Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 1 of 163 PagelD #:296

DOCKETED

| /%mm

IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS¥AR
EASTERN DIVISION

LAWRENCE E. JAFFE, Pension Plan )
and on behalf of all others )
similarly situated, ) n,
Plaintiff, )
. No. 02 C 5893 oy,
HOUSEHOLD INTERNATIONAL, INC. ) Judge Ronald A. Guzman F
ARTHUR ANDERSEN, L.L.P, ) I L E
) 8
Defendants. ) WA
_) ) i
| Clgg, CHAE,
NOTICE OF FILING K ug Z,";’TP o

To: Counsel on the Attached Service List .

PLEASE TAKE NOTICE that on March_ 7, 2003 we filed with the Clerk of the United States
District Court rthemn District of Illmms Eastern Division, 219 South Dearborn Street,
Chicago, Illmmsﬁ onsolidated Class Action Complaint for Violation of the Federal Securities
Laws, a copy of which is hereby served upon you.

Dated: March 7, 2003 Réspectfully submitted,

o Q%ﬂw

Marvm A. Miller’

Jennifer Winter Sprengel

Lori A. Fanning

'MILLER FAUCHER and CAFFERTY LLP
30 North LaSalle Street, Suite 3200

Chicago, Illinois 60602

(312) 782-4880

Designated as Local Counsel



Case: 1:02-cv-05893 Document #: 50 FiIed:ri'd?,/O?/OB Page 2 of 163 PagelD #:297

12

D DO s N vt B L

17 “

]

DECLARATION OF SERVICE BY MAlL.

| 1, the undersigned, declare: 3

1. Thardeclarant is and was, af all times herein mentioned, a citizen of the United States
and employed in the County of San Francisco, over the age of 18 years, and not a party o or
interested 1n the within action; that deciafmvs business address is 104 Pine Street, 26th Floor, San
Francisco, California 94111 - | Am mﬁ@é}

2. That on March 7, 2003, declarant served thef\CONSOLIDATED CLASS ACTION
COMPLAINT FOR VIOLATION OF THE FEDERAL SECURITIES LAWS by depositing a true
copy thereof in a United States mailbox at San Francisco, California m a sealed envelépe with
postage thereon fully prepaid and addressed to the parties listed on the artached Service List.

3. Thar there 15 4 regular CBnﬁﬁunicau'on by mail between the place of mailing and the
places so addressed. '. |

}declare under penaltyofpe:jurﬁihat the foregoing is true and comecr. Executed this 7th day

L

of March, 2003, at San Francisco, Califormia.

G\ uses-SPHouacholdingenMMME2425.dcc

- DECLARATION OF SERVICE BY MAlL




Case: 1:02-cv-05893 Document #: 50 FiI_ed: 03/07/03 Page 3 of 163 PagelD #:298

) R

HOUSEHOLD INTERNATIONAL (LEAD)
Service List - 3/7/2003 2031
Page 1 of 2

Defendam(s)‘

Nathan P. Eimer
Adam B. Deuisch
* Eimer Stahi Kievomn & Salberg
224 South Michigan Avenue, Suite 1100
Chicago, i 60804
312/660-7600
312/692-1718 (Fax)

Paul Vizcarrondo, Jr.
Warren R. Stern
Jeq [, Bergman

*\Wachteli, Lipton, Rosen & Katz
51 West 52nd Street
New York, NY 10019

212/403-1000
212/403-2000 (Fax)

Plaintiff(s)
William 5. Lerach
. Milberg Weiss Bershad Hynes & Lerach LLP
401 B Street, Suite 1700
‘San Diego, CA 92101-5050

619/231-1058
619/231-7423 (Fax)

Marvin A. Miller
Jennifer Winter Sprengel
Lori A. Fanning
«Miller Faucher And Cafferty LLP
30 N. LaSalle Street, Suite 3200
Chicago, IL 60602
312/782-4880
312/782-4485 (Fax)

Sheila M. Finnegan

Lucia Nale
Staniey J. Parzen

- *Mayer, Brown, Rowe & Maw

180 South LaSalle Street

Chicago, IL 60603-3441
312/782-0600
312/701-7711 (Fax)

RobertY. Sperling
Ronald 8. Betman
Dans A. Drobny

, *Winston & Strawn
35 West Wacker Drive, Suite 4200

Chicago, IL 60601-9703
312/558-5600
312/558-5700 (Fax)

" Patrick J. Coughlin

Azra Z. Mehdi

. _ Luke O. Brooks
~ Miiherg Weiss Bershad Hynes & Lerach LLP

100 Pine Street, Suite 2600

" San Francisco, CA 94111-5238

415/288-4545
415/288-4534 (Fax)



Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 4 of 163 PagelD #:299

[

[

HOUSEHOLD INTERNATIONAL (LEAD)
Service List - 3/7/2003 (02-0377)

Page 2 of 2
Counsel for Derivative Plaintiff
an Rifkind .. Pnilip Fertik - .

Egiga Ig Lasky ~ # t aw Office of Philip Fertik _
Lasky & Rifkind, Lid. 180 North LaSalle Street, Suite 1925
11 South LaSalle Street, Suite 1600 ‘ Chicago, lesgfm

i . IL 80602 _ 312/853-24
Chsliazsfgm-aos'f 312/726-1663 (Fax)

312/634-0059 (Fax) o |

*Via Federal Express



Case: 1:02-cv-05893 Doc

[

ument #: 50 Fi

UNITED STATES DISTRICT COURT ¢, 2 44,0

R, Co
NORTHERN DISTRICT OF ILLINOIS =& _
EASTERN DIVISION
LAWRENCE E. JAFFE PENSION PLAN, On
Behalf of Itself and All Others Similarly
Situated,

) Lead Case No. 02-C-5893
} (Consolidated)
) .
| ) CLASS ACTION
Plaintiff, )
-3 Judge Ronald A. Guzman
Vs. ) Magistrate Judge Nan R. Nolan @
) 5. M
HOUSEHOLD INTERNATIONAL, INC,, et al., ) 28 Z o
) c: x
Defendants. ) » Tm_ 7 '
) DEMANDFORJURYTRIAL ¢
B EX s = 13!
B o]
[ IRV fs]
. NV
Hm iﬂ‘DQJ CONSOLIDATED CLASS ACTION COMPLAINT O c‘é @
FOR VIOLATION OF THE FEDERAL SECURITIES LAWS %m -
o



— - a—r ATET

—~ ~ —~ o r"j . ~ ~
Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 6 of 163 PagelD #:301

TABLE OF CONTENTS
Page
L INTRODUCTION . . . .. . ... . ... e 1
II. SUMMARY OF THE ACTION . . ... e e e e e e e e e e e e e e e e e 3
Post-Class Period Events . . . . . . . . . . . . . . e 11
III. JURISDICTION AND VENUE . . . . .. e e e e e e 12
IV. PARTIES . ... ............ e e e 12
A. PLAINTIFES . . . . e e e e e e e e e e 12
B HOUSEHOLD . . . . . e e e e e e e e e e e e e e e 14
C OFFICER DEFENDANTS . . . . . .. e e e e e e 14
D. DIRECTOR DEFENDANTS . . . . . e e e e e e 16
E AUDITOR DEFENDANT . . . . . . . o e e e e e e e e 17
‘F. HEFC DIRECTORDEFENDANTS . . . . . . .. . e 18
G. INVESTMENT BANK DEFENDANTS . . . . . . .. . . ... . . .. 18
V1. DEFENDANTS' FRAUDULENT SCHEME
AND WRONGFUL COURSEOFBUSINESS . . .. .. ... .. ... ... ... ... 18
A, HOUSEHOLD'S ILLEGAL PREDATORY LENDING PRACTICES WERE
FORMULATED BY DEFENDANTS AT THE COMPANY'S CORPORATE
HEADQUARTERS . . . . . e e e e e e e e e 19
The EZ Pay Plan Scam - Defendants Misrepresented the
Interest Rates and Savings Associated with Household Loans . . . . . . ... ... ... ... 20
Household Improperly Used "Discount Points" to
Extract Additional Fees from Borrowers Rather Than
Reduce Their Interest Rate, as Represented to Borrowers . . . . . . . . .. .. .. ... ... 22
Household Concealed the Existence of |
Prepayment Penaltiesin Its Loan Documents . . . . . .. . ... ... ... ......... 24
Household Improperly Tacked Insurance Products onto
Its Loans by Misleading Borrowers into Believing They
Were Compulsory and/or Concealing Their Inclusion . . . . . . ... ... ... ....... 24
Household lilegally "Up-Sold" Loans Carrying
Exorbitant Interest Rates (20% or Higher) . . . . . . . . . . . .. ... .. ... .. ... 26



-

~~

Case 1:02-cv- 05893 Document #: 50 Flled 03/07/03 Page 7 of 163 PageID #: 302

Page
Household Vehemently Denied Engaging in
Predatory Lending Throughout Much of the Class Period . . . . . . ... ... .. ... ... 29
The Predatory Lending Settlement . . . . . . . .. .. ... ... . ... .. ... . ..., 33

Defendants' Illegal Predatory Lending Violated
Generally Accepted Accounting Principles . . . . . . . . . . .. . Lo L., 35

B. DEFENDANTS MANIPULATED HOUSEHOLD'S CREDIT QUALITY NUMBERS
BY IMPROPERLY "REAGING" OR "RESTRUCTURING" DELINQUENT
ACCOUNTS . . . e e e e 36

Household's "Reaging" Policies Violated GAAP . .. . 42
C. DEFENDANTS ENGAGED IN IMPROPER ACCOUNTING OF COSTS

ASSOCIATED WITH VARIQUS CREDIT CARD CO-BRANDING, AFFINITY AND
MARKETING AGREEMENTS, RESULTING IN AN ALMOST $600 MILLION (PRE-

TAX) RESTATEMENT OF EARNINGS . .+ oo voee e, 44
Household's Restatement Is an Admission that the
Company's Financial Statements Violated GAAP . . . . . .. ... ... ... ... ..... 47
VI. OTHER GAAP VIOLATIONS . ... .. e e e e e e e e e e 51

HOUSEHOLD'S EXECUTIVE COMPENSATION PROGRAM
REWARDED THE OFFICER DEFENDANTS

FOR THEIR FRAUDULENT ACTIVITY . . . . . . . . . e e e e 52
VIII. ANDERSEN'S ROLE IN DEFENDANTS!

FRAUDULENT SCHEME AND UNLAWFUL COURSE OF CONDUCT ., ... ... ... 57
A. GENERAL . . . . . e 57
B. ANDERSEN WAS NOT INDEPENDENT . . ... ... ... ............ 59

C. ANDERSEN'S PARTICIPATION IN THE FRAUD IS CONSISTENT WITH ITS
PRIOR PARTICIPATION IN A SERIES OF MAJOR ACCOUNTING FRAUDS . . . 60

D. ANDERSEN DISREGARDED MAJOR INDICATORS OF FINANCIAL STATEMENT

FRAUD AT HOUSEHOLD ("REDFLAGS™) . . . . .. ... . .. ... ... ..., 65
Andersen Knew the Risk of Fraud Was ExtremelyHigh . . . .. ... ... ... ...... 65
E. ANDERSEN KNEW HOUSEHOLD'S DISCLOSURES WEREFALSE . . . . . . .. 67
F. ANDERSEN VIOLATED PROFESSIONAL STANDARDS . . . .. .. ... .... 68
IX. FALSE AND MISLEADING STATEMENTS
DURINGTHE CLASSPERIOD . . . . . . . v oot e e e ey 70
A, DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1997 . . . . 70

B. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1998 . . . .74

-ii -



~

~ ~ ~ )

4 S . W o )
Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 8 of 163 PagelD #:303

Page

C. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1999 . . . . 83
DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2000 . . . .93
E. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2001

............................................. 105
F DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2002 120
X. BASIS OF ALLEGATIONS . . . . . . . . e 134
XL FIRSTCLAIMFORRELIEF . . . .. .. .. o i e, 135
XII. SECOND CLAIMFORRELIEF . . . . .o . o st e e e e e e 136
XHI. THIRD CLAIMFORRELIEF . . . . . ... ... ... ... . .. 136
Household . . . . . . . . .. .. e 137
Director Defendants . . . . . . . . . .. . . ... 137
The False and Misleading
Beneficial Registration Statement . . . . . . . e e e e 137
Andersen . . .. . L L e e e e e 140
Goldman Sachsand Merrili Lynch . . . . . . ... ... .. ... ... . . ..., ..., 140
XIV. FOURTHCLAIMFORRELIEF . . .. ... .. .. ... ... ... 147
Household/HFC . . . . . . . . . e 148
HFC Director Defendants . . . . . . . . . ... ... . ... . . e 148
ACCOUntants . . . . . . . o e e e e e 148
XV. STATUTORY SAFEHARBOR . . . . . . . . . e e e e 151
XVI. CLASS ACTION ALLEGATIONS . . . . . . . . . . i s, 152
XVIL. PRAYERFORRELIEF . . . ... .. .. e 153
XVIIL JURYDEMAND . . . . e e e e e 154

- iii -




Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Pagé 9 of 163 PagaID #:304 ~
1. INTRODUCTION
1. This is a securities class action on behalf of all persons who purchased or otherwise

acquired securities of Household International, Inc. ("Household" or the "Company™),'! during the
period from 10/23/97 to 10/11/02 (the "Class Period"), including common and preferred stock,
bonds, notes, InterNotes(SM) and Trust indentures. This action is brought against the Company,
certain of its senior officers and directors, its outside auditor, Arthur Andersen LLP ("Andersen"),
as well as Goldman Sachs & Co., Inc. ("Goldman Sachs") and Merrill Lynch, Pierce, Fenner &
Smith, Inc. ("Merrill Lynch"), which acted as financial advisors in connection with Household's 6/98
acquisition of Beneficial in an $8 billion share-for-share exchange.

2. Between 10/97 and 10/02, Household engaged in the widespread abuse of its
customers through a variety of illegal sales practices and improper lending techniques, such as
deliberately confusing or misleading them with respect to rates, points, fees and penalties and other
federally mandated disclosures. During the Class Period, defendants also improperly "reaged" or
"restructured” delinquent accounts, thereby manipulating Household's publicly reported financial
statistics regarding delinquencies and credit loss reserve ratios so as to make Household's operations
appear stronger and more profitable than they were. The false statistics reported by defendants were
also designed to give the appearance that the credit quality of Household's borrowers was more
favorable than it actually was.

3. Throughout the Class Period, defendants concealed that Household was engaged in
a massive predatory lending scheme, in violation of federal disclosure guidelines, whereby
Household systematically abused customers for the purpose of reporting purported "record" financial
results throughout the Class Period. Defendants’' wrongful scheme allowed them to artificially inflate
the Company's financial and operational results, key financial metrics and risks associated with
investing in the Company, including revenues, net income and earnings per share ("EPS"). Together

with Andersen, Household's senior executives also manipulated the manner in which Houschold

'Unless specified otherwise, Household or the Company includes its subsidiaries, Household Finance
Corporation, Inc. ("HFC"), and Beneficial Corporation ("Beneficial"), subsequent to its merger with
Household on 6/30/98.

-1
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accounted for costs associated with the Company’s co-branding agreements, affinity agreements and
marketing agreements.

4. Defendants’ scheme was crucial to Household's operations, as the perceived strength
of its borrowers and the credit quality of its loan portfolio were extremely important to Household
because the Company's business required it to constantly return to the debt securitization markets
to fund Household's operations. In fact, Household registered and/or sold more than $75 billion
worth of debt securities during the Class Period by consistently registering and selling securities via
its HFC subsidiary. The credit quality of its customers and the strength of its reported statistics
concemning delinquencies and credit loss reseﬁe ratios were the metrics by which the quality, and
thus the desirability, of the securities were eval__u_gted by the market. Therefore, it was of paramount
importance to Houschold that it continue to __q_qn_ceal the truth about its operating performance
throughout the Class Period.

5. It was not until mid-2002 that investors began to learn about the actual financial and
operating condition of the Company. For example, during 3Q02, defendants were forced to admit
that Household's earnings had been falsely repoft_ed for approximately eight and one-half years and
that Household would take a $600 million cft argg and restate its previously reported earnings for
each and every quarter of the Class Period. Thls $600 million (pre-tax) charge had the effect of
wiping out $386 million of earnings previouslj} rieported by the Company. Then, during the first
weeks of 4Q02, Household anhounced it had entered into a $484 million settlement agreement to
resolve claims relating to its illegal, widespread predatory lending practices. Defendants have now
admitted that this settlement and related costs resuited in a massive $525 million charge against the
Company's earnings.

