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IN THE CIRCUIT COURT OF THE 11TH
JUDICIAL CIRCUIT IN AND FOR
MIAMI-DADE COUNTY, FLORIDA

Complex Business Litigation Division

MASTER SGT. ANTHONY R. EDWARDS, USAF,

RETIRED; GATOR CAPITAL MANAGEMENT,

LLC; PERINI CAPITAL LLC; DR. MICHAEL

PASTERNAK; ALLEN HARDEN; JIM HUMPHRIES;

ED BIERYLA; DOREEN BIERYLA; JAY HUBER;

JORGE ZAPATA; RANDY WEBB; KEVIN JARVIS;

CATHERINE M. JENNINGS; JAMES AND SYLVIA

MILLER; WILLIAM MILTON JR.; CARL R.

ROBERTS; LOUISE STRANG; JOHNNA B.

WATSON; RAY B. O’STEEN; MELODY

SULLIVAN; AMIT CHOKSI; JOSEPH K. COMPLAINT
DUGHMAN; PHIL MILLER; JEAN MAC BALL;
DON R. CAMERON I1II; JAMES FERGUSON;
GORDON INMAN; SHAUN INMAN; JERRY W.
SHARBER; JAY WINER; MICHAEL CARMODY;
MATT HILL; JOSEPH WASKE; MARYAM
MOINFAR; JEFFREY LANGBERG; BARRY WEST;
WAYNE OLSEN; RICH KIVELA; and CONSTANCE
LAMEIER,

Plaintiffs,

VS.

DELOITTE & TOUCHE, LLP,

Defendant.

Plaintiffs, MASTER SGT. ANTHONY R. EDWARDS, USAF, RETIRED;
GATOR CAPITAL MANAGEMENT, LLC; PERINI CAPITAL LLC; DR. MICHAEL

PASTERNAK; ALLEN HARDEN; JIM HUMPHRIES; ED BIERYLA; DOREEN



BIERYLA; JAY HUBER; JORGE ZAPATA; RANDY WEBB; KEVIN JARVIS;
CATHERINE M. JENNINGS; JAMES AND SYLVIA MILLER; WILLIAM MILTON
JR; CARL R. ROBERTS; LOUISE STRANG; JOHNNA B. WATSON; RAY B.
O’STEEN; MELODY SULLIVAN; AMIT CHOKSI; JOSEPH K. DUGHMAN; PHIL
MILLER; JEAN MAC BALL; DON R. CAMERON III; JAMES FERGUSON;
GORDON INMAN; SHAUN INMAN; JERRY W. SHARBER; JAY WINER,;
MICHAEL CARMODY; MATT HILL; JOSEPH WASKE; MARYAM MOINFAR;
JEFFREY LANGBERG; BARRY WEST; WAYNE OLSEN; RICH KIVELA; and
CONSTANCE LAMEIER, for their complaint against Defendant DELOITTE &
TOUCHE, LLP (“Deloitte”), allege on information and belief as follows:

INTRODUCTION

1. As a certified public accountant licensed in the State of Florida, Deloitte is
the “public watchdog” and owed a duty to the Plaintiff pension holders and investors to
audit the financial statements of the Federal National Mortgage Association (“Fannie
Mae”).

2. Deloitte’s public role as certified public accountants auditing financial
statements 1s so important that the United States and the Florida Supreme Courts have
declared them “public watchdogs,” because investors like Plaintiffs depend on Deloitte to
do its job and only certify true financial statements:

By certifying the public reports that collectively depict a corporation’s

financial status, the independent auditor assumes a public responsibility

transcending any employment relationship with the client.  The
independent public accountant performing this special function owes
ultimate allegiance to the corporation’s creditors and stockholders, as well

as to investing public. This “public watchdog” function demands that the

accountant maintain total independence from the client at all times and
requires complete fidelity to the public trust.



KPMG Peat Marwick v. Nat’l Union Fire Ins., 765 So. 2d 36, 38 (2000) (quoting United
States v. Arthur Young & Co., 465 U.S. 805, 817-18 (1984)).

3. Deloitte thus served as the “public watchdog,” tasked with determining
whether the financial statements prepared by management of Fannie Mae were misstated
due to error or fraud.

4. Deloitte failed to do its job as a public watchdog when it failed to conduct
its audits according to industry standards, and by giving its seal of approval to Fannie
Mae’s grossly misstated financial statements.

5. Worse yet, Deloitte assisted government regulators and the directors and
officers of Fannie Mae to destroy the value of Fannie Mae stock held by Plaintifts. They
did this by manipulating the books of Fannie Mae to overstate its losses and understate its
assets by hundreds of billions of dollars with Deloitte’s participation and endorsement.

6. Fannie Mae’s false accounting was designed to allow government
regulators at the Federal Housing Finance Agency (“FHFA”) and U.S. Department of the
Treasury (“Treasury”) and the directors and officers of Fannie Mae controlled by
Treasury and FHFA to effectively nationalize Fannie Mae, a privately-owned company,
and thereby expropriate billions of dollars of stock value belonging to Plaintiffs. Fannie
Mae’s billions of dollars in stock value was co-opted into the national treasury, providing
a “success story” for the government in the wake of several unpopular, taxpayer-funded
bailouts of companies in other industries during the global economic crisis in 2008.

