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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS

CHRISTOPHER M. ROBERTS and
THOMAS P. FISCHER,

Plaintiffs,

vs.

THE FEDERAL HOUSING FINANCE
AGENCY, in its capacity as Conservator of the
Federal National Mortgage Association and the
Federal Home Loan Mortgage Corporation,
MELVIN L. WATT, in his official capacity as
Director of the Federal Housing Finance
Agency, THE DEPARTMENT OF THE
TREASURY, and JACOB J. LEW, in his
official capacity as Secretary of the Treasury,

Defendants.

No. 1:16-cv-02107

PLAINTIFFS` AMENDED
COMPLAINT FOR DECLARATORY
AND INJUNCTIVE RELIEF

FILED UNDER SEAL

Plaintiffs Christopher M. Roberts and Thomas P. Fischer, by and through their

undersigned counsel, hereby allege as follows:

I.
INTRODUCTION

1. In August 2012, at a time when the housing market was recovering from the

financial crisis and the Federal National Mortgage Association and the Federal Home Loan

Mortgage Corporation (i\jg\Zk m̀\cp) uFanniev Xe[ uFreddie)v Xe[) together, k_\ uCompaniesv(

had returned to stable profitability, the federal government took for itself the entire value of the

rights held by Plaintiffs and AXee \̀xj Xe[ Ai\[[ \̀xj other private shareholders by forcing these

private, shareholder-owned Companies to turn over all of their profits to the federal government

on a quarterly basis forevertan action the government called k_\ uI\k Rfik_ Nn\\gv and that
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\]]\Zk`m\cp \ogifgi X̀k\j gi m̀Xk\ j_Xi\_fc[\ijx èk\i\jk è k_\ >fdgXe \̀j+ The Net Worth Sweep

also reaffirmed and exacerbated the effect of prior policy decisions that contravene the

^fm\ied\ekxj jkXklkfip Xlk_fi k̀ \̀j kf k_\ [\ki`d\ek f] AXee \̀xj Xe[ Ai\[[ \̀xj gi m̀Xk\

shareholders. Plaintiffs Yi è^ k_ j̀ XZk f̀e kf glk X jkfg kf k_\ ]\[\iXc ^fm\ied\ekxj naked,

unauthorized, and ongoing expropriation of private property and contractual rights.

2. Fannie and Freddie are two of the largest privately owned insurance companies in

the world. They are not banks. Unlike the big banks, Fannie and Freddie did not commit any

consumer fraud in the run-up to the financial crisis. The Companies do not originate mortgages

and they do not deal directly with individual homeowners. Instead, Fannie and Freddie insure

trillions of dollars of mortgages and provide essential liquidity to <d\i Z̀Xxj residential mortgage

market. The Companies have helped tens of millions of American families buy, rent, or refinance

a home even during the toughest economic times when banks and other lenders shun mortgage

risk. Fannie and Freddie operate for profit, and their debt and equity securities are privately

owned and publicly traded. O_\ >fdgXe \̀jx j_Xi\_fc[\ij èZcl[\ Zommunity banks, charitable

foundations, mutual funds, insurance companies, pension funds, and countless individuals,

including Plaintiffs.

3. During the 2008 financial crisis, Fannie and Freddie helped save <d\i Z̀Xxj _fd\

mortgage system and resuscitated our national economy by continuing to provide liquidity when

credit and insurance markets froze solid. Among other things, federal regulators encouraged the

Companies to initiate massive purchases of home mortgages and mortgage bonds to stem

declines in those markets and alleviate pressures on the balance sheets of private firms,

particularly overburdened banks. Throughout the financial crisis, Fannie and Freddie were

capable of meeting all of their obligations to insureds and creditors and were capable of
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absorbing any losses that they might reasonably incur as a result of the downturn in the financial

markets. As mortgage insurers, Fannie and Freddie are designed to generate ample cash to cover

their operating expensestand indeed this was the case for the Companies throughout the

financial crisis. In contrast to other market participants, the Companies took a relatively

conservative approach to investing in mortgages during the national run up in home prices from

2004 to 2007. As a result, the Companies (i) experienced substantially lower mark-to-market

credit losses during the financial crisis than other mortgage insurers, (ii) were never in financial

distress, and (iii) remained in a comparatively strong financial condition. De[\\[) k_\ >fdgXe \̀jx

ability to pay any outstanding claimsta fundamental principle for all insurerstwas never in

doubt. ?\jg k̀\ k_\ >fdgXe \̀jx i\cXk m̀\ ]̀eXeZ`Xc _\Xck_) the Department of the Treasury

'uTreasuryv( implemented a deliberate strategy to seize the Companies and operate them for the

exclusive benefit of the federal government.

4. <k Oi\Xjlipxj li `̂e )̂ `n July 2008, Congress enacted the Housing and Economic

M\Zfm\ip <Zk f] /--5 'uHERAv(. HERA created the Federal Housing Finance Agency

'uFHFA,v and Zfcc\Zk`m\cp n k̀_ Oi\Xjlip) k_\ uAgenciesv) to replace Fanniexj Xe[ Ai\[[ \̀xj

prior regulator and authorized FHFA to appoint itself as conservator or receiver of the

Companies in certain statutorily specified circumstances. As conservator, HERA charges FHFA

to rehabilitate Fannie and Freddie by taking action to put the Companies in a sound and solvent

condition while preserving and conserving their assets. Only as receiver does HERA authorize

FHFA to wind up the affairs of Fannie and Freddie and liquidate them. C@M<xj distinctions

between the authorities granted to conservators and receivers are consistent with longstanding

laws and practices of financial regulation.
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5. HERA also granted Treasury temporary Xlk_fi k̀p kf èm\jk è k_\ >fdgXe \̀jx

stock until December 31, 2009. Congress made clear that in exercising this authority Treasury

was required to consider the uneed to maintain [Fanniexj and FreddiexjW jkXklj Xj + + + private

shareholder-owned compan[ies].v

6. O_\j\ c̀d k̀Xk f̀ej fe ACA<xj Xe[ Oi\Xjlipxj Xlkhority make clear that Congress

did not intend for the Agencies to operate Fannie and Freddie in perpetuity, and certainly not for

the exclusive financial benefit of the federal government.

7. On September 6, 2008tdespite prior public statements assuring investors that the

Companies were in sound financial shapetFHFA) Xk Oi\Xjlipxj li `̂e )̂ abruptly forced Fannie

and Freddie into conservatorship. Former Secretary Paulson has made clear that Treasury was

the driving force behind the imposition of conservatorship 7 uACA< _X[ Y\\e YXcbp Xcc Xcfe +̂ + + +

We had to convince its people that [conservatorship] was the right thing to do, while making sure

kf c\k k_\d ]\\c k_\p n\i\ jk c̀c è Z_Xi \̂+v Ultimately, however, Treasury was in charge, as

demonstrated by Secretary KXlcjfexj ZcX`d k_Xk uj\ q̀̀ e^ Zfekifcv f] AXee \̀ Xe[ Ai\[[ \̀ nXj Xe

XZk f̀e uD kffb+v

8. Under HERA, and as FHFA confirmed in its public statements beginning in

September 2008, conservatorship is necessarily temporary, and FHFA must conduct the

conservatorships with the objective of returning the Companies to normal business operations.

At the time, neither of the Companies was experiencing a liquidity crisis, nor did they suffer

from a short-term fall in operating revenue. Moreover, the Companies had access to separate

credit facilities at the Federal Reserve and at the Treasury, and the Companies held hundreds of

billions of dollars in unencumbered assets that could be pledged as collateral if necessary.

Nevertheless, Treasury instead coerced the Companies into conservatorship to further the
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^fm\ied\ekxj unspoken policy objectives. Indeed, a receivership that sold all of the CfdgXe \̀jx

assets and liabilities would have had more economic value to the private shareholders than the

conservatorship as it was structured and operated in practice. And in any event, Treasury had

definitively concluded that the Companies would not be placed into receivership at that time.

9. Immediately after the Companies were forced into conservatorship, Treasury

exercised its temporary authority under HERA to enter into agreements with FHFA to purchase

j\Zli k̀ \̀j f] AXee \̀ Xe[ Ai\[[ \̀ 'uPreferred Stock Purchase Agreements,v uPurchase

Agreements)v fi uPSPAsv( in lieu of permitting the Companies to access the available credit

facilities. Under these PSPAs, Treasury designed an entirely new class of securities in the

>fdgXe \̀j) befne Xj N\e f̀i Ki\]\ii\[ NkfZb 'uGovernment Stockv(, which came with very

favorable terms. Treasury received $1 billion of Government Stock (via one million shares) in

each Company and warrants to acquire 79.9% of the common stock of the Companies at a

nominal price in return for its commitment to acquire Government Stock in the future.

10. The PSPAs served a function similar to the credit facilities described above, but

carried much more punitive terms. If Treasury acquired additional Government Stock, such

purchases would not add to the one million shares held by Treasury, but would instead increase

k_\ c̀hl [̀Xk`fe gi\]\i\eZ\ f] Oi\Xjlipxj jkfZbtthe economic equivalent of purchases of stock.

O_\ gligfj\ Xe[ \]]\Zk f] k_ j̀ XiiXe^\d\ek nXj kf Xkk\dgk kf \mX[\ k_\ jlej\k f] Oi\Xjlipxj

purchase authority in December 2009. Indeed, Secretary Paulson has admitted that the particular

design of the KNK<j uklie\[ VOi\XjlipxjW k\dgfiXip Xlk_fi k̀p kf èm\jk è AXee \̀ Xe[ Ai\[[ \̀v

èkf jfd\k_`e^ hl k̀\ [ ]̀]\i\ek7 un_Xk \]]\Zk`m\cp nXj X g\idXe\ek ^lXiXek\\ fe Xcc k_\ ì [\Yk+v

HENRY M. PAULSON, ON THE BRINK 10s11 (2d ed. 2013).
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11. The Government Stock entitled Treasury to collect dividends at an annualized rate

of 10% if paid in cash or 12% if paid in kind. The Government Stock was entitled to receive cash

[ m̀ [̀\e[j ]ifd k_\ >fdgXe \̀j fecp kf k_\ \ok\ek [\ZcXi\[ Yp k_\ =fXi[ f] ? ì\Zkfij u è k̀j jfc\

discretion, from funds legally available therefor.v If the Companies did not wish totor legally

could nottpay a cash dividend, the unpaid dividends on the Government Stock could be

ZXg k̀Xc̀ q\[ 'fi gX [̀ u è b è[v( Yp èZi\Xj`e^ k_\ c̀hl [̀Xk`fe gi\]\i\eZ\ f] k_\ flkjkXe[`e^

Government Stocktan option Treasury publicly enunciated in the fact sheet it released upon

entering into the PSPAs. Therefore, the Companies were never required to pay cash dividends on

Government Stock. There was never any threat that the Companies would become insolvent by

virtue of making cash dividend payments, both because dividends could be paid with stock and

because state law (which the Companies are subject to) prohibits the payment of dividends that

would render a company insolvent. Indeed, authorizing the payment of cash dividends

contravenes ACA<xj fYc̀ X̂k f̀ej Xj Zonservator. As FHFA has emphasized, uXccfn`e^ ZXg k̀Xc

[ j̀ki Ỳlk`fej kf [\gc\k\ k_\ \ek k̀pxj Zfej\imXkfij_`g Xjj\kj would be inconsistent with the

X \̂eZpxj jkXklkfip ^fXcj) Xj k_\p would result in removing capital at a time when the Conservator

j̀ Z_Xi \̂[ n k̀_ i\_XY c̀ k̀Xk`e^ k_\ i\^lcXk\[ \ek k̀p+v Conservatorship and Receivership, 76 Fed.

Reg. 35,724, 35,727 (June 20, 2011). Unlike most preferred stock that imposes temporal limits

on X ZfdgXepxj ability to exercise a payment-in-kind option, the PSPAs specifically allowed the

Companies to utilize this mechanism throughout the life of the agreement, thereby foreclosing

any possibility that they would exhaust Oi\Xjlipxj ]le[`e^ Zfddk̀d\nt because of a need to

make a dividend payment to Treasury.

12. The PSPAs also granted Treasury substantial control over ACA<xj fg\iXk f̀e f]

AXee \̀ Xe[ Ai\[[ \̀ è Zfej\imXkfij_ g̀+ R k̀_flk Oi\Xjlipxj consent, the PSPAs prohibited
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Fannie and Freddie from (i) issuing new equity securities; (ii) paying dividends to any

stockholders other than Treasury; (iii) selling, conveying, or transferring assets outside the

ordinary course of business; (iv) incurring indebtedness above a specified level; (v) making

certain fundamental changes to their business; or (vi) engaging in certain transactions with

affiliates. Indeed, the PSPAs even purported to prohibit FHFA from terminating the

conservatorships that it alone is charged with administering other than in connection with placing

Fannie and Freddie in receivership.

13. The Government Stock diluted, but did not eliminate, the economic interests of

k_\ >fdgXe \̀jx gi m̀Xk\ j_Xi\_fc[\ij+ O_\ nXiiXekj kf gliZ_Xj\ 46+6% f] k_\ >fdgXe \̀jx

Zfddfe jkfZb ^Xm\ Oi\Xjlip ulgj [̀\v via economic participation in the Companiesx

profitability, but this upside would be shared with private preferred shareholders (who retained

priority over common shareholders) and private common shareholders (who retained rights to

/-+.% f] k_\ >fdgXe \̀jx i\jidual value). James Lockhart, the Director of FHFA, accordingly

Xjjli\[ >fe î\jj j_fikcp X]k\i `dgfj k̀`fe f] k_\ Zfej\imXkfij_ g̀ k_Xk AXee \̀xj Xe[ Ai\[[ \̀xj

ushareholders are still in place; both the preferred and common shareholders have an economic

inter\jk è k_\ ZfdgXe \̀jv Xe[ k_Xk u^f è^ ]finXi[ k_\i\ dXp Y\ jfd\ mXcl\v è k_Xk èk\i\jk+

14. Pe[\i ACA<xj jlg\im j̀ f̀etand, on information and belief, at the insistence and

direction of Treasurytthe Companies were forced to excessively write down the value of their

assets) gi`dXi`cp [l\ kf ACA<xj n c̀[cp g\jj`dj̀k`Z Xjjldgk f̀ej XYflk gfk\ek X̀c ]lkli\ cfjj\j

over many years. ?\jg k̀\ k_\ >fdgXe \̀jx concerns, FHFA flagrantly disregarded standard

insurance company accounting principles and caused the Companies to incur substantial non-

cash accounting losses in the form of gargantuan loan loss provisions. To be clear, tens of

billions of dollars of these provisionstprocessed immediately by the Companies as expensest
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were completely unnecessary since the potential loan losses never materialized into actual losses.

Nonetheless, by June 2012, the Agencies had forced Fannie and Freddie to issue $161 billion in

Government Stock to make up for the balance-sheet deficits caused by the < \̂eZ \̀jx unrealistic

and overly pessimistic accounting decisions, even though there was no indication that the

Companiesx actual cash expenses could not be met by their cash receipts. The Companies were

further forced to issue an additional $26 billion of Government Stock so that Fannie and Freddie

would be able to pay cash dividends to Treasury even though, as explained above, the

Companies were never required to pay cash dividends. Finally, because (i) the Companies were

forced to issue Government Stock to Treasury that they did not need to continue operations and

(ii) the jkilZkli\ f] Oi\Xjlipxj ]̀eXeZ`al support did not permit the Companies to repay and

redeem the Government Stock outstanding, the amount of the dividends owed on the

Government Stock was artificiallytand permanentlytinflated.

15. As a result of these transactions, Treasury amassed a total of $189 billion in

Bfm\ied\ek NkfZb+ =lk YXj\[ fe k_\ >fdgXe \̀jx g\i]fidXeZ\ è the second quarter of 2012, it

nXj XggXi\ek k_Xk k_\i\ nXj jk c̀c mXcl\ è k_\ >fdgXe \̀jx gi m̀Xk\ j_Xi\j+ By that time, the

Companies were thriving and could easily pay 10% annualized cash dividends on the

Government Stock without drawing additional capital from Treasury. And based on the

improving housing market and the high quality of the newer loans backed by the Companies, it

was apparent that they had returned to stable profitability. The Agencies knew that this return to

profitability was inevitable because the Companies were on the verge of reversing many of the

unnecessary non-cash accounting cfjj\j k_\p _X[ èZlii\[ le[\i ACA<xj jlg\im j̀ f̀e) Xe[ k_\

Agencies understood that reversal of those paper losses would result in massive profits. Given

the broad-based recovery in the housing industry that had occurred by the middle of 2012 and
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specific information about the Companies that the Agencies considered, it is clear that the

Agencies fully understood that the Companies would be generating huge profits, far in excess of

the dividends owed on the Government Stock.

16. Treasury, however, was not content to share the value of the Companies with

private shareholders and was committed to ensuring that the Companies were operated for the

exclusive benefit of the federal government. Indeed, unbeknownst to the public, Treasury had

secretly i\jfcm\[ ukf \ejli\ \o j̀k`e^ Zfddfe \hl k̀p _fc[\ij n c̀c efk _Xm\ XZZ\jj kf Xep gfj k̀ m̀\

earnings from the [Companies] in the future.v By the middle of 2012, however, it was apparent

that even the large amount of Government Stock outstandingtk_\ gifm\iY X̀c uZfeZi\k\ c̀ ]\

gi\j\im\ivtwould not achieve this unlawful policy goal for Treasury.

17. Therefore, on August 17, 2012, just days after the Companies announced their

record-breaking quarterly earnings, the Agencies unilaterally imposed the Net Worth Sweep to

expropriate for the federal government the value of Fannie and Freddie shares held by private

investors. Treasury itself said that the Net Worth Sweep was intended to ensure k_Xk u\m\ip

dollar of earnings that Fannie Mae and Freddie Mac generate will benefit taxpayers.v With the

stroke of a pen, the Agencies had nationalized the Companies and taken all the value of the

Companies for Treasury, thereby depriving the private shareholders of all their economic rights,

well in excess of the authority granted to the FHFA as conservator. Indeed, under the Net Worth

Sweep private shareholders are guaranteed never to receive any return of their investments or any

return on their investments (i.e., in the form of dividends). The Companies received no

incremental investment by Treasury or other meaningful consideration in return for the Net

Worth Sweep, which restricts them to a small and diminishing maximum capital level above

which any profits they generate must be paid over to Treasury. All of this was in blatant violation
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f] uk_\ gXk_ cX [̀ flk le[\i C@M<)v n_ Z̀_) Xj \m\e Oi\Xjlip XZbefnc\[^\[ èk\ieXccp) nXj ]fi

AXee \̀ Xe[ Ai\[[ \̀ kf uY\ZfdV\W X[\hlXk\cp ZXg k̀Xc̀ q\[v Xe[ u\o k̀ Zfej\imXkfij_ g̀ Xj gi m̀Xk\

ZfdgXe \̀j+v

18. The Net Worth Sweep has resulted in a massive and unprecedented financial

windfall for the federal government. From the fourth quarter of 2012, the first fiscal quarter

subject to the Net Worth Sweep, through the fourth quarter of 2015, the most recently disclosed

fiscal quarter, Fannie and Freddie generated over $184 billion in net income. But rather than

using those profits to prudently build capital reserves and prepare to exit conservatorship, Fannie

and Freddie instead have been forced to pay over $190 billion è u[ m̀ [̀\e[jv kf k_\ ]\[\iXc

government under the Net Worth Sweep (funded by that net income and draining prior retained

earnings)tnearly $129 billion more than the government would have received under the original

PSPAs. Adding Net Worth Sweep dividends to the dividends Fannie and Freddie had already

paid, Treasury has now recouped a total of $245 billiontwhich is $58 billion more than it

invested in the Companies. Yet, according to Treasury, the amount of outstanding Government

Stock remains firmly fixed at $189 billion, and Treasury continues to insist that it has the right to

Xcc f] AXee \̀xj Xe[ Ai\[[ \̀xj future earnings in perpetuity. At the time of the Net Worth Sweep,

the Agencies knew that it would result in a massive financial windfall.

19. The timing of the Net Worth Sweep, which was announced just as the Companies

began to generate substantial and sustained profits, shows that it was imposed on the Companies

kf \ogifgi X̀k\ gi m̀Xk\ j_Xi\_fc[\ijx èm\jkd\ekj Xe[ to guarantee that the Companies would not

be able to rebuild capital and emerge from conservatorship. Nevertheless, Treasury and FHFA

have maintained publicly and in other litigation that they adopted the Net Worth Sweep to avert a

u[\Xk_ jg ìXcv è n_ Z̀_ k_\ >fdgXe \̀j nflc[ _Xm\ fk_\in j̀\ \o_Xljk\[ Oi\Xjlipxj XmX c̀XYc\
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funding commitment by drawing on Treasury funds to pay dividends on Treasuryxj j\e f̀i

preferred stock. This explanation makes no sense not only in light of k_\ I\k Rfik_ Nn\\gxj

timing but also because the Companies had no obligation to declare and pay cash dividends on

Oi\Xjlipxj j\e f̀i gi\]\ii\[ jkfZb è k_\ ]̀ ijk gcXZ\+ Of k_\ ZfekiXip) k_\ >fdgXe \̀jx X î\\d\ekj

with Treasury expressly gave the Companies the option to pay Treasury its dividends ù e b è[v

with additional preferred stock.

20. Far from worry that the Companies would not earn enough to pay dividends on

Oi\Xjlipxj j\e f̀i gi\]\ii\[ jkfZb) k_\ ZfeZ\ie k_Xk gifdgk\[ k_\ < \̂eZ \̀j kf `dgfj\ k_\ I\k

Worth Sweep was that the Companies would soon become too profitable and that as a result they

could rebuild their capital, emerge from conservatorship, and provide a return on private

j_Xi\_fc[\ijx èm\jkd\ekj+ As a senior White House official explained in an email to a senior

Oi\Xjlip f]]̀Z X̀c fe k_\ [Xp k_\ I\k Rfik_ Nn\\g nXj XeefleZ\[) un\xm\ Zcfj\[ f]] Vk_\W

possibility that [Fannie and Freddie] ever[ W ^f 'gi\k\e[( gi m̀Xk\ X^X è+v O_Xk jXd\ f]]̀Z X̀c jX [̀

in another email that Peter Wallison of the American Enterprise Institute, who spoke with

Bloomberg News about the Net Worth Sweep, waj u\oXZkcp i`̂ _k fe jlYjkXeZ\ Xe[ èk\ekv n_\e

_\ jX [̀ k_Xk uVkW_\ dfjk j`̂ e`] Z̀Xek j̀jl\ _\i\ j̀ n_\k_\i AXee \̀ Xe[ Ai\[[ \̀ n c̀c Zfd\ YXZb kf

life because their profits will enable them to re-capitalize themselves and then it will look as

though it is feasible for them to return as private companies backed by the government. . . . What

the Treasury Department seems to be doing here . . . is to deprive them of all their capital so that

[f\jexk _Xgg\e+v

21. Alik_\i jlggfik è^ k_Xk R_ k̀\ Cflj\ f]]̀Z X̀cxj \ogcXeXtion for the Net Worth

Sweep is evidence relating to a meeting that occurred on August 9, 2012, between senior

Oi\Xjlip f]]̀Z X̀cj) èZcl[`e^ Pe[\i N\Zi\kXip HXip H c̀c\i) Xe[ AXee \̀xj senior management. At

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 11 of 86 PageID #:531



12
Protected Information to Be Disclosed Only in Accordance With Protective Order

the August 9 meeting, Treasury was given specific ie]fidXk f̀e XYflk AXee \̀xj [\]\ii\[ kXo

assets: Fannie CFO Susan McFarland told Under Secretary Miller that release of the valuation

XccfnXeZ\ fe _\i ZfdgXepxj [\]\ii\[ kXo Xjj\kj c̀b\cp nflc[ _Xgg\e è d[̀-2013 and that it

likely would generate profits in the range of $50 billionta prediction that proved to be correct.

