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Lead plaintiffs respectfully submit this statement in advance of the February 7, 2008 status
conference call.

A. Professor Fischel’s Report Complies with the Court’s November 20,
2007 Order

Lead Plaintiffs served their expert rebuttal reports on February 1, 2008, including the rebuttal
report of economic expert Professor Daniel R. Fischel. Professor Fischel’s report identifies the
source of inflation in Household International, Inc.’s (“Household”) stock on the first day of the
Class Period and explained why regression analysis is not appropriate in this case to identify the day
Household shares first became inflated." Lead plaintiffs also served on defendants a further
statement regarding damages that addresses the additional points of clarification sought by
defendants’ expert Dr. Mukesh Bajaj.> Professor Fischel’s rebuttal and plaintiffs’ supplemental
statement address all of the purported deficiencies identified by Dr. Bajaj in his report.?

Defendants now contend that plaintiffs failed to comply with the November 20, 2007 Order
because Professor Fischel did not provide a regression analysis taking the artificial inflation “back to
zero.” As discussed below, however, lead plaintiffs have complied fully with the Court’s Order by
responding to all of the issues raised by Dr. Bajaj.*

In the November 20, 2007 Order, Dr. Bajaj was directed to “specify all exceptions and

deficiencies in Professor Fischel’s report, including those that prevent Dr. Bajaj from offering his

! Professor Fischel’s rebuttal report is attached as Exhibit A.

2 The supplemental statement is attached as Ex. B.

3 A copy of the relevant portion of Dr. Bajaj’s report is attached as Ex. C.

4 Defendants do not take issue with plaintiffs” supplemental statement which explains that because

plaintiffs intend to propose the FIFO (first in, first out) method of “matching” and have never proposed the
netting of shares purchased before the Class Period it is not necessary to determine pre-Class Period inflation
(whether going back to July 22, 1999, October 23, 1997, or some earlier date) in order to calculate damages
for class members based on the current Class Period.
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own analysis,” and plaintiffs were ordered to respond. See November 20, 2007 Order. Professor
Fischel’s rebuttal report complies with this Order. Ex. A at 1125-29. In his report, Professor Fischel
explained the source of inflation in the stock on the first day of the Class Period which is the
information Dr. Bajaj claimed he needed. Ex. A at 136; Ex. C at 87; see also November 20 Order
(“Defendants [] claim that their expert required more information as to the source of the pre-Class
Period inflation Professor Fischel claims is present in the price of Household stock on the first day of
the Class Period.”).

Lead plaintiffs understood the Court’s November 20 Order to require them to respond to the
“exceptions and deficiencies” identified by Dr. Bajaj, which they did. Although the Court indicated
in the Order that it “expect[ed] Professor Fischel [would] provide a regression analysis showing the
date on which there was zero inflation in the stock price,” plaintiffs did not understand that the Court
had, without even seeing Dr. Bajaj’s report (which was served after the Order), ordered plaintiffs’
expert to provide that analysis. As explained by Professor Fischel such an analysis was not required
in order to respond to Dr. Bajaj’s criticisms, which he points out were “incorrect and misleading
because [Dr. Bajaj] mischaracterizes Plaintiffs’ allegations and the use of regression analysis to
quantify artificial inflation.” Ex. A at {37.

Notably, Dr. Bajaj did not indicate in his report that a regression analysis from Professor
Fischel indicating the first date on which inflation came into the stock, was necessary for him to
provide his own analysis. Ex. C at 87-89. The parties met and conferred to discuss these issues
Wednesday afternoon and during the call defendants acknowledged that Dr. Bajaj could provide his

own analysis without this information.> Until now, defendants have argued that the information they

> The meet and confer alluded to by defendants in their report occurred before Dr. Bajaj even served

his report, thus defendants’ “offer” to “meet and confer with Plaintiffs regarding any issues they may have
encountered in complying” was, to say the least, illusory. Defs’ Status Report at 2. Following receipt of Dr.
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seek is necessary for Dr. Bajaj’s analysis. This was their entire basis for insisting that Dr. Bajaj be
permitted a sur-rebuttal. In their status report, however, defendants now claim that “this issue bears,
inter alia, on whether Plaintiffs are seeking damages for the consequences of time-barred events.”
Defs’ Status Report at 2. As Professor Fischel explained, defendants’ assertions misconstrue
plaintiffs’ claims. Ex. A at 137.

