA transfers a shareholder’s
direct claims to FHFA. None is persuasive.

First, Freddie Mac and FHFA argue that the uniform didezivative rule is not all that
compelling because “the question of a conservatoreoeiver's succession to non-derivative
claims was not squarely presented or briefed” iargrases. (Mot. 8 n.6). The premise is (at least
partially) right, but the conclusion is wrong. Thatbecause the FDIC (under FIRREA) and
FHFA (under HERA) have both previously followed tlkstinction between direct and
derivative claims, just as Mr. Pagliara asks ther€Ct do here. ILevin for example, the FDIC
concededthat the stockholder retained ownership of certhiact claims, which had not been
transferred to the agencgee763 F.3d at 670, 672. 4/ Similarly, FHFA movedstdstitute in

the Kellmer litigation “only with respect to the derivativeaains asserted by Fannie Mae

4/ Movants are incorrect, however, to suggesttti@tdirect/derivative rule was not an issue
before the Seventh Circuit irevin (SeeMot. 8 n.6). The lower court had dismissed all seve
claims asserted by the shareholder plaintiff, mgdihat all were derivative claims and “belong
to the FDIC.”Levin 763 F.3d at 670. While the FDIC did not disputatttwo of those claims
“belong to [the shareholder]i.€., were direct), the other defendants did and askedeventh
Circuit to affirm the lower court’s decision thaéiely were barred by the succession provisidn.
Thus, in order to vacate the lower court’s dismliggathose direct claims, theevin court
necessarily had to decide both whether the claimie wlirect and whether direct claims were
barred by the succession provisideh. at 672. The fact that, as Movants note, the FGCndt
dispute that the shareholder could pursue its dickeems only reinforces the direct/derivative
rule. (Mot. 8 n.6).

15
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shareholders,” and FHF4id not disputehat the shareholder plaintiff could continue togue
claims brought “in his individual capacity.” (Movf FHFA as Conservator for Fannie Mae to
Substitute for Shareholder Derivative Plaintiffslat.1,Kellmer v. RaingsNo. 07-1173 (D.D.C.
Feb. 2, 2009), ECF No. 68, Ex. 1 hereto). 5/ Tthes fact that the federal government has in the
past taken a much narrower view of the successionigoons in FIRREA and HERA should
make this Courtoreskeptical of FHFA'’s power grab here, not less so.

Second Freddie Mac and FHFA argue that the direct/dériearule “reads into HERA
restrictions that Congress did not provide” andstbontradicts “the statute’s plain language.”
(Mot. 8). This argument again depends on Movantisikbred view of the statute. Because
Freddie Mac and FHFA stop reading the successionigion after “all rights,” it is no surprise
that they view the direct/derivative rule as anratextual limitation. But the subsequent
qualification in the text itsel—“with respect tda regulated entity and the assets of the
entity"—does important work. That qualification i®1the succession provision to those claims
“that investors (but for [the succession provisjomjould pursue derivatively on behalf of”
Freddie MacLevin, 763 F.3d at 672. Again, Mr. Pagliara still owrns $tock, and FHFA cannot
prevent Mr. Pagliara from suing to protect his indal rights as a stockholder.

Third, Freddie Mac and FHFA contend that the canon agamperfluity demands that
the succession provision transfer direct claimsdédriheir theory, HERA'’s succession provision

would be meaningless if limited to derivative anidbecause derivative actions already belong

5/ Movants citeKellmerfor the proposition that “HERA’s unequivocal sucties language
applies to all claims ‘fairly described as [relgtito] a right[] or power[] of owning stock.”
(Mot. 7) (internal quotations omitted)). Neith&ellmer's holding, nor the statement actually
guoted, was so broad. The full sentence quoted dyaliks actually confirms the court’s analysis
was limited to derivative claims: “But regardlessits origins, a shareholder’s ability to sue
derivatively given certain conditions is fairly described a&ight[]’ or ‘power[]' of owning
stock.”Kellmer, 674 F. 3d at 848 (emphasis added).
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to the corporation and thus to FHFA as conservd&eeMot. 9-10). In other words, because
FHFA immediately succeeded to Freddie Mac’s rightgceeding only to a stockholder’s right
to bring a derivative claim on behalf of the compdwould add nothing.” Id. at 10). As
Mr. Pagliara has already explained, there is airgjaflaw in that argument. Derivative claims
alwaysbelong tothe company; nevertheless, they are aagsight bya stockholder.See id.
at 9 (citing Ross v. Bernhard396 U.S. 531, 538 (1970)). Without the succesgimvision,
Freddie Mac stockholders could still bring derivaticlaims on Freddie Mac’s behalf—
notwithstanding the fact that those claims ultimateelong to Freddie Mac or its conservator.
With the succession provision, stockholders canmbtis, under Mr. Pagliara’s interpretation,
and applying the direct/derivative rule, the sus@asprovision is in no way superfluous.