Treasury was keenly aware of this impending addition to earnings even before its meeting with

Fannie. Indeed, by late May 2012 Treasury and its consultant were discussing returning the

deferred tax assets kf AXee \̀xj Xe[ Ai\[[ \̀xj YXcXeZ\ j_\\kj) Xe[ X b\p k̀\d fe Oi\Xjlipxj

agenda for the August 9 meeting was how quickly Fannie forecasted releasing its reserves.

22. Oi\Xjlipxj befnc\[ \̂ f] AXee \̀xj \og\ZkXk f̀ej ]fi k̀j [\]\ii\[ kXo Xjj\kj n_fccp

[ j̀Zi\[ k̀j k_\ [\ZcXiXk f̀e ACA< jlYdk̀k\[ è Xefk_\i [ j̀ki Z̀k Zflik Xjj\ik è^ k_Xk ue\ k̀_\i k_\

>fej\imXkfi efi Oi\Xjlip \em j̀ f̀e\[ Xk k_\ k`d\ f] k_\ O_ ì[ <d\e[d\ek k_Xk AXee \̀ HX\xj

valuation allowance on its deferred tax assets would be reversed in early 2013, resulting in a

jl[[\e Xe[ jlYjkXek X̀c èZi\Xj\ è AXee \̀ HX\xj e\k nfik_) n_ Z̀_ nXj gX [̀ kf Oi\Xjlip è d[̀-

/-.0 Yp m ìkl\ f] k_\ e\k nfik_ [ m̀ [̀\e[+v O_Xk [\ZcXiXk f̀e nXj j`̂ e\[ Yp HXi f̀ P^fc\kk )̀ n_f

participated in the creation and implementation of the PSPAs while at Treasury, later moved to

FHFA, and at the time of the Net Worth Sweep served as the principal liaison with Treasury

concerning the PSPAs. But when deposed, Mr. Ugoletti expressly disclaimed any knowledge of

Oi\Xjlipxj le[\ijkXe[`eg of the deferred tax asset issue, and he also denied knowing what

anyone else at FHFA thought about the issue.

23. The Agencies knew well in advance of Oi\Xjlipxj <l^ljk 6 d\\k è^ n k̀_ AXee \̀

that that the Companies were \ek\i è^ X g\i f̀[ f] u^fc[\e p\Xijv f] earnings. Indeed, that very

sentiment was expressed in the minutes of a July 2012 Fannie executive management meeting

that were circulated broadly within FHFA, including to Acting Director Edward DeMarco.
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Projections attached to those minutes showed that Fannie expected that its dividend payments to

Treasury would exceed its draws under the PSPAs by 2020 and that over $115 billion of

Oi\Xjlipxj Zfddk̀d\ek nflc[ i\dX è X]k\i /-//+ AXee \̀ dXeX^\d\ek j_Xi\[ j`d`cXi gifa\Zk f̀ej

with Treasury in advance of the August 9 meeting described above. It is hardly surprising in

light of these projections that Ms. McFarland testified that she did not believe Fannie was in a

[ m̀ [̀\e[ u[\Xk_ jg ìXcv n_\e k_\ I\k Rfik_ Nn\\g nXj XeefleZ\[+

24. The Net Worth Sweep was announced aljk \`̂ _k [Xpj X]k\i Oi\Xjlipxj d\\k è^

with FannietXe[ \dX c̀ kiX]]̀Z è[ Z̀Xk\j k_Xk Oi\Xjlip nXj dXb è^ X ui\e\n\[ glj_v kf ]̀eXc`q\

k_\ I\k Rfik_ Nn\\g k_\ jXd\ [Xp k̀ d\k n k̀_ AXee \̀xj dXeX^\d\ek+ De c̀^_k f] Xcc f] k_ j̀) k̀ j̀

not plausible for the A \̂eZ \̀j kf ZcX`d k_Xk k_\i\ nXj `dd`e\ek ZfeZ\ie f] X u[\Xk_ jg ìXcv n_\e

the Net Worth Sweep was announced. Indeed, in an internal document authored the day before

k_\ jn\\g nXj XeefleZ\[) Oi\Xjlip jg\Z ]̀̀ZXccp [̀\ek`]`\[ k_\ >fdgXe \̀jx `dgifm`e^ fg\iXk èg

performance and the potential for near-term earnings to exceed the 10% dividend as reasons for

imposing the Net Worth Sweep.

25. The Net Worth Sweep blatantly transgresses the limits Congress placed on

FHFAxj and Treasuryxj Xlk_fi k̀p. As conservator of Fannie and Freddie, FHFA is charged with

rehabilitating the Companies with a view to returning them to private control. The Net Worth

Sweep guarantees that this can never be accomplished. Indeed, contrary to its statutory

requirements and statements that it made when the conservatorship was initiated, FHFA has now

indicated that it will operate Fannie and Freddie for the exclusive benefit of the government until

Congress passes housing finance legislation. Yet holding the Companies hostage in a perpetual

conservatorship while awaiting potential legislative action was never an option for FHFA

contemplated under HERA. And Treasuryxj [\Z j̀ f̀e kf exchange its existing equity stake in the
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Companies for a new and different equity stake granted to it by the Net Worth Sweep years after

k̀j k\dgfiXip Xlk_fi k̀p kf XZhl ì\ k_\ >fdgXe \̀jx jkfZb _X[ \og ì\[ is a direct affront to

C@M<xj gcX è i\hl ì\d\ekj. What is more, on information and belief Treasury compelled FHFA

to agree to the Net Worth Sweep d\jg k̀\ >fe î\jjxj \ogi\jj [ ì\Zk f̀e k_Xk ACA< \o\iZ j̀\ t̀s

conservatorship authority independently.

26. By entering the Net Worth Sweep, FHFA violated HERA in at least six ways.

A ìjk) ACA< ]X c̀\[ kf XZk Xj X uZfej\imXkfivtindeed it has acted as an anti-conservatort

because no conservator is allowed to brazenly confiscate billions of dollars from companies

under its care and then funnel all that cash to a sister federal agency. Second, FHFA is required

to put Fannie and Freddie in a sound and solvent condition, but the Net Worth Sweep perversely

pushes the Companies to the edge of insolvency by stripping the capital out of the Companies on

a quarterly basis. Third, FHFA is required to preserve and conserve AXee \̀xj Xe[ Ai\[[ \̀xj

assets, but the Net Worth Sweep requires the dissipation of assets by forcing the Companies to

pay their net worth to Treasury every three months. Fourth, FHFA is charged with rehabilitating

Fannie and Freddie and seeking to return them to private control, but the Net Worth Sweep

makes any such outcome impossible. Fifth, FHFA as conservator cannot be subject to the

direction and supervision of any other government agency, but, on information and belief, FHFA

entered the Net Worth Sweep at the direction and supervision of Treasury. Finally, in entering

the Net Worth Sweep, FHFA also violated HERA by reaffirming the unlawful policies of

making cash dividend payments during conservatorship, ceding control over Fannie and Freddie

and the conservatorships to Treasury, and prohibiting Fannie and Freddie from repaying the

gi èZ g̀Xc f] Oi\Xjlipxj Bfm\ied\ek NkfZb+
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27. ACA<xj [lk \̀j Xj Zfej\imXkfi Xi\ j`d`cXi kf k_fj\ f] X g_pj Z̀ X̀etto heal,

rehabilitate, and always act with a view to what is best for those in its care. FHFA chose instead

to slowly poison its patients; first by ordering the Companies to make accounting decisions that

gratuitously ran up their dividend obligations to Treasury and later by compelling the Companies

to simply turn over all of their profits to Treasury in perpetuity. These are not the actions of a

conservator.

28. Oi\Xjlipxj m f̀cXk f̀e f] C@M< j̀ jkiX`̂ _k]finXi[7 k_\ I\k Rfik_ Nn\\g, by

Z_Xe `̂e^ k_\ ]le[Xd\ekXc \ZfefdZ̀ Z_XiXZk\i j̀k`Zj f] Oi\Xjlipxj èm\jkd\ek) created new

securities, and HERA explicitly prohibited Treasury from acquiring Fannie and Freddie

securities in 2012. Indeed, the fundamental nature of the change wrought by the Net Worth

Nn\\g j̀ le[\ijZfi\[ Yp k_\ ]XZk k_Xk Oi\Xjlipxj j\Zli k̀ \̀j efn m f̀cXk\ jkXk\ cXn) Xj jkXk\ cXn

[f\j efk Zfek\dgcXk\ k_\ \o j̀k\eZ\ f] ugi\]\ii\[v jkfZb \ek k̀c\[ kf participate without limit in a

ZfdgXepxj \Xie è ĵ kf k_\ \oZclj f̀e f] Xcc fk_\i jkfZb+ Furthermore, the continued existence of

Oi\Xjlipxj Zfddk̀d\ek k̀j\c] m f̀cXk\j C@M<) Y\ZXlj\ Oi\Xjlipxj Xlk_fi k̀p kf èm\jk è k_\

Companies has expired. @m\e ]̀ k_\ I\k Rfik_ Nn\\g [ [̀ efk ZfekiX[ Z̀k C@M<xj k`d\ c̀d k̀ fe

Oi\Xjlipxj èm\jkd\ek Xlk_fi k̀p) Oi\Xjlip efe\k_\c\jj XZk\[ lecXn]lccp Yp imposing it in an

arbitrary and capricious manner.

29. This Court must set aside the Net Worth Sweep and other aspects of the PSPAs

Xe[ Oi\Xjlipxj j\Zli k̀ \̀j that violate HERA and restore to Plaintiffs the property rights the

federal government has unlawfully expropriated for itself.

II.
JURISDICTION AND VENUE

30. This action arises under the Administrative Proc\[li\ <Zk 'uAPAv() 2 P+N+>+

§§ 551-706, and/or HERA, PUB. L. NO. 110-289, 122 Stat. 2654 (2008) (codified at 12 U.S.C.
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§§ 1455, 1719, 4617). The Court has subject-matter jurisdiction under 28 U.S.C. § 1331. The

Court is authorized to issue the relief sought pursuant to 5 U.S.C. §§ 702, 705, and 706.

31. Venue is proper in this Court under 28 U.S.C. § 1391(e)(1)(C) because this is an

action against officers and agencies of the United States, a plaintiff resides in this judicial

district, and no real property is involved in the action.

III.
PARTIES

32. Plaintiff Christopher M. Roberts is a citizen of the United States and a resident

and citizen of the State of Illinois. Mr. Roberts resides in Cook County, Illinois.

33. Plaintiff Thomas P. Fischer is a citizen of the United States and a resident and

citizen of the State of Indiana.

34. Defendant FHFA is, and was at all relevant times, an independent agency of the

United States Government subject to the Administrative Procedure Act. See 5 U.S.C. § 551(1).

FHFA was created on July 30, 2008, pursuant to HERA. FHFA is located at Constitution Center,

400 7th Street, S.W., Washington, D.C. 20024.

35. Defendant Melvin L. Watt is the Director of FHFA. His official address is

Constitution Center, 400 7th Street, S.W., Washington, D.C. 20024. He is being sued in his

official capacity. In that capacity, Director Watt has overall responsibility for the operation and

management of FHFA. Director Watt, in his official capacity, is therefore responsible for the

conduct of FHFA that is the subject of this Complaint and for the related acts and omissions

alleged herein.

36. Defendant Department of the Treasury is, and was at all times relevant hereto, an

executive agency of the United States Government subject to the APA. See 5 U.S.C. § 551(1).

Treasury is located at 1500 Pennsylvania Avenue, N.W., Washington, D.C. 20220.
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37. Defendant Jacob J. Lew is the Secretary of the Treasury. His official address is

1500 Pennsylvania Avenue, N.W., Washington, D.C. 20220. He is being sued in his official

capacity. In that capacity, Secretary Lew has overall responsibility for the operation and

management of Treasury. Secretary Lew, in his official capacity, is therefore responsible for the

conduct of Treasury that is the subject of this Complaint and for the related acts and omissions

alleged herein.

IV.
FACTUAL ALLEGATIONS

Fannie and Freddie

38. Fannie is a for-profit, stockholder-owned corporation organized and existing

under the Federal National Mortgage Act. Freddie is a for-profit, stockholder-owned corporation

organized and existing under the Federal Home Loan Corporation Act. O_\ >fdgXe \̀jx Ylj è\jj

includes purchasing and guaranteeing mortgages originated by private banks and bundling the

mortgages into mortgage-related securities that can be sold to investors.

39. Fannie and Freddie are owned by private shareholders and their securities are

publicly traded. Fannie was chartered by Congress in 1938 and originally operated as an agency

of the Federal Government. In 1968, Congress reorganized Fannie into a for-profit corporation

owned by private shareholders. Freddie was established by Congress in 1970 as a wholly-owned

subsidiary of the Federal Home Loan Bank System. In 1989, Congress reorganized Freddie into

a for-profit corporation owned by private shareholders.

40. Before being forced into conservatorship, both Fannie and Freddie had issued

common stock and several series of preferred stock. The several series of preferred stock of the

Companies are in parity with each other with respect to their claims on income (i.e., dividend

payments) and claims on assets (i.e., liquidation preference or redemption price), but they have
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gi f̀i k̀p fm\i k_\ >fdgXe \̀jx Zfddfe jkfZb ]fi k_\j\ gligfj\j+ O_\ _fc[\ij f] Zfddfe jkfZb

are entitled to the residual economic value of the firms. Plaintiff Fischer owns both Fannie and

Freddie common stock, and he has continually owned Fannie and Freddie common stock since

2008. Plaintiff Roberts owns both Fannie and Freddie preferred stock. He first invested in Fannie

and Freddie equity securities in June 2008.

41. Prior to 2007, Fannie and Freddie were consistently profitable. In fact, Fannie had

not reported a full-year loss since 1985, and Freddie had never reported a full-year loss since

becoming owned by private shareholders. In addition, both Companies regularly declared and

paid dividends on their preferred and common stock.

Fannie and Freddie Are Forced into Conservatorship

42. The Companies were well-positioned to weather the decline in home prices and

financial turmoil of 2007 and 2008. While banks and other financial institutions involved in the

mortgage markets had heavily invested in increasingly risky mortgages in the years leading up to

the financial crisis, Fannie and Freddie had taken a more conservative approach that meant that

the mortgages that they insured (primarily 30-year fixed rate conforming mortgages) were far

safer than those insured by k_\ eXk f̀exj cXi^\jk YXebj. And although both Companies recorded

losses in 2007 and the first two quarters of 2008tlosses that largely reflected a temporary

decline in the market value of their holdings caused by declining home pricestboth Companies

continued to generate enough cash to easily pay their debts and retained billions of dollars of

capital that could be used to cover any future losses. Neither Company was in danger of

insolvency. Indeed, during the summer of 2008, both Treasury Secretary Henry Paulson and

J]]̀Z\ f] A\[\iXc Cflj è^ Xe[ @ek\igi j̀\ Jm\ij`̂ _k 'uOFHEOv( Director James Lockhart

publicly stated that Fannie and Freddie were financially healthy. For example, on July 8, 2008,
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Director Lockhart told CNBC k_Xk uYfk_ f] k_\j\ ZfdgXe \̀j Xi\ X[\hlXk\cp ZXg k̀Xc̀ q\[) n_ Z̀_ j̀

fli _`̂ _\jk Zi k̀\i X̀+v Two days later, on July 10, Secretary Paulson testified to the House

>fddk̀k\\ fe A èXeZ X̀c N\im Z̀\j k_Xk AXee \̀xj Xe[ Ai\[[ \̀xj ui\^lcXkfi _Xj dX[\ Zc\Xi k_Xk k_\p

Xi\ X[\hlXk\cp ZXg k̀Xc̀ q\[+v And on July 13, Director Lockhart issued a statement emphasizing

k_Xk uk_\ @ek\igi j̀\j $62 Y c̀c̀fe è kfkXc ZXg k̀Xc) k_\ ì jlYjkXek X̀c ZXj_ Xe[ c̀hl [̀`kp gfik]fc̀fj)

and their experienced management serve as strong supports for k_\ @ek\igi j̀\jx Zfek èl\[

fg\iXk f̀ej+v

43. O_\ >fdgXe \̀jx jfle[ ]̀eXeZ`Xc Zfe[ k̀ f̀e è k_\ n\\bj c\X[ è^ lg kf `dgfj k̀ f̀e

f] k_\ Zfej\imXkfij_ g̀j j̀ ]lik_\i c̀cljkiXk\[ Yp k_\ [\Z j̀ f̀e Yp AXee \̀xj =fXi[ f] ? ì\Zkfij kf

declare dividends on both AXee \̀xj gi\]\ii\[ Xe[ Zfddfe jkfZb è <l^ljk /--5 Xe[ Yp ACA<xj

subsequent decision as conservator to direct Fannie to pay those dividends out of cash available

for distribution. It is a fundamental principle of corporate law that a company may not declare

dividends when it is insolvent, and dividends that a company improperly declares when insolvent

may not be lawfully paid. AXee \̀xj =fXi[ k_lj Zflc[ efk _Xm\ cXn]lccp [\ZcXi\[ [ m̀ [̀\e[j è

<l^ljk /--5 lec\jj k_\ >fdgXep nXj jfcm\ek Xk k_Xk k`d\) Xe[ k_\ =fXi[xj decision to declare

those dividends showed its confidence that Fannie was financially healthy. Furthermore, it is

evident that both FHFA and Treasury agreed that Fannie was solvent when it declared dividends

in August 2008 because, rather than halting or voiding the dividends that the outgoing Fannie

Board had declared, both agencies publicly took the position that Fannie was legally obligated to

pay them even after conservatorship was imposed in early September 2008.

44. Despite (or perhaps because of) the CodgXe \̀jx ZfdgXiXk m̀\cp jkife^ ]̀eXeZ`Xc

position amidst the crisis, Treasury initiated a long-term policy of seeking to seize control of

Fannie and Freddie and operate them for the exclusive benefit of the federal government. To that
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end, during the summer of 2008, Treasury officials promoted short-j\cc`e^ f] k_\ >fdgXe \̀jx

stock by leaking word to the press that Treasury might seek to place the Companies into

conservatorship. On July 21, 2008, Treasury Secretary Paulson personally delivered a similar

message to a select group of investment managers during a private meeting at Eton Park Capital

Management. <ck_fl^_ Xk f[[j n k̀_ Oi\Xjlipxj on-the-record statements to the press, the leaks

and tips had the intended effect of manipulating the market prices of the Compani\jx j\Zli k̀ \̀jt

[i m̀ è^ [fne k_\ >fdgXe \̀jx jkfZb gi Z̀\s and creating a misperception among investors that the

Companies were in financial distress.

45. Also during the summer of 2008, Treasury pressed Congress to pass what became

the Housing and EconodZ̀ M\Zfm\ip <Zk f] /--5 'uHERAv(+ HERA created FHFA (which

succeeded to the regulatory authority over Fannie and Freddie previously held by OFHEO) and

authorized FHFA, under certain statutorily prescribed and circumscribed conditions, to place the

Companies into either conservatorship or receivership.

46. In authorizing FHFA to act as conservator under specified circumstances,

Congress took ACA<xj conservatorship mission verbatim from the Federal Deposit Insurance

Act 'uFDIAv(, see 12 U.S.C. § 1821(d)(2)(D), which itself incorporated a long history of

financial supervision and rehabilitation of troubled entities under common law. HERA and the

FDIA, as well as the common law concept on which both statutes draw, treat conservatorship as

a process designed to stabilize a troubled institution with the objective of returning it to normal

business operations. Like any conservator, when FHFA acts as a conservator under HERA it has

a fiduciary duty to safeguard the interests of the Companies and all their shareholders.

47. According to HERA, FHFA udXp) Xj Zfej\imXkfi) kXb\ such action as may bet

(i) necessary to put the regulated entity in a sound and solvent condition, and (ii) appropriate to
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carry on the business of the regulated entity and preserve and conserve the assets and property of

the regulated entity.v 12 U.S.C. § 4617(b)(2)(D).

48. ACA<xj gfn\ij Xe[ [lk \̀j Xj Zfej\imXkfi dljk Y\ i\X[ è _Xidfep n k̀_ k̀j

regulatory duties, one of the most important of which is ukf \ejli\ k_Xk Vk_\ >fdgXe \̀jW

operate[ ] in a safe and sound manner, including maintenance of adequate capital+v 12 U.S.C.

4513(a)(1)(B) (emphasis added). Thus, whether acting as conservator or regulator, FHFA is

obligated to seek to ensure that the Companies are in a sound financial condition, and soundness

includes maintaining adequate capital.

49. >fej j̀k\ek n k̀_ C@M<xj jkXklkfip dXe[Xk\s, FHFA has repeatedly acknowledged

that uVkW_\ gligfj\ f] Zfej\imXkfij_`g j̀ kf gi\j\im\ Xe[ Zfej\im\ \XZ_ ZfdgXepxj Xjj\kj Xe[

property and to put the companies in a sound and solvent conditionv Xe[ uVkWf ]lc]`cc k_\ jkXklkfip

mandate of conservator, FHFA must follow governance and risk management practices

associated with private-j\Zkfi [ j̀Z g̀c`e\j+v FHFA, REPORT TO CONGRESS 2009 at i, 99 (May 25,

2010); see also FHFA 2009 Annual Report to Congress at 99 (May 25, 2010),

http://goo.gl/DqVE2w 'uO_\ jkXklkfip ifc\ f] ACA< Xj Zfej\imXkfi i\hl ì\j ACA< kf kXb\

actions to preserve and conserve the assets of the Enterprises and restore them to safety and

jfle[e\jj+v(8 ACA< NkiXk\ `̂Z Kcan at 7 (Feb. 21, 2012), http://goo.gl/kket7D (acknowledging

C@M<xj u wgi\j\im\ Xe[ Zfej\im\x dXe[Xk\v). Mr. Ugoletti has likewise said under oath that

Zfej\im è^ k_\ >fdgXe \̀jx Xjj\kj j̀ uX ]le[Xd\ekXc gXik f] Zfej\imXkfij_ g̀+v

50. Under HERA, conservatorship is a status distinct from receivership, with very

different purposes, responsibilities, and restrictions. When acting as a receiver, but not when

XZk è^ Xj X Zfej\imXkfi) ACA< j̀ Xlk_fi q̀\[ Xe[ fYc̀ \̂[ kf ugcXZ\ k_\ i\^lcXk\[ \ek k̀p è

liquidation and proceed to realize upon the assets of the regulated entity.v Id. § 4617(b)(2)(E).
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O_\ fecp ugfjk-conservatorship outcome[ ] . . . that FHFA may implement today under existing

cXn)v Yp ZfekiXjk) ù j kf i\Zfejk k̀lk\ VAXee \̀ Xe[ Ai\[[ \̀W le[\i k_\ ì Zlii\ek Z_Xik\ij+v Letter

from Edward J. DeMarco, Acting Director, FHFA, to Chairmen and Ranking Members of the

Senate Committee on Banking, Housing, and Urban Affairs and to the House Committee on

Financial Services 7 (Feb. 2, 2010). In other words, receivership is aimed at winding down a

ZfdgXepxj affairs and liquidating its assets, while conservatorship aims to rehabilitate it and

return it to normal operation. This distinction between the purposes and authorities of a receiver

and a conservator is a well-established tenet of financial regulation and common law. In our

NXk f̀exj _ j̀kfip) k_\i\ _Xj never been an example of a regulator forcing a healthy, profitable

company to remain captive in a perpetual conservatorship (in this instance, for over seven years)

n_ c̀\ ]XZ c̀̀ kXk`e^ k_\ cffk è^ Xe[ gcle[\i`e^ f] k_\ ZfdgXepxj Xjj\kj Yp Xefk_\i ]\[\iXc X^\eZp

and simultaneously avoiding the organized claims process of a receivership.