6. As investors would later come to discover, the strong growth claimed by Household
during the Class Period was illusory. Rather, it was the combination of predatory lending practices,
improper reaging of delinquent loans and false ac'c_ilojunting that allowed Household to report "record”
financial results quarter after quarter throughout the Class Period. In fact, predatory lending, reaging
and accounting manipulations were so central to Household's business model that, as defendants

were forced to abandon these illegal practices, the price of Household securities plummeted. As

-2.
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news of the massive predatory lending settlement leaked out during the first week of 10/02, the price
of Household stock dropped to as low as $20.00 per share, 70% below its Class-Period high. The
decline in the price of Household stock refiected the market's realization that, without the ability to
continue the unlawful activities detailed herein, the Company had lost its "competitive advantage."
In fact, on 11/14/02 — one month after taking the second of two charges totaling over $1 billion —
Household's Board of Directors ("Board") decided to sell the Company to HSBC Holdings plc
("HSBC™) at a time when Household stock was trading at a seven-year low. Defendants' decision
to sell Household quickly and at a bargain-basement price was a direct result of the fact that
Household could no longer produce "record" results, having lost the advantage of using (a) predatory
lending practices; (b) improper "reaging" techniques; and (c) accounting chicanery to manipulate
Household's financials. With HSBC as a white knight, Household would be able to have HSBC
supplement the Company's reserves and avoid additional massive writeoffs. Notwithstanding the
fact that defendants' fraud has resulted in the elimination of well over $25 billion in market
capitalization, the sale to HSBC was structured to ensure an immediate windfall to defendants
William F. Aldinger ("Aldinger") and David A. Schoenholz ("Schoenholz"). Aldinger will receive
over $60 million in consideration and options accelerations as a result of the proposed merger with
HSBC, including a $10 million "special retention grant" for selling Household to HSBC.
Schoenholz will receive over $20 million.
II. SUMMARY OF THE ACTION

7. Household was created as a holding company in 1981 as a result of the restructuring
of HFC, which was established in 1878. Prior to the restructuring, Houschold operated in the
financial services, individual life insurance, manufacturing, transportation and merchandising
industries. Following the restructuring, the Company shifted the focus of its operations into the
financial services business. From late 1994 through 1997, Household exited from several businesses
that the Company claimed were providing insufficient returns on investment, such as its first
morigage origination and servicing business in the United States and Canada, the individual life and
annuity product lines of its individual life insurance business, its consumer branch banking business,

and its student loan business.
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8. By the beginning of the Class Period, Housechold was principally a nonoperating
holding company whose subsidiaries provided middle-market consumers with several types of loan
products in the United States, United Kingdom and Canada. Houschold's customer base is primarily
composed of nonconforming, nonprime or subprime consumers. Such customers generally have
limited credit histories, modest incomes or high debt-to-income ratios or have experienced credit
problems caused by occasional delinquencies, prior charge-offs or other credit-related actions.

9. Household became one of the nation's largest mortgage lenders, through a
combination of organic growth and acquisitions. In fact, immediately prior to and through the
beginning ofthe Class Period, Household acquired several large consumer finance companies, which
fueled its rapid growth, including:

5/97 Household acquires Transamerica Corporation's consumer finance business for $1.1
billion in cash.

8/97 Household acquires ACC Consumer Finance Corporation, a subprime auto lending
business, for $200 million in cash and stock.

6/98 Household acquires Beneficial, aconsumer finance holding company, in an $8 billion
acquisition, with Household issuing over 168 million shares of common stock.

8/99  Household acquires Decision One Holding Company LLC, a privately held originator
of nonconforming first and second mortgage loans.

2/00 Household acquires Renaissance Holdings, Inc. (a privately held issuer of secured
and unsecured credit card programs), for $300 million.

3/00 Household acquires Banc One's $2.15 billion home equity portfolio for cash.

10.  AsHousehold grew through acquisitions, the Company consistently toid the market
that Household had a competitive advantage through a sophisticated centralized technology system
known as "Vision." The Vision system was purported to generate sales leads, reduce paperwork and,
most importantly, centralize decision making throughout the loan origination process. This included
generating scripts for sales staff, monitoring collections and delinquencies and determining charge-
offs. The Vision system purportedly allowed the Company to maximize profits by cross-selling and
up-selling products to its customers, monitoring delinquencies and collections, and managing lending

risk. The Vision system was so critical to the Company's purported success that, in 2/00, Household

}
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was awarded a national information technology award from C/O magazine for the Vision system's
superior technology and information management.

11.  Monitoring loan originations and performance was critical to Household's success —
not only were Household's revenues dependent on loan originations, but the Company also met its
funding requirements by reselling its loans as asset-backed securities through securitizations of its
loan pools, i.e., selling receivables for cash but continuing to service them for a fee. Since these
securitized loan pools were sold immediately for cash, Household was able to record income from
the spread between its loan cost and the price for which it sold the loan pooi — commonly referred
to as net interest margin ("NIM") income. Additionally, since Household was not a depository bank,
income from securitizations was essential to its continuing operations. During the Class Period,
Houschold raised over $75 billion in funding through the securitization markets.

12. Since Household both generated loans from high risk borrowers and then sold these
loans as asset-backed securities, it was critical to Household's profitability that it produce loan pools
that were both stable and consistent. Investdrs were consistently assured that Household could
achieve this goal through its sophisticated Vision system, as well as from having a unique "hands-
on" customer relations programs and "flexible” loan collection policies. In fact, the Vision system
enabled the Company to monitor and detect delinquent loans and was central to defendants' scheme
of arbitrary "reaging" or "restructuring” of delinquent loans to make them current. Indeed, the Vision
system itself was programmed to automatically reage delinquent accounts.

13.  The Company's stated policy for reaging consumer receivables permitted Household
to reset the contractual delinquency status of an account to current if a predetermined number of
consecutive payments had been received, and there was evidence that the reason for the delinquency
had been cured. Defendants, however, failed to follow their own intemal reaging policies.
Throughout the Class Period, delinquent accounts were clandestinely reaged, in violation of
Houschold's policy, upon the receipt of partial payment without any evidence that the account would
no longer be delinquent.

14.  Thus, throughout the Class Period, defendants concealed that they had used reaging

as a means to simply avoid reporting otherwise delinquent accounts and had failed to adequately
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reserve for them. Defendants used "reaging" in order to materially understate the Company's true
asset quality ratio and overstate EPS during the Class Period. This had the effect of lowering the
number of defaults or delinquencies — a significant risk factor of Household's securitization program.

15. In addition, to address the other significant risk factor of their securitization program
— prepayment of loans — defendants engaged in a consistent and widespread pattern of predatory
lending practices prior to and throughout the Class Period, as detailed in §§51-105 herein.

16.  Bymid-1998, Houschold began its exit from the consumer, mass-market credit card
business, selling aimost $2 billion in credit card receivables because this business had become too
competitive. The credit card market was plagued by severe cannibalization, as credit card debtors
were regularly solicited with better offers for increasingly lower financing deals.

17. Intent on evading the pitfalls of the mass-market credit card business, defendants
knew they had to prevent premature payoff of Household's secured loans via loan refinancings. To
prevent prepayment of its secured loans via refinancings, defendants concocted the scheme
complained of herein, whereby loans made to Household customers used all of a borrower's equity
in a property at the time a loan was made. In this way, Household substantially reduced prepayment
risk because it knew that it would be virtually impossible for competitors to come in and refinance
Household customers under such circumstances. Also, in order to further deter prepayment of its
secured loans, Household hid prepayment penalties in its loan documents and had Household
employees conceal this from borrowers.

18.  Throughout the Class Period, Household engaged in the following forms of predatory
lending practices: (a) false and deceptive loan practices, including fraud and forgery; (b) improper
disclosures; (c) insurance sales abuses; (d) charging "discount points,” which bore no relation to
interest rates charges; and (¢) concealing prepayment charges. These practices were detailed in the
"Washington Department of Financial Institutions Expanded Report of Examination for Household
Finance Corporation III," dated 4/30/02 ("W A Report™), published by the Washington Department
of Financial Institutions ("WA Department"), attached hereto as Ex. 2, the contents of which were
publicly disclosed on 8/29/02. The WA Report listed Household customer complaints from 1995
to 2002 and described in detail complaints between 2000 and 2002.

-6-
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19. In 1/02, Household entered into a $12 million settlement with the California
Department of Corporations relating to the imposition of improper fees, penalties and charges on
California customers. Although the price of Household's stock declined almost 20% in the days
following Household's settlement with the California Department of Corporations, defendants
continued their scheme and wrongful course of business by attempting to conceal the truth about the
California Department of Corporations' actions — maintaining that the overcharges were due to
computer errors. Almost 75% of the settlement ($9 million) was for penalties, while only $3 million
was for customer refunds.

20. Concerned that they would no longer be able to conceal their reaging and predatory
lending scheme, defendants redoubled their efforts in early 2002 to convince the market that the
Company was not engaged in any improper lending practices or accounting improprieties. For
example, on 2/07/02, Company spokesperson Megan Hayden ("Hayden™) was quoted by Copley
News Service as stating, "We make good loans that not only are legal loans, but are beneficial for our
customers." In addition, defendant Schoenholz insisted that predatory lending allegations were "not
a significant issue, not indicative of any widespread problem and certainly not a concern that it will
spread elsewhere." National Mortgage News, 2/18/02. Defendants' repeated assurances had the
effect of reinflating the price of Household stock almost 20%, to over $52 per share, by the end of
2/02. As pressure on Household's stock mounted, defendants' denials became more and more
adamant: "It is absolutely against our policy to in any way quote a rate that is different than what the
true rate is ... I can't underscore that enough." Bellingham Herald (quoting Houschold
spokeswoman Hayden), 4/22/02. Defendants' constant stream of assurances about the integrity and
strength of Houschold's operations buoyed the price of Household stock back over $60 per share in
late 4/02.

21. Bymid-2002, defendants' scheme was beginning to unravel, as the Officer Defendants
worked tirelessly to conceal their wrongful course of business. For example, defendant Aldinger
fought tirelessly between 4/02 and 8/02 to ensure that the WA Report detailing defendants' illegal
practices would remain concealed from the market. However, the pervasiveness and materiality of

Household's wrongful business practices could no longer be concealed. In 7/02, Household was
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forced to announce another settlement of $400,000 in Washington — again blamed on a computer
"glitch." On 8/29/02, defendants lost their battle to bury the WA Report, and its damning evidence
of defendants' wrongdoing was made public. Regarding the Company's position that Household's
predatory lending practices were isolated or nonrecurring, the WA Department noted:

It is inconceivable that borrowers from remotely different locations could all be

confused about exactly the same thing in the same way, or that HFC could

somehow believe that the occurrence was isolated to a single branch location. The

Department believes that the "equivalent rate" sham proffered by HFC

representatives is known and likely fostered by the corporation itself or at the least,

by corporate officers overseeing large segments of the country. This belief appears

to be supported by HFC headquarters' knowledge of the disclosures and sales

practices when responding to complaints.
Id. at 53 (emphasis added).?

22. Despite this evidence, defendants continued to deny that predatory lending practices
pervaded the Company’s operations. However, concerns about the veracity of defendants' denials
seeped into the market, causing the price of Household securities to slip. Indeed, the reaction of the
securities markets to these revelations was dramatic and eliminated billions of dollars of market
value. The price of Household stock declined from over $53.00 per share in 6/02 to approximately
$30.00 per share in late 8/02, as the magnitude and pervasiveness of defendants’ fraudulent practices
began to be digested by investors.

23. It was only at the end of the Class Period, on 10/11/02, when defendants announced
that the Company would pay $484 million to settle predatory lending charges, that investors learned
Household had been conducting its nationwide operations in direct violation of federal and state
lending laws. Indeed, in 10/02, Minnesota Commerce Commissioner James Bemnstein, whose
department had investigated Houschold's predatory lending tactics for more than a year, was quoted
in the Minneapolis Star-Tribune as stating, "Household claims that it's only a few bad apples, but
we've ... found that the whole orchard is rotten.... Household's corporate culture encouraged rather
than prohibited these deceptive and abusive lending practices ...."

24, In addition to lowering defaults through abuse of the Company's reaging policies and

to lowering prepayment rates through over-financing and up-selling loans, the widespread abuse of

?All emphasis has been added, unless otherwise indicated.
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Housechold's lending practices also had the effect of rendering the Company's financial statements
materially false and misleading. Household's regularly reported key operational metrics, such as
credit loss reserves, delinquencies, net chargerffs, credit quality and asset performance, were
materially misrepresented by defendants' predatory lending and improper reaging practices.

25. Once Household's reaging and lending practices were revealed, it became obvious
how Household had been able to report quarter after quarter of record-breaking financial success —
especially during the period when the Company's competitors (such as Associates First Capital,
whose shares fell by almost 50% in 1999, and ContiFinancial, which, by the end of 1999, tectered
on the verge of bankruptcy) were struggling to survive. However, predatory lending and improper
account reaging only partly explain how Household was able to post continuing strong growth. In
addition to these manipulative and illegal activities, defendants also resorted to some simple, down-
home book cooking. As mvestors learned in 8/02, when the Company's Chief Executive Officer
("CEQ") and Chief Operating Officer ("COO") were required under the Sarbanes-Oxley Act to
certify the veracity of their financial statements, Household had improperly booked an astounding
$600 million in revenue during the period 1994 through 1H02.

26. At the time this restatement was announced, Household stated that its impact on

earnings by period was as follows:

$ millions FY94-98 FY99 FY00 FYO01 IHO2Z 1Q02 2Q02 Total
Restatement
Amount $155.8M  §$58.1M $70.1M $759M $26.1M $6.1M $20.0M $386.0M

27. The restatement was dramatic and offered valuabie insight into the Company's
unprecedented ability to meet or exceed analysts' consensus estimates quarter after quarter. Areview
of the restated numbers confirms that, without the boost provided by Household's improper
accounting manipulations, the Company would not have had been able to post its purported string
of back-to-back record-breaking quarters or have met or exceeded analysts' expectations
throughout the Class Period.

28. Thus, in the end, Household's secret formula for success, and its apparent ability to

outperform its peers in a very trying market, was one part predatory lending, two parts accounting
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chicanery and three parts public funding. Throughout the Class Period, defendants were able to fund
Household's operations and grow its businesses using a combination of public offerings, billions of
dollars of debt offerings and the securitization of loans. As discussed herein, defendants were able
to use 168 million shares of the Company's stock as currency to acquire Beneficial, in part due to
mvestors' perceived value that Household sh.ares were fairly priced - I’]lOt, as they came to learn after
the Class Period, artificially inflated. In additibn, by manipulating its ]eﬁding policiés and collection
practices, Household was also able to reduce its loan securitization costs and artificially inflate its
reported net interest margin.

29. The cumulative effect of the revelation of defendants' scheme or wrongful course of
business decimated the price of Household shares. While Household shares traded as high as $63.25
at the beginning of 1Q02, they traded in the $20s — marking a record seven-year low for Household
shares —as the truth about Household's illegal operations and accounting fraud was publicly revealed.
The following chart illustrates how defendants successfully destroyed shareholder value during the

Class Period:
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Post-Class Period Events

30.  On 11/14/02, Household announced that it had agreed to be acquired by HSBC,
Europe's biggest bank. Under the proposed terms of the transaction, Household shareholders would
receive 2.675 HSBC ordinary shares, or 0.5035 American Depositary Shares ("ADS"), for each
Houschold share. Household's stock was trading at its seven-year low, and the deal valued
Houschold shares at approximately $28.75. Joel Gomberg, an analyst with William Blair &
Company, L.L.C. ("William Blair & Co."), also noted that Houschold's funding problems likely were
a key driver of the merger. In fact, immediately after the public disclosure of the Company's
improper activities, Household's credit rating in the debt market was downgraded, inhibiting the
Company's ability to fund its operations. Even defendant Aldinger acknowledged, as was reported
by the Washington Post on 11/15/02, that growth had slowed in 3Q02 because of "funding issues.”
Since HSBC maintained a large base of deposit customers, it could provide funding to Household
without being forced to engage in securitizations.