Instead, it isMovants’ reading of the statute that renders a key provisigpmerfluous.
Their reading of the statute would give virtually meaning to the qualification “with respect to
the regulated entity and the assets of the regllanéty.” Movants have previously argued that
the qualification is necessary to make clear tratdtess stripped stockholders of their rights as
holders of Freddie Mac stock, and that FHFA did swtceed to Mr. Pagliara’s “rights flowing
from his stock holdings in other companies.” (RephSupp. of Mot. to Stay or Substitute 12,
ECF No. 25). Surely, Congress did not add “witlpees to the regulated entity and the assets of
the entity” to clarify that FHFA, when acting ag@nservator of Freddie Mac, does not succeed
to all the rights of all Freddie Mac shareholdersli the stock they own in other companies. The
notion that anyone would think that, without theabfication, HERA might otherwise allow
FHFA to take over all of Mr. Pagliara’s rights astackholder in say, Microsoft or General

Motors, is preposterous. The qualification prowvisie there, just alsevinholds, in order to make
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the direct/derivative distinction. So it is Movangsoposed interpretation that would render a
key portion of the statute superfluous, providireg gnother reason to reject that interpretation.
3. Constitutional Avoidance Requires Mr. Pagliara’sinterpretation.

Even if Movants and Mr. Pagliara had offered cotimge“plausible interpretations” of
HERA, this Court must presume “that Congress ditl intend the alternative which raises
serious constitutional doubts.Clark v. Martinez 543 U.S. 371, 381 (2005). Movants’
interpretation raises a serious constitutional joesunder the Takings Clause of the Fifth and
Fourteenth Amendments. After all, a direct claimbig its very nature, Mr. Pagliara’s individual
property.SeeVa. Code 8§ 13.1-771 (affording inspection rigldsridividual stockholders)see
also, e.g. Alliance of Descendants of Texas Land Grants viddnstates37 F.3d 1478, 1481
(Fed. Cir. 1994) (concluding that “a legal causeadtion is property within the meaning of the
Fifth Amendment”). If HERA were construed to sthfs. Pagliara of his property and to transfer
that property to a government agency without jushgensation, the statute would violate the
Takings Clause. By contrast, construing HERA tovdedirect claims untouched “avoids the
need to tackle that [Takings-Clause] questideVin 763 F.3d at 672. For that reason, too, this
Court should reject Freddie Mac and FHFA'’s intetation of the succession provision.

B. Mr. Pagliara’s Claim for Inspection of Corporate Records Is a Direct Claim.

The sole question, then, is whether Mr. Pagliacd&sm for inspection of corporate
records is direct or derivative. That questionngasy one in Virginia: an inspection claim under
Section 13.1-773 is a prototypical direct stockboldlaim.SeeAllen C. Goolshy & Steven M.
Haas,Goolsby & Haas on Virginia Corporatiorfs 8.1 (“[A]n action . . . demanding the right to

inspect books and records, is an individual actipAmerican Law InstitutePrinciples of Corp.
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Governance: Analysis and Recommendat®s01 (1994) (listing actions “to inspect corgera
books and records” among the actions that couxts foperly considered” direct). 6/

The direct-versus-derivative analysis is straightérd. “A derivative action is an
equitable proceeding in which a shareholder assentdehalf of the corporation, a claim that
belongs to the corporation rather than the shadehdISimmons v. Miller544 S.E.2d 666, 674
(Va. 2001). A direct action, by contrast, is a meding in which the stockholder seeks to redress
an injury he has sustained, or to enforce a righpdissesses, in his individual capad@y. id.
see also Remora Invs. LLC v. Q673 S.E.2d 845, 847-48 (Va. 2009). Under Sect®i-771
of the VSCA, the right to inspect a corporation&caords is a right that each stockholder
possesses in an individual capacity. As the ViggiBupreme Court has explained, the statute
allows a stockholder to request inspection so lasighe “request is made in good faith and for
the purpose of protectirtys rightsas an owner of stockRetail Prop. Inv'rs, Inc. v. Skeen&71
S.E.2d 181, 183 (Va. 1996) (emphasis added). Becmgpection is ultimately Mr. Pagliara’s
right as a stockholder and not Freddie Mac’s righta corporation—why would Freddie Mac
ever need a right to demand inspection of its osaords?—the Complaint here asserts a direct

claim.