51. In promulgating regulations governing its operations as conservator versus

receiver of the Companies, FHFA specifically acknowledged the distinctions in its statutory

i\jgfej Ỳ`c`k`\j Xj Zfej\imXkfi Xe[ Xj i\Z\ m̀\i7 u< Zfej\imXkfixj goal is to continue the

operations of a regulated entity, rehabilitate it and return it to a safe, sound and solvent

condition.v 76 Fed. Reg. at 35,730. In contrast, when FHFA acts as a receiver, the regulation

jg\Z ]̀̀ZXccp gifm [̀\j k_Xk uVkW_\ <^\eZp) Xj receiver, shall place the regulated entity in

liquidation . . . .v 12 C.F.R. § 1237.3(b) (emphasis added). Internal FHFA documents from 2008

i\]c\Zk k_\ jXd\ le[\ijkXe[`e^ f] Zfej\imXkfij_`g) [\jZi Ỳ è^ k̀ Xj uX jkXklkfip gifZ\jj kf

stabilize a troubled institution which is intended to have a limited duration and has as its

fYa\Zk m̀\ kf i\klie k_\ \ek k̀p kf efidXc Ylj è\jj fg\iXk f̀ej feZ\ jkXY c̀̀ q\[v Xe[ uX c\^Xc gifZ\jj
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to stabilize a troubled institution with the objective of returning the [Companies] to normal

businejj fg\iXk f̀ej+v

52. On September 6, 2008, FHFAtat the instruction of Treasurytdirected the

>fdgXe \̀jx YfXi[j kf Zfej\ek kf Zfej\imXkfij_ g̀+ Given that the Companies were not in

financial distress and were in no danger of defaulting on their debtj) k_\ >fdgXe \̀jx [ ì\Zkfij

were given a CfYjfexj Z_f Z̀\7 ]XZ\ èk\ej\ jZilk èp ]ifd ]\[\iXc X^\eZ \̀j ]fi i\a\Zk è^

conservatorship or submit to the demands of Treasury and FHFA. The Agencies ultimately

fYkX è\[ k_\ >fdgXe \̀jx Zfej\ek Yp k_i\Xk\e`e^ kf seize them if they did not acquiesce and by

informing them that the Agencies had already selected new CEOs and had teams ready to move

in and take control.

53. In publicly announcing the conservatorship, FHFA committed itself to operate

Fannie and Freddie as a fiduciary until they are stabilized. As FHFA acknowledged, the

>fdgXe \̀jx jkfZb i\dX èj flkjkXe[`e^ [li è^ Zfej\imXkfij_`g Xe[ uZfek èl\[s] kf kiX[\)v FHFA

Fact Sheet, Questions and Answers on Conservatorship 3) Xe[ AXee \̀xj Xe[ Ai\[[ \̀xj

jkfZb_fc[\ij uZfek èl\ kf i\kX è Xcc i`̂ _kj è k_\ jkfZbxj ]̀eXeZ X̀c nfik_,v id. Director Lockhart

k\jk ]̀̀ \[ Y\]fi\ >fe î\jj k_Xk AXee \̀xj Xe[ Ai\[[ \̀xj uj_Xi\_fc[\ij Xi\ jk c̀c è gcXZ\8 Yfk_ k_\

preferred and common shareholders have an economic interest in the companiesv Xe[ k_Xk u^f è^

]finXi[ k_\i\ dXp Y\ jfd\ mXcl\v è k_Xk èk\i\jk. Sept. 25, 2008, Hearing, U.S. House of

Representatives, Committee on Financial Servs, H.R. Hrg. 110-142 at 29-30, 34.

54. ACA< Xcjf \dg_Xj q̀\[ k_Xk k_\ Zfej\imXkfij_ g̀ nXj k\dgfiXip7 uPgfe k_e

? ì\Zkfixj [\k\idèXk`fe k_Xk k_\ >fej\imXkfixj gcXe kf i\jkfi\ k_\ V>fdgXe \̀jW kf X jX]\ Xe[

solvent condition has been completed successfully, the Director will issue an order terminating

the conservatorship.v FHFA Fact Sheet, Questions and Answers on Conservatorship 2. Investors
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were entitled to rely on these official statements of the purposes of the conservatorship, and

glYc̀Z kiX[ è^ è AXee \̀xj Xe[ Ai\[[ \̀xj jkfZb nXj g\idk̀k\[ kf) Xe[ [ [̀) Zfek èl\.

55. In short, the Companies were not in financial distress when they were forced into

conservatorship. O_\ >fdgXe \̀jx YfXi[j acquiesced to conservatorship based on the

understanding that FHFA, like any other conservator, would operate the Companies as a

fiduciary with the goal of preserving and conserving their assets and managing them in a safe

and solvent manner. And in publicly announcing the conservatorships, FHFA confirmed that the

>fdgXe \̀jx gi m̀Xk\ j_Xi\_fc[\ij Zfek èl\[ kf _fc[ Xn economic interest that would have value,

particularly as the Companies generated profits in the future.

FHFA and Treasury Enter into the Purchase Agreements

56. On September 7, 2008, Treasury and FHFA, acting in its capacity as conservator

of Fannie and Freddie, entered into the Preferred Stock Purchase Agreements.

57. In entering into the Purchase Agreements, Treasury exercised its temporary

authority under HERA to purchase securities issued by the Companies. See 12 U.S.C. §§ 1455(l),

1719(g). To exercise that authority, the Secretary f] k_\ Oi\Xjlip 'uSecretaryv( was required to

[\k\idè\ k_Xk gliZ_Xj è^ k_\ >fdgXe \̀jx j\Zli k̀ \̀j nXj ue\Z\jjXip + + + kf gifm [̀\ jkXY c̀̀ kp kf

the financial markets; . . . prevent disruptions in the availability of mortgage finance; and . . .

protect the taxpayer.v 12 U.S.C. §§ 1455(l)(1)(B), 1719(g)(1)(B). In making those

determinations, the Secretary was required to consider six factors:

(i) The need for preferences or priorities regarding payments to the
Government.
(ii) Limits on maturity or disposition of obligations or securities to
be purchased.
(iii) 9GD >.MKN@LHDQY? NJ@L>Q? EMP RGD MPCDPJW PDQSKNRHML ME NPHT@RD
market funding or capital market access.
(iv) The probability of the [Companies] fulfilling the terms of any
such obligation or other security, including repayment.
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(v) 9GD LDDC RM K@HLR@HL RGD >.MKN@LHDQY? QR@RSQ @Q ( ( ( NPHT@RD
shareholder-owned compan[ies].
'm (̀ M\jki Z̀k f̀ej fe k_\ lj\ f] Vk_\ >fdgXe \̀jxW i\jfliZ\j) èZcl[ `e^
limitations on the payment of dividends and executive compensation
and any such other terms and conditions as appropriate for those
purposes.

Id. §§ 1455(l)(1)(C), 1719(g)(1)(C) (emphasis added).

58. C@M<xj c\ `̂jcXk`m\ _ j̀kfip le[\ijZfi\j k_\ k\dgfiXip eXkli\ f] Oi\Xjlipxj

authority to purchase Fannie and Freddie securities. Secretary Paulson testified to Congress that

C@M< nflc[ `̂m\ uOi\Xjlip Xe .5-month temporary authority to purchasetonly if necessaryt

\hl k̀p è \ k̀_\i f] k_\j\ knf V>fdgXe \̀jW+v Recent Developments in U.S. Financial Markets and

Regulatory Responses to Them: Hearing before the Comm. on Banking, Housing and Urban

Dev.) .--k_ >fe +̂ '/--5( 'jkXk\d\ek f] C\eip H+ KXlcjfe) N\Zi\kXip) ?\gxk f] k_\ Oi\Xjlip( Xk 2

(emphasis added). In response to questioning from Senator Shelby, Secretary Paulson reiterated

k_Xk Oi\Xjlipxj Xlk_fi k̀p kf gliZ_Xj\ AXee \̀ Xe[ Ai\[[ \̀ jkfZb nXj èk\e[\[ kf Y\ X uj_fik-k\idv

jfclk f̀e k_Xk nflc[ \og ì\ Xk uk_\ \e[ f] /--6+v Id. at 11-12.

59. In analyzing HERA, the Congressional Budget Office emphasized that only

uY\]fi\ k_\ k\dgfiXip Xlk_fi k̀p \og ì\[v Zflc[ Oi\Xjlip ugifm [̀\ ]le[j kf k_\ V>fdgXe \̀jW+v

>=Jxj @jk`dXk\ f] >fjk f] k_\ <[dè j̀kiXk f̀exj KifgfjXc kf <lk_fi`q\ A\[\iXc A èXeZ X̀c

Assistance for the Government-Sponsored Enterprises for Housing at 2s3 (July 22, 2008)

available at https://goo.gl/xGZBqp+ u>fej\hl\ekcp) ]̀ k_\ Oi\Xjlip gliZ_Xj\[ \hl k̀p è AXee \̀

Mae or Freddie Mac, that purchase cost would also be recorded on the budget as budget

authority and outlays in 2009 or during the first few months of fiscal year 2010, before the

temporary financiXc Xjj j̀kXeZ\ Xlk_fi k̀p \og ì\[+v Id. at 7. Ai\[[ \̀xj Xl[ k̀fi c̀b\n`j\ le[\ijkff[

n_\e k_\ Zfej\imXkfij_`g Y\ X̂e k_Xk uOi\Xjlipxj Xlk_fi k̀p kf gliZ_Xj\ Vk_\ >fdgXe \̀jxW + . .

securities will \og ì\ fe ?\Z\dY\i 0.) /--6+v
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60. Oi\Xjlipxj authority under HERA to gliZ_Xj\ k_\ >fdgXe \̀jx j\Zli k̀ \̀j \og ì\[

on December 31, 2009. See 12 U.S.C. §§ 1455(l)(4), 1719(g)(4). After that date, HERA

Xlk_fi q̀\[ Oi\Xjlip fecp ukf _fc[) \o\iZ j̀\ Xep i`̂ _kj i\Z\ m̀\[ è Zfee\Zk f̀e n k̀_) fi j\ccv

gi\m f̀ljcp gliZ_Xj\[ j\Zli k̀ \̀j+v Id. §§ 1455(l)(2)(D), 1719(g)(2)(D).

61. Oi\Xjlipxj KNK<j n k̀_ AXee \̀ Xe[ Ai\[[ \̀ Xi\ dXk\i X̀ccp [̀\ek Z̀Xc. Under the

original unamended agreements, Treasury committed to provide up to $100 billion to each

Company to ensure that it maintained a positive net worth. In particular, for quarters in which

\ k̀_\i >fdgXepxj c̀XY`c`k`\j \oZ\\[ k̀j Xjj\kj le[\i Generally Accepted Accounting Principles,

k_\ KNK<j Xlk_fi`q\ AXee \̀ Xe[ Ai\[[ \̀ kf [iXn lgfe Oi\Xjlipxj Zfddk̀d\ek è Xe Xdflek

equal to the difference between its liabilities and assets.

62. In return for its funding commitment, Treasury received one million shares of

Government Stock in each Company and warrants to purchase 79.9% of the common stock of

each Company at a nominal price. Exercising these warrants would entitle Treasury to up to

79.9% of all futur\ gif]̀ kj f] k_\ >fdgXe \̀j) jlYa\Zk kf k_\ >fdgXe \̀jx fYc̀ X̂k f̀e kf satisfy their

dividend obligations with respect to the preferred stock and to share the remaining 20.1% of

those profits with private common shareholders. As Treasury noted in entering the PSPAs, the

nXiiXekj ugifm [̀\ gfk\ek X̀c ]lkli\ lgj [̀\ kf k_\ kXogXp\ij+v Action Memorandum for Secretary

Paulson (Sept. 7, 2008).

63. Oi\Xjlipxj Bfm\ied\ek NkfZb è \XZ_ >fdgXep _X[ Xe è k̀ X̀c c̀hl [̀Xk`fe

preference of $1 billion. This liquidation preference increases by one dollar for each dollar the

Companies receive from Treasury pursuant to the PSPAs. In the event the Companies liquidate,

Treasury is entitled to recover the full liquidation value of its shares before any other shareholder

may recover anything.
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64. Upon entering the PSPAs, Treasury did not disburse any funds to the Companies.

It is only when Fannie and Freddie draw upon the funding commitment that funds are disbursed,

Xe[ Oi\Xjlipxj c̀hl [̀Xk`fe preference is increased accordingly. Thus, when Treasury disburses

funds to Fannie and Freddie under the funding commitment it effectively purchases additional

Government Stock. Secretary Paulson has admitted that when Treasury provides money to

Fannie and Ai\[[ \̀ le[\i k_\ KNK<j) k̀ j̀ ugliZ_Xj`e^ gi\]\ii\[ j_Xi\j+v PAULSON, ON THE

BRINK 168. See also <Zk f̀e H\dfiXe[ld ]fi N\Zi\kXip KXlcjfe 'N\gk+ 4) /--5( 'uOi\Xjlipxj

[PSPA] provides for the purchase of up to $100 billion in [Government Stock] from each

[>fdgXepW kf _\cg \ejli\ k_Xk k_\p \XZ_ dX èkX`e X gfj k̀ m̀\ e\k nfik_+v(+ De[\\[) N\Zi\kXip

KXlcjfe _Xj jkXk\[ k_Xk k_\ KNK<j uklie\[ VOi\XjlipxjW k\dgfiXip Xlk_fi k̀p kf èm\jk è AXee \̀

and Freddie, which would expire at year-end 2009, into what effectively was a permanent

^lXiXek\\ fe Xcc k_\ ì [\Yk+v PAULSON, ON THE BRINK 10s11.

65. In addition to the liquidation preference, the original unamended PSPAs provided

for Treasury to receive either a cumulative cash dividend equal to 10% of the value of the

outstanding liquidation preference or a stock dividend. If the Companies decided not to pay the

dividend in cash, the value of the dividend would be added to the liquidation preferencet

effectively amounting to an in-kind dividend payment of additional Government Stock. After an

in-kind dividend payment, the dividend rate would increase to 12% until such time as full

cumulative dividends were paid in cash, at which point the rate would return to 10%. The plain

terms of the PSPAs thus make clear that Fannie and Freddie never were required to pay a cash

dividend to Treasury but rather had the discretion to pay dividends in kind.

66. ?\jg k̀\ k_\ < \̂eZ \̀jx Xi^ld\ekj kf k_\ ZfekiXip è i\cXk\[ c̀ k` X̂k f̀e) X large

volume of materials from the Agencies and the Companies show that the PSPAs were long
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understood kf g\idk̀ k_\ >fdgXe \̀j kf \c\Zk kf gXp k_\ [ m̀ [̀\e[j fe Oi\Xjlipxj j\e f̀i gi\]\ii\[

stock in kind rather than in cash. Shortly after announcing the PSPAs, Treasury issued a fact

sheet stating that uVkW_\ senior preferred stock shall accrue dividends at 10% per year. The rate

shall increase to 12% if, in any quarter, the dividends are not paid in cash . . . +v U.S. TREASURY

DEPxT OFFICE OF PUB. AFFAIRS, FACT SHEET: TREASURY SENIOR PREFERRED STOCK PURCHASE

AGREEMENT (Sept. 7, 2008), https://goo.gl/ieXBex. And in a June 2012 presentation to the

Securities and Exchange Commission that Treasury publicly filed in litigation in another case,

Oi\Xjlip jkXk\[ k_Xk k_\ [ m̀ [̀\e[ iXk\ f] k_\ KNK<j nflc[ Y\ ./% ù ] \c\Zk\d to b\ gX [̀ è b è[+v

Treasury Presentation to SEC, GSE Preferred Stock Purchase Agreements (PSPA), Overview

and Key Considerations at 9, June 13, 2012.

67. When asked during his deposition, Jeff Foster, a Treasury official intimately

involved in the development of the Net Worth Sweep, could not identify Xep ugifYc\dj f] k_\

circularity [in dividend payments that] would have remained had the [payment-in-kind] option

Y\\e X[fgk\[+v Ifk\j gif[lZ\[ Yp Oi\Xjlipxj ZfejlckXek [\jZi Ỳ\ k_\ >fdgXe \̀jx Z_f Z̀\

between paying dividends in cash at a 10% rate or in kind at a 12% iXk\ Xj X uVgWli\cp \ZfefdZ̀v

decision. In an October 2008 email to Mr. Ugoletti, another Treasury official indicated that

Oi\Xjlipxj ZfejlckXek BiXek O_fiekfe nXek\[ kf befn un_\k_\i n\ \og\Zk VAXee \̀ Xnd Freddie]

kf gXp k_\ gi\]\ii\[ jkfZb [ m̀ [̀\e[j è ZXj_ fi kf aljk XZZil\ k_\ gXpd\ekj+v Treasury has also

jX [̀ k_Xk k_\ [ m̀ [̀\e[ iXk\ udXp èZi\Xj\ kf k_\ iXk\ f] ./ g\iZ\ek ]̀) è Xep hlXik\i) k_\ [ m̀ [̀\e[j

Xi\ efk gX [̀ è ZXj_+v

68. Mr. Ugoletti subsequently left Treasury and went to work for FHFA. During his

HXp /-.2 [\gfj k̀ f̀e) _\ [\jZi Ỳ\[ k_\ ugXpd\ek- in-b`e[v fgk f̀e Xj gXik f] k_\ [ m̀ [̀\e[

jkilZkli\ ]fi Oi\Xjlipxj j\e f̀i gi\]\ii\[ jkfZb k_Xk \o j̀k\[ gi f̀i kf k_\ I\k Rfik_ Nn\\g+ And
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Mr. Ugoletti was not the only FHFA official who had this understanding of the PSPAs prior to

the Net Worth Sweep. A document attached to a September 16, 2008 email between FHFA

officials expressly states that PSPA dim [̀\e[j dXp Y\ ugX [̀ è-b è[+v <e FHFA document also

says k_Xk Oi\Xjlipxj j\e f̀i jkfZb gXpj u.- g\iZ\ek ZXj_ [ m̀ [̀\e[ './ g\iZ\ek gXpd\ek-in-b`e[(+v

69. The Companies also understood their agreements with Treasury to permit the

payment of dividends in kind. The CFOs for both Companies at the time of the Net Worth Sweep

have said that they knew about the payment in kind option. A Fannie document says that uV Ẁ] Xk

any time . . . the Company does not pay the cash dividends in a timely manner, . . . the annual

[ m̀ [̀\e[ iXk\ n c̀c Y\ ./%+v Similarly, a Freddie document confirms k_Xk uVkW_\ j\e f̀i gi\]\ii\[

stock will pay quarterly cumulative dividends at a rate of 10% per year or 12% in any quarter in

which dividends are not paid in cash.v

70. Even setting aside the payment in kind option, there was never any risk that

payment of dividends would render the Companies insolvent since it would have been illegal

under state law for either Company to pay a dividend that would render it insolvent.

Furthermore, paying cash dividends during conservatorship violak\j ACA<xj jkXklkfip

i\jgfej Ỳ`c`k`\j kf gi\j\im\ Xe[ Zfej\im\ AXee \̀xj Xe[ Ai\[[ \̀xj Xjj\kj Xe[ kf glk k_\d è jfle[

financial condition.

71. An in-b è[ [ m̀ [̀\e[ gXpd\ek nflc[ efk [\Zi\Xj\ Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek

because only when the Companies receive u]le[`e^ le[\i k_\ >fddk̀d\ekv [f\j k̀j j q̀\

decrease. Fannie and Freddie Amended and Restated Senior Preferred Stock Purchase

< î\\d\ekj 'uPSPAv( § 1. Thus, as the Congressional Research Service has acknowledged,

le[\i k_\ KNK<jx fi`̂ èXc k\idj k_\ >fdgXe \̀j Zflc[ ugXp X ./% XeelXc j\e f̀i gi\]\ii\[ jkfZb

dividend indefinitely.v N. ERIC WEISS, CONG. RESEARCH SERV., RL34661, FANNIE MAExS AND
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FREDDIE MACxS FINANCIAL PROBLEMS (Aug. 10, 2012). In other words, because of the payment-

in-kind option, there was no risktnone whatsoevertthat the PSPAs would force Fannie and

Ai\[[ \̀ kf \o_Xljk Oi\Xjlipxj ]le[ è^ Zfddk̀d\ek kf ]XZ c̀ k̀Xk\ k_\ gXpd\ek f] [ m̀ [̀\e[j+

72. Finally, the PSPAs provided for the Companies to pay Treasury a quarterly

g\i f̀[ Z̀ Zfddk̀d\ek ]\\ u èkended to fully compensate [Treasury] for the support provided by

the ongoing Commitment.v PSPA § 3.2(a). Like dividends on TreXjlipxj Nenior Preferred Stock,

the PSPAs authorize the Companies to pay the periodic commitment fee in cash or in kind. Id.

§ 3./'Z( 'u<k k_\ \c\Zk f̀e of Seller, the Periodic Commitment Fee may be paid in cash or by

adding the amount thereof ratably to the liquidation preference of each outstanding share of

Senior Preferred Stock . . . +v(+ The periodic commitment fee was to be set for five-year periods

by agreement of the Companies and Treasury, but Treasury had the option to waive it for up to a

year at a time. Treasury has exercised this option and has never received a periodic commitment

fee under the PSPAs. The PSPAs and the Government Stock Certificates explicitly contemplate

k_Xk k_\ >fdgXe \̀j Zflc[ gXp [fne k_\ c̀hl [̀Xk`fe gi\]\i\eZ\ Xe[ k_Xk n_\e k̀ j̀ gX [̀ [fne ùe

full, such [Government Stock] shares shall be deemed to have been redeemed.v Certificate

§§ 3(c), 4(c). Indeed) k_\ KNK<j n\i\ ujkilZkli\V[Wv kf u\e_XeZ\ k_\ gifYXY c̀̀ kp f] Yfk_ AXee \̀

Mae and Freddie Mac ultimately repaying amounts owed.v Action Memorandum for Secretary

Paulson (Sept. 7, 2008). Nevertheless, n_ c̀\ Oi\Xjlipxj Zfddk̀d\ek i\dX èj flkjkXe[`e^,

Fannie and Freddie generally are prohibited from paying down amounts added to the liquidation

preference due to [iXnj ]ifd Oi\Xjlipxj Zfddk̀d\ek+ See Fannie and Freddie Government

Stock Certificates § 3(a).
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73. The PSPAs prohibit Fannie and Freddie from declaring and paying dividends on

Xep j\Zli k̀ \̀j ale f̀i kf Oi\Xjlipxj Bfm\ied\ek NkfZb lec\jj ]lcc ZldlcXk`m\ [ m̀ [̀\e[j _Xm\ Y\\e

paid to Treasury on its Government Stock for the then-current and all past dividend periods.

74. The PSPAs also grant Treasury substantial coekifc fm\i ACA<xj fg\iXk f̀e f]

Fannie and Freddie and the conservatorships. In particular, the unamended PSPAs provided as

follows:

From the Effective Date until such time as the Senior Preferred Stock shall have
been repaid or redeemed in full in accordance with its terms:

5.1. Restricted Payments. Seller shall not, and shall not permit any of its
subsidiaries to, in each case without the prior written consent of Purchaser,
declare or pay any dividend (preferred or otherwise) or make any other
distribution (by reduction of capital or otherwise), whether in cash, property,
j\Zli k̀ \̀j fi X ZfdY èXk f̀e k_\i\f]) n k̀_ i\jg\Zk kf Xep f] N\cc\ixj @hl k̀p Dek\i\jkj
(other than with respect to the Senior Preferred Stock or the Warrant) or directly
or indirectly redeem, purchase, retire or otherwise acquire for value any of
N\cc\ixj @hl k̀p Dek\i\jkj 'fk_\i k_Xe k_\ N\e f̀i Ki\]\ii\[ NkfZb fi k_\ RXiiXek() fi
set aside any amount for any such purpose.

5.2. Issuance of Capital Stock . Seller shall not, and shall not permit any of its
subsidiaries to, in each case without the prior written consent of Purchaser, sell or
issue Equity Interests of Seller or any of its subsidiaries of any kind or nature, in
any amount, other than the sale and issuance of the Senior Preferred Stock and
Warrant on the Effective Date and the common stock subject to the Warrant upon
exercise thereof, and other than as required by (and pursuant to) the terms of any
binding agreement as in effect on the date hereof.