7. Deloitte was aware of Treasury’s control over Fannie Mae and provided
Fannie Mae’s directors and officers with the accounting tricks necessary to breach their

fiduciary duties to the Plaintiffs. In doing so, Deloitte violated auditing and accounting



standards and aided and abetted Fannie Mae’s directors and officers, FHFA and Treasury
in violating their fiduciary duties to the Plaintiffs.

8. For its part, Deloitte was paid hundreds of millions of dollars in fees.

9. As a direct result of Deloitte’s negligent accounting and auditing and its
role in assisting FHFA, Treasury and Fannie Mae’s directors and officers in violating
their fiduciary duties, Plaintiffs suffered losses of hundreds of millions of dollars.

10. By this action, Plaintiffs seek to hold Deloitte accountable for these losses.

PARTIES, JURISDICTION AND VENUE

11. All the Plaintiffs, further described below, were shareholders of Fannie
Mae during all times relevant to this action.

12.  Defendant Deloitte is a limited liability partnership and a citizen of Florida
because Deloitte partners reside in Florida. Deloitte has offices located in Florida.
Deloitte’s audit reports on Fannie Mae’s financial statements were reviewed by and relied
upon by Plaintiffs in Florida.

13, Jurisdiction is proper in the Circuit Court because Plaintiffs seek damages
in excess of $15,000.

14.  Venue is appropriate in Miami-Dade County because Defendant Deloitte
transacts its customary business in Miami-Dade County. Deloitte maintains an office in
Miami-Dade County at 333 SE 2nd Avenue, Miami, Florida, 33131, certain of its
partners reside and work in Miami-Dade County, and it has representatives and agents in
Miami-Dade County. Deloitte caused harm in Miami-Dade County through its negligent

misrepresentations and tortious conduct.



15.  Deloitte is subject to personal jurisdiction in Florida pursuant to section
48.193, Florida Statutes, because, as set forth more fully herein, it has conducted
substantial and not isolated business and activities within Florida, and it has itself or
through an agent, including but not limited to its partners, operated, conducted, engaged
in or carried on business in this State that gave rise to this cause of action, committed a
tortious act in this State, or caused injury to persons or property in Florida resulting from
its activities within and outside of this State in connection with services provided in
Florida or the solicitation of business in this State.

FACTS

16.  Fannie Mae is a stockholder-owned corporation organized under the laws
of Delaware. Fannie Mae purchases mortgages that private banks originate and
bundles mortgages into mortgage-related securities to be sold to investors. Through
the creation of this secondary mortgage market, Fannie Mae increases liquidity for
private banks, which enables them to make additional loans to individuals for home
purchases.

Fannie Mae’s History of Profitability

17. In the course of its operation as a privately-owned, for-profit entity,
Fannie Mae issued both common stock and several series of preferred stock to Plaintiffs
(“Fannie Mae Stock™). Fannie Mae Stock was considered to be a safe investment.

18.  Before 2007, Fannie Mae was consistently and tremendously
profitable. Infact, prior to 2008, Fannie Mae had not experienced an annual loss since
1985. Fannie Mae regularly declared and paid dividends on Fannie Mae Stock to its

shareholders.



The Global Economic Crisis

19.  Beginning in 2007, a global financial crisis and nationwide declines in
the housing market caused Fannie Mae to suffer losses. Despite these losses, Fannie
Mae remained adequately capitalized and, its chief regulator, Office of Federal Housing
Enterprise Oversight (“OFHEQ”) director James Lockhart, declared Fannie Mae safe
and sound and well-capitalized as late as July 2008. Mr. Lockhart was, in fact, correct.

20.  Nonetheless, in July 2008, Congress enacted the Housing and Economic
Recovery Act (“HERA”), which among other things established FHFA to replace
OFHEO as Fannie Mae’s regulator and granted Treasury temporary authority to assist
Fannie Mae through the purchase of securities. HERA was passed not because Fannie
Mae was deemed to be insolvent or operating unsafely at that time, but rather to
provide the struggling mortgage and financial markets with added confidence.

21. In 2008 Fannie Mae was adequately capitalized—indeed, Fannie Mae’s
assets exceeded their liabilities by more than $4/ billion, Fannie Mae had more than
$300 billion of unencumbered assets and was operating in a safe and sound fashion.
Nonetheless, on September 6, 2008, FHFA placed Fannie Mae into conservatorship.
In a press release issued the next day, FHF A said that, “as the conservator, FHFA
will assume the power of the Board and management.” According to FHFA’s press
release, the conservatorship was “a statutory process designed to stabilize a troubled
institution with the objective of returning the entities to normal business operations.
FHFA will act as the conservator to operate the Enterprises until they are stabilized.”
At the time, FHFA also stated that, “the common and all preferred stocks [of Fannie

Mae] will continue to remain outstanding.”



