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UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TEXAS
AUSTIN DIVISION

ELLINGTON CREDIT FUND, LTD. §
AND ECF SPECIAL SECURITIES, LLC
PLAINTIFFS

V. CASE NO. 1:07-CV-00421-LY
SELECT PORTFOLIO, INC,,
MANUFACTURERS AND TRADERS
TRUST COMPANY, MBIA INSURANCE
CORPORATION, MOUNTAIN WEST
REALTY CORP., RESIDENTIAL REAL §
ESTATE SERVICES, INC., ALTA REAL §
ESTATE SERVICES, INC., AND PELATIS §

INSURANCE AGENCY CORP, §
DEFENDANTS §

§
§
§
§
§
§
§
§
§

PLAINTIFFS’ FIRST AMENDED COMPLAINT

TO THE HONORABLE JUDGE OF SAID COURT:

Ellington Credit Fund, Ltd. (“ECF”) and ECF Special Securities, LLC (“ECFSS”),
Plaintiffs, respectfully submit this their Plaintiffs’ First Amended Complaint, as follows:

L
THE PARTIES, JURISDICTION, AND VENUE

1. ECF is a Cayman Islands corporation that is managed by Ellington Management
Group, LLC, headquartered in Old Greenwich, Connecticut. ECF is authorized to do business in
the State of Texas.

2. ECFSS is a Delaware limited liability company that is managed by Ellington
Management Group, LLC, headquartered in Old Greenwich, Connecticut. ECFSS is authorized
to do business in the State of Texas.

3. Select Portfolio Servicing, Inc. (“Fairbanks,” “Fairbanks/SPS,” or “SPS”) is a

Utah corporation that continuously does business in and with the authority of the State of Texas.
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In 2004, Fairbanks Capital Corporation changed its name to Select Portfolio Servicing, Inc.
Fairbanks/SPS has appeared herein and may be served through its counsel of record. At least
through 2004, the principal office of Fairbanks/SPS in the State of Texas was located in Travis
County, Texas.

4. Manufacturers and Traders Trust Company (“M&T”) is a New York corporation
organized under the laws of the State of New York that continuously does business within the
State of Texas. M&T has appeared herein and may be served through its counsel of record.

5. MBIA Insurance Corporation (“MBIA”) is a New York insurance corporation that
is licensed to and continuously does business within the State of Texas. MBIA has appeared
herein and may be served through its counsel of record.

6. Mountain West Realty Corp. (“Mountain West”) is a Utah corporation, organized
and controlled by Fairbanks/SPS, that does business in the State of Texas and has offices at the
same location as Fairbanks/SPS. Mountain West is registered to do business within the State of
Texas. Mountain West has appeared herein and may be served through its counsel of record.

7. Residential Real Estate Review, Inc. (“Residential Real Estate”) is a Delaware
corporation organized and controlled by Fairbanks/SPS, that does business in the State of Texas
with offices at the same location as Fairbanks/SPS. Residential Real Estate is registefed to do
business within the State of Texas. Residential Real Estate has appeared herein and may be
served through its counsel of record.

8. Alta Reai Estate Services, Inc. (“Alta”) is a Utah corporation, organized and
controlled by Fairbanks/SPS, that does business in the State of Texas with offices at the same
location as Fairbanks/SPS. Alta is registered to do business within the State of Texas. Alta has

appeared herein and may be served through its counsel of record.
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9. Pelatis Insurance Agency Corp. (“Pelatis”) is a Utah corporation, organized and
controlled by Fairbanks/SPS, that does business in the State of Texas with offices at the same
location as Fairbanks/SPS. Pelatis is licensed as an insurance agency with the Texas Insurance
Commission and is registered to do business within the State of Texas. Pelatis has appeared
herein and may be served through its counsel of record.

10.  Pursuant to 28 U.S.C. § 1441(a), Defendants removed this case, originally filed in
the 345™ Judicial District Court in Travis County, Texas.

11. Defendants have each waived any objection to, and therefore do not contest,
personal jurisdiction. Defendants each did business in Travis County, Texas, and elsewhere in
the Western District of Texas. Venue is appropriate in this district per 28 U.S.C. §§ 1391(a)(1)
and 1441(a).

IL
BACKGROUND FACTS

A, The Way in which Loans are Pooled into Securitization Trusts

12.  Inthe modern U.S. economy, most home mortgage loans are packaged into pools,
deposited into securitization trusts, and securitized. In a typical securitization, multiple classes
of interests (“Certiﬁcates”)l are created and issued to investors (“Certificateholders” or
“Owners”). These securitizations are maintained as trusts held by a trustee, with all of the
fiduciary duties inherent in a trust relationship. Typically, the interests consist of a series of
“senior” Certificates, with highest priority of payment, a series of “mezzanine” Certificates, with
secondary priority, and a series of “junior” or “subordinated” Certificates, with the lowest

priotity of payment. Among the subordinated Certificates, there is typically an “economic

! Unless otherwise defined herein, all capitalized terms shall have the meanings ascribed in the underlying Pooling
and Servicing Agreements as hereinafter described.
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residual” or “first loss tranche” that, as the Certificate with the lowest priority of all Certificates
of the securitization, typically absorbs all losses from loan defaults before any other Certificates.
Given their primary exposure to the performance of the assets of the securitization trusts, such
economic residuals (“Residuals” or “Class R Certificates”) are also sometimes referred to as
representing the “economic equity” of the securitization trusts. Residuals also generally bear the
brﬁnt of any extraordinary losses and damages incurred by the securitization trusts, including, in
the case of the securitization trusts at issue in this lawsuit, the damages inflicted on such trusts by
the Defendants.

13.  Securitizations are an important financing vehicle and have become increasingly
prevalent after the enactment of provisions of the Internal Revenue Code generally known as the
“REMIC” provisions. See generally, 26 US.C. § 860A. “REMIC” stands for “Real Estate
Mortgage Investment Conduit.” The advent of REMICs and other mortgage backed security
investment vehicles have stabilized the availability of capital to finance a variety of real estate
mortgages since the mid-1980s. Prior to that time, the availability of mortgage funds was highly
cyclical, creating periodic stagnation in the U.S. housing market and resulting negative economic
effects. The entire collateralized debt obligation market, and, in turn, the liquidity it provides to
the United States housing industry, is dependent upon trustees and servicers (essentially serving
at the will of the trustee and handling delegated duties from the trustee) acting in the utmost good
faith to the owners, whose money is at risk.

B. The Roles of the Servicer, the Trustee, and the Certificate Insurer in the Securitization
Trusts

14.  Securitizations are typically evidenced by a trust agreement usually known as a
“Pooling and Servicing Agreement” (“PSA”), the parties to which include a trustee, who agrees

to hold the mortgages in trust, and a servicer, who is charged with collécting payments due under
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the loans, enforcing the terms of the underlying mortgages, and remitting the loan payments and
other loan proceeds to the trustee, who then allocates and distributes funds to the various owners.
It is generally and widely known in the collateralized debt obligation industry that trustees owe
fiduciary duties to the owners. The owners repose their confidence and trust in the trustee. The
owners rely upon the trustee’s good faith and performance as a fiduciary for the owners. The
trustee has dominion and control over the trust assets entrusted to its care.

15.  The servicer administers the home equity loans which are the principal assets of
the trust. The duties of a servicer include not only the actual collection of payments on loans and
the monitoring of the collateral, placement of insurance, payment of taxes, etc., but also any
foreclosure and collection activities as necessary when a mortgagor defaults. The servicer also is
responsible for maintaining properties after foreclosure and marketing foreclosed properties for
sale. Servicers perform all of these activities with full knowledge that they are acting on behalf
of, and to maximize the realization by, the owners. Servicers act as delegees of the trustee and
owners in this regard. It is generally and widely known in the collateralized debt obligation
industry that servicers owe fiduciary duties to the owners.

