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Schoenholz - direct
1977
same basic degree of reliance.

And looking just at this example, I would —-- I don't
think the fact that the second payment would now be an ACH
enrollment, which would be voided if it was dishonored, is
necessarily inconsistent in terms of financial disclosures.

Q. Okay. But in 2000, you got the customers to give you two
payments before you restructured, right?

A. That's what it says.

Q. And in 2001, you got them to give you one payment before
you would do a restructure; is that right?

A. One payment, plus enrollment in an ACH transaction, that's
correct.

Q. Okay. And then looking down at the second one there, 2000
policy versus 2001 policy. You had a policy here for

unsecured, non-real estate, PHL, PEL, real estate under

10,000.
Do you see that column?
A. I do.
Q. And in this category —-- it used to be in 2000, that you

could only restructure once every six months for HFC accounts;
is that right?

A. Correct.

Q. But in 2001, you could restructure once every four months;
is that right?

A. That's what it says.
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@. The numbers that Mr. Makowskl sald were wrong, amcng
others, were, for example, this number about re-aged once in
the last 12 months; 1s that right?

A, That's correct.

Q. And, for example, he says that 9.4 should really have said
6.2; is that right?

A, That's what that says.

. Okay. And then he goes on to say that the multiple
re-aged number that he told people back in April was 4.3 was
actually 7.5 percent; is that right?

A. That's correct.

Q. And then, for example, Just locking at the numbers, the
4.3 that changed te 7.5 -- that should have been 7.5 -- we're
talking about somewhere around $3 billicn in additional
multiple re-aged loans; is that right?

A. That's correct.

Q. In other words, he said it was 4 billicn -- or you said in
April 2002, 4 billion 28 million; is that right?

&A. That's correct.

0. And Mr. Makowskl said, nco, that's wrong. The number
should be 7.025 billion, right?

A. Correct.

. Okay. HNow, sir, the bottom line numbers stayed the same

because that's just talking about total in the portfclio

that's re-aged, right?
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L. That's correct.
Y. In other words, the loans that had been re-aged more than
once, you had about 3 billion more than you told pecple in
April of 2002; is that right?
£. That was the error, correct.
Q. 0Okay. And so you presented the multiple re-age numbers so
that people could look at them in &pril 2002, but the numbers
that you presented were wrong?
A. They were wrong.
Q. GCkav.
MR. DOWD: Thank you, Luke.
BY MR. DOWD:
Q. Now, sir, you alsc presented information about certain
recidivism statistics by product line; is that right?
A, Correct,
Q. Okay. And if you could take a look at page 567. And
we're back in Plaintiffs' Exhibit 135% again.
Do you have that page in front of you?
A, T do.
Q. Okay. and it's up on the screen there, right? We're
looking at the same page, Recidivism Statistics by Product,
right?
A. Correct.
Q. This, again, was a chart that vou used at this Aprii 2002

presentation; is that correct, sir?
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2004
BY MR. DOWD:
0. Okay. You agree with me here though that the recidivism
figures are listed as -- for real estate secured -- 53.9
percent, right?
A. That's what they're listed as.
Q. For auto finance, they're listed as 48.2 percent; is that
right?
A. Yes, sir.

Q. Yes?

Q. For MasterCard/Visa, 64.3 percent; is that right?

A Yes.

C. And for private label, 69 and a half percent; is that
right?

A, Yes.

Q. And then it goes on to include 78 percent for personal
non-credit card and 75 percent for personal homeowner loans;
is that right?

A. That's right.

Q. Okay. Sc it seems that Mr. Pantelis has much higher
recidivism rates than the onss you reported in April Z002;
does he not?

A. Mr. Pantelis is the one who generated the numbers we
disclosed in April 2002. And so I'm not -- again, I'm not

sure the context of this e-mail and how directly comparable 1t
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2005
is to the analysis that Pantelis did for the FRC,
. Dkay,
&, Clearly 53 is higher than 13.
Q. Okay. But you agree with me, sir, thar when you presented
those figures in April 2002 at the FRC, you didn't include
people who had been re-aged in the last 12 months as
recidivists, right?
A. I didn't know that at the time, and I didn't say anything
about that.
0. QOkay. But yeu didn't include those, did you?
L., The definifrion of recidivism at the FRC did not include
subsequent re-ages.
Q. And Mr. Pantelis in this document says, If we restate our
recidivism figures with classification of subsequently re-aged
accounts ag recidivists; that's what he's figuring out here,
right?
A, That's what it says.
Q. He's saying, if we put back in as recidivists people who

did it again, guys that got re-aged another time, these are

the numbers?
A. That's what -- that's what this says.
0. Okay. Let's look at one more if we could. f£'l1l show you

Plaintiffs' 79,
(Tendered.)

(RBrief pause.}
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A. That's what this -- this says 1.847. And it would have
been lower than origirally reported.
U. Okay. BAnd same thing for the year 2000; is that correct?
A, Correct.
¢. &nd the same thing for the year 199%; is that correct?
A. That's riqght.
Q. Okay. And, in fact, sir, if you take a lock at the page
that ends with the Bates range 34, do vyou see that?

At the very bottom there, there's a chart; is that
right?
&, I do see that.
2. And it shows that between 1994 -- for the years 1994 to
1998 in your restated 10-K, you reduced income, reported
lncome, by $155 millicn for those vears; is that right?
A. For "54 to '98 did you say?
g. Yes. I'm just looking at that chart there.
A. That's what it says.
Q. Tor example, in 1999, vyeu lowered your net lnceome in this
document, your reported income, by $%8 million; is that right?
KA. That's what it says.
Q. Okay. And in 2000, you reduced your reported income in
this document by 70 million; is that right?
h. TYes, sir.
Q. And for the year 2001, you reduced it by 75.9 million; is

that right?
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A.  That's correct,

Q. So the numbers were lower by those amounts in this new
16-K, this amended 10-K, than they were in the original
documents; is that right?

A. That's correct.

@. 1'd ask you ta turn to the very next page that ends with
the Bates range 035.

At the very top, there's another chart. And it
appears to show, sir, your -- how your earnings per share
numbers were affected by this restatement; is that correct?
A. That's what it says.

Q. Okay. &And so, for example, loocking at the diluted
earnings per share, in 2001, when vou originally issued your
10-K in March of 2002, you told people that their earnings per
share was $4.08, right?

A. That's correct.

Q. And now you were telling them, well, we got it wrong; it's
$3.91; is that right?

A. I'm not sure I'd characterize it quite the way you did,
but it would certainly say it's 3.91.

Q. In other words, originally we %old you $4.08; now we're
telling vyou $3.31; is that right?

A. I would agree with that.

Q. In 2000, you told people, in probably March of 2001 when

you issued your 10-K, you told people the EPS was 53.55: is
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2105
economic and net present value analysis behind our re-age
policies, and that our criteria is that we wanted to do the
right thing for the customer and make a good economic
decision.

The re-age policies really benefitted both the
customers and benefitted the investors.

Q. So, your concern was, with what you wrote here —-- "I want
to make sure we're doing the right thing for the customer and
making a good economic decision" —-- is that right?

A. Of course.

Q. And when you said making —-- or when you said -- "making a
good economic decision," what did you mean?

A. Well, I mean, we were responsible for increasing the
return to the shareholders. And if you did restructures or
re—ages correctly, you would increase cash flow; you would
reduce the ultimate credits losses the company would have; you
could reduce your cost of collections; you could improve
customer relationships, which would benefit investors over the
long-term.

And, so, we wanted to do the right thing for the
customer, but only in a way that made -- was also a right
business decision for the investors.

Q. The investors being the plaintiffs in this case; is that
right?

A. That's correct.
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2118
Q. Did you understand that the investors -- future investors,
present investors -~ might read and rely on those statements?
A.  Of course.
@. Did you think you misled or deceived anyone?
A,  No.
Q. Mr. Schoenholz?
A. BAbsclutely not.
Q. Did you ever lie to the public, to the investors about the

affairs and the business of Household?

A

o,

c.

I never lied to anybody.

Did you ever instruct anyone to do
Never.

Anyoene ever instruct you to do so?
No,

Mr. Gilmer, Mr. Aldinger -- anyone

you to do that?

AL

Q.

Never,

-- did they ever tell

Did you ever conceal any information from the public or

the investment community about the affairs of Household that

you deemed material --

A

(O

Mo,

~— Lo those affairs?

No.,

Did you ever tell anyone else to do that?

I did not.
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-

Q. Now, you'we heard some testimony sitting back here from
2 Public Relations people, Megan and others?

Did you ever tell any of the Public Relations people

ad

4 to conceal anything or to hide anything from the investment
01:55:13 5 coemmunity or the investors?
5] A, Absolutely not.
7 Q. Mr. Dowd showed you some articles or an article -- one
3] article -- from a newspaper about some allegatiocns of lending
9 practices,
01:55:31 1¢C Bid yeou ever conceal the existence of a pervasive
11 nationwide, widespread predatory lending scheme, sir?
1z A. I never did.
13 Q. Did you believe -~ did you believe -- that such a scheme
14 exlsted?
01:55:45 15 &. BAbsolutely not,
16 Q. Now, we've talked about re-age. Did you ever conceal or
17 urge anycne to conceal that Household used re-age or
15 restructuring to hide the true credit quality of Household's
15 loans?
01:56:07 20 A. I never did that,.
21 Q. Did Household do that, sir?
22 A. Absolutely not.
23 Q. Did you ever think or did you ever believe they did that?
24 A, No.

01:56:16 25 0. MNow, we've heard some stuff about internal and external
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making a good economic decision"?
A. That's absolutely right; and, particularly, for the type
of customer that you've heard about within Consumer Lending.

You know, there's been testimony about 11 out of 12
payments and all that kind of stuff. And I think most of
Household's customers made 12 out of 12 payments, but some did
not.

And, so, that re—-age process was an inherent part of
that value proposition to those customers —-- that you
originated a certain type of customer at the front end,
recognizing they might need that flexibility in the collection
process.

So, it would be foolish to originate that kind of
customer and, then, not afford them that flexibility in the
collection process. That wouldn't make any sense at all.

But the other part of the re-age issue is really it's
good for investors.

By re—-aging properly, you reduce the ultimate loss,
in terms of charge-offs. You don't let the person get so far
down the scale they can't recover. It helps you kind of
manage your collection work force, so that you can take and
put your collection dollars on the customers that are most
difficult; and, for the customers that are less difficult, you
can deal with it in a more cost-efficient factor.

A re—-age improves cash flow out of loans. Even if



02:

[

143 05

~]

02:11:05 16

11

13

14

02:11:24 15

16

Schoenholz - cross

that loan ultimately charged off, you could improve the net
present value of that loan.

And I think from an investor point of view, too —-
particuiarly, in this kind cof business -- if you were taking
and cementing in longer-term customer relationships, that's
obvicusly good for the investors over time.

The one other point I would make, though, 1s there iz

kind of this -- or could be an assumption that you were doing
re-aging to defer credit losses. Buf that's just not the
case. I mean, because you reserved for those accounts.

So, 1if an account was re-aged, it would have a
reserve against it and it would have a higher reserve against
i1t than if it had not been re-aged, such that from a financial
point of view and from the earnings that investors would see,
that was irrelswvant.

The earnings were properly stated because the
reserves were properly stated.

Q. How do you know they were properly stated?

A, Well, we had a lot of detailed procedures. We had a lot
ot people looking at it. We had a lot of people -~ we did
reserves with statistical models adding a judgmental
cerponent.  We had the Credit Risk peopie then compare those
models to their projections of future credit lcsses, And,
then, finally, we had the external auditors audit them. Znd I

can tell you in this time frame -- by "time frame"™ 1 mean the
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2130
i class period in particulariy —--
2 Q. '9% 1o 20027
3 B '98 to 2002, and particularly as it related teo '99, 2000

4 and 2001. We had Andersen audit the reservas; and, then, as
0Z2:12:21 5 we talked about earlier -- that there was this restatement and
5] KPMG came In, and KPMG re-audited all the reserves and they
theought they were fine.
8 And not only did KPMG re-audit the reserves, KPMG
9 brought in their own Credit Risk specialists to re-audit what

2:12:40 10 the auditors audited.

[

i1 S50, throughout this time peried, there was a lot of
12 scrutiny on the credit loss reserves. Everyone concluded they
12 were right.

14 2And I guess the final point is that even with

GZ2:12:532 15 hindsight, we never had a blow-up. We never had a credit
16 surprise.

17 Q. What does that mean?

18 A. Well, as I said earlier, you know some losses aren't --

1o you aren't -- geoing te collect all these things, but you don't
02:13:05 20 know which cones and how much. So, yer have to makes an

2% estimate.

22 But if you didn't make a correct estimate

23 consistently, eventually the fact that you had been

24 underastimated these things would catch up with you; and, at

02:13:19 25 gome future period, you'd have teo have some kind of charge
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Household, to put that in context.
Q. Now, was re-aging an accounting pollicy or an operational
policy?
A. It was absclutely an operation policy. It was delegated
to the Business Units. It was set by the detail -~ the
Business Unit Collection pzopie and the Business Unit Credit
risk people.
Q. It's keen a while for everybody.
How many Business Units did Household have?
A, I think seven major ones.
0. Okay.

And, so, were the Business Units -- is what vou're
saying the Business Units were responsible for the cperational
policies of re-aging? Is that your statement?

A, Absolutely.

. Now, you mentioned about disclcosure ahout the re-aging
policies. Would you give us a little background about when
and how that came about?

2, I think T would start that discussion with -- in the
context of the 2001 10~K.

We had never previcusly disclosed in our 10-K filings
the existence of re-age policies, although 1 believe that we
had some types of disclosures in our asset-backed filings.

But when we were locking at the 2001 10-K, we were

aware that thare were guestions among the financial press —--
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1 was Lrying teo pull together the numbers to put in this -- I
2 think you called it a two-pronged disclosure -- the 10-K and

3 the FRC?
4 A. Absolutel
0Z:46:02 5 I mean, we had actually talked about frying to
6 include these numbers in the 10-~K three wesks earlier in March
7 and we couldn't because we couldn't get the numbers pulled

g together.

pYe)

But this was the first time that the Corporate Credit
0Z2:4€:15 10 Eisk group, working in connegtion with the Business Units,
11 gathered all the Business Unit data and consclidated it.

i

12 Q. When you say "we couldn't," was that because there was
i3 separate Business Units that had all this data and the data
14 was different; or, what was the reason?
J02:46:31 15 A. I mean, the re-aging was an operating policy. It was
16 delegated to the Business Units. They tracked it. We didn't
17 ask them tc report it to corporate. 1 didn't get menthly
18 reports talking about it.
19 And, so, when we decided we wanted to take a
02:46:47 20 censolidated view of it, the guys had to get together and
21 figure out how to gather the data in consistent formats and
22 consistent terminology and how to consolidate it; and, when we
23 talked about the error that happened, I think that's why we
24 had the errcr.

0. Well, let's talk about that error.

[a]
[h®]
W
-1
o]
=N
e
(8]
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A, Right. That was the document.

And we talked about sub-certifications.

0. Yes.
A. That's what this is.
And, sc, this would have been received --
MR. SLOARNE: Brian, let's put this back up now,
please.
(Brief pause.)
BY MR. SLOANE:

Q. Go ahead, please. I'm sorry.

E. It's not dated, but this would have been received in that

time frame of either July or August.
0. July or August of what year?
£ 2002, Excuse me,

And in 1t, because we had pecple when they reviewsd
the 10-K document or the 10-0 document, they had to certify
that they were not aware of any errors or any misstatements or

anything else.

And, so, Mr. Makowski, I think —-- because he knew
that the FR -~ that the FRO presentation, this document --
. "This document” being -- for the record, being --

Piaintiffs' Exhibit 7257
L, I don't know what --

¢. It's the one with your handwriting on it?
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A, It's -- correct, that one (indicating).
Q. Qkay.
A.  That he knew that that had been filed with the SEC -~ not
with my handwriting con it, of course, but the clean copy -- 1

think he felt that he needed to certify the fact that thers
was an error on this -- in this deocument.
Q. Who made the error?
A. A guy named Dan Pantelis.
©. Did he admit to making the error?
&, Ch, yeah. Dan --
MR. DOWD: Objection.
Hearsay, your Honor.
ME. SLOANE: It's a little late, Judge.
MR. DOWD: It's not, your Honor.
THE COURT: Well, overruled. It's late. TIt's
overruled,
Proceed.
BY MR. SLCANE:
Q. Now --—
A, Your question -- what was your question?
Q. Well, T asked you a questicn: Did he admit to making the
error?  You said "Yes."
Let me move on to another issue,
Can you just explain to the jury what was the error

that Mr. Makowski is explaining had been made by Mr. Pantelis
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¢r by Mr. Makowski's group in this document, which is
Plaintiffs’ Exhibit 1887
A. I'm not sure exactly how it arose, but what you can see is

that 1f you look at the "As Prepared" and "As Corrected" -—-
Q. Why don't you --
MR. SLOANE: Brian, maybe you can follow along and —-

(Brief pause.)
BY THE WITNESS:
A. If you loock at those two columns and you go down to the
row that says, "Re-Aged Mulriple Times, " what we told
people -- what we disclessd based on what we thought was
correct at the time, at the April 9th Financial Relations
Conference -- was that 4.3 percent of the portfolio was
re-aged more than cne time. That's what we toid people.

Conversely, what that would have meant is that 83
percent of the people had never been re-aged.

You know, 1if you look, that's the difference
between -- by the fact that it's 16.9 percent for Lhe total.
Sa, 1f you do the arithmetic, what that means is we told
peopie that about 35 or 96 percent of the peonle had never
been re-aged or had been re-aged one time. That's what we
told pecple on April 9+th.

What we found out, then, was that that was wrong;
that the people who had been re-aged more than once was

seven-and-a-half percent.
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50, said another way, that would have meant instead

of 30 -- 896 -- percent of the people who had never heen
re-aged or re-aged once, it was only %0~ -- about 93 --
percent.

Q. Mr. Pantelis made a mistake, right?

A. Yeah. He made a mistake.

Q. Go on.

A, That's really what it is. 1 mean --
oL Did the 16.9 percent change?

A. That was --

0. Total re-age?

A, That was all the same.

The two-plus delinguency was all the same; the
charge-offs were the same; our reserves were the same; ocur
Teserve ratlos were the same; and, so0, we concluded that that
was not -- I mean, it was unfortunate. We certainly didn't
want it to happen. But 1t was an unintentional error on his
part and we concluded it wasn't -- wasn't -- material.

Q. You concluded it wasn't material. Ts that a conclusieon
you reached after the error was discovered?

A. Correct.

Q. And that was discussed internally?

A.  We got everybody together -- this came to my attention
probably -- T don't remember exactly, but within weeks. I

knew about this long bafore Makowskli did it in his

[n¢]
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certification. And we got all the right people together to
talk about it. And that was cur conclusion -- is that it was
an error,
Q. When you said you knew about it before the his
certification, did you know about it before you told the
investor community?
A, Absolutely not.
Q. You're sure about thar?
A. I'm positive about that. I'm positive -~ I can't remember
the exact date that Pantelis and Makowski came into my office,
but if was two to three weeks after we did this presentation
and they came in and said they had bad news.
Q. Bad news?
A. TYeah,

They wanted -~ they realized they had made a clerical
error and needed to tell me about it.
Q. What was your reaction?
A I was not pleased; but, you know, it was what it was. And
once I ceoncluded that it was an error, I got the right people
invelved to figure ocut what to do about it,
Q. Wow, you menticned -- or actually, Mr. Dowd had a
Cranscript of a -~ I guess if's Plaintiffs' Exhibit 183.

Can you find that in front of youz It's a big
thick --

&, What was it7?
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MR. SLOAWE: May I proceed, your Honor?

THE CCURT: -- proceed.
BY MR. SLOANE:
Q. Mr. Scheenholz, we talked a little bit about reserves, and
I'd like you to explain what the process was of setting
reserves. I think you menticned something about statistical
reserves. Why don't you explain that,
A. The business units each would calculate a statistical
estimate of their loss reserve requirements using & consistent
methodology but unigue to thelr product. And what they did is
they tried to track, or they didn't try, what they did do is
they tracked how loans would move ameng delinguency buckets on
the way to ultimately being charged off.
2. What's that mean, moved betwsen delingquency buckets?
A. S0 you might look at an account that's current in month
one, and the next month you'd see, well, what happened to it?
Did it stay current? Did it go to one month delinquent?

The next month you could say, well, what happened to
that account? Did it go te three months delinquent? Did it
stay at two months delinguent? Did it go back to current?

And you would get we called them roll razes. Some
people called it migraticn analysis; but in essence, it was a
detailed calculation of -~ of your portfolico's potential loss
experience based on delinquency status and charge-off

experience, and each of the business units would do that kind



03:25:4¢6

03:25:56

03:26:10

03:26:36

03:26:59

il

10

11

12

13

14

19

20

21

Schoenholz - cross
2156

of model.

They would then send them to the corporate office.
The corporate office would look at those and then arrive at
judgmental ressrves.
Q. Let's stick with the statistical reserves first.
E. Okay.
Q. 5o the statistical reserves were done by the business
units, is that correct?
L. Yes.
@. And was -- if an account was re-aged, we heard all this
discussion about re-aged, if it was re-aged, was that

reflected in the statistical reserves?

A, Yes.
Q. How?
A, Well, however the -- if an account that was re-aged

performed worse over time, it would move through the buckets
more guickly, and so it would end up carrying a higher reserve
regquirement.

Q0. So if it moved from 30 days delinguent to 60 days
delinquent, would that somehow affect the statistical
reserves’?

A. Sure. And -- and if it -- I don't know how really else to
explain it, but I mean you had huge numbers of accounts. And
so when you looked at how those accounts performed over time

and how they migrated from bucket to bucket, delinguency



03:27:21 5

03:27:28 10

03:27:53 15

Schoenhelz - cross
2167
bucket, delinguency status to delinguency status, you would
come up with a reserve requirement for those types of
reserves.

We had refined a methodology to actually break down
statistical regquirements among -- for those accounts that had
been re-aged, which would carry a higher reserve component
because they were the weaker accounts, for accounts that
declared bankruptcy, and then for accounts that had never been
re-aged or gone bankrupt,

Q. So you started -- these are the statistical reserves.

Now, was there -- were there also ancther component

of the reserve-setting process?

A. The second component was called Judgmental reserves.

Q. What's that mean?

A, Well, the statistical models were a historical average, so
you nesded to take into account things that might not be
refilected in that historical average,

S0, for instance, if the sconomy was getting worse,
vou'd want tec have more judgmental reserves. Tf you thought
housing values were getting worse, you'd wan* to have more.
You looked at unemployment. You looked at the mix of products
in the portfelio.

So 1f unsecured products were growing more guickly
than real estate secured and they had higher loss rates, you

might want to have more judgmental reserves for that.
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A. Then you would have to take another sxpense to make up the
shortfall between the 100 and the 200.
Q. 5o you'd have to add to your reserves then or take an
expense for the miscalculation or the missed expectation?
A. Yes, sir,
Q. Did that ever happen?
A, Never.
C. UWow, let me ask you, you mentioned something called FFIEC
in your direct-examination, and I know that we've heard some
testimony about this., You were in the back of the room
before.

Without getting into what FFIEC stands for, did it
apply to household?

A. It applied to cur credit card bank, but not to the other
parts of the company.

Q. What percentage, if you knew, of Househcld's total
receivables did FFIEC apply to?

A, My guess 1s -- I don't remember exactly, but it was
relatively small.

C. Relatively small.

Sc what was the concern about FFIEC and the FFIEC
rules that we have heard so much testimony about as you've
been sitting in the back of the courtrcoom, what was your
concern apout FFIEC as it might apply to Household?

A. Well, FFIEC were rules set by banking regulators to apply
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to banks, and they set standards on things such as re-age and
charge-off,

Q. Was Household International a bank?

£A. It was not a bank.

And the concern was if you applied these standards
which were meant to apply to a bank's customer base and you
applied them to a consumer finance customer base, you would
actually increase the amounts of ultimate credit losses within
the f[inance company.
¢. What would it do to your business model in terms of your
dealings with your customers?

A. It would really throw the whole model upside down. 1 mean
the reason you had a consumer finance company customer was
that they really didn't normally qualify to go tc a bank. So
it would make no sense to take that customer and now s5ay,
well, now T'm going to treat you like a bank customer.

Q. Mr. Dowd and I asked you about a restatement that cccurred
in connection with certain credit card agreements.

Would you describe the circumstances surrounding the
restatement?

A, In -- T think it was in the spring of 2002, the audit

committee of the board decided to replace Arthur AEndersen and

ot
O

to hire KPMG. KPMG was, therefore, engaged, and they had
re-audit, issue their opinion, on 1991 -- 1999, 2000 and

2001 -- the financial statements in thoss 10-K documents.
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Q. Before KPMG got involved, was Arthur Andersen involved?
A. Arthur Andersen had done the original audit work of those
financial statements and had valid audit opinions that were
out -- that were in effect for 1999, 2000 and 2001.
Q. What's a valid audift oplnion?
A, Well, in terms of financial statements included in the
10-K, you have to have an auditor's report that is current,
and there were rules about what current meant; but you had to
have a set of audited financial statements on file with the
SEC in order to conduct transactions in the securitiles
markets, trading stock or, for us, going in to borrow money
which we would then lend to customers.

So you had toc have a valid set of audited financial
statements on file with the SEC to conduct your business.
Q. MNow, Mr., Dowd showed you a bunch of 10-Ks for various
years, 2000, 2001 and 2002. As best you understecod 1t, did

those include opinions from your outside auditors?

A, Yes.

2. Is that scmething that you drew comfort from --

&, Tes.

0. -- in certifying the documents after the Sarbanes-Oxley

rules came into effect?
A. Well, and even before Sarbanes-Oxley came into effect.
The fact that I had to sign the documents.

©. Now, we saw on the board, if you put up that demonstrative
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exhipit, Brian, D¥ 180 -- I'm sorry —-- it's the one about the
process.

That's 1f.

This refers to the external auditors, dees it not?

If you leok down the lower left-hand corner?

A, Yes, sir.

Q0. And it alsc includes reference to the external auditors in
the top, in the 10-K draft, is that right?

A. It does.

Q. Rnd that was Arthur Andersen first and then KPMG?

A. Correct.

Q. MNow, T interrupted you. Arthur Andersen, you were telling
us about Arthur Andersen, and then you said KPMG came in, so
continue, please.

A. Okay. 8o the audit committee decided to replace Arthur
Andersen and hire KPMG. KPMG had to audit 1999, 2000 and
2001, even though they had previousiy been audited by Arthur
Andersen. And they did that in the summer, late spring and
summer of 2002,

KPMG's audit conclusions that they concurred with
everything, including loss reserves and disclosures on
re-aging, on the company's account credit policies, but they
did not, KPMG did not agree with the acccunting on three
contracts that Household had regarding marketing credit cards.

And without going into a lot of detail, the issue was
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kind of basically the same on all three. It was Household
Spent money to market credit cards or paid money to these
pariners to market credit cards and, therefore, got a bhenefit
from that over a period of time, and what was the period of
time to record that expense? Because you wouldn't record it
all day one. You would recocrd it over some period of time,
And there were no specific accounting, hard-line accounting
rules about that. So you had to use management judgment.

When Household first established those contracts, one
of which went back I think te '93, I think it was '92 or '93,
we had consulted with Arthur Andersen at that time who were
our auditors to get their opinion --

MR. DOWD: Objecticen, lack of foundation and hearsay.

THE COURT: Sustained.
BY MR. SLOANE:
©. Let me show you a document. Perhaps this will expedite
this. Can you put in front of you Plaintiffs' Exhibit 231.

1 think you should have that right in front of you,
Mr. Scheenholz, in that waybe top of the pile.
E, 231z
Q. TYeah, it's the 10-K/AR. Lo you see that?
A.  Not yet.
¢. Let me just see 1f I can put it up on the screen and
pernaps that will help.

A. Qkay.
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MR. SLOANE: If you could, Brian, put up page %079,
and highlight -- it's page 62 cf the document. Highlight the
last paragraph at the bottom. Maybe vou can blow that up,
Brian.
BY MR. SLOANE:
Q. Now, this says, "Household International has restated its
censelidated financial statements for the years ended
December 31, 1399, 2000 and 2001. This Form 10-KE/A and the
exhibits included herewith include all adijustments relating to
the statement -- restatement for all such prior periods. The
restatement relates to MasterCard and Visa co-branding and
Affinity credit card relaticnships and a markefing agreement
with a third-party credit card marketing company. All were
part of our credit card services segment. In consultation
with cur prior auditors, Arthur Endersen, LLP, we treated
payments made Iin accordance with these agreements that were
entered into between 1992 and 1999 as prepaid assets and
amortized them in accordance with the underlying economics of
the agreements. Our current auditors, KPMG, LLP, have advised
us that in their view, these payments should have either been
charged against earnings at the time they were made or
amortized over a shorter period of time."

Do you see that?
A, 1 do.

2. And does this accurately reflect what happened; that is,
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that Arthur Zndersen, as set forth in this document, had

consulted with the company and had agreed with the accounting

at that time?

AL

Q.

B

Q.

Yes.
And KPMG came in and it disagreed, 1s that what this says?
That's what that says.

Now, there was also a different view, was there not?

There was some view that the 0TS had about this, is that

right?

A, The oCC --

Q. OCC, I'm sorry.

A. == vyes, had a view on one of the -- one of the items.
Q. And had they changed their view over fime?

ME. DOWD: Obiection, hearsay.

BY MR. SLOANE:

Q.

A,

What was your understanding of their view?

They criginally agreed with the accounting as Household

did it and subsequently went back and questiocned their prior

oplnion and were in the process of finalizing their opinion

when this matter arose.

Q.

Was it correct te say, sir, that you first followed the

views of Arthur Andersen?

A

Q.

A.

That's correct.
And then KPMG came in, you fellowed theilr views.

That's correct.,
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MR. SLOANE: DMNothing further, your Honor.

TEE COURT: Redirect?

MR. DOWD: Thank vou, vyour Honor.

REDIRECT EXAMINATICN

BY MR. DOWD:
Q. Mr. Schoenholz, just so I understand, the financial
statements that got restated, =ir, that you just talked about
with Mr. S5loane, they were Household's financial statements,
right?
B, That's correct.
2. They weren't Andersen's financial statements, were they?
A. They were the financial statements of the company.
¢. They were your responsibility, right?
A, That's correct.
Q. Now, sir, you testified that these re-agings were done for
the customers, I think, on cross, is that right?
A, T think I testified they were done and benefited customers
and benefited investors.
0. Okay. 8ir, I'll ask you to look back at Plaintiffs!'
Exhibit 654, which you looked at, I believe, yesterday or
today. Plaintiffs' 654.

MR. DOWD: Can we have the switch, your Honor?

THE COURT: Indeed.
BY MR. DCWD:

0. Again, sir, this was an e-mail from Mr. Makaowski in
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day when we ended this quarter, 4 percent of our loans were
two-plus, right?
A. Tt was a reported statistic.
Q. Yeah. TIt wasn't a future prediction. Tt was a number
saying this is where it is right now in terms of people that
are two-plus delinguent, right?
A. That's a statistic,.
Q. Right. It was current data, isn't that right, sir?
A. Correct.
Q. It wasn't a future prediction, was it?
A. It's a statistic as of a point in time.
2. Right.

Noew, sir, you talked about this April 9, 2002
investor conference, right? 2nd we looked at these beards
eariier today about some of the information that he gave Lo
these 400 pecple in this room who followed Househcold, is that
right, sir?

A.  We did.
Q. Okay. And you said, oh, we gave them the wrong numbers,
but T did it by mistake, is that right?

That's what I said.

et

Q. ©Ckay. &And you understood, sir, that, in fact, the number
you gave for multiple re-ages was 4.3, and the actual number
was 7.5, 1sn't that right?

A. Not when I gave the presentation.
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Q. No, but you later learned, within weeks, you said, is that
right, sir?
A. That's what I said.
Q. Within weeks, you learned that the loans that had been
re-aged multiple times wasn't 4.3 percent. It was
7.5 percent, right?
A, Correct.
Q. Okay. TYou left cut about $3 billion in loans, isn't that
right?
A. That's what that says.
Q. Okay. £2nd that's what you learned from Mr. Makowski and
Mr. Pantelis, is that right, sir?
A. Correct.
Q. Ckay. So after giving those information, all that
information to the investors on April 2, 2002, as soon as you
found that cut, within two weeks, you issued a big press
release and corrected those numbers, right?
A. I told you we concluded they weren't material and we
didn’'t correct them.
2. Ckay. So tust so I understand, no press release went out
saying, oh, boy, the numbers we Gave you about muitiple
re-ages were wrong.