Professor Fischel identified the source of inflation in Household stock on the first day of the
Class Period. Ex. A at 136. He stated that Household’s stock price was artificially inflated on July
30, 1999 by Household’s failure to disclose material adverse facts in connection with its July 22,
1999 statement announcing its second quarter results. Id. It is a legal issue for Judge Guzman to
decide whether the Class Period can start on July 30, 1999 or if it has to start on August 16, 1999,
the date of the first public statement during the Class Period.

In any event, Professor Fischel’s opinion that Household’s stock was inflated during the
Class Period does not change if the Court shortens the start of the Class Period from July 30, 1999 to
August 16, 1999, or to a later date; nor does it matter if, or how much, Household’s stock was
inflated prior to the first actionable statement. §36. Indeed, Household’s stock may have been
inflated since the beginning of the old Class Period (October 23, 1997), (or even before that time)
but that is no longer part of plaintiffs’ case because it was dismissed by Judge Guzman on statute of
limitations grounds. The existence of pre-Class Period artificial inflation would not preclude
plaintiffs’ cause of action for defendants’ subsequent false statements that continued to artificially
prop up Household’s share price. This is because each statement made by defendants to the market

that failed to disclose the adverse information regarding Household’s improper business practices

Bajaj’s report, plaintiffs and their expert understood the purported “deficiencies and exceptions” and did not
require further clarification from defendants in order to respond. See Exs. A and B.
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(predatory lending, improper re-aging and improper accounting) was an inflationary event. 1d.,
1136-38. Had the adverse information been disclosed, Household’s share price would have fallen to
its true value as identified by Professor Fischel in Exhibits 53 and 56. Id. at 1136-39.
Furthermore, as Professor Fischel clearly explains in his report, a regression analysis cannot
be used in this case to show the date on which there was zero inflation in Household’s stock price:
Plaintiffs claim that the alleged omissions were inflationary events because they
prevented the price from falling to its true, uninflated value. Under this theory, the
Company’s stock price did not have to increase upon defendants allegedly false
statements (e.g., quarterly financial results) in order to become inflated.
Consequently, the fact that | did not identify statistically significant price increases
that resulted in the inflation increasing between the beginning of the Class Period and
November 15, 2001 does not contradict plaintiffs’ allegations. Moreover, event
studies (which are based on regression analysis) are intended to measure stock price
movements upon disclosure of new information, not the non-disclosure of

information. Therefore, no regression analysis can be used to identify the day on
which the stock price became inflated in this case.

Ex. A at 138 (citation omitted).® Accordingly, Professor Fischel’s event study was not designed to
determine the date on which the inflation came into the stock, but instead to estimate the artificial
inflation in Household stock based on the effect of corrective disclosures and leakage from
November 14, 2001 through the end of the Class Period. Ex. A at 1138-39.

Defendants did not indicate in their Status Report what “remedy” they seek and did not
specify a remedy when asked during the meet and confer; however, given Professor Fischel’s
comprehensive response to the issues raised by Dr. Bajaj, lead plaintiffs urge the Court to allow
expert discovery to move forward without additional delay. Defendants will have the opportunity to

further explore these issues at Professor Fischel’s deposition.

6 In arguing to the contrary, defendants misquote Fischel’s statement in paragraph 39. Defs’ Status

Report at 2. The full sentence should read, “Regression analysis . . . can be used in this case to calculate the
amount of artificial inflation resulting from an alleged omission on any day during the Class Period.” Ex. A
at 39 (omitted portion in bold).
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B. Any Limited Sur-Rebuttal Should be Served by March 1, 2008

Defendants have not informed plaintiffs if and when they intend to file a sur-rebuttal from
Dr. Bajaj in light of the response to Dr. Bajaj’s criticisms provided by Professor Fischel and
plaintiffs. If Dr. Bajaj wishes to submit a limited sur-rebuttal, plaintiffs will not object, provided
defendants agree to serve that report by March 1, 2008 (giving defendants’ expert an entire month)
and to complete his deposition by March 14, 2008.