22. The very next day, FHFA, acting in its purported capacity as
conservator for Fannie Mae, and Treasury entered into a senior preferred stock
purchase agreement (the “PSPA”), pursuant to which Fannie Mae created and issued a
new class of stock, the Senior Preferred Stock. Treasury purchased one million shares
of Fannie Mae’s Senior Preferred Stock in exchange for a funding commitment that
allowed Fannie Mae to draw up to $100 billion from Treasury (this cap was later
increased in size by subsequent amendments to the PSPA). Absent the express
consent of Treasury and FHFA, Fannie Mae generally cannot redeem the Senior
Preferred Stock. Under the PSPA, Fannie Mae provided Treasury with warrants to
purchase 79.9% of its common stock (for virtually no consideration), respectively,
and entered into covenants barring Fannie Mae from, among other things, making
any changes to their capital structures, paying any dividends (other than to
Treasury), or seeking to terminate FHFA’s conservatorship without Treasury’s
approval (so long as the Senior Preferred Stock remained outstanding).

23.  FHFA emphasized that the conservatorship was temporary: “Upon the
Director’s determination that the Conservator’s plan to restore [Fannie Mae] to a safe and
solvent condition has been completed successfully, the Director will issue an order
terminating the conservatorship.” FHFA Fact Sheet, Questions and Answers on
Conservatorship 2. Upon publicly announcing the conservatorship, FHFA committed to
operating Fannie Mae as a fiduciary until it stabilized. FHFA acknowledged that Fannie
Mae’s stock remains outstanding during conservatorship and “continue[s] to trade,”
FHF A Fact Sheet, Questions and Answers on Conservatorship 3, and Fannie’s

stockholders “continue to retain all rights in the stock’s financial worth.” Id.



24.  Fannie Mae’s board acquiesced to conservatorship based on the
understanding that FHF A, like any other conservator, would operate 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
Fannie Mae’s shareholders continued to hold an economic interest that would have value,
particularly as Fannie Mae generates profits in the future.

25. In approving the exercise of Treasury’s temporary authority under HERA,
Treasury Secretary Paulson determined (1) “[u]nder conservatorship, Fannie Mae and
Freddie Mac will continue to operate as going concerns”; (2) “Fannie Mae and Freddie
Mac may emerge from conservatorship to resume independent operations”; and (3)
“[c]onservatorship preserves the status and claims of the preferred and common
shareholders.” Action Memorandum for Secretary Paulson (Sept. 7, 2008).

26.  Under the initial PSPA, Treasury committed to make quarterly
payments to Fannie Mae to ensure that Fannie Mae would maintain at least a zero
net worth. Each quarter, FHFA looked to Fannie Mae’s financial statements to
determine if its liabilities exceeded its assets. If so, FHFA would request that
Treasury draw down Fannie Mae’s funding commitment and provide funds equal
to the net worth deficit. This arrangement whereby Treasury made quarterly
payments to Fannie Mae essentially forced Fannie Mae to “borrow” money from
Treasury on such punitive terms that Fannie Mae could never possibly repay this
debt.

27.  Deloitte assisted FHFA and Fannie Mae to materially misstate Fannie

Mae’s financial statements, which caused more than just a temporary incorrect snapshot



of the financial condition of Fannie Mae. Deloitte’s falsely certified Fannie Mae’s
materially misstated financial statements caused Fannie Mae to have to borrow $116
billion from Treasury in the form of non-repayable 10% Senior Preferred Stock to patch
up the purported hole in Fannie Mae’s balance sheet. This supposed hole certified by
Deloitte was created with non-cash accounting assumptions that were grossly inconsistent
with how Deloitte treated other audit clients and was a substantial departure from the
reality of Fannie Mae’s business. The non-repayable 10% Senior Preferred Stock is
senior to Plaintiff’s class of stock in the capital structure of Fannie Mae, thereby causing
harm to Plaintiffs’ Fannie Mae Stock.

28. Soon after the commencement of the conservatorship, FHFA, acting
in its purported capacity as conservator of Fannie Mae, declared that Fannie Mae
had suffered substantial non-cash accounting losses, which included write-downs of
the value of tax assets and loss reserves. These “losses” were on the heels of Fannie
Mae being highly profitable and a safe investment for years. This declaration by
FHFA was not based in fact but rather based on a knowingly incorrect and improper
valuation of Fannie Mae’s deferred tax assets—assets that had value, but FHFA, with
Deloitte’s assistance and approval, concluded had no value. Deloitte falsely certified
these non-cash accounting losses for the audit years 2008-2012.

29.  Fannie Mae returned to profitability in 2012—even under the accounting
standards Deloitte improperly applied. In that year, Fannie Mae earned $17.2 billion
in profits. In fact, in 2012 it became clear that the losses FHFA (and Deloitte) projected

Fannie Mae would have back in 2008 were overstated by more than $100 billion. Fannie



Mae became even more profitable in 2013 earning $84 billion and remained profitable in
2014 earning more than $14 billion.

30. The return of Fannie Mae to profitability in 2012 led to a substantial
increase in the trading prices of Fannie Mae Stock. With Fannie Mae having returned to
profitability, Plaintiffs reasonably believed that they would in time recover their
investment. They also had a reasonable expectation that Fannie Mae would eventually
be healthy enough to redeem Treasury’s Senior Preferred Stock, exit conservatorship,
and be “return[ed] to normal business operations,” as FHFA’s director had vowed
when the conservatorships were established.