16.  Among other things, the servicer is a delegee of the trustee. The servicer
exercises some of the trustee’s discretion as a result of the delegation of some of the trustee’s
duties to the servicer. The owners repose their confidence and trust in the servicer. The owners
rely on the servicer’s good faith and performance as a fiduciary for the owners’ benefit. The
servicer has dominion and control over trust assets entrusted to its care. Like the trustee which
has delegated its powers and responsibilities to the servicer, the servicer is to exercise any

discretion solely for the benefit of the owners.
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17.  For the particular securitizations at issue in this lawsuit, MBIA (sometimes
referred to as the “Certificate Insurer”) insures the performance of certain senior Certificates. In
this capacity, MBIA takes on various approval and oversight roles as to both the Servicer and the
Trustee that affect all Certificateholders. For example, MBIA has the power to remove the
Servicer even over the dissent of the Trustee. (PSA § 8.20(c)).2 While not a signatory to the
PSA, the Certificate Insurer is “deemed a third-party beneficiary . . . as if it were a party hereto.”
(PSA § 11.21).

18.  The Trustee has fiduciary duties under common law and under the PSA
establishing the securitizations. The PSA also creates duties for the Servicer and MBIA. MBIA
has the obligation to report and disclose to the Trustee material information of which it is aware.
(PSA §8.20(c)). See, e.g. PSA §8.20(m). In turn, the Trustee must report to Owners any
Servicer breach.

C. The Securitizations at Issue Herein

19.  Beginning in 1997 and continuing through 1998, ContiFinancial Corporation,
ContiWest Corporation, and their affiliates and subsidiaries (collectively “Conti”), sponsored the
following twenty-one securitization trusts at issue in this lawsuit (the “Securitizations”):

ContiMortgage Home Equity Loan Trust 1994-5
ContiMortgage Home Equity Loan Trust 1995-1
ContiMortgage Home Equity Loan Trust 1995-2
ContiMortgage Home Equity Loan Trust 1995-3
ContiMortgage Home Equity Loan Trust 1995-4

ContiMortgage Home Equity Loan Trust 1996-1

2 PSA citations used herein are from ContiMortgage Home Equity Loan Trust 1998-2 but reflect language that is
substantially common to all of the Securitizations at issue.
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ContiMortgage Home Equity Loan Trust 1996-2

ContiMortgage Home Equity Loan Trust 1996-3

ContiMortgage Home Equity Loan Trust 1996-4

ContiMortgage Home Equity Loan Trust 1997-1

ContiMortgage Home Equity Loan Trust 1997-2

ContiMortgage Home Equity Loan Trust 1997-3

ContiMortgage Home Equity Loan Trust 1997-4

ContiMortgage Home Equity Loan Trust 1997-5

ContiMortgage Home Equity Loan Trust 1998-1

ContiMortgage Home Equity Loan Trust 1998-2

ContiMortgage Home Equity Loan Trust 1998-3

ContiMortgage Home Equity Loan Trust 1998-4

ContiMortgage Home Equity Loan Trust 1999-1

ContiMortgage Home Equity Loan Trust 1999-2

ContiMortgage Home Equity Loan Trust 1999-3
Of these twenty-one Securitizations, the following three (the “Called Securitizations”) have been
terminated as a result of the exercise of certain optional redemption rights called “Cleanup
Calls™

ContiMortgage Home Equity Loan Trust 1997-3

ContiMortgage Home Equity Loan Trust 1998-2

ContiMortgage Home Equity Loan Trust 1998-3
In the case of the three Called Securitizations, Plaintiffs acquired all of the remaining trust assets

at the time such Securitizations were terminated. In the case of the other eighteen
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Securitizations, Plaintiffs currently hold interests both in the Class R Certificates of each such
Securitizations as well as in other Certificates of several higher trances of such Securitizations.

D.  The Pooling and Servicing Agreements
20.  Each Securitization was established by the execution of, and is governed by, a
separate PSA. For ease of reference, citations to a PSA hereunder are to the PSA created for

ContiMortgage Home Equity Loan Trust 1998-2, although the provisions of each PSA of the

Securitizations are substantially similar.

E. The Trustee’s Duties Under the PSA

21.  The PSA creates specific duties and contains admonitions for the Trustee in
addition to the Trustee’s duties under the common law of trusts and fiduciaries. In the
“Conveyance” section of the PSA it is made clear that the sole purpose of the Trustee’s exercise
‘of power is to benefit the Owners:
The Trustee . . . accepts the Trust hereunder in accordance with the
provisions hereof and agrees to perform the duties herein to the
best of its ability to the end that the interests of the Owners may
be adequately and effectively protected.

(emphasis added).

22.  The PSA further provides that “[t]he Trustee will hold the Trust Estate in trust
for the benefit of the Owners . ...” (PSA § 6.03(a)) (emphasis added).

23.  Further, each PSA states “[t]he Trustee shall have the power to enforce, and shall
enforce the obligations and rights of the other parties to this Agreement ....” (PSA § 6.03(b),
emphasis added). Section 6.04 states, in relevant part:

The Trustee will not take any action that would release any Person
from any of such Person’s covenants or obligations under any
instrument or document relating to the Certificates or which would

... impair the validity or effectiveness of, any such instrument or
document. .. .

PLAINTIFFS’ FIRST AMENDED COMPLAINT PAGE S
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The Trustee will not permit the Trust to:

(i) . . . make any deduction from the distributions payable
in respect of, the Certificates . . . .

(V)(A) permit the validity or effectiveness of this
Agreement to be impaired, or permit any Person to be released
from any covenants or obligations with respect to the Trust . . ..

The Trustee’s duties are not merely contractual, but include fiduciary duties exist under both the
PSA and applicable law.

F. Servicer’s Duties Under the PSA

24.  Under the PSA, the Servicer agreed “to manage, service, administer and make
collections on the Mortgage Loans, and perform the other actions required by the Master
Servicer under the Agreement.” The Servicer also agreed to “follow collection procedures for all
Home Equity Loans at least as vigorous as those described in the Fannie Mae Guidelines.” (PSA
§ 8.02).

25.  The PSA prohibited the Servicer from allowing any modification, waiver, or
amendment of any provision of any loan in a Securitization (a “Subject Loan”), unless it was, in
the good faith determination of the Servicer, necessary to minimize a loss. (PSA § 8.13(c)). The
Servicer was further obligated to comply with related offering documents.

26.  The PSA contains several admonitions that the Servicer was to follow Fannie
Mae’s Servicing Guide (the “Fannie Mae Guidelines”):

[T)he Servicer shall service and administer the [Subject Loans] in
accordance with this Agreement and the servicing standards set
forth in the FannieMae Guide . . . . It is the intent of the parties

hereto that the Servicer shall have all of the servicing obligations
hereunder which a lender would have under the FannieMae Guide .

PLAINTIFFS’ FIRST AMENDED COMPLAINT PAGEY
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(PSA § 8.01). These Fannie Mae Guidelines called for, among other things, reports to be made
to credit bureaus regarding the payment histories of borrowers. The Fannie Mae Guidelines also
allowed the Servicer to be reimbursed out of loan repayments and collateral liquidation only for
payments to legitimate third-party vendors. Fannie Mae Guidelines, 108.03 (Part VIII). In
addition, upon foreclosure of any Subject Loan, the Servicer is held to a “prudent mortgage
lender” standard. (PSA § 8.13(a)). The Fannie Mae Guidelines also make clear that the Servicer
is a fiduciary. The Fannie Mae Guidelinés, like the PSA, expressly acknowledge the existence of
fiduciary duties as recognized in the industry and at common law and relied upon by the entire
collateralized debt obligation industry.

27. The PSA’s covenants and agreements are binding upon any successors and
assigns, “whether so expressed or not.” (PSA §11.07). The PSA further directs that any
Certificateholder is a beneficiary of the PSA. (PSA § 11.09).

G.  The PSA Representations by the Servicer and the Duties of the Trustee and Certificate
Insurer to Notify the Investors of any Default

28.  The representations and warranties of the Servicer include:

® The Servicer is not in default with respect to any ... demand of any federal,
state, municipal or governmental agency, which default might have
consequences that would materially and adversely affect the condition (financial
or otherwise) or operations of the Servicer or its properties or might have
consequences that would materially and adversely affect its performance
hereunder or the other Operative Documents to which the Servicer is a party.
(PSA § 3.02(d)).