6/ Freddie Mac and FHFA assert that Mr. Pagliamght of inspection arises under
Freddie Mac’s bylaws, not under Virginia law. (M6tn.4). It is an odd assertion. Freddie Mac
is a publicly traded, privately owned corporatibattis required by federal regulation to select a
body of law for its corporate governancgeel2 C.F.R. § 1239.3(b). It has selected “the
corporate governance practices and procedureseofath of the Commonwealth of Virginia,
including without limitation the Virginia Stock Cporation Act as the same may be amended
from time to time.” Bylaws of the Federal Home Loltortgage Corporation § 11.3(a) (as
amended and restated July 7, 2016), http://wwwdiesdac.com/governance/pdf/bylaws.pdf.
Thus, the VSCA governs this suit. Movants do nahfpto any relevant legal consequence that
might flow from the fact the VSCA applies here heszaFreddie Mac itself chose to be governed
by Virginia law, as there is none.
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Freddie Mac and FHFA do not appear to disagreey Tikeger contest that an inspection
claim is a direct claim. They do, however, argue the nature of thelaim “has no bearing on
the succession analysis here” because FHFA haspedty succeeded to “theght upon which”
that claim is based. (Mot. 10). In other words,reifeMr. Pagliara could bring a direct claim to
enforce his right to inspect corporate records, s contend he does not have the underlying
right to inspect corporate recordg.

Movants cite no support for this argument; it appda be a mere repackaging of their
argument that the HERA succession provision stfiggldie Mac stockholders of all rights, not
just those “with respect to” the company and isets After all, a direct claim lsy definitiona
claim to enforce an individual righEee Simmon&44 S.E.2d at 67Remora Invs.673 S.E.2d
at 847-48. Under Virginia law, the individual right bring suit for court-ordered inspection
tracks, naturally, the individual right of inspexti See Va. Code 8§ 13.1-771C (right of
inspection);d. 8 13.1-773B (right to obtain court-ordered inspatt see alsaCattano v. Bragg
727 S.E.2d 625, 631 (Va. 2012) (explaining thatd€® 13.1-773 . . . affords redress for a
corporation’s failure to permit a shareholder tspieact documents in accordance with Code
8 13.1-771"). Where vindication of the shareholdght at issue does not require proof of harm
to the corporation, the claim to enforce that rightlirect, and the succession provision does not
transfer either the underlying individual right the claim to enforce that righBeelLevin 763
F.3d at 670-72.

Il. Mr. Pagliara Has Identified a “Proper Purpose” Under Virginia Law.

Under Virginia law, a stockholder’'s demand for iespon must be “made in good faith
and for a proper purpose.” Va. Code 8§ 13.1-771(DRatail Prop, 471 S.E. 2d at 183. Freddie
Mac and FHFA argue that—at the motion-to-dismissgget—Mr. Pagliara has not pleaded a

proper purpose because he cannot possibly bring ¢iamm with respect to matters arising from
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an inspection of books and records.” (Mot. 10). klatg contend that Mr. Pagliara must, at the
threshold of this case, demonstrate standing taghai hypothetical subsequent suit, using the
hypothetical information unearthed in the inspattid corporate records that Movants have to
date prevented him from conducting. For that prajoos they citeUnited Technologies Corp. v.
Treppel 109 A.3d 553 (Del. 2014). There are two majorgms with their argument.