31, In addition, Barron’s, on 11/18/02, made the following observations on HSBC's
proposed acquisition of Household:

The deal was quickly proclaimed an odd-couple pairing of a worldly British bank and

a Midwestern lender to moderate-income, often financially strapped, Americans. In

this view, Household was the desperate party, eager for quick cash. And HSBC

treated the company the way Household deals with its customers, using its leverage

to set the terms to its greatest and most profitable advantage.

HSBC agreed to pay ... 2 33% premium to Household's price before the deal, but it's
half what the stock commanded as recently as April.

Household has been knocked back on its heels since then by concerns about its
aggressive lending practices and accounting questions that have made the fixed-
income markets unwilling to finance the company at favorable terms. Last
December, with the stock around 60, Barron's suggested that Household had
systematically understated its problem loans.

So, HSBC was able to grab Houschold at what appears to be a slender price, with the

promise that the larger institution's enormous financing clout can fund the Household
business at advantageous rates.

-11-
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III. JURISDICTION AND VENUE

32.  The claims asserted herein arise under §§10(b) and 20(a) of the Securities Exchange
Act of 1934 ("Exchange Act" or "1934 Act"), 15 U.S.C. §§78j(b) and 78t(a), and Securities and
Exchange Commission ("SEC") Rule 10b-5 promulgated thereunder, 17 C.F.R. §240.10b-5. In
addition, asserted herein are claims of strict liability and/or negligence arising under §§11, 12(a)(2)
and 15 of the Securities Act of 1933 ("Securities Act" or "1933 Act"), 15 U.S.C. §§77k, 771(a)(2)
and 770, and 28 U.S.C. §1331.

33. Jurisdiction is conferred by §27 of the 1934 Act, 15 U.S.C. §78aa, and §22 of the
1933 Act, 15 U.S.C. §77v.

34.  Venueis proper pursuant to §22 of the 1933 Act, §27 of the 1934 Act and 28 U.S.C.
§1391(3). Many of the acts and transactions giving rise to the violations of law complained of
herein, including the preparation and dissemination of false and misleading information to the
investing public, occurred in this District.

35.  In connection with the acts, conduct and other wrongs complained of, defendants,
directly or indirectly, used the means and instrumentalities of interstate commerce, the United States
mails and the facilities of the national securities markets.

IV. PARTIES
A. PLAINTIFFS

36. (a) Lead plaintiff Glickenhaus & Company ("Glickenhaus") is an SEC-registered
investment advisor with hundreds of millions of dollars of assets under management. Glickenhaus
1s a member of the New York Stock Exchange, the National Association of Securities Dealers, the
Municipal Securities Rulemaking Board and the Securitics Investor Protection Corporation.
Glickenhaus specializes in the management of equity, balanced and fixed-income portfolios.
Glickenhaus purchased Household securities during the Class Period as detailed in the attached
Certification and suffered substantial damage as a result thereof.

(b}  Lead plaintiff PACE Industry Union Management Pension Fund ("PACE")
is a self-insured, qualified Taft-Hartley Defined Benefit plan that is jointly administered and

overseen by management and union trustees. Currently, the fund administers over $3.5 billion of
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pension and retirement benefits for 75,000 plan participants, including paper, pulp and board mills
workers and refinery workers from the Oil, Chemical & Atomic Workers Union that merged with
the PACE International Union in 2000. The PACE International Union has over 250,000 members
in the United States and Canada. PACE purchased Household securities during the Class Period as
detailed in the attached Certification and suffered substantial damage as a result thereof.

{c) Lead plaintiff The International Union of Operating Engineers Local No. 132
Pension Plan ("TUOE") is a self-insured, qualified Taft-Hartley Defined Benefit plan that 1s jointly
administered and overseen by management and union trustees. Currently, the fund administers over
$160 million of pension and retirement benefits for over 3,000 plan participants. The IUOE
purchased Household securities during the Class Period as detailed in the attached Certification and
suffered substantial damage as a result thereof.

(d) Named plaintiff The Archdiocese of Milwaukee Supporting Fund, Inc. ("AMS
Fund") is a nonprofit institution that was formed to support charitable organizations. By supporting
charities in the Milwaukee area, as well as throughout the United States, the AMS Fund secks to
promote educational and social service initiatives that primarily are designed to provide assistance
to the indigent and others similarly in need of assistance. The AMS Fund purchased Household
securities during the Class Period as detailed in the attached Certification and suffered substantial
damage as a result thereof.

(e) Named plaintiff The West Virginia Laborers’ Trust Fund (the "West Virginia
Fund") is a self-insured, qualified Taft-Hartley Defined Benefit plan that receives direct employer
fringe contributions required under local collective bargaining agreements, Currently, the West
Virginia Fund administers pension and health care benefits to more than 2,000 active and retired
laborers and their families. The West Virginia Fund has approximately $20 million in assets under
management. The West Virginia Fund purchased Household securities during the Class Period as

detailed in the attached Certification and suffered substantial damage as a result thereof.
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B. HOUSEHOLD

37. Defendant Houscehold is a holding company with three primary segments: consumer,
credit card services and international. Defendant HFC is a wholly owned subsidiary of Household.
During the Class Period, HFC acted as the finance arm of the Company and was responsible for
issuing approximately $90 billion of debt, which proceeds were used to finance Household's lending
activities, conducted primarily through HFC. Household's consumer segment includes consumer
lending, mortgage services, retail services and auto finance businesses. The credit card services
include the domestic MasterCard and Visa credit card businesses. The Company's international
segment includes foreign operations in the United Kingdom and Canada.

C. OFFICER DEFENDANTS

38. Defendant Aldinger was, during the Class Period, CEO and Chairman of the Board.
Aldinger joined Household in 9/94 as President and CEO and became Chairman in 5/96. During the
Class Period, Aldinger was a member of Senior Management and of the Executive Committee,
which acts for the Board during intervals between Board meetings. As Household's CEO, Aldinger
had general authority over all matters relating to the business and affairs of the Company, including,
among other things, approving lending practices, reaging and collection techniques, as well as other
business practices relating to the core operations of the Company — consumer lending.

39.  Defendant Schoenholz was, during the Class Period, President and COO and Vice-
Chairman of the Board. During the Class Period, Schoenholz also served as Chief Financial Officer
("CFO"), Executive Vice President-CFO and Vice-President-Chief Accounting Officer. As
Household's principal financial officer and chief accounting officer throughout the Class Period,
Schoenholz's responsibilities included, among other things, approving lending practices, reaging and
collection techniques, as well as other business practices rel\ating to the core operations and financial
accounting of the Company.

40.  Defendant Gary Gilmer ("Gilmer™) was, during the Class Period, Vice-Chairman of
Consumer Lending and Group Executive of U.S. Consumer Finance, as well as a member of Senior
Management. Beginning in 1972, Gilmer ran HFC private label and credit insurance. He also

headed United Kingdom operations before being promoted to head of U.S. Consumer Finance on
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January 1, 1997. As the head of Consumer Finance throughout the Class Period, Gilmer was
responsible for all aspects of the consumer lending arm of Household's business, including, among
other things, approving lending practices, reaging and collection techniques, as well as other business
practices relating to the core operations of the Company — consumer lending.

41. The defendants named above in §{38-40 arc sometimes collectively referred to herein
as the "Officer Defendants." Because of %heir senior executive, managerial positions, the Officer
Defendants knew the adverse nonpublic information about Household's business, as well as its
finances, markets and present and future business prospects via access to internal corporate and
financial documents (including Household's operating plans, actual and projected quarterly reports,
actual and projected revenue reports and actual and projected expense reports), conversations and
connections with other corporate officers and employees, attendance at management and/or Board
meetings and committees thereof and via reports and other information provided to them in
connection therewith. Each Officer Defendant had access to Household's core business through the
Company's internal, automated technology system known as "Vision." The Officer Defendants
signed various false financial statements filed with the SEC. Defendants Aldinger and Schoenholz
also signed the Management's Report to Shareholders. As detailed in 1192-344, during the Class
Period, the Officer Defendants participated in the issuance of false and/or misleading statements,
including the preparation of the false and/or misleading press releases, financial statements and other
statements to the public made to analysts during conference calls and one-on-one meetings with
analysts during Household's annual Financial Relations Conferences.

42, Because of their senior executive and managerial positions with the Company, the
Officer Defendants possessed the power and authority to control the contents of Household's
quarterly and annual reports, press releases and presentations to sccurities analysts, money and
portfolio managers and institutional investors, i.e., the market. Each of the Officer Defendants was
provided with copies of the Company's reports and press releases alleged herein to be misleading
prior to or shortly after their issuance and had the ability and opportunity to prevent their 1ssuance
or cause them to be corrected. In fact, running the business and maintaining its financial and

commercial success were the principal responsibilities of the Officer Defendants.
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43.  The Officer Defendants are liable for the false statements pled herein, as those
statements were each "group published” information, the result of the collective action of the Officer
Defendants. The Officer Defendants knew or recklessly disregarded that said adverse undisclosed
information had not been disclosed to and was being concealed from the investing public. The
Officer Defendants also knew that the positive representations being made were then materially false
and misleading. Each of the Officer Defendants either knew or recklessly disregarded the fact that
the illegal acts and practices and misleading statements and omissions described herein would
adversely affect the integrity of the market for Household securities and would artificially inflate or
maintain the price of those securities. Each of the Officer Defendants, by acting as herein described,
did so knowingly or in such a reckless manner as to constitute a fraud and deceit upon plaintiffs and
members of the class plaintiffs seek to represent.

D. DIRECTOR DEFENDANTS

44. Each of the defendants listed herein was a signatory of the Registration Statement
and/or a director of Household at the time of the 6/98 Beneficial merger, including:

(a) Aldinger is and was CEO and Chairman of the Board of Directors ("Board")
of the Company.

(b) Schoenholz is and was CFO of the Company.

(c) Defendant Robert J. Damall ("Darnall") is and was a member of the Board.

(d) Defendant Gary G. Dillon ("Dillon") is and was a member of the Board and
the Board's Audit Committee.

(e) Defendant John A. Edwardson ("Edwardson") is and was a member of the
Company's Board and the Board's Audit Committee.

(f) Defendant Mary Johnston Evans ("Evans") was a director of the Company
until 5/02 and a member of the Board and the Board's Audit Committee.

(g Defendant J. Dudley Fishburn ("Fishburn") is and was a member of the Board.

(h) Defendant Cyrus F. Freidheim, Jr. ("Freidheim") is and was a member of the

Company's Board of Directors.
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(1) Defendant Louis E. Levy ("Levy") is and was a director of the Company, a
member of its Board and Chairman of its Audit Committee. Defendant Levy retired as Vice
Chairman of KPMG, LLP ("KPMG") (a provider of accounting and consulting services) in 1990,
having been with KPMG since 1958.

§)] Defendant George A. Lorch ("Lorch") is and was a member of the Board.

(k) Defendant John D. Nichols ("Nichols") is and was a member of the Board.

4} Defendant James B. Pitblado ("Pitblado") is and was a member of the Board
and the Board's Audit Committee.

(m) Defendant S. Jay Stewart ("Stewart") is and was a member of the Board.

(n) Defendant Louis W. Sullivan ("Sullivan") was a director of the Company until
5/02 and a member of the Board.

45. The defendants named in Y44(a)-(n) are collectively referred to herein as "Director
Defendants." Each of the Director Defendants signed the Registration Statement used by Household
to issue 168 million Household shares in connection with the 6/98 Beneficial merger. Each of the
Director Defendants participated in the issuance of the shares.

E. AUDITOR DEFENDANT

40. Defendant Andersen, a firm of certified public accountants, was engaged by
Household to provide independent auditing, accounting, management consulting and tax services.
Throughout the Class Period, Andersen reviewed Household's filings with the SEC, performed audits
or reviews of the financial statements included in the Company's Registration Statements and other
SEC reports, including audited and unaudited financial information and provided other consulting
services, for which it received large fees. Andersen was engaged to and did perform these services
so that Household's financial statements would be presented to stock purchasers, government
agencies, the investing public and members of the financial community. As a result of the myriad
services it rendered to Household, Andersen's personnel were present at Household's corporate
headquarters and financial offices frequently during the Class Period and had continual access to
Household's confidential corporate financial and business information, including Household's

financial condition, false financial statements and business problems. Andersen actively participated
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in the issuance of Household's false financial statements, issuing a false opinion on Household's
financial statements during the Class Period, which was included in the Regisiration Statement.
F. HFC DIRECTOR DEFENDANTS

47. Defendants Aldinger, Schoenholz, Gilmer and J.A. Vozar ("Vozar") were, at all
relevant times during the Class Period, directors at HFC.
G. INVESTMENT BANK DEFENDANTS

48. Merrill Lynch is a worldwide financial management and advisory company. As an
investment bank, Merrill Lynch is a leading global underwriter of debt and equity securities and
strategic advisor to corporations, governments, institutions and individuals worldwide.

49.  Goldman Sachs is a global investment banking, securities and investment

management firm that provides a wide range of services, including evaluations of mergers and

acquisitions.
VI. DEFENDANTS' FRAUDULENT SCHEME
AND WRONGFUL COURSE OF BUSINESS
50. Defendants' fraudulent scheme and wrongful course of business was designed to, and

did, allow Household to regularly report "record’ revenues and eamings and caused Household's
securities to trade at artificially inflated levels throughout the Class Period. Defendants' misconduct
included:

(a) Predatory lending practices designed to maximize amounts lent to borrowers
in the subprime market at unconscionable interest rates;

(b) Misrepresentation and manipulation of defaults and delinquencies by
arbitrarily reaging delinquent accounts, thereby effectively lowering the
amount of credit loss reserves necessary and proper to cover the risk to which
the Company was exposed; and

(c) Improper accounting of expenses associated with its credit card co-branding,
affinity and marketing initiatives agreements, which, when discovered by the
Company's newly-appointed auditor, KPMG, led to a $600 million (pre-tax)
restatement (going as far back as 1994), and resulted in lowering carnings
throughout the Class Period.
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A, HOUSEHOLD'S ILLEGAL PREDATORY LENDING PRACTICES WERE
FORMULATED BY DEFENDANTS AT THE COMPANY'S CORPORATE
HEADQUARTERS
51. Household's lending strategy was to provide loans to borrowers tailored to maximize

the loan-to-value ("LTV") ratio of a loan (and thus the loan amount), rather than to meet the

borrowers' financial needs. Loan officers were trained to ensure that the loan would be for as much
money as possible, equal to or higher than the equity a borrower had in a property. The Company
targeted homeowners who carried both a mortgage and significant consumer debt and persuaded
these individuals, by deliberately misleading them using confusing and unfair sales tactics, that
consolidating their debts into one or more secured loans with Household would save them money,
when in fact it would not. Household would then make secured loans to borrowers in amounts high
enough in relation to the value of their homes that the resulting debt-to-value ratio, coupled with
prepayment penalties and other restrictions, prevented them from refinancing their loans with

Household's competitors -- thereby ensuring continued profits from the Company's own high cost

loans. On top of those loans, Household would "up-sell” secondary loans to borrowers, whether they

needed or wanted a secondary loan, frequently without the borrowers' knowledge. These loans were
used primarily to pay for the excessive charges the Company had piled onto the borrowers' primary
loans. In fact, Household designed its secondary loans so it could avoid federal disclosure rules and
spring them on borrowers at the time of closing. These secondary loans, which regularly carried

interest rates of 20% and above, also served the purpose of further eliminating borrowers' equity.
52.  Household's sophisticated and specially designed predatory lending practices include:
(a) Misrepresenting the actual interest rates on loans by falsely telling customers
that making bi-weekly payments with Household's EZ Pay Plus Bi-weekly
Payment Plan ("EZ Pay Plan") would produce lower interest rates, when it

would not;

(b) Charging finance charges or "discount points" that bore no relation to interest
rates charged, failing to disclose the existence or amount of up-front finance
charges and failing to disclose to customers that finance charges would be

added to the amount of total debt owed;

(c) Failing to disclose that loans contained prepayment penalties that effectively
prevented refinancing with another lender;
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(d) Illegally requiring borrowers to purchase credit, life and other types of
insurance in order to secure loans and frequently forging signatures indicating
customer approval of insurance purchases; and

(e) Ilegally "up-selling” loans carrying exorbitant interest rates of 20% or higher,
mischaracterizing closed-ended loans as open-ended to avoid heightened
disclosure requirements and restrictions connected with closed-ended loans
and failing to comply even with the more relaxed disclosure requirements for
open-ended loans.