The Improper “Net Worth Sweep”

31 These reasonable expectations of Fannie Mae’s stockholders were soon
dashed, however, due to the breaches of fiduciary duties by FHFA, Treasury and Fannie
Mae’s directors and officers and Deloitte’s assistance in this self-dealing. To capitalize
on Fannie Mae’s strong recovery and ensure that the value of Plaintiffs’ Fannie
Mae stock would be wiped out, Treasury and FHFA decided to amend the PSPA so
that Treasury had the right to take the entire positive net worth of Fannie Mae each
quarter in perpetuity (the “Net Worth Sweep”). No consideration was paid to Fannie
Mae or their stockholders in exchange for the Net Worth Sweep.

32. The Net Worth Sweep constituted a massive expropriation of value
from the holders of Fannie Mae Stock, including Plaintiffs. Fannie Mae was
on track to repay Treasury and the taxpayers every dollar Fannie Mae had

borrowed with interest, but that was not enough for FHFA and Treasury. Rather,
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FHFA and Treasury chose to seize the totality of Fannie Mae’s profits and net
worth in perpetuity.

33. The Net Worth Sweep has already resulted in historic payments to
Treasury. Following its announced September 2015 “dividends” to Treasury
pursuant to the Net Worth Sweep, Fannie Mae paid a total of $/42.5 billion to
Treasury. In fact, the United States’ proposed fiscal year 2014 budget estimated
that Fannie Mae would pay $238.5 billion in dividends to Treasury over the next
ten years, far outstripping the government’s initial investments.

34.  However, even these enormous payments did not reduce Fannie Mae’s
obligation to Treasury, since these payments cannot be used to offset prior Treasury
draws under the terms of the PSPA and amendments. Accordingly, Treasury still
maintains a liquidation preference of $117 billion with respect to Fannie Mae, ensuring
Treasury gets paid that amount first, before Plaintiffs are paid, in the event of any
liquidation event. In other words, under the terms of the Net Worth Sweep, Fannie Mae
has no way to ever pay down these liquidation preferences, no matter how much cash
it contributes to Treasury’s coffers.

35. By reason of its purported conservatorship of Fannie Mae and
because of its ability to control the business and corporate affairs of Fannie Mae,
FHFA owes Fannie Mae and Plaintiffs fiduciary obligations of due care and
loyalty, and was and is required to use its utmost ability to control and manage
Fannie Mae in a fair, just, honest, and equitable manner for the benefit of Plaintiffs.
FHFA was and is required to act in furtherance of the best interests of Fannie

Mae and Plaintiffs. Because of its position of control and authority as the
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purported conservator of Fannie Mae, FHFA was able to and did, directly and/or
indirectly, exercise control over the wrongful acts complained of herein.

36.  Treasury exercises de facto control over Fannie Mae, including
through its Senior Preferred Stock and warrants to purchase Fannie Mae’s
common stock, as well as Treasury’s control of the provision of funds to Fannie
Mae, Treasury’s consent rights over Fannie Mae repaying the Senior Preferred Stock
or exiting conservatorship, and Treasury’s influence over FHFA officials, many of
whom were employees of Treasury. With such de facto power over Fannie Mae’s
financial condition and operations, Treasury was in a position to, and did, direct
FHFA with respect to determinations affecting Fannie Mae and their stockholders. As
controlling stockholder of Fannie Mae, Treasury owed fiduciary duties of due care and
loyalty to Fannie Mae and to Plaintiffs. Inaddition, because of Treasury’s de facto
position of control and authority over Fannie Mae, it stood on both sides of the
decision to engage in the Net Worth Sweep and it was able to and did, directly
and/or indirectly, exercise control over the wrongful acts complained of herein.

37. The Net Worth Sweep offered no benefits whatsoever to Fannie Mae or
Plaintiffs. Rather, it was an egregiously unfair, self-dealing transaction, the benefits of
which flowed entirely to Treasury as Fannie Mae’s controlling stockholder, and
indirectly to FHFA through its status as a sister agency of the federal government.

38. The Net Worth Sweep was contrary to the best interests of Fannie Mae
and their stockholders. Indeed, it was specifically intended to ensure that Fannie Mae’s
stockholders (other than Treasury) could never again recover any value from their

investments, and to ensure that Fannie Mae could not function as a private enterprise
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and would have to be wound down. By preventing Fannie Mae from rebuilding capital
or returning to the market as Treasury stated in its press release, the purpose and effects
of the Net Worth Sweep ran directly contrary to FHFA’s purported statutory mission to

29 CC

“put the regulated entity in a sound and solvent condition,” “carry on the business of
the regulated entity,” and “preserve and conserve the assets and property of the
regulated entity.” 12 U.S.C. § 4617(b)(2)(D). As such, the Net Worth Sweep was a
violation of law and fiduciary duty.

39.  Further, because Treasury, as controlling stockholder of Fannie Mae,
stood on both sides of the transaction, the Net Worth Sweep was self-dealing in nature
and the result of a manifest conflict of interest.

40. The Net Worth Sweep constituted an unfair, self-dealing transaction with
Fannie Mae’s controlling stockholder. Treasury, as controlling stockholder of Fannie
Mae, stood on both sides of the decision to implement the Net Worth Sweep, to the
benefit of Treasury and the detriment of Fannie Mae and Plaintiffs. The Net Worth
Sweep effected an improper transfer—an expropriation—of economic value from
Plaintiffs to Treasury. Indeed, Fannie Mae received no consideration whatsoever in
exchange for the Net Worth Sweep. Moreover, as an agency of the federal
government, FHFA was interested in and benefited from the Net Worth Sweep, and
therefore had a conflict of interest.