@ No litigation is pending with respect to which the Servicer has received service
of process, or to the best of the Servicer’s knowledge, threatened against the
Servicer which litigation might have consequences . .. that would materially
and adversely affect the condition (financial or otherwise) or operations of the
Servicer or its properties or might have consequences that would materially and
adversely affect its performance hereunder or the other Operative Documents to
which the Servicer is a party. (PSA § 3.02(¢)).
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@ No certificate of an officer, statement furnished in writing or report delivered
pursuant to the terms hereof by the Servicer contains any untrue statement of a
material fact or omits to state any material fact necessary to make the
certificate, statement or report not misleading. (PSA § 3.02(f)).

® The collection practices used by the Servicer with respect to the Home Equity
Loans have been, in all material respects, legal, proper, prudent and customary
in the mortgage servicing business and in conformity with relevant Fannie Mae
guidelines. (PSA § 3.02(j)).

29.  The representations and warranties set forth in Section 3.02 “survive delivery of
the Home Equity Loans to the Trustee.” (PSA §3.02). Further, the PSA incorporates by
reference the provisions of Section 3.02 as constituting continuing grounds to remove the
Servicer under Section 8.20(a)(iv), unless cured after notice.

30. The Servicer’s failure to comply with Section 3.02 is a continuing trigger for
removal under Section 8.20(a)(iv). More broadly, Section 8.20(a) and (b) include as grounds for
removal the Servicer’s failure to perform “any one or more of its obligations hereunder . ...”
Under any circumstance in which the Servicer is under a continuing breach of Section 8.20(a) or

(b), the PSA requires the Trustee to give notice to the Owners under Section 8.20(m).

H.  The Transfer of the Servicing Rights to Fairbanks and the Side Servicing Agreement

31. At the inception of each Securitization, Conti was the Servicer of the Subject
Loans. However, Conti filed for bankruptcy protection in May 2000, and, on May 17, 2000, its
servicing rights and obligations under the PSA were transferred by the Conti bankruptcy estate to
Fairbanks pursuant to the terms of an asset purchase agreement of even date (the “Asset
Purchase Agreement”), under which Fairbanks agreed to fulfill the duties of the Servicer of the
Securitizations, including the duties found in the PSA:

FCC [Fairbanks] agrees to perform the servicing under the Loan
Servicing Agreements assumed by FCC in material conformity

with the Loan Servicing Agreements and accepted and prudent
servicing practices in the industry for the same type of assets as the
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mortgage loans subject to such Loan Servicing Agreements and, in
a manner consistent with the servicing FCC provides or would
provide for assets that FCC owns or in which FCC has an interest.
(Asset Purchase Agreement § 6.4).

32.  In connection with the servicing transfer, Conti, MBIA, and M&T entered into a
“Side Servicing Agreement.” This agreement purports to amend certain of the PSAs to include
the additional servicing standards of Schedule 11> See Side Servicing Agreement Section 4(b)
(the “Schedule III Amendment”).

33.  The only circumstance in which the PSA may be amended without notice and
consent of the Owners is when “, . . such amendment shall not adversely affect in any material
respect any Owner . . . .” (PSA §11.14(a)). The Trustee did not provide the notice of the
amendment as required under Section 11.14(b), but by entering into the Schedule III Amendment
without Owner consent, the parties thereto impliedly warranted that the amendment was not
adverse to the interests of the Owners.

I. MBIA’s Additional Duties Under the Schedule III Amendment
34, Under the terms of the Schedule IIl Amendment, MBIA agreed to perform

various audits on the Faitbanks servicing operations and to ensure Fairbanks’s proper
performance of the servicing. In the Schedule III Amendment, MBIA promised to audit
Fairbanks’s performance of several defined aspects of the loan servicing to make sure Fairbanks
followed established and appropriate loan collection procedures. MBIA promised to audit the
Servicer’s correspondence, collection calls, follow up collection calling, skip-tracing, loss
mitigation, foreclosure processing and timeliness, and maintaining and selling real property

acquired at foreclosure (“real estate owned” or “REO”). In turn, Section 8.20I of the PSA

3 The Side Servicing Agreement expressly amended the following Securitizations: 1996-2, 1996-3, 1996-4, 1997-4,
1997-5, 1998-1, 1998-2, 1998-3, 1998-4, and 1999-2.
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required that MBIA “use its best efforts to inform the Trustee of any materially adverse
information regarding the Servicer’s servicing activities that comes to the attention of [MBIA]
from time to time.” MBIA, thus, in the PSA, assumed duties that are like the Trustee’s duties
inherently fiduciary in nature.

J. The Cash Flow Taken from the R Holders by the Side Servicing Agreement and Given to
MBIA to Approve the Servicing Transfer

35. M&T and MBIA approved of the transfer of the servicing rights from Conti to
Fairbanks in May of 2000. MBIA conditioned its approval on the deposit of $6 million into a
reserve account for MBIA’s benefit. Notwithstanding that the Side Servicing Agreement
transferred twenty-two servicing contracts to Fairbanks (some of which did not relate to any of
the Securitizations at issue herein), the additional deposit came from the payment rights of only
four Securitizations — specifically, the reserve account funds were to be diverted from cash flow
that would otherwise have been paid to the Class R Certificateholders of four of the
Securitizations at issue herein. M&T did not object to this additional payment to MBIA to be
taken from cash flows that would otherwise have been paid to the Class R Certificateholders and,
in fact, by executing the Side Servicing Agreement, with respect to paragraph 3 thereof,
expressly agreed to such taking.

K. Fairbanks’s Breaches of the PSA and Violation of the Laws

36.  Fairbanks was not content to make an honest profit from servicing the Subject
Loans. Instead, Fairbanks undertook a systematic campaign to boost its profit by dishonest and
illegal practices. For instance, Fairbanks systematically manufactured defaults so that it could
charge the borrowers late fees, property inspection fees, unnecessary force-placed insurance,
legal fees, and other fees. Despite the fact that these fees were either (i) charged directly to the

borrowers or the Securitizations or (ii) advanced by Fairbanks (“Servicing Advances”) and
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ultimately recoverable by Fairbanks from the borrowers or the Securitizations, these fees were
often either not actually incurred by Fairbanks, not necessary, or, in many instances, funneled to
Fairbanks’s dummy subsidiaries. These practices allowed Fairbanks to earn an improper
windfall in several ways. First, to the extent that Fairbanks collected late fees and other fees
from borrowers, Fairbanks could keep them as part of its servicing compensation, setting up a
conflict between its obligations to the Owners and its own self-interest. (PSA § 8.15). Second,
to the extent that Fairbanks made Servicing Advances, Fairbanks was allowed to be reimbursed

from “Monthly Excess Cashflow,” before and at the expense of the Class R Certificateholders.

(PSA § 7.03(e)(iii)).

37.  Further, Fairbanks was also allowed to be reimbursed for Servicing Advances
from the liquidation proceeds of a particular Subject Loan. As a result, if a borrower had equity
in a property, Fairbanks was far more likely to keep that property in a constant state of default so
as to maximize its ability to generate improper fees and Servicing Advances. This systematic
bilking of the borrowers led to (1) a reduction in net liquidation proceeds payable to the
Certificateholders, (2) an inflation and over-statement of “Deficiency Balances” (i.e., loan
balances that remain unpaid on defaulted loans following foreclosure), the calculation of which
is properly based only on legitimate Servicing Advances, and (3) a likely consequence that
collection of any such overstated Deficiency Balances would generate a countervailing claim by
the borrower for the same conduct that was the basis of the Curry settlement (described below).
Thus, through a scheme of bogus fees and Servicing Advances, Fairbanks was able to receive
substantial illegal profit at the expense of the Class R Certificateholders — the legal beneficiaries

of the trust.
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38.  The following is a partial listing of front companies established by Fairbanks to
profit from its illegal practices:

a. Defendant Mountain West Realty Corp.;

b. Defendant Pelatis Insurance Agency Corp.;

C. Defendant Residential Real Estate Review, Inc.; and
d. Defendant Alta Real Estate Services, Inc.

39.  These Fairbanks front companies performed no actual services that can be
verified or valued. Each of these companies is based at the Fairbanks/SPS offices in Salt Lake
City. Alta, Mountain West and Pelatis exist to skim additional profits. Through Mountain West,
Fairbanks/SPS required the real estate brokers who actually did the work to kick back to it a
healthy share of the commissions on REO sales. In some appraisal listing agreements, Fairbanks
negotiated for itself and a local broker a $2,000 minimum commission. In those instances
neither the broker nor Fairbanks had any incentive to sell REO property for more than $60,000,
demonstrably leading to fire-sale prices when the objective appraisals before and after the sale
supported a much higher price.’