C. Expert Depositions

Judge Guzman has scheduled a status hearing on March 17, 2008 to set a summary judgment
and trial schedule. All depositions must be complete by March 14, 2008 so the parties can appear
before Judge Guzman on March 17, 2008. Lead plaintiffs have offered Professor Fischel for
deposition on March 13, 2008 but still have not received a date for Dr. Bajaj. Defendants have been
on notice for months that plaintiffs want to depose Dr. Bajaj prior to March 14, 2008 to avoid any
further delay in setting this case for trial. The rest of the retained expert depositions have been
scheduled, and will be completed in time for the March 17, 2008 trial setting conference.

D. Defendants’ Refusal to Provide Information Relating to the 23 Non-
Retained Expert Witnesses

Rather than complying with the Court’s January 31, 2008 Order, without any advance notice
or a properly noticed motion for reconsideration, defendants request in their status report that the
Court reconsider its ruling. Aside from the procedural deficiencies of the motion, defendants fail to
identify any meritorious grounds, as to why this Court should reconsider its well-reasoned opinion.
Indeed, defendants’ status report simply reiterates the exact same points they made in their original
opposition. However, disagreeing with the Court’s Order is not a proper basis for reconsideration.

As outlined in plaintiffs” submissions, the specific opinions the 23 witnesses will offer and
the bases for those opinions is information necessary not only for plaintiffs to determine what

additional steps, if any, they need to take with respect to defendants’ “experts,” but also for the Court
-5-
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to perform its gatekeeper function under Daubert. The Federal Rules do not envision “trial by
ambush.” Accordingly, defendants should be required to provide the information outlined in the
Court’s January 31 Order.

DATED: February 6, 2008 Respectfully submitted,
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Lawrence E. Jaffe Pension Plan vs. Household International, Inc., et al.

REBUTTAL REPORT OF DANIEL R. FISCHEL

I INTRODUCTION
1. | submitted a report dated August 15, 2007 (the “Fischel Report™)

in the above-captioned litigation.* In that report, | set forth and provided the bases for my
principal conclusion that the economic evidence is consistent with Plaintiffs’ claim that
the alleged wrongdoing caused investors in Household’s common stock to incur losses.
Fischel Report § 11. | also provided two alternative quantifications of the amount of
alleged artificial inflation in Household’s stock price during the Class Period, one based
on the price reactions to specific fraud-related disclosures (“Quantification Using
Specific Disclosures”) and one that accounts for the stock price effect of fraud-related
information that leaked into the market during the latter part of the Class Period
(“Quantification Including Leakage™). Id. { 30.

2. Defendants have submitted the Expert Report of Mukesh Bajaj
dated December 10, 2007 (the “Bajaj Report”). In his report, Dr. Bajaj claims that
“Professor Fischel’s Analysis Suffers From Several Fundamental Flaws And Results In
Incorrect And Unsupportable Conclusions.” Bajaj Report at 8. He also provides multiple
criticisms of my analysis and conclusions.

3. | have been asked by counsel for Plaintiffs to review and respond
to Dr. Bajaj’s criticisms as described in the Bajaj Report. | have been assisted by

Lexecon’s staff. Exhibit A describes the materials | have relied upon in forming my

1. The Fischel Report provides information on my qualifications and defines capitalized
terms.
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opinions contained in this report. Based on my review of these materials and our
analysis, | have concluded that Dr. Bajaj’s criticisms are incorrect and therefore do not
affect my conclusion.