41. Through the Net Worth Sweep, FHFA and Treasury violated Delaware
law and applicable federal law by breaching their fiduciary duties to Fannie Mae and

Plaintiffs. The Net Worth Sweep transaction was not entirely fair to Fannie Mae, as it

was neither the product of a fair process nor did it reflect a fair price. Indeed, the Net
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Worth Sweep, which effectively delivers all of Fannie Mae’s profits and net worth to
Treasury in perpetuity, was granted to benefit Treasury, with no benefit to Plaintiffs.

42.  The Net Worth Sweep was neither entirely nor intrinsically fair to
Fannie Mae, nor did it further any valid business purpose of Fannie Mae, nor did it
reflect a good faith business judgment as to what was in the best interests of Fannie
Mae.

43, The Net Worth Sweep and breaches of fiduciary duties by FHFA,
Treasury and Fannie Mae’s directors and officers would not have been possible without
the assistance of Deloitte.

Deloitte’s False and Negligent Audits

44.  In 2004, Fannie Mae hired Deloitte to conduct a review of its accounting
routines and controls, the financial reporting process and the application of generally
accepted accounting principles.

45. In 2005, Fannie Mae fired its auditor KPMG and hired Deloitte to be its
independent registered public auditor.

46.  Deloitte was paid more than $275 million for its audit work during the
years 2006-2014.

47. At all relevant times, Deloitte served as Fannie Mae’s external,
independent auditor and was responsible for ensuring that Fannie Mae’s financial
statements were in compliance with the standard of care for accountants performing
audits in Florida, including generally accepted auditing standards (“GAAS”), as such
standards were issued and adopted by the Public Company Accounting Oversight Board

for public companies (collectively, the “Auditing Standards”) and generally accepted
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accounting principles (“GAAP”). Deloitte also had a duty to the investing public to
conduct those audits in accordance with the Auditing Standards. Under the Auditing
Standards, Deloitte was obligated to (a) plan and perform the audit to obtain reasonable
assurance of detecting errors, fraud, or illegality that would have a material impact on the
financial statements, and (b) obtain reasonable assurance that effective internal controls
over financial reporting were maintained in all material respects, which required Deloitte
to obtain an understanding of internal controls over financial reporting, assess the risk
that a material weakness existed, and test and evaluate the design and effectiveness of
internal controls over financial reporting. Deloitte violated the Auditing Standards and
failed to be independent in auditing Fannie Mae.

48. At the conclusion of each audit, Deloitte reported that it had performed its
audit work in accordance with the Auditing Standards and that Fannie Mae’s financial
statements were fairly stated in all material respects in accordance with GAAP (the
“Deloitte Audit Opinions™). For at the audit years 2008-2013, Deloitte’s Audit Opinions
were false because Fannie Mae’s financial statements were not fairly stated in all material
respects in accordance with GAAP and Deloitte had not conducted its audits in
accordance with the Auditing Standards.

49.  Deloitte’s audits of Fannie Mae’s financial statements were negligently
performed for the audit years 2008-2013. If Deloitte had performed its audit work
properly, it would not have issued its materially false audit opinions. In fact, if Deloitte
had performed its audit work in accordance with the Auditing Standards, it would either

not have issued any audit opinions at all or it would have issued adverse audit opinions.
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50. One of the most basic tenets of independent auditors is that they are
independent. In performing its audits of Fannie Mae, Deloitte violated the Auditing
Standards by not acting independently.

51.  In performing its audits of Fannie Mae, Deloitte was required to follow the
Auditing Standards and GAAP. There are ten GAAS standards applicable to Deloitte’s
audit of Fannie Mae, all of which Deloitte violated, including the following:

o The auditor must adequately plan the work and must properly supervise
any assistants.

o The auditor must obtain a sufficient understanding of the entity being
audited and its environment, including its internal controls, to assess the risk of material
misstatement of the financial statements whether due to error or fraud, and to design the
nature, timing, and extent of further audit procedures.

o The auditor must obtain sufficient competent evidential matter to afford a
reasonable basis for an opinion regarding the financial statements under audit. GAAS
and Auditing Standards also require the auditor to understand (i) the audit client,
customer relationships, industry conditions, economic conditions, regulatory
environment, relevant accounting pronouncements, and other external factors; and (i1) the
internal controls that the audit client has in place to determine whether they are designed
properly and operate effectively.

o To comply with GAAS, the auditor needs to identify risks of material
misstatement at appropriate levels of detail, and design appropriate auditing procedures in

light of such risks. Due professional care requires the auditor to exercise professional
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skepticism —i.e., a questioning mind and a critical assessment of audit evidence based on
the assumption that management is neither dishonest nor honest beyond doubt.

o Under GAAS and Auditing Standard requirements, which audit
procedures the auditor selects generally depend on the risk of material misstatement. The
higher the auditor’s assessment of risk, the more reliable and relevant the audit evidence
obtained from tests of the effectiveness of internal controls and substantive audit
procedures must be. The auditor must plan and perform the audit to obtain sufficient
competent evidential matter to afford a reasonable basis for an opinion regarding the
financial statements and to reduce to a low level the risk that the auditor will fail to detect
a material misstatement. If the auditor is unable to obtain sufficient competent evidential
matter, the auditor should express a qualified opinion or a disclaimer of opinion.