First, Movants do not cite any authority that a “proparpose” in Virginia Code Section
13.1-773 is so restrictetlnited Technologiess a Delaware case that focuses on the corporate
inspection right under the Delaware General Cotmord_aw. 7/ It says nothing about Virginia
law, and it is telling that Movants have found mumparable limitation in Virginia. Virginia
courts have never required a “pass-through” amalgtiall potential claims that the inspection
might unearth. Instead, a stockholder pursues peprpurpose so long as his request is designed
“to protect his rights as a shareholdeRétail Prop, 471 S.E.2d at 183%ee also Bank of Giles
Cnty. v. Mason98 S.E.2d 905, 908 (Va. 1957) (a proper purpsssdame reasonable purpose
germane to his interest as a stockholder”). MrliBiags suit easily clears that low bar. He seeks
to: investigate potential breaches of duty and eaie waste injuring the company, as well as
potential contract-based claims for injury to hmlividual rights; determine the company’s
corporate governance positions and practices,aitstys and soundness, and the extent of the
independence and disinterestedness of the Boadlyvalue his own stock in Freddie Mac,
among a number of other proper purposgse( e.g.Compl. 11 122-124; Ex. A thereto, at 4-5).

Secongeven if Virginia law required a showing of stamglin a potential subsequent suit

to establish a “proper purpose” for this action,.Niagliara more than meets any such

7/ Even if it did applyUnited Technologiesloes not establish a hard-and-fast rule that an
inspecting stockholder must always demonstratsthisding to bring a subsequent suit; it simply

describes the substantial discretion that Delawarets have exercised in determining when to

permit inspectionsSeel09 A.3d at 558-59.
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requirement. For example, many of the potentiahwdahe seeks to investigate are themselves
direct, including claims for breach of contract dwdach of the covenant of good faith and fair
dealing. GeeCompl. Y 105-06see generally idf{ 98-114). If Mr. Pagliara is right that
HERA's succession provision does not bar this disedt, then he is equally right that HERA’s
succession provision does not bar a potential dseit for breach of contract or breach of the
covenant of good faith and fair dealing.

Furthermore, Mr. Pagliara seeks to investigate rbmr of derivative claims in which
FHFA and/or Treasury may have a conflict of interé&ee, e.g.Compl. 1 53-56, 81-83, 90-97,
123). At least two courts of appeals have adoptedosflict-of-interest exception to the
“materially-identical” succession provision in FIER. See Delta Savings Bank v. United States
265 F.3d 1017, 1021-23 (9th Cir. 200E)rst Hartford Corp. Pension Plan & Trust v. United
States 194 F.3d 1279, 1295-96 (Fed. Cir. 1999); (Confpll28). Mr. Pagliara thus may be
entitled to bring the potential derivative claine $eeks to investigate, depending on the ultimate
results of his investigation. Those unknown evelittea further underscore the impropriety of
conducting a “pass-through” analysis based on thgi@al claims that Mr. Pagliara might or
might not assert in a future lawsuit.

In sum, Mr. Pagliara has numerous proper purpazesis records demand under the
VSCA, many of which do not contemplate any subseguawsuit. Even for his purposes
involving investigation of potential breaches otyland contract, there is no requirement under
Virginia law that Mr. Pagliara establish in thi€oeds suit standing to bring a hypothetical future
suit seeking relief with respect to those potenbedaches. And even if there were such a
requirement, he plainly has standing to bring, ahiaimum, direct contract-based claims to

enforce his individual rights as a shareholder.
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lll.  HERA's Anti-Injunction Provision Does Not Bar the Requested Relief.

Finally, Movants argue that permitting the inspatiof Freddie Mac’s corporate records
would violate HERA'’s anti-injunction provision, 13.S.C. § 4617(f). $eeMot. 11-12). The
anti-injunction provision states that “no court miake any action to restrain or affect the
exercise of powers or functions of the Agency asoaservator or a receiver.” 12 U.S.C.
8 4617(f). According to Movants, Mr. Pagliara’s eise of his statutorily guaranteed right to
review corporate documents would somehow “restaairaffect” FHFA’'s power to act as a
conservator.§eeMot. 12).

Not so. The relevant case law addressing theigjotiction provision makes clear that
Section 4617(f) prohibits courts from interferingttwFHFA'’s ability to exercise its business
judgment. A good-faith shareholder request to iospmrporate documents does absolutely
nothing to diminish FHFA’s power as conservatorthAugh Movants claim that other courts
have invoked the anti-injunction provision to fdome “shareholders from pursuing claims such
as Plaintiff's during conservatorship,” (Mot. 12hey are mistaken. No other court has applied
the provision to bar claims like this one.