1. DR. BAJAJ'S CRITICISMS OF MY CONCLUSION ARE

INCORRECT

A. Dr. Bajaj’s Claim that | “Provided No Economic Evidence”
to Support My Conclusion Is Incorrect

4. As | explained in the Fischel Report, Plaintiffs allege that the
Defendants engaged in a fraudulent scheme and wrongful course of business, the
components of which | refer to as Predatory Lending, Re-aging, and the Restatement.
Fischel Report § 10. Plaintiffs further claim that the cumulative effect of the revelation of
Defendants’ alleged wrongful course of business caused Household’s stock price to
decline. 1d. Dr. Bajaj opines that “Professor Fischel Has Provided No Economic
Evidence That Would Warrant His Conclusions That Economic Evidence Is Consistent
With Plaintiffs” Claim.” Bajaj Report at 11. Dr. Bajaj is incorrect because he ignores the
extensive economic evidence in the Fischel Report that is consistent with Plaintiffs’
allegations.

5. In my report, I used a well-known and established technique in
financial economics known as an “event study” to establish that Household’s stock price
reacted significantly to disclosures related to the alleged fraud. Fischel Report 1 30 &
34-5. Using my event study, | accounted for the effect of market factors on the
Company’s stock price following each of these disclosures and demonstrated that net of
market factors, the cumulative impact of the disclosures caused the stock price to decline.

Id. § 36. In addition, I provided numerous examples of news articles and commentary by
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market participants which demonstrate that a steady stream and extensive amount of
incomplete information related to Defendants’ alleged fraud was disclosed beginning at
least as early as November 15, 2001. Id. 8 111 & § 39. 1 also established that, although
only some of these disclosures were associated with significant changes in Household’s
stock price, the stock lost more than half of its value beginning November 15, 2001
through the end of the Class Period and that market participants attributed this decline to
concerns regarding Defendants’ allegedly fraudulent practices. Id. { 28 & 39.
Moreover, | showed how the stock substantially underperformed the market and
comparable indexes over this period, indicating that under the facts and circumstances of
this case, Household’s stock price decline cannot be fully explained by adverse market
events and is on the contrary consistent with Plaintiffs’ claim that the decline occurred as
investors learned of the Company’s allegedly fraudulent practices and Defendants’
denials became less credible. 1d. 1129 & 39. | concluded that the combination of the
significant stock price decline, the concurrent leakage of fraud-related information, and
market participants’ attribution of the decline to this fraud-related information is strong
economic evidence that in this case, the long-run relative underperformance of
Household’s stock price beginning November 15, 2001 through the end of the Class
Period was caused by leakage of artificial inflation from the price. 1d.

6. Dr. Bajaj ignores this economic evidence and offers no compelling
argument to otherwise explain Household’s stock price underperformance in the latter

part of the Class Period.? Instead, he mischaracterizes the Fischel Report® * and my

2. Infact, using his estimation period, Dr. Bajaj calculated substantial artificial inflation
in Household’s stock price during the Class Period. Bajaj Report at 83 & Exhibit 6.

3. Dr. Bajaj claims that “Professor Fischel anecdotally discusses events that occurred on
41 dates during the Class Period when the markets purportedly received information

-3-
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report in another case,” falsely claims that my quantifications are internally inconsistent,’

and presents a fundamentally flawed “illustration” that, contrary to his claim, does not

related to the Plaintiffs’ theories of alleged fraud” and that “such information did not
collectively have a significant impact on HI’s stock price on a market-adjusted basis.”
Bajaj Report at 17. But, he ignores that | acknowledged in my report that not all of
the 41 “events” — some of which were newspaper articles describing past events (see,
e.g., Fischel Report { 15) — were associated with statistically significant market-
adjusted price changes and that | provided strong economic evidence to support my
conclusion. Id. §39. This evidence included that analysts reacted negatively to the
incomplete disclosures related to the alleged fraud on different dates. Id.  20. Based
on all of the economic evidence, the fact that the market did not react significantly on
every day that incomplete information related to Plaintiffs’ allegations was disclosed
is consistent with my conclusion that artificial inflation leaked out of Household’s
stock price in the latter part of the Class Period.