52.  Deloitte violated all of these auditing standards in its audits of Fannie

Mae.

Deloitte Falsely Certified Fannie Mae’s Manipulation of $60 Billion of
Deferred Tax Assets

53. On February 26, 2008, Deloitte issued the following opinion on the Fannie
Mae 2007 financial statements (“Fannie Mae 2007 Financial Statements”): “In our
opinion, such consolidated financial statements present fairly, in all material respects, the
financial position of Fannie Mae and consolidated entities as of December 31, 2007 and
2006, and the results of their operations and their cash flows for each of the three years in
the period ended December 31, 2007, in conformity with accounting principles generally
accepted in the United States of America.” With Deloitte’s consent, this opinion was
included in Fannie Mae’s public 10-K filing and distributed to the stockholders of Fannie

Mae, including Plaintiffs.
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54. The Fannie Mae 2007 Financial Statements included as assets of Fannie
Mae “Deferred Tax Assets” of approximately $13 billion.

55.  Deloitte determined that these Deferred Tax Assets were real assets of
Fannie Mae that had a value of approximately $13 billion.

56. In reaching that conclusion, Deloitte applied Statement of Financial
Accounting Standards No. 109 (“SFAS 109”) and agreed with the management of Fannie
Mae that “it [was] more likely than not that all of these assets will be realized.”

57. SFAS 109 requires that a deferred tax asset be reduced by an allowance if,
based on the weight of available positive and negative evidence, it is more likely than not
that some portion, or all, of the deferred tax asset will not be realized.

58. In February 2008, Deloitte correctly concluded that it was more likely than
not that Fannie Mae’s $13 billion Deferred Tax Assets would be realized as Fannie Mae
earned profits in the future and so gave its stamp of approval to Fannie Mae’s accounting
for the Deferred Tax Assets. Fannie Mae had eighty years of historical profitability, so it
would have been unreasonable for Deloitte to reach any other conclusion.

59.  Deloitte’s conclusion also was appropriate and reasonable even though the
housing market was already in crisis by February 2008 because Fannie Mae, unlike the
Wall Street banks, was well-capitalized and had billions of dollars of income and
liquidity, and so was well-positioned to ride out the housing crisis. This is because
Fannie Mae is not a mortgage lender, but rather a mortgage insurer. Moreover, it was not
exposed to the bad loans originated by risky mortgage companies and packaged into
securities by Wall Street banks because Fannie Mae had the contractual right to require

those companies and banks to repurchase those bad loans. In fact, Fannie Mae’s structure
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and risk management made it ideally suited to weather even the most severe housing
downturn.

60. By the end of 2008, Fannie Mae’s Deferred Tax Assets grew to
approximately $35 billion. This meant that Fannie Mae’s future income tax burden
would be reduced by $35 billion once it started reporting profits again.

61.  Although in February 2008 Deloitte had just concluded that Fannie Mae’s
Deferred Tax Assets had full value, Deloitte abruptly changed its position in the fall of
2008. This was not due to any change in Fannie Mae’s business. Rather, it was all part
of a plan put in place by federal regulators to use the balance sheet of Fannie Mae—not
for the benefit of Plaintiffs—but rather to bail out Wall Street banks who were facing
crippling losses and bankruptcy due to the bad mortgages that they had packaged and
sold as securities. Federal regulators at FHFA and Treasury secretly decided that they
would not allow Fannie Mae to ever operate again as a profit-making company for the
benefit of its stockholders. This was made clear in a recently disclosed December 2010
Treasury memo to then-Secretary of the Treasury Timothy Geithner that stated: “Makes
clear the Administration’s commitment to ensure existing common equity holders will
not have access to any positive earnings from the GSEs [i.e., Fannie Mae and Freddie
Mac] in the future.” Unlike the stockholders of Goldman Sachs, Bank of America,
Morgan Stanley and Treasury’s other favored financial institutions, the stockholders of
Fannie Mae were to be secretly punished by the government.

62.  In order to require Fannie Mae to draw funds from Treasury, federal
regulators needed Fannie Mae to manipulate its financial statements to report massive

losses. In fact, within 23 days after imposing a conservatorship on Fannie Mae on
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September 7, 2008, FHF A forced Fannie Mae management to write off $23 billion of its
Tax Deferred Assets. In other words, after controlling Fannie Mae for less than a month,
FHF A required Fannie Mae management to ignore Fannie Mae’s 80 years of profitability
and instead conclude that Fannie Mae would never, ever be profitable again. Fannie
Mae’s management—hand-picked by FHF A—complied.

63.  Beginning in the third quarter of 2008—when FHFA took control of
Fannie Mae as conservator—wildly pessimistic and unrealistic assumptions about Fannie
Mae’s future financial prospects were made. Those assumptions triggered adjustments to
Fannie Mae’s balance sheet, most notably write-downs of significant tax assets and the
establishment of large loan loss reserves, which caused Fannie Mae to report non-cash
losses. Although reflecting nothing more than faulty accounting assumptions about
Fannie Mae’s future prospects and having no effect on the cash flow that Fannie Mae was
generating, these non-cash losses temporarily decreased Fannie Mae’s reported net worth
by hundreds of billions of dollars. For example, in the first year and a half after
imposition of the conservatorship, Fannie Mae reported $127 billion in losses, but only
$16 billion of that amount reflected actual credit-related losses.