40.  One of the provisions of the PSA is the requirement that the Servicer place
insurance on properties that are in the Securitization if the homeowners fail to do so. This
insurance is called “lender-placed” or “force-placed” insurance and can be two to three times the
cost of traditional homeowners policies. Fairbanks often ignored letters from borrowers

enclosing proof of insurance as a mechanism to keep borrowers in a state of perpetual default.

4 A $60,000 purchase price generates a seller’s commission of 3% ($1,800) or $2,000 whichever is greater less the
referral fee of 25% for a net broker’s commission of $1,500. A seller’s agent at a purchase price of $80,000 would
generate a commission of $2,400 of which 31% or $744. would go to Mountain West, leaving a net commission to
the agent of $1,656. For an agent to realize more than $2,000 net of the “referral fee,” it was necessary to exceed a
purchase price of $100,000 to make $2,070. Needless to say, most of the REO properties in the $70,000 to
$120,000 appraisal range sold for at or near $60,000.
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41.  To profit from this practice Fairbanks required that the insurance companies or
brokers who actually placed such over-priced insurance on the properties pay a share of their
commissions to Pelatis Insurance Agency, a front company that Fairbanks established to collect
such commissions in each state where it serviced mortgages. Neither Mountain West nor Pelatis
rendered any actual services to the Securitizations for the payments that they received. They
existed solely to skim additional, improper income out of trust property.

42.  Further, Fairbanks/SPS also tried to outsource as many of its core servicing
responsibilities as possible to third party vendors. For example, Fairbanks/SPS hired groups
including a private company named Loan Protector General Agency, Inc., based in Ohio, to
monitor the status of insurance on properties where the property owner had defaulted on
payments. The amounts paid to Loan Protector General Agency, Inc. were charged by
Fairbanks/SPS as servicing advances, even though the function performed was a responsibility of
the Servicer, and was to be covered by the base fee received by the Servicer. These servicing
advances for core servicing functions had the effect of decreasing the amounts received by the
Owners, while increasing the amount of profit made by Fairbanks/SPS. On information and
belief, Fairbanks/SPS also classified as servicing advances amounts it paid others, such as Lereta
Corp., Residential Real Estate Review, and Alta, for core servicing functions for which no
additional compensation is owed.

L. Fairbanks’s Settlement of the Class Action and FTC Claim

43. In the fall of 2002, the Federal Trade Commission (“FTC”) started an
investigation of Fairbanks’s predatory servicing tactics, including those described above.
Borrowers filed several class actions against Fairbanks related to Fairbanks’s failure to post

payments, not accepting partial payments, improperly imposing force-placed insurance, and
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placing borrowers in default based on manufactured circumstances. In April of 2003, Fairbanks
consolidated the class action lawsuits in the Federal District Court for the District of
Massachusetts under the case titled, Curryv. Fairbanks Capital Corporation, Case No.
03-10895-DPW (hereinafter, “Curry”).

44, At the same time that it was attempting to limit its financial exposure for its
wrongdoing with the Curry class action lawyers, Fairbanks negotiated with the FTC to avoid
civil penalties associated with its violations of the Federal Debt Collection Practices Act and the
Fair Credit Reporting Act. On November 12, 2003, Fairbanks agreed to a consent judgment with
the FTC that was then memorialized in the same court as the Curry case in Case No. 03-12219-
DPW (hereinafter “FTC”). On November 14, 2003, the Curry class action settlement was
finalized along with the FTC Consent Decree.

45.  Fairbanks settled both the FTC and Curry lawsuits, in part, by voluntarily
agreeing to curtail and hamstring certain of its collection practices. To extricate itself from the
trap created by its own predatory servicing practices, Fairbanks agreed to change not only its
dishonest and illegal collection practices, but also to forego honest, legal and prudent collection
practices that were required by the PSA and necessary to the maximization of the recoveries to
the Securitizations. For instance, Fairbanks agreed to forego referring loans to foreclosure until
at least 92 days after default by the applicable borrower. See Default Resolution Program,
app. 1, § IILC.1 to the Curry settlement. Applicable Fannie Mae Guidelines instructed Fairbanks
to initiate foreclosure after 60 days’ delinquency. (Fannie Mae Guidelines, part VIIL, § 102). By
agreeing to 92 days after default, Fairbanks agreed to a lesser standard that caused significant
deterioration in the collateral for the Securitizations and significantly decreased the expected

recoveries on defaulted loans.
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46.  Fairbanks also improperly agreed to refrain from reporting loans as past due to
credit bureaus in any instance where a borrower indicated it had a dispute. (Curry Consent
Decree JE.) At the expense of the Securitizations, Fairbanks ceased activities even beyond
these restrictions (to which it was not free to agree) by simply ceasing to report any borrowers as
delinquent or owing money. This practice of not reporting to the appropriate credit bureaus also
ultimately jeopardized and diminished the ability to preserve and protect the Deficiency
Balances.

47. | Reporting delinquent borrowers to credit bureaus significantly increases
collections on a mortgage loan portfolio, particularly for Deficiency Balances. Fairbanks’s
failure to submit any such reports significantly diminished collections and seriously degraded the
value of the Securitizations at the expense of the Owners, including Plaintiffs. Thus, the FTC
and Curry settlement provisions resulted in Fairbanks, by agreement or by over-inclusion,
servicing the Subject Loans in a manner inconsistent with the PSA, the Fannie Mae Guidelines,
and applicable “prudent mortgage lender” standards.

48. As part of the Curry settlement process, Fairbanks indicated that it would have
been rendered insolvent if it had lost the pending class action cases. (Fairbanks’s Submission
Concerning Settlement, pp. 6 and 9). Another submission, the affidavit of Thomas Hefferon,
indicated that the investigations and claims brought against Fairbanks beginning in late 2002,
“exposed the company to substantial risk.” (Hefferon Affidavit, § 6).

M.  Defendants’ Knowledge of Fairbanks’s Legal Entanglements

49.  Substantial servicers such as Fairbanks are monitored by the largest credit rating
agencies, namely S&P, Fitch, and Moody’s. The “Servicer Ratings” and other reports issued by

these rating agencies are followed not only by the investment community, but also by trustees
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and certificate insurers (such as M&T and MBIA) in the course of their providing services to
various securitizations.

50.  In the second quarter of 2003, Fairbanks’s servicer ratings were downgraded by
S&P and Moody’s to “below average.” At the same time, Fitch downgraded Fairbanks to
“average.” These downgrades, as noted by the sworn deposition testiinony of Fairbanks’s
Matthew Hollingsworth on March 31, 2004 (the “Hollingsworth Deposition™), meant that
Fairbanks could not acquire new portfolios to service because the marketplace does not accept a
“below average” servicer. Fairbanks, as Mr. Hollingsworth admitted, went into a downward
economic spiral. (Hollingsworth Deposition, pp. 10-13).

51.  Despite their knowledge that the predatory servicing practices detailed in the
Curry and FTC actions would cause damage to the Securitizations and their Owners, M&T, the
Trustee, and MBIA, the Certificate Insurer, did nothing to protect the Securitizations and their
Owners from the predictable result. Then, despite their knowledge of Fairbanks’s deteriorating
servicing capabilities evidenced by the servicing downgrades, M&T and MBIA still did nothing
to protect the Securitizations and the Owners. The Trustee, M&T, merely engineered a release
for itself from the class action plaintiffs that it used to avoid its own liability for its failure to
detect and curtail Fairbanks’s predatory practices. See, e.g., Medina v. Manufacturer’s &
Traders Trust Co., No. 04 C 2175 2004 U.S. Dist LEXIS (N.D. IIL, Dec. 9, 2004) (dismissing
predatorykservicing lawsuit against M&T based on release of M&T in Curry).