4. Dr. Bajaj claims that “Professor Fischel describes his Leakage model as an ‘event
study approach’ when it is not.” Bajaj Report at 16. However, as | explained in the
Fischel Report, my Quantification Using Leakage uses “the ‘event study approach’
described by Cornell and Morgan.” Fischel Report § 41. According to these authors:
“The event study approach assumes that the price and value of the security move in
tandem except on days when fraud-related information is disclosed. ... [I]f no fraud-
related information is disclosed, set the [Constructed Return (i.e., the stock price
return underlying the estimate of the stock’s value absent the fraud)] for that day
equal to the actual return on the security; if fraud-related information is disclosed, or
there is evidence that such information is leaking into the market, set the [Constructed
Return] for that day equal to the return on the security predicted by the market
model.” B. Cornell and R.G. Morgan, “Using Finance Theory to Measure Damages
in Fraud on the Market Cases,” 37 UCLA L Rev. (1990) at 899. This is exactly what |
did. Fischel Report §41. Dr. Bajaj also criticizes the event study approach by
misquoting Cornell and Morgan’s discussion of a limitation in an alternative
approach — which I did not use — that they call the “comparable index approach.”
Compare, Bajaj Report at 72 with Cornell and Morgan (1990) at 903.

5. Based on his mischaracterization of my report in another case (In re Blech Securities
Litigation, which he incorrectly refers to as In re Bizch Securities), Dr. Bajaj claims
that “Professor Fischel now makes the same mistake for which he has criticized
others in the past.” Bajaj Report at 74. On the contrary, my reports in the two cases
are entirely consistent. In Blech, I stated that it is a mistake to assume without more
economic evidence that underperformance relative to an index constitutes inflation.
Here, | explain why underperformance, in combination with the statistically
significant stock price declines in response to specific disclosures and analyst and
other commentary, all are consistent with Plaintiffs’ claims.

6. Dr. Bajaj claims that “The Two Alternative Quantifications of Alleged Atrtificial
Inflation That Professor Fischel Proposes Are Internally Inconsistent” and that this
purported “internal inconsistency ... demonstrates that his quantification of alleged
inflation is fundamentally flawed and unreliable.” Bajaj Report at 75-6. His claim is

-4 -



Case: 1:02-cv-05893 Document #: 1174 Filed: 02/06/08 Page 15 of 62 PagelD #:24272

show the purported “fallacy” in my analysis.” Consequently, Dr. Bajaj’s arguments do

not affect my conclusion.

based on two declines in artificial inflation in my Quantification Using Specific
Disclosures (on November 15, 2001 and December 5, 2001) that are not reflected in
my Quantification Including Leakage. Id. However, in making this criticism, he
ignores that | state in the Fischel Report that in the latter quantification “[i]f the
resulting inflation on any day was greater than the cumulative residual price decline
during the observation window of $23.94, | limited the inflation to $23.94 and
adjusted the true value line accordingly.” Fischel Report § 42. To demonstrate that
my quantifications of artificial inflation are consistent, Exhibit B presents my daily
quantifications but without applying the limitation on the Quantification Including
Leakage. As shown on page 14 of this exhibit, prior to employing the constraint, the
artificial inflation in both quantifications declines on November 15, 2001 and
December 5, 2001. Thus, the differences he notes are artifacts of the constraint, not
an internal inconsistency in my calculations. Dr. Bajaj’s claim is particularly
disingenuous because he employs the limitation when he replicates my Quantification
Including Leakage using his estimation period. Bajaj Report Exhibit 6.