53.  Household's illegal predatory lending practices are well documented in government
agency reports condemning the Company's lending practices, including the WA Report, as well as
in lawsuits filed in the States of California, lllinois and Washington. ACORN, et. al. v. Household
Int'l, Inc., et al., Case No. 02-1240 CW (N.D. Cal.} (the "California Complaint"); Bell, et al. v.
Household Int'l, Inc., et al., Case No. 02-CH-08640 (Circuit Court of Cook County, I11.) (the "Illinois
Complaint"), and Luna, et al., v. Household Finance Corp., et al., Case No. 02-2-00178-0 (Chelan
County Superior Court Wash.) (the "Washington Complaint™ (collectively, "Consumer Fraud
Complaints™), attached hereto as Exs. 3-5.

54.  The Company's use of illegal and unconscionable lending practices throughout the
Class Period was both widespread and ingrained in Houschold's corporate culture. Significantly,
between 1997 and 2002, trainers from Household's corporate headquarters in Illinois visited

branch offices to provide training in the various illegal lending techniques described above.

The EZ Pay Plan Scam — Defendants Misrepresented the
Interest Rates and Savings Associated with Household Loans

55.  Throughout the Class Period, Houschold engaged in a pattern of intentionally
misrepresenting interest rate amounts and lying to customers about the savings they would reap by
refinancing with Household. This was done most often by using the EZ Pay Plan to confuse
borrowers.

56. The EZ Pay Plan scam was described, along with other lending abuses, in an article
entitled "Home Wrecker; William Aldinger says his Household Intemational succeeds in lending to
bad credit risks by managing smarter. People suckered into his mortgages cite other reasons: lies and
deceit." The article, which was published in the 9/02/02 issue of Forbes magazine ("9/02 Forbes
Article"), detailed the EZ Pay Plan scam used by Household, stating:
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[In 1999,] Household ... began EZ Pay Plus, a program under which many borrowers,
like [William] Myers [of Dayton, Ohio], were lured with lower interest rates but were
really charged higher ones. EZ Pay Plus also hooked Corina Galindo, a teacher's
assistant in Phoenix. In April 2000 Household offered to replace her 567,300
mortgage, a Chase Manhattan Bank loan at 8.5% interest, with a bigger but
seemingly cheaper one: 386,300 at an "effective rate” of 7.6%, enough to pay off
the old mortgage and a $12,200 personal loan she was paying off at 15.7%. At least,
that is how she read a worksheet from a Household loan officer. Galindo signed up.
Four days later, she says, she got nervous and reviewed the 80-page agreement -
signed or initialed in two dozen places — and spotred the real interest rate: 12.2%.

How did it happen? Galindo says her agent, Jose Avila, handed her the worksheet,
titled Bi-Weekly Payment Quote, with this sentence at the bottom: "If I can put
together a loan that pays out like a 7.579%-a-year loan, but has a total term of 18.63
years ... would you be interested?" She was, though the claim wasn't exactly true.
Her loan term would be reduced from 30 to 19 years, and payments would be
automatically deducted from her checking account every two weeks. By paying off
her mortgage faster, Galindo would pay lower total interest. Her new loan's
payments would total $219,000 over 19 years. The Household pitch: Spread that
over 30 years, and it's like a 30-year loan at 7.6%, lower than her Chase loan.

Never mind that her new mortgage wasn't a 30-year loan to begin with —and 12.2%
is 12.2%. The $86,300 loan included processing fees of $6,000, or 7%, plus other
charges. Many lenders levy 1% to 2%.

57.

Responding to the information in the 9/02 Forbes Article, Household stock opened

$2.75 lower on 9/03/02.

58.

The EZ Pay Plan scam was also at the core of the WA Report, which documented a

consistent pattern of widespread lending abuses, including wide use of the EZ Pay Plan scam:

[Blorrowers have been told that by accepting the bi-weekly payment program they
can effectively reduce the interest rate on their loan from approximately 14% down
to 7%. The Department has encountered reference to this 14% to 7% statement a
number of times and addressed the problem directly with HFC management in
mid-2001. HFC informed the Department that the "practice” was isolated to a single
branch in Washington and that the matter was not a corporate practice. However, the
Department has identified the practice to other branches in Washington and has
even received reports from regulators in other states concerning the practice.
Contrary to HFC's claims, the Department does not believe the practice is isolated.

While an interest rate savings will be achieved through the bi-weekly payment
program, for HFC to claim that the interest rate can be reduced through use of the
program is a false and misleading statement designed to convince borrowers to
accept a loan rate in the neighborhood of 14%, disguised as a loan rate of 7%.

Ex. 2 at 41.
59,

Household's practice of misleading customers about their loans' true interest rates (and

the savings such loans would offer over customers' already existing loans) was widespread.

Household loan officers and branch managers were instructed by Household corporate
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headquarters to tell the customers that, in éﬂect, they were cutting their interest rate to 7% by
pavrticipating in the EZ Pay Plan when, in reality, the interest rate was substantially higher.
Characterized internally as "one of Household's biggest scams," the EZ Pay Plan resulted in
customers being misled info thinking they were receiving low-interest loans when, in reality, they
were not. In 1999, HFC Southwest Division Manager Dennis Hueman ("Hueman") drew up EZ Pay
Plan presentations and worksheets that were subsequently used by HFC loan officers throughout the
country to bilk customers via the EZ Pay Plan scam. In fact, the EZ Pay Plan scam was used across
the country from California to Pennsylvania.

60, Customer complaint calls received by collections representatives for Household
Recovery Services during the Class Period confirmed to defendants that the account executives and
branch managers who had originated loans had represented as a matter of course that the actual
interest rate on Household loans was as low as 7%, even though they were actually sold with
substantially higher interest rates.

Household Improperly Used "Discount Points" to
Extract Additional Fees from Borrowers Rather Than
Reduce Their Interest Rate, as Represented to Borrowers

61.  In general, when taking out a loan, a borrower can make an up-front cash payment
to "buy down" the applicable interest rate. In this manner, a borrower can pay up front for a discount
on the applicable interest rate. The rationale is that the higher the up-front cash payment, the lower
the interest rate applied to a loan. At Household, discount points were routinely abused as a means
to charge borrowers additional fees.

62.  The WA Report revealed that: (a) discount points regularly bore no relation to any
interest-rate reduction; (b) borrowers were regularly provided with a "range" of buy-down points,
yet at closing, the discount points charged were almost always at the top of the range and equaled
7.00%-7.25% of the loan value; (¢} borrowers did not know that the points being paid were
purportedly to buy down the rate of their loans; (d) borrowers were not offered any option of the
amount of points to be prepaid; and (e) the applicable points on the loan would often be concealed

from borrowers.
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63. The abuse of points and fees by Household pervaded its lending operations.
Household real estate loans regularly had 7.5 to 8 points added to them as a method to extract
additional fees from Household customers. These "discount points” did not have any buy-down
effect on the interest rate of the loan. Account executives were instructed to sell customers on the
loan's contract rate, i.e., the rate of the loan before points, fees, insurance and other add-ons, over
the annual percentage rate, which had the effect of misleading Household customers into thinking
that the applicable interest rate was the same as the contract rate, when it was actually materially
higher.

64. The up-front finance charges (including points and fees) not only added to the
effective interest rate paid by Household customers, but these charges were added to the amount that
Household customers borrowed, thereby increasing the total debt secured against their homes. This
practice was designed to, and did, significantly decrease borrowers' equity in their homes, inhibiting
their ability to refinance their loans with Household's competitors.

65. The WA Report confirmed that Household borrowers were consistently unaware, at
the time their loans closed, that they had been assessed these up-front finance charges (often in
excess of 7% of the loan amount) or that the fees and points had been added to their principal
balance. Household had intentionally withheld this information from its customers in order to
sell the largest loan possible, which in fact was confirmed with respect to every single customer
interviewed by the WA Department. Id. at 45.

66.  The WA Department also detailed that Household had violated Regulation X of the
Real Estate Settlement Procedures Act ("RESPA™) by failing to provide, or providing customers
inaccurate, good faith estimates ("GFE") of known charges. The WA Department concluded that
the consistency with which the Company charged discount points equal to 7.25% of any loan belied
Household's position that disclosing a wide "range" of points in the GFE provided to borrowers
fulfilled their disclosure obligations. The WA Department stated that, "In the case of HFC ... the
lender has knowledge of what it intends to charge. To disclose anything else is nothing more than
a pretense.... To argue that a 'range’ should be disclosed in the rare event that a lower amount of

points may occur, is a mendacious use of its control over the disclosure process.” Id. at 48,
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67. Household's abusive use of up-front fees was fundamental and systemic, occurring
across the nation.

Houschold Concealed the Existence of
Prepayment Penalties in Its Loan Documents

68. Household included prepayment penalties in its loans to thwart customers' abilities
to refinance their Household loans. Rather than disclosing the existence of prepayment penalties and
their impact, i.e., crippling borrowers' ability to refinance their loans, loan officers were trained to
conceal or even lic about them.

69.  Household structured loans to include prepayment penalties, hiding the written
disclosures in the loan documents by burying them like a "needle in a haystack" and affirmatively
misrepresenting their very existence. /d. at 42. Rather, the WA Department found that HFC
structured its sales process so as ""to sneak the prepayment penalty past the point of rescission.”
Id. at 43. It was the conclusion of the WA Department that borrowers "were either not told of a
prepayment penalty or that they were intentionally misled about the prepayment penalty.” See id.
at 42,

70. Household implemented a policy that did not require customers to initial the
prepayment penalty section indicating that they had read and understood the penalties. Rather,
Houschold instructed its loan officers simply skip over this section without disclosing it to
customers.

Household Improperly Tacked Insurance Products onto
Its Loans by Misleading Borrowers into Believing They
Were Compulsory and/or Concealing Their Inclusion

71.  Throughout the Class Period, Household routinely engaged in "Insurance Packing"
— i.e., selling insurance products to consumers in conjunction with loans when they were either
unaware that they were purchasing such insurance or led to believe that such insurance was
compulsory when it was not. In addition, the Household defendants routinely concealed (a) the total
cost of insurance products sold in connection with the loans; (b) that the policies did not provide

protection for the life of the loan; (c) that the customers were paying additional up-front points based
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on the cost of the insurance; and (d) that these points would not be refunded if the insurance was
cancelled.

72.  Defendants' practice of insurance packing pervaded Household's operations and was
both a fundamental profit driver and core aspect of Houschold's business. By at least 1996,
Household had its branch managers and account executives throughout the country meet with
"insurance trainers" sent from Household's corporate headquarters in Illinois, who stressed the
importance of maintaining 60%-75% penetration when selling insurance (each type of loan had one
to three opportunities to sell insurance, and loan officers were expected to close 60%-75% of these
opportunities). To achieve this result, branch managers and account executives were instructed to
give the customer two quotes on a loan’s monthly payment — one that included insurance and one that
did not. In fact, they were instructed by the insurance trainers to outright lie to customers about
insurance costs by telling them that the higher quote did not include insurance and the lower quote
did include insurance when, in fact, it was the opposite. Indeed, it was not uncommon for loan
officers to add on insurance without informing the customer, especially with closed-end loans. For
example, Texas District Manager Bruce Kwidzinski instructed his account executives to disclose
only one quote, which included insurance, to their customers on 90% of their loans. On the other
10% of their loans, they were allowed to tell the customers that insurance was optional. At
Household, account executives were constantly measured against each other through district and
regional rankings, and insurance sales played a significant role in the rankings.

73.  Insome parts of the country, insurance penetration rates reached as high as 92% to
100% at certain branches, in part due to Household's consistent refusal to provide the material
disclosures required to be provided to borrowers under the Truth in Lending Act.

74.  The WA Report concluded:

The inclusion of unwanted or unneeded insurance products (as discussed throughout

this report) by steering methods, misrepresentations or out-and-out fraud through

forgery appears to be part of HFC’s practice of obtaining maximum revenue from

consumers regardless of any actual benefit to the consumer. HFC encourages its

employees to maximize the number of products sold, the dollar amount of loans sold

and insurance products sold. A review of HFC’s Branch Sales Compensation policy

for 2001 shows that account executives, branch managers and sales assistants are

paid significant monthly incentives for maximizing borrower transactions in these
areas.
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See id, at 59.

Household Illegally "Up-Sold" Loans Carrying
Exorbitant Interest Rates (20% or Higher)

75.  Household engaged in a consistent pattern of illegally up-selling second loans to
customers who had not requested them and who did not need them, but for the unconscionable and
often undisclosed fees regularly charged on the first loans. When springing these high interest (20%
and higher) loans on customers at the time of closing, Household often failed to disclose to
customers that the projected monthly payments under their consolidated loans included payments
toward separate, so-called open-ended second loans. Household made these second loans at interest
rates significantly higher than those quoted and failed to disclose that the second loan would
amortize at a slower rate than the customers' existing loans (if they amortized at all) and could result
in balloon payments at end of the loan term.

76.  The 9/02 Forbes Article describes Household's conduct, stating:

At the closing on a Saturday, Galindo says, [Household loan officer] Avila also

sprung on her a second mortgage — set up as a line of credit of $10,000 at 23.9%. At

her closing, she was drawing down $4,800 on this line to pay off yet another

outstanding debt — a debt she had expected to be taken care of in the $86,300 first

mortgage. Household structures many second morigages as lines of credit, which

lets it avoid federal rules that morigage terms must be disclosed at least three days

before closing.

She protested but signed anyway. "I felt a lot of pressure,'’ she says. "Avila told

us he never opens on Saturday and his family was waiting for him. But I can't do

anything. I signed the papers." Galindo now works nights cleaning classrooms to
help pay off the new loans....

* * %

William Myers paid off his credit card debt by refinancing his mortgage last year.
But he says his new lender, Household International, charged him 11% Interest,
not 7.2% as promised. Then it added $14,400 in fees and insurance to his $80,100
loan and stuck him with a $15,000 second mortgage — at 20% interest. He didn't
notice it until his first bill,

* * *

Myers, 60, was left owing a third more than his home was worth, scaring away rival

lenders that might come to the rescue.... Household agents call [this tactic] "closing

the back door."

77. "Blocking the back door" was so essential to Household's operations that many of

Household's underwriters would require second side-loans before they would approve first mortgage
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loans. For example, if branch managers or account executives sent a mortgage loan with an 80%
LTV ratio to the underwriting department, in many instances the loan would be rejected unless the
customer took out an additional loan that would bring the total LTV ratio above 100%.

78. Household employees were also required to pressure customers into taking larger
loans than they wanted or could pay off, including loans with 125% LTV ratios. Afterits acquisition
of Beneficial, Household caused Beneficial to implement a practice to make loans for over 100%
of the value of a borrower's home. In order to increase the size of the loan sold to borrowers,
Household loan officers were encouraged to inflate the customer's income if the borrower's true debt-
to-income ratio was above 60% so that the recalculated ratio would fall below 50%. Extending loans
based on the value of a borrower's home rather than the borrower’s ability to repay the loan violates
federal lending statutes.

79.  HFC also engaged in "blocking the back door" by intentionally directing appraisers
to undervalue property in order to use up the LTV ratio on the first mortgage, thereby ensuring that
the borrower would have to purchase an expensive second mortgage. The WA Department
confirmed this consistent pattern of "up-selling" loans at Household, stating:

Accompanying the sale of two loans to borrowers was the consistent pattern of

convinecing the borrowers that the first would be carried at a very low rate (7%) while

actually being made at a fairly high rate (11-14%). Most of these first mortgages also

carried a significant amount of discount points (generally more than 7 points). Often,

the financed discount points alone ate up so much lean principal that the

borrowers were forced into the high rate second in order to achieve the financing

they sought.

Some borrowers complained that the value of their homes came in far too low. The

Department believes that HFC may intentionally direct the appraiser to undervalue

the property in order to use up the LTV on the first mortgage, thereby forcing a
high rate second of up to 25%.