52. On May 1, 2003, Moody’s issued a report on Fairbanks. The report, a copy of
which was, or should have been, received and reviewed by both MBIA and M&T, stated:

Moody’s, however, questions whether Fairbanks will be able to

sustain these servicing results in the future given the potential
liquidity pressures facing the company and the changes that
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Fairbanks has recently implemented to its servicing procedures to
address regulatory and customer service issues. . .

In_addition, the new policies and procedures that management
implemented to address processing and regulatory issues, while
positive from a customer service and regulatory standpoint, could
nevertheless increase resolution timelines and ultimate loss
severities.

(emphasis added).

53. At least as of May 2003, the Moody’s report conclusively shows MBIA and M&T
knew that Fairbanks had agreed to compromise its ability to properly collect loans. (In fact, if
they were doing even part of what they promised to monitor the Servicer, they knew much
earlier that Fairbanks was not doing its job, and was pilfering funds.) Rather than act to replace
Fairbanks as Servicer, MBIA and M&T did nothing (except that M&T did obtain a release for
itself as part of the Curry settlement). In this way, the Curry settlement is the product of M&T’s
own self-dealing to avoid its own liability at the expense of the Owners of the Securitizations.
MBIA, as Certificate Insurer, was concerned only with the performance of certain senior
Certificates. Although MBIA assumed various fiduciary roles in the PSA and in the Schedule III
Amendment that inured to the benefit of all Certificateholders, MBIA was operating under a
conflict of interest vis-g-vis the Class R Certificates — which it did not insure.

54.  As was anticipated by Moody’s, the Curry settlement severely compromised
Fairbanks’s ability to collect on the Subject Loans. Collection rates plummeted as Fairbanks quit
meaningful efforts to collect on defaulted loans to avoid further liability to borrowers. Fairbanks
even quit attempting to collect debts with lawful and ordinary means, such as reporting adverse
information to the credit bureaus on defaulted loans, as mandated by the Fannie Mae Guidelines
and the FSA. The failure to report adverse information to the credit bureaus further jeopardized

the Deficiency Balances because many states require such reporting as a pre-condition to
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enforcing the deficiency against the borrowers. Not surprisingly, many borrowers had little, if
any, incentive to pay the amounts they owed to the Securitizations.

55. The FTC settlement constituted an “order, regulation, or demand” under the
meaning of Section 3.02 of the PSA. The settlements with the FTC and the Curry class action
plaintiffs and the strictures imposed therein clearly constituted matters that violated the
continuing representations and warranties under Section 3.02(d)-(g) of the PSA. The Curry
Settlement and the FTC Consent Decree were red flags that Fairbanks had been and was
improperly augmenting its servicing income and not complying with the Fannie Mae Guidelines
and “prudent mortgage lenders” standards set forth throughout the PSA.

56. M&T and MBIA were under a duty, both by the terms of Section 8.20 (c) and (m)
of the PSA, and under common law, to promptly report the servicing defaults to the
Certificateholders and to replace the Servicer. They failed to do so.

N.  Fairbanks Becomes Select Portfolio Servicing

57. In July of 2004, to escape the unﬂattering‘ publicity, Fairbanks Capital
Corporation changed its name to Select Portfolio Servicing, Inc. (“SPS”).

0.  The Clean-Up Calls and the Misrepresentations in Connection Therewith

58.  Plaintiffs acquired many of the Class R Certificates of the Securitizations from the
Conti bankruptcy estate in December 2004. The holder of each of these Class R Certificates was
granted the right in certain circumstances to “call” the related Securitization and terminate the
corresponding securitization trust (a “Clean-Up Call”). To do so, the holder of the Class
R Certificate must deposit into the securitization trust all outstanding amounts owed to the other
Certificateholders, as well as any amounts that are owed to the Servicer for “trapped” (i.e.,

unreimbursed) Servicing Advances, whereupon any remaining assets in the securitization trust
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are transferred to the Class R Certificateholder. After the remaining loans are released from the
securitization trust to the Class R Certificateholder after the exercise of such a Clean-Up Call, the
Class R Certificateholder would then control the servicing of such loans, including the right to
re-assign such servicing to another loan servicer.

59.  In considering whether to exercise the above-referenced Clean-Up Calls on the
Called Securitizations, Plaintiffs made various inquiries of SPS regarding the amounts of
Servicing Advances that would be required to be repaid upon the exercise of the Clean-Up Calls,
as well as regarding the condition of various assets that Plaintiffs would receive upon such
exercise, including the potential realizations from the Deficiency Balances that comprised part of
such Securitizations. Starting in 2005, various officers and employees of SPS provided false,
inaccurate and inflated numbers to Plaintiffs with respect to both the Deficiency Balances and
the trapped Servicing Advances. SPS, in an effort to induce Plaintiffs to allow SPS to continue
to service the related Subjeét Loans after Plaintiffs exercised the related Clean-Up Calls, stated
that, should Plaintiffs call such Securitizations and retain SPS to collect on the Deficiency
Balances, SPS would reasonably be expected to realize millions of dollars from its efforts to
collect on such Deficiency Balances. SPS also represented that there were significant Deficiency
Balances on the remaining defaulted loans, when in fact SPS knew that it had released, failed to
preserve, or otherwise bargained away those balances to avoid further predatory servicing
litigation. These representations were made to agents and employees of TMI Financial located
in Austin, Texas, as Plaintiffs’ agent for this purpose.

60.  Plaintiffs, based in part on the false reporting by SPS of both Deficiency Balances
and trapped Servicing Advances, exercised their rights to terminate the Called Securitizations.

The first two Clean-Up Calls were completed on February 15, 2005, with respect to the 1998-2
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and 1998-3 Securitizations. A third Clean-Up Call related to the 1997-3 Securitization was
completed in October 2005. In connection with the exercise of these Clean-Up Calls, SPS
demanded that Plaintiffs pay it millions of dollars in bogus and inflated trapped Servicing
Advances.
61.  Section 6.11 of the PSA provides as follows:

[SJuch majority of the Percentage Interests represented by the

Class R Certificates then Outstanding may direct the time, method

and place of conducting any proceeding for any remedy available

to the Trustee with respect to the Certificates or exercising any

trust or power conferred on the Trustee with respect to the

Certificates or the Trust Estate, including but not limited to, those
powers set forth in Section 6.03 and Section 8.20 hereof . . ..

62.  Thus, the PSA, grants the Class R Certificateholders, as the last tranche to receive
distributions in the waterfall of cash flows and therefore the first to experience any losses, a
special standing to bring suit for, and recover, any such losses.

63.  In fact, virtually nothing could be realized from the collection of the Deficiency
Balances. After efforts were made by Plaintiffs to collect on the Deficiency Balances, those
reasons came to light. While attempting to collect some of the Deficiency Balances, Plaintiffs
found that many of the Deficiency Balances had been released. Plaintiffs also found that
Fairbanks/SPS followed neither standard industry practices of a prudent mortgage lender nor the
Fannie Mae Guidelines, as required by the PSA, in their servicing efforts. Specifically,
Fairbanks/SPS failed to follow accepted servicing standards in the following respects:

a. Fairbanks/SPS failed to report borrowers as past due and owing money after
foreclosure;
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b. Fairbanks/SPS issued Internal Revenue Service forms 1099 and 1098 to
borrowers after foreclosure showing they owed nothing by way of
deficiency;’

C. Fairbanks/SPS undertook no “skip tracing” efforts to find borrowers who
had moved;

d. Fairbanks/SPS failed to pursue deficiency claims against borrowers after
foreclosure; and

e. Fairbanks/SPS failed to promptly move to foreclose after default by the
borrowers.

These failures were caused, in part, by Fairbanks’s predatory servicing practices that created
improper and often uncollectible fees. Fairbanks’s failures were further compounded by the
restrictions in the Curry and FTC settlements on its ability to properly service mortgages on
behalf of the Certificateholders. MBIA and M&T failed to heed the warnings issued by Moody’s
and failed to take any action to protect the Certiﬁcateholderé, even though they were paid
millions of dollars to do so. As a result, Plaintiffs’ interests were severely damaged.

P. Plaintiffs’ Damages from Fairbanks’s Self-Dealing and Illegal Conduct

64.  With regard to loans in Texas and elsewhere,’ Fairbanks/SPS abused its position
of trust and violated the agreements between it, the Trustee, MBIA, and the Certificateholders
through its self-dealing and fraud.