No press release like that went out, did it, sir?

A. That's correct.

2. You didn't tell anybody about that mistake, did you, sir?
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't tell people about that mistake.

Was that the last time you gave those numbers

between then and Octeber 11, 20027

A.

<.

I don't

Sip, di

recall.

d anyone ever tell you during 2002 that re-aging

was being used te inappropriately mask the true two-plus

delinquency numbers?

A,
Q.

re-aging was being used to mask the true two-plus delinguency

Say tha

Did any

number?

A, I'm not
Q2. Okay,
A, I -~ I

t again, please?

one ever tell you during the year 2002 that

sure. Possibly in one case.
Who teold you that?

m not sure, but there was a discussion regarding

mortgage services, and I'd referred earlier to this woman

Elaine Markell. And I think that was her view, and I'm not

sure if she expressed that view to me or not. I know she'd

expressed that view to other pecple.

0.

A,

Okay.

I think

think I hsa

0.

Ckay.

But you learned of it in 2002, didn't you?
1 learned of that some -- at some point in time,

rd that comment.

Sir, Mortgage Services was the second largest of

Household's business units in 2001 arnd 2002, was it not?

AL

Q.

I'm not

Ckay.

Sure.

You had about 39 billion in loans in Consumer

I
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Lending, and you had somewhere around 18 billion in loans in
Mertgage Services, isn't that right?
A. I don't remember, and I'm not sure what credit -- off the
top of my head, I can't think of what Credit Card Services
nad,
Q. It was bkigger than Auto, right, sir?
A. Clearly bigger than Auto.
@. 1t was bigger than Retail Services, wasn't it?
A. It was.
Q. MNow, sir, you said that you didn't conceal anything from
investors, is that right?
A. That's what T said.
2. But you ordered the destruction of documents, isn't that
right, sir?
A. I ordered the destructicn of Andrew Kahr documents.

MR. DOWD: No further guestions.

THE COURT: Recross?

MR. SLOANE: Yes, your Honor.

RECROSS EXAEMINATION

BY MR. SLOANE:
Q. Mr. Dowd asked you about this error, and your
determination was, I think your testimony was 1t wasn't
material. Why was that?
A. Well, the first point was the total re-ages were correct,

The 16.% percent number on that chart, that was correct.
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Delinguency was correct.

Charge~cffs were correct.

Reserves were correct,

What wasn't cerrect was that split within the re-aged
category, and although we can say $3 billion is a lot of
meney -- T don't disagree with that -- the receivable
portfolio was $100 billion, and it was 3 percent difference.

MR. SLOANE: Nothing further, your Honor.

MR. DOWD: Your Honor, just one question.

THE COURT: Sure.

FURTHER REDIRECT EXAMINATION
BY MR. DOWD:
Q. Sir, you understood that an account that had been re-aged
multiple times performed worse than an account that had never
been re-aged before and had performed worse than an account
that had been re-aged just once, isn't that right?
A. I believe that's true,
. So those $3 billion in loans were going to perform worse
than other lecans, isn't that right?
A. OQur credit loss reserves would have been taking that into
account and would have -- so there would not have beesn an
effect on that for the investors.
Q. Okay, sir, but you didn't tell anybody about that, did
you?

A. T think I've already testified I didn't.
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Household in which it was very critical of various Household
practices, didn't you, sir?

A,  I'm not sure what the Washington DFI report is.

Q. You never saw that report, sir?

A. Not to the best of my receollection.

©. Now, between 1929 and the time period we're talking about
in 2002, sir, you're aware of evidence that Househord had
misled investors and analysts, weren't you?

A. I'm not sure if it would be misled.

©. You're aware in which -- there were situations in which
Household misled investors and analysts about its re-aging
policies. You're aware of that, right?

A, T improperly -- I improperly stated what our restructure
policy was to mis -- to investors, yes.

Q. You did?

A, TYes.

Q. When did you do that?

A. I wrote a note. In early '02, I asked what the re-age
poilcy was for real estate. I stated that it was two

months -- I'm sorry -- two payments within 12 months, and
there were some exceptions that T had forgotten about. And I
basically disclosed that to senior management early in April.
Q. Right. But I thought you said that you made the statement
to investors and analysts that --

A, I had been -~-
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¢. Let me finish.

-- that vou made the statement that was
misrepresented to investors and analysts?
A. Well, when senicr management asked me what the policy was
in real estate, I stated it would be two payments -- two
payments within twe meonths, once every 12 months, and it was
proven to be inaccurate.
Q. When did you make this statement to management?
A. That it was inaccurate?
Q. Yes,
A, In April.
©. April cf what year?
A. 2002,
Q. Okay. Let's take a look at the e-mail I think you're
referring to. It's Plaintiffs' Exhibit 1100. It's already in
evidence,

{Tendered.)

8Y MR. BURKHOLZ:
Q. Let's highlight the first paragraph, please.

This is an e-mail you wrote on April 4, 2002, right,
sir?
AL Yes,
0. And you wrote it to Gary Gilmer and Joe Vozar, right?
A, And Dave Little,

2. Dave Little.
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Tou wrote, As you Know, we have stated that in real
estate, our restructure policy is once every 12 months with
two payments received. This statement has been made
externally to investors, as well as buy- and sell-side
analysts.

That's what you wrote on April 4, 2002, right, sir?
A. Yes,

Q. You go on to say, As you are aware, we would restructure
real estate more often than once every 12 months if we secured
an EZ Fay arrangement with the customer.

Do you see that?

A, Yes.

Q. And then it says, This situation has been corrected. We
determined that Beneficial legacy accounts -- and Beneficial
was the company that Household acquired in 1998, right?

A, Yes,

Q. And Household, in your consumer lending division, would
re-age and restructure those accounts during 1999 and 2002,
correct, sir?

AR. In that perilod, yes.

Q. Okay. So you wrote, We determined that Beneficial legacy
accounts were restructured once every nine months with one
payment. This has been the policy for some fime, Hewever, I
did not remember it. Any issues relating -- arising from this

are my responsibility.



11:46:01

11l:46:22

11:46:31

11:46:50

9

10

11

12

13

14

15

16

17

18

13

20

21

25

Rybak - direct
2328

And you're referring to the Beneficial legacy now,

right?
A, Yes.
Q. GCkay. A&nd then you -- at the bottom, you write, I will

cover this off with corperate, right?

A, Yes,

Q. And by that you meant you were going to discuss the fact
that these two statements that had been made externaliy to
investors and had been found to be inaccurate, you were going
to discuss that situation with Mr. Makowski, the controller,
and Mr. Schoenholz, right?

A, TI'm not sure. I believe I discussed it with Mr. Makowski.
¢. Right. And he was the controller for Household
International, right?

A.  No.,

0. He was the controller for Household, correct?

A, Mr. Makeowski? No.

. What was his position?

A. He was director of credit risk for Household.

©. Okay. And the five divisions of Household would
communicate with him, right, regarding issues that came up?
A. Yes.

. And he worked for Mr. Schoenholz, right?

AL Yes.

¢. And you would agree with me that Mr. Schoerholz had input



11:47:14

11:47:35

11:47:55

11:48:08

11:48:19

10

11

12

13

15

16

18

19

20

21

Rybak - direct
2325%

into restructure policies at Household, right?
A, Yes, he did.
¢. Qkay. Are you aware whether Household issued a press
release or public statement to investors or analysts to
correct the ilnaccuracy as identified in your e-mail?
A. Not to the kest of my knowledge.
0. When you wrote inaccurate on two accounts, that the
inaccurate statement had been made externally to investors,
you meant all Investors, right, individual investors,
institutional investors?
A, I'm net sure about individuoal investors.
Q. Well, don't individual investors have a right to know all
information that's out there?
A. I'm not sure what is disclosed to investors or what the
rolicies are in terms of what needs to be disclosed to
investors,
. I understand you don't have that knowledge, but vyou
understand that Household puts out public statements that both
institutional and individual investors rely on, don't you?
A. I know that they do send out statements. They send out
10-¥s, annual reports.
C. 10-0s, right?
A, 10-0s.
Q. Sratements that the senior executives make during

presentations to analysts and investors are available o
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Q. In trying to come up with statistics about the effect of
restructuring, what were you trying teo do?
A. We were trying to look at the components of how that
account paid in the future, how many of them would remain
current, how many would roll to write-off. We would look at
the cash sometimes. There were different analyses that were
done.
Q. Was cne of the analyses profitability to the investors?
A. It -- we -- we computed the components of profitability,
how much cash was cellected, et cetera,
Q. Now, did you -- are you aware of whether consumer lending
changed restructure policies a couple of times in -- more than
a couple of times 1in 20027
A.  There were some changes that were proposed and there were
some changes that were done. Most of the changes in 2002 I
thought were somewhat minor, but there were some changes made.
Q. Just so we understand what you think, what do you think
the purpeose was of the restructure policies at Household?
A. Well, what we were trying to do was to maximize how much
cash we would collect. In real estate, for example, you
wanted to make sure that you would put the customesr in a
situation where if he had intent to pay he could keep paying
on that loan.

And we would -- for example, if -- tcday's April 15.

If the customer hadn't made a payment in January through
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April, he would have been due four payments. The collector
would call. Oftentimes, even if there was an intent to pay,
he could not make up all four payments that were in arrears so
he -- you know, if he had a $1,500 payment, he could be 56,000
in arrears if he was talking to a collector today.

The collector would ask for that money. But in most
cases, they couldn't pay the four standard payments. Also, on
May 1st, he would have another payment due; and on June lst,
again, he'd have another payment due.

What the collector would ask or tell the customer was
if you made two payments in the next two months, we would
consider you to be up to date. That 36,000 that you're past
due on you're still going to owe, but wa're Just not going to
ask you for it now. We'll just collect it as you make
payments and the loan draws down.

That would keep the customer -- it would be a
powerful offer, I think -- and it proved ocut to be -- to get
people to pay again. If you didn't make the cffer, some
percentage of those customers would basically give up and
not -- and go down the path of foreclosure because there's no
way they could start making payments again and pay the amount
that was in arrears.

Q. So is it fair to say that part of the reason for
restructuring was to help the customers?

A, You were trying to determine who had the ability to pay
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and who had intent. 2nd by asking for the pavments and
getting them, you could figure out which customers had intent
and it helped them out.

The credit bureau would show the balance was up to
date. They'd be able to stay in the house, and we'd be
getting cash payments. We would be getting standard payments
from that point on. So, yeah, 1t helped.

Q. Did -- did ~- you mentioned collecting cash. Were
restructure pclicies also designed, as you understood it, to
benefit the investors?

MR. BURKHOLZ: Objecticn. He's leading again.

THE COURT: Sustained. Reask the question,

BY MR. SLOANE:

Q. Did you understand that restructuring had ancther purpose
in addition to helping the customers?

A. Well, restructures -- you want the customers to resume
payment; and to the extent that restructures permitted that to
happen, it was good for investors.

Q. Did you ever conceal or urge anyone to conceal that
Household used restructuring to hide the true credit quality
of Household's loans?

A, No.

. Are you aware of anybody else doing that?

A. I'm ~- no one that I know of ever concealed anything about

restructures.
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fluent in the various systems. They knew how to get to data.
They were able to provide analysis to senior management, or
whoever was making the request, in order to see what the
ramifications were if, indeed, we changed the policy.
Q. That's something that you or your group did?
A. I had probably ten different people running that type of
analysis in terms of restructures or other things.
Q. But just -— I don't think we asked this before. How many
people actually worked for you in your group or worked in your
area?
A. I think at the time it was around 45.
Q. 45 people?
A. 45 people.
Q. And can you tell us whether the Household restructure
policies or its practices as you understood them were
consistent —- you used the phrase "consistent" before —-- with
the internal policies in all material respects?
A. Yes. And, you know, people made sure that whatever the
criteria was to restructure those accounts, that they were
followed.
Q. I'm sorry, that they were?
A. They were followed.
Q. Followed.
A. You know, accounts had to make payments. For example, you

know, we did not restructure accounts without payments being
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made. You know, typ- -- so, typically, when those payments
were made, that's when they would be restructured. They would
not be restructured without any payments.
Q. Now, I'd like you to put in front of you Plaintiffs'
Exhibit 1100, if you would.
A. Okay.
Q. You recall that counsel for the investors asked you about
this document on direct?
A. Yes.
Q. Now, I want you to walk me through this document a little
bit more, if you would. Let's start at the first —-- well, the
top of it. It says —-- and this is from you to Gilmer and
others, Vozar and Little.

Do you see that?

A. Yes.

Q. By the way, who was Little? What was his role?

A. David Little was 1in charge of real estate collections.

Q. Did he have anything to do with the Beneficial portfolio?
A. He collected both Beneficial and HFC real estate.

Q. Okay.

So, it says in No. 1 —-- under No. 1 —-- "As you're
aware, we would restructure real estate more than once —- "
"more often than once every 12 months if we secured an EZ Pay
arrangement with the customer. This situation has been

corrected."
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Now, let me just stop with that first one. That was
an error that was made by you or pecple working under you?

MR, BURKHOLZ: Objecticn. Leading.
BY MR. SLOANE:
Q. Do you know who made the error?
A. Yes, I ~-

MR. BURKHOLZ: Objection. Leading.

THE COURT: Overruled,.
BY THE WITHESS:
A. Yes, I know who made the error. We discussed having an EZ
Pay -- we put a policy in that you could deo an EZ Pay
arrangement, require a payment and, then, basically
restructure the account. The problem was that when they

implemented the policy, they misundarstood it. And what they

did was they didn't look at -- we -- the policy was you would
restructure once every 12 months. In error, they started
restructuring accounts that were -- it was less than 12 months

since the last restructure.

BY MR. SLOANE:

Q. When you say "they," who ars you talking about?

A. The unit managers in Collections. &And that's why Little's
onn the list. When I found out about this error, I called Dave
Little. He agreed that they had an error, started
restructuring. We called all of the unit managers; corrected

them in terms of what was supposed tc be done; and, then, they
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changed the policy immediately.
Q. I don't --
A.  They changed the implementation immediately.
Q. I don't think we've heard the phrase "unit managers.”" Who

were they? Maybe there's some other -- another name?

A. TWell, in Ceollections, you have a front end, vou have a
midrange and you have a back end. S0, vou have what they call
the unit managers would be running each of those groups. So,
"all supervisors” would be a better way.

The various supervisors of the group were on a
conference call when we discussed this, and we made sure that
they understcod what the process was.

Q. Did this have anything to do with -~ this error have
anything to do with -- the computers at all?

A, Well, the people who programmed the autcmated transactions
basically coded it incorrectly. They didn't keep the

12-month -- they didn't exclude accounts that were on -- whare
they were less than 12 months since the last restructures out
of that EZ rate -- EZ Pay restructure.

0. Mistake?

A. Mistake,

@. Let me go to the second itfem in this. And it says, "We
determined that Beneficial legacy accounts were restructured
onge every nine months with one payment,™ and, then, you go

on. I believe counsel started to ask you about that and -- in
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anpy event, would you explain that to the jury? What was that

all about?
A, Okay. When we -- we acguired Beneficial in 1998. Their
book of real estate business was -- the customers had a higher

probability of default than the rest of HEFC. And, so, what we
did was -- in '98, what we said was -- instead of requiring
two payments every 12 months, what we said was that we would
follow this policy where they would be restructured once every
nine months with a single payment.

The rule was 1if Household underwrote that account --
remember, this is '98. The rule was that if we underwrote
that customer and gave him a new loan ~-- paid off the old one,
just refinanced the mortgags, gave him a new one -- that we
would follow our policies in HFC, which is two payments once
every 12 months would be -- an account could be restructured.

But under the legacy, we said if we never underwrots
the loan -- we just bought these loans; if we never underwrote
the loan -- that we would follow the policy that -- policy of
one payment every nine months.

That portfeolie had gotten fairly small by this time
in 2002. T believe -- I know a billion dollars sounds like a
lot, but it was in the area of a billion to a billion-and-a-
half dollars.

We had %45 billion in real estate. And I had

completely forgotten about this, about the legacy. So, I was
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telling everybody that we used a two-month restructure. So,
that's why I said I had an error. And any issues arising was
my responsibility. I had simply forgetten about it,

It was a small part of the portfolio, again, you
know. And not that a billion-and-a-half -- billion,
billion-and-a-half -- isn't large; but, compared to the whole
book, it was small.

And, so, I had misstated that policy to senior
management.

Q. And you said it was a small part of the book. Do you have
any idea of what percent of Household International's total
portfolic that involved -- that mistake?
A. 1t was less than two percent.
Q. Do you have any understanding of the concept of
materiality at all, Mr. Rybak?
A. I understand the concept, yes,
Q. And did you think that was a material mistake?
A. T did not think --
MR. BURKHOLZ: Objection. Foundation.
BY THE WITNESS:
A, -- 1t was material, but --

THE COURT: Objection, what?

MR. BURKHOLZ: Foundation.

THE COURT: Sustained.

BY MR, SLOANE:
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R, Did you understand what "material” meant in or about this
time period?
A, T understood what "material"™ meant, yes.
Q. Did you have any view about whether this mistake was
material?
A. T didn't think it was material. I just didn't think it
was -- we were being accurate. And I wanted to make sure that
peocple understood about those two situations.
Q. Ancther mistake?
A. Unfortunately.
Q. Even people who go to the University of Chicago business
scheol make mistakes?
A. Yes,
Q. Now, counsel for the investors also asked you about a
document, 11037
A. Yes.
Q. Do you have that in front of you --
A, Yes, I do.
Q. -- or can you see it cn the screen?

Now, this talks about -- there are a bunch of e~mails
at the back, and I think counsel for the investors foccused on
this e-mail from you.

Do you see that, the top one?

A, Yes, I do.

Q. And, again, I think you were asked a bunch of guestions,
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THE WITNESS: Sorry.
THE COURT: Wait, sir. There's an objecticon.
What's the objection, again?
MS. BUCKLEY: Beyond the class period, your Honor.
MR. DOWD: It would relate to events during the class
pericd, your Honor.
THE COURT: I will sustain the objecticn.
BY MR. DOWD:
Q. &ir, your opinion, if you could, limit it to the 13 Qs and
Ks that were filed in connection with the end of these periods
originally. AlL right?
A. That is correct.
Q. Okay.
And do these 10-0s and 10-Ks, dc they report
information about Heusehold's income, for example?
A, They do,
Q. Do they report information about revenues?
A. They do.
Q. And do they report information about earnings per share?
A. They also do, sure.
Q. And, sir, do these -- this type of information, where in
the 10~ or 10-K is it presented?
What's that document called?
A. Well, "Financial Statements," in essence. The company --

10-0s and 1C0-Ks include the financial statements of the
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company, which consists maybe of three, four, five pages. It
can certainly vary.

And, then, over and beyond the financial statements,
there's a whole section called the "Footnotes" to the
financial statements, which are actually part of the financial
statements, which is a long narrative that explains the
financial statements.

And, beyond that, there's a whole other section of
the 10-K that also discusses the financial information, called
"Management's Discussion and Analysis,” also known as "MD&A .,

Q. What type of information is provided in the footnotes and

MD&AT?
A, Well, basically, the footnotes and MD&A —-- the narrative
part of the document -- basically is there to explain the

financial statements. They sort of give the story behind the
numbers, in essence: How the numbers were prepared; what
precedures, policies the company followed to arrive at these
numbers; and, they're very important to an understanding of
how the financial statements came to be what they are.
Q. And have you prepared a demonstrative exhibit to explain
the concept of the disclosures in these footnotes and MO&AS T
A, I have,
Q. Okay.

MR. DOWD: I'd ask to bring up Plaintiffs’

Demonstrative Exhibit 101.



02:30:44 5

9

02:30:57 10

11

12

13

14

02:31:17 15

16

17

14

19

02:31:36 20

21

22

23

24

02:31:51 25

Devor - direct

to
i=y
i
[

(Brief pause.)
BY MR. DOWD:
Q. Sir, you can you see Plaintiffs' Exhibit 101 there?
A, I can.
Q. And is that the demonstrative you've prepared?
A, It is.
Q. Okay.

And can you tell us what this demonstrative shows?

A, Well, in the background of the demonstrative, you'll see
what looks like a bunch of numbers and captions,

Trhat's one of Houssehold's financial statements. TIt's
the Statement of Income, also commonly referred to as a
"Profit and Loss Statement."

And, then, what's in front of that -- if you actually
go to the botteom of the firancial statements, you'll see a
little red box right there (indicating) that's been bhlown up.
And what that says is, "The accompanying notes are an integral
part of these consolidated financial statements."

50, that refers the reader or the user of the
financial statements to this narrative -- the footnotes —-
that T explained before, sc that one can understand what the
numbers mean.

And, as you can see, it indicates that it's actually
part of the financial statements. The footnotes and financial

statements are considered one item.
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Q. Okay.
And, sir, have you alsc prepared --
A. I'm sorry, right below it is an example of that, taken ocut
of Household's -- one small example.
Q. In other words, that's a part of the footnotes that's
blown up there?
A. Right,
Q. Okay.
And that goes on, I take it, for pages and pages?
A, Pages and pages.
Q. Ckay.

And, sir, have you alsoc prepared a demonstrative to
25815t you in explaining this testimony about the MD&A -- the
Management Discussion and Analysis?

A. T have.
Q. QOkay.

MR. DOWD: And cculd we please bring up Plaintiffs

Demonstrative 102,

(Brief pause.)
BY MR. DCWD:
Q. And, sir, what is depicted in Plaintiffs' Demonstrative
Exhibit 1022
A. Well, again, in the background is the same income
stafement -- the same financial statement -- that was on the

prior slide; and, in the foreground of the demonstrative is a
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section out of this other section of the 10-K called the
"Management's Discussion and Analysis." And it provides
certain analysis of the numbers required by the SEC.

And this is an example right out of, I think, the 201
1G-K of Household.
Q. And that's been received in evidence as Defendants' B852.

Now, sir, are there rules? I mean, you sald
something about SEC rules. BAre there rules about what's
supposed to be in these financial disclosures -- this MD&A and
the footnotes?
A. Yes, there are rules,.
Q. Okay.

And have you prepared ancther demonstrative to assist
you in explaining that concept?
A. I have,
. Ckay.

MR, DOWD: And could we please have up Plaintiffs’
Demenstrative Exhibit 10%.

(Brief pause.)

BY MR. DOWD:
U. And, sir, what is shown on Plaintiffs' Demonstrative
Exhibit 1097
A. Really, the two sets of rules that would govern how a
public company would, in fact, report.

o, the first one -- the upper left-hand corner -- is
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something known as "Generally Accepted Accounting Principles.”
That's cne set of rules.

And, basically, any set of financial statements --
public companies, small company, whatever —-- unless it's
indicated otherwise, has to be in accordance with generally
accepted accounting principles, which is also known by its
acronym, usually -- at least by accountants —-- as GBAP,
G-A-A-P,

Q. Sc, in other words, anybody who is deing financial
Statements has te make sure that those financial statements
are presented under these GAAP rules; is that fair?

A. That's correct.

0. Okay.

And can you tell us about any other requirements that
public companies face in connection with preparing their
financial statements?

A, Sure.

Well, public companies -~ first of all, public
companies -- also have ta follow GARPE. But, over and beyond
that, the SEC has certain requirements over and bevond GAAP,
such that public companies have to follow GARP and maybe some
other requirements.

And, in fact, engrained in the SEC regulations is a
statement that says, in essence -- I'm not quoting, but -- any

financial statements not presented in accordance with GAAP are
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considered to be false and misleading. Something like that,
Q. Now, sir, who is responsible for preparing the financial
statements at a company like Household?
A. The company, specifically; and, more specifically than
that, the senior management of the company is ultimately
responsible.
Q. Okay.

And have you prepared a demonstrative to show us that
concept, as well?
A. T have.
Q. Ckay.

Ard could we please pull up Plaintiffs' Demonstrative
Exhibit 110,

(Brief pause.)

BY MR. DCOWD:
Q. And, sir, do you recognize Plaintiffs' Exhibit 1107
A, T do.
Q. And what does that show us?
A. Well, this is, also, I believe, right cut of Household's
10-K, aithough I den't remember precisely what year. I
believe it's the 'G1 10~K, also.

And it's a ~- the paragraph on the top is blown up;:
it's actually a -- letter to the sharehcolders that goes, at
that point in time went in, the 10-Ks. &nd I'll just read it.

"Household Internatiocnal's management is responsible
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for the preparation, integrity and fair presentation of its
published financial statements."

So, it's saying management's responsible for the
financial statements.

&nd, then, the second line is, "The consclidared
financlal statements have been prepared in accordance with
GAAP."

That's that thing I menticned before.

Q. Okay.

And, then, sir, is this something that gets signed

off by the officers cf the company?

A, It does.

Q. And have you included an example of that, as well, within
Flaintiffs' Demonstrative 1107

A, Yes.

Again, blown up the bottom part of that sheet in the
background, and it's signed by the CEQ, Mr. Aldinger in this
case and Mr. Schoenhclz, who is the CFO. So, they're the ones
that they're referring to above where it says, "Management has
responsibilities.”

2. Aill right.

And now, sir, let's go back to your three opinions,
if wa could.

MR. DOWD: And I'd ask that we pull up, again,

Plaintiffs' Demonstrative 107.
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(Brief pause.)
BY MR. DOWD:
Q. And, sir, vyour first opinicn in this case related to

Household's failure to disclose certain information; is that

right?
L. Yes.
Q. Okay.

End what is that first opinion?

E. Well, that Household failed to disclose certain
information that was required about improper lending
practices, if the company had engaged in such.

. Okay.

And, sir, are you a -- you know, you're an expert in
accounting, I take it. Do you consider yourself to be an
expert 1n the area of predatory lending or ilmproper lending
practices?

L. T believe I know what it 1s, but the answer is no, I'm
net. I'm an accountant.
0. Okay.

And were you asked to make certain assumptions in
connection with your opinien regarding predatory lending?
A, 1 was.

Q. Okay.
And tell us zbout that.

A. 1T was asked tCo assume that the -- that the -- company



0z2:39:25

02:39:35

02:35%:51

G2:40:07

10

11

12

13

14

15

16

17

18

19

21

22

23

24

25

Devor - direct
2409
engaged in lmproper lending practices; and, therefore, what
were the reporting responsibilities of the company, as a
result of that.
Q. And were you also asked to make a determination of amcunts

attributakle to predatory lending practices between 19938 and

20027
A, I was.
Q. Okay.

Let me first ask you: What was your conclusion
regarding Household's disclosures regarding predatory lending?
A. That they were, in some cases, non-existent and certainly
inadequate.

Q. Okay.

And let me ask you: Did you also make an effort to
quantify the amount of revenue that Household had recorded,
that was attributable to loan splitting, misrepresenting locan
fees and peints, misrepresenting interest rates, insurance
packing and imposing prepayment penalties during the relevant
time frame?

MS. BUCKLEY: Objection, your Honor,

THE COURT: The basis?

M5. BUCKLEY: The subject of your MIL on revenue
recognition.

THE COURT: Overruled.

BY MR. DOWD:
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Q. You can answer.
A.  Okay.

I just have to remember the question.
o, Do vou want me to --
A, No, I got it.

The answer is: Yes, I did.
Q.  Okay.

And what was the amount that you came up with?
A. Approximately $3.2 billion.
Q. Okay.

And, generally, how did you arrive at that 53.2
billion number?
A. I used computations that were done by the company.
Q. Ckay.

And did you look at that 3.2 billion for -- was that

for the peried from 199% through the second guarter of 20027
A, It was.
Q. Okay.

And approximately what percentage of Household's
revenues were attributable to improper lending practices
between the beginning of 1999 and the second quarter of 20027

M3. BUCKLEY: The same objection, your Honor.

THE COQURT: Overruled.

MS. BUCKLEY: 1I'd request a sgidebar.

THE COURT: Sure.
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attributable to predatory lending?"

"You're implying that the failure to put in the 10-K
was due to predatory lending."

Again, I gquote from your Honor.

That's the objection I'm raising.

THE COURT: Okay.

MR. DOWD: Your Honor, and --

THE COURT: Well, my ruling at this point is this --
and maybe I didn't state it clearly vesterday: The gquestion
cannot imply or ask for an opinion that would lead the jury to
believe that the amount of total revenues reported was somehow
false or misleading because it included predatory lending
revanues.

The compariscn between predatory lending revenue and
overall revenus can be made for purposes of establishing an
issue that's already been aired almost ad nauseam here; and,
that is, to what degree did the predatory lending practices
pervade?

MR. DOWD: Thank you, your Honor.

MS. BUCKLEY: Thank you, your Honor.

(Proceedings had in open court:)
ME. DOWD: May I resume, your Honor?
THE COURT: Yes.
BY MR. DOWD:

Q. Mr. Devor, did you look at that 3.2 billion that you
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guantified, that was attributable to improper lending

practices, and compare it to the amount of revenue between

1993 -~ June 30th, 1999 -- and June 30th, 20027
A, T did.
Q. Okay.

And can you tell us approximately what percentage of
revenue was attributable to these practices during that time
period?

A, I believe it ranged from, depending on what period we're
talking about, somewhere between five-and-a-half percent to
eight percent.

0. And did you also look at the 3.2 billiorn, as it compared
to net income, during that same time period?

A. T did.

Q. And did you prepare a demonstrative depicting that?

A, I did.

Q. Ckay.

I'1]1 show you what's been marked as Plaintiffs’
Demonstrative 40. And I'd ask you to look at that, 1f vou
would.,

And can you explain to me what you were trying to
determine straight with Plaintiffs' Demonstrative 4072
A. Just the impact of the amounts attributable to the alleged
improper lending practices, as a percentage of net income that

the company actually reported.
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Q. Ckay.

And, so, for example, in 199%, what was the
percentage that you determined, based on the documents that
vou looked at?

A. As you can see, it's 2B percent, roughly.
Q.  QOkay.

And, then, for the year 2000, 32 percent; is that

right?
L. That's correct.
Q. Okavy.

And for the year 2001, 36 percent?
A. That's correct,
©. And, finally, for the year 2002 -- the first two
quarters -- 32.8 percent?
A. That's correct,
©. And, again, these amounts shown in that middle column
there (indicating} -- the -- attributable to the lending
practices -- are dollars of net income during these periods
attributable to lean splitting, misrepresenting loan fees and
points, misrepresenting the interest rate, insurance packing
and imposing prepayment penalties; is that right, sir?
L. That's right.
Q. OCkay.

In addition te looking at internal calculations of

the amounts attributable to certain lending pracrices, did you
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perform a secondary analysis, as well?
. T did.
Q. And was that based on amounts that Household agreed to
make restitution of, to consumers through thelr states?
. That's correct.
Q. Okay.

And did that confirm your opinion as to wihether these
amounts attributable to improper lending practices were
material?

AL It did.
Q. Okay.

And do you have an opinion about materiality of those

amounts?

A, Yes. I believe they were material.

Q. Was Househcld management required to disclose what it was
doing with respect te predatory lending, assuming they engaged
in it?

A. Absclutely, both under GAAP and SEC rules.

Q. And why is that?

A. I mean, in general ~-- I mean, I've prepared some slides
for that; but, in general, it's required by the accounting
rizles to disclose information that is useful to investors and
any other users of the financial statements -~ lenders,
whatever -- and the SEC has similar rules arcund disclosure.

In essence, it really -- a reader canncot have a full
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understanding of the numbers unless they understand what's in
the numbers. And -- plus, users use financial statements
generalily to really gauge the prospects for the future of a
COMEAny .

S0, when a company reports historical financial
statements, they're generally used by the public or the
users -- whoever they are -- to gauge the prospects going
forward of this company.

And this would be Important information for someocne
to know, I guess, because it could very well cease at sonme
point in time,

.  Okay.

And you said you prepared some demonstratives to
explain this concept, as well; is that right, =sir?
A. I have, yes.

0. Okay.

I'd ask to bring up Plaintiffs' Demonstrative Exhibit

90,

{Brief pause,)
BY MR. DOWD:
Q. And can you explain to us what is Plaintiffs’
Pemonstrative Exhibit 907
A, This 1s -- remember the two sets of rules that I was
talking about before, GRAFP -- which everybody's got to

follow -- and SEC rules, which over and beyond GRAP public
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companies have to file. This is GAAP.

You might even recognize the cover of the book that
was on the cther slide.

But -- s¢, that's what this is. This is something
called "Financial Accounting Concepts No. 5," and part of what
is constituted as GARP.

Q. And how is FAC Con 5 relevant to your opinions here today?
A, Well, if you read some of this, it says, "Information
disclosed in notes -- " remember the footnotes to the
financial statements, which technically is part of the
financial statements -- "amplifies or explains information
recognized in the financial statements."