* & %k

It is apparent to the Department that in at least some, if not many, transactions, the
borrowers did not "apply" for a second mortgage and did not desire a second
mortgage, but at closing were faced with only one financing option: to take out a
Sfirst and undesired second mortgage. In certain cases it appears that the second
mortgage was primarily used to pay for high points being charged by HFC. Further,
all of the second mortgages reviewed by the Department carried very high rates of
interest (generally in excess of 20%), as well as origination fees at nearly 4%. In
situations where the borrowers were required to take out a second mortgage
primarily to pay points on the first morigage, the borrower paid additional points
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Sfor points, as well as an exorbitant interest charge on the financing of both layers
of the points.

Ex. 2 at 43, 59.

80.  Moreover, in order to avoid the enhanced disclosure requirements and restrictions
applicable to closed-end loans, Household often styled second mortgages as open-ended lines of
credit. These second loans were not, however, open-ended. Household's mischaracterization
allowed the Company to spring these second mortgages on borrowers on the day their loans were
closed without any prior disclosure. This practice violated Regulation Z, §226.34(b), of the Truth
in Lending Act ("TILA"), which prohibits lenders from structuring home-secured loans as open-
ended plans to evade the more stringent disclosure requirements contained in Regulation Z, §226.32
(governing closed-ended loans). Moreover, Household failed to comply even with the more relaxed
disclosure requirements applicable to open-ended loans, concluding that Household "has a practice
of failing to make the material disclosures as required pursuant to [Regulation Z] §226.5b," which
govemns disclosure requirements for open-ended loans. WA Report at 54. The WA Department also
concluded that Household was in serious violation of material disclosure requirements relating to
closed-ended credit.

81.  Under Regulation Z, §226.15(a)(ii)}(3), "[1]f the required notice and material
disclosures are not delivered, the right to rescind shall expire 3 years after the occurrence giving
rise to the right of rescission, or upon transfer of all of the consumer's interest in the property, or
upon sale of the property, whichever occurs first." 12 C.F.R. §226.15(a)(ii}(3). Thus, due to
Household's consistent mischaracterization of closed-ended loans as open-ended loans, and its failure
to provide proper disclosure of the terms of those loans under Regulation Z (governing both closed-
and open-ended loans), Household customers' right to rescind the purportedly open-ended second
loans was expanded from three days to three years.

82.  As detailed in several complaints brought on behalf of consumers nationwide,
Household engaged in a multitude of "up-selling" techniques to sell their purported open-ended
loans:

(a) Household falsely designated loans as open-ended despite the fact that they
did not reasonably contemplate repeat transactions in order to avoid federal
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disclosure requirements under the Home Owners Equity Protection Act
("HOEPA™"), 15 U.S.C. §1639, that would alert borrowers to the high costs
and unfavorable terms of the loans;

(b}  Household did not provide the disclosures in advance of closing as required
by HOEPA;

(c) Household included prepayment penalties in violation of HOEPA;

(d) Household routinely extended loans based primarily on the value of the
borrowers' homes rather than their ability to repay the loans;

(e) Household failed to provide the disclosures required by 15 U.S.C. §1637(a),
(b) and () to be given upon application for true open-ended loans; and

() With respect to closed-ended loans, Houschold consistently failed to make
the disclosures required by HOEPA.,

Moreover, Household did not disclose that the projected monthly payments under their consolidated
loans included payments toward the open-ended loans made at interest rates significantiy higher than
those quoted, nor did they disclose that the separate, so-called open-ended loans would amortize at
a slower rate than the customers' existing loans (if they amortized at all) and could result in balloon
payments at the end of the loan term.

Household Vehemently Denied Engaging in
Predatory Lending Throughout Much of the Class Period

83.  Inan cffort to conceal the wrongful business practices that were allowing defendants
to meet or beat analysts' EPS expectations throughout the Class Period, defendants consistently took
the position that the predatory lending practices discussed above were not occurring at Houschold,
and any assertion to the contrary was false. In fact, defendants maintained that Household's strong
performance was based on its use of underwriting criteria that prevented the potential for customer
abuse, that it had adopted technology that would alert management to early signs of abuse and that
Household applied a "tangible benefits" test for its loans to ensure fair treatment of its customers.
Although defendant Aldinger was advised by letter dated 7/23/01 that HFC and Beneficial were
engaged in a pervasive predatory lending pattern, the Officer Defendants continued to disclaim the
Company's involvement in such practices.

84.  Atthe same time Houschold was issuing such public denials regarding its predatory

lending practices, it had also filed an injunction in Washington state court secking to block the
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publication of the WA Report that detailed Household's predatory tactics. Hayden characterized the
WA Report as a "draft” with "factual errors” that Household wanted to correct and tried to downplay
the situation, stating, "1t is our regulators' and the attorney general's job to investigate any complaints
brought forth by consumers in their state, and we don't find anything unique or surprising that they
are doing their job .... [W]e take proper steps to work with the department to uncover the facts and
if necessary formulate an appropriate resolution for the borrower." Hayden also admitted that some
"customers in Bellingham may have indeed been justified in their confusion about the rate of their
loans” and claimed Household "took full and prompt responsibility” and is "satisfied that this
situation was localized to the Bellingham branch." American Banker article, dated 5/31/02.

85. But suspicions of Household's role in predatory lending were highlighted. On or
about 6/26/02, Judge Claudia Wilken of the Northemn District of California upheld the Califorma
Complaint on a motion to dismiss, ruling that the purpose and effect of arbitration agreements being
used by Household were ™tainted with iliegality."

86.  For example, on 7/26/02, Household admitted it was "possible” that one or a small
group of rogue employees isolated at one of its remote branches in Washington "may" have
misrepresented mortgage terms to "some" Whatcom County homeowners who refinanced their home
loans at the Company's Bellingham office. This mischaracterization of the scope of defendants'
fraud was typical of the Company's attempts to conceal the fact that such manipulations and illegal
acts pervaded Household's operations and emanated from Household corporate headquarters.

87.  Yet, defendants continued to attempt to downplay the pervasiveness of the Company's
predatory lending practices even after the W A Report was made available and Household was forced
to announce that it would pay almost $500 million to settle claims against it for illegal lending
practices, when investors began to appreciate the true magnitude of defendants’ fraudulent scheme
and wrongful course of conduct.

88.  The Company also went on a media offensive, publishing several very expensive,
full-page ads in The Wall Street Journal, with headlines that read, "For 124 years, we've set the

standard for responsible lending. And now we're doing it again." The text of the ad outlined the set
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of imitiatives the Company had already taken to improve its lending procedures, and the bottom of
the ad carried the legend, "Advocates for Responsible Lending."

89. On 7/16/02, the WA Department announced that it had caused Household to return
over $400,000 to over 1,000 Washington borrowers who were overcharged by the Company in
connection with their real estate loans. The WA Department stated that the refunds resulted from
overcharges in real estate loans. Yet, on 7/17/02, Household attempted to deflect attention from the
massive scheme used to drive its "record” results, stating that the overcharges were the result of
simple computer system errors.

90, Again attempting to make the rampant lending abuses taking place at Household
appear to be isolated incidences of bad acts by rogue brokers, Company spokesperson Hayden, on
7/26/02, told the Bellingham Herald that Household employees "may" have misrepresented mortgage
terms to "some" Whatcom County homeowners who refinanced their home loans at the Bellingham
office of HFC. Hayden further stated that the manager of that office was replaced. The manager,
Melissa Drury ("Drury"), however, claimed that she was being made a scapegoat for the Company
and stated that she was a highly rated employee who had strong audits and conducted her job in
accordance with her training and in accordance with Company guidelines and manager mandates.
Drury was quoted as stating, "I've always had excellent audits. ['ve been probably one of the best
employees that they've had over the last 13 years. I've always done what I've been taught." Drury
further stated that the sales pitches she used on potential borrowers were both approved and
provided by Household.

91.  Even the Company's new position, that acts of predatory lending were isolated and
sporadic, was belied by the fact that borrowers in states across the country were duped by the same
predatory lending tactics.

92. The WA Department rejected the Company's position that Household's predatory
lending practices were isolated or nonrecurring, stating:

Consumers repeatedly complained that they had relied on certain representations

or promises by HFC representatives that proved to be misrepresentations,

deceptions or false promises. These misrepresentation claims ranged widely,

including dishonest statements about rates and fees, prepayment penalties, monthly
payment amount, insurance or other loan terms.
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T

It is inconceivable that borrowers from remotely different locations could all be
confused about exactly the same thing in the same way, or that HFC could
somehow believe that the occurrence was isolated to a single branch location. The
Department believes that the '"equivalent rate" sham proffered by HFC
representatives is known and likely fostered by the corporation itself or at the least,
by corporate officers overseeing large segments of the country. This belief appears
to be supported by HFC headquarters' knowledge of the disclosures and sales
practices when responding to complaints.

* & %

The sameness of complaint allegations coupled with the wide diversity of complaint

locales has made it evident to the Department that misrepresentations, as well as

the other five areas discussed [herein] are not relegated to specific transactions or

loan officers, but rather to the HF C organization as a whole, including its affiliate

Beneficial, which has had a similar number and type of complaints filed against it.

Ex. 2 at 39, 53.

93. In addition, as reported in the 9/02 Forbes Article, customers and some ex-employees
tell of the same interest rate trick in a dozen states. """Household encourages, or at least tolerates,
these abuses,’ says Minnesota Commerce Commissioner James Bernstein. 'It's not just an
occasional rogue loan officer or a rogue office. It has to do with the corporate culture.'” In fact,
following Houschold's acquisition, Beneficial implemented the Household model to have Household
District Managers almost immediately begin to pressure branch managers to engage in dishonest
lending practices. Refusals by branch managers to engage in these practices and predatory
techniques resulted in daily phone calls from District Managers, who would vigorously reprimand
them for failing to do so in order to meet the Company's unrealistic sales goals and bring in as much
money as other branch offices.

94, Throughout the Class Period, Household's senior management, including the Officer
Defendants, was aware of and, in fact, encouraged Household's predatory lending practices. In 1999,
HFC Southwest Division Manager Hueman created an EZ Pay Plan presentation that he required all
branches in his division to follow. This sales pitch included telling customers that, if they signed

up for the EZ Pay Plan, they would receive an interest rate reduction on their loans. In addition,

Hueman distributed worksheets and other paperwork related to the EZ Pay Plan to all Household
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offices. By early 2000, the EZ Pay Plan accounted for one-third of Household's new loan
originations.

95. Upon rolling out his EZ Pay Plan presentation, Hueman visited branch offices in his
divisiqn. When asked whether his sales presentation had been approved by Household's corporate
management, Hueman confirmed misleadingly that he had made the presentation to defendant
Aldinger and Household's legal department and that it had, in fact, been approved for use in
Household's branch offices.

96. In 1/99, following Household's acquisition of Beneficial, a group of district managers,
branch managers and account executives were instructed to put together an updated "sales training
module” from different offices throughout the country. The training manual update project was
overseen by defendant Gilmer, then President of Household's consumer lending unit. The updated
manual contained various sales techniques and included an EZ Pay Plan sales pitch stressing to
borrowers that signing up for the program would effectively reduce a borrower's interest rate on the
loan. Upon its completion in 7/99, the manual was distributed to all account executives and branch
managers in all offices nationwide. Thereafter, Account Executives were trained in their branch
offices using the manual.

The Predatory Lending Settlement

97. On 10/11/02, Household issued a release announcing that, in addition to its most
recent charge of $600 million (pre-tax) to cover the cost of its restatement, the Company would now
be forced to pay $484 million (pre-tax) in restitution to customers nationwide (plus the cost of
reimbursing the states for their investigation) to settle claims by a multistate group of attorney
generals and banking regulators related to its predatory lending practices from 1/01/99 to 9/30/02.
This was the largest settlement ever in a state or federal consumer case. In the release announcing
the settlement, Aldinger admitted that Household had engaged in predatory lending, apologizing to
customers for not always living up to their expectations.

08. On 10/12/02, the Star Tribune (Minneapolis-St. Paul) published an article about
Household's payment of $484 million to settle claims against the Company for its illegal practices.

Minnesota Commerce Commissioner James Bernstein ("Bernstein") (whose department had
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investigated Houschold's predatory lending tactics for more than a year) was quoted as stating,
"Household claims that it's only a few bad apples, but we've ... found that the whole orchard is
rotten .... Household's corporate culture encouraged rather than prohibited these deceptive and
abusive lending practices .... Household took advantage of Minnesota consumers who were facing
difficult situations and, as a result, many were trapped in costly loans. When we talked with
regulators in other states, the story was the same." Bernstein confirmed that, contrary to
Household's representations in early 2002, the changes in Household's lending practices announced
in 2/02 were made "'because of regulatory pressure from Minnesota and other states.™

99. Household's settlement with state attorney generals and banking regulators was
finalized on 12/19/02 and addressed its predatory lending activity in all 50 states and the District of
Columbia. Household confirmed that it would no longer engage in the improprieties alleged herein,
but rather would () ensure that its loans actually provide a benefit to customers before making them;
(b) limit prepayment penalties on current and future loans only to the first two years of a loan;
(¢) limit points and origination fees to 5%; (d) reform and improve disclosure to customers; and
(e) eliminate "piggyback” second morigages.

100. Inresponse to the announcements of Household's massive charges and its apparent
agreement to refrain from the illegal activities, which had driven Household's strong EPS growth
during the Class Period, Fitch placed the Company on Rating Watch Negative and issued a release
stating:

The action takes into account today's announcement that Household 1s planning on

taking two separate charges during the second half of 2002. The first charge, which

could amount up to a sizeable $484 million pre-tax, is related to a proposed

settlement between Household and state attorneys general and state banking

regulatory agencies. This represents a nationwide resolution of issues related to

Household's real estate lending practices and the Household Financial Corp. and

Beneficial Finance Corp.'s branch businesses....

Following the expected settlement with the multi-state group, management is hopeful

that any uncertainty with respect to legal proceedings related to consumer protection

laws will be removed from Household, which could stabilize capital market concerns

going forward.... In Fitch's view, the bigger challenge for Household will be

replenishing lost revenue resulting from the implementation of "Best Practices."”

An ability to offset these revenues streams could pressure future profitability,
which in turn could put pressure on the current rating.
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101.  On 10/10/02, on rumors of a potential settlement relating to its predatory lending,
shares of Household immediately declined another $3.50 per share, or 11%, to close irading at
$27.75 per share on 10/10/02. Standard & Poor's credit rating service also lowered ratings on
Household's long- and short-term debt to single-A-minus/A-2 from A/A1 after the announcement
of the proposed settlement.

Defendants’ Illegal Predatory Lending Violated
Generally Accepted Accounting Principles

102.  Throughout the Class Period, defendants engaged in improper and illegal "predatory
lending" practices, as detailed in §§51-101, that ultimately resulted in a $525 million charge to pre-
tax income during 3Q02. By engaging in such practices, defendants violated Generally Accepted
Accounting Principles ("GAAP") in that they failed to disclose the effect and potential effect of the
illegal acts on Household's financial statements throughout the Class Period.

103. GAAP are those principies recognized by the accounting profession as the
conventions, rules and procedures necessary to define accepted accounting practice at a particular
time. SEC Regulation S-X states that financial statements filed with the SEC that are not prepared
in compliance with GAAP are presumed to be misleading and inaccurate, despite footnote or other
disclosure. 17 C.F.R. §210.4-01(a)(1). Regulation S-X requires that interim financial statements
must also comply with GAAP, with the exception that interim financial staterments need not include
disclosures that would be duplicative of disclosures accompanying annual financial statements, 17
C.FR. §210.10-1(a).

104.  GAAP, as set forth in Statement of Financial Accounting Standards ("SFAS") No.
5, Accounting for Contingencies, requires that a company establish a loss contingency, i.e., reserve,
when the estimated loss is probable and reasonably estimated. SFAS No. 5,48. SFAS No. 5 further
states:

If no accrual is made for a loss contingency because one or both of the
conditions in paragraph 8 are not met, or if an exposure to loss exists in excess of the
amount accrued pursuant to the provisions of paragraph 8, disclosure of the
contingency shall be made when there is at least a reasonable possibility that a loss
or an additional loss may have been incurred. The disclosure shall indicate the nature

of the contingency and shall give an estimate of the possible loss or range of loss or
state that such an estimate cannot be made.
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SFAS No. 5, §10.