5.3. Conservatorship. Seller shall not (and Conservator, by its signature below,
agrees that it shall not), without the prior written consent of Purchaser, terminate,
seek termination of or permit to be terminated the conservatorship of Seller
pursuant to Section 1367 of the FHE Act, other than in connection with a
receivership pursuant to Section 1367 of the FHE Act.

5.4. Transfer of Assets. Seller shall not, and shall not permit any of its subsidiaries
to, in each case without the prior written consent of Purchaser, sell, transfer, lease
or otherwise dispose of (in one transaction or a series of related transactions) all
or any portion of its assets (including Equity Interests in other persons, including
subsidiaries), whether now owned or hereafter acquired (any such sale, transfer,
c\Xj\ fi [ j̀gfj k̀ f̀e) X uDispositionv() fk_\i k_Xe ? j̀gfj k̀ f̀ej ]fi ]X ì dXib\k
value:
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'X( kf X c̀d`k\[ c̀]\ i\^lcXk\[ \ek k̀p 'uLLREv( glijlXek kf N\Zk f̀e .034' (̀
of the FHE Act;

(b) of assets and properties in the ordinary course of business, consistent
with past practice;

(c) in connection with a liquidation of Seller by a receiver appointed
pursuant to Section 1367(a) of the FHE Act;

(d) of cash or cash equivalents for cash or cash equivalents; or

(e) to the extent necessary to comply with the covenant set forth in Section
5.7 below.

5.5. Indebtedness. Seller shall not, and shall not permit any of its subsidiaries to,
in each case without the prior written consent of Purchaser, incur, assume or
otherwise become liable for (a) any indebtedness if, after giving effect to the
incurrence thereof, the aggregate Indebtedness of Seller and its subsidiaries on a
consolidated basis would exceed 110.0% of the aggregate Indebtedness of Seller
and its subsidiaries on a consolidated basis as of June 30, 2008 or (b) any
Indebtedness if such Indebtedness is subordinated by its terms to any other
Indebtedness of Seller or the applicable subsidiary. For purposes of this covenant
the acquisition of a subsidiary with Indebtedness will be deemed to be the
incurrence of such Indebtedness at the time of such acquisition.

5.6. Fundamental Changes. Seller shall not, and shall not permit any of its
subsidiaries to, in each case without the prior written consent of Purchaser, (i)
merge into or consolidate or amalgamate with any other Person, or permit any
other Person to merge into or consolidate or amalgamate with it, (ii) effect a
reorganization or recapitalization involving the common stock of Seller, a
reclassification of the common stock of Seller or similar corporate transaction or
event or (iii) purchase, lease or otherwise acquire (in one transaction or a series of
transactions) all or substantially all of the assets of any other Person or any
division, unit or business of any Person.

. . .

5.8. Transactions with Affiliates. Seller shall not, and shall not permit any of its
subsidiaries to, without the prior written consent of Purchaser, engage in any
transaction of any kind or nature with an Affiliate of Seller unless such
transaction is (i) Pursuant to this Agreement, the Senior Preferred Stock or the
Warrant, (ii) upon terms no less favorable to Seller than would be obtained in a
ZfdgXiXYc\ Xidxj-length transaction with a Person that is not an Affiliate of
Seller or (iii) a transaction undertaken in the ordinary course or pursuant to a

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 32 of 86 PageID #:552



33
Protected Information to Be Disclosed Only in Accordance With Protective Order

contractual obligation or customary employment arrangement in existence as of
the date hereof.

PSPAs at 8s10.

75. <j Ai\[[ \̀ _Xj fYj\im\[) k_\j\ Zfm\eXekj ui\jki Z̀k Vk_\ >fdgXe \̀jxW Ylj è\jj

XZk m̀ k̀`\jv Xe[ gi\m\ek k_\d ]ifd kXb è^ Z\ikX è XZk f̀ej \m\e Xk k_\ [ ì\Zk f̀e f] ACA< un k̀_flk

gi f̀i ni k̀k\e Zfej\ek f] Oi\Xjlip+v Yet nowhere in HERA did Congress grant FHFA the

authority to contract away its authority to manage Fannie and Freddie or the conservatorships.

Indeed, the statute expressly forbids FHFA from doing so when the counterparty is another

^fm\ied\ek X^\eZp) Xj k̀ gifm [̀\j k_Xk uVnW_\e XZk è^ Xj Zfej\imXkfi fi i\Z\ m̀\i) k_\ < \̂eZp

shall not be subject to the direction or supervision of any other agency of the United States or

any State in the exercise of the rights, powers, and privile \̂j f] k_\ <^\eZp+v ./ P+N+>+

§ 4617(a)(7).

76. De Xggifm è^ k_\ \o\iZ j̀\ f] Oi\Xjlipxj k\dgfiXip Xlk_fi k̀p le[\i C@M< kf

purchase securities of the Companies, Treasury Secretary Paulson deterdè\[ '.( uVlWe[\i

conservatorship, Fannie Mae and Freddie Mac will continue to fg\iXk\ Xj ^f è^ ZfeZ\iejv8

(2) uAXee \̀ HX\ Xe[ Ai\[[ \̀ HXZ dXp \d\i \̂ ]ifd Zfej\imXkfij_ g̀ kf i\jld\ è[\g\e[\ek

fg\iXk f̀ejv8 and '0( uVZWfej\imXkfij_ g̀ gi\j\im\j k_\ jkXklj and claims of the preferred and

common shareholders.v Action Memorandum for Secretary Paulson (Sept. 7, 2008).

Treasury and FHFA Amend the Purchase Agreements
DV ;UKXMIYM DXMIY[X_`Y 7[ULQUO 4VTTQZTMUZ

77. On May 6, 2009, the Agencies amended the terms of the Purchase Agreements to

èZi\Xj\ Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek kf Yfk_ AXee \̀ Xe[ Ai\[[ \̀. In particular, under the

Xd\e[d\ek Oi\Xjlipxj kfkXc Zfddk̀d\ek kf \XZ_ >fdgXep èZi\Xj\[ ]ifd $.-- Y c̀c f̀e kf $/--

billion.
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78. Also on May 6, 2009 the Agencies amended Section 5.5 of the PSPAs, relating to

indebtedness, to read as follows:

5.5. Indebtedness. Seller shall not, and shall not permit any of its subsidiaries to,
in each case without the prior written consent of Purchaser, incur, assume or
otherwise become liable for (a) any Indebtedness if, after giving effect to the
incurrence thereof, the aggregate Indebtedness of Seller and its subsidiaries on a
consolidated basis would exceed (i) through and including December 30, 2010,
120.0% of the amount of Mortgage Assets Seller is permitted by Section 5.7 to
own on December 31, 2009; and (ii) beginning on December 31, 2010, and
through and including December 30, 2011, and each year thereafter, 120.0% of
the amount of Mortgage Assets Seller is permitted by Section 5.7 to own on
December 31 of the immediately preceding calendar year, or (b) any Indebtedness
if such Indebtedness is subordinated by its terms to any other Indebtedness of
Seller or the applicable subsidiary. For purposes of this covenant the acquisition
of a subsidiary with indebtedness will be deemed to be the incurrence of such
Indebtedness at the time of such acquisition.

Amendment to Amended and Restated Senior Preferred Stock Purchase Agreement at 3

(May 6, 2009).

79. On December 24, 2009tfe\ n\\b Y\]fi\ Oi\Xjlipxj k\dgfiXip Xlk_fi k̀p le[\i

HERA expiredtthe Agencies X X̂ è Xd\e[\[ k_\ k\idj f] Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek.

Instead of setting that commitment at a specific dollar amount, the second amendment

\jkXYc̀j_\[ X ]fidlcX kf Xccfn Oi\Xjlipxj kfkXc Zfddk̀d\ek kf \XZ_ >fdgXep kf \oZ\\[ 'Ylk efk

fall below) $200 billion depending upon any deficiencies experienced in 2010, 2011, and 2012,

and any surplus existing as of December 31, 2012.

80. Oi\Xjlipxj Xlk_fi k̀p le[\i C@M< k_\e \og ì\[ fe ?\Z\dY\i 0.) /--6. Treasury

XZbefnc\[^\[ Xj dlZ_) \ogcX è`e^ k_Xk uC@M< gifm [̀\[ temporary authority for Treasury to

purchase securities or other obligations of [the Companies] . . + k_ifl^_ ?\Z\dY\i 0.) /--6+v As

Treasury also XZbefnc\[^\[) \og ìXk f̀e f] k_ j̀ Xlk_fi k̀p d\Xek k_Xk k̀j uXY c̀̀ kp kf dXb\ ]lik_\i

changes to the PSPAs . . . [was] constrained.v Action Memorandum for Secretary Geithner at 3

(Dec. 22, 2009).
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The Agencies Force Accounting Changes to Increase
ZPM 4VTWIUQMY` 5XI]Y 7XVT DXMIY[X_

81. Beginning in the third quarter of 2008twhen FHFA took control of the

Companies as conservatortthe conservator began to make wildly pessimistic and unrealistic

Xjjldgk f̀ej XYflk k_\ >fdgXe \̀jx ]lkli\ ]̀eXeZ X̀c gifjg\Zkj+ O_fj\ Xjjldgk f̀ej ki`̂ ^\i\[

X[aljkd\ekj kf k_\ >fdgXe \̀jx balance sheets, most notably write-downs of significant tax assets

and the establishment of large loan loss reserves, which caused the Companies to report non-cash

losses. Although reflecting nothing more than faulty accounting assumptions about the

>fdgXe \̀jx ]lkli\ gifjg\Zkj Xe[ _Xm è^ ef \]]\Zk fe k_\ ZXj_ ]cfn k_\ >fdgXe \̀j n\i\

generating, these non-cash losses temporXi`cp [\Zi\Xj\[ k_\ >fdgXe \̀jx reported net worth by

hundreds of billions of dollars. For example, in the first year and a half after imposition of the

conservatorship, Fannie reported $127 billion in losses, but only $16 billion of that amount

reflected actual credit-related losses. Upon information and belief, FHFA directed Fannie and

Freddie to record these excessive non-cash losses at the insistence of Treasury, which resulted in

excessive purchases of Government Stock by Treasury.

82. =p k_\ \e[ f] /-..) k_\ >fdgXe \̀jx i\gfik\[ e\k nfik_ _X[ ]Xcc\e Yp $.-- Y c̀c f̀e

as a result of the decision made shortly after imposition of the conservatorship to write down the

value of their deferred tax assets. A deferred tax asset is an asset that may be used to offset future

tax liability. Under Generally Accepted Accounting Principles, if a company determines that it is

unlikely that some or all of a deferred tax asset will be used, the company must establish a

umXclXk`fe XccfnXeZ\v è k_\ Xdflek k_Xk j̀ lec̀b\cp kf Y\ lj\[+ De fk_\i nfi[j) X ZfdgXep must

write down a deferred tax asset if it is unlikely to be used to offset future taxable profits. Shortly

after FHFA took control of the Companies, FHFA made the rather astounding assumption that

the Companies would never again generate taxable income and that their deferred tax assets
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were therefore worthless. That incomprehensibly flawed decision dramatically reduced the

>fdgXe \̀jx i\ported net worth.

83. The decision to designate excessive loan loss reserves was another important

]XZkfi è k_\ Xik ]̀̀ Z X̀c [\Zc̀e\ è k_\ >fdgXe \̀jx i\gfik\[ e\k nfik_ [li è^ k_\ \arly years of

conservatorship. GfXe cfjj i\j\im\j Xi\ Xe \ekip fe k_\ >fdgXe \̀jx YXcXeZ\ j_\\kj k_Xk i\[lZ\j

their reported net worth to reflect anticipated losses on the mortgages they own. Beginning when

FHFA took control of the Companies in the third quarter of 2008 and continuing through 2009,

the Companies adopted the practice of designating additional loan loss reserves far in excess of

the credit losses they were actually experiencing. The extent to which excess loan loss reserve

gifm j̀ f̀e`e^ i\[lZ\[ k_\ >fdgXe \̀jx e\k nfik_ j̀ [iamatically illustrated by the following chart,

which compares AXee \̀xj loan loss reserve provisioning to its actual credit losses for 2006

through 2014. As this chart shows, FHFA caused Fannie to make grossly excessive loan loss

reserve provisions in 2008 and 2009, thereby allowing it to make far smaller provisions

beginning in 2012. It was clear by 2012 that these loan loss provisions were grossly excessive,

and reversal of these provisions would inevitably lead to corresponding profits:
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84. ?\jg k̀\ k_\ ]XZk k_Xk k_\ >fdgXe \̀jx dfik^X^\ gfik]fc̀fj n\i\ jX]\i k_Xe k_\

similar portfolios held by banks involved in the mortgage business, banks were much more

accuratetand, with the consent of their regulators, far less aggressivetin reducing their

reported net worth to reflect expected loan losses. The following chart illustrates this fact:
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85. To date, the Companies have drawn a total of $187 billion from Treasury, in large

part to fill the holes in the Compan \̀jx YXcXeZ\ j_\\kj Zi\Xk\[ Yp k_\j\ efe-cash losses imposed

under conservatorship. DeZcl[`e^ Oi\Xjlipxj è k̀`Xc $. Y c̀c f̀e c̀hl [̀Xk f̀e gi\]\i\eZ\ è \XZ_

>fdgXep) Oi\Xjlipxj c̀hl [̀Xk f̀e gi\]\i\eZ\ ]fi k̀j Bfm\ied\ek NkfZb Xdflekj kf Xggifo`dXk\cp

$117 billion for Fannie and approximately $72 billion for Freddie. Approximately $26 billion of

these combined amounts were drawn simply to pay the 10% dividend payments owed to

Treasury. (In other words, FHFA requested draws to pay Treasury this $26 billion in cash that

was not otherwise available rather than electing to pay the dividends in kind. Had the dividends

been paid in kind, FHFA would not have had to draw fromtand, consequently, reduce the

remaining size oftOi\Xjlipxj Zfddk̀d\ek kf gXp k_\d+) Thus, Treasury actually disbursed

approximately $161 billion to the Companies, a sum that primarily reflected temporary changes

in the valuation estimates of assets and liabilities.
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The Companies Return to Profitability and Stability

86. By 2012, the Companies were well-positioned to continue generating profits for

k_\ ]fi\j\\XYc\ ]lkli\+ AXee \̀xj Xe[ Ai\[[ \̀xj ]̀eXeZ`Xc i\jlckj Xi\ jkife ĉp è]cl\eZ\[ Yp _fd\

gi Z̀\j+ <e[ Xj ACA<xj fne Cfd\ Ki Z̀\ Index shows, the market reached its bottom in 2011:

87. The improving housing market was coupled with stricter underwriting standards

at Fannie and Freddie. As a resulttand as the Agencies recognizedtFannie- and Freddie-

backed loans issued after 2008 had dramatically lower serious delinquency rates than loans

j̀jl\[ Y\kn\\e /--2 Xe[ /--5+ O_\ jkife^ hlXc̀ kp f] k_\j\ e\n\i cfXej Yf[\[ n\cc ]fi AXee \̀xj

Xe[ Ai\[[ \̀xj future financial prospects. Of^\k_\i) k_\ >fdgXe \̀jx i\klie kf gif]̀ kXY`c`kp Xe[ k_\

stable recovery of the housing market showed in early 2012 that the Companies could in time

i\[\\d Oi\Xjlipxj Bfm\ied\ek NkfZb Xe[ k_Xk mXcl\ i\dX è\[ è k_\ ì gi\]\ii\[ Xe[ Zfddfe

stock.
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88. O_\ <^\eZ \̀j j_Xi\[ k_ j̀ le[\ijkXe[`e^ f] k_\ >fdgXe \̀jx ]̀eXeZ`Xc gifjg\Zkj `n

2012. A gi\j\ekXk f̀e j\ek kf j\e f̀i Oi\Xjlip f]]̀Z X̀cj è A\YilXip /-./ è[ Z̀Xk\[ k_Xk uAXee \̀

and Freddie could have the earnings power to provide taxpayers with enough value to repay

Oi\Xjlipxj e\k ZXj_ èm\jkd\ekj è k_\ knf \ek k̀ \̀j+v O_\ >fdgXe \̀jx financial performance and

outlook only further improved in the months that followed. Meeting minutes circulated widely

within FHFA in July 2012 recount that AXee \̀xj Oi\Xjli\i ui\]\ii\[ kf k_\ e\ok 5 p\Xij Xj c̀b\cp

kf Y\ wk_\ ^fc[\e p\Xij f] BN@ \Xie è^j+x v During the weeks leading up to the Net Worth

Nn\\g) X i\gfik Z ìZlcXk\[ Xdfe^ j\e f̀i ACA< f]]̀Z`Xcj jX [̀ k_Xk k_\ X^\eZp [\j\im\[ X u_`̂ _

]̀m\v ]fi k_\ >fdgXe \̀jx jkife^ ]̀eXeZ X̀c flkcffb. Around the same time, a Treasury official

observed thXk Ai\[[ \̀xj j\Zfe[ hlXik\i /-./ i\jlckj n\i\ um\ip gfj k̀ m̀\+v

89. On August 9, 2012teight days before the Net Worth Sweep was announcedt

Under Secretary Miller and other senior Treasury officials involved with the Net Worth Sweep

met with the senior executives of both Fannie and Freddie. During Oi\Xjlipxj meeting with

AXee \̀xj dXeX^\d\ek) Oi\Xjlip nXj gi\j\ek\[ n k̀_ gifa\Zk f̀ej j_fn è^ k_\ >fdgXep \Xie è^

an average of more than $11 billion per year from 2012 through 2022 and having over $116

Y c̀c f̀e c\]k f] Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek Xk k_\ \e[ f] k_Xk k`d\ g\i f̀[+ O_fj\ grojections,

which are reproduced below, show that the most up-to-date information that was before Treasury

in August 2012 showed that even if the Companies continu\[ kf gXp [ m̀ [̀\e[j fe Oi\Xjlipxj

stock in cash, there was no k_i\Xk kf Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek under the PSPAs:
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90. In other litigation, Treasury has failed to disclose the most recent information that

was before it when it imposed the Net Worth Sweep and argued that financial projections

prepared by its consultant, Grant Thornton, in November 2011 using data from September of that

year showed that the Companies were in financial distress and that the Net Worth Sweep was

necessary to preserve Treasurpxj ]le[`e^ Zfddk̀d\ek+ =lk Yy the time that the Net Worth

Sweep was announced in August 2012, it was apparent that those projections were outdated and
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[iXjk Z̀Xccp le[\i\jk`dXk\[ AXee \̀xj Xe[ Ai\[[ \̀xj \Xie è^ ZXgXZ k̀p+ <ee\ @Y\i_Xi[k) the

dXeX \̂i f] BiXek O_fiekfexj mXclXk f̀e j\im Z̀\j kf Oi\Xjlip) testified that these projections were

no longer valid in August 2012. AXee \̀xj >AJ) NljXe HZAXicXe[) said during her deposition that

it was especially important to have fresh financial forecasts at that time. Mr. Ugoletti and Ms.

Eberhardt also have testified to the importance of using current financial information, and Mr.

?\HXiZf k\jk ]̀ \̀[ k_Xk ACA< Xj Zfej\imXkfi nXj uZfejkXekcp i\jgfe[ è^ kf X Z_Xe `̂e^ \ZfefdZ̀

\em ìfed\ek+v <e[ Xj Hi+ ?\HXico also testified, one change that took place between

September 2011 and mid-<l^ljk /-./ unXj jki\e k̂_\e`e^ è k_\ _flj è^ dXib\k+v Hi+ P^fc\kk`

also has admitted that, leading up to August 2012, ACA<xj fne gifa\Zk f̀ej n\i\ consistently

overly pessimistic. Thus, it was not reasonable for either of the Agencies to rely on projections

prepared using September 2011 data when they imposed the Net Worth Sweep 11 months later.

91. As previously explained, the paper losses Fannie and Freddie reported during the

early years of conservatorship were the result of temporary and unrealistic accounting decisions,

and the Companies were always able to generate enough revenue to cover their expenses. As the

chart below c̀cljkiXk\j) k_\ >fdgXe \̀jx XeelXc e\k fg\iXk è^ i\m\el\ _as exceeded their net

operating expenses in Xcc Ylk fe\ p\Xi+ Alik_\idfi\) k_\ >fdgXe \̀jx cfjj\j n\i\ never so severe

that they would have had a negative net worth absent their excessively pessimistic treatment of

deferred tax assets and loan loss reserves:
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92. By 2012, Fannie and Freddie began generating consistent profits notwithstanding

their overstated loss reserves and the write-down of their deferred tax assets. Fannie has not

[iXne fe Oi\Xjlipxj Zfddk̀d\ek j èZ\ k_\ ]flik_ hlXik\i f] /-..) Xe[ Ai\[[ \̀ has not drawn on

Oi\Xjlipxj Zfddk̀d\ek j èZ\ k_\ ]̀ ijk hlXik\i f] /-./+ De ]XZk) è k_\ ]̀ ijk knf hlXik\ij f] /-./)

the Companies posted sizable profits totaling more than $11 billion.

93. Aj X i\jlck f] AXee \̀xj Xe[ Ai\[[ \̀xj i\klie kf jljkX è\[ profitability, it was clear

k_Xk k_\ fm\icp g\jj`d`jk`Z XZZflek è^ [\Z j̀ f̀ej n\`̂ _`e^ [fne k_\ >fdgXe \̀jx YXcXeZ\ j_\\kj

would have to be reversed. Indeed, by early August 2012, the Agencies knew that Fannie and

Freddie were poised to generate massive prof k̀j n\cc è \oZ\jj f] k_\ >fdgXe \̀jx [ m̀ [̀\e[

obligations to Treasury.

94. The Agencies were aware k_Xk k_\ >fdgXe \̀jx gifm j̀ f̀e`e^ ]fi cfXe cfjj i\j\im\j

greatly exceeded their reported losses. These excess loss reserves artificially depressed the

>fdgXe \̀jx net worth, and reversing them would cause a corresponding increase in their
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reported net worth. A [fZld\ek gi\gXi\[ ]fi Oi\Xjlipxj August 9, 2012 meetings with Fannie

and Freddie executives indicates that a key question Treasury planned to ask the Companies was

u_fn hl Z̀bcp k_\p ]fi\ZXjk i\c\Xj è^ Zi\[ k̀ i\j\im\j+v <e[ X efk\ written on Ai\[[ \̀xj <l^ljk 6

presentation to Treasury jXpj kf u\og\Zk dXk\i X̀c i\c\Xj\ f] cfXe cfjj i\j\im\j è k_\ ]lkli\+v

Similarly, on July 19, 2012, a Treasury official had observed that the release of loan loss reserves

Zflc[ ùeZi\Xj\ k_\ V>fdgXe \̀jxW e\k Vnfik_W jlYjkXek X̀ccp+v FHFA was also aware that loan loss

reserve releases would increase k_\ >fdgXe \̀jx gif]̀ kj ^f è^ ]finXi[) Xj ACA< f]]̀Z X̀cj

attended a meeting of Freddiexj GfXe Gfjj M\j\im\ Bfm\ieXeZ\ >fddk̀k\\ fe <l^ljk 5) /-./+

ACA<xj familiarity with k_\ >fdgXe \̀jx cfXe cfjj i\j\im\j j̀ Xcjf demonstrated by a July 2012

FHFA presentation showing that starting in 2008 the Companies had set aside loan loss reserves

far in excess of their actual losses.