7. Dr. Bajaj’s misunderstanding of the Fischel Report and the event study approach
leads him to create a fundamentally flawed “illustration” using stock price
information for “all 30 members ... of the Dow Jones Industrial Average (‘DJIA’)”
during the Class Period to create “Pseudo-Damages” that purportedly show the
“fallacy” in my analysis. Bajaj Report at 76. This illustration is flawed for at least
three reasons. First, the illustration is based on the “comparable index approach”
which assumes that “the observation window [where the leakage could have
occurred] is expanded to cover the entire class period” (Cornell and Morgan (1990) at
906), not on the event study approach that | used in the Fischel Report. Second,
unlike his analysis which he admits was performed “without any further factual
analysis” other than the use of stock price data (Bajaj Report at 76), my
Quantification Including Leakage was based on the analysis of the economic
evidence presented in the Fischel Report. Third, because he did not conduct any
factual analysis and thus has no reason to believe that the DJIA members’ stock
prices were inflated, had he used the event study approach that I used, Dr. Bajaj
would have found zero “Pseudo-Damages.” To see why, note that in his illustration,
Dr. Bajaj “assumes that the difference between a DJIA Member’s actual stock price
and its True Value represents daily “inflation.”” Id. As explained supra n. 4, the
event study approach requires that if no fraud-related information is disclosed, the
stock price return underlying the estimate of True Value for that day is set equal to
the actual return on the security. Therefore, because he has no reason to believe that
any fraud-related information was disclosed on any day during the Class Period for
the DJIA members, he should have set their True Value returns equal to the actual
returns on every day during this period. Had he done so, the True Value would have
equaled the actual stock price for each DJIA member and thus he would have found
zero daily inflation in these companies’ stock prices and zero “Pseudo-Damages.”

-5-
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B. Dr. Bajaj’s Analysis of Dates “Most Relevant to Plaintiffs’
Three Distinct Theories of Alleged Fraud” Is Incorrect

7. Dr. Bajaj also claims that my “conclusion is factually incorrect”
because “on the three days when new information most relevant to Plaintiffs’ three
distinct theories of alleged fraud was revealed, HI’s stock price actually increased.”
Bajaj Report at 8. These “three days” are August 14, 2002, April 9, 2002, October 10,
2002, and October 11, 2002. Id. at 8-10. Once again, Dr. Bajaj is incorrect because, as
explained above, he ignores the extensive economic evidence in my report concerning
disclosures on days other than these “three” that is consistent with Plaintiffs’ allegations.
As | explain below, Dr. Bajaj is also incorrect because he ignores the economic evidence
related to these “three days.”

I. August 14, 2002

8. Dr. Bajaj states that “[o]n August 14, 2002, HI announced that it
would restate its earnings back to 1994 and that “HI’s price increased by 29 cents (or
0.77%) following this Restatement.” Id. at 8-9. However, as | explained in the Fischel
Report, after accounting for the effect of market factors on Household’s stock price on
August 14, 2002, | found that it declined by $0.94 (or 2.5%); | also found that this decline
was statistically significant. Fischel Report n. 16. In addition, | explained that market
participants were surprised by the announcement. Id. § 27. Dr. Bajaj recognizes that
“unless the market received new information about the alleged fraud, and the stock’s
market-adjusted price change following such news was statistically significant, there is
no economic basis to claim that the observed price change should be attributed to a
‘disclosure’ related to the alleged fraud, nor to measure the Plaintiffs” harm based on

such a price change.” Bajaj Report at 7. But, he admits that the market received new
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information about the alleged fraud on August 14, 2002 and recognizes that | found the
market-adjusted price change to be statistically significant (id. at 14 & n. 15), yet he
ignores this economic evidence. Dr. Bajaj’s criticism is particularly disingenuous
because his own analysis of Household’s stock price movements demonstrates that on a
market-adjusted basis, the stock price declined significantly on August 14, 2002. Id. at
82 & Exhibit 8 at 1055.

9. Moreover, market commentators attributed the Company’s stock
price decline early on August 14, 2002 to the Restatement, which was announced before
trading began on August 14, 2002. Reuters News reported that “Household International
tumbled after the consumer finance company said it would downwardly revise its net
income due to accounting changes.” See Exhibit C. Similarly, in an article dated August
14, 2002 at 11:22 AM, Dow Jones Business News reported that “Household International
Inc.’s (HI) shares fell after the consumer-finance company announced that it restated
profits downward by $386 million — for the period spanning from 1994 to the second-
quarter of this year — to reflect a change in accounting tied to certain contracts within
credit-card business.” See Exhibit D.