105. Defendants violated GAAP and SEC rules by failing to disclose the potential loss
contingencies resulting from its illegal predatory lending practices that ultimately resulted in a $525
million pre-tax charge during 3Q02.

106.  Further, Household had an obligation to disclose to investors the impact its predatory
lending practices had on its overall financial results. Regulation S-K states that management's

discussion and analysis section shall:

(a) Describe any unusual or infrequent events or transaction or any significant
economic changes that materially affected the amount of reported income
from continuing operations and, in each case, indicate the extent to which
income was affected. In addition, describe any other significant
components of revenues or expenses that, in the registrant's judgment,
should be described in order to understand the registrant's results of
operations.

(b) Describe any known trends or uncertainties that have had or that the
registrant reasonably expects will have a material favorable or unfavorable
impact on net sales or revenues or income form continuing operations. 1f
the registrant knows of events that will cause material change in the
relationship between costs and revenues (such as known future increases in
costs of labor or materials or price increases or inventory adjustments), the
change in the relationship shall be disclosed.

17 C.F.R. §229.303(a)(3).

B. DEFENDANTS MANIPULATED HOUSEHOLD'S CREDIT QUALITY NUMBERS
BY IMPROPERLY "REAGING" OR "RESTRUCTURING" DELINQUENT
ACCOUNTS
107.  Household admits in its SEC filings that its customer base is primarily composed of

nonconforming, nonprime or subprime consumers with limited credit histories, modest incomes or

high debt-to-income ratios or who have experienced credit problems due to occasional delinquencies,
prior charge-offs or other credit-related actions. To compensate for this additional risk, Household
customers are charged a higher interest rate on loans.

108.  Household securitizes a significant portion of its receivables, i.e., sells them for cash,

but continues to service them, as part of their asset securitization program, for a fee with limited
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recourse for future credit losses.> Household's securitization of consumer receivables was,
throughout the Class Period, a core source of funding for the Company. Household reported NIM,
fee and other income, and provision for credit losses for securitized receivables as a net amount in
securitization income. The Company also recorded a provision for estimated probable losses that
it expected to incur over the life of the securitization. Throughout the Class Period, securitization
income as a percent of total revenue (other revenue and NIM after provision for credit losses)
averaged about 28%.

109.  Since Housechold both generates loans from high-risk borrowers and then sells these
loans as asset-backed securities, it is critical to Household's profitability that it generate loan pools
that are both stable and consistent. In order to achieve this goal and prevent defaults, defendants
engaged in a consistent pattern of improperly reaging delinquent loans, throughout the Class Period,
to make them current.

110. "Reaging" resets as current loans that otherwise are in default. Household would reset
the contractual delinquency status of an account to current if a predetermined number of consecutive
payments were received and there was evidence that the delinquency was cured. In effect, the
Company "reaged" the loan by adding the delinquencies to the end of the loan. At Household,
however, the Officer Defendants established procedures whereby accounts were reaged arbitrarily
and without any evidence that the delinquency had been cured.

111.  Household had a centralized and highly automated system to support its underwriting,
loan administration and collection functions across all consumer business segments. This system

was known as "Vision." The Vision system centralized decision making throughout the loan

*Houschold describes its securitization program as follows:

In the securitizations and secured financing transactions, Household sells a dedicated pool
ofreceivables to a wholly-owned bankruptcy remote special purpose entity for cash, which,
in turn, assigns the receivables to an unaffiliated trust that is a qualifying special purpose
entity under Statement of Financial Accounting Standards No. 125 and/or 140, as applicable.
Household continues to service the receivables and receives a servicing fee.

In connection with each transaction, we obtain opinions from nationally known law firms
that the transfer of the receivables to the special purpose entity qualifies as a "true sale” for
legal purposes and that the entity would not be "substantially consolidated" into any
bankruptcy estate of the transferor.
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origination process, including generating scripts for the sales staff, monitoring delinquencies and
collections and determining charge-offs. Defendants claimed that, by virtue of this system, they were
able to detect delinquent accounts at an early stage and immediately initiate collection efforts. The
Vision system was so critical to the Company's purported success that, in 2/00, Houschold was
awarded CIQ magazine's prestigious "Enterprise Value Award." According to C/O, Household was
given the award for its use of the "Vision" system in 1999. In accepting the award, defendant Gilmer
stated:

"Vision" has had an overwhelmingly positive effect on virtually every aspect of our

consumer finance business. We have enjoyed faster and more profitable growth

because our account executives are provided with greater numbers of qualified leads,
prioritized by the Vision system. Our credit losses are minimized because of the
real-time links to our underwrifing system ....
Receiving real-time information about loan delinquencies, credit quality and cross-selling
opportunities enabled the Officer Defendants to see the problems in its loan departments and
collections. This allowed defendants to effectively and efficiently perpetrate the scheme alleged
herein that was allowing the Company to achieve its record-breaking results.

112. Indeed, the Vision system was designed to automatically "reage” delinquent accounts
if it received even a partial payment without any evidence that the delinquency was cured.

113. Defendantsrelied on the Vision system to track the success of Household's fraudulent
scheme, stating:

We service each customer with a focus to understand that customer's personal

financial needs.... [O]ur policies are designed to be flexible to maximize the

collectibility of our loans while not incurring excessive collection expenses on loans

that have a high probability of being ultimately uncollectible. Cross-selling of

products, proactive credit management, "hands-on" customer care and targeted

product marketing are means we use to retain customers and grow our business.

114. Even prior to the nationwide implementation of the Vision system, Household's loan
collection policies were very flexible. This "flexibility” was critical to the Company for two reasons.
First, since many of Household's customers were high risk borrowers, they required a closer
relationship with their lenders and often required more specialized methods to keep their loans

current and out of default. Second, as a result of requiring more flexibility in collections, investors

placed much greater reliance on Household's internal systems to identify which loans were truly
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delinquent, and which could be salvaged with Household's specialized intervention, also known as
"reaging." Again, while this flexibility increased investor reliance on the Company's internal
monitoring and collections procedures, investors were consistently reassured that, because
Household had over 130 years of experience in the subprime market, it had developed a unique
strategy to avoid charge-offs and increase loan collectibility.

115. Household's policies for loan delinquencies and charge-offs were reported in the
Company's FY0O1 Report on Form 10-K, as follows:

Our credit and portfolio management procedures focus orn risk-based pricing and

effective collection efforts for each loan. We have a process which we believe gives

us a reasonable basis for predicting the credit quality of new accounts. This process

is based on our experience with numerous marketing, credit and risk management

tests. Wealso believe that our frequent and early contact with delinquent customers,

as well as policies designed to manage customer relationships, such as reaging

delinquent accounts to current in specific situations, are helpful in maximizing
customer collections.

* ok ok

We believe our policies are responsive to the specific needs of the customer segment

we serve.... Qur policies have been consistently applied and there have been no

significant changes to any of our policies during any of the periods reported. Our

loss reserve estimates consider our charge-off policies to ensure appropriate

reserves exist for products with longer charge-off lives. We believe our charge-off

policies are appropriate and result in proper loss recognition.

116. At Household, loan officers followed up on delinquent loans when a payment was
30 days past due. The loan officer was supposed to call the customer to get a "promise" of payment
from the customer and use the call as an opportunity to up-sell or cross-sell products by convincing
customers to take out additional loans or lines of credit, or consolidate their bills and convert their
unsecured loans into loans secured with their homes or cars., Often customers did not even realize
that their new consolidated loans were being secured by their homes or cars. Defendants established
reserves designed to ensure that delinquent accounts were restructured rather than foreclosed.

117. Infurtherance of its scheme, the Officer Defendants caused Household to violate its
own policies and reage accounts at any level of delinquency, including accounts that were over 270
days past due, with merely a single payment. The missed payments would then be added to the end

of the loan. The single payment was the lesser of either one minimum monthly payment or 2.5% of

the account balance. If it was the latter, that amount would become the new minimum payment.
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118.  Accounts were often reaged multiple times in a single year. Indeed, a customer who
made only three or four minimum payments a year could still appear current.

119. Houschold used an incentive program to induce collections representatives to push
reaging or restructuring of delinquent accounts. By virtue of this incentive program, collections
representatives could receive monthly cash rewards or electronic items for reaging a sufficient
number of accounts, regardless of whether such reaging was actually justified or enhanced the
prospect for repayment.

120.  Although defendants characterized loan reaging or restructuring as a service to help
out customers, it was clear that the main purpose behind the reaging was to make it appear that the
statistics on Household's borrowers and its outstanding loans was stronger than it actually was. In
fact, by 8/01, the Officer Defendants were so desperate that they had collections managers require
representatives to pressure all customers to restructure their accounts. Even though collections
representatives expressed discomfort with pushing restructuring to customers, they were forced to
do so under the constant threat of being fired for not following instructions. Collection calls were
randomly monitored by collections managers, and if a collections representative did not try to
persuade all of his customers to restructure their accounts, a collections manager would reprimand
him and tell him that corrective action would be taken unless the representative restructured more
accounts. Monthly meetings were held with department managers to monitor collections goals.

121.  To cover their tracks, Household programmed its Vision system so that it did not
generate any paperwork when delinquent accounts were reaged. In addition, because Vision
automatically reaged accounts upon receiving even a partial payment, the customer was often
unaware that missed payments were capitalized at the back of the loan.

122.  Household's charge-off policy and its policies on accruing interest varied by product,

as follows:
Product Charge-off Policy Nonaccrual f‘olicy
Real estate  |Carrying values in excess of net Interest income accruals are suspended

realizable value are charged off at the lwhen secured principal or interest

time of foreclosure or when settlement jpayments are more than three months

is reached with the borrower, contractually past due and resumed when
the receivable becomes less than three
months contractually past due.
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Product Charge-off Policy Nonaccrual Policy
Auto finance |Carrying values in excess of net Interest income accruals are suspended
realizable value are charged off at the [when principal or interest payments are
earlier of the following: more than two months contractually past
*The collateral has been repossessed  [due and resumed when the receivable
and sold; becomes less than two months
*The collateral has been in our contractually past due.

possession for more than 90 days; or
*The loan becomes 150 days
contractually delinquent.

|E/IasterCard Charged off at six months Interest accrues until charge-off.
nd Visa contractually delinquent.
Private label [Charged off at six months Interest accrues until charge-off.
contractually delinquent.
ersonal non- (Charged off at nine months Interest income accruals are suspended
redit card  [contractually delinquent and no when principal or interest payments are
payment received in six months, but injmore than three months contractually
no event to exceed twelve months. delinquent. For Personal Home Owners'

Loans ("PHLs"), interest income accruals
resume if the receivable becomes less
than three months contractually past due.
For all other personal non-credit card
receivables, interest income is recorded as

———-—-——-——_‘%.—._—_

123.  Beginning in 2002, Household consistently defended its collection and reaging

policies as being necessary to its unique business, What investors did not know until the end of the
Class Period, however, was that defendants had used reaging as a means to simply avoid reporting
otherwise delinquent accounts. While Household sporadically disclosed its reaging policies, it was
not until the Company filed a Form 8-K during 2Q02, on 4/9/02, that Household first broke out its
reaging statistics, which revealed a huge number of accounts that had been reaged multiple times.
In fact, at the time Household ultimately released its reaging statistics, 20% of its real estate secured
loans and almost 17% of its domestic portfolio had been previously reaged. In addition, at this time,
investors also learned for the first time that over 27% of the Company's "non-credit card” debt had
been reaged during the Class Period.

124, In addition to lowering defaults, the widespread abuse of the Company's reaging
policies also had the effect of rendering the Company's financial statements materially false and

misleading.
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Household's "Reaging" Policies Violated GAAP

125.  Throughout the Class Period, defendants engaged in the practice of "reaging"
Household's delinquent accounts. See§107-124, supra. Byreaging such accounts, defendants were
able to report lower credit loss reserves, thus overstating net income reported in Household's SEC
filings.

126. Household's "reaging" practice is a "modification” of the contractual method of aging
loans and more resembles the "recency-of-payments” method of aging.* According to the American
Institute of Certified Public Accountant's ("AICPA") Audit and Accounting Guide — Audits of
Finance Companies — the recency-of-payments method is considered a less conservative method of
aging accounts. The AICPA also describes how some finance companies weaken the basis of the
contractual method by modifying their calculations to consider accounts contractually current when
two timely payments have been made on an account previously considered delinquent. The AICPA
warns that, while recent payments may alter the classification of a particular account, it doesn't
necessarily indicate that the account is ultimately collectible. The AICPA also cautions that
renewals without evidence of increased ability or willingness to repay may diminish the reliability
of aging schedules. See 172.114-2.118 of AICPA Audit and Accounting Guide Audits of Finance
Companies With Conforming Changes as of 5/01/00.

127.  While Household engaged in “reaging” practices from the commencement of the
Class Period, 1t was not until an analyst presentation on 4/9/02 that defendants finally revealed the
impact of such practices. Incredibly, 17% of Household's total domestic portfolio had been reaged
as of 12/31/01 and 6/30/02. Further, over 27% of Household's domestic "personal non-credit card”
lIoans had been reaged as of 12/31/01 and 6/30/02.

128.  Further, by engaging in "reaging" practices that violated its own internal policies, as
well as those policies disclosed to the public, tile Officer Defendants caused Household to report

lower credit loss reserves than required under GAAP and SEC reporting, thus overstating net income

*The contractual method of aging is based on the status of payments under the original terms of the
contracts, while the "recency-of-payments" method ages a loan based on the month in which the most recent
collections were received, regardless of contractual payment terms for amounts of payments or loan periods.
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throughout the Class Period. Household's delinquency rate was significantly lower than those of its
peers — about half the rate of other subprime mortgage lenders, like Providian Financial Corp. and
AmeriCredit Corp.

129.  GAAP, as set forth in SFAS No. 5, Accounting for Contingencies, requires that a
company establish a loss contingency, i.e., reserve, when the estimated loss is probable and
reasonably estimated. SFAS No. 5, 8.

130. Additionally, Household's failure to disclose its "reaging” practices and statistics prior
to 2Q02, when the Company was engaging in those practices during the entire Class Period, violates
the most basic of GAAP principles and SEC rules. Household had arn obligation to disclose to
investors the impact its "'reaging" practices had on its overall financial results.

131. SFAS No. 5 further sets forth the following:

If no accrual is made for a loss contingency because one or both of the
conditions in paragraph 8 are not met, or if an exposure to loss exists in excess of the
amount accrued pursuant to the provisions of paragraph 8, disclosure of the
contingency shall be made when there is at least a reasonable p0531b111ty that a loss
or an additional loss may have been incurred. The disclosure shall indicate the nature
of the contingency and shall give an estimate of the possible loss or range of loss or
state that such an estimate cannot be made.

SFAS No. 5, {10.
132.  GAAP, as described in FASB Statement of Concepts ("FASCON") No. 1, 1134, 42,
states that:

34,  Financial reporting should provide information that is useful to
present and potential investors and creditors and other users in making rational
investment, credit and similar decisions. The information should be comprehensible
to those who have a reasonable understandlng of business and economic activities
and are willing to study the information with reasonable diligence.

#* * *

42,  Financial reporting should provide information about an enterprise's
financial performance during a period. Investors and creditors often use information
about the past to help in assessing the prospects of an enterprise. Thus, although
investment and credit decisions reflect investors' and creditors' expectations about
future enterprise performance, those expectations are commonly based at least partly
on evaluations of past enterprise performance.

FASCON 1, 1934, 42.
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133.  For this reason, financial reporting includes not only financial statements, but also
other means of communicating information that relates directly or indirectly to the information in
the financial statements. FASCON 1, 7. |
C. DEFENDANTS ENGAGED IN IMPROPER ACCOUNTING OF COSTS

ASSOCIATED WITH VARIOUS CREDIT CARD CO-BRANDING, AFFINITY AND

MARKETING AGREEMENTS, RESULTING IN AN ALMOST $600 MILLION

(PRE-TAX) RESTATEMENT OF EARNINGS

134.  On 8/14/02, CEO Aldinger and COO Schoenholz (as the Company's principal
financial officer) were required to file sworn statements, pursuant to §21(a)(1) of the Exchange Act,
attesting to the accuracy of the Company's most recent annual and quarterly financial reports
pursuant to the SEC Order dated 6/27/02. At this time, Household announced that, pursuant to a
thorough review of its financial statements by its new independent auditors, KPMG, the Company
had determined to adopt certain revisions to the accounting treatment of its MasterCard/Visa co-
branding and affinity credit card relationships and a credit card marketing agreement with a third
party.