95. Another key driver of the massive profits that the Agencies anticipated that the

Companies would soon generate when they announced the Net Worth Sweep was the release of

k_\ >fdgXe \̀jx [\]\ii\[ kXo Xjj\kj mXclXk f̀e XccfnXeZ\s. Established principles of financial

accounting specified that these valuation allowances would have to be released if the Companies

concluded that it was more likely than not that they would generate taxable income and therefore

be able to use their deferred tax assets. The Treasury Department was intimately familiar with

this accounting principle, having made a massive investment in AIG and seen a similar reversal

f] <DBxj [\]\ii\[ kXo Xjj\k mXclXk f̀e XccfnXeZ\ in February 2012. By mid-2012, Fannie and

Freddie had combined deferred tax asset valuation allowances of nearly $100 billiontenough to

gXp k_\ [ m̀ [̀\e[j fe Oi\Xjlipxj j\e f̀i gi\]\ii\[ jkfZb ]fi multiple years even if the Companies

did not generate any other profits. Fannie knew as early as 2011 that its valuation allowance

would inevitably be reversed; the only question was the timing.
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96. By the time the Net Worth Sweep was announced, it was clear to FHFA that the

Companies would soon reverse the valuation allowances for their deferred tax assets. On July 13,

/-./) =iX[]fi[ HXik è) Ki èZ g̀Xc <[m j̀fi è ACA<xj J]]̀Z\ f] >fej\imXkfij_ g̀ Jg\iXk f̀ej) sent

numerous senior FHFA officials, including Director DeMarco and Mr. Ugoletti, a set of financial

projections that had been prepared by Fannie. These projections were very similar to those

AXee \̀xj j\e f̀i dXeX^\d\ek nflc[ cXk\i j_Xi\ n k̀_ Oi\Xjlip Xk k_\ ì <l^ljk 6) /-./ d\\k è +̂

The Fannie projections that Mr. Martin circulated within FHFA included the following slide,

which shows that the Companies were expected to generate substantial income in the coming

years:

97. Elsewhere in the same document, Fannie expressly assumed that it would not be

paying taxes in the coming years despite generating substantial taxable income because it would
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be able to use its deferred tax assets. And if Fannie was to use its deferred tax assets, it would

inevitably be required under basic principles of financial accounting to release the offsetting

valuation allowance. FHFA knew this. Ms. McFarland testified that in July 2012 she would have

mentioned the potential release of the valuation allowance at a Fannie executive committee

meeting attended by FHFA, and she also testified that FHFA knew about a statement she made

to Under Secretary Miller on August 9, 2012 regarding the potential release of the valuation

allowance before the Agencies entered the third amendment to the PSPAs on August 17, 2012.

Moreover, accountants from ACA< n\i\ dfe k̀fi`e^ k_\ >fdgXe \̀jx treatment of their deferred

tax Xjj\kj) Xe[ ACA< be\n k_Xk k_\ >fdgXe \̀jx Xl[ k̀ Zfddk̀k\\j n\i\ Xjj\jj è^ k_\ jkXklj f]

the valuation allowances on a quarterly basis.

98. Treasury also knew that Fannie and Freddie would soon generate substantial

profits and thereby trigger accounting rules that would require them to release their deferred tax

asset valuation allowances. A May 2012 meeting agenda indicates that by that time Treasury

and BiXek O_fiekfe n\i\ [ j̀Zljj`e^ uViW\klie`e^ k_\ [\]\ii\[ kXo Xjj\k kf k_\ BN@ YXcXeZ\

j_\\kj+v And hand-written notes on a Grant Thornton document produced by Treasury

[ j̀gcXp`e^ Ai\[[ \̀xj i\jlckj k_ifl^_ k_\ ]̀ ijk hlXik\i f] /-./ say that Freddie could release its

mXclXk f̀e XccfnXeZ\ ugifYXYcp V èW /-.0) /-.1+v It is hardly surprising that Treasury and Grant

Thornton were discussing this issue in 2012. Even the unduly pessimistic November 2011 Grant

Thornton projections showed that the Companies would generate combined profits of over $20

billion in 2014, with profits then gradually declining to a long-term annual figure of roughly

$13.5 billion. As Treasury and Grant Thornton well understood, such substantial profits would

have inevitably led to the reversal of the >fdgXe \̀jx valuation allowances.
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99. Treasury was focused on the deferred tax assets issue in the days leading up to the

Net Worth Sweep. Je\ f] Oi\Xjlipxj kfg X^\e[X k̀\dj _\X[ è^ èkf its August 9 meeting with

Fannie senior management nXj u_fn hl Z̀bcp Vk_\ >fdgXepW ]fi\ZXjkVjW i\c\Xj è^ Zi\[ k̀

i\j\im\j+v During the August 9 meeting, Fannie CFO Susan McFarland informed Treasury that

the criteria for reversing the deferred tax assets valuation allowance could be met in the not-so-

distant future. When asked for more specifics by Under Secretary Miller, Ms. McFarland stated

that the reversal would be probably in the 50-billion-dollar range and probably sometime mid-

2013, an assessment that proved remarkably accurate.

100. Although Mr. Ugoletti stated in a declaration in the United States District Court

]fi k_\ ? j̀ki Z̀k f] >fcldY X̀ k_Xk ue\ k̀_\i k_\ >fej\imXkfi nor Treasury envisioned at the time of

k_\ O_ ì[ <d\e[d\ek k_Xk AXee \̀ HX\xj mXclXk f̀e XccfnXeZ\ fe k̀j [\]\ii\[ kXo Xjj\kj nflc[ Y\

i\m\ij\[ è \Xicp /-.0)v _ j̀ subsequent deposition testimony shows that he had no basis for

dXb è^ k_Xk jkXk\d\ek7 uD [fext know who else in FHFA or what they knew about the potential

for that [i.e., that the deferred tax assets might be written back up in 2013], but . . . our

accountants were monitoring this situation, they were monitoring . . . whether to revalue, they

had to do it all the time, revalue or not revalue, and I do not recall knowing about that this was

^f è^ kf Y\ Xe j̀jl\ lek`c i\Xccp x.0 n_\e k̀ Y\ZXd\ `dd`e\ek k_Xk) f_) k_ j̀ _Xj kf _Xgg\e efn)

Xe[ D [fexk befn n_Xk XepYf[p \cj\ k_fl^_k XYflk k̀+v <e[ n_\e Xjb\[ n_\k_\i _\ be\n un_Xk

Oi\Xjlip k_fl^_k XYflk k̀)v _\ Xejn\i\[) uD [f efk+v

101. In addition to the release of loan loss reserves and deferred tax assets valuation

allowances, Fannie and Freddie also had sizeable assets in the form of claims and suits brought

by FHFA as conservator relating to securities law violations and fraud in the sale of private-label

securities to Fannie and Freddie between 2005 and 2007. In 2013 and 2014, the Companies
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recovered over $18 billion from financial institutions via settlements of such claims and suits.

The Companies, FHFA, and Treasury knew in August 2012 that the Companies would reap

substantial profits from such settlements.

FHFA and Treasury Amend the PSPAs
DV 6^WXVWXQIZM AXQ\IZM CPIXMPVSLMXY` Investment

102. On August 17, 2012, a few days after the Companies had announced their return

to profitability and just as it was becoming clear that they had regained the earnings power to

i\[\\d Oi\Xjlipxj Bfm\ied\ek NkfZb Xe[ \o k̀ Zfej\imXkfij_`g) the Agencies unilaterally

amended the PSPAs for a third time. Again, at the time that this third amendment was under

consideration, the Agencies knew that Fannie and Freddie were experiencing a dramatic

turnaround in their profitability and would soon generate massive profits from the reversal of

unduly pessimistic accounting decisions that they had previously made at ACA<xj [ ì\Zk f̀e. Due

to rising house prices and reductions in credit losses, in early August 2012 the Companies

reported significant income for the second quarter 2012 and neither required a draw from

Treasury under the PSPAs. But rather than fulfilling its statutory responsibility as conservator to

return the Companies to sound and solvent business operations and, ultimately, to private

control, FHFA entered into the Net Worth Sweep with Treasury, which transfers all of the

>fdgXe \̀jx substantial profits to Treasury, prevents them from ever exiting government control,

and deprives private shareholders of any residual value in the Companies.

103. Far from imposing the Net Worth Sweep because the Companies were at risk of

[\gc\k è^ Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek) k_\ <^\eZ \̀j X[fgk\[ k_\ I\k Rfik_ Nn\\g n_\e

they did because they knew that the Companies had returned to sustained profitability. Indeed,

when the Net Worth Sweep was announced in August 2012, the risk that the Companies would

need to draw on Treasury funds ]̀ k_\p [\Z [̀\[ kf gXp Oi\Xjlipxj [ m̀ [̀\e[j è ZXj_ was at its
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lowest point since the start of the conservatorships. Communications within both Agencies

Zfe]̀ id k_Xk ]XZk Yp è[ Z̀Xk`e^ k_Xk k_\ >fdgXe \̀jx Yfe[ èm\jkfij i\^Xi[\[ Oi\Xjlipxj ]le[`e^

commitment as sufficient. Rather than concern fm\i \o_Xljk`e^ Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek,

k_\ ui j̀bv k_Xk worried the Agencies was that the Companies would recognize extraordinary

profits that would allow them to begin rebuilding their capital levels and position themselves to

exit conservatorship Xe[ gifm [̀\ X i\klie fe gi m̀Xk\ j_Xi\_fc[\ijx èm\jkd\ekj.

104. Notwithstanding their statutory duties, FHFA and Treasury had decided that

Fannie and Freddie would not be allowed to exit conservatorship in their current form. The

Agencies recognized that allowing Fannie and Freddie to rebuild their capital levels would make

that decision more difficult to maintain. Thus, a document prepared for internal Treasury use

Xe[ [Xk\[ <l^ljk .3) /-./ c̀jk\[ k_\ >fdgXe \̀jx ùdgifm`e^ fg\iXk è^ g\i]fidXeZ\v Xe[ k_\

ugfk\ek X̀c ]fi e\Xi-k\id \Xie è ĵ kf \oZ\\[ k_\ .-% [ m̀ [̀\e[v Xj i\Xjfej ]fi k_\ k`d`e^ f] k_\

Net Worth Sweep. And on August 9, 2012tk_\ m\ip [Xp k_Xk AXee \̀xj j\e f̀i dXeX \̂d\ek kfc[

Treasury that they expected to report substantial profits in the near futuretFHFA perceived a

ui\e\n\[ glj_v ]ifd Oi\Xjlip kf `dgc\d\ek k_\ I\k Rfik_ Nn\\g+

105. Communications involving White House official Jim Parrott show that the Net

Rfik_ Nn\\g nXj èk\e[\[ kf b\\g AXee \̀ Xe[ Ai\[[ \̀ le[\i k_\ ^fm\ied\ekxj Zfekifc Xe[ kf

frustrate private investorsx \og\ZkXk f̀e k_Xk k_\p nflc[ i\Z\ m̀\ a return on their investments if

the Companies generated substantial profits. Mr. Parrott worked closely with Treasury in the

development and rollout of the Net Worth Sweep, and at the time he was a senior advisor at the

National Economic Council. The day after the Net Worth Sweep was announced, he emailed

Oi\Xjlip f]]̀Z X̀cj Zfe îXklcXk`e^ k_\d fe XZ_ \̀m`e^ Xe `dgfikXek gfc̀Zp ^fXc7 uO\Xd Ojp) Tfl

guys did a remarkable job on the PSPAs this week. You delivered a policy change of enormous
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importance t_Xkxj XZklXccp Y\ è^ i\Zf^e q̀\[ Xj jlZ_ Yp k_\ flkj [̀\ nfic[ + + +) Xe[ Xj X Zi\[ k̀ kf

k_\ N\Zi\kXip Xe[ k_\ Ki\j [̀\ek+v R_Xk Oi\Xjlip _X[ XZZfdgc̀j_\[) Hi+ KXiifkkxj \dX c̀j dXb\

clear, was guaranteeing that Fannie and Freddie would remain under government control and

never again be run for the benefit of their private shareholders.

106. Other communications involving Mr. Parrott further underscore the same point.

At 8:30 a.m. on August 17, Mr. Parrott wrote an email to Alex Pollock, Peter Wallison, and

Edward K èkf f]]\i è^ ukf nXcb pfl k_ifl^_ k_\ Z_Xe^\j n\xi\ XeefleZ`e^ fe k_\ gjgXj kf[Xp+

A\\c c̀b\ ]\ccfn kiXm\c\ij Xk k_ j̀ gf èk jf D fn\ k̀ kf pfl+v KfccfZb) RXcc̀jfe) Xe[ K èkf _X[

written a policy paper for the American Enterprise Institute in 2011 recommee[`e^ k_Xk uAXee \̀

Mae and Freddie Mac should be eliminated as government-sponsored enterprises (GSEs) over

k`d\+v Also on August 17, Mr. Wallison was quoted in Bloomberg saying the following: uO_\

most significant issue here is whether Fannie and Freddie will come back to life because their

profits will enable them to re-capitalize themselves and then it will look as though it is feasible

for them to return as private companies backed by the government. . . . What the Treasury

Department seems to be doing _\i\) Xe[ D k_ èb k̀xj X i\Xccp ^ff[ [̀\X) j̀ kf [\gi m̀\ k_\d f] Xcc

k_\ ì ZXg k̀Xc jf k_Xk [f\jexk _Xgg\e+v In an email to Wallison that evening, Mr. Parrott stated,

uBff[ Zfdd\ek è =cffdY\i^tyou are exactly right on substance and intent.v

107. Similarly, in an email to a Treasury official on the day the Net Worth Sweep was

XeefleZ\[) Hi+ KXiifkk jkXk\[ k_Xk un\xm\ Zcfj\[ f]] Vk_\W gfjj Ỳ c̀`kp k_Xk VAXee \̀ Xe[ Ai\[[ \̀W

ever[ ] go 'gi\k\e[( gi m̀Xk\ X X̂ è+v O_e very same day, Mr. Parrott received an email from a

dXib\k XeXcpjk jkXk è^ k_Xk k_\ I\k Rfik_ Nn\\g uj_flc[ cXp kf i\jk g\idXe\ekcp k_\ [̀\X k_Xk k_\

flkjkXe[`e^ gi m̀Xk\cp _\c[ gi\]V]\ii\[ jkfZbW n c̀c \m\i \̂k klie\[ YXZb fe+v C\ ]finXi[\[ k_\

\dX c̀ kf Oi\Xjlip f]]̀Z X̀cj Xe[ Zfdd\ek\[ k_Xk uXcc k_\ èm\jkfij n c̀c \̂k k_ j̀ m\ip hl Z̀bcp+v
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108. Mr. Parrott has since left the Administration and is now with the Urban Institute,

and he i\Z\ekcp kfc[ k_\ @Zfefdj̀k k_Xk uV Ẁe k_\ X]k\idXk_ f] k_\ Zi j̀ j̀ k_\i\ nXj n [̀\jgi\X[

agreement that [Fannie and Freddie] needed to Y\ i\gcXZ\[ fi fm\i_Xlc\[+v A Funny Form of

Conservation, THE ECONOMIST, Nov. 21, 2015, available at http:goo.gl/4ieC0u. The Net Worth

Nn\\g \ejli\[ k_Xk k_\ >fdgXe \̀jx i\klie kf gif]̀ kXY`c`kp [ [̀ efk k_i\Xk\e k_ j̀ ^fXc+

109. This understanding of the purpose and effect of the Net Worth Sweep is further

supported by the deposition testimony of Ms. McFarland. She testified that she believed that the

Agencies imposed the Net Worth Sweep in response to what she had told Treasury on August 9,

and she thought the Net Rfik_ Nn\\gxj gligfj\ unXj gifYXYcp X [\j ì\ efk kf Xccfn ZXg k̀Xc kf

Yl c̀[ lg n k̀_`e k_\ \ek\igi j̀\j Xe[ efk kf Xccfn k_\ \ek\igi j̀\j kf i\ZXg k̀Xc̀ q\ k_\dj\cm\j+v

<ZZfi[ è^ kf Hj+ HZAXicXe[) AXee \̀ u[ [̀exk Y\c̀\m\ k_Xk Oi\Xjlip nflc[ Y\ kff ]fe[ f] X

sign`]`ZXek Xdflek f] ZXg k̀Xc Yl c̀[lg èj [̀\ k_\ \ek\igi j̀\j+v

110. As Treasury stated when the Net Worth Sweep was announced, the dividend

jn\\g f] Xcc f] k_\ >fdgXe \̀jx e\k nfik_ requires k_Xk u\m\ip [fccXi f] \Xie è^j k_Xk AXee \̀ HX\

Xe[ Ai\[[ \̀ HXZ ^\e\iXk\ n c̀c Y\ lj\[ kf Y\e\]̀ k kXogXp\ij+v Ki\jj M\c\Xj\) P+N+ ?\gxk f] k_\

Treasury, Treasury Department Announces Further Steps to Expedite Wind Down of Fannie

Mae and Freddie Mac (Aug. 17, 2012). R g̀ è^ flk k_\ >fdgXe \̀jx gi m̀Xk\ j_Xi\_fc[\ij nXj

Xdfe^ k_\ I\k Rfik_ Nn\\gxj Zfek\dgcXk\[ gligfj\j+ <ZZfi[ è^cp) Hi+ P^fc\kk` k\jk ]̀̀\[ k_Xk

_\ nXj efk jligi j̀\[ uk_Xk k_\ gi\]\ii\[ jkfZb ^fk _Xdd\i\[ k_\ [Xp k_\ I\k Rfik_ Nn\\g nXj

XeefleZ\[+v The Net Worth Sweep, in short, effectively nationalized the Companies and

confiscated the existing and potential value of all privately held equity interests, including the

stock held by Plaintiffs.
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111. As a Staff Report from the Federal Reserve Bank of New York recently

XZbefnc\[^\[) k_\ I\k Rfik_ Nn\\g u\]]\Zk`m\cp eXiifnj k_\ [ ]̀]\i\eZ\ Y\kn\\e

conservatorship and nationalization, by transferring essentially all profits and losses from the

firms to the Treasury.v W. Scott Frame, et al., The Rescue of Fannie Mae and Freddie Mac at 21,

FEDERAL RESERVE BANK OF NEW YORK STAFF REPORTS, no. 719 (Mar. 2015). The Economist

jkXk\[ k_\ fYm f̀lj è i\gfik è^ k_Xk k_\ I\k Rfik_ Nn\\g ujhlXj_\[d] hopes that [Fannie and

Ai\[[ \̀W dXp \m\i Y\ gi m̀Xk\ X X̂ èv Xe[, as a result, uk_\ ZfdgXe \̀jx jkXklj Xj glYc̀Z lk c̀ k̀`\j . . .

Xgg\XiV\[W ZipjkXc Zc\Xi+v Fannie Mae and Freddie Mac, Back to Black, THE ECONOMIST, Aug.

25, 2012, available at http://goo.gl/JgUVV6.

112. As a result of the Net Worth Sweep, it is clear that FHFA will not allow Fannie

and Freddie to exit conservatorship but rather will continue to operate them essentially as tools

of the government, unless >fe î\jj kXb\j XZk f̀e+ De[\\[) ACA<xj n\Yj k̀\ jkXk\j k_Xk uACA< n c̀c

continue to carry out its responsibilities as Cons\imXkfiv lek c̀ u>fe î\jj [\k\idè\j k_\ ]lkli\ f]

AXee \̀ HX\ Xe[ Ai\[[ \̀ HXZ Xe[ k_\ _flj è^ ]̀eXeZ\ dXib\k+v ACA< Xj >fej\imXkfi f] AXee \̀

Mae and Freddie Mac, http://goo.gl/ZihFZb.

113. The Net Worth Sweep ]le[Xd\ekXccp Z_Xe \̂[ k_\ eXkli\ f] Oi\Xjlipxj

investment in the Companies. Instead of quarterly dividend payments at an annual rate of 10% (if

gX [̀ è ZXj_( fi ./% ' ]̀ gX [̀ è b è[( f] k_\ kfkXc Xdflek f] Oi\Xjlipxj c̀hl [̀Xk`fe gi\]\i\eZ\)

the Net Worth Sweep entitles Treasury to quarterly payments of allt100%tf] k_\ >fdgXe \̀jx

existing net worth and future profits. Beginning January 1, 2013, the Companies have been

required to pay Treasury a quarterly dividend equal to their entire net worth, minus a capital

reserve amount that starts at $3 billion and decreases to $0 by January 1, 2018.
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114. R_ c̀\ k_\ I\k Rfik_ Nn\\g ]le[Xd\ekXccp Z_Xe \̂[ k_\ eXkli\ f] Oi\Xjlipxj

securities, the Net Worth Sweep transaction reaffirmed and enhanced the significance of other

unlawful provisions of those securities, such as TreXjlipxj fg\e-ended commitment to invest in

the Companies despite the expiration of its investment authority, the prohibition on Fannie and

Ai\[[ \̀ gXp è^ [fne k_\ gi èZ g̀Xc f] Oi\Xjlipxj jkfZb) Xe[ k_\ Z\[ è^ f] X jlYjkXek X̀c Xdflek f]

ACA<xj dXeX^\d\ek f] the conservatorships to Treasury.1

115. Forcing the Companies to operate in this inherently unsafe and unsound condition

also increases their borrowing costs, which is a major expense for both Companies. As former

Acting Director DeMarco has acknowledged, if the Companies are highly leveraged and have a

relatively small amount of capital then, all other things being equal, their cost of borrowing will

be higher.

116. The Net Worth Sweep is particularly egregious because it makes the Companies

unique in financial regulation. All other financial institutions are required to retain minimum

levels of capital that ensure that they can withstand the vicissitudes of the economic cycle and

are prohibited from paying dividends when they are not adequately capitalized. The Companies,

in contrast, are not allowed to retain capital but instead must pay their entire net worth over to

Treasury as a quarterly dividend. In other words, whereas other financial institutions are subject

to minimum capital standards, the Net Worth Sweep makes the Companies subject to a capital

maximumtany amount of retained capital that they hold in excess of a small and diminishing

capital buffer is swept to Treasury on a quarterly basis. The effect of the Net Worth Sweep is

1 The third amendment did alter the restrictions on Fannie and Freddie disposing of assets in
one respect, by amending Section 5.4 of the PSPAs to permit the Companies to unilaterally
dXb\ [ j̀gfj k̀ f̀ej ]fi ]X ì dXib\k mXcl\ uf] Xjj\kj Xe[ gifg\ik \̀j _Xm è^ ]X ì dXib\k mXcl\
individually or in aggregate less than $250,000,000 in one transaction or a series of related
kiXejXZk f̀ej+v
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thus to force the Companies to operate in perpetuity on the brink of insolvency and to

immediately nullify the rights of private shareholders to any return of their principal or any

return on their principal (i.e., in the form of dividends). In other contexts, federal regulators

understand such an arrangement to be fundamentally unsafe and unsound, if not altogether

unlawful. <e[ è[\\[) C@M< k̀j\c] i\Zf^e q̀\j k_Xk X ]le[Xd\ekXc Xjg\Zk f] k_\ >fdgXe \̀jx

jfle[e\jj j̀ k_\ udX èk\eXeZ\ f] X[\hlXk\ ZXg k̀Xc+v ./ P+N+>+ r 4513(a)(1)(B)(i). Director

Watt recently expressed the same view, describing k_\ >fdgXe \̀jx inability to build capital

i\j\im\j le[\i k_\ I\k Rfik_ Nn\\g Xj X uj\i f̀lj i j̀bv k_Xk \if[\j èm\jkfi Zfe]̀[\eZ\ è k_\

Companies because th\p _Xm\ uef XY c̀̀ kp kf n\Xk_\i hlXik\icp cfjj\j+v

117. This dramatic departure from accepted practices is demonstrated by the following

charts, which compare the equity to assets ratio of Fannie and Freddie to that maintained by large

banks and insurers:
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118. FHFA understood that stripping capital out of a financial institution is the

antithesis of operating it in a sound manner. Indeed, former Acting Director DeMarco has

k\jk ]̀̀ \[ k_Xk ZXg k̀Xc c\m\cj Xi\ uX b\p Zfdgfe\ek f] k_\ jX]\kp Xe[ jfle[e\jj f] X i\^lcXted

]̀ eXeZ`Xc èjk k̀lk`fev Xe[ k_Xk) Xj X ^\e\iXc dXkk\i) _\ k_fl^_k k_Xk k_\i\ j_flc[ Y\ dfi\ ZXg k̀Xc è

the Companies to increase their safety and soundness. ACA<xj recognition of the importance of

capital levels is further demonstrated by an event that took place shortly after the Net Worth

Sweep was announced. Fannie initially determined that the Company should reverse its deferred

tax assets valuation allowance as of December 31, 2012. But doing so would reduce the amount

f] Oi\Xjlipxj i\dX è`e^ ]le[ è^ Zommitment under the formula established by the second

amendment to the PSPAs. FHFA strongly opposed this reduction of the funding commitment,
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which it viewed as a form of capital availabl\ kf k_\ >fdgXe \̀j7 u>Xg k̀Xc j̀ b\p driver for

composite rating of critical concerns. The reduction in capital capacity from the U.S. Treasury

Xe[ k_\ NKN< X î\\d\ekj gcXZ\j le[l\ i j̀b fe k_\ ]lkli\ f] AXee \̀ HX\ è Zfej\imXkfij_ g̀+v

De[\\[) ACA< k_i\Xk\e\[ AXee \̀ k_Xk u ]̀ k_\ Xdflek f] ]le[s available under the agreement was

reduced as a result of our releasing the valuation allowance in the fourth quarter of 2012, they

would need to ensure the preservation of our remaining capital and undertake regulatory actions

that could severely restrict our operations, increase our costs, or otherwise substantially limit or

Z_Xe \̂ fli Ylj è\jj è fi[\i kf \ejli\ k_\ Zfek èl\[ jX]\kp Xe[ jfle[e\jj f] fli fg\iXk f̀ej+v <j

a result of this pressure from FHFA, Fannie reconsidered its decision and waited until the

following quarter to release its valuation allowance, when the release would no longer affect the

j q̀\ f] Oi\Xjlipxj ]le[ è^ Zfddk̀d\ek le[\i k_\ KNK<j+ RX k̀ è^ k_ j̀ \okiX hlXik\i gi\j\im\[

Xggifo`dXk\cp $01 Y c̀c f̀e f] Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek+ The Net Worth Sweep, by

contrast, has reduced the capital available to Fannie by a much larger amounttnearly $130

billion, to date.