64. Shortly after FHFA took control of Fannie Mae, FHFA, Fannie Mae and
Deloitte made the absurd assumption that Fannie Mae would never again generate taxable
income and that their deferred tax assets were therefore worthless. This
incomprehensibly flawed accounting treatment dramatically reduced Fannie Mae’s
reported net worth.

65.  FHFA and Fannie Mae created tens of billions of dollars of phony losses

at Fannie Mae in 2009 by violating GAAP in assuming that tens of billions of dollars of
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mortgage-backed securities held by Fannie Mae were worthless. This assumption
violated GAAP because the impairments to those assets were temporary, as Deloitte
certified prior to the conservatorship. Deloitte violated the Auditing Standards by
reversing its prior position and certifying this improper accounting treatment by Fannie
Mae. In fact, in Spring 2009, the Financial Accounting Standards Board (“FASB”)
eliminated mark-to-market accounting for mortgage-backed securities to avoid exactly
the kind of write-offs that Deloitte certified. Nonetheless, Deloitte ignored this guidance
from FASB and violated the Auditing Standards. In reality, Fannie Mae’s annual net
operating revenue exceeded its operating expenses in every year during conservatorship
except 2010, and Fannie Mae’s actual losses would never have caused Fannie Mae to
have a negative net worth, but for the excessively pessimistic assumptions and
accounting treatments of deferred tax assets and loan loss reserves. Although Fannie
Mae’s management was complicit with FHFA, Fannie Mae and the regulators needed
Deloitte’s blessing to execute their plan. Without Deloitte’s audit opinion, FHFA and
Fannie Mae management would not be able to carry out their plan.

66.  Deloitte obliged by giving its stamp of approval by issuing an audit
opinion on February 26, 2009 (“2009 Audit Opinion”). By its opinion, Deloitte falsely
certified Fannie Mae’s write-off of approximately $31 billion in Deferred Tax Assets in
violation of GAAP and the Auditing Standards. Deloitte continued to falsely certify
Fannie Mae’s continued write-off of Deferred Tax Assets in violation of GAAP and the
Auditing Standards by issuing audit opinions on February 26, 2010 (“2010 Audit
Opinion”), February 24, 2011(“2011 Audit Opinion”), February 29, 2012 (“2012 Audit

Opinion”) and April 2, 2013 (*2013 Audit Opinion”). The 2010 Audit Opinion certified
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the write-off of $53 billion Tax Deferred Assets, while the 2011 Audit Opinion certified
the write-off of $56 billion of Tax Deferred Assets.

67. By late 2011, it was clear that Fannie Mae would soon be returning to
profitability—even under the punitive and incorrect accounting being applied by Fannie
Mae and certified by Deloitte. Fannie Mae, FHFA, Treasury and Deloitte knew that they
would no longer be able to pretend that Fannie Mae’s Deferred Tax Assets—which had
now grown to $64 billion—were worthless. This was clear because the housing and
mortgage markets had recovered so well that Fannie Mae was returning to its historical
norm of generating massive profits and cash income.

68.  Fannie Mae’s return to profitability posed a significant problem for
government regulators because it meant that Fannie Mae would be able to escape the
punitive conservatorship and Plaintiffs would recover the value of their investments. The
government regulators did not wish to allow this and so needed a new plan to appropriate
the value of Fannie Mae Stock.

69.  Although the government regulators and Fannie Mae management knew
that Fannie Mae would be returning to profitability, Fannie Mae management continued
to pretend that Fannie Mae would never again be profitable and so wrote off as worthless
$64 billion of Deferred Tax Assets. Deloitte certified this false accounting in its 2012
Audit Opinion in gross violation of GAAP and the Auditing Standards, including SFAS
109 and AU 342. Deloitte knew or should have known that there was no basis in GAAP
for Fannie Mae to continue to write off the value of its Deferred Tax Assets because it
was more likely than not that Fannie Mae would again be profitable and so able to reap

the value of those Deferred Tax Assets.
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70.  Moreover, Deloitte’s 2012 Audit Opinion was a clean opinion that omitted
material information that should have been disclosed under the Auditing Standards. In
particular, Deloitte knew that Treasury improperly exercised control over Fannie Mae
and was operating Fannie Mae for the sole benefit of Treasury to the detriment of the
Fannie Mae stockholders. Deloitte failed to disclose this material information in its Audit
Opinions in violation of the Auditing Standards, including AU 508.

71. Six months later in August 2012, the government regulators effected their
scheme to appropriate the value of Fannie Mae Stock by forcing Fannie Mae to enter into
the Net Worth Sweep.

72.  With all Fannie Mae’s profits and the value of Fannie Mae Stock now
supposedly flowing to Treasury, government regulators and Fannie Mae management no
longer needed to pretend that Fannie Mae would never be profitable again. However, it
would have looked particularly suspicious for Fannie Mae to report and Deloitte to
certify the $60 billion of Deferred Tax Assets as good assets just a few months after
reporting these assets as worthless. The pretense of the worthlessness of these assets
continued through April 4, 2013 when Fannie Mae reported and Deloitte certified in its
2013 Audit Opinion that Fannie Mae would never recover the value of this $60 billion of
assets.