50, you need these notes to be able to understand
better what is in the financial statements.

And the next line goes on, "That sort of information
1s essential to understanding the information recognized in
financials,”™ which is really what I just said.

And these footnectes, once again, are -- these
disclosures and footnotes are -- considered integral,
important to the understanding of the financial statements.

Q. Okay.

And is that the only thing that GARP says about this

disclosure concept in this context?

AL, No.

©. A1l right,
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MR. DOWD: Could we please pull up Plaintiffs’
Demonstrative Exhibit 917
(Brief pause.)
BY MR. DOWD:
©. Is that another demonstrative that you prepared to assist
you in explaining your testimony?
A, It is.
0. Okay.

And what is this FAS Con 1 that you have up here
(indicating}?

B, [FAS Con 1 1is just another part of GAAP. &And it's
contained in that book there on the left. And the thing
that's significant tc me about this is, obviously, "Financial
reporting should provide information about an enterprise’s
financial performance during a period. Investers and
creditors often use information about the past to help in
assessing the prospects of an enterprise.”

And I just really talked about why this information
that we were talking about before -- about improper lending --
would need to be disclosed because it would be important to
dgsess the prospects of this company going forward, to know
that there might be a plece of revenue that, for instance,
might disappear some day if they are not able to do it
anymore,

@. And, in your opinion, did Household follow these
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accounting rules that you've just mentioned?
AR. I don't believe so.

And, by the way, this isn't -- there are other
references to foctnotes being "accurate™ and "reliable™ and
"complete, " which are not even on this siide; but, there are
numerous references to that sort of thing in the accounting
literature.

C. Al right.

5ir, do the SEC rules say anything about disclosure?
A. Yes. They are more concerned about the Management's
Discussion and Analysis section, although, as I said before,
this is all incorporated intoe the SEC rules because first and
foremost you have to follow GAAP. So, the SEC rules are over
and beyond that.

But the SEC also has rules about disclosure of this
sort of thing in the MD&A section -- the Management's
Discussion and Analysis.

Q. Okay.

And have you prepared two demonstratives to assist
new explaining that conceph?
A. I have.

MR. DOWD: 1I'd ask that we pull up Plaintiffs'
Demconstrative Exhibit 94.

{(Brief pause.)

BY MR. DOWD:
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Exhibit 94 significant to your opinion?
A. Bure,

This 1is from Regulation S-K.

"S-K" is the -- amongst cother things, indicates the
requirements by the SEC of what goes in Management's
Discussion and Analysis and how to present these things.

2. And why is that significant to your opinion?

A, Well, it's the section alsoc of the 10-K where the company,
I believe, should have disclosed this, assuming that these
things were improper; and, the thing of significance in this,
if you look at it, I mean, it goes --

THE COURT: Especially when vyou're looking away from
the jury, which is fine, you've got to speak even louder.

THE WITNESS: Okay.

I apeclogize, your Honor.

I apologize to the Jury, too.

THE COURT: Just take a deep breath and let it ouk,

{Laughter.)

BY THE WITHNESS:

A. What's significant to me about this is -- and the reason I
put the slide together is -~ and I'll read it, "Describe any
other significant components cof revenues -- " it also says and
expenses —- or "our core expenses" -- "that the registrant's

judgment, " the registrant in this case, that's Household --
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1 "should be described in order to understand the registrant's
P4 results of cperations.”
3 So, again, components of revenuse -- if there is this
4 piece of revenue and it's significant -- relating to improper

0Z2:56:21 & lending, Regulation 3-K would say, "You've got to say that in

6 your MDEA.™

7 That's it why this is significant to me.

8 MR. DOWD: Could we pull up Plaintiffs' Demonstrative

9 Exhibit 9572

10 {Brief pause.)

11 BY MR. DCWD:

12 Q. And, sir, this is, again, Regulation 5-K; is that correct?

13 A, It is.

14 0. Can you explain the significance of this portion of the
02:56:43 15 regulation?

16 A. Sure.

17 Again, 1in the context of improper lending, "Describe

18 any known trends or uncertainties that have had or that the

19 registrant reascnably expects will have a material, favorable
02:57:01 20 or unfavorable impact on net sales or revenues -- " and 1t

21 goes on -- "or income from continuing operations."

22 And, again, this is if there are items included in

23 the financial statements, for instance, that could likely not
24 continue; and, therefore, when users leook at the financial

02:%7:24 25 statements, they don't know that, "Oh, going forward they're
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not golng to have this piece.™ And I would think that's
certainly a pessibility when you're talking about improper
iending.

As a result of that, that's exactly what S~K requires
in the Management Discussion and Analysis section. 8o, that's
another thing.

50 people can, again, gauge the prospects of a
company going forward, which i1s really the main purpose of
presenting financial statements to begin with.

Q. Okay.

And do you believe that Household complied with these
GAAP and, then, SEC regulations with regard to predatory
lending practices?

A, 1 do not,

Q. And why is that?

A, Well, they really failed to disclose the items in the
nature of the discleosures that are required in -- you know, in
-~ their 10-Ks or 10-0s during the period.

Q. Now, sir, you had three opinions, I believe.

ME, DOWD: Could we go back te Plaintiffs!

Demonstrative Exhibit 107,
{Brief pause.}
BY THE WITNESS:
A,  If T just, maybe on the last answer, I want to be clear;

and, that is, that there were significant amounts of revenue
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A, Yes.

So it's significant to me because —-- well, first of
all, notice -- within this report, there's -- it indicates
that the company does one payment -- it may even indicate
zero -~ noe, I'm sorry.

In this -- in this decument, it indicates that the
company does automatic restructures. So now go back to the

second part of that disclosure that I talked about that's in
the 10-K; that is, the company has evidence that the reascn
for the delinguency in the first place has been cured.

But this document indicates they re-age
automatically, which would obvicusly mean they haven't talked
fo the customer and -- in most cases and have not been able to
get evidence or even try to get evidence that the reason for
the delinguency has been cured,

Q. And is there any significance to the date of this
benchmarking study?

A, Yes. I just point cut that this -- and, of course, this
is the final copy, but this is dated March 12th, 2002, and
that, again, 1s prior to the company actually filing its 10-K
for '0L, which I believe was filed the next day.

Q. ©Ckay. 2And did there come a time that the company changed
its disclosure regarding its re-aging practices?

A. The company uwltimately did change the disclosure with

respect to this -- these issues, the re-aging issues.
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0. ©Okay. 2And can you tell us about that.
A,  Sure.

At some point, almost a year after the filing of this
10-K, this was March of '0Z, I believe in March of '03, they
tssued an amended 10G-K, a restated 10-K, which is really
correcting this one, and they came out with a new disclosurs
that I guess I prepared & couple slides to show.

Q. Okay. And, sir, let's take a look, 1f we could, at
Plaintiffs' Demonstrative Exhibit 123,

A. Okay.

Q. And is that a copy of a demonstrative that you prepared?
A. It is. One of them.

Q. Can you explain the significance of this denonstrative
exhibit?

A. Yeah. Well, on the left-hand side I've taken those
eXcerpts that we just went over, which T said were false and
misleading, I believe, and I've put them out separately on the
left-hand side in two different cells in a spreadsheet,

And the first one, again, you'll remember was that
the company re-ages when two things happen: Number one,
they've gotten consecutive payments; and, number two, the
second thing, when they have evidence that the reason for the
delingquency has been cured.

And as I noted before in March a year later, they

actually restate this 10-K and amend it. £And this is their
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new disclosure, and I'll read it to you: “"We are amending our
disclosures of our restructure policies to include the
following disclosures,” and then first they say, "In numerous
instances, Household accepts one or zero payments prior to
resetting the delingquency status.”

50, of course, you look at that and you compare that
to what they actually disclesed originally, and it's the exact
opposite really.
¢. Okay. And that's -- and that -- we're not talking about a
new 10-K for the year 2000 or 2003. They basically just took
their old 10-K that fhey'd issued in March 2002 and now in
March 2003 issued a new one with the game date on it, right?
A. That's correct. And it's actually the 2001 10-K that got
issued in March of '02 but which they correct in March of '03.
Q. ©Okay. 2nd is there anything else significant about the
changes between the 10-K they issued in March of 2002 and the
one they issued in March of 2003 correcting that disclosure?
A. Right, The answer is yes.

and 1f you go to the next block down on the
right-hand side, they alsoc said in this restated or amended
10-K/A, which stands for amendment, by the way: "In the case
of automatic restructures, no pricr contact is reguired
with" -- excuse me -- "with the customer to determine if the
cause of the delinquency has been cured.,”

Again, I look at that and say that's almost the
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opposite of -- it is the opposite of what they said in their
criginal 10-K,
Q. Okay. Is there anything else significant about the
corrections that they made in March of 20037
A. Right. If you look at the bottom left-hand side,
basically the company had only talked abeout, you know, 1 guess
they had mentiocned -- they hadn't mentioned all the
concealment techniques that we've discussed in their criginal
1C0-K:; but if you go to the amended 10-K, the restated one,
they actually list all of these I believe for the first time,
at least with respect in the financial statement footnotes as
well as in MD&A, the use of, you know, these seven other
methods that they used to take these out of two-plus.

And you'll note that many of these are the same ones
that I discussed in my little slide show befeore -~ re-aging,
forbearance, extended payment to me, as I understand it, is
very similar if not the same as Skip-A-Pay, rewrites, et
cetera. So --

Q. And why would this matter? Why did they need to make this
new -- or let me begin again.

Why does this matter? Let me just ask you that.

A, Well, it matters, first of all, because the company on the
left-hand side was, first of all, disclosing to somecone who's
going to use the loan quality statistics, the two-plus

statistics, & very stringent pelicy and saying, hey, look, we
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explain what's in the numbers.
Q. Okay. And, sir, is the blowup basically just a blowup of
the language that's in Plaintiffs'®™ 2317
A. Yes.
Q2. And cculd you waik us.thfough & brief description of the
restatement and.how -+~ what the compény.said about it.
A. Well, with the slide up there for one more second at
least. The 386, I believe, was the impact on net income for
all the periods restated. And the company restated, I
believe, back to 1994, .So'they restated the earnings from '94
to the first or second quarter of 2002.

The restatemenf related to -- just briefly, toc the
company's contracts that it had entered into relating to
credit card arrangements with four entities, General Motors,
the AFL-CIO, something calléd UP,'a'company called UP, as well
as a marketing company called Kessler.

And it baéically in its mest basic form related to,
for the most part, expenses that were, for the most part, not
being written off over a shorter -- shert enough pericd of
time which, of course, had the imﬁact of overstating income
and in one case actually bocking revenue that should not have
been booked.

So in a nutshell, that's what it was. All four of
them -- all four contracts, the accbuhting for it, overstated

net income for all those periods.
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Q. Okay. Now, sir, you said that for that entiré pericd, I
think you said '94 through sometime in 2002, they restated 386
millicn of net income; is that right?.
A. That's correct;
Q. Okay. And have you alsoc prepa£ed a demonstrative to show
what the effect was on the relevant time periods that we're
talking about from 1999 thrcugh 20027
A. Yes, which of course was my focus. I have.
C. ©Qkay. And I'd ask to pull up.what's been marked as
Plaintiffs' Demonstrative 128. |

All right. Can you walk us through what's been
marked as Plaintiff's Demonstrative 1287
B. Yes. The ~- I mean, this demonstfative is just put
together to show what the company's reported historical net
income was for '99% through '02.

And the restated ﬁet income is what it was changed to
in that 10-K/A that we -- you know, tﬁat we referred to
before —-- that I referred to.befbré.. And the difference
between those two columns 1s the impact on net income, and
we've expressed it as -- or I've expreésed it as percentage of
reported net income. And you can see it goes from -- you
know, from 1 percenf at the end to as high as 6 percent in
different periods.

0. All right. Sir, T hate to do this, but just so it's in

the record, in other words, for year-end 1999, the company in
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Do you recall that?

A. I don't remember- the brecise gquestion, but it was
something like that, yes.
0. Well, we'li ésk it again. Have you been gqualified as an
expert in federal courts?
A. Sure, I've testified in federal courts.
Q. And have you been aisqualified in federal courts?
A. To testify at a trial? ©Not that I recall.
Q. Not that you recall?
A, At a trial? No.
Q. Has vyour opinion ever been rejected in federal courts?
A. Never for reliability. It may have been for relevance,
but never for reliability.
Q. Do you recall submitting an opinicn in a case called in re
Acceptance Insurance Companies, Inc., Securities Litigation,
Mr., Devor?
A. I recall writing an affidavit on a narrow issue that was
used tc determine, I believe, in support of a motion for
summary Jjudgment as I recall.
Q. You understand an affidavit ié testimony, don't you,
Mr., Devor?
A. I'm not a lawyer. I -—— I —- it's not oral testimony. But
it is what it is. |
0. It's sworn testimony under oath; is_it noc?

A, I believe when I write that affidavit I swear that it's
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the truth. In my opinion, it's. the whole truth. I think T
do. I say that on the affidavit, absolutely.
Q. You have to sign it in front of a notary, don't you,
Mr. Devor?
A, T believe that that goes to state rules, and it doesn't
necessarily -- I dén't know that you have to sign it in front
of a notary. T certainly have to sign 1t. But, nonetheless,
I've never issued an affidavit that I would -- was noct a
hundred percent comfortable with.
Q. A1l right. And you know that in the in re Acceptance
Insurance Companies Securities Litigation, that the Court
rejected your opinion there, correct?
A. The Court deémed my opinibn-to be irrelevant because the
Court could not -- could not find the analysis within the
affidavit. Again, no oral testimony; So I think the Court
decided that my opinion was not heipful or relevant to the
decisicns needed to be made and therefore would not be
considered because the analysis was'not:apparent in the
affidavit. Again, I never testified in that case.
Q. Mr. Devor, you seem to e having some problem with the
fact that an affidavit is testimony; is that right?
A. Well, I'm distinguishinq in my mind between oral
testimony, whicﬁ I never gave in that to explain the
affidavit, and the affidavit.

Q. The affidavit being written testimony, correct?
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A, That's --

MR. DCWD: Objeétion, your Honor. It's
argumentative.
BY MS. BUCKLEY:
0. Relevance wasn't the ground on which your affidavit was
rejected, was it?
A. BABbsclutely. The Ccurt said, I believe, in there because
the analysis is not present -- which, by the way, I
respectfully disagree with; it was there. But with all due
respect, I believe the decisicn was because the opinion in --
because the affidavit.does not makerclear what the analysis
was. It doesn't have problems with the analysis. It just
satd because the affidavit doesn't make c¢lear what Mr. Devor's
analysis was, ih essence, then the affidavit will not be
helpful tc us and therefore is not relevant. It does not go
to reliabkility or anything else. |
Q. Would it refresh your recollection, Mr. Devor, if the
Court said, quote, Devor does not_explain how he reached his
ultimate opinioné, nor deoes he describe the analytical
processes he went through to reach his copinions, unquote.
Would that refresh your recolliection that your affidavit was
not rejected cn grounds of relevance?’

MR. DOWD: = Your Honor, perhaps'if we're going to
refresh the witness' recollection, we should show him a copy

of the document so he can lock at the other parts. Otherwise,



10:07:25 5

g

10:07:35 10

11

12

13

14

10:07:52 15

16

17

18

19

10:08:07 20

21

22

23

24

10:08:26 25

Devor - cross
2507
it's an improper question and not refreshing reccllection.

MS. BUCKLEY: T think I'm permitted tc read him the
document first, your Honor.

MR. DCWD: You're permitted to say is there anything
that would refresh your recollection and 1f it's the opinion,
you give 1t to him.

MS. BUCKLEY: Hé already testified as to what he
thought the opinion said and why his opinion was rejected and
he's wrong.

MR. DOWD: That's absoiutely untrue. Your Honor, T
move to strike that. What he said is absolutely right.

THE COURT:. The objection is sustained. There's no
basis for reading a decument into evidence at this point. My
recollection of the testimony was that the witness never
indicated that he did not recall or remember or that he needed
to have his recollection refreshed.  The objection is
sustained.

BY M5. BUCKLEY:

Q. Mr, Devor, aid vou also submit testimony in a case called
in re IKON Office Solutions, Inc., Securities Litigatign?

A, Deposition testimony I did.

Q. You recall that?

A, It was a long time ago, but.I recall it wvaguely.

Q. And you recall that youﬁ opinicon was rejected in that case

because you relied on, quote, unreliable assumptions?
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A. No.
Q. You don't?
A. My opinion was rejected -- my abllity to testify? I'm not

sure I understand what you're saying.
Q. I'm asking. you ;— |
A. No, I don't'remember that.
Q. You don't remember.
MS. BUCKLEY: May I approach the witness, your Honor?
THE COURT: You may.
(Tendered.)
BY MS. BUCKLEY:
Q. This is the problem with having'two.pairs of glasses,
Mr, Dewvor. You never have the right one when you need it.
I think I gave you the wrong one.
{(Tendered. )
BY MS. BUCKLEY;
Q. Do you want to turn . to page 21 of_the printout, Mr. Devor,
right-hand column, halfway down.
And the earlier reference to your opinion is on page
20 of the printout, right-hand column, halfway down.
A. I'm sorry. 20 or 217
Q. Both. It starts on.page 20, halfway down.
A. Dealing with Professor Carmichael.and Devor?
Q. Right.

A. Okay. So I'm sorry. Is there a question?
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Q. And then there's another reference toc your report on page
21 halfway down.
A, Yes.
Q. Does this refresh your recollection that your opinion was

rejected because it relied on unreliable assumptions?

‘A, First of all, T'm not sure what you mean by my opinion was

rejected. I wasn't precluded from teétifying. I mean, this
was not a -- that's not whét this is. I mean, in general, you
know, what happened, I believe, as T understand 1t, 1s this
was a case that dealt with reserves and whether a company's
policy equated to those GRAP ruies that.I pﬁt on the screen
yesterday. |

And there was testimony in the record that indicated
the company believed that the whole purpose of these rules
was, in fact, to generate financial statements that were in
accordance with GAAP. And that was one of the basis of my
opinions.

For whatever reason, with all due respect to I
believe Judge Katz, when he read.this, for some reason he
ignored that. ﬂe did not -- he didn't menticn why. He Jjust
said that Devor's copinion that the company's policy equates to
GARP is —- whateﬁer he'says -- unsﬁppcrtable or not -- I think
he says not supporte& by the faéts or whatever. But he
doesn't mention the whole thing that I based my opinion on.

So I -- you know, and, again, there was no hearing sc
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I didn't get tc explain but, your Honor, here's -- here's the
testimony that I was relying on. So I have no idea what was
in Judge Katz's.mind. I doh‘t know if he -- again, with all
due respect, whetﬁer he forgot it, didn’'t know it, cor for some
reason chose to ignore 1t because of some other reason. And
I'll never know.

All's I know is that the basis for my opinion was
scmething that he never even mentioned, so I donft know what
he was thinking. He never sﬁared it with me.

Q. Except for the part that he said that your conclusion was
based on similarly unreliable assumptions; isn't that right?
A. Well, point me to wherever tﬁat says. I don't know.

Q. That's o¢n page 21, Mr. Devor.

A, The similarly is referring to what he also said about
Professor Carmichaei at the time.

Q. Yes. Apparently, you ==

A. And --
Q. -- were both on unreliable assumptions --
A. Yeah, but he doesn't explain why. I mean -- and he

ignores in the whole discussion the exact testimony that, in
fact -- he talks about other things, but he ignores the
testimony that my opinion was based on and, unfortunately, I
have ne idea why he did that. Again, maybe he was unaware of
it. I don't know. He didn't ask me before he wrote this.

Q. BSo you disagree with the Court there?
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A. I respectfully disagree.
0. Ckay. You're not an expert in predatory lending, are you,

Mr. Dewvor?

A. I'm not an expert. I'm an accountant.

Q. You're not an expert in lending laws or regulations, are
you?

A, I'mnot. I'm én accountant, an auditor.

Q. You're not an expert in the business of a consumer finance
company, are you?

A. I don't believe so. But I've, you know, certainly over
the years had several cases that have involved those and
lending activities. So I've certainly learned a lot, but I
would not call myself an expeft.

Q. So not an expert in the business cf a consumer finance

company, correct?

A. Yeah, I guess.

Q. Ckay. And you‘re not an expert in banking, are you?
A. T am not an expert in bankian

Q. And you're not an expert.in how'to re-age, are yourt’
A. How to re—aée?

Q. How to re-age.

A. Mechanically taking it from one category to the next I
don't believe needs any expertise, so-maybe you need to
explain that a little mdre. Maybe I doﬁ't understénd your

gquestion.
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Do you. consider the KPMG auditors who worked on the
Household account and whose papers yoﬁ-reviewed in connection
with this case experts in accounting?
A. T -- the answer is nc different than the Arthur Andersen.
Q. Okay. Now, you'we given three opinions -- opinions on
threa various topicé in this case; is that fair, Mr. Devor?
A. That's fair.
0. And vesterday you discussed yoﬁr opinions on predatory
lending, right?
A. Yes.
0. And you alsb'discussed yesterday and a littie bit this

morning your opinions on the re-aging/restructuring issue,

. correct?

A. That's correct.

Q. And the last.thing you.discﬁssed, the third issue, was
your opinion on'the restatement for the‘credit card contracts,
correct?

A. That's correct.

Q. Okay. We're going teo go backwards if you don't mind since
it's fresh in the jury's memory about the restatement this
morning and turn te the topic of the éredit card contracts
that resulted in the restatément in, I believe you said,
hugust of 2002. Correct?

A. Okay.

Q. Now, you told us earlier teday that you did an independent
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analysis of these three contrécts —-- let me stop myself there,
Mr. Devor.
Do you consider them three contracts or four?
A. We view them as four separaﬁe éntities, I guess, simply
because although similar, there are differences in the
transacticns. So we.looked at them as four. It really
doesn't matter how you look at fhem, whether you call them
three or four. We looked at them as four.
Q. QCkay. The first one is a contract concerning General
Motors' credit card, correct?
A, That's correct..
Q. And that's a scort of a single, indépendent one, right?
A. I'm sorry. Could yeu say that again?
Q. Let's just outline what the four are so we can all be on
the same page.
We have the General Motors agreement?
A. Yes.
Q. We have the‘AFL¥CIO agréement?
A. That's correct. .
0. The Unicon Privilege card agreement?
A. Yes.
Q. Sometimes they are discussed sort of together in a clump?
A. Yes,
Q. And finally, the Kessler. agreement; is that right?

A. That's correct.
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©. All right. Concerning the General Motors agreement,
Mr. Devor, what was your view as to how the General Motors
agreement should have béen accounted foi?
A. Well, during the class period, during the relevant time
period, subsequent to the beginning of the contract, there
were significant changes to the original contract. And as a
result of that, they, in essence -- because of those
significant changes, they, in essence, changed the nature of
the first contract such fhat the contract going forward needed
to be accounted for by virtue of an opinion out there
called -- under GAAP called 9231, ETIF 93-1, which basically
said that upfront fees that are being paid need to be expensed
in cne year, assuming that the credit card fee charged by --
te the customer is relatively immaterial or insignificant I
believe it uses.

So as a reéult of the significant changes that occur
from, I believe, '94 on, that because of the issuance of 93-1,
the -- the accounting for the contrécts, that contract, needed
tc be in compliance with 93-1.

The company originally took the stance -- and whether
I agree with it.or not, it's reélly not the issue of the
restatement, but the company took the stance that 93-1 didn't
apply because the origihal contract with GM was entered into
pricr to the issuance and effectiveness of 93-1. Whether I

agree with that or not doesn't matter.
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The reascn 1t gets restated is. that subsequent to
93-1 and subseguent to all of this, there are significant
amendments to the contract; that éven if it was appropriate to
grandfather this contract in under that accounting, no longer
is it the same contract and you need to follow the new
Generally Accepted Accounting Principles.

So, therefore, the company restates as a result of

that and, in essence, takes these expenses over one year as

- opposed to I believe the company was writing them off over the

life of the contract or éome period.of time greater than one
year. |

Q. Okay. Sc it's your view that because this contract was
modified at some point, that a different accounting treatment
was required than what Household had chosen; is that right?
A. The -- the changes starting in '9%94 and forward -- there
were changes after '94 -- in essence were so significant that
the contract needed to be accounted for under the new
accounting literature because i1t was no longer grandfathered.
Q. That's your opinion, correct?

A. Tt was not just my Qpinion. It was also KPMG's opinion.
And I point out, it.was also the cémpany's opinion because the
company restated.

Q. What was --

A. You can't restate unless --

Q. There’s no question pending, Mr. Devor.
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A, Well, I wasn't fiﬁiéhed wifh my last answer.
Q. Go ahead. | |
A, You cannot restate financial statements unless you think
they’'re materially wrong.
Q. We're talking aboﬁt the GM contract right now, Mr. Devor.
What was --
A. That was paft of the restatement.
Q. I understand thatf What waé Houséhold's view as to how
the GM contract was affected by the changes that you viewed to
be significantly modified?
MR. DOWD: Objéction, vague as tec time.
BY MS. BUCKLEY:
Q. After 19947
A. I believe —— well, ultimately they believed it was wrong

because they restated. But, you know, I don't recall exactly

what their -- you know, in each yea: what their -- what their
reaction was but -- but, again, this contract was
significantly clanged yzar -- not every year, but there were

significant changes in the period 84 until the time of the
restatement to the contract, both in length of time, both in
fees being charged.

And, you know,.to fﬁat'extent, under the accounting
literature, it should have been viewed as a new contract and,
therefore, the accounting under 93-1, .which was out there

since '93, should héve been applied.
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Q. That's your opinion, correct? .
A, It is my opinion, KPMG's opinion --

MS. BUCKLEY: Move to strike, your Honor.
BY THE WITNESS:
A. And it's also the company's opinion.

THE COURT: You can just answer her question
directly.

THE WiTNESS: Okay.
BY M5. BUCKLEY:
Q. When Househdld originally accounted -- chose an accounting

treatment for this contract -- strike that.

Arthur Andersen disagrees with_your opinion, correct?
A, I think Mr. Mizialko actually in his testimony and some of
the things I've read, I don't know that he disagrees. I
thought he actually -- I think at scme point, he may have
agreed with that.
C. Are you under.the impression Mr. Mizialko works for Arthur
Andersen now? |
A. No, but I believe he did work for Mr. -- for Arthur
Andersen.
Q. Do you now understand that Arthur Andersen disagree --
Arthur Andersen's opinion issued at Houéehold when the
contract was initially entered into is not consistent with
yours? That's just what I'm trying to find cut. You disagree

with Arthur Andersen, correct?
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A. Arthur Andersen allowed that accounting, so I would say
the -- you know, from an auditor's standpoint, they agreed to

issue a clean opinicn. Whether they agreed with me or didn't

agree with me, T guess sort of gces to state of mind. I den't

knoew what they thought.

Q0. 8o Household has one view of how the contract should ke
treated and Arthur Andersen agreed with it, correct?

A, That's not necessarily what the documents I've looked at
indicate.

Q. You don't know whether Arthur-Andersen agreed with
Household's accounting treatment for the original contract; is
that right?

A. There's testimony and things that indicate the way this
was accounted for, that Arthur Andersen was not coemfortable

with the accounting.

Q. You're sure about that, Mr. Devor?

A. I'm absolutely sure, especially where they're talking
about bifurcating the upfront paymént and where Arthur
Andersen says therefs no way that you can do that.

Q. That's your testimony?

A. I believe I read in memos that Arthur Andersen, you know,
actually went to the -- the board, the emerging issues task
force that put together‘this GAAP and asked them about would
you accept if the bifur¥ -- if they'actﬁally took the upfront

payment and bifurcated, divided it into two parts, and I
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believe, to review it for impairment to see whether the asset,
in fact, was impaired in future reporting perieds. I think
that's the -- I don't think. I believe that was the position
of the company.
Q. And do you égree or disagree with that, Mr. Devor?
B. I disagree, in that, T believe the asset should have been
amortized in a ratable systematic method over the life of the
contract because that's the pericd under which they -- the
asset was going to be realized. And that way a proper
matching of expense and revenues generated under the contract
would have occurred. And I believe that's exactly what GAAP
would require, and that's very old GAAP too.
Q. And do you recall what Arthur Andersen's view was?
A, I believe from_—¥ I mean, I don't specifically recall,
But, I believe, Arthur Andersen, vou know, ultimately did not
take exception to the company;s reporting. But I don't know
whether they concurred totally or not.. I just don't remember.
Q. You're just not sure where Arthur.Andersen stood?
A. Well, again, it goes, in esseﬁéé, to their state of mind.
Sc I don't -- I don't —— T don't know whether Arthur Andersen
concurred or not. Again, the company -- it’'s the company's
accounting. Ultimately Arthur Andersen issued a clean
opinien. Sc it wésn't -- at least'ﬁhis individual contract
was not enough to keep Arthur Andersen from issuing a clean

opinion.
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Q. And you know thét at. some point, the COCC weighed in on
these issues, correct?
A, I bhelieve we just looked at.it.
0. We're not there yet, Mr. Devor. This is the ombudsman's
letter. I'm getting there.
4A. COkay.
Q. You know that the OCC welghed in on this issue, do you?
A. Yeah. And without looking at the document, I seem to
recall they recommended that maybe.they go to the SEC, I
believe. That's my reccllection.
Q. All right. Let;s see If we can refresh your recollection.
This is the lettér from the OCC'oﬁbudsman, the step after the
OCC, correct, Mr. Dever?
A, I believe soc.
0. &ll right. Let's take a lock at the second part under
AFL-CIO.

Go down to the second parégréph. The ©OCC and the
bank agree on the guiding standards under Generally Accepted
Accounting Principles, FASB Statement of Financial Accounting
Concepts No. 5, which require that expenses be allocated in a
systematic and rational manner to the period in which the
related assets are expected to provide benefits.

Do you see thét, Mr. ﬁevor?

A. I do. |

0. And then it goes on to say, The 0OCC concluded that a
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systematic and rational approach is one that recognizes
periodic expense in relationship tc the average revolving
receivable balances in the corresponding periocd. Based on the
bank projections, the oce determined that an amortization rate
of between 1.1 and 1.3 percent of average revolving balances
would provide this level relationship.

And then it goes on.

If you skip down to the next paragraph "when
considering."” When -- it reads, When considering.the criteria
of systematic and rétional, the baﬁk applied a concept that
mirrored the eceonomics of.an arm's length contract between two
independent parties.

And theh it goes on to describe the bank, namely here
the Heousehold bank's poesition. |

And finally we get to.the resolution of the -- or the
comments by the ombudsman on the point, which is in the
paragraph beginning "the accounting standards."

Do you see that?

A, Yes. |

Q. The accounting standards and principles relevant to this
Lransaction are not specific. Therefore, when considering the
bank's and OCC'é methbds, I believé that there exists a
legitimate difference of opinion regarding a systematic and
rational approach to accounting for this very complex

transaction.
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Do you agree with that sentence, Mr. Devor?

A. Let me just reread 1t one more time.
. Ckay.

(Brief pause.}
BY THE WITNESS:
A. I believe that there is GRAP, which is just discussed
above by this - by this ombgdsman, that relates and is very
much on point. 50 I believe actually that -- I don't
necessarily agreé. The systematic and rational expensing of

this asset is covered very clearly by FASB Cen. 5. Remember,
this company was not amortizing this asset at all.

BY MS. BUCKLEY:

Q. So you're disagreeing with the OCC ombudsman; am I right?
A. I mean, my testimony is exactly-as.l just stated. You
know, I didn't meet with the ombudsman, so I doh‘t know what
he was considering.

But T will tell yéu that just above, if you look at
the second paragraph,  they ére very explicit in saying FASB
Statément of Finéncial Accoﬁnting'éoncept No. 5 regquires that
expenses be allocated in a systematic; rational manner to the
period in which the related assets are expected to provide
benefits. This asset wasn't being amortized at all.

Q. So you don't think it was systematic and rational?
A. Leaving an'asset on the balance sheet, no, I do not.

Q. And the OCC ombudsman thought it was, correct?
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A. Well, wait a minute. I'm not sure it says that. Let me
read it again. I don’'t think they're saYing that it is
systematic.

They're saying.they believe thgre‘s a legitimate
difference of opinion regarding what a systematic and rational
appreoach to accounting this is. I don't agree with that.

Q. You deon't agree that there's even a —-- T want to quote him
correctly -- a legitimate difference of opinion?

A. I think, you know, if they were amortizing this asset over
four years instead of twe years or seven years instead of five
years, I would'say theré might be a difference of opinion.

But they weren't amortizing this asset at all. They were
leaving this asset on the balance sheet and they weren't
amortizing it at all. You know, that, to.me, is not
necessarily a difference of opinion. I don't agree with that.
Q. You don't agree with the ombudsman?