119. O_\ I\k Rfik_ Nn\\gxj departure from sound and solvent operation has not gone

unnoticed by Congress. Representatives Stephen Lee Fincher and Mick Mulvaney recently wrote

N\Zi\kXip G\n Xe[ ? ì\Zkfi RXkk kf u\ogi\jj Vk_\ ìW ZfeZ\iej XYflk VAXee \̀W Xe[ VAi\[[ \̀W Xe[

the effect that the non-enforcement of statutory capital reserve requirements will have on the risk

they pose to taxgXp\ij+v C@M<) k_\ M\gi\j\ekXk`m\j nifk\) ujg\Z ]̀ Z̀Xccp kXjb\[ k_\ e\ncp-

created Federal Housing Finance Agency with establishing and enforcing more stringent capital

standards for Fannie and Freddie. Inexplicably, and in violation of that statute, Fannie and

Ai\[[ \̀ Zlii\ekcp _fc[ ]Xi c\jj ZXg k̀Xc k_Xe i\hl ì\[) Xe[ XZZfi[ è^ kf Oi\Xjlipxj VKNK<jW) Xi\

required to reduce their capital reserves by $600 million a year until they reach zero on January
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.) /-.5+v uDk j̀ \oki\d\cp kiflYc̀e )̂v k_\ >fe î\jjd\e Zfek èl\[) k_Xk AXee \̀ Xe[ Ai\[[ \̀ uXi\

being specifically directed to deplete their capital reserves. . . . In a post-Dodd-Frank world,

Fannie and Freddie will be the only significant financial institutions not voluntarily or

mandatorily raising their capital; instead, they are being told to lower their capitaltto zero. This

[f\j efk dXb\ j\ej\+v

120. The Companies did not receive any meaningful consideration for agreeing to the

Net Worth Sweep. =\ZXlj\ k_\ >fdgXe \̀j XcnXpj _X[ k_\ fgk f̀e kf gXp [ m̀ [̀\e[j ùe b è[v at a

12% interest rate, the Net Worth Sweep did not provide the Companies with any additional

flexibility or benefit. Rather than accruing a dividend at 12% (which never had to be paid in

cash), FHFA unlawfully agreed to make a payment of substantially all the Companiesx net worth

each quarter.

121. The Third Amendment also provides that the Companies will not have to pay a

periodic commitment fee under the PSPAs while the Net Worth Sweep is in effect. But Treasury

had consistently waived the periodic commitment fee before the Net Worth Sweep, and it could

only set the amount of such a fee with the agreement of the Companies and at a market rate. And

as a Freddie document shows, that rate would have been, at most, a small fraction of the

flkjkXe[`e^ Xdflek f] Oi\Xjlipxj Zfddk̀d\ek+ O_ j̀ j̀ _fn Ai\[[ \̀ ]fi\ZXjk\[ k̀j uj\ej k̀`m`kpv

kf `dgfj k̀`fe f] X g\i f̀[ Z̀ Zfddk̀d\ek ]\\7 uJli j\ej k̀`m`kp kf X Zfddk̀d\ek ]\\ YXj\[ fe

remaining commitment available beginning in 2013 of $149 billion shows that a 25 bps fee

i\jlckj è X $-+1 Y c̀c f̀e XeelXc `dgXZk fe NkfZb_fc[\ijx @hl k̀p+v That approach to calculating the

amount of the periodic commitment fee reflects standard industry practice, which is to set such

]\\j Xj X jdXcc g\iZ\ekX^\ f] k_\ c\e[\ixj ]̀eXeZ X̀c \ogfjli\+ De[\\[) Xe \Xicp [iX]k f] k_\ KNK<j
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nflc[ _Xm\ j\k k_\ Xdflek f] k_\ ]\\ Xj X g\iZ\ekX^\ f] k_\ Xdflek Yp n_ Z̀_ k_\ >fdgXe \̀jx

liabilities exceeded their assets.

122. Moreover, the PSPAs say that the purpose of the periodic commitment fee was to

compensate Treasury for its ongoing support in the form of the commitment to invest in the

>fdgXe \̀jx Bfm\ied\ek NkfZb. By the time of the Net Worth Sweep, the 10 percent return on

the Government Stock and the warrants for 79.9 percent of the common stock provided a more

than adequate return on the ^fm\ied\ekxj stand-by commitment, and thus any additional fee

would have been inappropriate. In August 2012, the Companies had returned to stable

prf]̀ kXY`c k̀p Xe[ n\i\ ef cfe^\i [iXn è^ ]ifd Oi\Xjlipxj Zfddk̀d\ek. B m̀\e k_\ >fdgXe \̀jx

return to profitability, the market rate for the periodic commitment fee in 2012, 2013, 2014, and

2015 would have been zero. And, of course, by the time of the Net Worth Sweep, Oi\Xjlipxj

k\dgfiXip Xlk_fi k̀p kf gliZ_Xj\ k_\ >fdgXe \̀jx j\Zli k̀ \̀j _X[ Xci\X[p \og ì\[) dXb è^ Xep

further purchases contrary to law. Finally, even if a market-rate fee had been agreed between

Treasury and FHFA and imposed pursuant to the PSPAs, the Companies had sufficient market

power to pass the entire amount of this fee through to their customerstas the Companies do for

other operating and financing coststwithout affecting profitability or the value of the

>fdgXe \̀jx \hl k̀p j\Zli k̀`\j.

123. For these i\Xjfej) Hi+ P^fc\kk`xj jkXk\d\ek) è _ j̀ [\ZcXiXk f̀e kf k_\ ? j̀ki Z̀k >flik

]fi k_\ ? j̀ki Z̀k f] >fcldY X̀) k_Xk k_\ mXcl\ f] k_\ g\i f̀[ Z̀ Zfddk̀d\ek ]\\ nXj ùeZXcZlcXYcp

cXi^\v j̀ n_fccp èXZZliXk\+ Mr. DeMarco testified that he could not recall anyone at FHFA

attempting to quantify what the periodic commitment fee would have been in the absence of the

Net Worth Sweep. And Mr. Ugoletti subsequently testified that he did not know whether anyone

at Treasury or FHFA shared his view that the fee was incalculably large and could not recall
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discussing his view with anyone at either agency. Mr. Ugoletti also testified that he is neither

uXe \og\ik fe g\i f̀[ Z̀ Zfddk̀d\ek ]\\j)v efi ùe k_\ Ylj è\jj f] ZXcZlcXk`e^v jlZ_ ]\\j) Xe[ k_Xk

he did not know whether anyone at FHFA or Treasury ever tried to calculate the value of the

periodic commitment fee.

124. As the Agencies anticipated, Fannie and Freddie have been extraordinarily

profitable since the imposition of the Net Worth Sweep. From the third quarter of 2012 through

the fourth quarter of 2015, Fannie and Freddie have reported total net income of over $116

billion and $67 billion, respectively.

125. <j k_\ <^\eZ \̀j Xcjf Xek Z̀ g̀Xk\[) AXee \̀xj /-.0 e\k èZfd\ èZcl[\[ k_\ i\c\Xj\

f] fm\i $2- Y c̀c f̀e f] k_\ ZfdgXepxj deferred tax assets valuation allowance. The release of this

mXclXk f̀e XccfnXeZ\ le[\ijZfi\j AXee \̀xj ]̀eXeZ`Xc jki\e k̂_) Xj k̀ [\dfejkiXk\j AXee \̀xj

expectation that it will generate sizable taxable income moving forward. Fannie relied on the

following evidence of future profitability in support of the release of its valuation allowance:

' Its profitability in 2012 and the first quarter of 2013 and
expectations regarding the sustainability of these profits;

' Its three-year cumulative income position as of March 31, 2013;
' The strong credit profile of the loans it had acquired since 2009;
' The significant size of its guaranty book of business and its

contractual rights for future revenue from this book of business;
' Its taxable income for 2012 and its expectations regarding the

likelihood of future taxable income; and
' That its net operating loss carryforwards will not expire until

2030 through 2031 and its expectation that it would utilize all of
these carryforwards within the next few years.

126. Freddi\xj /-.0 \Xie è^j Xcjf i\]c\Zk k_\ >fdgXepxj [\Z j̀ f̀e kf i\c\Xj\ X j q̀\XYc\

(in excess of $20 billion) deferred tax assets valuation allowance. Freddie relied on the following

evidence in support of its release of its valuation allowance:

' Its three-year cumulative income position as of September 30,
2013;
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' The strong positive trend in its financial performance over the
preceding six quarters, including the quarter ended September
30, 2013;

' The 2012 taxable income reported in its federal tax return which
was filed in the quarter ended September 30, 2013;

' Its forecasted 2013 and future period taxable income;
' Its net operating loss carryforwards do not begin to expire until

2030; and
' The continuing positive trend in the housing market.

127. The Net Worth Sweep has proven to be immensely profitable for the federal

government. The table below lists only the dividends Fannie and Freddie have paid under the Net

Worth Sweep, and it does not include dividends paid before that time

Dividend Payments Under the Net Worth Sweep
(in billions)

Fannie Freddie Combined

2013 Q1 $4.2 $5.8 $10.0

Q2 $59.4 $7.0 $66.4

Q3 $10.2 $4.4 $14.6

Q4 $8.6 $30.4 $39.0

2014 Q1 $7.2 $10.4 $17.6

Q2 $5.7 $4.5 $10.2

Q3 $3.7 $1.9 $5.6

Q4 $4.0 $2.8 $6.8

2015 Q1 $1.9 $0.9 $2.8

Q2 $1.8 $0.7 $2.5

Q3 $4.4 $3.9 $8.3

Q4 $2.2 $0.0 $2.2

2016 Q1 $2.9 $1.7 $4.6

Total $116.2 $74.4 $190.6
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128. As the above chart shows, the Companies have paid Treasury over $190 billion in

u[ m̀ [̀\e[jv le[\i k_\ I\k Rfik_ Nn\\g+ CX[ k_\p èjk\X[ Y\\e gXp è^ .-% ZXj_ [ m̀ [̀\e[j) k_\p

would have paid Treasury approximately $62 billion. The following chart shows how imposition

of the Net Worth Sweep dramatically increased the size of k_\ >fdgXe \̀jx [ m̀ [̀\e[ gXpd\ekj kf

Treasury:

129. The Net Worth Sweep has thus enabled the federal government to usurp nearly

$129 billion more than it was entitled to under the prior arrangement. Had the Companies

instead been allowed to use those excess funds to pay down the liquidation preference on

Oi\Xjlipxj j\e f̀i gi\]\ii\[ jkfZb) k_\ i\dX è`e^ ZfdY è\[ c̀hl [̀Xk f̀e gi\]\i\eZ\ nflc[ kf[Xp Y\

less than $24 billion. As explained above, the Agencies knew that the Net Worth Sweep would

result in a massive financial windfall for the federal government, enabling the White House to
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tout reduced budget deficit figures while avoiding earnest negotiations with Congressional

Republicans over the debt ceiling.

130. O_\ I\k Rfik_ Nn\\g j̀ jhlXi\cp ZfekiXip kf ACA<xj jkXtutory responsibilities as

conservator of Fannie and Freddie. As Zfej\imXkfi ACA< j̀ fYc̀^Xk\[ kf ukXb\ jlZ_ XZk f̀e Xj

may bet(i) necessary to put the regulated entity in a sound and solvent condition; and

(ii) appropriate to carry on the business of the regulated entity and preserve and conserve the

assets and property of the regulated entity.v 12 U.S.C. § 4617(b)(2)(D). As FHFA itself has

XZbefnc\[^\[) k_\ X^\eZp u_Xj X jkXklkfip Z_Xi \̂ kf nfib kf i\jkfi\ X i\^lcXk\[ \ek k̀p è

conservatorship to a sound and solvent condition . . . .v 76 Fed. Reg. at 35,727. Accordingly,

uXccfn`e^ ZXg k̀Xc [ j̀ki Ỳlk`fej kf [\gc\k\ k_\ \ek k̀pxj Zfej\imXkfij_ g̀ Xjj\kj nflc[ Y\

èZfej j̀k\ek n k̀_ k_\ X \̂eZpxj jkXklkfip ^fXcj) Xj k_\p nflc[ i\jlck è i\dfm è^ ZXg k̀Xc Xk X k`d\

when the Conservator is charged with rehabilitating the regulated entity.v Id. O_lj) ACA<xj fne

i\^lcXk f̀ej ^\e\iXccp gif_ Ỳ k̀ AXee \̀ Xe[ Ai\[[ \̀ ]ifd dXb è^ X uZXg k̀Xc [ j̀ki Ỳlk`fe n_ c̀\ è

Zfej\imXkfij_ g̀)v jlYa\Zk kf Z\ikX è \oZ\gk f̀ej+ ./ >+A+M+ r ./04+.2(a). Indeed, rather than

putting Fannie and Freddie in sound and solvent condition, k_\ I\k Rfik_ Nn\\gxj i\[lZk f̀e Xe[

\m\eklXc \c̀d`eXk f̀e f] k_\ >fdgXe \̀jx ZXg k̀Xc i\j\im\j increases the likelihood of additional

Treasury investment in the Companies while eliminating the economic interests of private

shareholders.

131. But for the Net Worth Sweep, Fannie and Freddie would have nearly $130 billion

of additional capital to cushion them from any future downturn in the housing market, reassure

debtholders of the soundness of their investments, and eventually resume dividend payments to

preferred and common stockholders, among other things. Instead, because of the Net Worth

Sweep, the Companies are required to operate at the edge of insolvency with no prospect of ever
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generating value for private shareholders, rendering the Companies fundamentally unsafe and

unsound and more likely to require an additionaltalbeit entirely avoidabletgovernment bailout

in the future.

132. O_\ I\k Rfik_ Nn\\gxj hlXik\icp jn\\g f] Xcl net profits thus plainly harms the

>fdgXe \̀jx gi m̀Xk\ j_Xi\_fc[\ij Yp effectively prohibiting the Companies from rebuilding their

capital. Nor can distributing the entire net worth of the Companies to Treasury be reconciled

n k̀_ ACA<xj jkXklkfip obligation to preserve and conserve their assets and property.

133. Furthermore, on information and belief, FHFA agreed to the Net Worth Sweep

only at the insistence and under the direction and supervision of Treasury. The Net Worth Sweep

was a Treasury initiative Xe[ i\]c\Zk\[ k_\ Zlcd`eXk`fe f] Oi\Xjlipxj cfe^-term plan to seize the

Companies and see that they were operated for the exclusive benefit of the federal government.

Hi+ KXiifkk _Xj k\jk ]̀ \̀[ k_Xk k_\ I\k Rfik_ Nn\\g nXj `dgfj\[ k_ifl^_ uX Oi\Xjlip-driven

gifZ\jj+v It was Treasury that informed the Companies just days before the Net Worth Sweep

that it was forthcoming, and a meeting addressing the Net Worth Sweep was held at Treasury

during which a senior Treasury official announced the changes. Secretary Geithner apparently

believed that even before the Net Worth Sweep was imposed, uwe had already effectively

nationalized the GSEs . . ., and could decide how to carve up, dismember, sell or restructure

those institutions.v Plaintiffxs Corrected Post-Trial Proposed Findings of Fact 26.2.1(a), Starr

3LRYJ .M( T( ;LHRDC 8R@RDQ, No. 1:11-cv-779-TCW (Fed. Cl. March 2, 2015), ECF No. 430.

134. The Net Worth Sweep is just one example of the significant influence Treasury

has exerted over FHFA from the beginning of the conservatorship. <j AXee \̀xj Xl[ k̀fi fYj\im\[

[li è^ k_\ ]̀ ijk hlXik\i f] /-./) uk_\ PN Oi\Xjlipv j̀ able ukf [ ì\Zk k_\ >fdgXepxj business.v

Indeed, Secretary Paulson has written k_Xk uj\ q̀`e^ Zfekifcv f] AXee \̀ Xe[ Ai\[[ \̀) Xe XZk f̀e k_Xk
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j̀ jkXklkfi`cp i\j\im\[ kf ACA<) nXj Xe XZk f̀e uD kffb+v HENRY M. PAULSON, JR., ON THE BRINK

xiv (2d ed. 2013). Congressional Budget Office Assistant Director for Financial Analysis

?\YfiX_ GlZXj kfc[ >fe î\jj k_Xk k_\ >fdgXe \̀j Xi\ jlYa\Zk kf ufne\ij_ g̀ and control by the

Oi\Xjlip+v Fannie Mae, Freddie Mac & FHA: Taxpayer Exposure in the Housing Markets:

Hearing Before the H. Comm. on the Budget, 112th Cong. 15 (2011). And Secretary Geithner,

who was president of the Federal Reserve Bank of New York the original PSPAs were signed,

understood the federal takeover of Fannie and Freddi\ kf Y\ X uOi\Xjlip fg\iXk f̀e+v

135. In 2009, Treasury used the conservatorship powers that the PSPAs transfer from

FHFA to Treasury to prohibit Fannie and Freddie from selling certain low income housing tax

Zi\[ k̀j+ ACA< jlggfik\[ k_\ jXc\ f] k_\j\ Zi\[ k̀j Xj è k_\ >fdgXe \̀jx Y\jk èk\i\jk and

consistent with its mission to uZfej\im\ @ek\igi j̀\ Xjj\kj,v but Treasury barred the sale,

preferring that the credits should expire unused rather than being transferred to buyers who could

exercise them to offset their tax liabilities.

136. The Net Worth Sweep is an \c\d\ek f] Oi\Xjlipxj broader plan to eliminate the

Companies and transform the housing finance market. Indeed, a housing finance reform plan

[iX]k\[ Yp Oi\Xjlip è \Xicp /-./ c̀jk\[ ui\jkilZkliV`e Ŵ k_\ KNK<j kf Xccfn ]fi mXi X̀Yc\ [ m̀ [̀\e[

payment based on positive nek nfik_vti.e., implementing a net worth sweeptas among the

]̀ ijk jk\gj kf kXb\ è kiXej k̀ f̀e`e^ kf Oi\Xjlipxj [\j ì\[ flkZfd\+ Jk_\i \c\d\ekj f] k_Xk gcXe

included the development of a single securitization utility to be used by both Fannie and

Freddietand by other entities once Fannie and Freddie are eliminated. FHFA has made the

development of such a utility a key initiative of the conservatorships, providing further evidence

k_Xk ACA< j̀ fg\iXk è^ XZZfi[ è^ kf Oi\Xjlipxj gcXpYffb+
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137. Treasury, however, lacks the authority to impose such direction and supervision,

and FHFA lacks the authority to submit to it. C@M< \ogi\jjcp gifm [̀\j k_Xk u[w]hen acting as

conservator, . . . [FHFA] shall not be subject to the direction or supervision of any other agency

of the United States . . . .v 12 U.S.C. § 4617(a)(7). Yet Treasury officials intimately involved in

the development of the Net Worth Sweep testified that they could not recall Treasury making

any backup or contingency plans to prepare for any possibility that FHFA would reject the Net

Worth Sweep proposal.

138. Contrary to statutory authority, both Treasury and FHFA understood the Net

Worth Sweep to be a step toward the liquidation, not the rehabilitation, of the Companies.

Indeed, Acting Director DeMarco stated that he had no intention of returning Fannie and Freddie

to private control under charters that he considered u]cXn\[+v Hi+ P^fc\kk` Xcjf said during his

deposition k_Xk ACA<xj fYa\Zk m̀\ unXj efk ]fi AXee \̀ Xe[ Ai\[[ \̀ HXZ kf \d\i \̂ ]ifd

Zfej\imXkfij_ g̀+v C@M< [f\j eft contemplate that FHFA will operate a perpetual

conservatorship that is entirely contingent on the hope of unspecified legislative action at some

point in the future. Yet communications between FHFA and Treasury indicate that by January

2012 the Agencies shared the common goal of providing the public and financial markets with a

clear plan to wind the Companies down. All t_ j̀ nXj è jkXib ZfekiXjk kf ACA<xj k_\e-Acting

? ì\Zkfixj jkXk\d\ek knf p\Xij prior to the Net Worth Sweep that, absent legislative act f̀e) uk_\

only [post-conservatorship option] that FHFA may implement today under existing law is to

reconstitute [Fannie and Freddie] under their current charters.v February 2, 2010 Letter of Acting

Director DeMarco to Chairmen and Ranking Members of the Senate Committee on Banking,

Housing, and Urban Affairs and the House Committee on Financial Services.

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 65 of 86 PageID #:585



66
Protected Information to Be Disclosed Only in Accordance With Protective Order

139. Statements by both FHFA and Treasury provide further confirmation that the Net

Rfik_ Nn\\g m f̀cXk\j ACA<xj jkXklkfip duties as conservator. Treasury, for example, said the

I\k Rfik_ Nn\\g nflc[ u\og\[ k̀\ k_\ n è[ [fne f] AXee \̀ HX\ Xe[ Ai\[[ \̀ HXZ)v Xe[ k̀

\dg_Xj q̀\[ k_Xk k_\ uhlXik\icp jn\\g f] \m\ip [fccXi f] gif]̀ k k_Xk \XZ_ ]̀ id \Xiej ^f è^

]finXi[v nflc[ dXb\ ujli\ k_Xk \m\ip [fccXi f] \Xie è^j k_Xk Fannie Mae and Freddie Mac

generate will be used to benefit taxpayers.v Ki\jj M\c\Xj\) P+N+ ?\gxk f] k_\ Oi\Xjlip) Oi\Xjlip

Department Announces Further Steps to Expedite Wind Down of Fannie Mae and Freddie Mac

(Aug. 17, 2012). Indeed, Treasury emphasized that the Net Worth Sweep would ensure that the

>fdgXe \̀j un c̀c Y\ nfle[ [fne Xe[ n c̀c efk Y\ Xccfn\[ kf i\kX è gif]̀ kj) i\Yl c̀[ ZXg k̀Xc) Xe[

return to the market in their prior form.v Id.