73.  Deloitte eventually had to reverse its false accounting assumptions
because the assumptions were not grounded in reality. The reversal of these erroneous
accounting assumptions caused windfall profits to flow to Fannie Mae. However,
Deloitte allowed Fannie Mae to “cherry-pick” the timing of the reversals to occur at such

a time that the Net Worth Sweep was in place thus allowing for all of the windfall profits
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to flow to Treasury and not to Fannie Mae’s stockholders, including Plaintiffs. Prior to
2012, Deloitte knew or should have known that the accounting related write-downs and
excessive loss reserving that previously occurred were grossly incorrect for a number of
reasons, including the fact on an operating basis Fannie Mae not only maintained the $47
billion of capital held on June 30, 2008 but Fannie Mae actually increased it.

74.  Fannie Mae and Deloitte waited until the first quarter of 2013 to drop the
pretense that Fannie Mae would never again be profitable. On June 9, 2013, Fannie Mae
reported that the Deferred Tax Assets were, in fact, worth about $60 billion. With the
Net Worth Sweep now in place, Treasury swept this $60 billion of Fannie Mae’s net
worth into the U.S. Treasury. The timing of this $60 billion windfall could not have been
more convenient for Treasury because it was facing budget shortfalls due to the standoff
with Congress over the debt ceiling. Moreover, the Net Worth Sweep had become a
major revenue source for the United States Government at the expense of Plaintiffs. For
example, the United States Government’s record-breaking $53.2 billion surplus for the
month of December 2013 resulted mostly from a $39 billion Net Worth Sweep.

75.  In certifying Fannie Mae’s false accounting for Fannie Mae’s Deferred
Tax Assets in its 2009-2013 Audit Opinions, Deloitte violated GAAP and the Auditing
Standards, including AU 342.

76.  Deloitte also violated the Auditing Standards, including AU 508, by
failing to disclose Treasury’s control over Fannie Mae and the fact that Treasury, Fannie
Mae’s board and FHF A were operating Fannie Mae for the sole benefit of Treasury to the
detriment of Plaintiffs.

Deloitte Certified False and Manipulated Loan Loss Reserves

-24 -



77. In late 2008, government regulators and Fannie Mae management used
other accounting gimmicks to falsely overstate the losses of Fannie Mae and thereby
understate the net worth of Fannie Mae and thereby force Fannie Mae to borrow funds
from Treasury.

78. In particular, in the fourth quarter of 2008 Fannie Mae management
abruptly increased its loan loss reserve eight-fold from $3 billion to $25 billion. This
new supersized loan loss reserve reported by Fannie Mae’s new management was not
justified by GAAP and was instead intended to overstate losses at Fannie Mae. In fact,
just a few months before Fannie Mae reported this startling $25 billion figure, Deloitte
had certified $3 billion as an accurate estimate of what Fannie Mae stood to lose on its
loan portfolio.

79. This increase in loan loss reserves made no sense because Fannie Mae—
unlike other financial institutions in the mortgage market—had a built in 20% buffer
against losses due to a downturn in the housing market. All loans insured by Fannie Mae
were required to have an 80% loan-to-value ratio. At a minimum, this 20% equity
requirement meant at least 3% cash down with the remaining amount to be covered by
private mortgage insurance (PMI). In other words, Fannie Mae would lose money on
mortgages only if less than 80% of the value of the mortgage was recovered.

80.  Inlight of this 20% buffer, Deloitte’s certification of the $3 billion loan
loss reserves was entirely reasonable—even for a housing market under severe stress.

81.  Fannie Mae’s $25 billion loan loss reserve was absurdly high and made no
sense even if one assumed the housing market was entering the most severe downturn

since the Great Depression. Deloitte’s improper certification of this massive loan loss
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reserve not only violated GAAP and the Auditing Standards—it was significantly
disproportionate to the loan loss reserves Deloitte had certified for other audit clients who
were exposed to far greater risk in the mortgage market. In fact, Deloitte certified loan
loss reserves at Fannie Mae that were five times the amount of actual credit losses, while
financial institutions facing greater credit losses maintained loan loss reserves more or
less equal to their credit losses.

82. Nonetheless, in its 2008 Audit Opinion, Deloitte falsely certified the $25
billion loan loss reserve. Deloitte continued to certify loan loss reserves that failed to
comply with GAAP in its audit opinions for the years 2009-2013. By doing so, Deloitte
violated the Auditing Standards, including AU 342.

83.  Fannie Mae incurred substantial accounting losses as a result of the loan
loss provisions. These provisions, which Deloitte classified as immediate expenses of
Fannie Mae, created tens of billions of dollars of losses. Moreover, the provisions—and
the resulting accounting losses—were completely unnecessary, as the potential loan
losses never materialized into actual losses.

Deloitte Falsely Certified Fannie Mae’s Repurchase Rights

84.  Fannie Mae had the ultimate protection against bad mortgages—it had the
right to require the mortgage companies that originated bad loans and the Wall Street
banks that packaged them into securities to repurchase those bad loans from Fannie Mae.
This insured that Fannie Mae would not suffer losses on bad loans.

85. These repurchase or “put back” rights were worth more than $40 billion to

Fannie Mae and so presented a potential problem for the government regulators and
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