Instead, courts have applied HERA's anti-injunetprovision in two contexts—both in
which a private suit might “restrain or affect” tegercise of FHFA’s business judgment. In the
first set of cases, the plaintiffs expressly soughtrohibit or compel specific business decisions.
For example, the Ninth Circuit recently rebuffeclamllenge to FHFA's directive that Freddie
Mac discontinue purchasing certain risky assetsth&scourt explained, Section 4617(f) barred
the suit because “the ability to decide which mages to buy is an inherent component of
FHFA's charge.”Cnty. of Sonoma v. FHEA710 F.3d 987, 993 (9th Cir. 2013). The Second
Circuit likewise applied Section 4617(f) to blockchallenge to the same FHFA directive,

explaining that FHFA has the power to take “pratectmeasures against perceived risks”
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without judicial interventionTown of Babylon v. FHFA699 F.3d 221, 227 (2d Cir. 2012). In
the analogous FIRREA context, courts have similapplied the statute’s anti-injunction
provision to forbid courts from imposing restrici®on the FDIC’s ability to dispose of property
as it sees fitSee, e.gBank of America Nat'| Ass’n v. Colonial Baré04 F.3d 1239, 1244 (11th
Cir. 2010) (listing cases).

The second set of cases—including each of theschk®/ants rely upon—involves
unauthorizedlerivativesuits.See Gail C. Sweeney Estate Marital Trust v. U.8aJury Dep’t
68 F. Supp. 3d 116, 125-26 (D.D.C. 2014)re Fed. Home Loan Mort@orp. Derivative Litig,
643 F. Supp. 2d at 79Badowsky639 F. Supp. 2d at 350-5l1 re Fed. Nat'l| Mortg. Ass’'n
Secs., Derivative, & ERISA Litijg629 F. Supp. at 4 n.4. Because such derivatits swe
brought on Freddie Mac’s behalf, they may encragmm FHFA'’s authority over Freddie Mac’s
business decisionSeeSweeney68 F. Supp. 3d at 125-26.

Neither category covers the suit here. Mr. Paglamspection claim does not seek to
impose any restriction on the exercise of FHFA'sibess judgment as conservator; Freddie
Mac (and FHFA as conservator) has no discretioresponding to the inspection demaBee
Va. Code Ann. 88 13.1-771, -773. Nor is this a\dgive claim brought on behalf of Freddie
Mac. (See supraPart 1.B). Enforcement of the individual right tospect Freddie Mac’s
corporate records thus will not “restrain or affdeHFA'’s “exercise of powers or functions” as
conservator. In circumstances like these, no chast ever suggested that the anti-injunction
provision appliesSeeln re Fed. Nat. Mort. Ass’n Secs., Derivative, & BR Litig, 725 F. Supp.
2d 147, 155 (D.D.C. 2010) (“All [Section 4617(f)Jelans is that [a court] cannot affect FHFA's

power and authority to manage Fannie Mae or tomdts behalf.”).
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HERA'’s anti-injunction provision, like its successi provision, therefore poses no
obstacle to Mr. Pagliara’s suit or the relief hekse

CONCLUSION

For the foregoing reasons, Plaintiff respectfullguests that the Motion be denied.
Respectfully submitted,

[s/ N. Thomas Connally

N. Thomas Connally, VSB No. 36318
Christopher T. Pickens, VSB No. 75307
HOGAN LOVELLS US LLP

Park Place I, Ninth Floor

7930 Jones Branch Drive

Tel: 703-610-6194

Fax: 703-610-6200
tom.connally@hoganlovells.com
christopher.pickens@hoganlovells.com

Counsel for Plaintiff Timothy J. Pagliara
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UNITED STATESDISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

In re Federal National Mortgage Association MDL No. 1668

Securities, Derivative, and “ERISA”

Litigation

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 a. Civil Action No. 1:07-cv-02130

Judge Richard J. Leon

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

Judge Richard J. Leon

MOTION OF THE FEDERAL HOUSING FINANCE AGENCY ASCONSERVATOR
FOR FANNIE MAE TO SUBSTITUTE FOR SHAREHOLDER DERIVATIVE
PLAINTIFESAND STATEMENT OF POINTSAND AUTHORITIESIN 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 Mag”) respectfully moves this court to
substitute the Conservator for the shareholder derivative plaintiffs (“ Fannie Mae Shareholders’

or “Plaintiffs’) in the above-captioned actions.