10. In addition, Dr. Bajaj asserts that “[a]ccording to a large body of
academic research, accounting changes that do not significantly affect investors’
expectations about future cash flows or the risk associated with such cash flows, do not
impact the stock price.” 1d. at 9. While generally true, this assertion is irrelevant in this
case because there is evidence that the Restatement significantly affected investors’
expectations about future cash flows. As I explained in the Fischel Report, analysts at
Morgan Stanley commented that the restatement “suggests to us that returns in the credit

card business are lower than we previously thought” and reduced their earnings forecasts

-7-
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and price target while CIBC World Markets analysts also reduced their 2002 and 2003
earnings estimates and lowered their price target. Fischel Report { 27.

11. Dr. Bajaj further asserts that | “fail[] to note that despite modest
reductions in forecast earnings in the short term, these analysts continued to be very
bullish on HI’s stock, forecasting significant increases in HI’s stock price.” Bajaj Report
at 25. This assertion is also irrelevant because, as | explained above, the analysts lowered
their earnings forecasts and price targets. The fact that they did not change their
recommendations or lower their price targets below the current price does not mean that
investors did not lower their expectations about future cash flows or that the stock price
did not decline on August 14, 2002 after accounting for market-related factors.

12, Dr. Bajaj also asserts that another Morgan Stanley report stated
that ““Household’s restatement does not materially affect future earnings, and the
company has not changed guidance’” and that “*[a]ll three rating agencies affirmed
Household’s ratings on the news, reiterating that the restatement does not affect
Household’s future business, and included their expectations for capital levels to
increase.”” Bajaj Report at 26. However, this report was issued by a fixed income
analyst, not a stock analyst. Id. n. 92. Holders of fixed income (i.e., debt) securities
(which are the securities rated by the rating agencies) have claims on a company’s assets
that are senior to those of equity security holders and are thus less sensitive to changes in
expectations about future cash flows. Therefore, the fact that fixed income analysts and
ratings agencies did not consider the Restatement to materially affect Household’s future
earnings from the perspective of fixed income security holders does not mean that equity
security holders did not lower their expectations about future cash flows or that the stock

price did not decline on August 14, 2002 after accounting for market-related factors.
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ii. April 9, 2002
13. Dr. Bajaj states that “Plaintiffs allege that the Company first ‘broke
out its reaging statistics’ on April 9, 2002” and that “HI’s stock price, however, increased
insignificantly by 19 cents (or 0.32%) on that day, once again indicating that an event
which Plaintiffs (and Professor Fischel) claim represented a “disclosure,” was value-

"8 |d.at 9. But, he ignores the economic evidence I presented in the Fischel

irrelevant.
Report that information related to Plaintiffs’ Re-aging claim was disclosed on other dates
(including earlier dates) and that several of these disclosures were associated with
statistically significant price declines. Fischel Report {{ 22-6, 34-5, n. 16, 19 & 20. In
addition, Dr. Bajaj ignores that the stock price may not have reacted significantly on
April 9, 2002 because investors had already adjusted the price to reflect information
disclosed earlier that was related to Plaintiffs’ Re-aging claim, thereby making the news
on April 9, 2002 “value-irrelevant.”

14. Dr. Bajaj also states that | “mention[] the SEC Cease-and-Desist
Order (*SEC Order’) dated March 18, 2003” and claims that | “fail[] to examine HI’s
stock price reaction to the SEC Order” as “[o]n March 19, 2003 (the date of the SEC
Order Press Release) ... increased insignificantly by 25 cents (or 0.89% from $28.20 to
close at $28.45).” Bajaj Report at 39-40. However, contrary to Dr. Bajaj’s claim, | did

examine this reaction and found it to be inconclusive. On November 14, 2002, several