65. Fairbanks took the following unauthorized payments of unearned real estate
commissions on the following loans in the amounts indicated:

a. Pflugerville, Texas, $982.54 on September 2, 2004;

3 The zero-balance 1099’s and 1098’s had the effect of giving borrowers a document by which they could contest a
Deficiency Balance and were demonstrably at odds with both the base liquidation reports given to the Trustee and
the reports given to investors such as Plaintiffs regarding the assets in the Securitizations.

§ This listing of Texas loans in which defalcations were recently discovered is not at all complete, but represents the
results of a review of the Texas loans within the initial group of files transferred by Fairbanks/SPS to TMI Financial
in Texas. The wrongful acts by Fairbanks/SPS were pervasive, and concerned loans both within and outside of
Texas, all of which are the subject of this suit. Listings of mortgage properties have been redacted to protect
borrower privacy.
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b. Emory, Texas, $594.27 on March 26, 2004;

C. Port Arthur, Texas, $312.50 on February 25, 2004;
d. Garland, Texas, $1,475.00 on April 22, 2003;

e. Houston, Texas, $1,257.30 on January 26,2004,

f. Hooks, Texas, $250.00 on December 31, 2002;

g Fort Worth, Texas, $312.50 on April 30, 2004,

h. Malakoff, Texas, $250.00 on September 17, 2002;
i. Houston, Texas, $1,121.25 on June 30, 2004;

j. Austin, Texas, $1,720.40 on October 3, 2003;

k. Sugarland, Texas, amount unknown on October 31, 2001; and
1. Fort Worth, Texas, $805.98 on September 2, 2003.

66.  The above-specified loans are merely representative of other Texas loans too
numerous to list here. The defalcations represented by the real estate commission scam are each
individually small, but pervasive, and collectively amounted to millions of dollars in damages to
the Securitizations.

67.  In connection with the taking of the real estate commissions, Fairbanks originally
demanded and received 25% of the seller’s real estate brokerage commissions as a “referral fee,”
in some instances, directing that the 25% referral fee be paid to Mountain West instead of
Fairbanks/SPS. If SPS had been acting in the best interests of the Securitization, any such fees
should have been redeposited into the Securitizations as recovered expenses. Later, in December
2002, Fairbanks changed its procedures, and indicated to listing agents that it had a contract with
Mountain West whereby Mountain West was entitled to a kickback on the real estate brokerage
commission on each sale. Fairbanks/SPS directed that each listing agent sign an agreement

between the listing agent and Mountain West stating that such listing agent would pay 25% (for
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sales under $60,000) and 31% (for sales $60,000 and above) of its listing commission to
Mountain West, a Utah real estate entity that had nothing to do with the real estate sale, other
than it was set up as a conduit for Fairbanks/SPS to extract money from the sales rather than
negotiating the best terms on behalf of the Securitizations they were engaged to represent.

68.  Fairbanks/SPS also demanded in many instances that listing agents kick back to
Fairbanks/SPS all fees paid to the listing agent for broker price opinions.

69.  Mountain West took commissions from the sale of trust assets located in Texas.
The fees were paid to Mountain West directly out of real estate closings for REO which took
place in Texas. Mountain West either did business in Texas, or it engaged in an illegal act by
extracting the fees from Texas real estate transactions, including transactions in the Western
District of Texas. Mountain West and Fairbanks/SPS now admit Mountain West has no
employees in Texas, even though they took the money for services they claimed to have
performed, and contracts they entered into, regarding real estate transactions in Texas.

70.  Fairbanks/SPS, on behalf of M&T entered into fraudulent listing agreements in
the State of Texas, including the Western District of Texas, with Texas listing agents. The
listing agreements falsely represented that the amount of the commission was independently
negotiated, and not affected in any way by any third party. This was false because
Fairbanks/SPS at the same time made the listing agents sign, again, in locations including within
the Western District of Texas, an agreement to kick back part of the commission to Mountain
West, which did nothing in connection with the sale. Fairbanks/SPS thus engaged in a
subterfuge to deceive and defraud Owners in the Securitizations and deplete realized proceeds
from liquidation of trust property. This commission agreement also disincentivized brokers from

trying to sell modest properties for more than $60,000 even where tax appraisals valued them at
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nearly twice that number. These below-market sales of foreclosed properties greatly exacerbated
the losses to the Securitizations, and Plaintiffs are still investigating whether Fairbanks profited
in some way after the sale of the REO at below-market prices.

71. Each PSA contained provisions pursuant to which various consequences
(including the removal of the Servicer) were triggered whenever cumulative losses from
liquidations of defaulted mortgage loans exceeded certain thresholds. For example, at least as of
November 2004, the “Cumulative Realized Loss Termination Trigger” (as defined in the PSA) in
the 1998-2 Securitization had been exceeded, permitting the termination of the Servicer. Again,
M&T and MBIA had another opportunity to protect the Securitizations by removing the
Servicer, but did nothing.

72.  Second, Fairbanks, through Pelatis, took unauthorized and excessive payments of
insurance commissions on the following loans in Texas:

a. Pflugerville, Texas, on September 2, 2004;
b. Emory, Texas, on March 26, 2004;

c. Port Arthur, Texas, on February 25, 2004;
d. Garland, Texas, on April 22, 2003;

e. Houston, Texas, on January 26,2004;

f. Hooks, Texas, on December 31, 2002;

g Fort Worth, Texas, on April 30, 2004;

h. Malakoff, Texas, on September 17, 2002;
i. Houston, Texas, on June 30, 2004; and

j- Sugarland, Texas, on October 31, 2001.

73.  The above-specific loans with respect to which Fairbanks took unauthorized

payments of insurance commissions are merely representative of other loans in Texas and
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elsewhere too numerous to list here. Fairbanks/SPS disguised the force-placed insurance
payments as escrow advances. Fairbanks/SPS did not display, in the indicated place on the base
liquidation report’ it provided for the Certificateholders’ benefit, the amounts paid as insurance
kickbacks. Instead, Fairbanks/SPS buried the insurance payments in the “escrow advance” line
in the base liquidation report, along with other ordinary and proper expenses. At the time of the
liquidation of any loan, Fairbanks/SPS reimbursed itself for the kickbacks it had earlier directed
to itself (through the insurance agency front company it had set up and controlled) out of funds
that should have gone to the investors. Fairbanks/SPS set up Pelatis as a licensed insurance
agency in each state, including Texas, to which it directed that the insurance companies pay
commissions. Pelatis did business in Texas, including within the Western District of Texas, by
extracting fees from the insurance placed in Texas (unless it contends it was performing an
illegal act), even though, as Pelatis and Fairbanks/SPS now admit, Pelatis has no employees in
Texas. The existence of these arrangements and the fact that they were not with true third
parties--or even parties with employees in Texas--was never disclosed to the Owners.

74.  Once a loan is in default, prudent servicing practices dictate that the Servicer
conduct periodic property inspections, and, in connection with assessing an appropriate
foreclosure and sale value, get an informal valuation from a real estate broker, known as a
“broker price opinion.” A review of the Servicing Advances paid to the front companies
demonstrates that Fairbanks ordered an excessive number of broker price opinions and
inspections on the defaulted loans in the Securitizations. Thus, in addition to paying itself for
these fees through its front companies, Fairbanks paid itself for more frequent broker price

opinions and property inspections than necessary to properly service the loans. Fairbanks took

7 A base liquidation report provides a single page summary of relevant financial information regarding each loan at
the time of the sale of the property securing the loan.
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unauthorized payments through Residential Real Estate for over-priced and overly-frequent

property inspections and broker price opinions on the following Texas properties:

a. Port Arthur, Texas;
b. Houston, Texas;

C. Tyler, Texas;

d. Wichita Falls, Texas;
e. Arlington, Texas;

f. Nederland, Texas;

g Garland, Texas;

h. Emory, Texas;

i. Hooks, Texas;

j. Fort Worth, Texas;
k. Malakoff, Texas;

1. Houston, Texas;

m. Houston, Texas;

n. Pflugerville, Texas;
0. Austin, Texas;

p. Fort Worth, Texas;
q. Houston, Texas; and

r. Sugarland, Texas.