! Plaintiff in Agnesv. 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'sindividual 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 Mag]
with al the powers of [Fannie Mag' 5| shareholders, . . . directors, and . . . officers,” and conduct
all of the business of Fannie Mae and its shareholders. See 12 U.S.C. 8§ 4617(b)(2)(B)(i).
Pursuant to these statutory powers, the Conservator now has the sole right to pursue clams on
behalf of Fannie Mae, including the shareholder derivative claims at issue. Because the
Conservator isthe only party with standing to pursue shareholder derivative claims on behalf of
Fannie Mag, the Court should grant the Conservator’s Motion to Substitute for Plaintiffsin 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 |oans across regions and over real estate cycles.

Fannie Mag' 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 amajor rolein creating aready supply of mortgage funds for American homebuyers.

B. The Federal Housing Finance Agency and the FHFA Conservator ship
Appointment

The FHFA was established by the Housing and Economic Recovery Act of 2008
(“HERA™),? 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.>
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.*

As Conservator for Fannie Mag, 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:

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

In addition, pursuant to 12 U.S.C. 8§ 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.

% Under the statute the term “regulated entity” means: (1) Fannie Mae and its affiliates,
(2) Freddie Mac and its affiliates, and (3) any Federa Home Loan Bank. See 12 U.S.C.
8 4502(20).

* 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. officias, 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/rel eases/hp1129.htm; Statement by Federal Reserve Board Chairman
Ben Bernanke (Sept. 7, 2008), available at

http://www.federal reserve.gov/newsevents/press/other/20080907a.htm.
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(i) take over the assets of and operate [Fannie Mag] with all the
powers of the shareholders, the directors, and the officers of
[Fannie Mag] and conduct all business of [Fannie Mag].
The Conservator is given these powers to “preserve and conserve the assets and property of
[Fannie Mag],” id. at § 4617(b)(2)(B)(iv).
ARGUMENT

A. AsConservator For Fannie M ae, the FHFA Hasthe Sole Authority to
Exercisethe Rights of Fannie Mag's Shareholders.

Upon its appointment as Conservator for Fannie Mage, the FHFA succeeded to all of
Fannie Mag' s “rights, titles, powers, and privileges,” and to al 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 Mage' s behalf -- are
now held solely by the FHFA. Theserights 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 al the powers of the
shareholders. ...” Asaresult, the FHFA isthe sole party with standing to assert the rights of
the Fannie Mae Shareholders.

The Court of Appealsfor 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).° In the Pirélli case, the
Fannie Mage shareholder plaintiffs brought derivative claimsin the D.C. District Court that were

dismissed pursuant to Fed. R. Civ. P. 23.1 for failure to make ademand. Inre Fannie Mae

> 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 plaintiffsin asimilar action pending in the United States District Court for the Eastern
District of Virginia. That action isnow 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

8§ 4617(b)(2) of HERA, the Conservator has succeeded to all of the powers of Fannie Mag’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 powersin 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, aUnited States Magistrate Judge for the Southern District of New Y ork
recently recommended that the Conservator should be substituted for the shareholder plaintiffsin
aderivative 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] vestsin the FHFA all rights and powers of a
shareholder to bring an action on Freddie Mac’ s behalf . . . . Asthe FHFA isthetrue party in
interest in thislitigation, it is proper to substitute it as the plaintiff in thisaction.” See Exhibit 2,
Sadowsky Testamentary Trust Report and Recommendation (S.D.N.Y. Jan. 28, 2009) (citations
omitted).

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 Piréli and the S.D.N.Y.

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

® 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.” 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, severa courts, including the Ninth Circuit, have held that the rights and
privileges granted to the FDIC when acting as areceiver 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. Seee.g., Pareto v. FDIC, 139 F.3d 696 (9th
Cir. 1998); Lafayette Fed. Credit Union v. Nat’| 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. FHa. 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) -- whichis
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. Thislanguage, 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