140. Unbeknownst to the public, as early as December 2010, an internal Treasury

memorandum acknowledged k_\ u<[dè`jkiXk f̀exj Zfddk̀d\ek kf \ejli\ \o j̀k è^ Zfddfe

equity holders will not have access to any positive earnings from the [Companies] in the future. v

Action Memorandum for Secretary Geithner (Dec. 20, 2010). Just weeks later, however, in

Xefk_\i èk\ieXc [fZld\ek k_\ Xlk_fi f] k_ j̀ d\dfiXe[ld XZbefnc\[^\[ k_Xk uk_\ gXk_ cX [̀ flk

under HERA and the Paulson Treasury when [the Companies] were put into conservatorship in

N\gk\dY\i /--5v nXj ]fi AXee \̀ Xe[ Ai\[[ \̀ kf uY\ZfdV\W X[\hlXk\cp ZXg k̀Xc̀ q\[v Xe[ u\o k̀

Zfej\imXkfij_ g̀ Xj gi m̀Xk\ ZfdgXe \̀jv n k̀_ u\o`sk`e^ Zfddfe j_Xi\_fc[\ijv Y\ è^

ujlYjkXek X̀ccp [ c̀lk\[vtbut not eliminated. Information Memorandum for Secretary Geithner

(Jan. 4, 2011). The memorandum also acknowledged k_Xk Xep k_i\Xk kf Oi\Xjlipxj ]le[ è^

Zfddk̀d\ek ]ifd [ m̀ [̀\e[ gXpd\ekj gfk\ek X̀ccp Zflc[ Y\ X[[i\jj\[ Yp uZfem\ik`e^ VOi\XjlipxjW

preferred stock into common or cutting or deferring payment of the dividend (under legal

i\m \̀n(+v Id. In other words, the problem Treasury was purportedly trying to solve with the Net
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Worth Sweep, a cash dividend too high to be serviced by earnings, could be addressed by other

means already known to Treasury, such as cutting or deferring payment of the dividend.

141. Furthermore, as explained above, because of the payment-in-kind option available

to FHFA and the Companies, the purported problem was entirely illusory. Nevertheless, in 2012

the Agencies `dgc\d\ek\[ k_\ <[dè j̀kiXk f̀exj secret and unauthorized commitment to wipe out

private shareholders by imposing the Net Worth Sweep on the Companies.

142. FHFA Acting Director Edward DeMarco informed a Senate Committee that the

ui\Z\ek Z_Xe^\j kf k_\ KNK<j) i\gcXZ è^ k_\ .- g\iZ\ek [ m̀ [̀\e[ n k̀_ X e\k nfik_ jn\\g)

reinforce the notion that the [Companies] will not be building capital as a potential step to

regaining their former corporate status.v Edward J. DeMarco, Acting Director, FHFA, Statement

Before the U.S. Sen. Comm. on Banking & Urban Affairs 3 (Apr. 18, 2013). In its 2012 report to

>fe î\jj) ACA< \ogcX è\[ k_Xk k̀ _X[ Y\^le ugi f̀i k̀`q`e^ V k̀jW XZk f̀ej kf dfm\ k_\ _flj è^

industry to a new state, one without Fannie Mae and Freddie Mac.v FHFA, 2012 REP. at 13.

Thus, according to FHFA, the Net Worth Sweep u\ejli\j Xcc k_\ V>fdgXe \̀jxW \Xie è^j Xi\ lj\[

kf Y\e\]̀ k kXogXp\ijv Xe[ ui\ è]fiZ\j k_\ ]XZk k_Xk k_\ V>fdgXe \̀jW n c̀c efk Y\ Yl c̀[`e^ ZXg k̀Xc+v

Id. at 1, 13. De j_fik) k_\ I\k Rfik_ Nn\\g gcX ècp j̀ Z\ekiXc kf k_\ ACA<xj e\n gcXe kf un è[V ]

up the affa ìj f] AXee \̀ Xe[ Ai\[[ \̀)v Remarks of Edward J. DeMarco, Getting Our House in

Order at 6 (Wash., D.C., Oct. 24, 2013)) Xe[ k_lj ZXeefk Y\ i\ZfeZ c̀\[ n k̀_ k_\ X \̂eZpxj

statutory obligations as conservator of Fannie and Freddie.

143. While waiting for Congress to take action on Fannie and Freddie, FHFA has

resolved to operate the Companies for the benefit of the federal government rather than for the

benefit of the Companies themselves and their private stakeholders. The Net Worth Sweep is

only the most blatant manifestation of this decision, which is reflected in numerous additional

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 67 of 86 PageID #:587



68
Protected Information to Be Disclosed Only in Accordance With Protective Order

FHFA statements and actions. In short, while HERA directs FHFA to operate the Companies

with a view toward rebuilding their capital and returning them to private control, FHFA has

resfcm\[ kf fg\iXk\ AXee \̀ Xe[ Ai\[[ \̀ n k̀_ X m \̀n kfnXi[ udè`d`qV`e Ŵ cfjj\j fe Y\_Xc] f]

taxpayers.v ACA<) A STRATEGIC PLAN FOR ENTERPRISE CONSERVATORSHIPS: THE NEXT

CHAPTER IN A STORY THAT NEEDS ANENDING 7 (Feb. 21, 2012)ta goal that ignores a simple

reality: no such losses have been incurred, as Treasury has currently realized a profit of

approximately $58 billion (and counting). Indeed, FHFA _Xj dX[\ Zc\Xi k_Xk k̀j ufm\ii [̀`e^

fYa\Zk m̀\jv Xi\ kf fg\iXk\ AXee \̀ Xe[ Ai\[[ \̀ kf j\im\ k_\ ]\[\iXc ^fm\ied\ekxj gfc̀Zp ^fXcj f]

uV Ŵ\kk`e^ k_\ dfjk mXcl\ ]fi kXogXp\ij Xe[ Yi è `̂e^ jkXY c̀̀ kp Xe[ c̀hl [̀`kp kf _flj è^ ]̀eXeZ\

. . . .v Id. at 21. Director Watt summed up the situation succinctly when stating that he does not

ucay XnXb\ Xk e`̂ _k nfiip è^ XYflk n_Xkxj ]X ì kf k_\ j_Xi\_fc[\ijv Ylk iXk_\i ]fZlj\j fe un_Xk

j̀ i\jgfej Ỳc\ ]fi k_\ kXogXp\ij+v I Z̀b O`d ìXfj) 121,YQ =@RR X.MKEMPR@AJDY UHRG ;(8( 8UDDN ME

Fannie, Freddie Profits, WALL STREET JOURNAL MONEY BEAT BLOG (May 16, 2014, 3:40 PM),

http://goo.gl/xolQDC.

144. Afccfn`e^ ACA<xj c\X[) AXee \̀xj dXeX^\d\ek _Xj glYc̀Zcp XZbefnc\[^\[ k_Xk k̀

does not routinely consider the interests of private shareholders when operating the company.

O`dfk_p HXpfgflcfj) AXee \̀xj >@J) i\Z\ekcp jX [̀ k_Xk _ j̀ ZfdgXepxj dXeX^\d\ek j̀ uefk

cffb è^ kf dXo`d`q\ gif]̀ kj ]fi èm\jkfijv Xe[ k_Xk _\ j̀ uc\jj èk\i\jk\[ è n_Xk _Xgg\ej kf

AXee \̀ HX\ Xj X c\^Xc \ek k̀p+v AXee \̀ _Xj Xcjf \ogi\jjcp [ j̀Xmfn\[ Xep ]̀[lZ X̀ip [lkp kf k̀j

private shareholders in its SEC filings. See Fannie Mae 2014 Annual Report at 1 (Form 10-K)

(Feb. 20, 2015), http://goo.gl/36p2j6 'uJli [ ì\Zkfij [f efk _Xm\ Xep ]̀[lZ X̀ip [lk \̀j kf Xep

person or entity except to the conservator and, accordingly, are not obligated to consider the

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 68 of 86 PageID #:588



69
Protected Information to Be Disclosed Only in Accordance With Protective Order

interests of the company, [or] the holders of our equity or debt securities . . . unless specifically

[ ì\Zk\[ kf [f jf Yp k_\ Zfej\imXkfi+v(+

145. O_\ [iXdXk Z̀Xccp e\^Xk m̀\ `dgXZk f] k_\ I\k Rfik_ Nn\\g fe k_\ >fdgXe \̀jx

private shareholders j̀ [\dfejkiXk\[ Yp AXee \̀xj i\jlckj è k_\ ]̀ ijk hlXik\i f] 2013. At the end of

k_\ ]̀ ijk hlXik\i AXee \̀xj e\k nfik_ jkff[ Xk $3/+1 Y c̀c f̀e. Under the prior versions of the PSPAs,

if Fannie chose to declare a cash dividend it would have been obligated to pay Treasury a

dividend of only $2.9 billion, and the balancet$59.5 billiontwould have been credited to its

capital. Private shareholders would have been entitled to a pro rata share of any additional

amount of that residual capital paid out to Treasury in dividends. The Net Worth Sweep,

however, required Fannie to pay Treasury $59.4 billion, while private shareholders received

nothing. Treasury and FHFA knew upon entry into the Net Worth Sweep that Treasury would

obtain such a windfall. Indeed, FHFA recognized that, as a result of the Net Worth Sweep,

reversal of th\ >fdgXe \̀jx [\]\ii\[ kXo Xjj\kj mXclXk f̀e XccfnXeZ\j Zflc[ i\jlck è Xe

extraordinary payment to Treasury. And internal Fannie records reveal that one expected effect

of the Net Worth Sweep was that the Company would be able to ui\gXpv the federal government

faster than under the prior arrangement. That, of course, could only be true if Fannie expected to

out-earn the prior 10% dividend.

146. >fekiXip kf ACA<xj jkXklkfip Xlk_fi k̀p) ACA< _Xj \ejli\[ k_Xk k_\ >fdgXe \̀j

cannot operate independently and must remain wards of the federal government. FHFA has

announced that, during the conservatorship, existing statutory and FHFA-directed regulatory

capital requirements will not be binding on the Companies. And at the end of 2012, Fannie had a

deficit of core capital in relation to statutory minimum capital of $141.2 billion. This deficit

decreased to $88.3 billion by the end of the first quarter of 2013. When adjusted for the $59.4
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Y c̀c f̀e [ m̀ [̀\e[ gXpd\ek kf Oi\Xjlip) _fn\m\i) AXee \̀xj Zfi\ ZXg k̀Xc [\]̀Z k̀ aldg\d back up to

$147.7 billion. Thus, because of the Net Worth Sweep, Fannie was in a worse position with

respect to its core capitaltand thus further from safety, soundness, and rehabilitationtthan it

was before the record-breaking profitability it achieved in the first quarter of 2013.

147. Furthermore, le[\i ACA<xj Zfeservatorship Fannie and Freddie have elected to

pay Treasury its dividend in cash, even though their net worth includes changes in both cash and

non-cash assets. In the first quarter of 2013, for \oXdgc\) fm\i $2- Y c̀c f̀e f] AXee \̀xj

gif]̀ kXY`c k̀p i\jlck\[ ]ifd k_\ i\c\Xj\ f] k_\ >fdgXepxj [\]\ii\[ kXo Xjj\kj mXclXk f̀e

allowancetthe same non-cash asset that previously created massive paper losses for the

Company. As a result, Fannie was required to u]le[ V k̀jW j\Zfe[ hlXik\i [ m̀ [̀\e[ gXpd\ek f]

$59.4 billion primarily through the issuance of debt securities.v Fannie, 2013 First Quarter

Report, at 42.

148. Borrowing money to pay an enormous dividend on a non-cash profit (due to an

accounting reversal) is without precedent in a conservatorship. It also is clearly contrary to

ACA<xj jkXklkfip fYc̀^Xk f̀ej Xj Zfej\imXkfi) Xj ACA< j̀ fg\iXk è^ k_\ >fdgXe \̀j è Xe

inherently unsafe and unsound manner and hindering the ability of the Companies to restore their

financial health so that they can be returned to normal business operations.

149. ACA<xj [\Z j̀ f̀e kf [ ì\Zk k_\ >fdgXe \̀j kf [\ZcXi\ Xe[ gXp Oi\Xjlipxj [ m̀ [̀\e[j

in cash is a particularly egregious violation of its duties as conservator because that decision not

only forced the Companies to pay out vast sums of cash to Treasury but also compelled them to

make interest payments on subordinated debt that they could have otherwise deferred. When the

Companies were forced into conservatorship, both had significant amounts of outstanding

subordinated debt. Under the terms of their agreements with subordinated debt holders, the
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Companies were entitled to defer paying interest on that debt when their retained capital fell

below a specified threshold. If the Companies chose to exercise this option, however, they were

contractually obliged not to pay cash dividends on any stockt èZcl[`e^ Oi\Xjlipxj Senior

Preferred Stock. Despite announcing during the early days of conservatorship that its capital

reserves had fallen below levels that entitled it to withhold subordinated debt payments, FHFA

directed Fannie to continue making these interest payments, citing the fact that deferring

subordinated debt payments would have required Fannie to stop paying cash dividends on its

stock. Similarly, Freddie disclosed that FHFA directed it to continue paying interest on its

subordinated debt and not to exercise its contractual right to defer those payments. ACA<xj

decision to direct the Companies to make unnecessary subordinated debt payments that could

have been used to build up their capital reserves shows that it is operating the Companies with

the aim of maximizing dividend payments to Treasury and with no concern for the soundness

and safety of the Companies, the preservation of their assets, or the interests of private

shareholders. D] ACA< _X[ Y\\e ^\el è\cp ZfeZ\ie\[ XYflk gi\j\im è^ k_\ >fdgXe \̀jx Xjj\kj

and avoiding a purported u[\Xk_ jg ìXcv è n_ Z̀_ k_\ >fdgXe \̀j \o_Xljk\[ Oi\Xjlipxj ]le[ è^

commitment, it would not have ordered them to make gratuitous payments on their subordinated

debt. Instead, it directed the Companies to make payments to subordinated debtholders so that

they could also pay cash dividends to Treasury.

150. The Net Worth Sweep has become a major revenue source for the United States

Government at the expense of Plaintiffs and other private shareholders. For example, the federal

gfm\ied\ekxj i\Zfi[-breaking $53.2 billion surplus for the month of December 2013 was driven

in large part by the $39 billion swept from Fannie and Freddie. AXee \̀xj Xe[ Ai\[[ \̀xj flkj q̀\
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[ m̀ [̀\e[ gXpd\ekj è /-.0 Xcjf \ok\e[\[ Oi\Xjlipxj XY c̀̀ kp kf d\\k ]\[\iXc fYc̀^Xk f̀ej [li è^

the debt ceiling crisis.

151. <j gi\m f̀ljcp efk\[) Oi\Xjlipxj k\dgfiXip jkXklkfip Xlk_fi k̀p kf gliZ_Xj\ k_\

securities of the Companies was conditioned on its consideration of certain statutory factors,

èZcl[`e^ uk_\ e\\[ kf dX èkX`e k_\ V>fdgXe \̀jxW jkXklj Xj + . . private shareholder-owned

ZfdgXeV \̀jWv Xe[ k_\ >fdgXe \̀jx gcXej u]fi k_\ fi[\icp i\jldgk f̀e f] gi m̀Xk\ dXib\k ]le[`e^ fi

capital market access.v See 12 U.S.C. §§ 1455(l)(1)(C), 1719(g)(1)(C). There is no public record

that Treasury considered these factors before executing the Net Worth Sweep, and Treasury has

asserted that it did not need to consider them. Indeed, the terms of the Net Worth Sweep

i\hl ì`e^ k_\ hlXik\icp gXpd\ek f] Xcc gif]̀ kj Xe[ k_\ n è[ è^ [fne f] k_\ >fdgXe \̀jx

operations are wholly inconsistent with these factors. There is also no evidence that Treasury

adequately considered alternatives to the Net Worth Sweep that would have been consistent with

its statutory obligations, less harmful to Plaintiffs and other private shareholders, and more likely

kf \ejli\ k_\ >fdgXe \̀jx ]lkli\ jfcm\eZp+ Indeed one option that was floated that would have

gi\j\im\[ Oi\Xjlipxj ]le[ è^ Zfddk̀d\ektonly having a net worth sweep dividend kick in if

Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek nXj [iXne [fne kf $.-- Y c̀c f̀e fi lesstwas never given

serious consideration. Finally, there is no evidence that Treasury fulfilled the statutory

requirement to report exercises of its temporary purchase authority to Congress upon entering the

Net Worth Sweep. See 12 U.S.C. §§ 1455(l)(1)(D); 1719(g)(1)(D).

152. FHFA made no public record of its contemporaneous decision-making processes

in agreeing to the Net Worth Sweep. There is no public record that FHFA adequately considered

whether the Net Worth Sweep is consistent with its statutory obligations as conservator of the

Companies. Oi\Xjlipxj jkXk\[ gligfj\ f] n è[ è^ [fne k_\ >fdgXe \̀j) n_ Z̀_ e\Z\jjXi c̀p

Case: 1:16-cv-02107 Document #: 22 Filed: 04/05/16 Page 72 of 86 PageID #:592



73
Protected Information to Be Disclosed Only in Accordance With Protective Order

èmfcm\j c̀hl [̀Xk`e^ k_\ ì Xjj\kj Xe[ gifg\ikp) j̀ èZfdgXk Ỳc\ fe k̀j ]XZ\ n k̀_ ACA<xj Z_Xi^\ kf

glk k_\ >fdgXe \̀j YXZb èkf uX jfle[ Xe[ jfcm\ek Zfe[ k̀ f̀ev Xe[ kf uZfej\im\ Vk_\ ìW Xjj\kj Xe[

property.v There is also no evidence that FHFA adequately considered alternatives to the Net

Worth Sweep that would have been both consistent with its statutory obligations and less

harmful to private shareholders. Instead, there are statements by FHFAtincluding in its own

Strategic Plan for the Companiestk_Xk k_\ ifc\ f] k_\ Zfej\imXkfi nXj kf udè`d`q\ kXogXp\i

cfjj\jv iXk_\i k_Xe gifk\Zk Xe[ Zfej\im\ k_\ Companies.

153. Finally, there is no public record that either government agencytTreasury or

FHFAtconsidered whether the Net Worth Sweep is consistent with the contractual and

fiduciary duties to private shareholders. And the Net Worth Sweep is wholly inconsistent with

those duties.

Dividend Payments Under the Purchase Agreements

154. Treasury has disbursed $116.1 billion to Fannie under the PSPAs, and Treasury

has recouped a total of $147.6 billion ]ifd AXee \̀ è k_\ ]fid f] gligfik\[ u[ m̀ [̀\e[j.v

Treasury has disbursed $71.3 billion to Freddie under the PSPAs, and Treasury has recouped a

total of $98.2 billion ]ifd Ai\[[ \̀ è k_\ ]fid f] gligfik\[ u[ m̀ [̀\e[j.v Combined, Fannie and

Freddie have paid Treasury approximately $58 billion more than they have received.

155. Yet, under the Net Worth Sweep, these purported dividend payments do not

fg\iXk\ kf gXp [fne k_\ c̀hl [̀Xk f̀e gi\]\i\eZ\ fi fk_\in j̀\ i\[\\d Xep f] Oi\Xjlipxj

Government Stock. The liquidation preference of TreXjlipxj Bfm\ied\ek NkfZb è k_\

Companies purportedly remX èj Xk Xggifo`dXk\cp $.56 Y c̀c f̀e '[l\ kf k_\ >fdgXe \̀jx [iXnj Xe[

the $1 billion initial valuation of Treaslipxj Bfm\ied\ek NkfZb è \XZ_( Xe[ will remain at that
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amount regardless of how many billions of dollars the Companies pay to Treasury in dividends

going forward. O_\ Bfm\ied\ekxj iXk\ f] i\klie j̀ è]̀ e`k\) c̀b\ k_Xk f] X Zfddfe \hl k̀p _fc[\i+

156. Indeed, k_\ ]le[Xd\ekXc eXkli\ f] k_\ Z_Xe^\ è Oi\Xjlipxj èm\jkd\ek i\jlck`e^

from the Net Worth Sweep is illustrated by the facts that Treasury is now eff\Zk`m\cp AXee \̀xj

Xe[ Ai\[[ \̀xj sole equity shareholder and that Oi\Xjlipxj j\Zli k̀ \̀j in the Companies are now

effectively equivalent to .--% f] k_\ >fdgXe \̀jx common stock. After giving effect to the Net

Worth Sweep, Treasury has both the right to receive all profits of the Companies as well as

control over the manner in which the Companies conduct business. Accordingly, following the

Net Worth Sweep, Treasuryxs Government Stock should be characterized in a manner consistent

with its economic fundamentals as 100% of the Companiesx common stock. Indeed, the

Government Stock must be deemed as common or voided altogether because, by definition,

preferred stock must have preferences over other classes of stock. See 8 Del. Code tit.8, § 151(c);

Va. Code § 13.1-638(C)(4). After the Net Worth Sweep, of course, the economic rights of other

classes of Fannie and Freddie stock have been effectively eliminated, leaving nothing for the

Government Stock to have preference over. The Government Stock simply takes everything.

157. That FHFA and Treasury continue to label the Government Stock as a preferred

equity securitytfi k_\ `dgfj k̀ f̀e f] k_\ I\k Rfik_ Nn\\g Xj X d\i\ uXd\e[d\ekvtis not

controlling or persuasive, particularly in light of the fact that the Net Worth Sweep was not an

arms-length business transaction. Rather it was a self-dealing arrangement between two agencies

of the federal government for the benefit of the federal government and, upon information and

belief, one of those agencies (FHFA) was acting at the direction of the other (Treasury).

Moreover, as explained above, statements by Treasury and FHFA make clear that the Net Worth

Sweep was designed with the intent to grant the federal government k_\ i`̂ _k kf Xcc f] AXee \̀xj
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Xe[ Ai\[[ \̀xj ]lkli\ gif]̀ kj Xe[ kf \ejli\ k_Xk k_\ >fdgXe \̀j n c̀c iemain under the control of the

federal government and never return to the control of their private shareholders.

CLAIMS FOR RELIEF

COUNT I

7972`Y 4VUL[KZ 6^KMMLed Its Statutory Authority As Conservator

158. Plaintiffs incorporate by reference the allegations of the preceding paragraphs.

159. O_\ <K< i\hl ì\j k_\ >flik kf u_fc[ lecXn]lc Xe[ j\k Xj [̀\ X^\eZp XZk f̀e)

]̀e[`e ĵ) Xe[ ZfeZclj f̀ejv k_Xk Xi\ u è \oZ\jj f] jkXklkfip ali j̀[ Z̀k f̀e) Xlk_fi k̀p) fi c̀d`kXk`fejv

or that ar\ un k̀_flk fYj\imXeZ\ f] gifZ\[li\ i\hl ì\[ Yp cXn+v 5 U.S.C. § 706(2)(C), (D). In

X[[ k̀ f̀e kf k_\ c̀d`kXk`fej \jkXYc̀ j_\[ le[\i k_\ <K<) ACA<xj Xlk_fi k̀p Xj Zfej\imXkfi f] k_\

Companies is strictly limited by statute. See 12 U.S.C. § 4617(b)(2)(D).

160. The Net Worth Sweep is inimical to the very definition of what it means to be a

conservator, which is a term with a well-established meaning in financial regulation. A

conservator is charged with seeking to rehabilitate the company under its control, not to operate

the company for its own benefit while stripping it of its assets.

161. The Net Worth Sweep is in direct contravention of the statutory command that

ACA< Xj Zfej\imXkfi dljk le[\ikXb\ k_fj\ XZk f̀ej ue\Z\jjXip kf glk k_\ V>fdgXe \̀jW è X jfle[

and solvent coe[ k̀ f̀ev Xe[ uXggifgi X̀k\ kf ZXiip fe k_\ Ylj è\jj f] k_\ V>fdgXe \̀jW Xe[ gi\j\im\

and conserve [their] assets and property.v 12 U.S.C. § 4617(b)(2)(D). Indeed, rather than seeking

to put the Companies è X ujfle[ Xe[ jfcm\ekv Zfe[ k̀ f̀e Xe[ kf gi\j\im\ Xe[ Zfej\im\ k_\

>fdgXe \̀jx Xjj\kj Xe[ gifg\ikp) ACA< _Xj \ogifgi X̀k\[ k_\ >fdgXe \̀jx \ek ì\ e\k nfik_ ]fi k_\

benefit of the federal government, to the detriment of private shareholders such as Plaintiffs.