75.  Residential Real Estate did business in Texas, including within the Western

District of Texas, by extracting fees from trusts assets located in Texas, even though Residential

Real Estate and Fairbanks/SPS now admit Residential Real Estate had no employees in Texas.
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The fact that Residential Real Estate was not a true third party was never disclosed to the
Owners.
76.  Fairbanks took unauthorized payments through Alta for over-priced and overly-

frequent property inspections and broker price opinions on the following Texas properties:

a. Port Arthur, Texas;

b. Wichita Falls, Texas;

c. Nederland, Texas;

d. Emory, Texas;

€. Hooks, Texas;

f. Fort Worth, Texas;

g Pflugerville, Texas;

h. Austin, Texas; and

1. Houston, Texas.

77.  Alta did business in Texas, including within the Western District of Texas, by
extracting fees from trusts assets located in Texas, even though Alta and Fairbanks/SPS now
admit Alta had no employees in Texas. The fact that Residential Real Estate was not a true third
party was never disclosed to the Owners.

78.  As set forth above, the PSA provides that Fairbanks/SPS could reimburse itself
from property proceeds only as was legal, proper, prudent, and customary in the mortgage
servicing business and in conformity with Fannie Mae Guidelines. The Fannie Mae Guidelines
only allowed reimbursement for payments made to third parties, and only for limited, legitimate
expenses. The payments listed above were not to third parties and were for bogus charges, and
that is why Fairbanks/SPS went to elaborate lengths to disguise the true nature of the entities it

owned and controlled and to which it directed that payments be made.
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A Summary and Sample of the Manner and Means of the Conspiracy
- Manufactured Defaults

79.  Fairbanks and its affiliated Defendants manufactured defaults. Fairbanks was
well known to be engaged in predatory servicing, creating defaults by the borrowers. Defaulted
loans are not worth nearly as much as performing loans. The Owners were thus damaged.

80. M&T and MBIA knew of Fairbanks’ lawlessness, but did not protect the Owners
in any way. Instead, they continued to profit from the trusts business and did not even notify the
Owners of the problems.

Stealing Through Texas Real Estate Transactions

81.  Fairbanks/SPS, often acting in the name of M&T, held sales of trust estates in the
form of foreclosed real estate in Texas, including within the Western District of Texas.

82.  Prior to these real estate sales, Fairbanks/SPS made “advances” for legitimate and
illegitimate purposes. To the extent these “advances” found their way to Fairbanks/SPS
affiliates, Fairbanks/SPS was advancing funds to itself.

83.  When the amount realized in the sale will satisfy the debts and the advances,
Fairbanks/SPS takes money out of the Texas Real Estate transaction involving the sale of the
foreclosed real estate to pay itself again for amounts it had already pilfered through its dummy
companies.

84.  When the amounts realized from resale cannot satisfy the outstanding principal
and interest balance of the loan, together with the advances, the advances are deemed “trapped.”
When the Clean Up Call occurred, Fairbanks/SPS demanded that it be paid for the trapped
advances. When it was so paid, it essentially paid itself a second time for amounts it had already

pilfered through its dummy companies.

PLAINTIFFS’ FIRST AMENDED COMPLAINT PAGE 31
3947035.1
54354.1




Case 1:07-cv-00421-LY-AWA  Document 24  Filed 07/10/2007 Page 35 of 52

85.  When Fairbanks/SPS, acting in the name of M&T, closed the sale of trust-owned
real estate through a “HUDI1,” it impliedly and expressly represented that the charges stated
therein were true, correct, and reasonable, to the best of its knowledge. In fact, they were not
and the statements were known to be false.

86.  When Fairbanks/SPS entered into listing agreements with real estate brokers in
the State of Texas, it falsely stated that the commission was the result of negotiating (presumably
arms-length) and were not affected by any third party. In fact, Fairbanks/SPS at the same time
entered into referral agreements in the State of Texas for a kickback of the commissions to it
through Mountain West.

87.  When Fairbanks/SPS issued base liquidation reports to the Trustee, it impliedly
and expressly represented that the charges stated therein were true, correct, reasonable, and
recoverable under the PSA, to the best of its knowledge. In fact, they were not and the
statements were known to be false.

88.  When Fairbanks/SPS issued statements to Plaintiffs in connection with the Clean
Up Calls, it impliedly and expressly represented that the charges for the trapped advances were
true, correct, reasonable, and recoverable under the PSA to the best of its knowledge. In fact,
they were not and the statements were known to be false.

89. It was a means of the conspiracy and scheme that Fairbanks/SPS caused Pelatis to
be registered with the Texas Insurance Commission in Austin, Texas, in the Western District of
Texas, even though Pelatis had no employees in Texas (and perhaps nowhere).

90. It was a means of the conspiracy and scheme that Fairbanks/SPS caused

Residential Real Estate to be authorized to do business in Texas with the Texas Secretary of
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State, in Austin, Texas, in the Western District of Texas, even though Residential Real Estate
had no employees in Texas.

91. It was a means of the conspiracy and scheme that Fairbanks/SPS caused Alta to
be authorized to do business in Texas with the Texas Secretary of State, in Austin, Texas, in the
Western District of Texas, even though Alta had no employees in Texas.

92.  As a result of Fairbanks/SPS’s subterfuge, Plaintiffs were not privy to and could
not be aware of the nature and extent of the Fairbanks/SPS’s defalcations until Plaintiffs assigned
select Deficiency Balance collection tasks away from Fairbanks/SPS. When collection of those
select Deficiency Balances were assigned away from Fairbanks/SPS to TMI Financial, TMI
Financial discovered that such Deficiency Balances were basically uncollectible, whereupon
Plaintiffs conducted a review of the servicing activity in the latter part of 2006 and discovered
the various wrongdoings.

93.  Unlike the investors, M&T, as Trustee, and MBIA, as Certificate Insurer and
auditor’, were in a position, and obligated by the PSAs and their fiduciary position, to detect and
stop the wrongdoing. Monthly reports were provided to the Trustee and Certificate Insurer, who
hadk rights and duties to monitor and to audit the Servicer’s activities. They did not do so,
damaging Plaintiffs as investors in the securitizations.

Q.  Demand and Futility of Demand

94.  On April 27, 2007, Plaintiffs made written demand upon M&T to either
commence actions against itself and others to protect the rights of the Owners, or to tender the
claims to Plaintiffs as that Plaintiffs might protect the Owners’ rights. M&T has failed and
refused to comply with such demand and sixty days has now expired. Plaintiffs have fully

satisfied all procedural prerequisites for filing suit set forth in Section 6.07 of the PSA.
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95.  Throughout the life of the Securitizations, M&T as Trustee has only ignored
problems with the Trusts and only acted to protect its own interests. M&T’s conduct herein
mocks the very concept of being a Trustee. Given its history of inaction and self-dealing, it is
not surprising that M&T wholly failed and refused to protect the interests of its beneficiaries.
The demand was thus futile.

96. Because of the futility of demanding that M&T protect the interest of its
beneficiaries, Plaintiffs need not have made the demand. However, M&T failed to respond to
the demand by acting to protect its beneficiaries, as required by the PSA. By making the
demand, and by the expiration of the 60 days following the demand, Plaintiffs have satisfied all
prerequisites set forth in the PSA to their filing this action.

IIL
CAUSES OF ACTION

FIRST CLAIM FOR RELIEF:
BREACH OF PSA AGAINST FAIRBANKS/SPS

97.  Paragraphs 1 through 96 above are realleged and incorporated herein by
reference.

98.  Fairbanks/SPS failed to service the Subject Loans to the standards to which it was
contractually obligated. Further, Fairbanks/SPS was only entitled to recoup legitimate advances
to true third party vendors. Instead of doing so, Fairbanks/SPS engaged in illicit self-dealing in
order to boost its profits at the expense of the Securitizations, and thereby at the expense of
Owners.

99.  Further, Fairbanks/SPS breached the continuing duties and warranties contained

in the PSA by failing to properly service the Subject Loans.
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100. Because of the breaches of the PSAs by Fairbanks/SPS, Plaintiffs have been
damaged in an amount well in excess of the jurisdictional limits of this Court, for which SPS is
liable to Plaintiffs and the Uncalled Securities.