135. In its audit, KPMG concluded that the amortization rates approved by Andersen,
which Household had used for co-branding and affinity credit card agreements and marketing
agreements, were improper. Therefore, Household corrected its amortization schedules for prepaid
expenses related to these agreements. Additionally, for marketing agreements, Household was to
recognize expenses immediately, as opposed to over the life of the contract. As a result, Household
would be restating its previously reported financial results as far back as 1994 and continuing until
2Q02 in the amount of about $600 million (pre-tax), or a decrease of $386 million in earnings.

136. At the time this restatement was announced, Household stated that its impact on

earnings by period was as follows:

$ Millions FY94-98 FY99 FY00 FY01 1Q02 2Q02 1HO02 Total

Restatement
Amount (After Tax) $155.8M §58.1M $70.1M $75.9M $6.1M $20.0M $26.1M $386.0M
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137. Defendants caused the Company to falsely report its financial results by improperly
accounting for its: (a) co-branding agreements;’ (b) exclusive affinity agreements;’ and (¢) third-party
credit card marketing agreements. As aresult of the improper accounting for the above, defendants
caused Household to overstate its finance income, securitization income and fee income and misstate
certain of its expenses, resulting in an overstatement of net income throughout the Class Period.

138. Some of the improprieties are summarized as follows:

(a) Co-Branding Agreements. During 1992, Household entered into a co-branded
credit card agreement with General Motors, referred to as the GM Card, which called for Household
to pay an up-front fee (origination cost) to its partner for each new credit card account. The contract
was fnodiﬁed during 1994. The existing GAAP at the time the contract was entered into and
subsequently modified, required the origination costs to be netted with the credit card fee charged
to the Cardholder, if any, and amortized over the privilege period of the card. The privilege period
is the period of time that the cardholder is entitled to use the card. GAAP further requires that if no
significant fee is charged to the cardholder, the origination costs should be amortized over one year.
Household, in violation of GAAP, inappropriately amortized the origination costs over the term of
the agreement, thus spreading the cost of the origination fees paid to its partner over a longer period
of time than the one year allowed under GAAP. This inappropriate accounting resulted in the
overstatement of net income throughout the Class Period.

{b) Affinity Agreement. During 1996, Household acquired the AFL-CIO's $3.4

billion "Union Privilege" affinity card portfolio. The Union Privilege was created by the AFL-CIO
{o market benefits to union members, and Household paid a premium for the Union Privilege
portfolio, In accordance with GAAP, Household began amortizing the premium over the contract

life. This same amortization period was used for Household's regulatory reporting. In 1999,

SHousehold defines a co-branded credit card in its FY01 Report on Form 10-K as "[a] MasterCard
or Visa account that is jointly sponsored by the issuer of the card and another corporation (e.g., the GM
Card®). The account holder typically receives some form of added benefit for using the card."

Houschold defines an affinity credit card in its FY01 Report on Form 10-K as "[a] MasterCard or
Visa account jointly sponsored by the issuer of the card and an organization whose members share a common
interest (e.g., the AFL-CIO Union Plus (up) Credit Card Program.).”
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however, Household, in violation of GAAP, arbitrarily increased the amortization period for the
premium, thus spreading the cost of the premium over a longer period of time, resulting in the
overstatement of net income throughout 1999, 200.0, 2001 and the first half of 2002.7

(c) Independent Third-Party Marketing Agreement. In 6/99, Household entered

into a credit card marketing agreement with an independent marketing company. As part of the
agreement, Household was reimbursed for marketing expenses, such as mass collective mailings,
in return for a share of revenue from those mailings. Since the revenue-sharing payments were, in
effect, Household's advertising and marketing expenses, GAAP requires such expenses to be
recorded as incurred, and therefore the revenue-sharing payments should have been expensed as each
muailing was dropped. Household, however, accounted for the revenue-sharing payments over a
three-year period, thus overstating net incomé..t.l;;oughout 1999, 2000, 2001 and the first half of
2002.

139.  As aresult of the above improprieties, Household's restatement covered the period
from 1994 through 2Q02. The amounts by which Household misstated and ultimately restated its
EPS during the Class Period are shown below:

Diluted EPS

As Originally Re_p()rted Restated Difference

FY97 $1.93 $1.86 <$0.07>
FYO8? $1.03 $0.94 <§0.09>
FY99 $3.07 $2.95 <$0.12>
1Q00 $0.78 $0.74 <$0.04>
2Q00 $0.80 $0.77 <$0.03>
3Q00 $0.94 $0.91 <$0.03>
4Q00 $1.03 $0.99 <$0.04>
1Q01 $0.91 $0.85 <$0.06>
2Q01 $0.93 $0.90 <$0.03>
3Q01 $1.07 $1.03 <$0.04>
4Q01 $1.17 $1.13 <$0.04>
1Q02 $1.09 $1.04 <$0.05>

202 $1.08 $1.07 <§0.01>

"The amortization period for the premium remained the same for Household's regulatory reporting.

#1998 reported and restated diluted EPS includes a $751 million after-tax charge related to the
merger and integration of Beneficial and a $118.5 million after-tax gain related to the sale of Beneficial's
Canadian operations. The net impact of these items was to reduce diluted EPS by $1.27.
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140. The effect of these belated disclosures was significant. The Company's release
regarding the restatement was issued before the markets opened for trading, and when shares of
Household opened, they immediately plunged to as low as $32.09 per share — a decline of over $4.71
per share relative to the prior day's close of $37.80 per share. During the trading day on 8/14/02,
institutional investors reacted to efforts by defendants to bolster the price of Household stock, which
caused the stock to stabilize before closing slightly higher on that day. Once such institutional
buying tapered off and the Company made further disclosures regarding the effect of the restatement
on Household's business and operations, shares of the Company declined once again. The
significance of the restatement is further confirmed by the fact that Household would have missed
analysts' EPS estimates for every one of the eight quarters of 2000 and 2001 and the first half of
2002 absent the accounting improprieties detailed herein.

141. Following the filing on 8/27/02 of the Company’s amended FY01 Report on Form
10-K incorporating the restatement, shares of Household continued to trade lower, reaching below
$33.000n9/4/02. By 10/10/02, Household shar_es_ reached a seven-year low 0f $20.65. By 10/24/02,
when the Company filed its 3Q02 Report on Form 10-Q, which broke out its massive reaged
statistics for the first time, shares of Household traded as low as $21.40 per share.

Household's Restatement Is an Admission that the
Company's Financial Statements Violated GAAP

142.  The fact that Household restated its financial statements is an admission that the
financial statements originally issued were false and that the misstatements were material.
Pursuant to GAAP, as set forth in Accounting Principles Board ("APB") No. 20, the type of
restatement announced by Household was to correct for material errors in its previously issued
financial statements. APB No. 20, 17-13. The restatement of past financial statements is a
disfavored method of recognizing an accounting change, as it dilutes confidence by investors in the
financial statements, makes it difficult to compare financial statements and is often difficult, if not
impossible, to generate the numbers when restatement occurs. 7d., §14. Thus, GAAP provides that
financial statements should only be restated in limited circumstances, i.e., when there is a change in

the reporting entity, when there is a change in accounting principles used or to correct an error in
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previously issued financial statements. Household's restatement was not due to a change in reporting
entity or a change in accounting principle but rather was due to errors in previously issued financial
statements.

143. The fact that Household corrected its financial statements through a restatement
indicates that the errors were not merely a change in estimate based on events occurring after the
financial statements were issued. Otherwise, the restatement would violate APB No, 20,931, which
states, “faf change in an estimate should not be accounted for by restating amounts reported in
Jinancial statements of prior periods ...." Id., Y31. Thus, the restatement is an admission by
Household that the financial results reported during the Class Period were incorrect based on
information available to defendants at the time the results were originally reported. It is also an
admission that the Company's previously issued financial results and its public statements regarding
those results were materially false and misleading.

144. The SEC recently reiterated its position regarding restatements:

[R]estatements should not be used to make any adjustments to take into account

subsequent information that did not and could not have existed at the time the

original financial statements were prepared.. That is, GAAP does not allow a change

in an accounting estimate resulting from new information or subsequent

developments to be accounted for as a restatement of previous financial statements.

See APB Opinion 20, §31. The APB has defined the kind of "errors" that may be

corrected through a restatement: "Errors in financial statements result from

mathematical mistakes, mistakes in the application of accounting principles, or
oversight or misuse of facts that existed at the time that the financial statements were
prepared." Seeid. at {13, 36-37. In accordance with APB 20, the Commission does

not condone the use of restatements by public companies or auditors to make any

adjustments (particularly to judgmental reserves) to take into account subsequent

information that did not and could not have existed at the time the original financial
statements were prepared.

145. In addition, the SEC noted:

[TThe Commission often seeks to enter into evidence restated financial statements,

and the documentation behind those restatements, in securities fraud enforcement

actions in order, inter alia, to prove the falsity and materiality of the original financial

statements [and] to demonsirate that persons responsible for the original
misstatements acted with scienter ....

146. On 8/14/02, Household hosted a conference call to discuss the restatement. Based

on defendant Schoenholz's comments, it is clear that the restatement was necessitated by the
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misapplication of GAAP and the misuse and oversight of facts that existed at the time. Specifically,
on this call, Schoenholz stated:
In connection with the engagement of KPMG as our new auditors we've

under gone a thorough review of our banking statements and related accounting

policies. Part of this review we've adapted certain revisions to the accounting

treatment of our MasterCard/Visa affinity and co-branded credit card relationship
agreements as well as a related marketing agreement with a third party credit card
marketing company.

147. The "revisions to the accounting treatment" to which defendant Schoenholz referred
were due to misapplications of GAAP and misuse of facts available at the time.” The primary
Financial Accounting Standards Board ("FASB") SFAS for Household's accounting of its co-branded
agreements, affinity agreement and marketing agreement is SFAS No. 91, Accounting for
Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and Initial Direct
Costs of Leases. SFAS No. 91 was issued with an effective date of fiscal years beginning after
12/15/87 — well before Household entered into the agreements described above.

148.  Further, in reference to the co-branded agreement, on 5/20/93 the Emerging Issues
Task Force released Issue No. 93-1, Accounting for Individual Credit Card Acquisitions ("EITF 93-
1™). EITF 93-1 was issued to provide guidance on how to account for credit cards that are acquired
individually ("one at a time") by paying an amount to a third party for each approved credit card
agreement. EITF 93-1 specifically identifies co-branders as such third parties. EITF 93-1 makes it
clear that Household should have been amortizing the amounts paid to its co-brander over the
privilege period or, if no fee is charged to the cardholder, no more than one year. EITF 93-1 states,
in relevant part:

The Task Force reached a consensus that credit card accounts acquired
individually should be accounted for as originations under Statement 91 and Issue

92-5. Amounts paid to a third party to acquire individual credit card accounts should

be deferred and netted against the related credit card fee, if any, and the net amount

should be amortized on a straight-line basis over the privilege period. If a

significant fee is charged to the cardholder, the privilege period is the period that

the fee entitles the cardholder to use the credit card. If there is no significant fee,
the privilege period should be one year.

*The "revisions to the accounting treatment” were not due to a change in accounting principles
because APB No. 20 only allows restatement for.a change in accounting principle for a few specific
circumstances, none of which apply to Household. The special circumstances relate to inventory, initial
public distribution and reporting a change in entity. APB No. 20, 1419, 27-30, 34-35.
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EITF 93-1.

149. During the 8/14/02 conference call, defendant Schoenholz admitted that Household
was amortizing payments made to its co-brander over the term of the contract, rather than over one
year, and therefore would be restating its previously reported financial statements to reflect the one-
year amortization period.

150. Household also violated GAAP and SEC rules in accounting for the premium paid
for its affinity portfolio when, in 1999, it arbitrarily increased the amortization period for premium
paid by 50%, from 10 years to as much as 15 years. Defendants had no basis for increasing the
amortization period other than to report more favorable net income associated with the affinity
portfolio by "spreading" the impact of the premium paid over a longer period of time than allowed
for under GAAP. In fact, defendants knew a change to Houschold's regulatory reporting would be
scrutinized and such an arbitrary change would not be allowed, therefore, Household did not change
the amortization period for regulatory reporting purposes.

151, Ultimately, KPMG required Household to change the extended amortization period
back to the original ten-year period and restate its previously issued financial statements. As
discussed in Y9142-150, had this change simply been a change in estimate, restatement would not
have been allowed.

152. During 6/99, Household entered into a credit card marketing agreement with a third
party provider of credit card marketing services. This agreement allowed Household to be
reimbursed for marketing (advertising) expenses and mass collective mailings in return for a share
of revenue from those mailings over a three-year period. These "revenue-sharing" payments were
for the marketing, advertising and solicitation of the cards — they were not incremental direct costs
of origination.'® Household improperly accounted for these indirect marketing expenses (revenue-
sharing payments) by amortizing them over a three-year period, when, in fact, such payments should

have been expensed as incurred.

\SFAS No. 91 defines incremental direct costs as "costs to originate a loan that (a) result directly
from and are essential to the lending transaction and (b) would not have been incurred by the lender had that
lending transaction not occurred.” SFAS No. 91, Appendix C, 1180.
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153. SFAS No. 91 requires that such mérketing costs be expensed for as incurred. SFAS

91 specifically states: |
All other lending-related costs, including costs related to activities performed

by the lender for advertising, soliciting potential borrowers, servicing existing loans

... shall be charged to expense as incurred.
SFAS No. 91, 97.

VI. OTHER GAAP VIOLATIONS

154. Dueto these accounting improprieties, the Company presented its financial statements
in a manner that violated GAAP, including the following fundamental accounting principles:

(a) The principle that interim financial reporting should be based upon the same
accounting principles and practices used to prepare annual financial statements was violated (APB
No. 28, 110);

(b)  The principle that finaficial reporting should provide information about the
economic resources of an enterprise, the claims to those resources, and effects of transactions, events
and circumstances that change resources and claims to those resources was violated (FASCON 1,
140}

(c) The principle that financial reporting should provide information about how
management of an enterprise has discharged its stewardship responsibility to owners (stockholders)
for the use of enterprise resources entrusted to it was violated. To the extent that management offers
securities of the enterprise fo the public, 1t voluntarily accepts wider responsibilities for
accountability to prospective investors and to the public in general (FASCON 1, 50);

(d) The principle that financial reporting should be reliable in that it represents
what it purports to represent was violated. That information should be reliable as well as relevant
is a notjon that is central to accounting (FASCON 2, 1158-59);

(e) The principle of completeness, which means that nothing is left out of the
information that may be necessary to ensure that it validly represents underlying events and
conditions, was violated (FASCON 2, 479); and

(0 The principle that conservatism be used as a prudent reaction to uncertainty

to try to ensure that uncertainties and risks inherent in business situations are adequately considered
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was violated. The best way to avoid injury to investors is to try to ensure that what is reported
represents what it purports to represent (FASCON .2, 1195, 97).

155. Further, the undisclosed adverse information concealed by defendants during the
relevant period is the type of information that, because of SEC regulations, regulations of the
national stock exchanges and customary business practice, is expected by investors and securities
analysts to be disclosed and is known by corporate officials and their legal and financial advisors to
be the type of information that is expected to be, and must be, disclosed.

HOUSEHOLD'S EXECUTIVE;,;QQMPENSATION PROGRAM
REWARDED THE OFFICER DEFENDANTS
FOR THEIR FRAUDULENT ACTIVITY

156. The Officer Defendants were both highly motivated and had ample opportunity to
perpetrate the fraud complained of herein.