months prior to the SEC Order announcement, Household and HSBC Holdings plc

8. lunderstand that Plaintiffs contend that Household’s April 9, 2002 disclosure of its
re-aging statistics is a false and misleading statement, not a corrective disclosure.
Indeed, I noted in the Fischel Report that analysts at Prudential Securities commented
that the “new info on account re-aging lacked historical and comparative context and
could be a misleading indicator of HI’s approach to managing credit losses.” Fischel
Report | 25.
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(“HSBC”) jointly announced that they entered into an agreement pursuant to which
HSBC would acquire the Company; the merger was expected to be completed during the
first quarter of 2003. See Household Finance Corporation SEC Form 8-K dated
November 14, 2002. Under the terms of the agreement, a fixed ratio was established in
which each Household share would be converted into the right to receive 2.675 HSBC
ordinary shares or 0.535 HSBC American depositary shares.® See id. The merger was
consummated on March 28, 2003. Fischel Report n. 1. Following announcements of
acquisitions where the consideration is based on the acquirer’s stock price, the stock
prices of the target company typically are determined by the prices of the acquirer.’® In
these types of mergers, the target’s price generally would deviate significantly from the
acquirer’s price only if there is a reason to believe that the acquisition would not be
completed at the agreed-upon terms. In Household’s instance, there was no reason to
believe that following the announcement of the SEC Order the acquisition would not be

completed at the agreed-upon terms. In fact, HSBC’s March 19, 2003 press release

9. Interms of market capitalization, HSBC was almost eight times larger than
Household on March 18, 2003. According to their respective SEC filings, Household
had 474.6 million common shares outstanding and HSBC had 9.5 billion ordinary
shares outstanding as of December 31, 2002. According to Bloomberg, Household’s
stock price and HSBC’s American depositary share (“ADS”) price closed at $28.20
and $54.51 on March 18, 2003, respectively. Therefore, Household’s market
capitalization on March 18, 2003 was $13.4 billion. Because each HSBC ADS
represents the right to receive five HSBC ordinary shares (see Household Finance
Corporation SEC Form 8-K dated November 14, 2002), HSBC had 1.9 billion ADS-
equivalent shares outstanding as of December 31, 2002 and its market capitalization
on March 18, 2003 was thus $103.4 billion.

10. See, e.g., E. Hutson and C. Kearney, “Merger arbitrage and the interaction between
target and bidder stocks during takeover bids,” 19 Research in International Business
and Finance (2005) at 1 & 21 (“Interaction between bidder and target stocks is strong
for stock-swap and mixed cases, where the bid price is transferred from bidder to
target. ... The interaction term in the target mean equations ... shows considerable
price transfer from bidder to target.”).
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regarding the SEC Order stated that “HSBC remains fully committed to completing the
merger with Household subject to the terms and conditions contained in the merger
agreement.” See Exhibit E. Consequently, the fact that Household’s stock price did not
change significantly following the SEC Order announcement establishes nothing and
does not affect my conclusions.
iii. October 10, 2002 and October 11, 2002

15. Dr. Bajaj states that “Professor Fischel attributes HI’s price
reaction on October 10, 2002 and October 11, 2002 to ‘market talk’ and the
announcement of the terms of HI’s nationwide settlement of investigations by various
‘state attorneys general into its subprime consumer lending business’ (the ‘AG
Settlement’) on these two dates, respectively,” and that “HI’s stock price, however,
increased significantly by $5.30 (or 25.24%) on October 10, 2002 and further by $1.90
(or by 7.22%) on October 11, 2002.” Bajaj Report at 10-1. He notes that the Company
“announced it would pay ‘up to $484 million’ to settle the investigations, and that it
‘expected the changes in business practices to cut earnings by 10 cents a share in 2003,
by 20 cents in 2004, and by 30 cents in 2005’ and that “[r]atings agencies lowered HI’s
debt ratings upon this news.” Id. at 10. He also notes that | explained in the Fischel
Report that the fact that the stock increased in value upon disclosure of this negative
information is evidence that it had declined earlier by at least as much in anticipation of a
larger payment and/or changes in Household’s business practices that would have had a
worse impact on the Company’s future prospects. 1d. at 66. Dr. Bajaj claims that my
explanation contradicts “the facts surrounding the AG Settlement” and “Professor

Fischel’s theory that HI’s stock price declined on the Alleged P[redatory] L[ending]
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Disclosures because of curative disclosures that revealed a fraud related to the Plaintiffs’
theory of ‘Predatory Lending.””** Id