SECOND CLAIM FOR RELIEF:
BREACH OF PSA AGAINST M&T AND MBIA

101. Paragraphs 1 through 100 above are realleged and incorporated herein by
reference.

102. M&T, as Trustee, and MBIA, as Certificate Insurer, both breached their
agreements in connection with the PSA. They had promised to monitor the performance of the
Servicer and to safeguard the assets of the Securitizations. They failed to fulfill their monitoring
and safeguarding obligations.

103. Further, M&T and MBIA promised in Sections 8.20(c) and (m) of the PSA to
promptly notify the Owners of any breaches of the PSA by the Servicer, including
Fairbanks/SPS, when it became the Servicer. They failed to fulfill their reporting obligations.

104. As a result of the breaches of the PSA by M&T and MBIA, Plaintiffs have
sustained damages in an amount well in excess of the jurisdictional limits of this Court, for
which M&T and MBIA are liable to Plaintiffs and the Uncalled Securities.

THIRD CLAIM FOR RELIEF:
QUASI-CONTRACT AGAINST MBIA

105. Paragraphs 1 through 104 are realleged and incorporated herein by reference.

106. The Schedule III Amendment, in conjunction with the PSAs that it amended,
created a series of duties for MBIA. MBIA undertook these additional responsibilities in return
for, among other things, a set aside funding from cash flow diverted from several Class R

Certificates of the Securitizations. Thus MBIA had effectively entered into a “quasi-contract”
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with the Class R Certificateholders of the Securitizations that the Schedule III Amendment
modified.

107. MBIA did not perform its duties pursuant to the terms of the PSA and Schedule
III Amendment. Instead, it permitted Trust assets to be depleted. MBIA obtained unjust
monetary enrichment at the expense of the Class R Certificateholders.

108. MBIA has been unjustly enriched, in the amount of the cash flow diverted to the
reserve account established for its benefit, among other enrichments, and provided no
identifiable benefit to the Class R Certificateholders.

109. MBIA breached the quasi-contract that exists between it and the Class R
Certificateholders, and Plaintiffs have been damaged as a result. MBIA is liable to Plaintiffs and
the Uncalled Securities for the full amount of their damages.

FOURTH CLAIM FOR RELIEF:
BREACH OF DUTY TO DISCLOSE AGAINST FAIRBANKS/SPS, MBIA AND M&T

110. Paragraphs 1 through 109 above are realleged and incorporated herein by
reference.

111. MBIA was under a duty under Section 8.20(c) of the PSA to disclose information
it discovered regarding the Servicer’s predatory practices to the Trustee. M&T, as Trustee, was
under a duty to disclose information it discovered regarding substandard servicing practices to
the Certificateholders. The Defendants had superior knowledge and knew that both
Certificateholders and potential investors would act on mistaken knowledge regarding the state
of the Securitizations and the appearance that Fairbanks/SPS had not breached the PSA. The
Defendants breached their duty to disclose, damaging the Securitizations, and thereby Plaintiffs.

MBIA and M&T are thereby liable to Plaintiffs and the Uncalled Securities.
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FIFTH CLAIM FOR RELIEF:
SELF-DEALING AND BREACH OF FIDUCIARY DUTY AGAINST FAIRBANKS/SPS

112. Paragraphs 1 through 111 above are realleged and incorporated herein by
reference for all purposes.

113. Fairbanks/SPS owed a fiduciary duty to the Securitizations and their investors
because of its position of control and responsibility over the servicing and maintenance of the
Subject Loans.

114. Fairbanks/SPS engaged in a course of self-dealing and concealment in its
servicing of the Subject Loans. This self-dealing and concealment breached its fiduciary duties.
Owners were damaged as a consequence thereof, and Fairbanks/SPS is liable to Plaintiffs and the
Uncalled Securities for their damages incurred, including disgorgement by Fairbanks/SPS of all
amounts received by it in connection with the Subject Loans, as well as exemplary damages in
an amount to deter such conduct in the future.

SIXTH CLAIM FOR RELIEF:

AIDING AND ABETTING A BREACH OF FIDUCIARY DUTY AGAINST MOUNTAIN
WEST, RESIDENTIAL REAL ESTATE, ALTA, AND PELATIS

115. Paragraphs 1 through 114 above are realleged and incorporated herein by
reference.

116. Mountain West, Alta, Residential Real Estate, and Pelatis actively conspired and
participated with Fairbanks/SPS in the systematic and continuous breaches of fiduciary duties.
Mountain West, Residential Real Estate, Alta, and Pelatis knew or should have known that
Fairbanks/SPS breached its fiduciary duties and that the conduct of Mountain West, Residential
Real Estate, Alta, and Pelatis gave substantial assistance to Fairbanks/SPS to breach those duties.

Owners were injured as a result of those breaches. Mountain West, Residential Real Estate,
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Alta, and Pelatis are therefore liable to Plaintiffs and the Uncalled Securities for their actual

damages plus exemplary damages in an amount sufficient to deter such conduct in the future,
SEVENTH CLAIM FOR RELIEF:

UNJUST ENRICHMENT AGAINST MOUNTAIN WEST, RESIDENTIAL REAL ESTATE,
ALTA, AND PELATIS

117. Paragraphs 1 through 116 above are realleged and incorporated herein by
reference.

118. Each of Mountain West, Residential Real Estate, Alta, and Pelatis received money
from the Securitizations based on non-existent, excessive, or bogus services. As a result, these
Defendants have been unjustly enriched to the detriment of, and are therefore liable to, Plaintiffs
and the Uncalled Securities.

EIGHTH CLAIM FOR RELIEF:

MONEY HAD AND RECEIVED AGAINST FAIRBANKS/SPS, MOUNTAIN WEST,
RESIDENTIAL REAL ESTATE, ALTA AND PELATIS

119. Paragraphs 1 through 118 above are realleged and incorporated herein by
reference.

120. Fairbanks/SPS, Mountain West, Residential Real Estate, Alta and Pelatis received
money from the home equity loan borrowers that belonged to Owners as a result of
Fairbanks/SPS’ scheme described above to boost its profits and the profits of Mountain West,
Residential Real Estate, Alta and Pelatis.

121. These Defendants obtained funds through improper means, including obtaining
payment for services that were not rendered or that were overpriced.

122. These Defendants have benefited from their wrongful actions and equity demands
that the money be returned to Plaintiffs and the Uncalled Securities. Plaintiffs and the Uncalled

Securities are entitled to recover their damages in connection therewith.
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NINTH CLAIM FOR RELIEF:
SELF-DEALING AND BREACH OF FIDUCIARY DUTY AGAINST M&T

123. Paragraphs 1 through 122 above are realleged and incorporated herein by
reference.

124.  M&T, as Trustee, owed fiduciary duties to the Securitizations and their investors.
M&T had responsibility and authority over the trust assets in each Securitization in its capacity
as Trustee. M&T breached those fiduciary duties by failing to monitor and supervise
Fairbanks/SPS, and failing to prevent the depletion of the trust assets caused by Fairbanks/SPS’s
deficient conduct. Furthermore, M&T engaged in self-dealing in connection with the settlement
of the Curry and FTC lawsuits, when instead of protecting the trust assets by replacing Fairbanks
as Servicer, it simply engineered a release for itself.

125. Plaintiffs were damaged as a result of the self-dealing and breaches of fiduciary
duty by M&T, and M&T is liable to Plaintiffs and the Uncalled Securities for their actual
damages plus exemplary damages in an amount sufficient to deter such conduct in the future.

TENTH CLAIM FOR RELIEF:
BREACH OF FIDUCIARY DUTY AGAINST MBIA

126. Paragraphs 1 through 125 above are realleged and incorporated herein by
reference.

127. MBIA assumed fiduciary duties to the Securitizations and their investors when it
agreed to monitor Fairbanks in the servicing of the Subject Loans, and thereby assumed and
expanded on certain of the duties of the Trustee. MBIA was responsible for ensuring proper
servicing of the Subject Loans, and had the right to assert control over the servicing
arrangements. MBIA failed to properly monitor Fairbanks and ensure proper servicing of the

Subject Loans, damaging Plaintiffs as a result. MBIA is therefore liable to Plaintiffs and the
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