A. I don't, in my humble opinion.

Q. Do you consider him an expert in accounting?

A. Never met thé man befcre.

Q. Wouldn't know if fhe 0CC's meudsﬁan is an expert in
accounting?

A. We're talking about Mr. Golden specifically? i don't
know.

Q. All right. ‘Let's go ong.Mr. Dever, the same paragraph,

beginning, The accounting standards and principles relevant to
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this transaction are not specific.

And then we just talked about the next sentence,
right, Mr. Devor?
A. Right, we did.
Q. All right."And'it goes-on, T.clearly respect that there
could be different judgments made and different conclusions
reached on the asset valuations.

Do you agree with the ombudsman on that point?
A. That he respects it? I don't understand. He says it
respects it. |
Q. That there could be different conclusions reached on the
asset valuations.

A. 1 agree with it except that_the'ésset valuation isn't the

~lssue. The issue is, this is a prepaid amount that has to be

systematically allocated to expense over the period of

benefit. It can't just remain there, ne matter what it's
worth.

Q. Okay.

A. That's -- that's the issue. _I mean, agree that there can

be differerices amongst people as fo what the value of an asset
is; but that's not the issue. I believe it misses the issue.
Q. And then he gdes on, the ombudsman, Mr. Devor, to say, I
have no reason to believe that the bank's method, particularly
considering the time element, was not systematic and rational.

Do you see that?
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A, I do.
Q. Do you see it?
A, T do.

Q. Do ycocu agree with it?
A. HNot with respect to this piece. It was not amortized.
Q. All right. ' Fair enough.

And he goes on to say, Therefore, I believe that the
most appropriate.resolution of this difference of opinion
rests with the SEC -accounting divisicn.

Do you see that?

&A. I do see that, yes.

Q. By the way, Mr. Devor, do you think the acccuntants in the
SEC accounting division are experts?

A. T would not answef £hat any way different than when you
asked me 1if the people at Andersen or KPMG are experts. T
mean, everybody has individual talents. I've met some of the
most brightest people in the world from: Andersen and KPMG, and
I've met people who I would not consider so bright from
Andersen and KPMG.

Q. Okay.

A. And the same goes, by the way, with the SEC.

Q. Okay. Let's move on.to the Keésier agreement, 1f you
would. Can you tell me who the parties were -- who the
parties were who were iﬁvolved in the Kessler transaction?

A, I've Jjust got fo switch gears here from AFL-CIO to
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deposition testimony where I talked about it. And,
furthermore, as I said before, it's not part of my ultimate
opinions other than what I just indicated to you, which is, I
believe, contained in my report.

M5. BUCKLEY: Can we play Devor deposition 283, Line
6 to 13, please.

(Whereupon said tape was played in open court.)

BY MS. BUCKLEY:
Q. Way beyond the scope of my engagement, right?
A. Tc compute whether or not the reserves were inadequate.
But my -- that answer is exactly what I just said.
Q. TWell, we'll let the jury decide that, Mr. Devor.
A. Okay.
Q. Your first opinion, which you offered yesterday, was on
the issue of predatory lending.

Do you remember that?
A, Yes.
Q. And yesterday Mr. Dowd asked you to address two issues
relating to predatory lending.

Do you remember that?
A. I have no idea what the two issues are you're referring
to.
Q. Okay. We'll help you out.

Do you remember Mr. Dowd asking you about your first

opinien in the case, relating to Household's failure to
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certain informaﬁion that was required about improper lending
praétices, if the company engagéd in éuch; is that right?
A. That's correct. -And I think I.explained that to say I was
asked. to assume that the company had:; and, therefore, what are
the accounting and_repofting consideraticns as a result of
that. That's correct.
Q. All right. And you would admit, Mr. Dever, that you're no
expert in predatory lending, right?
A, I'm an accounting expert, right.
Q. No expert in predatory lending?_
A. I'm not an ex?ert in predatory lending.
Q. How about improper lending?
A. Well, accountants use the word improper in a way -- I
mean, I think_i ﬁnderstand, based on my knowledge in this
case, what would be impropér o an‘accountant. IT'm an
accountant.
Q. Are you an expert ih'improper landing?
A. You didn't ask me that; I think your guestion was a
little different the fifst time; I'm not -- I was asked to
assume in this case that improper lending took piace. Based
on that, I'm opining on the accounting disclosure
ramifications of that. That's what'I am. I am not an expert
in predatory lending, but I can tell you how cne would account
for it or disclose it 1f a company was found to have done

something improper or illegal to earn that revenue.
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Q. I understand that, Mr. Devor. My guestion is: RAre you an
expert in improper -- in what is improper lending?
A. The accounting literature, to me, would indicate that
that's when a company -- something is improper when -- when an
entity is not entitled to the benefits that come from that
activity, in this case, lending. So I think I do know what
that means, yes.
Q. You know what it means?
A. I think I just described it, yes.
Q. Okay. But are you drawing some distinction betwsen
improper and predatory, Mr. Devor?
A. I'm not an expert in predatory lending. I've certainly
read testimony as to what predatory lending is. And T
understand the five or six issues that are at issue in this
case with respect to predatory lending, but I'm not an expert
in that.
Q. Okay. &nd you're not offering any expert opinion that
Household actually engaged in improper lending practices, are
you? |
A. I'm not giving expert opinion on that, no.
Q. That's the only kind of opinion you're allowed tc give,
Mr. Devor.

You didn't go out and conduct any studies to

determine if Household engaged in any improper lending, did

you?
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(Proceedings heérd in -open court:)

THE COURT: I would like to raise an issue that, it
seems to me, we should probably address sooner rather than
later.

T think it was during -- I think it was during the
testimony of David Schoenholz that he was asked a series of
guestions about.what information regarding -- I will use the
term as a catchall -- predatory 1eﬁding practices was incliuded
in the 10-K disclosures.

And the day after that series of gquestions and
answers, the issue was raised by defense counsel -- and I
can't remember which counsel it was.

MR. SLOANE: It was me, your Honor.

THE COURT: Okay. You're the guilty party, then, I
guess.

-- regarding the proprietylof those guestions. I
think the cbjection was phrased in terms of the ruling we had
made with respeét to-this expert's testimeny, 1f I am not
mistaken, regarding the revenue -- implications of the
statement cf ~-- our ruliqg indicating that it could not be
argued that merely_beéause informafion regarding the alleged
predateory lending practices wasn't included.in the 10-K that
it could not be argued thaf the revenue information was
therefore false cor misleadiﬁg.

And unless I am mistaken.-- and T am pretty sure I am
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net -- the consensus was that we didn't have to address the
issue at that time, tﬁat we could wait until this Friday, I
believe, during the Jjury instruction conference to address the
issue.

MR. SLOANE: I think that's right, your Honor.

THE COURT: = Well, it seems to me the issue is now
here, and it's nof yet Friday.

I mean, unless I am mistaken, and this witness has
testified that the disclosures regarding revenue were required
to be accompanié& by explanations régérding the predatcry
lending practices in order not to be misleading, which I think
is the same way.as saying in order not to be false. |

There hasn't been an objection te any of these

questions, either on his -- so far in his testimony. But as I
read the testimony -+ and I started to go back over it again
last night; it makes for a fun ride on the train =-- it

occurred to me that we really have the ‘same issue befcore us
that you had raised, which was not resolved. Tt was reserved
until Friday.

And the question is, dc we want to reserve that issue
until Friday, or do we need to resclve it now, given that we
are now on cross-examination of this witness, and I assume the
cross-examination is going to go-over, because 1t was part of
his direct testimony; his assertions that the GAAP and the SEC

rules require disclosure of those practices in relation to the
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statement of revenues, which I think was pretty clearly the
testimony that was given.

MR. SLOANE: Your Honor, let me just say one thing.

I think the context in which it was raised when
Mr. Dowd and I were arguing about Mr. Schoenholz's testimony
was some guesticns Mr, Dowd had asked. &nd I think the
request -- the.application at that time was threefold.

One was to nét have the guestions asked in that way
again, which I think Mr. Dowd séid he wasn't going to ask them
that way or scmething like that. Perhaﬁs I am misstating it.

And the other was a curative instruction. BAnd your
Honor said, consistent with your prior rulings, since I didn't
object at the time, no curative instruction then, but then we
would take it up on Friday in the context of the bigger issue.

I think that was the way it deéelcped at that point.

I am not disagreeing with anything your Honor is
saying about whether it's right --

THE COURT: Assuming that's sc, why was there no
cbjection to the testimony given by this witness?

MS., BUCKLEY: Your Honor,.it was my understanding --
and perhaps it was my usual lack of clarity -- that that was
precisely what wé discussed in the sidebar before he began.

And then, again -- and maybe your Honor and I are not
o the same page és to what the issue. is.

THE COURT: I think the ruling at the sidebar was
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that -- was with regard to hié ability to contrast -- or to
determine the magnitude of the revenues resulting from the
alleged predatory lendiﬁg practices by coﬁparing that number
to the amount cof total revenues disclosed in the 10-K.

And my ruling ﬁhen was, as it was previously, that he
can do that. That goes to the guestion of the pervasiveness
and the -- if you wili, the materiality of the alleged
wrongful predatory lending practices, but that he wcould not be

allowed to, either by the questions or by argument of any

. sort, lmply that the mere statement of the revenues, without

explanation, made the stétément'of‘revenues false or
misleading. Irﬁean,.that‘s what I ruled before the trial
started, and that's what I said at the conference.

It occurs to me that late in the day yesterday those
were the very gquestions that were asked.

MR. DOWD: i don't think so, your Honor. I suspect
the reason there is no objections is becéuse - 1 mean, I
think you have to take a step back.

This witness, his original opinion that the Court
ruled on in the.Daubert motions, one of his opinions was that
this revenue, this income, sheould néver have been booked in
the first instance.

Now, tﬁe Court has made a determination that, under a
legal standard, the Court believes that's incorrect. If you

ask Mr. Devor, I know what he would say. He would say you
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have to have -- you know, you have to éarn the revenue. 2and
if it's illegal, you can't earn it. - So under GBAP, it should
never have been booked in the first instance.

That said, the Court said, legally I don't accept
that. And I haﬁe never asked him a question about that. I
mean, I have never said, should thét revenue or net income be
boocked in the first instance? He hasn't testified to that,
and I assume thaf's why there is no objections because we are
going along then.

But one of the witness' other opinions from the
get-gc in this case, that the defendants didn't challenge on
Daubert, was the issue of, if ycu are engaged in practices
that are generating revenue, whether you could book it or not,
if you know that‘in_the future those revenues could be stopped
because they are illegal or improper or whatever word we want
to use, then you have to disclose that. It's az disclosure
obligaticn. That's in his report. The defendants didn't
challenge it. |

It's différént_from, can he say that number is wrong?
I never asked him that because the Court says he can't say it.
If I ask Mr. Devor, I know:what-he weuld say. He would say,
yeah, that number is wreong. In the 10-Ks and 10-Qs, you can't
becok that.

So we have.staYed completely away from that.

The issue’ is an issue of disclesure in terms of going
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forward because inﬁestors are going to consider the future
growth. And if you knéﬁ that there is this risk that these
practices are improper or illegal, that that could be lost in
the future, it's going to affect the growth rate.

So I think that's why there has been no objection. I
mean, we are decing exéctly what the Court said in the opinion,
which is that he can't say that number is wrong. I mean, and
he hasn't said that. And I don't think he has come close to
saying that in his testimony.

And the witness and T have talked about that. He has
obviously read the in limine ruling as well. He may disagree
from a GAAP perspective, but jou are the person who decides
the law, s0 we stayed completely away from that.

50 I think we have done what we are supposed to do.

THE COURT: Okay.

MS. BUCKLEY:" four Honor, it was my understanding
that to the extent that Mr. Devor tried to link fhe
quantification to the falsity of a 10-K or a 10-Q, he was not
permitted to do that. He was not permitted tc imply that the
number or the size of the numbér héd any impact on the true
financial statements of the 10-Ks and.the 10-Qs. That's what
T had thought where we ware and why I sbught clarification
yesterday.

And I thoqght I undefstood your Honor's distinction

that if he wanted to guantify what he claims the amount the
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company get -~ I won't use loaded words -- from the allegedly
predatory lending practices --

THE COURT: Right.

MS. BUCKLEY: —-- that he was allowed to do that.

I think the second time I objected yesterday it was
when they put a demonstrative up on the screen which had the
quantification amounts juxtaposed against the 10-Ks, which I
at least had thought was not where your Honor's head was. &And
we did have a sidebar on that, and we proceeded.

That, if it is cf any use to the Court, is what I
understecod the Court's ruling to be and abided by it
throughout the rest of the examinatioﬁ.

MR. DOWD: 1 think, your Honor -- and I apologize to
Ms. Buckley. I am sure she is right. I den't remember an
objection to that. I remember an objection to the third
cpinicon slot.

But the demonstrative I used was a demonstrative that
the Court ruled on in limine and said I could use.

TEE COURT: I don't think that was the objection that
was made to it in the ruling in limine, was it?

MR. DOWD: Yeah. No. They - I mean, they tried to
tie it into this opinion, and we went through the lancuage the
Court had about attributable and said I could use that one.

Now, I will tell you, your Honor, I had three more.

And because of the Court's comments the other day, I just went
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with the one tc try to keep 1t as simple as I could.

THE COURT: I don't have any problem with the
testimony comparing or qﬁantifying the amount of revenue that
was gained from the'—f his opinion as to the amount of revenue
that was gained from the.alleged predatory lending acts. We
ruled that that ccould be done, and I think it's perfectly

proper. It's an accounting issue. He can view the records,

Cview the books and-see how they'quantify this, I don't have a

problem with that.

I do have a probleﬁ with it slipping into the
argument that because information as to predatory lending
wasn't included in the 10-K, specifically wasn't a footnote or
an amplification of the revenue statement, that the revenue
statement 1s misleading.

That's the preblem with me.  And we seem to be
sliding intc that, which would be the back end of our original
ruling really.

MR. DOWD: Well, with all due respect, your Honor,

that's in his report. There i1s no question about it. I mean,

that was one of his opinions. And they didn't even move on
that on Daubert.

The issue that I thought the Ceourt had was, he cannot
say the numbers are false. But_he'should be able to testify
that under GAAP and SEC rules, that if you think there is --

the future trends are not geoing to be the same. I think under
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- the SEC it's future trends; and under GAAP, you know, it's, is

it going to affect the enterprise? or something like that -- T
would have to ask Mr., Devor for fhe-exact language -- then
that has to be disclosed.

Like we séid -- I mean, as the.witness has testified
a number of times, he was asked to assume it was predatory
lending. He didﬁ't make that analysis. But if there was,
then the company should have disclosed that.

And I think he 1s not saying they should have
disclosed it because of the past. He is saying they should
have disclosed it so shareholders ponsider it for the future.

And he certainly never said that those numbers were
wrong. He believes that, as an accountant, but he hasn't said
it because there is a ruliﬂg on it, and.it's a different issue
under the law in accountingﬂ

THE CQURT: Well, T suspeét we are at the point where
we are golng to.bé discussing it on Friday. I just -- I
wanted to bring it up. I think, depending on the ruling, we
may have to give a curative instruction.‘ I don't know. We
may have to give a_clarifying instruction as to the purposs
for the testimony. But I suspect it's something that we will
have to take up. It's scmething we are golng to have to take
up on Friday, and ?ou_should all be prepared to do so.

MR. DOWD: Thank you, your Honor.

MS. BUCKLEY: Yes, your Honor.
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THE COURT: Let's bring them out.
{(Jury in at 1:23 p.m.)
THE COURT: Proceed.
MS. BUCKLEY: Thank you, youf Honor.
HARRIS L. DEVOR, PLAINTIFFS' WITNESS, PREVIOUSLY SWORHN
CROSS-EXAMINATICN -.Resumed
BY MS. BUCKLEY:.
Q. Excuse me, Mr.'Devor. T need to back up just a tad and go
back to the first issue we were discussing today and just ask
a couple of follow-up questions.

And that was your opinion concerning Household's
restatement as a result of the credit card agreements that you
and I spent a lot of time discussing.

Are you back there with me? .

A, I am.
Q. You would agree, wouldn't you, Mrf Devor, that the fact

that a company restates doesn’'t mear that fraud took place,

correct?

A. It doesn't, but certainly many of the cases T have been
invelved in, fraud did take place.. But it doesn't necessarily
mean that.

A restatement is a cerrection. Tt doesn't mean that
it was intended to be wrong. But, again, in a lot of cases I
have been invdlved in, it has been.

Q. Okay. Your experience aside, you will agree that a
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restatement per se doesn't imply the existence of fraud?
&. It does not. . That's correct.
Q. You menticned in the coﬁrse of our discussion about the
restatement several times that Arthur Andersen had issued a
clean opinion on Household's financials.

Do you remember that?
A. I do.
Q. Could you describe for the jury what a clean opinion is.
A. It's an opinion written by the auaitors that relates to
the financial statements saying that the financial statements,
taken as a whole, all the financial statements and all the
accounts that are presented therecn, faifly state the
company's financial position and résults of operations for
whatever periods they are.
Q. So if Arthur Andersen issued a clean opinion for --
withdrawn,.

You understand that Arthur Andersen issued a clean
opinion, as you would define it, for 1999, correct?
A, Yes.
0. And the same for 20007
A. I beliteve Arthur Andersen's opirnions during the period
were all clean, unqualified. |

MS. BUCKLEY: No furthe;.Questions, your Henor.

THE COURT: "Redirect. |

MR. DOWD: Thank you, your Honor.
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REDIRECT EXAMINATION
BY MR. DOWD:
0. Mr. Devor, just a few quick things.
When yéu were talking abouf ﬁhe restatement before,
you mentioned a guy named.Cliff Mizialkos is that right?
A. Yes.
Q. Okay. And I couldn't tell. T thought you said at one
point he worked for Andersen énd at one point he worked for

Household. Could you just clear that up for me?

A. Back in the early '90s, Mr. Mizialko -- and this is, of
course, bhased oﬁ depositioﬁs and things I have read -- worked
for Arthur Andersen. He was the company's outside accountant,
auditor.

And at some point, alsc in the mid-'90s, I believe,

or late '90s, maybe even a little later than that, tock &

.position with Household in the company.

¢. Sir, I just_have.—— do you have Defendants' Exhibit 315 in
front of you thére?
A, What's it look like?
Q. It's the letter from OCC.
A. Sure. Hang on. |
Q. We can probably puli it up on the écfeen. That might be
easier.
MR. DOWD: Ybuf Honor, cquld we have the switch?

THE COURT: Yes.
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A. No., Even institutional purchases.frequently are on behalf
of individual inveétors who entrust their money to
professional moﬁey managers who then purchase stock, but
purchases are on behalf of the individuais.
0. Would an example be a mutual fﬁnd at Fidelity?
A. A mutual fund would be a perfect example.
Q. Now, what's your understanding of plaintiffs' allegations
in this case?
A. My understanding is that plaintiffs claim that Household
made inaccurate disclosures concerning its lending practices,
its predatory lending; as well as the wéy that it treated its
locans, the so-called reaging issue; and ancther accounting
issue relating to the proper acdounting for its credit card
unit, which ultimately led to a restatement.

My understanding is that the plaintiffs claim that
Household's disclosufes were not accurate in all three of
those areas.

Q. Now, did you méke any assumptions as to whether or not the
defendants made false statements or disclosures during the
relevant period?

L. Yes, I did. I assumed that the defendants did make false
statements during the relevant period in order to perform my
gquantifications.

Q. Is that a common assumption to make in estimating

inflation and damages in one cof these cases?
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A, Yes. I would say it's a necessary assumption fo make
that's always made because the job of determining whether or
not statements are false or misleading, that's an issue for
the Court and the jury. That's not an economic question.

So any economiét who has the role of quantifying the
effect of inaccurate disclosures or misstatements has to begin
with an assumption that the Court and/or the jury would
conclude that there is something to quantify; namely, the
statements were misleading. |
Q. Now, given that aésumption, whét did you do in this case?
A. What I did was, cbviously, firét familiarize myself with
the background of the caée, leoking at the allegations, the
pleadings, the reéﬁonses; a set of .legal issues that formed
the background.of the case.

And then T looked at a maSsive amount of information,
documents about Household disclosures, analyst commentary
about those disclosures. |

I alsco looked very carefully at Household's stock
price movements.during the relevant peridd, the stock --
comparable stock price performance of competitors of
Household, various indexes that Househcld identified as the
way its performance should be judged against.

I performed a statistical analysis of stock price
movements relating'the information that became known to

investors during the class period to Household's stock pricea.
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And I measured the amourit of inflation on every day during the
relevant period using two different methods, which is a way to
calculate the amount of loss that any individuazl investor

suffered during the relevant period, depending on what day

‘they purchased and what day they sold.

0. Based on the analysis that you described, did yeu form any
opinions in thié case?
A. Yes. I formed the opinion*that'Household's disclosure
defects, its inaccufate_disclosures, caused there to be
significant inflation in Househéld stock price for much of the
relevant pericd. And as a resulf, again depending on when
investors purchased and when they sold, investors in Household
stock suffered very significant lesses as a result of
Household's defective_disclosures.
Q. You mentioned tﬁe term stock pricé inflation. . What did
you mean by that?
A. What I meanf by that is that the stock price on any given
day for any company reflects the infoﬁmation that is known
about that company. - And if there is a situation where a
company is not disclosing accurate information about itself,
the stock price.will reflect not only the accurate information
about. the company but also the inaccurate, or the false
informaticn, about the company.

And what infiatioh is, 1s a measure of how much the

stock price has been affected by the false information that's
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been disclosed by a particular company.
U. Can a misrepresentaticn and an omission both cause the
stock price to be inflated?
A. Yes. You can have -- there are twc classic situations
where inflation can exist.

One situation is where a company makes a false
statement and the stock price rises to a level that's higher
than it would have been in the absence of the false statement.
That would be a classic misrepresehtation situation.

There is alsc an equally eguivalent way that
inflation can ogcur-if a company.discloses information but
fails to disclose something negative abéut itself that it
knows about but investors in the marketplace do not know
about. In that situation the stbck 1s inflated because the
stock is preventea from_falling to a lower level, which is the
level that the stock wouid have fallen“to had the company
disclosed the additiénal negative information that it failed
to disclose. Thaf's a traditionai cmission type of situation
causing inflation.

Q. In your opinion, how could the wrongdoing that the
plaintiffs allege in this case have caused inflaticn in
Household stock?

A. Well, first of_all,‘i would éay, in any situation where a
company does net acCurately reflect 1ts financilal condition

and its growth proépects, that potentially could be very



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Fischel - direct
2606
important for investors. And in this case, it's really no
exception.

But more specifically, in this case Household, during
the relevant period, was embarking on a very significant
growth strategy to try and grow their earnings, to try and
grow their revenue, to try and grow their size. That was
really the key component —— or one of the key components of
their business plan.

In order to convince investors that this growth plan
was a reason that they should pay more and more for Household
stock, it was necessary to communicate to investors that
Household could not only report increasing revenues,
increasing earnings, but that these increasing revenues and
earnings would continue into the future.

And if it were the case, as the plaintiffs allege in
this case and as many analysts and commentators concluded,
that those revenues could not be sustained in the long-term
because they were the function of improper lending practices,
which would cause Household to get into a lot of trouble,
ultimately force it to change its business practices, lower
its growth targets, making it a less-profitable company than
what investors believed at the beginning of the relevant
period, that could certainly lead to inflation.

MR. KAVALER: Objection. Move to strike and ask for

a sidebar.
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significant growth strategy to try and grow their earnings, to
try and grow their revenue, to try and grow their size. That
was really the key compeonent of one of their key -- of their
business plan.

"In order to convince invéstors that this growth plan
was a reason that ﬁhey should pay more and more for Household
stock, it was necessary to communicate that Househcld could
not only report increasing revenues and increasing earnings
but that these incfeasing revenues and earnings would continue
into the future,

"And if it were the case, aé the plaintiffs allege in
this case and as many aﬁalysts and commentators concluded,
that those revenues could not be sustained in the long-term
because they were the function of improper lending practices,
which would cause Houéehold to get into a lot of trouble,
ultimately force it to change its business practices, lower
its growth targets, making_it a leés—profitable company than
what investors bélieved at the beginning of the relevant
period, that certainly could lead to inflation."

MR. KAVALER; Your Honeor, I counted the word "growth"
or some derivative of it eight to ten times in that paragraph.
And I counted the word "sustainability" or the concept of
sustainability several times. Those aré precisely the themes
on which plaintiffs opened to the jury in this case. They are

not, however, the themes'of Professor Fischel's expert report
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in Paragraph 10.

Mcreover, your Honor, and very importantly, you will
recall a lengthy discussion during.the pretrial process,
ironically between Mr., Burkholz and myself, when they tried to
change the start date of the class periocd from what was then
referred to as July 30 to August 16. We had a long discussion
about that. The whole issue which drove that conversation and
which drives this objection is, in his deposition we pressed
Professor Fischel very hard on what caused the inflation. He
wouldn't say.

He has testified at léﬁgth in his deposition, he
can't speak to the cause. He has testified and he said in his
report, he can't speak to the cause. His empirical data
doesn't speak to the cause.. And now suddenly we have a
cause-based explanatibn.for tha inflatipn, which happens by
coincidence to be the theory Qf piaintiffs' cpening statement,
which 1s not disclosed in the report and, therefore, was not
the subject of Cross.

And in.féct the cross, as yoﬁr Honor knows from our
pricor discussions about this issue, fécused extensively on his
inakility te give a reason.

And we also had a lengthy-argument in front of your
Honor about the fact that when the plaintiffs were asked when
the inflation arose and what céused it in front of the

maglstrate judge, they took the position.—— they tactically
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decided they wouldn't say. 2And the magistrate judge said,
then, you are bound by that answer and defendants can make of
that answer what they will.

And this is Professor Fischel trying to extricate the
plaintiffs from that preoblem of their own making, contrary to
the rulings of this Court.

MR. BURKHOLZ: He is not trying to extricate us from
any problem.

These are guestions Mr. Kavaler can ask on
cross-examination.

In his report he refers exactly, in Paragraph 20, to
the reduction in the growth rates that the analysts were
making in the summer of 2002, which he testified about, that
caused the stock price to go down.

And he specifically says in his report that he has
concluded that the economic evidence is consistent with
plaintiffs' claim that the alleged wrongdcing caused investors
in Househeld's common stock to incur losses, at Paragraph 11.

So the guestions that Mr. Kavaler wants to raise, he
can raise them on cross-examinaticon.

But this opinion was referenced in his report and
it's proper.

MR. KAVALER: Your Honor, Paragraph 20 talks about,
as counsel says, events of July 2002. What this witness is

now talking abcut is the beginning of the period, 19%8 and
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'99. That's completely different.

THE COURT; Why de you say that?

MR. KAVALER: He says "caused," your Honor. The
wheole point is caused.

In 2002 we have the inflation coming cut of the
stock. |

There are two different issues in this case, your
Honcr: Where did the inflatioﬁ come from; how did it come in?
And how did it come out?

He is talking about "come oﬁt."

They have given us é notebook today of all the
exhibits, Theré are lots of exhibits on "come out." I
understand that. I am prepared to deal with that on my
examination. Tﬁat's fair game.

On "come in,f we spent a lot of time asking him. We
made two motions to your.Honor, the eight-page motion and the
summary judgmen£ motion, based upon the absence of any
evidence of "come in."

I won't rehearse all of that, but we all know we are
waiting eagerly to hear_what he.has to say about "come in." I
would assume that what he says abou£ "come in" 1s cabined by
what he said about "come In™ in his expert report, otherwise
the whole system is totally unworkéble and wholly unfair.

THE COURT: You said he didn;t say anything about it.

MR. KAVALER: That's my point. Having elected to say
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nothing about where it comes from in his expert report, he
can't now have a.theory-as to where it comes from or what
causes 1it.

THE COURT: Okay.

MR. KAVALER: In'his'deposition, your Honcer -- we
asked him repeatedly; you know us -- he was agnostic on where
it comes from. -He said, I don't know. My regression analysis
can't answer that guestion.

And the plaintiffs'chimed.in hélpfully in froﬁt of
magistrate and says, and he doesn't ﬁave te know.

New he knows?

MR. BURKHOLZ: 7JTt's not trﬁe, your Honecr. Actually,

in his rebuttal report -- actually, it's in his original
report., 1 am sorry.
At the end -- first of all, causation is measured by

stock price inflaticn coming out with the disclosures at tHe
end of the class period. That's how you measure inflation.

But the issue Mr. Kavaler is raising -- T can't find
it right now, your anor, but it.was specifically addressed in
one of his reports, this issue of preclass—period inflation
and inflation during the class period. I mean, that's an
issue he can jusf raise on cross;ekémination.

But the issue of causation cleérly is something that
was in his report. And he measures it; He discusses the

statements that the plaintiffs allege. 2nd as long as we
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prove that there are false statements, he alleges that
inflation begins whenever the first false statement happens in
the class peried, cor in the relevant period.

MR. KAVALER: Your Honor, two things of cosmic
importance to understand what Mr. Burkholz Jjust said.

First, if I understood him correctly, he says he 1is
going to address where the inflation came out, and he is going
te say, see, 1t must have been there.

The Seventh Circuit in the Ray case says, as I know
your Honor knows, the plaintiffs must show inflation coming in
and inflation going cut in the class period or be nonsuited if
it goes to their case. Not in those words, but that's what it
says. There is no guestlion about that.

I kbelieve he is not going tc say where it came from.

MR, BURKHOLZ: That's not true.

MR. KAVALER: Secondly, your Honor, I am reading from
his rebuttal report at Page 27. He says, "Therefore, no
regression analysis can be used to identify the day on which
the stock price bescame inflated in this case."

That's -- it seems to me, there's going to be at the
end of his testimeny a failure of proof when it comes in.

What he is doing now I think is obkvious.

But, your Honor, the guestion he was asked repeatedly
is: In your opinion, how could the wrongdoing the plaintiffs

allege in this case have caused the inflaticn in Household
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stock price, and in particular, Household stock price.
Q. Is there a particular part of this article that you are
referring to?
A. There is. 1It's the —--
Q. I think we have it.
A. TIt's the very bottom of —-- yeah. That is the particular
paragraph that I was thinking of.

This is a continuation of a previous page.

"Household's tougher tactics" —-- at the beginning —-- "began in

1998."

Just for context, that refers to the bottom of the
previous page where the Forbes article describes a corporate
culture of predatory lending, and then the article goes on. I
will give you the context and then I will read it.

The article goes on to talk about how Household
achieved a spectacular growth, but the spectacular growth came
at the expense of the consumer, who was victimized by
predatory lending. And as a result, it wasn't clear whether
the growth that sustained Household's profitability, that
sustained the positive view that analysts and investors had
about Household would be able to continue.

So with that context, let me just read what the
Forbes article concluded.

"Household's tougher tactics began in 1998, when

Chief Executive William Aldinger, a serial acquirer who had
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just bought Beneficial Corp., ran out of targets and looked
for internal growth by pushing mortgages instead of credit
cards. The results are impressive. Household's net income
rose 17 percent to $514 million in the second quarter, its
16th consecutive record quarter, and it kept default losses at
an impressive 4.3 percent (annualized) of receivables.
Household's return on assets is down but still remarkable at
1.9 percent. MBNA and Capital One, big players in mainstream
credit card lending, returned 1.5 percent each."

And now comes the concern.

' Howard Mason of Sanford

"'He squared the circle,
C. Bernstein & Co. says of Aldinger. 'But there's always a
price for doing the seemingly impossible.'

"And the price" -- the article continues -- "was paid
by customers. Mortgage lenders constantly raid rivals'
customers by offering cheaper rates, cutting into everyone's
profits. So in 1999 Household cracked down. It loosened
standards to allow second mortgages on top of first ones even
if that left consumers owing more than the value of their
homes. It also increased fees to the levels that would
eventually match the highest allowed in many states. These
fees, or points, chip away at homeowner's equity, making it
tougher to switch lenders. Aldinger started telling Wall

Street that his customers were less likely to bolt because

their equity had been reduced by his loans, say several Wall
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Street analysts.”™

And then just the beginnipg of the next paragraph,
and then T will'stdp reading. |

"Household also hegan EZ Pay Pius, a program under
which many borrowers, like:Myers" -- a particular individual
described in the story -- "were lured with lower interest
rates but were realiy charged higher ones."

And the articleé continues in the same vein.