162. Alik_\idfi\) ACA<xj gligfj\ Xj Zfej\imXkfi j̀ kf j\\b kf i\_XY c̀`kXk\ AXee \̀ Xe[

Freddie, but the Net Worth Sweep makes such rehabilitation impossible. Rather, the Net Worth
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Sweep makes clear that FHFA and Treasury intend to keep Fannie and Freddie in

conservatorship indefinitely, operating them for the sole benefit of the federal government,

unless Congress passes legislation resolving the situation.

163. On information and belief, FHFA agreed to the Net Worth Sweep only at the

insistence and under the direction and supervision of Treasury. But because HERA mandates that

ACA< g\i]fid k̀j [lk \̀j Xj Zfej\imXkfi è[\g\e[\ek f] k_\ u[ ì\Zk f̀e fi jlg\im j̀ f̀e f] Xep fk_\i

X \̂eZp)v ./ P+N+>+ r 13.4'X('4() ACA< nXj efk Xlk_fi`q\[ kf jlYa\Zk k̀j\c] kf Oi\Xjlipxj n c̀c.

164. R_ c̀\ k_\ I\k Rfik_ Nn\\g ]le[Xd\ekXccp Xck\i\[ k_\ eXkli\ f] Oi\Xjlipxj

securities in Fannie and Freddie, the Net-Worth-Sweep transaction also reaffirmed and gave new

significance to other features of the PSPAs and Oi\Xjlipxj j\Zli k̀`\j k_Xk Xi\ è`d Z̀Xc kf ACA<xj

conservatorship responsibilities.

165. First, the Net Worth Sweep continued (and indeed, exacerbated) the problem of

Fannie and Freddie paying cash dividends while in conservatorship. As FHFA itself has

\dg_Xj q̀\[) uXccfn`e^ ZXg k̀Xc [ j̀ki Ỳlk f̀ej kf [\gc\k\ k_\ \ek k̀pxj Zfej\imXkfij_ g̀ Xjj\kj nflc[

Y\ èZfej`jk\ek n k̀_ k_\ X \̂eZpxj jkXklkfip ^fXcj) Xj k_\p nflc[ i\jlck è i\dfm`e^ ZXg k̀Xc Xk X

k`d\ n_\e k_\ >fej\imXkfi j̀ Z_Xi^\[ n k̀_ i\_XY c̀ k̀Xk`e^ k_\ i\^lcXk\[ \ek k̀p+v

166. Second, the terms of the Government Stock continue to prohibit Fannie and

Ai\[[ \̀ ]ifd gXp è^ [fne Xdflekj [iXne ]ifd Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek+ O_ j̀ [f\j efk

gifdfk\ AXee \̀xj Xe[ Ai\[[ \̀xj jfle[e\jj Xe[ jfcm\eZp fi k_\ gi\j\imXk f̀e Xe[ Zfej\imXk f̀e f]

their assets, and it is pXik Z̀lcXicp è[\]\ej`Yc\ è c̀^_k f] k_\ ]XZk k_Xk AXee \̀xj Xe[ Ai\[[ \̀xj

draws were primarily the result of overly pessimistic accounting decisions made during

conservatorship. Those decisions resulted in an artificial increase in the amount of Government

Stock outstanding, but under the terms of the Government Stock the reversal of those accounting
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decisions cannot result in a corresponding decrease in the amount of Government Stock

outstanding. The harm caused by this one-way ratchet provision is heightened by the fact that the

Net Worth Sweep prohibits the Companies from building a capital cushion. After the Net Worth

Sweep the Companies are more likely to require an unrepayable draw in the event that either has

a down quarter.

167. Third, the PSPAs (sections 5.1s5.6 and 5.8) continue to cede substantial control

over the operation of Fannie and Freddie in conservatorship to Treasury, going so far as to

gif_ Ỳ k̀ ACA< ]ifd Xccfn`e^ AXee \̀ Xe[ Ai\[[ \̀ kf \o k̀ Zfej\imXkfij_ g̀ n k̀_flk Oi\Xjlipxj

consent. Nothing in HERA authorizes FHFA to contract away its statutory authorities, and

HERA expressly forbids FHFA to cede to the direction and supervision of another agency of the

federal government. O_\ I\k Rfik_ Nn\\g \c̀d`eXk\[ Xep [flYk XYflk k_\ <^\eZ \̀jx èk\ek f̀e

to prohibit the Companies from exiting conservatorship under their existing charters.

168. FHFA also acted beyond its authority by re-interpreting its statutory duty as a

conservator under HERA to be a duty to taxpayers only and by resolving to hold Fannie and

Freddie in a perpetual conservatorship to be operated for the benefit of the federal government.

169. ACA<xj Zfe[lZk nXj k_\i\]fi\ flkj [̀\ f] ACA<xj Xlk_fi k̀p le[\i C@M< Xe[ u è

excess of statutory . . . Xlk_fi k̀pv Xe[ un k̀_flk fYj\imXeZ\ f] gifZ\[li\ i\hl ì\[ Yp cXn)v Xe[

Plaintiffs are therefore entitled to relief against FHFA pursuant to 5 U.S.C. §§ 702, 706(2)(C),

(D).

COUNT II

DXMIY[X_`Y 4VUL[KZ 6^KMMLML ;ZY CZIZ[ZVX_ 2[ZPVXQZ_

170. Plaintiffs incorporate by reference the allegations of the preceding paragraphs.

171. O_\ <K< i\hl ì\j k_\ >flik kf u_fc[ lecXn]lc Xe[ j\k Xj [̀\ X^\eZp XZk f̀e)

]̀e[`e ĵ) Xe[ ZfeZclj f̀ejv k_Xk Xi\ u è \oZ\jj f] jkXklkfip ali j̀[ Z̀k f̀e) Xlk_fi k̀p) fi c̀d`kXk`fejv
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fi k_Xk Xi\ un k̀_flk fYj\imXeZ\ f] gifZ\[li\ i\hl ì\[ Yp cXn+v 5 U.S.C. § 706(2)(C), (D).

Oi\Xjlipxj jkXklkfip Xlk_fi k̀p kf gliZ_Xj\ j\Zli k̀ \̀j j̀jl\[ Yp k_\ >fdgXe \̀j \og ì\[ fe

December 31, 2009. 12 U.S.C. §§ 1455(l)(4), 1719(g)(4). The Net Worth Sweep, which was

executed on August 17, 2012, contravenes this unambiguous limit on Ti\Xjlipxj Xlk_fi k̀p+

172. The Net Worth Sweep created an entirely new security. Under the original

Purchase Agreements, Treasury purchased Government Stock that entitled it to a 10% cash or

12% in-kind quarterly dividend on an amount equal to the aggregate liquidation preference of the

Government Stock. The Government Stock was a fixed return security not otherwise entitled to

participate in the unlimited upside of the Companiesx \Xie è ĵ. By contrast, the Net Worth

Sweep entitles Treasury to a quarterly distribution of all f] k_\ >fdgXe \̀jx earnings for as long

as they remain in operation. The Net Worth Sweep thus effected a wholesale change to the

eXkli\ f] Oi\Xjlipxj j\Zli k̀ \̀j X]k\i k̀j jkXklkfip Xlk_fi k̀p kf gliZ_Xj\ e\n j\Zli k̀ \̀j _X[ \og ì\[)

and it coem\ik\[ Oi\Xjlipxj Bfm\ied\ek NkfZb èkf e\n j\Zli k̀ \̀j k_Xk eXk f̀eXc`q\ k_\

Companies and entitle Treasury to 100% of their net worth as if Treasury were the outright

owner of all common stock in the Companies. As former Acting Director DeMarco has testified,

k_\ I\k Rfik_ Nn\\g Xdflek\[ kf uXe exchange [of] one set of compensation to Treasury for

Xefk_\i fe\+v Accordingly, Treasury cannot evade this clear statutory restriction on its authority

to purchase securities of the Companies by the simple expedient of calling these new securities

Xe uXd\e[d\ekv kf k_\ fc[ j\Zli k̀ \̀j.

173. In addition, before exercising its temporary authority to purchase securities,

Oi\Xjlip j̀ i\hl ì\[ kf u[\k\id`e\ k_Xk jlZ_ XZk f̀ej Xi\ e\Z\jjXip kf + + + ' (̀ gifm [̀\ jkXY c̀ k̀p kf

the financial markets; (ii) prevent disruptions in the availability of mortgage finance; and

(iii) protect the taxpayer.v 12 U.S.C. § 1719(g)(1)(B). In making the statutorily required
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[\k\idèXk`fej) Oi\Xjlip dljk Zfej [̀\i jlZ_ ]XZkfij Xj uk_\ V>fdgXe \̀jxW gcan[s] for the orderly

i\jldgk f̀e f] gi m̀Xk\ dXib\k ]le[`e^ fi ZXg k̀Xc dXib\k XZZ\jjv Xe[ uk_\ e\\[ kf dX èkX`e k_\

V>fdgXe \̀jxW jkXklj Xj + + + gi m̀Xk\ j_Xi\_fc[\i-owned CompanyV \̀jW)v Xdfe^ fk_\i ]XZkfij. Id.

§ 1719(g)(1)(C)(iii), (v).

174. These statutory crik\i X̀ dljk Xggcp kf Xep Xe[ Xcc uXd\e[d\ekjv kf k_\ KliZ_Xj\

Agreements. Were it otherwise, Treasury could fundamentally alter its investments in the

Companies at any time, including after its investment authority has expired and effectively turn

Oi\Xjlipxj c̀d`k\[) k\dgfiXip îXek f] Xlk_fi k̀p kf gliZ_Xj\ k_\ >fdgXe \̀jx j\Zli k̀ \̀j le[\i

certain conditions, into an unconstrained and permanent authority and subvert the statutory

limitations imposed by Congress.

175. As far as the public record discloses, Treasury did not make any of the required

determinations or consider any of the necessary factors before imposing the Net Worth Sweep. It

therefore exceeded its statutory authority.

176. The I\k Rfik_ Nn\\g j̀ Y\pfe[ Oi\Xjlipxj Xlk_fi k̀p Y\ZXlj\ k̀ j̀ efk ZfdgXk Ỳc\

n k̀_ [l\ Zfej [̀\iXk f̀e f] ]XZkfij k_Xk Oi\Xjlip dljk Zfej [̀\i Y\]fi\ gliZ_Xj è^ k_\ >fdgXe \̀jx

securities or amending its agreements to purchase such securities. The Net Worth Sweep

destroys the value of k_\ >fdgXe \̀jx private stock. The Net Worth Sweep is therefore wholly

èZfdgXk Ỳc\ n k̀_ uk_\ e\\[ kf dX èkX`e k_\ V>fdgXe \̀jxW jkXklj Xj + + + gi m̀Xk\ j_Xi\_fc[\i-

owned CompanyV \̀jWv Xe[ n k̀_ k_\ ufi[\icp i\jldgk f̀e f] gi m̀Xk\ dXib\k ]le[`e^ fi ZXg k̀Xc

dXib\k XZZ\jj+v

177. On information and belief, FHFA agreed to the Net Worth Sweep only at the

insistence and under the direction and supervision of Treasury. But because HERA mandates that

ACA< uj_Xcc efk Y\ jlYa\Zk kf k_\ [ ì\Zk f̀e fi jlg\im j̀ f̀e f] Xep fk_\i X^\eZpv n_\e g\i]fid`e^
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its duties as conservator for the Companies, 12 U.S.C. § 4617(a)(7), Treasury acted in excess of

its authority in imposing its will on FHFA. The provisions of the PSPAs granting Treasury

jlYjkXek X̀c Zfekifc fm\i ACA<xj fg\iXk f̀e f] k_\ Zfej\imXkfij_ g̀j 'j\Zk f̀ej 2+.s5.6 and 5.8)

likewise violates this provision.

178. Finally, the Net-Worth-Sweep transaction perpetuated the unlawful provision for

Oi\Xjlip kf Zfek èl\ kf èm\jk è AXee \̀ Xe[ Ai\[[ \̀ X]k\i k_\ \og ìXk f̀e f] Oi\Xjlipxj jkXklkfip

authority to purchase their securities. Indeed, the Net Worth Sweep increased the probability of

future Treasury disbursements by preventing the Companies from rebuilding their capital levels.

Secretary Paulson has admitted that [ j̀Ylij\d\ekj glijlXek kf Oi\Xjlipxj ]le[`e^ Zfddk̀d\ek

amount to purchases o] X[[ k̀ f̀eXc Bfm\ied\ek NkfZb+ =lk Oi\Xjlipxj Xlk_fi k̀p kf dXb\ jlZ_

purchases expired after December 31, 2009.

179. Oi\Xjlipxj Zfe[lZk nXj k_\i\]fi\ flkj [̀\ f] Oi\Xjlipxj Xlk_fi k̀p le[\i C@M<

Xe[ u è \oZ\jj f] jkXklkfip + . . Xlk_fi k̀pv Xe[ un k̀_flk fYj\imXeZ\ of procedure required by

cXn)v Xe[ KcX èk`]]s are therefore entitled to relief against Treasury pursuant to 5 U.S.C. §§ 702,

706(2)(C), (D).

COUNT III

DXMIY[X_`Y 4VUL[KZ GIY 2XJQZXIX_ IUL 4IWXQKQV[Y

180. Plaintiffs incorporate by reference the allegations of the preceding paragraphs.

181. O_\ <K< i\hl ì\j k_\ >flik kf u_fc[ lecXn]lc Xe[ j\k Xj [̀\ X^\eZp XZk f̀e)

]̀e[`e ĵ) Xe[ ZfeZclj f̀ejv k_Xk Xi\ uXiY k̀iXip) ZXgi Z̀ f̀lj) Xe XYlj\ f] [ j̀Zi\k f̀e) fi fk_\in j̀\ efk

in accordance with law.v 5 U.S.C. § 706(2)(A). This means, among other things, that agency

XZk f̀e j̀ lecXn]lc lec\jj k̀ j̀ k_\ gif[lZk f] ui\Xjfe\[ [\Z j̀ f̀edXb`e^v k_Xk Zfej [̀\ij \m\ip

responsible alternative. 4MRMP <DGHBJD 4EPQ( ,QQYL, 463 U.S. at 52. Decisionmaking that relies on
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inadequate evidence or that results in inconsistent or contradictory conclusions cannot satisfy

that standard.

182. =\]fi\ Oi\Xjlip \o\iZ j̀\j k̀j k\dgfiXip Xlk_fi k̀p kf gliZ_Xj\ k_\ >fdgXe \̀jx

securities, it is required to determin\ k_Xk k_\ ]̀eXeZ`Xc jlggfik j̀ e\Z\jjXip kf ugifm [̀\ jkXY c̀̀ kp

kf k_\ ]̀eXeZ`Xc dXib\kj)v ugi\m\ek [ j̀ilgk f̀ej è k_\ XmX c̀XY`c`kp f] dfik^X \̂ ]̀eXeZ\)v Xe[

ugifk\Zk k_\ kXogXp\i+v 12 U.S.C. §§ 1455(l)(1)(B), 1719(g)(1)(B). In making these

determinations, Oi\Xjlip j̀ ]lik_\i i\hl ì\[ kf ukXb\ èkf Zfej [̀\iXk f̀ev j\m\iXc ]XZkfij)

èZcl[`e^ k_\ ugcXe ]fi k_\ fi[\icp i\jldgk f̀e f] gi m̀Xk\ dXib\k ]le[`e^ fi ZXg k̀Xc dXib\k

XZZ\jj)v Xe[ k_\ ue\\[ kf dX èkX`e Vk_\W jkXklj Vf] AXee \̀ Xe[ Ai\[[ \̀W Xj + + + gi m̀Xk\

shareholder-owned compan[ies].v Id. §§ 1455(l)(1)(C); 1719(g)(1)(C).

183. O_\j\ jkXklkfip Zi k̀\i X̀ gcX ècp Xggcp kf Xep Xe[ Xcc uXd\e[d\ekjv f] k_\ KliZ_Xj\

Agreements. Were it otherwise, Treasury could fundamentally alter its investments in the

Companies at any time, including after its investment authority has expired and effectively turn

Oi\Xjlipxj c̀d`k\[) k\dgfiXip îXek f] Xlk_fi k̀p kf gliZ_Xj\ k_\ >fdgXe \̀jx j\Zli k̀ \̀j le[\i

certain conditions, into an unconstrained and permanent authority and subvert the statutory

limitations imposed by Congress.

184. There is no evidence in the public record that Treasury made the required

determinations or considered the necessary factors before imposing the Net Worth Sweep.

Indeed, the available evidence reveals that none of the necessary conditions was satisfied.

Further, Treasury also has not explained whether it considered alternatives to the Net Worth

Sweep that would have been both consistent with its statutory obligations and less harmful to

Plaintiffs and other private shareholders. Treasury has thus arbitrarily and capriciously failed to
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gifm [̀\ X i\Xjfe\[ \ogcXeXk f̀e ]fi k̀j Zfe[lZk) n_ Z̀_ i\jlckj è k_\ Bfm\ied\ekxj \ogifgi X̀k f̀e

f] Xcc gi m̀Xk\ j_Xi\_fc[\i mXcl\ è k_\ >fdgXe \̀jx stock.

185. Treasury also acted arbitrarily and capriciously by relying on outdated and

[\dfejkiXYcp èXZZliXk\ gifa\Zk f̀ej f] AXee \̀xj Xe[ Ai\[[ \̀xj ]lkli\ ]̀eXeZ`Xc g\i]fidXeZ\

while ignoring or failing adequately to account for more timely and accurate information on that

subject.

186. Treasury also arbitrarily and capriciously failed to consider alternatives to the Net

Worth Sweep that would have better promoted stability in the mortgage markets by leaving the

Companies on a sound financial footing. There is no evidence in the public record that Treasury

considered alternatives to the Net Worth Sweep that would have provided greater assurance to

investors that the Companies will be able to service their debts in the future.

187. Treasury also acted in an arbitrary and capricious manner by failing to consider

whether the Net Worth Sweep is consistent with its fiduciary duties to minority shareholders as

k_\ >fdgXe \̀jx [fdèXek j_Xi\_fc[\i+

188. Pe[\i Xggc̀ZXYc\ jkXk\ cXn ^fm\ie`e^ j_Xi\_fc[\ijx i\cXk f̀ej_`g n k̀_ AXee \̀ Xe[

n k̀_ Ai\[[ \̀) X ZfigfiXk f̀exj dominant shareholders owe fiduciary duties to minority

shareholders.

189. Treasury is the dominant shareholder and de facto controlling entity of the

Companies. Afi \oXdgc\) Oi\Xjlip j\im\j Xj k_\ >fdgXe \̀jx fecp g\idk̀k\[ jfliZ\ f] ZXg k̀Xc)

and Treasury must give permission to the Companies before they can issue other equity

securities and before they can sell assets valued above $250 million. Treasury also is able to

influence or control the actions of FHFA as conservator and the length and nature of the

conservatorship.
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190. The Net Worth Sweep effectively transfers the value of other classes of Fannie

and Freddie stock from Plaintiffs Xe[ fk_\i gi m̀Xk\ _fc[\ij kf k_\ >fdgXe \̀jx [fdèXek

shareholder. <e[ Xj Oi\Xjlip X[dk̀j) k_\ I\k Rfik_ Nn\\gxj express purpose is to wind down

k_\ >fdgXe \̀jx fg\iXk f̀ej. Oi\Xjlipxj XZk f̀ej è gi\m\ek è^ KcX èk`]]s and other minority

shareholders from receiving any dividends or value from their stock) ZfdY è\[ n k̀_ Oi\Xjlipxj

intent to wind down the Companies, render the private stock devoid of any value or prospect of

return.

191. Oi\Xjlipxj Zfe[lZk nXj therefore arbitrary and capricious, and Plaintiffs are

therefore entitled to relief under 5 U.S.C. §§ 702, 706(2)(A).

PRAYER FOR RELIEF

192. WHEREFORE, Plaintiffs pray for an order and judgment:

a. Declaring that the Net Worth Sweep, and its adoption, are not in

accordance with and violate HERA within the meaning of 5 U.S.C. § 706(2)(C), and that

Treasury acted arbitrarily and capriciously within the meaning of 5 U.S.C. § 706(2)(A)

by executing the Net Worth Sweep;

b. Enjoining Treasury and its officers, employees, and agents to return to

Fannie and Freddie all dividend payments made pursuant to the Net Worth Sweep or,

alternatively, recharacterizing such payments as a pay down of the liquidation preference

Xe[ X Zfii\jgfe[ è^ i\[\dgk f̀e f] Oi\Xjlipxj Bfm\ied\ek NkfZb iXk_\i k_Xe d\i\

dividends;

c. Vacating and setting aside the Net Worth Sweep, including its provision

jn\\g è^ Xcc f] k_\ >fdgXe \̀jx e\k nfik_ kf Oi\Xjlip \m\ip quarter;
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d. Enjoining FHFA and its officers, employees, and agents from

implementing, applying, or taking any action whatsoever pursuant to the Net Worth

Sweep;

e. Enjoining Treasury and its officers, employees, and agents from

implementing, applying, or taking any action whatsoever pursuant to the Net Worth

Sweep;

f. Declaring that the following additional provisions of the PSPAs and

Oi\Xjlipxj j\Zli k̀ \̀j Xi\ efk è XZZfi[XeZ\ n k̀_ Xe[ m f̀cXk\ C@M< n k̀_`e k_\ d\Xe è^ f]

5 U.S.C. § 706(2)(C): any provision for the payment of cash dividends during

conservatorship; the prohibition on Fannie and Freddie paying down amounts added to

Oi\Xjlipxj c̀hl [̀Xk`fe gi\]\i\eZ\ YXj\[ fe [ j̀Ylij\d\ekj glijlXek kf Oi\Xjlipxj

commitment; the provisions of the PSPAs ceding control over Fannie and Freddie and the

conservatorships to Treasury (sections 5.1s5.6 and 5.8); and the provision for additional

disbursements to Fannie and Freddie pursuant tf Oi\Xjlipxj ]le[ è^ Zfddk̀d\ek8

g. Vacating and setting aside the provisions of the PSPAs and Ti\Xjlipxj

securities declared invalid;

h. Enjoining FHFA and its officers, employees, and agents from

implementing, applying, or taking any action whatsoever pursuant to provisions of the

KNK<j Xe[ Oi\Xjlipxj j\Zli k̀ \̀j [\ZcXi\[ èmXc [̀8

i. Enjoining Treasury and its officers, employees, and agents from

implementing, applying, or taking any action whatsoever pursuant to provisions of the

KNK<j Xe[ Oi\Xjlipxj j\Zli k̀ \̀j [\ZcXi\[ èmXc [̀8
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j. Enjoining FHFA and its officers, employees, and agents from acting at the

instruction of Treasury or any other agency of the government and from re-interpreting

the duties of FHFA as conservator under HERA;

k. Awarding Plaintiffs their i\XjfeXYc\ Zfjkj) èZcl[`e^ Xkkfie\pjx ]\\j)

incurred in bringing this action; and

l. Granting such other and further relief as this Court deems just and proper.

Respectfully submitted,

/s/ Christian D. Ambler

Christian D. Ambler
ARDC No. 6228749
Stone & Johnson, Chtd.
111 West Washington St.
Suite 1800
Chicago, Illinois 60602
(312) 332-5656 s tel.
(312) 556-5858 s fax
Cambler@stonejohnsonlaw.com

Counsel for Plaintiffs
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CERTIFICATE OF SERVICE

I hereby certify that on this 5th day of April, 2016, I caused a true and correct copy of the

]fi\^f è^ kf Y\ ]̀ c\[ \c\Zkife Z̀Xccp lj è^ k_\ >flikxj CM/ECF system, causing a true and correct

copy to be served on all counsel of record.

/s/ Christian D. Ambler
Christian D Ambler
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