’ 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 atroubled 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 asingle,
congressionally designated agency.” 1d. Permitting shareholders to bring suitswould “alow a
wholesale invasion of the FDIC's control over [the] proceedings.” 1d. 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 stockhol der interests
unprotected, concluding that “the FDIC can decide to bring an action against the directors for
their wrongdoing, if any therewas.” 1d. a 700. Construing Section 1821(d)(2) as part of an

overall statutory scheme materially identica 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 themsel ves 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 al of the rights, powers, and privileges of the
failing institutions, their depositors, account holders, officers,
directors, and stockholders. Infine, al 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. a 701.
The Ninth Circuit’sreading of 12 U.S.C. § 1821(d)(2) accords with the interpretations
given to conservatorship and receivership powers of federal banking agenciesin severa other

decisions. In an opinion affirmed by the Fourth Circuit, the Eastern District of Virginiaheld that
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identical statutory language, see 12 U.S.C. 8§ 1787(b)(2), grants the receiver of failed federa
credit unions the sole right to pursue any derivative claims of a credit union’s shareholders.
Lafayette Fed. Credit Union v. Nat’| 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 thisissue has been legidlatively 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 sharehol ders, one of which isthe 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 asreceiver 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’ sright under 12 U.S.C. § 1821(d)(2)(B) to maintain aresidual
economic interest in areceivership, and determined that this retention of rights somehow trumps
the statutory language granting the FDIC receiver “all” of the shareholders former rightsvis-a-
visthe seized entity. Id. at 404. The Ninth Circuit in Pareto expressy considered and rejected
thisanalysis, finding that the Branch court’ s interpretation created unnecessary conflict in the

statute, and elevated sharehol der rights above the authority plainly granted to the FDIC recelver:
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The mere fact that any residue will go to the stockholdersis not
surprising. Indeed, where else would it go after all depositors,
creditors, other claimants, and administrative expenses had been
paid? Onewould hardly expect Congressto order an escheat. But
that remaining vestige of the stockholders' rights can hardly be
said to alow awholesale 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 areceivership, see Suessv.
U.S, 33 Fed. CI. 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 [therecelver] ....” 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 |egisation 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 asingle 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. Herethe Conservator has all the powers of Fannie Mag' 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 Mag's

financial best interests. Even more so than in the case of an FDIC conservatorship of afailed
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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 afailure 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 al rights, powers, and privileges of Fannie

Mae' s Shareholders.

B. The Shareholders Continued Presenceln These ActionsisBarred By 12
U.S.C. §4617(f)

In addition to granting the Conservator the affirmative power to “operate [Fannie Mag]
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 alawsuit 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 Mag, 12 U.S.C. 8 4617(b)(2)(B)(iv), (2) collect al obligations
and money due to Fannie Mae, 12 U.S.C. 8§ 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.

8§ 4617(b)(2)(B)(V).

Thus, Section 4617(f) bars the Fannie Mae Shareholders from continuing to prosecute
these derivative clams. 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 Mag' s name or by Fannie
Mae's shareholders. It iswithin 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”

10
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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. 8§ 1821(j), “by itsterms, can preclude relief even against a
third party . . . wherethe result is such that the relief ‘restrain[s] or affect[s] the exercise of
powers or functions of the [FDIC] as a conservator or areceiver.”” Hindesv. FDIC, 137 F.3d
148, 159-61 (3d Cir. 1998) (emphasisin 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 Mag' s legal claimsin any
manner that they seefit, regardless of what action the Conservator deems strategically
appropriate or necessary. This conduct isinconsistent 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 Sharehol der
Plaintiffs in the above-captioned actions, and the captions herein should be amended to list
plaintiffs as “Federa Housing Finance Agency as Conservator for the Federal National Mortgage
Association (“Fannie Mag”) and as legal successor to all of the rights, titles, powers, and
privileges of Fannie Mae and its shareholders.” Present counsdl for the Fannie Mae Sharehol der

Plaintiffs should be substituted out as counsal in these matters.

11
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Respectfully Submitted:

Of Counsel: /s/_Howard N. Cayne

Howard N. Cayne (D.C. Bar # 331306)
Stephen E. Hart David B. Bergman (D.C. Bar # 435392)
FEDERAL HOUSING FINANCE AGENCY  JoshuaP. Wilson (D.C. Bar # 487829)
1700 G St., NW James D. Mangiafico (D.C. Bar # 481689)
Washington, DC 20552 ARNOLD & PORTERLLP
T: 202-414-3800 555 12TH St., NW

Washington, DC 20004
T: 202-942-5000
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Attorneys for the Federal Housing Finance
Agency as Conservator for Fannie Mae
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