But the basic point of the article is exactly what I

said before about how plaintiffs' allegations could produce

‘inflation if the spectacular growth was a function of

predatory lendihg'and aggressiﬁe accounting and if that growth
was not sustainable ocver tﬁe long—@erm 5ecause customers would
complain, lawsuits would a;ise, regulators would complain, and
Household would.ultimately be forced, as it actually was in
the real world, to change its practicés, to abandon some of
the practices that fueled the growth causing it to lower its
growth rates. That_causéd the stock priqe to decline.

And if that information had been known at the
beginning of the relevant period, beginning the end of July of
1999, Household's stock pricé would have fallen at an earlier
point in time becaﬁse the inflation that existed in its stock
throughcut the relevant pericd until the end, when the truth
started coming ocut, would have caused the price to fall.

Q. As part of your analysis, did you also analyze Household's
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stock price performance_dqring-the relevant period?
A. Yes. In a numbér of different ways, I did.
0. And what did you conclude?
A. 1 concluded that during thé_implementation of the
Household growth strategy, particularly beginning in the end
of 1992, 2000, and much of 2001, Household stock performed
extremely well. |

And then, when the criticism started to mount,.when
Household's denials about its lending practices and aggressive
accounting began to be more and more questioned, when peaople
started to disbelieve what Househdld was saying in terms of
analysts and other markét professionals, the stock price
started to fall.

So it went from somewhere in.the 40s to almost 70.

And then in the latter part of the period, when the truth

started to come out, the stock fell to somewhere in the

high -- low 20s. and then the higher 20s.

Q. And did you also analyze the information that was being
communicated to investors during this relevant peried?

A. Yes. BAgain, very carefully on a day-by-day basis.

Q. And did you perform.any statistical tests to analyze the
relationship between tﬁé informaticon communicated tc investors
at Household and its stock price during this time period?

A. T did. | |

Q. And what did you do?
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A. T performed what is geﬁerally referred to as an event
study, which is a type of what -- a statistical technigue
known as a regressicn analysis.
¢. Let me hand you what we have marked as Plaintiffs' 1391.
{Document tendered.}
BY MR. BURKHOLZ:
Q. Is Exhibit 1391 your event'study?.
A. Yes.
MR. BURKHOLZ: Yoeour Honory there is no objection to
this document. I move it into evidence;
THE COURT: .It will be admitted.
{Said exhibit-was received in evidence.)
BY MR. BURKHOLZ:
C. I would like you to explain the event study to the jury.
And let's focus on one of the dates that you looked
at, August 14th, 2002.
What is the significénce of that date, if you recall?
A. That's the date.that-Household issued its restatement.
Q. Ckay. Why don't you walk us throﬁgh what you did in the
event study with reépect fo that date:and explain to the jury
the different headings here.
A. Okay. Let me staft by just very briefly explaining what
an event study is_so.fhaf the context is clear.
Cne of the things that we know about the stock prices

for any company is that the stock price can be affected by
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basically three things.
It can be affected by movements in the overall stock

market. Tt could be movements in the industry that the

company is a part of,'developments in the industry. And it

could also be affected by things that aré unigque to the
particular company that are not shéred with other companies in
the industry or not shared with the overall market.

And what the regression analysis does that's
reproduced in the event study is, it analyzes on any given day
how much of a cbmpany's stock price movement is explained by
the market in the industry as opposed to how much is specific
to the particular company.

And i1t's very important always, 1in understanding
stock price movements, to understand ﬁhe relationship between
the company on the one hand. and the overall market and the
industry,

So just for exampLe, unfortunately, in roughly the
past year -- although it's gotten a little better -- the stock
market has basically fallen in half from 14,000 roughly to
below 7,000. Now it's a little bit above 8,000,

So if you didn't know that and I told you that during
this period yéu had & stock that lost 5 percent cof its value,
you might think that that waén't g0 good because you lost
money. But I guarantee that most peoplé who buy stocks would

be delighted if they only lost 5 percent of their value in the



02:25:18 5

8

9

0z2:25:34 10

11

1z

13

14

02:25:53 15

16

17

i8

19

02:26:08 20

21

22

23

24

02:26:17 25

Fischel ~ direct
2623
last year because the overall stock market lost 50 percent of
its value.

Similarly, in the last month, the stock market has
gone up significantly, by 25 percent approximately. B&nd if I
told you during that period you had a stock that made
5 percent, you might think that ycou made money. But then if I
tell you that the overall market went up by 25 percent, vou
wouldn't think that was such a geood investment.

And the purpose cf the event study is to not lock
just at whether a stock price goes up or down but rather to
understand how it performed relative to.the overall market and
relative to the overall industry that it's a part of, because
unless you know that, it's impossible to know how a stock
really did.

And that's what an event study does. It does that by
a fairly complicated statistical method. But the basic ideas
is pretty simply. It's what I just described.

With that background, maybe we can just highlight the
top --

Q. Can T ask you a guestion before we get to that?

A. Sure. 0Of course.

@. Is an event study a common technigue that's used to
estimate damages?

A. Yes, I believe it is the standard methodology that's used

in virtually every case that I am aware of to estimate both
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S&P 500 went up by a little over 4 percent that day,
4.01 percent.

And the next column, the S&P financials index, which
is the index that Household itself compared itself to, that
went up by 3.74 percent.

So in the same way that I juét described about the
stock market going down in the past year by 50 percent, going
up in the last month by 25 percent, you can't just look at
that .77 percent increase in a vacuum. You have to compare it
to how the overall market did and how the industry did.

And you see the ovérall mérket did -- let's see --
more than five.times better than Household did on that day.
And the industfy, looks like it did also about five times
better than Household oﬁ that day.

So 1f we go to the next column, the predicted return,
this is the -- where the statistical analysis gives you the
ablility to say Qith somé precisioﬁ; given what happened in the
cverall market and given what happened in the overall
industry, knowing how much they went up that day, how much
would you predict ~- given Household's relationship with the
market and the industry -- Household would have gone up on
that day, August 14th? |

And if we go to the -- it's 3.26 percent.

And 1f we go to the next coiumn, residual return,

2.49 percent -- that's simply'the difference between
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3.2€ percent -- what you.would predict. You would predict
that Household Qould go up by a lot. Instead it went up by
just a little. That's just like-my eﬁample of the stock
market going up-by 25 percent in the last month but a
particular stock geing up by only 5 percent. 5 percent sounds
good, but it's not as good as what you would expect,
25 percent.

And the same thing is true for Household.

So applying that statistical method, you see that the
residual return for Household on that day is actually
negative, negative by a fairly large amount because Housshold
so far underperforméd the market and the industry which have a
big influence on its performénce.

And the next column, the residual price change, that
is just -- that's simply a multiplication of this
minus 2.49%9 percent times what Household's closing price was
the previous day, $37.80.

So when'you look at Household stock price
analytically, precisely, scieﬁtifically, you see that
Household stock price, measured against the market and the
industry of which it's a part, actually declined by 94 cents
as opposed to the initial appeafance that it looks like the
price went up on thaﬁ day. | |

And then, if you go to the iast two columns, the

T statistic and whether the T statistic is greater than 1.65,
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that is simply a measure of whether the negative performance
of Household on that day is sufficiently large to be
considered significant using this particular regressicn
analysis and event Study.

Any time there is three stars on a particular date,
the conclusion is that, based on.this particular event study,
this particular regression analysis; Household stock price
underperformed by a statistically significant amount on this
particular day.

And that's how an event study works, basically.

Q. What was the -- what 1s the relétionship between this
event study and your quantification of inflation?

A. I used two methods'of quantification. An event study is
basically used in both of them.

But with respect to the first method, what T did was,
I selected those disclosures which I coﬁsidered to be
fraud-related duriné.the relevant period where there was a
statistically significant price ﬁovement, where I was also
reasonably confidént that the fraud-related disclosurs on a
particular day was responsible for a particular statistically
significant price movement.

Q. And how many dates did you find during this period?
A, Using under my fifst method, 14 dates.
Q. What was the first date that you found one of these

events -- cne of the dates that you are testifying about?



02:33:55 5

8

9

02:34:18 10

11

12

13

14

02:34:28 15

16

17

18

19

02:34:44 20

21

22

23

24

02:34:59 25

Fischel - direct
2628

A. November 15th, 2001.

0. Why were these 14 dates selected?

A. They were selecteéd because T wanted to isclate. the
fraud-related disclosures that were important to investors.
30 I had Lo make a series of judgments based on the event
study in order to do that. T had to isolate disclesures. I
had to determine whether theose discloSqres occurred at a time
when there was a-statistically significant stock price-
movement. And I had to .be reasonably confident that the
fraud-related disclosure was responsiblé for the price
movemernt.
Q. And have you ptepared a demonstrative that summarizes the
relationship between your analysis of the 14 dates and
inflation?
A. I have.

MR. BURKHCLZ: Can we bring up Plaintiffs'
Deﬁonstrative l50.l
BY MR. BURKHOLZ:
Q. Now, before we look-at ~- is this the demonstrative that
you prepared?
A, Yes.
Q. Before looking at these 14 dates; was there another set of
dates that you.could ha§e.picked?.
A, Yes. 1 believé this particular analysis focuses on

14 dates. T have seen an analysis by Household Lhat
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identifies 166 dates.
0. If you included those dates in your gquantification, would
the inflation be higher cr lower?
A. It would be almoét double the number that T calculated
here. We will get to it, but the $7.97 number.
If I included all the defendants’ dates, that number

would increase by ancther $7, so it would be virtually $135,

" which would make the harm and the losses to investors much

greater than whét I myself galculaﬁed under this first method.
Q. So selecting the 14 daﬁes was éonservative, in your view?
A, Absolutely, Relative to the choice of dates of the
defendants,
Q. Let's look at the 14 dates.

Why is November 15th, 2001, the first date on this
exhibit?
A. Because that is the date that the California Department of
Corporations filed éuit against Househbld alleging that
Household had eﬁgaged in systematic'unféir predatory lending
practices.
Q. Did you prepare a demonstrative related to that date?
A. T did.

MR, BURKHCLZ: Can we bring up Plaintiffs’
Demonstrative 137. N |
BY THE WITNESS:

A. I don't think -- this is not the right document,
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That's:the right document.
BY MR. BURKHOLZ: .
Q. I want to hand you what we have marked as
Plaintiffs"™ 1305, Plaintiffs' 1405, and Plaintiffs' 1452.

{Documents teﬁdered.)

BEY MR. BURKHOLZ:
Q. Plaintiffs' 1305 is a Caiifornia Department of
Corporations press rslease. |

Plaintiffs' 1405 ié a Bléomberg article regarding a
lawsuit on November 14th, 2001.

And Plaintiffs' 1452 is a Household press release of
November 15th, 2001.

Did you take eXcérpts from those three exhibits and
include them on your demonstrative?
A. I did.

MR. BURKHOLZ: “Your Honecr, I move these three
exhibits into evidence subject to the limiting instruction.

THE CQOURT: They Wili be ‘admitted subject to the
limiting instruCtioh.- |

{Said exhibits.were received in evidence.)

BY MR. BURKHOLZ:
Q. Can you describe_the demonstrative that you prepared.
A, Yes. This is an exhibit which describes the events on
November 15th, 2001, the'California Department of Corporatiocns

lawsuit.
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And it also, on the third_line, says "residual price
change, negative $1,86," meaning that this is the first of my
14 dates where there was a fraud-related disclesure which had
a significant effect on Household stock price.

And I think it's fairly self-explanatory, but just so
we are all clear, the preés release of the California
Department of Corporations stated that, "After the close of
trading on November 14th, 2001, the California Department of
Corporations issued a press release anncuncing that it had
sued Household for impOSing_fexcessive,and improper fees,
penalties, interest, .and cﬁarées in violation of state
consumer protection laws,'™

And then T also included Household's response.

"Household International responded that it is
‘currently reviewing the specifics of. the lawsuit but
vehemently denies any assertion tha£ it has wilifully violated
the lending laws that regulate its business,'"

But vyou can see from the price—reaction, the negative
price reaction,.the negative significant price reaction, that
this is the beginning of the time when Household, that had
been denying ifts involvement in.pfedatory lending throughout,
when market participants-begin'to doubt Household's denials
because of the accumulation of accusations and firsthand
accounts by customers who had compléined about their dealings

with Household.
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Q. And did analysts comment on this lawsuit?
A. Yes, quite extensively.
Q. Let me show you Plaintiffs' Exhibit 1407. It's a
November 15th, 2001, Saiomon Smith Barney analyst report,
(Document tendered.)
MR. BURKHOLZ: I would like to move that into
evidence, your Honcr. I don't believe there is an objection.

Again subject to the limiting instruction.

THE COURT: It will be admitted subject to the

limiting instruction.

(Said exhibit was received in evidence.)
BY MR. BURKHOLZ:
¢. What is the significance of this rgport to your opinion?
Ao Well, if we highlight under "summary" just the first
bullet point -- remember what I wanted &o do was isolate
events and then be reasonably confidenﬁ that the events are
the cause of the stock price movement: in this case, a stock
price decline.

Here you havg the analyst saying exactly that: that
Household shares sold off almost 4 percent intraday on news
that the California Dgpartment cf Corporations has filed an
$8.5 million lawsuit against Household for lending law
violations (predatory lending) .

Then, on the next page ——‘this.is guite important in

light of subsequent developments. In the third paragraph, the
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paragraph beginning "Clearly." The seccnd sentence, if we
could highlight that.

The analyst says, "The greater'potential risk" -- in

other words, greater_than the fact_that they are being sued
for $8.5 million -= "in.ocur view is that this lawsuit turns
intec a larger development," which is exactly what occurred.

Then, the last sentence of the paragraph, if we could
highlight that. |

"Thus, to the. extent there were further findings from
another audit or another regulatory body was interested in
pursuing the matter, there éould be further chapters in the
story."”

And again, -that's exactly what occurred.

Q. Let me show you another analyst report, Exhibit 1408, a
Deutsche Bank Alex. Brown report, dated on the same day,
November 15th, 2001.

(Document tendered.)

MR. BURKHOLZ: I wouldrask that to be admitted into
evidence, your Honcr, subject to the limiting instruction.
BY THE WITNFESS:

A, Again --

THE COURT: Excuse me.

THE WITNESS: 1 am sorry, your Honor.

THE CQURT: fhat's all right.

It will be admitted subject to the limiting
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instruction the jurors have.
(Said exhibit was received in evidence.)

THE WITNESS: I apologize, your Honor.

THE COURT: Go ahead..
BY MR. BURKHOLZ:
Q. Now, what is the-significance of this analyst report fo
your opinion? |
A, This analyst report, again, talks.about the significance
of the lawsuit. And, again, this analyst bkegins toc suspect
that there is going to be problems with the long-term growth
Strategy that might develop as a result of the lawsuit.

So if we look at the middie of the page on Page 94,
conclusion, if Qe can just highligﬁt 1, 2, 3. The analyst
talks about what fhe possible effect of the lawsuit might be.

It talké about how much more in refunds might
Household owe to consumers Who are victims of predatory
lending.

Will the accusations escalate within or beyond the
state? Again, that's exactly what occﬁrred.

And three;'will there be any operational constraints?

‘Meaning the businsss strategy that Household pursued to drive

its growth, whether they are going to be -- whether there were
going to be constraints on that strategy as more and more
complaints occurred, more and more lawsuits were filed, more

and more regulators were concerned and upset, whether
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Household was geing to have to abandon the identical practices
which fueled its growth strategy in the first place.
Q. Now, the article refers toc the department filing the suit
on November 9th, 200l. And this analyst repcrt is on
November 15th, 2001. |
What's the significance of that?
A. Well, they afe both_relevant dates, but if you look at the
stock price reaction, the stock price.reaction occurred on
November 15th. That was aiso the day that Household issued a
press release denying the dallegations as opposed to saying it
was working something out or scme alternative form of
disclosure.
And Novembér 15th was the date that the analyst, as

we just looked at, 'isolated as the date that Household stock

price fell because of the filing of this lawsuit, coupled with

Household's denial on November 15th.

Q. Did the value cof Household stock decline by the

$8.5 million that the California Départment of Corporations
was seekling?

A. No. It declined by much, much more thaﬁ that because
analysts concluded and investors concluded, with the benefit
of hindsight, correctiy that it was much more than the

$8.5 million that was at stake. It was Household's ability teo
continue with the business practices that it was engaged in,

whether Househcld was going to be able to avoid more regulator
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These are the things that anélysts said might happen,
and those are the things that in fact did happen later on in
the relevant period.
0. Did you prepare a demonstrative for the second date that
you selected, December 3rd, 200172
A. I did.

MR. BURKHCLZ: Can we bring up Demonstrative 138.
BY MR. BURKHOLZ:
Q. Are there analyst reports and articles referred to in this
demonstrative?
A, Yes,.
Q. Let me hand you what we have marked as Plaintiffs’
Exhibit 1409, a Dow Jones capital markets report of
December 1st, attaching the Barron's article; Plaintiffs®
Exhibit 1421, Bernstein Research report of December 4, 2001:
and Exhibit 1420, which is a Legg Mason December 3rd, 2001,
analyst report.

(Documents tendered.)

BY MR. BURKHOLZ:
Q. Are those the documents that you are referring to in this
demcnstrative?
A, Yes, sir, they are.

MR. BURKHOLZ: Your Honor, we move these three

exhibits into evidence subject to the limiting instruction.



03:37:11 5

8

9

03:37:38 1C

11

12

13

14

02:37:48 15

16

17

18

19

03:38:03 20

21

22

23

24

03:38:21 25

Fischel - direct
2660
ultimately be.

So as a result, if you go back to the top of ths
demonstrative, the analyst talks about how concerns about
these investigations, about the effect of the Washington
report caused the analysts to lower their price target for
Household from $57 to 336, which is a really major negative
shift because cf the concern about what the ultimate effect is
going tc be of all these investigations and lawsuits and
regulatory pressure on Housshold to change its predatory
lending practices.

2. And when you talked about the concern, are you talking
about how much money Household will have to pay for any
settiement as well as how much money they're going to make in
the future? TIs that what the analysts are loocking at?

A. I think there's some concern about how much money
Household will hawve to pay, but much more important than what
Household will have to pay is what the effect will be of
abandoning its predatory lending on its profitability and its
growth prospects for the future.

That's really what the analysts were more focused on,
although cbviocusly the amount is also relevant. But what's
more relevant is Household's business strategy, the
relaticonship between predatory lending and aggressive
accounting in that business strategy, and whether pressure

from investigations, lawsuits, et cetera, will force Household
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tc abandon certain business practices and accounting
practices, reducing its profitability, reducing its growth,
causing its stock price to fall, which is why the analysts
lowered the price target from $57 to $36.
Q. And analysts and investors look at the growth rate of a
company in order to estimate how to value that company, what
the stock price should be?
A. Yes. How a company is expected to perform in the Ffuture,
that's really what determines what a stock price is today.
Q. Okay. Have you prepared a demonstrative for our next
date, Cctober 4th, 20027
A. I have.

MR. BURKHOLZ: Okay, can we bring up 148, pleasz?
BY MR. BURKHOLZ:
Q. And is that the demonstrative you've prepared for
October 4th, 20027
A. Yes.
Q. And you cite to a Wall Street Journal article of October
4th, 2002, correct?
A. Correct.

Q. Let me give you what's been marked as Plaintiffs' 1375,
which is the Wall Street Journal article of QOctober 4th, 2002.
MR. BURKHOLZ: Ask that that be marked into
evidence -- moved into evidence, your Honor, subject to the

limiting instruction.
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significantly in response to these particular disclosures on
October 10th and Cctékber 1lth, correcting for movéments in the
market and the industry as & whole, and the reason for that is
that there had been so much leakags, so much concern about
what the settlement might be, whether the settlement would
occur, how much Household would_decline in profitability as a
result of the resolution of the lawsuits and reform of their
business practices that the stock price had fallen to a really
low level relative to where it had been before. It was now in
the low 20s versus relaﬁively clese to fO that it had been
earlier.

And when Household stated, looking at the bottom of

the demonstrative, that the effect of the series of business

practice reforms would only be 10 cents per share in 2003, 20

cents per share“in 2004 and 30 cents per share in 2005, that
was much less than what many analysts were expecting. They
were expecting the.impact on Houséhold's profitability to be
greater. So this was relatively good news as compared with
what pecple were expecting.

And then.subsequent to this, a number of analysts and
commentators said that theée numbers were still too high. But
as of this particular date, this was pefceived as gocd news by
the market because even though Housshold was saying that it
was going to be less profitable in the future, that it wasn't

going to be able to grow at the same rate, the reductions in
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prefitability and growﬁh were less than some people were
forecasting, although, as I said,.later these numbers were
criticized as well.
Q. You were referring to the Bernstein article that we looked
at that was cutting their estimates, that this wasn't as
bad as what Bernstein said?
A, Correct, cogrect.
g. Sc that's why the stock went up?
A. Yeah, not just Bernstein, but a lot of other analysts as
well, |
Q. ©So this increase in the stock érice, how did that impact
your quantification?
A, I took it into account. I gaﬁe-Household full credit for
it; and as a result, it reduced my calculation of inflation
during the relevant period.
Q. Let's talk abcut your gquantification and go back to your
14 dates. 1If we can'bring up Plaintiffs' Demonstrative 150
again. |

We've just looked at most of these dates. I think
the only one we didn‘f look at was the February 27th, 2002.
Can you explain that to the jury?
A. Yes. That's a date when ngsehold indicated or disclosed
that it was implementing a series §f sales practice reforms to
try and deal with some.of the complaints that it was

receiving, and that was perceived positively by the market,
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which is why there's a plus $1.64 entry Lhere.

And, again, I took that, T gave Household'credit for
that, took it iﬁto account in my calculation of inflation.

Q. And can you explain the chart, how you got to the
calculation of taking the increases and decreases into
account?

A. Yes. I looked at what the event study showed with respect
tc all 14 dates, every single one that I identified. And if
you look at the last column, the entries in red --

MR. BURKHOLZ: Highlight that whole last thing?

Thank you.

Sorry to intgrrupt.

BY THE WITNESS:
A. No problem.

The enffies in rea are negativé price movements
controlling for market and industry conditions. The entries
in black are pbéitiﬁe price moﬁements controlling for market
and industry conditionsl

The negdtive -- the negafives total 16 -- negative
516.33. The positives total $8.37. I netted the pesitives
against the negativeé for a total of $7.%7.

BY MR. BURKHEOLZ:

Q. So including the positive price increases was conservative

in your view?

A. Yes. Obviously, if I only looked at. the negative ones,
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1 the inflation would be higher. The harm to investors would be
2 greater.
3 Q. Did you prepare a demonstrative that shows the artificial
4 inflation that you calculated based on the 14 dates?
03:46:32 5 A. I gid, |
& MR. BURKHOLZ: Can we bring up 151, please?
7 BY MR. BURKHOLZ:
8 Q. Okay. Is this a demongtrative that you picked -- phat you
9 prepared that shows the guantification -- quantifies the
03:46:50 10 inflation in Hoﬁéeholﬁ's stock . price for this particular
11 model? |
12 A. Graphicaliy, that's correct.
13 Q. Okay. And I noticed at the very end, 1t's a little
14 difficult to see, but the blue line goes over the red line.
03:47:05 15 Can you explain what's happening in the last menth of
16 the class period -- of the relevant periocd?
17 A. Yeah. And just for céntext, thé red line is the price.
18 That's what the aCtuai price was of Household on every day
19 during the relevant period.
03:47:21 20 The blﬁe line, that's reférred to as the "true
21 value." That is what my calculations indicate the price of
22 Household would have been had there been no inflation in the
23 stock price as & result of the fraud-related disclosures, as a
24 result of the 14 fraud-related disclosures.

03:47:47 25 And you see for the entire period until the very end,
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the price, the fed line, is above the blue line, and the
shading in between represents that d;fference. And what that
means is that iﬁvestors_on every day.while the red line is
greater than the blue line are_éaying too high a price for
Household's stock because the price is inflated by these
fraud-related disélosures or nen-disclosures.

At the very -- I'm sorry.

Q. No, continue. Go ahead. |

A.  Yeah, I was going to say at the_véry end, the blue line
goes above the red line. The true value line, the
non-inflated price, goes above the actual price, and the
reason for that is what I just described, that there was SO
much negative iﬁformation ébout.Household disclosed to the
market, so much adverse publicity, so much expectation that
Household's growfh strategy was golng to ke derailed in a
fundamental way that the price actually fell to a level bhelow
what my calculations indicate the price should have been under
this method had Household been making accurate disclosures
during the entire relevant period.

So at the very end, the investors who purchased at
the red line during those days when the blue line is above the
red line, based on my calculaticn, they were in effect getting
a bargain. They suffered no loss because they were buying
when people thought fhe truth Was wWorse fhan it actually

appeared to be, at least as of October 10th and 1lth, though
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Q. Would there be inflation on that date if there was no
finding that the August 16th, 1999 10-Q was false or
misleading?
A. No, no, that the -- well, 1t would depend, I guess, on

whether it was an earlier disclosure that was found to be
false and misleading. It's hard to separate one from the
other.

But so long as there is a disclosure that Household
made that was false and misleading because it did not provide
accurate information about its predateory lending practices,
its re-aging policies, its credit card accounting, the ability
to sustaln its growth strategy in the future, the inflation
would be this particular amount based on my calculations.

Q. Okay. Now, in your opinion, the $7.97 of inflatien that
you calculated, does that capture, in your cpinion, the amount
of inflation that was in Household's stock price?

A, No.

@. And why not?

A, Because what I did was I focused on individual
disclosures, but that's in some sense not a completely
realistic analysis because it's not as if there was only 14
disclosures during the relevant periocd.

There was a cascade of negative information that came
out about Househcld, particularly after negative --

particularly after November 15th, 2001, when market
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participants, investors, analysts became to increasingly doubt
Household's denials and started to really question whethar or
not Household's disclosures were accurate, whether its
accounting was accurate, whether its lending practices were
consistent with governing regulations.

There was, as we get a little bit later in the
period, tremendous amount of leakage of information about the
Washington Department of Financial Institutions report, about
the possibility of a settlement, about the need for Household
to reform its sales practices and the possible effect that
would have on Household's profitability, and I believe that
cascade of negative information had an effect, a negative
effect, on Household's stock price in addition to the effect
of the 14 disclosures that I originally quantified that we
just went through.

0. Do you have the Bellingham Herald article, that

Exhibit 14287

A. Probably better if you give me ancther copy of it because
I have 50 many documents. I could search for it, but 1f you
have another copy, that would be better.

What's the date of it?

Q. I have a copy.
A, Thank you.
T have it.

Q. Okay. Is this an example of the type of leakage that you
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were talking about?
A. Yes. 1In fact, the article discusses the very leakage that
I just described.
Q. Okay. And what in the article is significant to your
opinion regarding leakage?
A. Well, if we just highlight the first half of the page on
the first page of the article. The first paragraph talks
about the Washington report, the state investigative report on
Household.

Then it talks about how it's been suppressed by —--
for three months as a result of a court order that Household
obtained; then describes, because the article's been now
leaked, a -- what the article refers to as a blistering
assessment of the Household's loan practices in Washington and
elsewhere in the state.

And then it goes on to talk about what the report
accuses the company of, misrepresentations and dishonest
statements, failure to provide customers with accurate
disclosures, coaxing borrowers into signing without reading
the documents that they're signing, talking borrowers into
refinancing at disadvantageous interest rates based on
misleading them, adding costly insurance premiums.

But then the next paragraph is really what is
supportive of what I said a minute ago. It talks about how

Household's attorneys went to court to obtain a restraining
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all dividends are reinvested) of Household to Standard &
Poor's Composite Financial Stock Price Index and Standard &
Poor's 500 Composite Stock Price Index. Our common stock is
included in both of these indices. The chart assumes $100 was
invested in Household common stoék on December 321, 1996 and
that all dividends are reiﬁvested.' We are reqguired to publish
the five-year return chart so you could compare cur
performance to other stocks." |

So Household demonstrated in this document what they
considered the relevént coﬁparison was. 1 used the exact same
comparison that Household itself stated was the right
comparison to use.
0. And did you prepare an exhibit th§t shows the amount of
artificial inflation, téking into account the leakage that
you've discussed?
A, T did.
Q. Before we get to that, did ydu_prepare a demonstrative
that shows the inflgtion téking into acéount the leakage?
A, Yes, I -- yes, T did. |

MR. BURKHOLZ: Ckay. Let;s pring up 154, the next
demonstrative, 154,
BY MR. BURKHOLZ:
Q. And what does this show?
A. This is analogous.to the document that we've already

looked at, the graph focusing on the 14 specific disclosures.
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But here instead of 14 specific.diéclosures, this method again
uses an event étudy, uses a'régression analysis and attempts
to calculate the aﬁount of inflation on every day during the
relevant pericd, again, taking into account the effect of the
market and the iﬂdustry on Household's stock prices on every
day. |

You can see that the difference between the red line,
the price, and the blue line is wider. The blue line, the
true value line, the uninflated price, that's wider than in my
first method focusinglon 14 disclosures, and the reason is
ocbvious, that vyou have so many more negative disclosures that
are leaking out that are not captured in my 14 specific
disclosures.

The result of that is tha£ a greater percentage, a
greater proporﬁion of Househeold's deciine in price is
attributable to fraud-related disclosufes and the correction
of fraud-related information in tﬁis exhibit than the previous
exhibit; but you c¢an see again at the very end, the blue line
goes above the red line,

S0 even in'this_exhibit, I want to be careful that

investors who suffered no lcsa because they purchased at

‘particularly low prices are not entitled to recover because

they haven't suffered any harm.
Q. And that's the investors in the last 30, approximately

30 days of the relevant period?
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A. Correct. When the leakage resulted in a much. lower stock
price than what ultimately occurred on Octoker 10th and 11th.
0. And you prepared an exhibit that shows the amount of
inflation on every .day during the relévant period for your
leakage model, ?ight?
A. Correct.
Q. Let me show you Exhibit 1385.
A, Thank you.
Q. And is that ybur guantification of the inflation under
your leakage model?
A. Yes. If you éan put it on the séreén maybe.
Q. Did you prepare this document?”
A, I did.
MR. BURKHOLZ: Your Honor, I don't believe there's an
objection to 1395 if we can move it into evidence,
THE COURT: It will be admitted.
{Plaintiffs' Exhibit 1395 received in evidence.)
BY MR. BURKHOLZ:
0. Can you explain what this exhibit is?
A. This exhibit, again, is analogous to the previous exhibit
which focused cn the 14 specific disclosures; but this exhibit
takes leakage into accouﬁt ahd, once égain, has a calculation
of the stock price on evéry day, what-the true value 1s, which
is what my calculation is of the uninflated price, what the

price should have been had there been no fraudulent
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disclosures or cmissions in the.various Household statements
and disclosures during the relevant pefiod. That's the second
column, true value.

And the artificial inflation is the number in the
last column. And, again, you'll see that it's different from
7.97 at the beginning because this calculaticn doesn't just
focus on 14 disclosures.' It focuses on all the negative
disclosures that came cut, particularly after November 15th
when the market-started_to, in a much more systematic way,
disbelieve Houséhold's dénials fhat if was engaging in
predatory lending and that it was engaging in improperly
aggressive accounting.

Q. Like your specific_disclosure model, does this
guantification use'statistical methods to account for the
market and industry influerices on Household's stock prices?
A. Yes, it does.

Q. And did you also analyze whether company-specific factors
unrelated to the alleged fraud can explain Household's stock

price decline during this latter part_of the relevant period?

‘A, Yes, T did. I looked at that carefully.

I noticed that there wefe a lot of disclosures that
had some fraud—felated iﬁformation:in it and some other
disclecse -- and part of ?he disclosure did not have -- dealt
with.something_other fhat was fraua related.

There were some -- some of those disclosures that had
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a positive effect, some had & negative effect; but overall it
was impossible to conclﬁde that the difference between the
true value line and the actual price would have been any
different had there been no disclosures about
non-fraud-related information during this particular pericd.
Scme positive, some negative. They cancel each cther out.
Q. Okay. Now, reaching your opinion about inflation, did you
consider whether investors during the relevant period were
fully informed about Household's accounting and lending
practices?
A, I did.
0. And what did you find?
A. I found that they were not fully informed for & number of
different reasons.
Q. And what were the reasons?
A, Well, first, the disclosures coming out criticizing
Household's practices didn't come from Household; and if a
company is disclosing information abéut itself, it's cne thing
for third parties tc comment, but it's another thing for the
information toc come directly from the company itself,

Since the company was not disclosing what the
analysts and the critics were saying, market participants did
rnct have full informaticn.
Q. OCkay. Sc you had your analysts' reaction cr cemmentary,

scme of -- the Barron's article and the analysts' reports, the
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securities fraud} and, the—mere.fact that an expert gave such
an opinion doesn't address the guestion they have to decide.

THE CCURT: Qkay.

MR. KAVALER: We can, obviously, talk about the
language at a latef point. .

THE COURT: Okay.

MR. KAVALER: I'm not suggesting that was the
language. 7 |

Thank you, your Honor.

MR. DOWD: Your Honof, it}é interesting because I
think what's been happening jusﬁ happened, again. TIf -- I
suspect what Mr.'Kavaler.was just arguing was about whether
the restatement, vyou kngw, étanding alene, could be evidence
of scienter.

And that has nothing to do with the guestions the
Court's asking about. Nothing te do with the questions about
Mr. Devor -- at_least.as I understand_yéur guestions. They're
two completely different issues.

So, I'd like to address.it ahd I'm somewhat reluctant
to do it becausé they never objéct Lo anything we bring in,
and I know the Court_raises the issue; but, once again; you
raised the issué and they_talk.about.something completely
&ifferent.

And I think --

THE COURT: Well --
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MR. DOWD: -- the issue that I think the Court is
struggling with =- and if I'm wrong, tell me, your Honor.

TEE COURT: Go ahead.

MR. DOWD: -- is you're saying, "Under this line of
cases, " Sofamor Danek, Marsh McClellan, Galati -- whatever
they are, I think there's three of them -- T can't say that

the financial statements -- the Qs and the Ks -- were false
because that revenue was illegal.

That's what I.yoﬁ understéod the Court's order to be
this entire time,

THE COURT:' That is the Coﬁrt's order, correct.

MR. DOWD: And what you're troubled about is: Are
the disclosure issues related to predatory lending somehow a
back deoor arcund that?

THE COURT:. Correct.

MR. DOWD: And that's my understanding of what you
are asking us abogt.'

So, what the restatement has to do with that, I'm not
sure.

THE COURT: And the reason I'm asking that is because
of the wording in your expert's testimony.

T mean, if T remember it Correctly -— and I thought
about it a lot —- 5is chain of logié wasg, "Well, vyou know,
you've got this financiai'statement that's required in the

10-Ks and the 10~Q0s. And we've got the GAAP -- or the
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accounting principles -- oﬁer here; and, those accounting
principles say that ybu have 'to put in there whatever is
necessary in the footnotes and in the analysis section to make
your accounting statement meaningful. And in order to do
that, GARAP regquires you to put in all of this stuff about
predatory lending fhat they left ocut."”

And if that's the case, it would seem to me that in
every case in which nothing more than the net earnings,
earnings per share, et Cetera; nothing more than the bare
bones financial statement that's put into a 10-K or a 10-90,
you're going to have a requirement, by virtue of GARP now,
that any sort of illegaL conducﬁ or predatory lending
practices in this case be included.

Sc, it appears to me to bé-an end run around the
Court's ruling -- that the mere stétement of the revenues in
the 10-K does not trigger a finding or possibility that the
statement was misleading or false.'

MR. DOWD: Right.

And I.uhderstand that. Yéu know, I'm a little
reluctant to deal with the end run because that's been the
opinien all along. And no oné's ever objected to that part of
the opinion ever. _Even-this morning or this afternoon, no one
cbjected to it, again.

And, so, I meaﬁ, my issue 1s juét the Court raises

it. And it's a huge issue, your Honor. I'm not kidding you.
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I mean, the Os and the Ks it, if his disclosure opinions
aren't allowed in on that issue, I mean, it’'s a huge issue.
It's like them bringiﬁg’a motion for summary judgment that the
Court raised sua sponte, and they still haven't raised aven
this afternoon.

But putting all that aside, what the expert says is
it's illegal to book that revenue. He never testified to that
in this trial. We were very careful to not testify to that
because that's exactly what the Cont's.in limine ruling said
he's not allowed to do. So, that testimony never cams in.

What is important, your anor, is the testimony that
says that if you fail to disclose and, indeed, they made
contemporaneocus. statements, as well, in their press releases,
but if you fail to.disclose and make contemporanesous
statements about the growth, and don't disclose that that
growth is being generated by these predatory practices, if you
den't discleose that, those financiai statements and the press

releases to the extent there are false statements are both

false by omissions and by false statements. Because investors
look at those statements -- the financials, the press
releases -- to determine the future gfowth of the company.

And that is one of the main issues.
Now, where it becomes important, your Honor, is
Professor Fischel yesterday, as he testified, says, "What

drove this stock down?™
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MR. DOWD:. No. 5 in yours?

THE COURT} No. 5 in mine, right.

MR. DOWD: Sorry, your Honor. I was looking at the
one that was the exhibit.

So, no&, here they are anﬁouncinq their 2000 year-end
results in a preSS'release.. And they say, "Revenues —;.” and
I am in the secohd paragrapﬁ -- "Revenues were particularly
strong. Our record earnings reflect an outstanding year in
our consumer finance business, a dramatic furnaround in our
MasterCard/Visa business and strong results in all of our
other businesses.. We are particularly pleased with excellent
receivable growth in 199, particulérly in our branches, while
fully realizing all the acquisition synergies in the
Beneficial merger."

S50, they're talking now about what's génerated their
growth. What's genefated those numbers. 2And then you see the
very next statement is the lO—K; |

S50, I mean, it's clear, iﬁ-our view, that that's a
false statement.when.you deal wifh.the predatory lending
practices -- what they said in the Januapy of 2000.

THE COURT: Your argument is thal because they made
what you believe to be misleading statements in the press,
they then became bbligated.to make full‘disclosure in the
10-Ks and the lonS?

MR. DOWD: Yeah.
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I think -- I mean, how. do you then file your 10-Q and
10-K two months later and you're allowed to put that statement
out there and not correct tﬁe lies that ycu told two months
before?

THE COURT: I don't think so.

I mean, I disagree with thatJ_ To me, the case law is
pretty clear that the omission has to be relative to the
statement. And I.thihk that a lO—K; two months after a press
release, 1s not the same statement.

MR. DOﬁD:' Well,.I mean, T wogld beg to differ with
the Court as to.just on the Qs and Ks to begin with. I mean,
we disagree there,

THE COURT: Okay.

MR. DOWD: I think they have Lo say that they engage
in these predatory lending practices.

THE COURT: T don't find -- if you can find me a case
that says that there is a general duty to disclecse improper or
even illegal business practices in a 10-K, I would be happy to
see it.

MR, DOWD: All right.

THE COURT: But I haven't ssaen one. And I've looked
at most of the cases.you-folks have cited in your prior
submissions.

MR. DOWD: . Well, T would ask the Court -- and I have

to look at it to see if it's precisely the Qs and the Ks, but
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1 I don't know if the Court's lcoked at the Providian case?

2 THE COURT: What's does it say?

3 MR. DOWD: 1It's wvery siﬁilar to our case, as we know

4 from Mr. Kahr and his memos. And it sa?s, "The complaint --
01:46:27 5 "it's a motion toc dismiss stage ~- "The complaint specifically

6 alleges that beéause of the illegal or fraudulent sales

7 practices, the statements misstated or inflated Providian's

8 financial results."
9 Then it goes on to say it describes -- the complaint
01:46:41 10 describes -- each of the allegedly illegal or fraudulent

11 practices in detail, gives reasons . for describing the

12 practices as illegal or frauaulent, and explains how the

13 practices would infléte ihcoming révenue.

14 And, then, it goes on to_talk about the GAAP
01:46:55 15 violatiens. And the Court says,“"The.pléintiffs aren't

16 alleging that Providian did not actually increase the number

17 of its credit cardé. Instead, plaintiffs are alleging that

18 the reason why such céunts increaééd was that the company was

19 engaged in undisclosed fraudulent and unlawful practices."
01:47:13 20 The same sort of distinctioh that I think I'm trying to make

21 here and I thought the Court had made in its order.

22 Then it says -- it goes on to say -- "Assuming the

23 truth of plaintiff's allegaticns, it is plain that the

24 complaint alleges misstatement of tHe'cause of Providian's

01:47:28 25 success. It alleges material omission more plainly than it
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alleges straight-forward material misrepresentation. It's
alleged Providian billed customers for add-on products they
did not order." It goes on to describe the other practices.

And it séys,'"The SEC alleges that these practices
artificially inflated Providian's revenue, profits and
customer base."

And it:goes on to say, "However, the statements
attributed Providian's goocd forfunes to its customer-focused
approach. Indeed, this assertion puts the topic of the cause
of Providian's success in.play. Having put the issue in play,
Frovidian is cbligated to disclose information concerning the
source of its success since reasonable investors would find
that such informztion would significantly alter the mix of
available information."

It goes én to say, "Were Providian engaged in a
series of illegal or fraudulent business practices, and ware
those practices responsibie for inflating revenue, profit and
customer base, such information would clearly alter the mix of
information available to the public-as to the source of their
success and the viability of full realizaticn of the reported
profits.™ |

THE COURT: I don't have a problem with that case. 1
don't think it goes to the issue I'm talking about.

T mean, I'm not talking that this is not material

information, I think it's clearly material. But you show me
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‘where in the 10~K statements or the 10-Q statements that you

cite in this 40 -- I . think we're.down.to} what 43 statements
now?

MR, DOWD: I believe 5C.

THE CQURT: ﬂ—_whefe yoﬁ have representaticns as to
the basis for the guccess of the revenues, such as that case
just talked about.

I find only th. I find there is -- I'll tell you
which two, actually.

I think the MarcHh.28th, 2@01( 10-K is one where you
can allege, you can offer evidence and you can argue to the
jury that failure tQ.inclﬁde in.that 10-K evidence of its
predatory lendihg practices is a material omission. Because
they talk about, "We have a process which we beliave gives us
a reasonable basis for predicting the credit quality of new
accounts. This prbgess is based on our experience with
numerous marketing, éredit and. risk management tests."

They're ta;king about the précess fhey used to
determine the creditworthiness of thei£ accounts. And if
they're going to asse;t_that they have a good process in deing
that, then I think they've got to-téll you, "Ch, by the way,
there's this othér aspect of our creditworthiness management
principles, which is that we're packing and we're lying and
we're cheating.?

So, I think you can de that.. I think there's one
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other in here —- I'm trying to remembgr where I found it --
where there's similar language.

Oh, yeah,.there‘s the direct statement, actually,
regarding predatory.lending practices in the -- I can't find
it now. I thought there was one other one.

Here 1t is, yeah: The March 13th, 2002, 10-K:
"Management has long recognized its responsibility for
conducting the company's affairs in a manner which is
responsive to the interest of employees; shareholders,
investors and society; in geneéral."

Well, when you cpen that deoor, you better include all
of the evidence that rélates te it. .

But I do not see.—— and I'd be happy for you to show
me ~- in any of the.other 10~-K or 10-¢ Aéserted False
Statements anything other than laﬁguage like, "Household's
10-¢ for Quarter Ending 6-30-99, Houséhold Reported Net Income
of $326.9 millicn."

That 1s not an assertion which, it seems -- I mean,
that's a historical statement of. what they earned, period.

And it doesn't go to the issue of going forward. BAnd it
doesn't require.them,to disclose the material aspects of their
going-~forward predictions.

MR. DOWD: Your Honor, but you're basically -- when
you say that -- you'fe throwing out all of the SEC and GAAP

reguirements. Those financial statements have to be in
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accordance with GARAP.

THE COURT: I mean, I disagree.

The only cases that I've seen regarding GAAP and the
assertion of GAAP requirements. in the 10-Ks and the 10-Qs
relate to how ycu're te report what you have to report.

But the GAAP requirements do not indicate what the
duty tec report is. The duty to report doesn't come from GAAPD.
The duty to reporf comes from case law and statutory law in
scme occasions. Insider traqing, you've get a duty to
disclose.

And the cases that I have seen regarding duty to

disclose are very clear.

Well, all but, I think,.one - which 1is an old case
going back, I dén't know, how far —- make it clear there's no
general duty to disclose in the 10-K cr the 10-0Q improper
conduct .

MR. DCWD: Well, we have -- your Honor, we have —-
the expert testified about SEC regulations and GAAP; that you
have to explain significant trends that could affect future --

THE COURT: And that tells you'how you are to
disclose what you have a duty te disclose. It doesn't
establish the duty ~-- it doesn't establish the duty -- to
disclose that. |

MR. DOWD: I understand what . you are saying, your

Honor, but they're speaking -- they're speaking -- every



02:52:35 5

8

9

02:53:06 10

11

12

13

14

02:53:29 15

16

17

18

19

02:53:45 20

21

22

23

24

02:54:02 25

2757

plaintiffs having purchased steock, which we cannct introduce
to the jury at this stage of the litigation.

There would be no need for a bifurcated trial if we
were to do that. It would all come in together,

I mean, that's my rationale for the instruction that
the Court has here, which doesn't regquire the jury to find
that the plaintiffs purchased stock. It simply requires them
to find, essentially, inflation; thét'is, that a substantial
cause of the plaintiffs' loss is shewn if a statement or
omission of a material fact causes Household's stock price to

be higher than it would be if the statement had not been made

or concealed, or the fact" -- "or the concealed fact had been

disclosed; and, twq} that ﬁhe market's discovery of the truth
causes Household'é stock price to decreése.”

At this stage,.that‘s ali'that has to be shown.
That's that half of the definition of "loss causation” that
has to be shown.ét this stége of the trial,

The other half -- which is, that the plaintiffs
purchased stock price during that window, comes in Lhe damages
phase, if, indeed,.there is one.

Now, if you have a different view, I'll give you a
chance to state it, but I get the feeling you hadn't thought
this through.

M5. BEER: I understand that wording, and I don't

know that there's a question about the werding just read.
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When this instruction was discussed during the
pretrial conference, we agreed to omit cne of the elements,
And that specific élement is "an economic loss." And we
omitted that from the iist of elements bécause it was subsumed
in the description of "loss causation."

And what I'm trying to think through now is whether
the direction that we're going puts all evidence of economic
loss to the second phase and whether fhat is something that we
can do when economic loss 1s one of_the essential parts of the
claim.

THE COURT: Well, no? it doesn't. It doesn't.

"Econcemic loss" has, essentially, two parts. The part is that

- there be an inflation; and, then, a deflation when the truth

comes out. And the other part is fhat you be caught in that
wave -- that you be one.of the.people‘who purchased during the
inflation; and, then, you then lost value during the
deflation.

The first paft.we prove now. The second part we
prove at damages.

Economic losé is not going to be shown in either this
phase or the next phase. 1It's got.to be both together. And
the portien of economic loss.that we can prove here is the
inflation and deflation of the price, based upon the
statements or omissions. Okay? | |

At any rate,_thatfs my ruling now. If you have
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another argument that you want to make -- something that I
haven't considered; that you think requires the language
regarding "purchase of a stock by piaintiffs" -— I'll be happy
to consider it.

MS. BEER: I havé one slightly different question.
Does that ruling invclve using from the Court's Proposed —-
for discussion -- Instruction the phrase, "The defendants’
statement or omission" -- using "defendants" in the plural?

The concern I have is using it as a plural term, as
though all c¢f the defendants are speaking in unison.

THE COURT:  Well, what portion of the instruction are
you referring to, because what -I have here on "loss causation”
doesn't mention the deféndants at allz

MS. BEER:  Okay.

Then that's - the.paragraéh.that begins in the red
line version that the defendant submitted: "First, plaintiffs
must prove."

THE COURT: A --

MS. BEER: Tﬁat's really my guestion. I wanted to
make sure we were reading from the same page.

THE COURT: Téll me_specifically what vyou're
referring to. 1I'11 look at. it.

MS. BEER: I was referriﬁq to the paragraph that
has -- that's numbéred f4f in parentheses in the Court's

instruction.
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THE COURT: Which instruction?

MR. BURKHCLZ: ©Oh, it's No -- T think she's referring
to No. -- 22, Court's.ﬁo. 22.

THE COURT: ©h, 22, Okay.

So, we're ——.

MR. BURKHOLZ: T .think she's referring to the fourth
element -- or the fourth number -- and the reference to
"defendants" as being plural there.

Is that correct?

M5. BEER: But if the wording that you were -- that

the Court was reading was from the Defendants' Proposed 25,

" that language is not included in our proposed paragraph.

THE COURT: - You've lost me.

M5. BEER: Whichever one we're looking at, vyour
Honor, we don't Wanf to use “Defendanté'" -— "s" apostrophe,
in the plural -- because each defendant needs to be --

THE COURT: .i don't think ; have that, do I? I think
all cf my "Defendants" are "t" apostrophe "s" --

M5. BEER:. Ckay.

THE COURT: -- hopefully.

You know, when do I that, I get this picture in my
mind of my Seventh Grade grammar teacher.

Boy, she was mean; but she was right. I guess it
does actually make a difference.

All right.' 50, next, we have the defendants are
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December 3. And this, again, is a sitﬁation where independent
third parties are trying'to assess whether management's denial
is believable or, alternstively, whether the critics are right
that there's somethiné fundamentaliy wrong with Househoid's
predatory lending practices as.well as its accounting
treatment.

And what this partigular'analyst concludes, as I
think is obvious from the language, ;s‘that looking at
everything, looking at the disclosures in the financial
statements, the disclosures in the securitization
prospéctuses, Housshold's defense of its re-aging practices,
the analyst is simply not convinced that investors are getting
an accurate picture of Hdusehold's true financial situation
and 1s raising all these doubts and all these questions that
remain unanswered, which the CFRA repsrt that you just showed
me a minute ago; a little bit lsteﬁ reaches a more definitive
conclusion that Housshold's ﬁreatment'of its re-aging
practices is affirmatiﬁély misieading for investors.

0. And the market reacted negatively to Household's stock
when this analyst raised these concerns?

A. Correct.

Q. Now, I wanted to ask vou a ﬁew questions about your
compensation and then finish up with 0ne.more topic.

How mahy professionals at‘Cqﬁpass Lexecon worked with

you on this matter?
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A. Altogether, you know, I'd estimate maybe 20.
Q. And approximately how many hours did you and your team
work on this matter?
A. Well, as of the last go, I think I.worked altogether a
little over 200 hours. And I think with respect to the whole
team, it would be thousands and thousands of hours for sure.
Q. And what were the approximate range bf hourly rates for
the members of your team?
A. You know, my guess, they'd range from about 5200 an hour
to my rate, which is a thousand dollars an hour.
Q. And did you produce expert reports in this case?
A. Multiple expert reports.
0. And did you respond to the defendants' experts' reports?
A, Yes, the defendants' expert reports‘l think totaled over
7,000 pages and obviéusly took a lot-of work to respond toe
them.
Q. Okay. I want tc¢ show you what we marked as Plaintiffs'
Exhibit 1473,
{Tendered.)

MR. BURKHOLZ: A copy for.counsel.

Your Honor, this is a list of the statements that
plaintiffs allege are false. or miSleading that the other --
the defendants have stipulated are fhe statements in the case
or -- and the press releases will be admitted in through

Mr. Aldinger. We'd like tc admit this into evidence at this
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time.

MR. KAVALER: Youﬁ Honbr, could we have a moment?

(Brief pause.)

MR. KAVALER: Your Honor,'could we have a sidebar?

THE COURT; :Sure. What's the exhibit number again?

MR. BURKHOLZ: It's 1473,

{Proceedings heard at sidebar:)

THE COQURT: OQOkay.

MR. KAVALER: Your Honor, this is the same document
that's been the subjeﬁt of the most recent conversation at the
jury trial -- charge conference last Friday, and this presents
the same 1ssues that were raised there about what the jury is
being tcld about this compilation. And we do not agree this
compilation shoﬁld be shown to the jury.

We have.discussed at various times the limited
agreement that we had madg as.to who these statements were
issued by, who soﬁe cf these statements weré made by. We
den't agree to the format. We don't agree to the
presantation. We think the document is misleading in this
format as we said'béfore. And you're censtantly being told we
stipulated to this.. That's not accurate. What we stipulated
to was an attachment fo a document that --

THE COURT: Wait. I get your peint. Now you're
offering this for what?

MR. BURKHCLZ: We want to put it intec svidence before
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we close our case. We can do it with, Mr, Aldinger.

THE COURT: What's it being offersd for, is what I
want to know. What are you trying to prove with this thing?

MR. BURKHOLZ: We're going to talk about one of the
statements in there. I donkt need to use the document with
him.

THE COURT: Then don't use it for now.

(Proceedings heara in épen-court:)

BY MR. BURKHOLZ:
Q. You testified Thursday that, I formed the opinion that
Household's disclosure defects, its inaccurate disclosures
caused there to bhe significant inflation in Household stock
price for much of the relefant'period.

That is your opinion?
L. Correct. |
Q. When you refer to disclosure defects causing inflation in
Household's stock,.does that refer’ﬁo statements plaintiffs
allege weres false or misleading that were Hcousehold's public
statements to the media, prass releases, 10-0s and 10-Ksg?
A. Yes, beth misleading statements and things that were left
cut that would have been necessary to provide a more correct
picture of Househeld's financial situation.
Q. Okay. Let's lcok ét two of the statements Household
issued that plaintiffs allege were false or misleading. Let's

focus on your leakage model.
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Can we bring up Exhibit 1395 that's been admitted
into evidence, and if we can highlight August 16, 1999.
Do you. have Exhibit 13957

A. T can see it —— T do have it, but I can see it on the
screen. |
Q. I think it's tab 28 of your binde;.
A. Okay. I have it now,.
Q. ©OCkay. And this is your daily quantification of inflation
under your leakage model?
A. Correct.
Q. Okay. DNow, you assume, do you'ﬁot, that plaintiffs can
prove that Household's statement on August 16, 1999, was false
or misleading?
A. Correct. All of my opinions are based on that assumption.
The issue of falsity is really one for the Lourt and the jury
to decide. It's not for me to decide.
Q. And that's a common assumption in your field in estimating
damages?
A. A necessary assumption because econpmists don't decide
truth or falsity.. That's for the Court and the jury.
Q. Can you explain how you determined the inflation of $16.48

on August 16, 1959, as it relates to Household's 10-0Q that was

issued on that day?

A. Yes. What -- the way the methodology works is that there

is an ending date on October 10 and 11 of 2002; and based on
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that ending date, what the model -- what the methedology
attempts to do is attempts to predict what Housechold's price
would have been on any given day, which is the true value
line —-- the true value column rather, relative tc the stock
price, which is the first coclumn, based on a statistical model
of how Household's stock should behave in light of its
statistical relétionship between the overall market and the --
the industry, the S&P Financials Index.

Remember, those are the two indexes that Household
itself said its'performance should be judged against. There's
a slightly different treatment before and after November 15,
2001, because remember that's the first date that I identified
that the market really started to become skeptical of
Household's denials.

But the basic idea is this statistical model trying
to adjust the actual stockfprice for how the stock price would
have behaved had there been no false and misleading
statements, had there been no continual leakage of negative
information, particularly after November 15, 2001.

Q. &And if there is no false or misleading statement before
August 16, 199%, does that mean that there's zero inflation in
the stock?

A. No. BSo long as there is a false and misleading statement
on this particular date, inflation would begin on this date

going forward. But, again, I want to be careful because if
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there's no false ahd misleading stafement before this date,
then any purchasers béfore this date wouldn't suffer any harm
and wouldn't be entitled to any recovery.

There would be no difference between the stock price
and the true value the way there is on my exhibit because I
assumed the false and misleading statements besgan on July 30,
1999, But if iﬁ's more accurate, as I said in my report,
actually to start on August 16, then anybody who purchased
between July 30 and August 16, those columns in the exhihit,
would basically disappear and inflation would begin on August
16.

Q. Okay. Let's assuﬁe the Court and the Jjury doesn't find
the August 16, 1999, statement to bé false or misleading. 2nd
then let's look at thé next public statement on the next page
of Octcber 19, 1999,

If we Canmhighlight that.

Is Househol&‘s stock now inflated by the next
statement, October 19, 1999, assuming the priocr statement is
not false or misleading?

A. Tt's really the exact same point. Under what my analysis
dees is it provides a methéd of quantifying the amount of
inflation on any given day and subsequent days, provided that
the jury finds that as of that date a false and misleading
statement has been made.

S0 if the jury were to¢ conclude that there were no
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statements that were made before October 19, 199%, that were
false and misleading, then for all practical purpose, my
exhibit should be read as beginning on that date. And there
would be, again, for all dates before Ehat noe difference
between the stock price and the true value line, no artificial
inflation; any purchasers in any period before October 19,
1999, would nct suffer any harm.
Q. And do each subseguent statement -- public statement by
Household cause inflation to remain in'é stock?
A. Yes, absolutely. .And any increases or decreases depending
on misrepresentations, which occurre& at the time of December
5 when there was the response tb the Bar;on's article, another
misrepresentation with the best practiées initiative in
February, those would be misrepresentations which affect the
amount of inflation,

There would be more inflation coming in to the stock
on those days. But basically, as of the first false and
misleading statement,_there would be inflation on svery single
day after that until the false and misleading information was
corrected.
¢. And does the ~- as the truth comes éut in late 2001 inte
2002, what happens to the inflation in the stock until the end
of the relevant.period? |
A. For the most part, it declines. Because what's happening

iz as more and meore -- there are more and more criticisms of
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the truth leaked out from November 2001 to October 20027
A. Correct, from.November 15, 2001, to October 11 of 2002, 1
should alsc say of these -- I think there's almost 70 firms in
the 85&P Financials Index. These are indexes which is a
composite of firms.

But if you look at the firms individually, Househcld
was the fourth worst-performing firm out of 70 firms during
this particular period. So they dramatically underperformed
relative to the indexes that Household itself deemed to be
comparable. But if yburlook at the_individual firms that
compose the index, Household is the fourth worst as compared
to the full 70 firm set.

Q. Now, ycur specific disclosure model estimates inflation of
only about $7.97 during this period, correct?

A. BAs the maximum amount, correct.

Q. And your cpinion is that  that understates the inflation in
Household's stock due to Household's public statements?

A. Yes, because it deesn't take into account the leakage that
we've been discussing and I've been describing.

Q. And your leakage medel estimates daily inflation ranging
from $13 to approximateiy $23 for each aay of the relevant
period?

A. Yes. And actually, let me just explain why there's a cap
of $23. Becauss what T did was I célculated the total

underperformance of Househcld on -- relative to these indexes
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based on my statistical model and that number was, I think,
$23.94 cor something like that.

So I made that the maximum possible inflation on any
given day. 8o even when my ﬁodel would predict or would
indicate inflation.of more than $23.94, I made $23.94 the cap
because that's the amount that Household underperformed the
S&P Financials Index and the S&P 500 Index.

Q. So compared.to the stock price;decline of $32, you
attribute anywhere from 13 to $23 due to disclosures related
to the fraud?

A. 13 to $23 based on ;eakage énd $7;97 as the maximum under
the specific disclosure models. |

Q. And it's your opinion that the leakage model is a better
estimate of the inflation in Household's stock price during
the relevant period due to the alleged false statements and
omissions?

A, Correct, becauée it takes';nto account the economic
reality in this case where negative information came out
slowly over time precisely because Household did not admit the
predatory lending practices that it was involved in or the
improper accounting as a result of re-aging, and the
restatement of the_trﬁth oniy becaﬁe known gradually as a
result of real worlq events and commentary by third parties.

MR. BURKHOLZ: WNothing further at this time, your

Honor.
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THE COURT: Cross—examine.
MR. KAVALER: Thank you, your Honor.
| CRosé—EXAMiNATION
BY MR KAVALER:
0. Good merning, Professor Fischel.
A. Good morning.
Q. My name is Tom Kavaler. I represent the defendants.
A. We met before.actually.
Q. Briefly, I think.

And I'm going to ask ydu some guestions today. I'm
geing to try to =-- try to-underStand what you said on direct
and explore how it apblies to some other aspects of the case
that I'm interested in. I weould appreciate it if you would
answer the questions I ask you and.just those questions.

Can you do that?

A. T will do my best, sir.
Q. Excellent.

Now, you have an extensive background in this area in
connecticon with disclosureé and their impact on stock price,
den't you?

A. I do.

Q. You are widely regarded as if not1the preeminent, one of
the preeminent experts in this field; are you not?

&. That's very kind bf you to say. I hope that's the case,

but I accept your gracious compliment.
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Q. 2&nd your work has been cited by the Suprems Court,
correct?
A. It has.
Q. And, in fact, when we were looking for an expért, we
contacted you to see if you Werg available, but you had
already been hired by these folks, co#rect?
A. You were nice enough to contact me to try and hire me in
this case, but [ was already retained, yes.
Q. And vou've conducted a substantial number of event studies
in connsction with varicus cases over the years?
A. I have.
Q. An event study is a well-esfablished methodology for
analyzing loss causation in securities fraud cases?
A. Correct.
Q. In fact, an event study is widely regarded as ths gold
standard by both courts and economists for evaluating the
economic aspecté of a case like thié?
A, In connection with -- in Combination with other econocmic
evidence, I would say that's correct.
Q. And you conducted an event study in this case?
A. We did.
¢. And, in fact, the results ére cne- of the documents marked
in evidence?
A. Correct.

Q. And you used your event study to analyze and detail the
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A, That's fine.
Q. Shorthand. All right.

And your roie here is to explain your opinion and to
help us understand how you measured this effect, whereas
counsel’'s role is proving that the statements are false and
otherwise come within your opinion, correct?

A. Well, T can certainly comment on my role. I'm not -- I
don't want to be presﬁmptuous and comment on his role.
Q. Let me rephrase the guestion.

Your rdle is not to prove Qhether any particular
statement is false or not?

A. Correct. I've tried to make that very clear.
Q. I'm agreeing with you.

You're here to talk about the measure of the effect?
A. Correct.

Q. Okay. BAnd you have not attended this trial for the last
three weecks, correct?

A. I have not.

Q. Have you read the transcripts?

&. T would say some part of the transcript that seemed
relevant for purposes of my analysis, but T haven't attempted
te either attend the trial or follOW'thé transcript in a
systematic way. .

Q. And you haven't looked at all the exhibits that have been

introduced into evidence?
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A. I have not. There is a set of exhibits that I have lookad
at which seem to me to relate to the subject areas of my
testimony, but I haven't made any attempt to make a
comprehensive review of all the exhibits.
Q. Okay. 2&nd you.aéree, de you not,'Professor, that in an
efficient markef, stock prices react quickly to new
information?
A. Generally speaking, I do.
0. And you agree, do ycou not, that upon the publication of
new information, the market immediately reacts, adjusts and
incorporates the new information into the price of the stock?
A. If it's publicly available and disseminated in a way that
market participants and professional investors have access tao
it, I do agree.
Q. And, for example, in this case you've menticned and
pointed to a number of analyst reports. Those are the kind of
things that are.disséminated quickly through the market,
correct?
A. Generally speaking, that's correct.
¢. And do you have an idea during the relevant period how
many different analyst reports there were that were issued
about Household?
A. I'm sure there were a lot, but T haven't made any attempt
to calculate exactly How many.

Q. When you say a ldt, hundreds?
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A, I wouldn't want to guess. I know T looked myself at a lot
sc¢ I'm sure there were a lot.
0. And the way that works, when those analyst reports are
disseminated, interested iﬁvestmeﬁt professionals have access
to them right away and read them right away?
A. Correct. They have access to.theﬁ. Whether someone reads
them or not varies frém case to case.
Q. Understood.

And the market price of shares on a well-developed
market reflects zll publicly-available information and hence
any material misrepreseﬁtations; isn't that right? -

A. That's right.

Q. And it's only new information that is relevant to this
exercise; isn't that correct?

A, I'm not sure what you mean by "this exercise.” But
generally speaking, if inférmation is already known and fully
reflected in stock pricés, theﬁ stdck prices will only adjust
tc infermation that's not previously known, that's correct.
Q. And you agree, don't you, sir, that the premise of the
fraud—on—the—market theory 1s that the market -- investors
rely on market brices and that assﬁmes that the market price
raflects all publicly—available information quickly and
without bias?

A. I do.

Q. New, on your direct, yeu identified the term stock price
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inflation and you said, quote, What I meant by that is that
the stock price on any given day for any company reflects the

information that is known about that company. And if there's

a situation where a company is not disclosing accurate

information about itself, the stock price will reflect not
only the accurate information about the cempany but also the
inaccurate or the false information about the company.
Did I get that right?
A, I think it is a correct statement. T don't remembar if
that's exactly what I said, but if you're reading from the
transcript --
Q. I'm reading from Page 2604 of the tfanscript.
A, TIf you're going to read from the'transcript, do you mind
if I have a copy of it so I can.follow along with you?
O, Sure,
ME. KAVALER: Do we have a copy of the transcript?
Can we have the switch, your Honor? Can you put up
Page 2604 and cause it to be on Professor Fischel's screen as
well.
BY THE WITNESS:
A. Is it possible, sir, just to get a copy of it because
sometimes there's things said before or after that might also
be relevant.
BY MR. KAVALER:

Q. T understand the point. Apparently, we don't have a hard
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copy right now.. We'll try to get one later in the day, but I
will call your attention to the very next sentence, so I take
your point entirely.

26804, Lines 15 through 23 is what we were just
reading. Right after that you said, "And what inflation is is
a measure of how much the stock price has been affected by the
false information that's been disclosed by a particular
cempany. "

Correct?

A. Correct.

Q. And 1s -- when you use those wdrds there, all I want to
ask you is, 1s that the same thing that you said to me earlier
a few minutes aéo which I said I had written down as measure
of effect? TIs that what we're talking_about?

A, Correct.

Q. So that's the definition of measure of effect.

And the exercise that you went through with counsel
Thursday and today, using'yout sophisticated means of analysis
and your expertise and your judgment, ycu are able to help the
jury see inflation'going into and cdming out ¢f the stock?

A, That's what I'm trying to do, correct.

Q. And you agree, don't you, sir, that in this case, what you
are trying to determine is both whéther the defendants’
alleged misrepresentations artificially inflated the price of

the stock and whether the value of the stock declined once the
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market learned of that deception; isn't that right?
A. That's correct.
Q. Okay. BSo there's two separate things. For purpcses of
shorthand, I'11 refer to them as inflation coming into the
stock and inflation going out of tﬁe étock. Will that be
okay?
A. That's fine, sir.
Q. OCkay. Into and out of.

All right. And Thursday afterncon you explained to
us primarily, if I understood you correcfly, with a couple of
exceptions, how inflation came out of the stock in the pericd
between November 15, 2001, and October 11, 2002. Did I
understand that correctly?

A. Certainly my analysis after November 15, 2001, through the

. end of the -- through the end of the relevant period on

October 10 and 11 was a fo;us primarily on inflation coming
cut of the steck. ‘But if you look.on a day-by-day basis under
both my methods, there's some-periods when inflation is also
entering the stock.because of misrepresentations.

But g¢generally speaking, that is a period when
inflation is deciining bacause ¢f the new negative information
about Housechold's practices coming into the marketplace, but
it's not the case that there's a continuous decline through
that wheole period.

Q. Abscolutely. T don't want to either mislead you or suggest
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that I didn't understand that. Let me be sure we're precisely
on the same page.

In that time pericd starting November 15, 2001,
basically the inflation 1s coming cut, but there are a couple
of days where new inflation comes in and the amount of
inflation increases; but over the time period net/neb, it's
decreasing, correct? |
A. Net/net, that's correct; but on a daily basis, you need to
lock at the parfi@ular -

Q. And we're going to do that in é minute, sir. I just
wanted to be sure I understood.

S¢ by November 15, 2001, the inflation was in there.
And then subject to the.pouple of days where it goes up, from
there to October_Zl, it's essentially coming ocut?

A. Again, T don't want .tc accept essentially coming cut. But
under my analysis, inflation exists from the first time the
Jury concludes that thefe is a false or misleading statement
either as a result of a misrepresentation or as a result of a

failure to disclose something about Household's lending

.practices or accounting that shculd have been disclosed, and

then it continues throughout the relevant period.

The first under -~ particularly under my first method
focusing on specific discleosures, the first time where
inflation decreases is on November 15, 2001, because of the

CDC lawsuilt. And after that, it fluctuates on a day-by-day
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‘basis; but for the most part, I'm agreeing with vou that it

declines until Octcher 10 and 11.
0. And I'm agreeing_with you, sir. I'm just trying to find
shorthand phrases so we don't_spenﬁ'the.entire day speaking to
@ach cther in these lengthy.sentences and wasting people's
time.

Would you prefer if T said inflation decreases
instead of coming out?
A, I really don't want to gquibble. I think the point is
clear. Overall it decreases if you loﬁk at the beginning
point and the endpoint. But on a daily basis, it's not
necessarily correct. |
Q. Understood. I think we're on the same rage. COkay.

THE COURT: Let -~ since yocu both understand each
other at this péint[ it may be a good time to stop for lunch.

MR. KAVALER: Mavybe the high point of the day, your
Honor. |

THE COURT: We will take an hour for lunch, ladies
and gentlemen. Return at 1:00 o'clock, please.

{Jury out.)

THE COURT: Yocu may step down, sir.

We're recessed until 1:00 o'clock.

MR. KAVALER: Thank you, ycur Honor.

(Trial adjourned until April 20, 2009, at 1:00 p.m.)
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And that was after Mr. Aldinger spoke at the Goldman
Sachs ceonference?

A. Correct.
0. Ckay.

And, so, ﬁe know at least on that day we can find
inflation coming into_the stock. Aﬁd'let's see 1if we can loock
together at how that works;

Turn in this exhibit, if you would, to Page 13.

MR. KAVALER: And can we highlight the entry for
December 5, 2001.

BEY MR. KAVALER:

Q. And this shows us actual inflation in that column is
$6.05, correct?

A. That's right.

Q. OQOkay.

And on December 6th, the inflation is also $6.057

A. Correct.

Q. And on December 7, samé thing: -$6.05?

A. Correct.

Q. But on December 4, the day before, it was 54.20, correct?
A. Correct.

Q. So, that's where you got the number that was on the
demenstrative you showed us during your direct testimony of a
dellar eighty-five. A dollar eighty-five is the difference

between 4.20 and 6.052
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A. That's right.
Q. So, the way we did that is we éaw the inflaticon increase
from 4.20 to 6.057
A. Correct.
Q. So, Mr. Bldinger's statement to Goldman Sachs at the
Goldman Sachs conférence, in the language yeou and I agreed to
use this morning about measure effect, had an effect, correct?
A. Correct.
Q. And the effect was fo.create artificial inflation in the
amount of a dollar eighty—five?'
&, Correct.
Q. Okay.

Now, let me show you Plaintiffs‘ Demonstrative 139.
And that was your analysis of this day;

The residﬁal price change of 1.85 is the very thing
you and I just talked about?
&, Correct.
Q. And the text on there discuSses the event that caused that
effect. That's Mr. Aldinger's speech.at Goldman Sachs?
A. That's right.
Q. Okay.

And now let's look at Exhibit 1391 in evidence.

MR. KAVALER: And, again, your.Honor, may I publish

this to the jury, as well, so they can follow on their own

copy?
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{Document tehdered.)

THE WITNESS:. Thank you. Appreciate it.

ME. KAVALER: Here's a copy of 13%1, as well.

THE WITNESS: Got 1it.
{Document tendered.)

MR. KAVALER: Figured since I wasn't moving them into
evidence, I'd savé the trib. |
BY MR. KAVALER:

0. Okay. So,_we're on Paqé_lS of 1397. We're looking at the
entry for December 12, 2001. Wé see that the artificial
inflation is $3.§66; corréct? |

A. Correct,

Q. And the day before, the artificial inflation on December
11 was $6.05, correct?

A. That's right.

Q. And the difference between those ﬁwo, if my math serves,
is the $2.85 we're talking about?

A. That's right.

Q. $2.39, which appears on Piaintiffs’ Demonstrative 1407
A, Correct.

0. Okay. Good.

And now if you'll look at your event study, which is
Plaintiffs' 1391 in evidence, and turn to Page 31 and you'll

see the entry there for December 12, 2001. And that shows a

Statistically-significant price decrease that resulted in
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inflation on December 12; correct?
A. Correct.
Q. And that's as a result of thé Legg Mason report, correct?
A. Correct.
Q. And if we go te Plaintiffs' Demonstrative 140, we see,
again, the same format. Up in the box, you've got the dollar
amount of the residual price change; and, in the text, you
explain what it is Tegg Mason is séyinq?
A, Correct.
Q. All right.

So, in.this one example, we see the inflation coming
in on December 5, and we see it coming out on December 12,
correct? |
A, We see inflation increasing on December 5th and decreasing
on December 12th, that's cofrect.
Q. And the amount of'the decreése is largef than the amount
of the increase?
A, Correct.
Q. S0, &ll of the inflation that increased on December 5 came
out in the decrease a week later?.
A. I guess you could call it that, but --
Q. T'll tell you why I think that;f
A. Please, go éheadL
Q. Sure. |

MR. BURKHCLZ: Your Honor, he's interrupting the
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witness.
MR. KAVALER: I'm sorry.
BY MR. KAVALER:
0. It came in because of whatever Mr. Aldinger said at
Goldman Sachs?
A. Well, when.you say "came in," there;s pre-existing

inflation. So, it increased as a result of the statements
made on December 5th. And,.then, because there was a partial
corrective disclosure on December 12th, that decreased the
amount of inflation.

I think that's the proper relationship.
0. I appreciate your correcting my terminology. I'll try to
stick te "increased" ‘and "decreased.”

2nd the amount of the decrease was greater than the
amcount of the iﬁcrease?

A. Based on those two dates, that's correct.

" Q. Right.

So, qu:example, Professo?, if we were Lo assume -~-
just like the plaintiff asked you ‘to make an assumption, I'm
askihg you to make an assumﬁtion -~ that's all this case were
about; the only statement by Mr. Aldinger or by Household in
this case were that one; he made it on the 4th; the market
reacted on the 5th; tbere was what you described as a partial
corrective discleosure on the 12th; the decrease was larger

than the increase, you would say the inflation that -- the
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increased inflation that -- occurred had been dissipated --
at least dissipated -- because the decrease was smaller -- and
we're finished, right?.
A. Decresase is lafger, not smaller.
Q. I apologize.

You undefétood my point?
A, Well, in your hypothetical, 1f that were the whole case, I
would say that assuming the -- again, the -- hypothetical Jjury
found the statement on December Sth.to be false and
migleading, then zll purchasers of'Hoﬁsehold stock between
December 5th and Décembér.12th suffered harm because they
purchased at a price that was greaﬁer than the true value;
and, then, the price and the true value equaled each other,
again, on December 12th.
So, in your hypothetical, any investors before

December 12th wouldn't suffer any harm and any ilnvestors after
December 12th wouldn't suffer any harm, but investors between
December 5th and December 12th would suffer harm.
Q. 1I'd be happy to.téke the gift you just gave me, but I
think you misspoke when you said any investors before December
12 wouldn't suffer harm and ény invéstors after December 12th
wouldn't suffer any hérm; You meant before the S5th and.after
the 12th?
A. I did. Tf I misspcoke, I appreciate the correction.

Q. And when you said Mr. Aldinger's statement on the 5th, vyou
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meant his statement on the 4th, which is when he spoke to
Goldman Sachs after the market closed,; fight?

A. Yeah. I was thinking in terms of trading days,

Q. Right. That was exactly my.point.

He spoke, you know, after the market closed, s0 it's
reflected in the following day's trading?
A. That's my recollection.

Q. Perfect. Okay.

Let's see 1f we can do that same exercise, Professor,

with some other dates.

A. Okay.

Q. Hepefully, now that we know how to do it, at least T can
do it more efficiently.

Let's look.at some of the othef dates that the
plaintiffs have either shown this jury or T understand are
geing to show this'jury or they may show this jury.

They've shown this.jury_tﬁe'IO—K -- I'm sorry, the
10-Q0 -- that Household fileq on August 16, 1999.
A. Okay.
Q. Okay. Let's see what happened on August 16, '99. Let's
do the same methodology we just used. Let's start by looking
at Plaintiffs' 1397. BAnd we'll locok on Page 1 for August 16,
1999.

And that shows us that the artificial inflation that

day was 7.97, correct?
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August 16th. And that 1s why there was no change in inflation
between August 15th, August 16th, August 17th.

If, on the other hand -- and this is what I tried to
explain in terms of how the exhibit éhoﬁld be interpreted, if
-=- the jury were to conélude that there was no misleading
disclosure on July 30th or failure to disclose accurately on
July 30th, but ﬁhe first misleading discleosure was the second
quarter result announcement on August 16th, then the right way
to read the exhibit would be that the.amount of artificial
inflation from July 30th to August 15th is zero; and, then, it
goes from zero to 7.97 on August 16th.

S0, when inflaticn increases or decreaszs is a
function of what the jury concludes as to when the first
misleading disclosure that Household mzkes is. And the proper
number of inflation -is zero on évery day until the day that
the jury ccncludes, if they so cohclude, that Household made a
misleading disclosure.

Q. But I'm locking at 1397 in the column headed "Artificial
Inflation.” I don't see any zeros,rright?

A. There's no zeros bacause of the assumption thét -— I hope
I explained clearly,.but if not, I'll try and explain it,
again.

0. That's okay.

A. -- that the first time inflation entered Household's stock

price was July 30th. But that's a jury determination. It's



01:28:45 5

8

2

01:28:57 10

11

12

i3

14

01:29:11 15

16

i7

18

19

01:29:30 20

21

22

23

24

01:29:49 25

Fischel - cross
2889
not a determination for me to make.

So, any date later than that, if the jury concludes
that's the first déte of a misleading disclosure, the right
way to read the exhibit is to substitute zero for 7.97 until
the date -- the . first date -- that the jury concludes there
was a misleading disclosure,

Q. For purposes of this guestion, T'll agree with you. Let's
assume 1t starts on July 30, 1999, ckay?

A. Okay.

Q. So, then, we agree that if it starts on July 30, 1999,
whatever Household Said'on.August 16 had no effect?

A. That's correct --

Q. Okay.

A.  ~- based on that assumption.

Q. A witness named Mr. Devor was here last week and he showed
us this chart (indic@ting). I don't know if you can see that.
Tt's just the cover sheeté of a series of 10-Ks and -Q0s. And
this is the oné I just asked you about, the June 30, 1999 ~-
A. Okay.

0. -— Q, which was filed on August 16, 1399,

5o, based on what we just talked about, I'm going to
cross that off my list. I will not come back to it, again,
and I will not put it on that list over there (indicating).
Ckay? |

A. Okay.



01:30:22 5

9

01:30:35 10

11

12

13

14

01:30:53 15

16

17

18

19

01:31:10 20

21

22

23

21

01:31:20 25

Fischel - cross
2890
Q. Okay.

LIf you lock at your event study for this day --
that's Exhibit 1391, and it's on Page 1 -- did you find a
statistically-significant price increase that resulted in
inflation on August 16, 19997
A. No, sir, I did not.

0. Okay.

I should have asked you that before I put my X up
there. I apologize. T'll get the hang of this.

All right. Let's lock at the next one.

Plaintiffs may show you a -press release that -- I'm
sorry, plaintiffs may show the jury a press release -- that
Household issued on October 19, 1999, I'm goeing in
chronological order. How much did you find that inflation
increased or decreased on that date when that press release
was issued?

And to do that, we're going. to look, again, at
Plaintiffs"® 1397. We're going to turn to Page 2, loock at the
entry for October 19. And to save time, T will observe --
tell me if T'm right -- this whole page also has actual
inflation steady at 7.97 throughout, correct?

A. Correct. |

And, again, I just want to make sure we're talking

about my -- the first method,.

Q. The first method.
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A. Okay.
Q. Absclutely.
A. Because the second method is different.
Q. Understocod.
Your first methed, 7.97 throughout the page, right?
A. Correct.

Q. So, therefore -- can I cut to the chase and eliminate all

the interim steps, therefore -- you agree that the filing by
Household -- the issuance by Household -- of the press relszase

on Octeober 19, 1999, had.no effect on the amount of inflation?
A. T wculd not agreé with that fof the reascns that 1 stated
before.

It would have no effect on the amount of inflation if

the jury were to conclude that Household made a false and

"misleading disclosure prior to this date. If that were the

case, then there would be no change. But if the jury were
conclude that this was the first date where Househéld made a
false and misleadihg disclosure, again, then the proper way to
read the exhibit would be every day prior to this date would
have zero inflation and $7.97 of inflation would have entered
Household's stock price on this date.’

Q. What T'm trying to avoid is me asking you the exact same
guestions for every document and you giving me the exact same
answers. I'm accepting, for purposes of this series of

guestions, what you said earlier, that your starting
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assumpticon was the first false statement was July 30.

A. Fine. It's just that I have to answer your question
accurately as you ask it.

0. I appreciate that.

But on those assumptions, just as we established with
regard to the June 30 10-Q, so you would agree, would you not,
that the -- let.me ask you before I do that -- let's loock at
1391. |

And we're looking for Octéber 19, which is on Page 3.
Octeober 1%, 1999,

Do you see that?

A. I do.

Q. Did you find any statistically-significant price increase
that resulted in inflaticn on October 189, 198972

A. No, T did not.

Q. Okay.

S50, based on those two answers, I'm going to cross
off this cne (iﬁdiéatiﬁq),:and I'm ﬁqt going to list it on
that becard following the methodology we're using?

A. Sir, what you deéide to cross off or what you de with your
boards, I'm not going tc give you any advice on that.
0. Fair enough..

But we agreed that we would list over there on the

white board any disclosure that caused an increase in

inflation. Remember that?
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A. Again, I'm not sure what decision rule you're using with
respect to what you're writing down, what you're crossing off,
what you're leaving alone. You knbw, that's however you
decide to do it..
C. 1I'm sure the jury remembers what we said to each other.
I'm geing to cross off this one and not come back to it,
again.

Let's go to the next one.

Plaintiffs have shown thié jury the December 3lst,
1998, 10-K that Household filed on March 28, 2000. Let's loock
at first Exhibit No. 1397 for March -28, 2000. And that's on
Page 4.

And, again, we'll highlight it on tﬁe board there.

And to.save time, you agrée that the number in the
"Artificial Inflation" column on this page is $7.97 throughout
the page? Ny
A. I do, sir.

0. Okay.

Then let's go to your event study, which is
Plaintiffs' Exhibit 13%1, and we'll find the same date, which
1s 3-28-2000.

And that will be on Page 8.

A, Okay, I have 1it.
Q. Did you find any statistically-significant price increase

that resulted in inflation on March 28th, 20007
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A. No, sir, T did not.
Q. All right. I won't bother you about this one.

MR. KAVALER: Don't have it? Plaintiffs'
Demonstrative 99,

Sorry. 99, 10-K.
BY MR. KAVAILER:
Q. Plaintiffs have shown this jury the March 31, 2000, 10-K
that Household filed on May 10, 2000. Let's do the same
exercise. Let's loock at your chart, which is 1397 in
evidence. Let's look at 5-10-2000, which is on Page b5,

Again, try to save time. . Same result: N¢ increase
in artificial inflation?
A. Correct.
Q. And now let's look at your event study, which is
Plaintiffs' 1391 for the same date. If's cn Page 10. Did you
find a statistiéally—significant price increase that resulted
in inflaticn on May 10, 20007
A. No, sir, I aid not.
Q. Okay.

So, once again —--

MR. KAVALER: I think I'm crpssing the wrong thing
off. TI'11 fix it later. I'm cenfusing myself here.
BY MR. KAVALER:
Q. Plaintiffs have shown this jury the June 30 10-K -- 10-0Q,

rather -- that Household filed on August 11, 2000. Let's look
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at August 11, 2000, in the first document, which 1s 1397.
It's on Page 6,

Once again, no increase in artificial inflation,

correct?
A, Correct.
Q. And let's look at it in your event ;tudy on Page 14.

Did you find any statisticaliy—significant price
increase that resulted in inflation'on August 11, 20007
A. No, sir, I did not.

Q. &1l right.

Plaintiffs have shown this jury a newspaper article
in the 5t. Louils Post-Dispatch on November 1, 2000, and that
one says something about, "Craig Streem says HFC never
bressures people to buy credit life insurance.”

Let's do the séme exercise. Look at Plaintiffs’
Exhibit 1397 for November 1, 2000, at Page 7.

A. I see it.
Q. Okay.

No increase in artificial inflaticn in connection
with that event, either, right?
A. That's correctr |
Q. All right.

Now, let's lock at your event study, which is
Plaintiffs' Exhibit 13%1. 'I'm going to go to Page 17. And

yeu see the entry there for 11-1-20007
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A, I do, sir.
Q. Did you find any statistically-significant price increase
that resulted in inflétion_on 11-1-20007
A. No, sir, I did not.
0. Okay.

MR. KAVALER: Plaintiffs' Demonstrative No. 1z,

please.

BRY MR. KAVALER;

Q. Plaintiffs have shown this jury the Origination News
article that appeared on March Z£3, 2001, which says something
about Gary Gilmer saying the company's position on predatory
lending is perfectly clear.

T think we have the languagé up here. It's the
second one. This one here (indicating), down at the bottom.
A, T see it, sir.

Q. Ckay. Thank you.

Let's look at your Plaintiffs' Exhibit 1397. We'll
go to Page 9. We'll lock at 3-23-01. &nd let's look at
3-28-01. 1It's possible there.might be a mistake in the
dating, possibly not; but, either way, there's no change in
the artificial inflation in that column?

A. That's correét, sir.
Q. Okay.
And, then, let's go to your event study. And I guess

we'll have to -- this is Exhibit No. 1391. Tt is the right
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date.

And we'll loék'at Page 21. Did you find a
statistically-significant price increase that resulted in
inflation in connection with either March 23 or March 28,
200172 o
A. Let me just check something beéause -- it loocks like March
23rd 1s & statistically-significant price increase.

Q. And the 28th is not?
A. Correct.
Q. Okay.

This is plaintiffs' board. So, we'll sece how we
resolve that.

Let me ask you this -- well, let mz come back to
that. So, we'll leave'this_one open for the moment.

The plaintiffs have shbwn this jury the December 31,
2000, 10-K that Household filed on March 28th, '01. That's
one of the dates we just looked at and, in Exhibit 1397, we
found nc change in artificial inflation, correct?

A. That's correct.

Q. And on your event‘study; which is Exhibit 1391, we found
o statistically~signifiéant price ‘increase that resulted in
inflation on March 29, correct?

A. That changed the amount of inflation, corract.

Q. OQkay.

S50, that's the December 31 10-K. ©Plaintiffs have
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shown this jury the Star Tribune article that appeared on July
27, 2001 -- | |

MR. KAVALER: This is Plaintiff's Demonstrative 13.
BY MR. KAVALER:"

Q. -~ in which they say Household spokeswoman Megan Hayden
said the terms of loans are discloéed to all customers?

MR. KAVALER: You can put it right in front. Put it
up -- secrry. Should have known vou'd know what teo do.

BY MR, KAVALER:
Q. BSo, we're lookihg at July 27, '0l. 1It's this one over
here (indicating).

It's Megan Hayden saying, "The terms of loans are
disclosed to all customers as required by state and federal
taws -- " and something has been left ocut on this board —- "so
I take exception to any characterization that we engaged 1in
predatory lending practices.™

By the way, Professor, you understand these are
plaintiffs' boatds,. we just blew them up?

A. T'don't have -- I don't have -- any understanding, one way
or the other.

2. Do you see in the lower richt-hand corner it says
"PDEMGO13"? |

A. Actually, I can't really read it from here, but I'm sure
that's what it -~ there's no need to show it to me. T'm sure

that's what it says.
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Q. I was going to bring it over to you.

A. No, I'm happy to --

Q. And you know that means "plaintiffs' demonstrative"?

A, That's fine.

Q. So, I'm not the one who left whatever's laft out of there,

but T'm nect suggesting anything folloWs from it.

Okay. Let's look at that cdate in Exhibit 1397. It's
on Page 11. And, again, we have an entire page where
artificial inflation is-7}97, correct?

A. That's right,

Q. So, no change here, either?
A, Correct.

Q. All right.

Let's néw look in your event study. This is at
Page -- this is Exhibit‘i391. -And we go to Page 26, it's the
second entry down.

Did you find any statistically-significant price
increase that resulted in inflation on ﬁuly 27, 20017
A. No, sir, I did not, |
Q. Let me see if I can shorten this. In fact, you didn't
find any statisticaliy—significant price increases that
resulted in inflation from_July 30; 15938, thrcugh November 15,
2001; is that right?

A, Under the first method, that's correct.

Q. The first method. Absolutely,
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A. Correct,
¢. Right?

Okay..

MR. KAVALER: Let's put ub everything we have that
the plaintiffs were kind enough to furnish us that occurred
before November 15, 2001.

(Brief pause.)

MR. KAVALER: January 19, 2000; April 19, 2000;
August 11, 2000; October 18, 2000;: Januwary 17, 2001,

MR. BURKHOLZ: Your Honor, is there a guestion
pending or is this demonstraﬁive -=

MR. KAVALER: These are all following from the last
guestion, your Honor.. He told me everything remains the same
through a certain date. I'm simply trying to expedite matters
50 we don't waste all afternoonr This is the same process T
went through eacﬁ.of the other exhibits. I'd be happy to do
it piecemeal. It will Just take fdrever.
| THE COURT: Do.you have an objection?

MR. BURKHOLZ: Is.there_a guestion pending?

THE CCGURT: Do you have an objection?

MR. BURKHCLZ: No. It's fine, your Honor.

THE COURT: Okay.

MR. KAVALER: Thank you.

THE COURT: Proceed.

MR. KAVALER:- July 1B, 2001.
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BY MR. KAVALER:
Q. Now, Professofg I may not have a board for every
statement, but i1f the statement falls within the same time
frame as my last question, you'd give me the same answer?
A. If you're jgst asking me the mechénical question as to
whether there's a change in the amount bf inflation or whether
there's a statistically—significant price increase --
Q. Those are my cnly guestions.
A. TIf those are your only gquestions, aé opposed fto explaining
why the numbers are what they are, then T agree with you.
Q. Bll right.

Now let's look at some da?s after November 15,
A. COkay.
Q. We're not going to be able to expedite. We're going to
have to go day by day.
A. Okay.
Q. Okay. Plaintiffs may show this jury a December 4 -- T
think we did that already.. We did Goldﬁan Sachs. It's that
one (indicating).

MR. KAVALER: Piaintiffs' Demonstrative 23, please.
BY MR. KAVALER:
Q. Plaintiffs may show this jury a press releass that
Household issued on January 16, 20C2. It looks like this
{indicating). It's Mr. Bldinger in the phctograph hare and

talks aboul receivable and revenue growth exceeded ocur
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expectations, et cetera.

Let's look at January 16,_2002, in your exhibit,
Plaintiffs' Exhibit 1397. And that will be on Page 14.

And you see that the inflation on January 15 is 3.66.
On January l6, it's 3.66.. On January 17, it's 3.66.

So, although we no longer have a full page of 7.97,
we still have the same phenomenon. The artificial inflation
did net increase upon the issuance of this press release,
correct?

A. That's correct.
C. COkay.

And now let's go to your'event‘study, which is
Plaintiffs' Exhibit 1391.. And let's find the same date, which
is January 16, 2002, which will be on Page 32. And tell me
whether you found a statistically—significant price increase
that resulted in inflation on January. 16, 2002.

A. No, sir, I did not.
Q. Pilaintiffs have shown this Jury the Copley News Service
article -- |

MR. KAVALER: This is Plaintiffs' Demonstrative 13,
please.

BY MR. KAVALER:
Q. Plaintiffs have shown this jury the Copley News Service
article which appeared on February 6£h, 2002. T have it over

here (indicating): "We do the right thing for our borrowers.
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We make good loans. Thev're not only legal loans, but are
beneficial for our customers."

Do you see that?

A. I do, sir.
0. Okay.

Let's look at our old friend.Plaintiffs' 1397 for
that date, February 6. I think we;re on the same page, Page
14.

And you see the inflation thére is -- it's a 3.66
number in a whole column of 3.66-numbérsl Not the entire
page, but a bunch éf them, fiqht?

A. Correct.

Q. Again, inflation did not increase upon the release of this
press release, right?_

A. That's right.

Again, we're talking only about the first method.

Q. Only the first model.

A. That's right.

Q. Absclutely. 1 promise you when I switch to the sscond
model, I'1ll tell you. I have it inlmy notes.

A. Okay.

Q. First model. I agree with you.

Now, ;et's loock at your event study, Plaintiffs®
1391, for the sahe date, which is February 6, 02, which will

be Page 33.
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Did you find any statistically-significant price
increase that resulted in ihflation'froﬁ any disclosure on
February 6th, 20027
A.  Statistically it's giving price decrease, but not
increase.
Q. But not increase?
A. Correct.
Q. That's exactly my peint. I'm asking about an increase.
Not an increase?
A. QOkay. Not an increase.
Q. In other words, whatever Ms. HaydenFHakes said, it did not
artificially -- it did not increase the amount of artificial
inflation?
A. That's correct. Decreased it.

MR. KAVALER: Plaintiffs' Demonstrative 14.
BY MR. KAVALER:
Q. Plaintiffs have shown this jury the Naticnal Mortgage News
article which appeared on February 18, 2002. And that's --
what it says there is -- "Our first take on the allegations of
bPredatory lending raised in the ACORN action is that it is not
a significant issue, not indicative of any widespread problem
and certainly not.a_concérn that it will spread elsewhere?"

It's attributed to David'Schoeﬁholz. De you see
that?

A. Can T just -- in my previous answer, when I saild it
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decreased it in this first method, and no effect, I want to
correct my previous answer.
Q. Ckay.

I'1ll be clear with you. .You be clear with me.

Again, I'm not trying to trick you.

A. You have been clear --

Q. The first method.

A. You have beén clear --

¢. The first method.

A. -- T misspoke. I wanted to correct it.
Q. Okay. BAnd I appreciate that, .

And, just, the point is'pfeviously you said it
decreased it. Now, you're saying it was flat. My gquestion
was: It didn't increasé it, correct?

A, Correct.
Q. All right.

S50, from my point of view; both your answers are the
same. You've now made it mofe accurate, but it's still not an
increase -~
&, Okay.

Q. =-- correct?
A, Correct, yes.
Q. Thank you.
Okay. Let's look at this date (indicating). We'll

go to Plaintiffs' 1397. The date is February 18, 2002. We
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are on Page 14. And we see there is no."February 18, 2002,"

probably because it's a weekend. There's a "February 15" and

"February 19."

A.

Q.

Do you see that?
Yes, sir, I do.
Where should I go, the 19th?
If it came out on the weekend, vou. should go to the 1%th.

It doesn't matter because it's 3.66 for days and days

before, and days and days after, correct?

A,

Q.

Correct.

So, again, this. didn't cause any increase in artificial

inflation, correct?

A,

Q.

That's right.

Now, let's go to l391,-your Event Study, and let's see if

we can find the.same date.:

This is February 18 (indicating} and it looks 1ike

it's February 19, and it's on Page -34.

Do you see that?
I do, sir.
Okay.
Am I on the right date?
You are.
All right.

And did you. find any statistically-significant price

increase under your first method that resulted in inflation on
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February 18, 20027
A, No, sir, I did not.
Q. Plaintiffs have shown this Jury the‘December 31, 2001,
10-K filed by Household on March 13, 2002.

MR. KAVALER: Did we do this already?

(Brief pauée.)

MR. KAVALER: UWe did not. Okay.
BY MR. KAVALER:
Q. Let's look at Plaintiffs' 1397. We'll look at it for
March 13, 2002.

And you see that artificial inflation is 5.30 there
{indicating), and 5.30 for several days hefore and 5.30 for
several days thereafter, fight?

A. T see that, sir.

Q. Once again, no iricrease in artifiCiél inflation upon the
filing of the December 31 10-K, correct?

A. Correct. |

Q. And let's look at your Event Study, which is Exhibkit 1391.

Let's go to March 13, 2002, which looks like it's on
Page 35. |

Did you  find any statistically-significant price
increase that resultéd in.inflation on March 13, 20027
A. No, sir, I did not.

Q. Plaintiffs have shown this jury statements made at the

Household Financial Relations Conference that took place on
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RApril 8, 2002.

Let's leook at your Exhibi# 1397.

I think wé'ré on Page 15.

No increase in artifiecial inflation on April 9 or
April 10 or April 11 of 2002, correct?
A. Correct.
Q. Let's look at yeur Eveﬁt Study, Plaintiffs' 1391, for the
same date, which will be on Page 36..

Did you find any statistically-significant price
increase that resulted in inflation on April 9, 20027
A. No, sir, T did not.
Q. OQOkay.

So, we“don't have_a board for that; but, if we did,
we'd cross it off.

Plaintiffs may show this jury a press release issued
by Househcld on April 17, 2002.

Let's look aﬁ Plaintiffs' Exhibit 1397 for April 17,

Agailn, no ilncrease in artificial inflation that day
or any of the days within five or ten thereafter, right?
A, Let me lock at it on there.
Q. Absolutely. Pléase, please.
A. No change in inflatioﬁ on those dates,
0. OCkay.

T'm just giving you a window so as to make it easier

for you to hone in.
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Let's loock at your Event Study, which is Exhibit --
Plaintiffs' -- 1391, for the same day, which will be on Page
37, I think.

Give me a second here.

(Brief pause.).

BY MR. KAVALER:
Q. Correct. 377

Now, I'm not sure I understand the entry here. It

says, "4-21," and, then,.theré's ncthing.

Am I on the wrong date?

Bang oﬁ. |

{(Brief pause.)

BY MR. KAVALER:
Q. I'm on the wrong date. I apologize.

4-17. Okay. 4-17.°

Did you find any statistically~significant price
increase that resulted in inflation on April 17, 20027
A. No, sir, I did th. |
Q. All right. .

And that's this press release here (indicating), with
a picture of Mr. Aldinger, taikihg’about, A credit quality
performance was weil within ouf expectations,™ et cetera.

Plaintiffs have shown this jury the Bellingham Herald
article that appeared on Aﬁril Zi, 2002. This is Plaintiffs’'

Demonstrative No. 14, the second item, and that's this one
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here in the middle ({(indicating).

"Megan Hayden-Hakes:. It is absolutely against our
policy in any way to quote a rate that is different than a
Lrue rate."

I can't underscore that enough -- that guocte.

Let's lock at Plaintiffs' Exhibit 1397 for April 21,
2002, Page 15.

Rgain, no chénge in the artificial inflation
associated with that event, right?
A. I believe that;s cerrect, but i1it's not highlighted yet.
Q. Oh, sorry.
A. 5o, I just waﬁt to verify.it.

Correct.
0. And, again, you have the document in front of you. Any
time you'd rather leook at your own deocument than the
highlighting, whatever makes you —-
A. I'd just, rather than flip pages, since you have it on the
screen.
Q. I'm happy to do it. Whatever works for you.

Let's go to your.Event Study, which is Plaintiffs’
1391.

Let's go to Page 37;

Here T need to ask you a preliminary questiocn.
There's an entry for 4-21, which consists of a date, but the

other ceclumns aren't £illed in. And, then, there's an entry
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for 4-22, which has the‘columns filled in.
The prior entry is 4-18. I'm guessing that's a
weekend; and, for scme reason, it printed an interim date?
A. It lcoks like a weeskend. It's'possible that there was

some disclosure of some type during the weekend that the Event

Study picked up ——.that mentioned Household.
The column -- the Commant column -- is intended to
pick up every -- there's a headline of every document that

mentions Househbld, the company, in an article, even if the
article has to do with something completely different from
Household. |

But 1f it mentions Household.in the Wall Street
Journal or Dow Jones Newswire, if's piéked up in the Comment
column. S0, there probably was a story over the weekend, 1f T
had to guess at what happened.

Q. All right.-

But, in any event, did you find any statistically~
significant price inc;ease that resulted in inflation on April
21z
A, No, sir.

Q. Plaintiffs have shown ﬁhis jury a Chicago Tribune article
that appeared on May 3, 2002, in which they say Household
said, "Household denied that it miéleads customers. ACORN
continues to launch baseless accusations and lawsuits rather

than work to enact real solutions to help eliminate predatory
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lending from the marketplace, the lender's statement said."

Let's lock at your Exhibit 1391 from May 3, 2002.

And that's on Page 15.

And, aéain,'Professor Fiséhel, there's no change in
artificial inflaticon asscciated with that date, either, right?
A. That's correct, sir. |
0. And, now, we will look ‘at your Event Study, which is
Plaintiffs' 13%1.- We'll turn to Page 39.

You didn't find any statistically-significant price
increase that resulted in inflation on May 3, did you?

I might be on the wrong page, I apologize. Tt's 38.
38, May 3.

You didn't find any statistically-significant price
increase that resulted in inflation on May 3, 2002, did you?
A. No, sir, T did not.
Q. Ckay.

Let's go to Plaintiffs' Demonstrative 99,

(Brief pause;)

MR. KAVALER: Oh, it's right in front of me.

I apologize to you.
BY MR. KAVALER: |
0. Plaintiffs have shown this jury the March 31, 2002 10-0
filed by Household on May 10,.2002.‘

Let's lock at May 10, 2002, in Exhibit 1397. TIt's on

Page 15.
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And, once again, no increasée in artificial inflation
that day, right?
A. That's correct, sir,
Q. And, now, let's lock at your Event Study, which is
Plaintiffs' 1391 for May 10, 2002.

Did you find any statistically-significant price
increase that resulted in inflation on May 10, 20027
A. No, sir, I did not.
Q. Okay.

So, this was the March 31 lO;Q.

MR. KAVALER: Plaintiffs' Deménstrative 14, please.

(Brief pause.)

MR. KAVALER:  Tt's right in front of me, again.
BY MR. KAVALER: |
Q. Plaintiffs have shown this jury an article that appeared
in the record on May 10 -- the same ‘date -- in which they say
Household said, "Our position is that accusations regarding
predatory lending are baseless;" and, then, it says here on
their beoard (indicating): :"The loans are legal; they're
compliant with state and_fedepal laws and ocur own policies;
and, 1n each instance, they have benefits for each customer.”

That's the same day we just did. Do we have to do
the exercise, again, or caﬁ we just assume you'd give me the
same answers?

A. If it's the same date, I'm happy to give you the same
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answers.
Q. Okay.

MR. KAVALER: Plaintiffs' Demonstrative Becard 15,
please.

(Brief pause.}

BY MR. KAVALER:
Q. Plaintiffs may show this jury an Asscciated Press online
article that appeared on May 14, 2002. The first one up
there, it says, "All of Household's lending policies are in
accord with federal and state reguiatioﬁs and requirements."

Let's look at that date. Go to Plaintiffs' 1397,

We're on Paée 15.  The daﬁe is May 1l4th.

No change in artificial inflation on May 14, 2002,
either, right?
A. That's correct, sir.
Q. &nd, now, let's go to your Event Study, Plaintiffs' 1391.
It will be Page 38.

Did you find any statisticélly—siqnificant price
increase that resulted in.inf;ation on May 14, 20027
A. No, sir, I did not.
Q. Board -- Plaintiffs' Demonstrative 15, the same board.

Plaintiffs have shown this jury an American Banker
article that appeared on.May 31, -2002, which quotes Megan
Hayden-Hakes here (indicating) saying, "Housshold took full

and prompt responsibility and is satisfied that the situation
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was localized to the Bellingham_branch."

Let's look at your exhibit, Elaintiffs' 1397, for May
31, '02, which is Page 16.

No change in inflation there, correct?
A. That's right.
Q- Let's lock at your Event Study, which is Plaintiffs' 1391
for May 31, 'Oé, which is at ?age 39, T believe.

Yes, Page 39.

Did you find a statisticallyqéignificant price
increase that resulted in inflation on May 31, 20027
A. No, sir, I did not.

{(Brief pause.)

BY MR. KAVALER:
Q. Let's go to the very next cne, right underneath it.

Plaintiffs have shown this jury an article that
appeared in the Oregonian on July 2, 2002, which says, "We'wve
macde mistakes, said Megan Hayden—Hakes, Spokeswoman for the
Prospect Heights, Illinois, company. Is there a company-wide
pattern of abuse? Absolutely not." |

Let's lock at your Exhibit 1397 for this date, July
2, 2002, 1It's on Page 16..

No increase.in artificiaL inflation that day,
correct?
A. Correct.

Q0. &And let's look at your Event Study, which is Plaintiffs'
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1391, at Page 40 for July 2, 2002.

Did you find any statistically-significant price
increase that resulted in inflation on that day?
A, VNo, sir, I did not.
0. Plaintiffs' Demonstfative 25,'pleasé. This is a press
release that Household issued on November 17 -- sorry.

This is a press release that Household issued on July
17, 2002. Plaintiffs have this picfure.of Mr. Aldinger up
here (indicating) and it says, "Our résults this quarter were
ruled fueled by ongoing strong demand for our lcan products,
Growth this guarter was strong, while we have maintained our
conservative underwriting criteria.”

Let's look at that date.

Turn first, if you would, sir, to your Exhikit 1397
at Page 16.

Wo change in artificial inflation on that day,
correct?
A. I see that, sir.
C. Okay.

And, nbw, we'll léok at yoﬁr Event Study, Plaintiffs'
1381, at Page 40. |

Did you find any statistically-significant price
increase that resulted in inflation on July 17, 20027
A. No, sir, I did not.

Q. Plaintiffs may show this jury a press release that
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Household issued; and, they already have shown this jury the
June 30, 2002, 10-Q that Household filed. Both of those took
place on August 14, 2002,

Let's look at August 14, 2002, in Plaintiffs' Exhibit
1397. Tt would be on Page 17.

Now,.on August 14 --.let's start on August 13.

What is the artificial inflation on the 13th, 3.107
A. Correct.

Q. What is i1t on August 14?2
A, 82.1lse.
Q. Okay.

30, this is not one of those situations like we've
been looking at, where it's the same number for lins after
line after line. The number changes on the day we're locking
at?

A. Right, because Oétober l4th is one of my 14 specific
disclosure dates. So, it's the date &f the restatement.
Q. Buft, in any event, it gces down?

A. Correct.

Q. I think you said dctober 14th. This is August 14th.
A. I'm sorry, August l4th, 2002.

Q. It goes down, it doesn;t go up?

A. Correct.

Q. All right.

And let's loock in your Event Study, Plaintiffs' 1391,
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for the same date,_whicﬁ is August 14. 1It's on Page 42.
Did you find a statistically-significant price
increase that resulted in inflation on August 14, 20027
A. No, sir, I did not.
Q. This is -- plaintiffs have shown this jury the Origination

news article that appeared on August 23, 2002, down at the
bottom here (indicating). It guotes Megan Hayden-Hakes
sayiﬁg, "We clearly fellow all state and federal laws and
regulations."”

Let's.look at your Exhibit 1397 feor August 23, 2002.
It's on Page 17.

No change in artificial inflation there?
A. Correct. |
€. Let's look at your Event Study, which is Plaintiffs' 1391
for the same date, Augugt 23, 2002, which is at Page 45,

Did you find any statistibally—significant price
increase that resulted from inflation e©n hugust 23, 20027
A, No, sir, I did not.
Q. Plaintiffs ﬂave shown this jury the National Mortgage News
article that appeared on September 2, 2002, in which they say,
"A Household spokeswoman_séid that 'she is not aware of any
pending enforcement actions ﬁr séttlement talks.”

Let's look at 1397 for September 2. That would be on
Page 17,

And, again, this is one c¢f those where there is no
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September 2, but there is a September 3.

And yoﬁ see the inflation is -- is that a negative
number there, minus 2097
A. Yes, that's a negative nuﬁber.'

. And the day before is a minus number -- a minus 887
A. Correct. |
Q. All right.

So, is this =- I'm not gcod with two negative
numbers. Is that inflation increasing or decreasing?
A. That is inflatioén decreasing.

Q. Okay.

and let's look at your 1391, for the same date that's
your Event Study. And this is September 2 or September 2.
It's on Page 46;

Did you find a statistically-significant price
increase that resulted in inflatien dn September 2 or, in this
case, on September 3, 20027
A. No, sir, I did not.

o. Okay.

We're deone with that.

Now, vyou told me something earlier about when the
inflation first came into the stock. Let's go back to 139 and
start on Page 1.

A. Okay.

. Okay?
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find one of theseé thousands of documents that are in this
courtroom —-- pick it up and =say, "Okay,&i got it. This 1is the
false statement (indicating).“

And, then, I can look at the date and it will say to
me, "Household made it on ¥ date;" and, then, I can look at
your chart and see the inflation inéréaéing and I can say,
"There it is. Professor Fischel just told me a couple minutes
ago that he agrees with me that plaintiffs need to show
inflation coming into the price of thé stock in the relevant
peried.™

So, that ﬁeans they have to show it on some date. Tt
means 1t comes from some document.

Now, I'm trying to find cut, sir, if you can help
me -- maybe you can't -- is there a document that I can look
at, which was issued by Household on a date which, when we
take that date and run it through thié exercise we've been
doing here for the last 45 minutes:with these two documents --
1397 and 13%1 -- is going to give me the opposite answer.

For example; we have this date here {indicating).
This is one of those days, Decembef 5, 2001. That's a day
where Mr. Aldingér.ﬁade a statement;.and, according to your
testimony -- your.expertise -- that added inflation to the
price of Housechold stock, correct?

A. Correct, based on the assumption that the statement was

false.
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Q. Yes.

Absolutély. I fully understand that you'rs not
saying that one: word Mr. Aldiﬁger said at Geldman Sachs was
false; and, you're also.not saying it was true. You have no
view on that, right?

A. That's right.
Q. Okay.

But you do say that when Mr., Aldinger spoke at
Goldman Sachs on this.date (indicatiné}, inflation increased?
A. Correct,

Q. Give me another déte in this case where, based on your

research, Household made a statement like Mr. Aldinger's at

Goldman Sachs -- that I can touch and féel, read to the jury,
examine Mr. Aldinger about -- that increased infiation in the
stock?

A. February 27th.

And the reason.is[ just like December 5th, if the
jury were to conclude that Household's statements about its
re-aging practices, how they were perfectly appropriate at all
points in time; that they accurately reflected Household's
financial condition; that they were done only for the purpose
of benefitting the consumer; if the jury were conclude that
those statements were false, going back toc the beginning of
the relevant period as early as possibiy‘July 30th, 1999, or

any later date, then Household's Statements to the contrary cn
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Decémber 5th of 2061 and February 27th of 2002, would be false
and misleading statéments,'which would'iﬂcrease the amount of
inflation.

But the inflation would date back to the first time
Household made a statement about its re-aging practices --
defending them; saying the accounting was correct; saying
nebody was mislgd;'sa§ing that they accurately reflected the
quality of Houséhold's assets, its delinquencies —-— the first
time Household made 4 statement to that effect, if it later
turned out to be false or if it was false at the time that it
was made, then.ﬁﬁese statements on December 5th and February
27th were, themselves, false Because they reiterated
Household's defense of its re-aging practices. &nd that's why
inflatien increased on £hose dates.

Q. Increased.
But I'm trying .to find out what was the base level.

As I read your chart, 1397, for two—and-a-quarter

years during this class period ~- during the relevant
period -- starting on July 30, '99, and going all the way up
to October 15, I think you said, of -- November 15 of —-- 2001,

it's always $7.97,_correct?

A. Under the first-quantification meth§d. And the reascn is
that when you quéntify.the valuation effects, the stock price
conseguences ofrthe 14 specific diéclosures that I identified,

that were fraud-related disclosures that had a statistically-
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significant effect on Household's stock price, those 14

-disclosures, netting out the positives and the negatives, had

a cumulative effect of $7,97.

And what that means is that the best estimate of what
the effect on Household's stock price would have been the
first time there was. a false and misleading statement, instead
of talking about its growth Strategy;.how its growth strategy
was going to continue in the future; how its lending practices
were appropriate at all peints in time; how it wasn't geing to
get into trouble with consumers and regulators; how its
accounting was proper; didn't disguise its re~-aging practices;
how its credit card'accounting was proper and didn't resulf

ultimately in & restatement, all those corrected disclosures

-are sum to $7.97,.

Sc, the best estimate of Qhat Household's price would
have been on the first date when they made a false and
misleading statement, according tc the jury -- if the jury
were to so conélude -~ the price of Household stock would fall
by $7.97 relative to what it was in the real world when
investcrs bought and sold. And that's why the inflation
number is $7,37.

Q. Sc, it's all hindsight. Until something happens on
December 5, 2001, you can't go back to July 30, '99, and tell
us what's going on; is that right?

A, Correct. Precisély because Household did not disclose
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accurate information.

The only way that you can judge the value of the
information is look -at whaﬁ the market reaction was when the
markets learned that thé growth model wésn't going to be able
to be sustained; that lending practices were attacked as
predatory in lawsuits; consumer groups; regulators, el cetera;
that the accounting was deémed to bé inaccurate; and,
Household had to ;estate.its disclosures about its accounting;
independent groups, iike CFRA, as Well as many analysts
concluded that Household's accounting was false and
misleading. |

When there was a restatement of its credit card
accounting on August 14th, only at that time did the market --
at those times did the market -- learn about what the value
was of the new information -- the corrective information —-
that came out at the ena of the period, that investors in
Household stock at the beginning éf the relevant period did
nect know.

S50, in that sense,1it's cofrected in hindsight; but,
the only reason it's in Hindsight is because Household didn't
disclose what ultimately came out later. In fact, tﬁey kept
denying it. And it was oniy wheh analysts and other market
participants didn't believe the denials any more that the
value of that information became known to market participants.

And the value of thdat informatlion, based on my calculation
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{Document tendered.)
MR. KAVALER: Now, let's do 154.
Copies, please.
(Brief pause.)
MR. KAVALER: Let the record reflect I'm handing the
witness 154,
THE WITNESS: Thank you.
MR. KAVALER: And a copy for counsel.
(Document tendered.}
BY MR. KAVALER:
Q. The same series of questions, Professor Fischel.
Once again, the horizontal axis shows at the extreme

left-hand end July 30, 1999, correct?

A. Correct, sir.

Q. And you go up that axis, you see a blue line {indicating),
which is the true value; a.red line (indicating), which is
price; and, a pink -~ it looks blué up there (indicating) --
whatever color it is, the area.between the lines is shaded in?
A. Yeah.

That corresponds precisély to the table that we were
just looking at on the amount of infiation. So -~ well, since
we haven't talked about this yet, if you just put the other
cne up on the screen for a second?

Q. Okay. Sure,.

Go back to 151.
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(Brief pause.)
BY THE WITNESS:
A. So, what the -- the red line is the actual price, and you
can see what it was relative to -- the level of the price
relative to ~- the %ertical axis on pfice.

And the blue line is the true ﬁalue.

So, what this predicts is that the price fluctuates
évery day; but, the true value, based on my calculations, is
$7.97 lower than the actual price until November 15th of 2001;
and, then, it gets more or less than -- the inflatiens
increases or decreases based on fhé specific disclosure.

BY MR. KAVALER:
Q. I hear you. None of that is my question.

I want to go back to -- I put up 151 because you
wanted me to. I want to go to 154 for a minute.

A, T apclogize.

Okay. Thank you.

Q. 154, my only guestion is: Ycu prepared this chart?
A. T did.
Q. Ckay.

On this chart, as on the dther one, the blue line,
the red line and the shaded-in space all butt right up against
July 30, 1993, éorrect?

A. Correct, for the reascns I've stated.

MR. KAVALER: Your Honor, T offer Plaintiffs'
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Demonstrative 154 in evidence, pursuant to Rule 801 (d)(2y.

THE COURT: Let's take. our afternoon break now.

We'll take 15 minutes; we'll discuss this; and, then, we'll
bring the jury back out and continue.

(Jury out.)

THE COURT: So, you're offering these two
demonstrative exhibits as?

MR. KAVALER: As an admission by a party opponent,
your Honor.

THE CCURT: Okay.

A response?

MR. BURKHOLZ: First of all, vour Honor, I don't
think it's an admissien against a party opponent. This is an
expert retained by the plaintiff.

But, in any case, the pla;ntiffs will not be
submitting any. false statements before August 1l6th, 1999,

I mean, Mr..Kavaler can use this demonstrative in any
way he wants to, but we don't think it's a party admission.

THE COURT: Okay.

Why don't you think it's a-party admission?

MR. BURKHOLZ: Because it's. -- he's —- he's an expert
retained by the plaintiffs, but it's not a statement being
made by the plaintiff.

THE COﬁRT: Your response?

MR. KAVALER: Your Honor, 801(d) (2) says, "Admission
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quoted in a dollar amount without this adjustment that you've
shown on all these charts for what it really should be, right?
h. Well, respectfully, sir, I'm not sure what you mean by
what it really should be. That's really a mischaracterization
of what I said.
Q. Fair enough. Turn to Plaintiffs'.Demonstrative 137, where
you've got a residual price change of minus $1.86.

Do you see that?

MR. BURKHOLZ: Could you show him where it is?

MR. KAVALER: Sure. |
BY MR, KAVALER:
Q. It's tab three, which Just happens to be the first one
in —-
A. I'm leocoking ét it-on the screen.
Q. TIf I were lookiﬁg at the price of the stock, closing price
on the New York Stock Exchangé, on November 15, 2001, I
wouldn't see minus $1i86, would I7?
A. You would not, for the reasoﬁs_thét I explained at length.
Q. And 1if I wefe watching.Bloomberg News, I wouldn't see
minus $1.86, would I?
A, Probably not.
Q. And if I were reading the Wéll Street Journal in the
morning or the New York Times or the Cﬁicago Tribune, I
wouldn't see minus $1.867

A. T suspect you would not.
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Q. And if I weré looking ét my brokerage statement if 1 owned

Household stock, I wouldn't see minus 51.867

A, No. But in all those documents, you might see discussion

of how the stock price movement compared with the overall

market and movements of other firms in the industry. That's a

very common measure'that_Household.itself used in its proxy

statements that's, in effect, required by SEC regulations.

Q. I'm making --

A. So this is just a quantificatioh of what investors lock at

all the time. |

Q. 1'm making a very small point, sir. Stocks are guoted in

a price which is the price usually that they close on the New

York Stock Exchénge, right?

A. Correct. But there's also frequently comparisons of stock

prices and prices of the overéll -— movement to the overall

market, movements in the industry. That's what Household

itself disclosed in its prdxy gtatement. This is just a

quantification of that relationship.

Q. You've heen very patient all éftefnoon while we talked

about your first model. I want to turn to your second model.

A. Ckay.

Q. This is the model with the leakage, right?

A. Okay.

Q. Okay. And you agree thére are a bunch of stock price

movements that were significant under your aggression analysis
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that were not attributable to fraud-related disclosures, don't
you? |
A. There were probably some, both positive and negative, but
a lot of the significant movements were combined disclosures
of -- they had some fraud;related aspect and then they had
scme other aspect in addition to the fraud-related aspect.
Q. And were there some, any, that had no fraud-related
aspect?
A, It's a matter of jﬁdgment as to whether something has a
fraud-related aspect or not. I would say there were a few,
but there were alsc, I would say, a significant number of the
statistically significant movements that had this combined
aépect.

But just to be clear, under the leakage model,

whether they did -- whether they were purely fraud related,

combined fraud related or not at.-all fraud related, they were
all included in:thé leakage model,

Q. I understand. But my point is there was some of all
tThree? |

A, You probably could -- that would probably be a fair
statement.

Q. Okay. Now, this is not on either model. This is a
general question.

A.  Okay.

Q. You assumed that the defendants did make false statements
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during the relevant period, didn't you?
A. That's correct.
Q. Okay. Can you do this: Assume the opposite. Assume the
defendants did not make any false.statements during the
relevant period.
A. Ckay.
Q. Okay. The stock price still declined in the real world,
didn't it?
A. The stock pfice déclined in the real world, that's
correct.
Q. Why?
A. I think the steck price declined for a variety of
different factors. I touched.on this in my testimony. There
was a -- a big part of the stéck price decline that's --
according to both of m? calculatiéns that's attributable to
some combination of market indusﬁry and non-fraud-related
effects. And also scome percentage of thé stock price decline
that's attributed -- attributable -- excuse me -- to the
market learning correct information about Household's
predatory lending practices, its re-aging pclicies and the
effect of the restatement.
Q. And giving the last part cf that answer, you were still
holding to the assumption I asked you tc make that there's no
ffaud? | |

A. I'm sorry. Well, if there's no fraud, then obviously
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fraud played no role in the decline in Household's stock

price.

Q. Let me try it again. I want to be clear.

1'm asking you to assume there is no fraud.
Nevertheless, in the real world, there's no question, the
price of Household's stock went dowﬁ?

A. No. But let me ask you a clarifying gquestion, sir,
because your question, at least to me, is a little bit
confusing.

Are you assuming that the stock price would have been
the same in the real world, in addition to there being no
fraud? Because I weould say 1if thera's no fraud, the stock
price likely would have been different.

Q. Okay. This is where I always got in trouble in law school
because I don't know how to assume things that are different
than the real world very well.

I'm assuming there was never any fraud.

A. Never any fraud in the stock price is identical to the way
it was in the real world.

Q. Sure. It went down? Tt went down significantly?

A, Okay.

Q. Okay. Why?

A. Well, here’s the problem: You're asking me a
hypothetical, to make.assumptions in a hypothetical; and

you're asking me in the real world what happened in the



03:33:34 5

9

03:33:44 10
11

12

13

14

03:34:00 15
16

17

18

15

03:34:12 20

21

22

23

24

03:34:38 25

Fischel - redirect

2963
hypothetical. And there's scrt of a éontradiction in terms in
the question.
Q. All right. I take your point. Let me try it this way:
What we know for a fact '1s the stock price went down, correct?
A. Correct,
&. What you've done here yesterday and today is give us your
opinion as to why?
A. Based on the assumption that I've explained numercus
times, correct.
0. Exactly. Aﬁd the assumption was -- the assumption -- you
assumed because these gentlemgn heie asked you toc -- that
there was fraud?
A.  Correct, because if there's no misstatements, then there's
no case, so there's ﬁothinq to quantify.
Q. Thank you, Professor Fischel. I couldn't have said it
better myself.

MR, KAVALER: No further guestions, vyour Honor.
THE COURT: You may redirect.
REDIRECT EXAMINATION

BY MR. BURKHOLZ:
Q. Let me ask you a-simple.quesfion. Counsel showed you all
these public statements that Household made. Do you need to
find a statistically significant piice increase on the dates
of these public statements in order for there to be inflation

in Household's stock under your specific disclosure model?
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A, No. That'sireally the whole point,'that the reason why
there's no statistically significant price increase in
response to all.those disclosureé where there's big red ¥s is
because in each one of those discldsures, Househeold was
reaffirming its growth strategy. It was denying any
wrongdoing. It was defending its.accounting.

When it started later to say that there were
problems, it was elther because of a computer glitch or
localized to a particular employee or a group of employees.
Because Household.made all those statements and reiterated the
same statements from the beginning until later in the class
period, of course, the market didn't react because Heousehold
is saying the same thing over and over and over again.

It was only when the truth began to come out when
market participants began to disbelie&e_the denials, when the
complaints from regulators started to pile up, the lawsuits
started to pile up, the complaints from customers started to
pile up, Househéld had to restate its.accounting, had to
restate and provide a correct disclosure of its re-aging
practices and the effect of those re-aging practices, when
there was leakage of the very damaging Washington department
of financial insurance report, rumors’ of the effect of the
settlement and the ;ombined effect of what that would mean for
Household's growth'strategy, it was only then when you started

tc see statistically significant price reactions because the
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market was learning the truth.

In fact, the market became so negative, as I
indicated, that the price went below what my true value line
indicated, demonstrating that investors who bought at the end
basically bought at a bargain price and, at least under both
of my guantifications, aré not entitled to any compensation.
Q. Is it a common method to focus on the disclosures later in
the relevant period to quantify the inflation due to the
statements Household made earlier in the relevant period?
A. It's completely standard because if what you're trying to
do is measure the value of the truth and the truth is not
provided early in the pericd, the only way to analyze the
effect of the truth is to see what the effect on investors and
market prices is when the truth comes out. A&nd by doing that,
you're able to make a jﬁdgment, as I'did, about what the,
guote, ftrue value of the stock'would-have been at the
beginning had the truth been told the entire time.
Q. Now, counsei showed you the beginning of the relevant
pericd, July 30, 1989, and then the first statement on ARugust
16, 19929, the lOfQ.

Do you remember that?
A. I do.
Q. And do you have an understanding that the beginning of the
relevant period, July 30, 1999, is due to a Court decision in

this case?



032:38:06 5

g8

9

03:38:28 10

11

12

13
14
03:38:58 15
16
17
18
19
03:39:12 20
21
22
23
24

03:39:36 25

Fischel - redirect
2966

A, That's my understandihg;
Q. Okay. 2And. if the first false statement that plaintiffs
allege in this case is on August 16, 1999, how would you
calculate inflation on that date?
A. 1 would calculate inflaticn the same way as of August 16,
but there wcould be ne inflation from July 30 to August 15. So
as I indicated, where.T ﬁave an entry for artificial inflation
from July 30 to August 15, the correct Qay to interpret the
exhibit is just to replace the inflation number with a zero
for every day until August 16. And beginning on August 16, it
would then be $7.97 under the first method.
Q. And your assumption that plaintiffs will be able to prove
the various statements are false and ﬁisleading during the
relevant period is a common assumpﬁion that you make in your
field? |
A. Again, it's a necessary assumption because the
responsibility of detefmining whether a statement is false or
not, that's not for an expert witness, for any expert witness,
It's not for an economist.. It's really a functicn for the
jury to decide.

MR. BURKHOLZ: Can we bring up Plaintiffs' Exhibit
1391, Can we haVe:the switch, your -Honor.

If we éan turn to.the Chird page.

1f we can highlight the last date on the bottomn,

November 12, 1999,
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investors who purchased prior te July 30, 1999, have a claim
that they are puréuing in this case. For that reason, by
definition, since there's no claim of harm, there is no harm;
and there's no inflaticn. And that's why the exhibit begins
on, my understanding as a result of a Court ruling of the
first day of the relevant period, which is July 30, 1999.
There are statements made.on July 22,_s£atements made on
August 16, statements made on October 19. They're all kinds
of days when different statéments are made. You've got lots
of them with your colorful red Xs over there.

But the point isnft when statéments are made. The
point is when inflation begins. And inflation begins on the
first false and misleading statement; which is a decision, as
I've said numerous times, only the jury can make.

Q. I thought I understcod vou Lo say to Mr. Burkholz a minute
ago -- and I think-yop just said it .again -- the relevant
period used te go back further, didn't it?

A, I'm not sure what you're referring to of what I said to
Mr. Burkholz.

Q. There was a point where the realevant period started long
before July 30,.1999, correét?_

A. You mean in soﬁe prior time in this case before a ruling
by the Court?

Q. Correct. When you first looked at this project.

A. I can't remember what the situation was when I first was
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involved. I am aware that as a result of a series of Court
rulings, the first day of the relevant period has been
established at July 30, 1999, And there were competing claims
by the plaintiffs and defendants which resulted in that
Judicial ruling.  &nd that's the basis for my starting with
July 30.
0. And you mentiqned something abouﬁ July 22, 1999, just now,
did you? |
A. I did.
Q. Did Househoid'make a statement on'Jﬁly 227
A. It did.
Q. Was that stétement false?
A. 1f the statement on August 16 Qas false, then the
statement on July 22 was also.false._
Q. Because they're the same statement?
A. Same Statemént, correct,
Q. ©Okay. So if the same statement -- withdrawn.

And you said this jury can decide the August 18

statement was false? It's up to them, right?
A. Correct. |
¢. And the July 22 statement 1s the éame statement as the
August 16 statément-you say?
A. Same statement; but as a resulf of rulings by the Court,
it's not part of fhe case.

Q. Nevertheless, it's the -- in the real world, it's the same
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statement? Household said the same thing twice?

A. In the real world, it's the same statement. But the real

world of this case, the Aﬁgust 16 statement counts and the

July 22 statement does net count because of the rulings by the

Court --

Q. What I'm trying --

A. --as I understand them.

Q. What IT'm trying.to understand is Household said X on July

22. Then they said X again on August 16. Somehow when they

say it on August 16, it causes inflation. But when they say

the same thing on July 22, it doesn't cause inflation. 1Is

that your testimony? .

A. Correct. Househcld may have made all kinds of false

statements over any number of years that may have been false,

they may or may not have been false; but even if they were

'false, they're not part of this case, thevy're not part of my

quantification because pursuant to my understanding of the
rulings of the Court, only dates after July 30, 19%9, count.

S0 it doesn't really matter what false statements or
what true statements or what the.effect on stock prices was in
any period prior to July.30, 1989, because it's not part of
the case. And because it's not part of the case, I didn't
perform any quantification about what's not relevant in the
case.

Q. Is it possible that the exact same statement that
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Heusehold made on August 16 when Household made it on July 22
caused the inflation in the pfice of the stock, and that's the
game inflation that continues at $7.97 from July 2 -- July 22
right through July 30, right through August 16, and for the
next two and a guarter years until November 14, 200172
A. Yes, it's definitely possible that if the first false
statement in the relevant perioed is August 16, that inflaticn
would begin on that date.
Q. No, no. You didn't understand thé guestion. It wasn't
clear.

What if the first false statément 1s on July 22; it's
the exact same statement as August 16. Ceculd it have caused
the inflation on July 22, nothing else happens, Household
doesn’'t make any other étatements till August 16, inflation
cruises along at $7;97;-just like you have on this chart here,
1387; it cruises along from July 22, 1999; it goes right
through July 30; it géeé right through Aﬁgust 16. And
according to your chért, it stays right there at 7.97 all the
way out here until November 14, 2001, two and a guarter years
later. Is that possible?

A. No, it's not possible. I disagree with your
characterization of the inflation starts and cruises along,
whatever that méeans.

Q. Stays the same.

A. Well, it doeésn't stay the same because there can't be any