(a) The Officer Defendants had a strong personal financial gain motive inmaking
false and misleading statements relating to Household's financial results. The Officer Defendants
also had a strong motive in concealing that Household was improperly reaging delinquent accounts
and preventing timely charge-oifs, thereby causing the reported credit asset quality of Household's
customers to appear more favorable than it was in reality. The Officer Defendants concealed that
the Company's strong performance was resulting'frr'om its participation in predatory lending practices
in violation of federal and state laws. In fact, it was only through defendants' fraudulent conduct and
scheme detailed in §]50-155 that Houschold was aBle to meet or exceed analysts' expectations with
respect to the Company's income and EPS during the Class Period and earm the miliions of dollars
of compensation and bonus payments. Absent the improprieties alleged herein, Household would
have failed to meet analysts' consensus estimatés for each quarter of FY00 and FY01 and 1HO2.

157. The Officer Defendants' annual compensation and incentives were tied to the
financial, as well as non-financial, perfonnanée of the Company throughout the Class Period.
Household purported to be a "pay—for-perfonnahce" company. Household's corporate goal was to
link compensation to financial performance; hence, compensation programs were designed so that
base salaries were generally competitive with a comparable group (12 companies, all in the S&P

Financials Index), with substantially higher earnings potential on bonus and long-term compensation

-52-



~ ~ ~ = ~ ~ ~
Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 61 of 163 PagelD #:356

if employees delivered superior stockholder earnings results. Performance during the Class Period
was measured primarily by EPS growth.

158. The four components of executive compensation for the Officer Defendants were:
(i) Base Salary (determined by individual financial and non-financial performance, position in salary
range and general economic conditions); (i) Annual Cash Bonus (tied directly to overall and/or
business unit financial performance, as well as individual performance ... when certain objective or
subjective performance goals are not met, annual bonuses may be reduced or not paid); (iii) Long-
Term Incentives (compensation based on the increase in stock price); and (iv) Executive Benefits
{other perks).

159. For example, defendant Aldinger's executive compensation outlined in the FY97
Proxy Statement provided:

Mr. Aldinger's annual cash bonus was determined based on the satisfaction of various

individual objective non-financial and financial performance goals. Under the 1994

Key Executive Bonus Plan, the financial performance goals of Household are

(a) targeted earnings per share, (b) targeted return on equity, (c) targeted operating

efficiency ratio, (d) targeted reserve to charge-off ratio, and () targeted equity to

managed assets ratio. Mr. Aldinger had additional goals in 1997 to build depth in
management, complete an auto lending strategy, and actively represent us with stock

analysts, portfolio managers and institutional shareholders. All were met. For 1997,

Mr. Aldinger's total annual bonus opportunity was between zero and 225% of his

annual salary (with a target bonus of 150%). He was awarded a bonus of $1,500,000

(188% of his base salary) based on_his individual objectives and corporate

performance as certified by the Commitige.

160. Between FY98 and FY01, defendant Aldinger received bonus payments alone of
$14.3 million. These payments were based upon Aldinger's ability each year to cause Household to
meet targeted EPS, targeted core receivable growth, targeted operation efficiency ratios, targeted
tangible equity to managed assets, targeted increases in the number of Household's products used
per customer and targeted revenue growth — the very same metrics that the Officer Defendants
manipulated through their fraudulent conduct throughout the Class Period. Thus, each of the metrics
used to determine defendant Aldinger's bonuses and other compensation during the Class Period had

the effect of encouraging him to engage in the improprieties detailed herein in 50-155.

-53.



™

Case: 1:02-cv-05893 Document #: 50 Filed

Year
1997
1998
1999
2000
2001

Year
1997
1998
1999
2000
2001

Year
1997
1998
1999
2000
2001

161.

™

Salary

$ 794,233
888,463

1,000,000

1,000,000

1,000,000

Salary

$370,674
425,482
500,000
500,000
500,000

Salary
$296,155

404,809
500,000
500,000
500,000

/‘\‘

N
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WILLIAM F. ALDINGER

Number of Shares

~

™

Other Annual Underlying LT All Other
Bonus Compensation Options Payouts Compensation
$1,500,000 $186,185 450,000 -0- $155,156
2,300,000 82,188 500,000 -0- 151,383
3,000,000 107,639 460,000 -0- 213,104
4,000,000 154,242 600,000 -0- 245382
5,000,000 160,763 800,000 -0- 305,382
DAVID A. SCHOENHOLZ
Number of Shares
Other Annual Underlying LT All Other
Bonus Compensation Options Payouts Compensation
$ 435,000 -0- 120,000 $172,813 $ 51,844
750,000 -0- 134,000 222,305 56,918
1,500,000 -0- 124,000 456,094 79,101
2,000,000 -0 150,000 -0- 123,433
2,500,000 -0- 200,000 -0- 155,382
GARY D. GILMER
Number of Shares
Other Annual Underlying LT All Other
Bonus Compensation Options Payouts Compensation
$ 270,000 $579,368 75,000 -0- 3 36,070
850,000 288,951 134,000 -0- 34,954
1,500,000 44,303 124,000 -0- 83,459
2,000,000 63,743 150,000 -0- 122,873
2,500,000 25,125 200,000 -0- 155,382

Defendants Schoenholz and Gilmer, as well as other senior executives, were also paid

annual bonuses based on performance goals that had the effect of encouraging their participation in

the reaging, predatory lending and accounting schemes, as defined herein, including:

162.

Thus, as demonstrated above, a significant portion of each of the Officer Defendants'

compensation was directly tied to his ability to cause Household to meet targeted EPS, regardless

of the long-term impact on Household or the risk that such practices would result in earnings

restatements or regulatory sanctions. Although the Company did not provide details for the entire

restated period, the following table compares the impact of the restatement on diluted EPS to the

consensus estimate for 1Q00 through 2Q02, illustrating the significance of defendants' accounting

manipulations on Household's performance vis-a-vis earnings estimates:
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Consensus
Quarter As Reported Restated Estimate Reported v. Restated
1Q00 0.78 0.74 0.77 +0.01 v. - ($0.03)
2Q00 0.80 0.77 0.79 +0.01 v. - (§0.03)
3Q00 0.94 0.91 0.94 +0.00 v. - ($0.04)
4Q00 1.03 0.99 1.03 +0.00 v. - ($0.04)
1Q01 0.91 0.85 0.91 +0,00 v. - (§0.04)
2Q01 0.93 0.90 0.93 +0.00 v. - (§0.04)
3Q01 1.07 1.03 1.07 +0.00 v. - (80.04)
4Q01 1.17 1.13 1.17 +0.00 v. - (§0.04)
1Q02 1.09 1.04 1.05 +0.04 v. - (80.01)
2Q02 1.08 1.07 1.08 +0.00 v. - ($0.01)

163. Without the boost provided by defendants' improper accounting, Household would
likely not have had a single quarter of meeting or exceeding analysts' expectations, not to mention
posting its purported string of back-to-back "record" results. Moreover, the financial impact of the
Company's predatory lending practices and improper reaging on the Company's operations was
devastating.

164. Household's predatory lending.ahd reaging practices were directly related to, and
greatly impacted, Household's core business operations. Indeed, consumer lending accounted for
the overwhelming majority of the Company's revenue during the Class Period. Throughout the Class
Period, each of the Officer Defendants was a high-level corporate executive engaged in the
management and oversight of the core aspects of Household's businesses.

165. Additionally, the Officer Defendants ran Household and its subsidiaries as "hands-on"
managers and closely monitored the Company'subusiness on aregular basis. See 141-43. Each of
the Officer Defendants was a core member of the senior management team during the Class Period
and was directly involved in the day-to-day operations of the Company. They were privy to
proprietary information concerning Household's business, operations, growth, financial statements
and financial condition. The Officer Defendants had access to, and control over, the Vision system
that was launched in July 1999 and provided thém with information relating to all aspects of the
Company's performance, Id. |

166. The Officer Defendants also controlled the contents of public statements issued by

or on behalf of Household and made statements and predictions regarding Household's operations
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and financial condition. They were the primary spokespeople on behalf of the Company and hosted
quarterly and annual conference calls to announce financial results. In addition, defendants hosted
periodic one-on-one meetings with analysts, where they provided very positive information about
the Company's operations and key financial metrics, while knowing or recklessly disregarding that
these analysts would then repeat their statements to the market, directly impacting stock price. See
1941-43.

167.  Defendants were able to perpetrate the fraudulent scheme complained of herein in part
by using the Company's centralized and highly automated "Vision" information system. Developed
over three years at a cost of $83 million, Vision was launched in July 1999. Vision connected all
of Household's over 1,400 branches across the nation, allowing various offices to view the same
information on customer accounts in real time and enabling the Officer Defendants and Household's
senior management to monitor the Company's day-to-day lending operations. Using Vision, the
Officer Defendants were able to centralize decision-making throughout the loan process, including
generating scripts for the sales staff, monitoring delinquencies and collectibles, determining charge-
offs and training the sales force.

168. In addition, Vision priced each loan automatically based on criteria specified by
Household. Vision also enhanced defendants' ability to analyze and assess Household's cross-selling
ability by providing "suggestive selling" techniques. After the customer's information was input into
Vision, the system prompted the account executive to up-sell or offer an alternative that Vision had
selected as a product that the customer would have a high propensity to buy. Upon closing, Vision
created all the loan documents and printed them on the branch office printer. In this way, the Officer
Defendants were able to directly monitor and control Household's lending practices.

169.  On 10/11/02, Fitch Ratings placed the Company on Rating Watch Negative and
issued a release stating:

In Fitch's view, the bigger challenge for Household will be replenishing lost

revenue resulting from the implementation of "Best Practices.” An ability to

offset these revenues streams could pressure future profitability, which in turn
could put pressure on the current rating.
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170. Indeed, on 1/15/03, Household issued a Press Release announcing 4Q02 results.
Household reported net income of $388 million and EPS of $0.66, comparted to 4Q01 net income
of $549 million and EPS of $1.17, a 44% decrease in EPS.

VIII. ANDERSEN'S ROLE IN DEFENDANTS'
FRAUDULENT SCHEME AND UNLAWFUL COURSE OF CONDUCT

A, GENERAL

171.  Andersen, a worldwide firm of certified public accountants, was involved in various
facets of Household's business. Andersen audited Household's financial statements, prepared
Household's tax returns and provided consulting services on a wide range of topics throughout the
Class Period. Andersen examined and opined on Household's financial statements for FY97, FY98,
FY99,FY00 and FY01 and reviewed Household's interim results and releases. As aresult of the far-
reaching scope of services provided by Andersen, it was intimately familiar with Household's
business affairs, and its personnel were present at Household's Chicago headquarters on a year-round
basis. Andersen's Chicago office was routinely involved in the structuring and/or approval of the
practices and/or Offerings detailed herein.

172.  Andersen, however, turned its back on its responsibilities to Household investors and
the investing public and abandoned its professional standards by helping Household perpetrate the
massive accounting fraud alleged herein.

173.  Andersen falsely represented that Household's financial statements for FY97,FY98,
FY99, FY00 and FYO01 were presented in accordance with GAAP and that Andersen’s audits of
Household's financial statements had been performed in accordance with Generally Accepted
Auditing Standards ("GAAS"). Andersen also consented to the incorporation of its reports on
Household's financial statements in Household's Reports on Form 10-K for those years and in
Household's Registration Statements for the Céﬁipany's: (a) registration of over $75 billion of debt
securities, filed on 2/16/99, 7/01/99, 3/24/00, 9/13/00, 2/23/01, 5/03/01, 11/20/01, 12/18/01 and
4/09/02; and (b) registration of approximately 168 million shares of Household stock valued at
approximately $8 billion, declared effective or filed on or about 6/01/98. Andersen also consented

to the use of its name as an expert in each Registration Statement filed and issued pursuant to these
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offerings, including the Form S-4 registration statement used to consummate the Beneficial merger
(the "Beneficial Registration Statement"). Andersen's issuance of, and multiple consents to reissue
materially false reports on, Household's 1997-2001 financial statements were themselves violations
of GAAS.

174.  With respect to Household's financial statements for 2001, Andersen represented in
areport dated 1/14/02, the following:

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Shareholders of Household International, Inc.

We have audited the accompanying consolidated balance sheets of Household

International, Inc. (a Delaware corporation) and subsidiaries as of December 31,2001

and 2000, and the related consolidated statements of income, changes in preferred

stock and common shareholders' equity and cash flow for each of the three years in

the period ended December 31, 2001. These financial statements are the

responsibility of Household International, Inc.'s management. Our responsibility is
to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States. Those standards require that we plan and perform the
audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present

fairly, 1n all matenal respects, the financial position of Household International, Inc.

and subsidiaries as of December 31, 2001 and 2000, and the consolidated results of

their operations and their cash flows for each of the three years in the period ended

December 31, 2001, in conformity with accounting principles generally accepted in

the United States.

175. Andersenissued nearly identical audit reports for 1997 (issued 1/21/98), 1998 (issued
1/20/99), 1999 (issued 1/14/00) and 2000 (issued 1/15/01).

176. Andersen's reports were false and misleading due to its failure to conduct its audits
in compliance with GAAS and because Houschold's financial statements were not prepared in
conformity with GAARP, as alleged in detail in J]102-106 and 125-155, so that issuing the reports
was in violation of GAAS and SEC rules. Andersen knew its reports would be relied upon by

potential investors in Household securities. Throughout the same period, Andersen performed
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reviews of Household's quarterly financial stateménts, reviewed and approved Household's quarterly
Reports on Form 10-Q and reviewed, discussed and approved Household's press releases.
B. ANDERSEN WAS NOT INDEPENDENT

177. Household was an extremely important client to Andersen. In 2001 alone, Andersen
received $4.6 million in fees for services it provided to Household, of which $1.9 million related to
the audit fees and another $2.7 million related to its highly-profitable non-audit services, including
consulting work. In 2000, Andersen received $4 million in fees, of which $2 million related to audit
fees and $2 million related to non-audit services.. In 2000 and 2001, these fees were particularly
important to Andersen's partners, as their incomes were dependent on the continued business from
Household. Andersen's Chicago partners had a particular incentive and were under enormous
pressure to not only retain Household but inqrease the billings to the client, which generated
significant revenues for the Chicago office. Andersen partners assigned to the Household account
held regular meetings during the Class Period to discuss ways to sell more services and bill more
fees to Household.

178. Because Andersen partners could not increase the fees from Household fast enough
by performing traditional audit and accounting work, Andersen incentivized its partners to sell its
much more lucrative consulting services. Andersen tied part of its audit partners' compensation to
the solicitation and marketing of non-audit consulting services and creating other revenue-sharing
arrangements between audit and consulting partners groups. Andersen put tremendous pressure on
partners to generate more fees. A "depth chart” was developed for each audit client based upon the
level of services provided to that client. Partners received extra units (worth about $200,000 per
year) based on the additional services sold. Hundreds of Andersen partners were each earning in
excess of $1 million per year during the Class Period, based primarily upon the level of fees that each
individual partner "controlled” or sold to his or her assigned clients.

179. Professional Audit Standards promulgated by both the AICPA and the SEC require

that auditors be independent, objective and free of conflicts of interest. ET, §§54, 55, 102.
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C. ANDERSEN'S PARTICIPATION IN THE FRAUD IS CONSISTENT WITH ITS
PRIOR PARTICIPATION IN A SERIES OF MAJOR ACCOUNTING FRAUDS

180.  Andersen's egregious conduct surrounding the Household affair is hardly an isolated
incident. Andersen is a recidivist violator of the federal securities laws with a history of accounting
improprieties, conflicts of interest and document destruction in some of the most egregious cases of
accounting fraud in the history of the U.S. securities markets, its now-former client list making up
a veritable "who's who" of financial disasters.. Moreover, Andersen's conduct in these cases often
shares the same underlying themes as its conduct in the Household debacle. A nonexhaustive list
of Andersen's involvement in major accounting scandals follows:

(a) Enron. Andersen's intimate involvement in the world's most notorious
accounting scandal is now common knowledge. Indeed, the entire Andersen partnership was
convicted of obstruction of justice charges because of its felonious conduct, directed from Andersen
world headquarters in Chicago, the office which perpetrated the accounﬁng improprieties detailed
herein. As summarized by Judge Melinda Harmon of the Southern District of Texas:

Lead Plaintiff has identified numerous violations by Arthur Andersen of

GAAS, GAAP, risk factors for fraud, accounting rules, and rules of professional

conduct for accounts that Arthur Andersen violated. Yet Arthur Andersen certified

that Enron's financial statements for 1997-2000 were in compliance with GAAP and

its audits of the financial statements complied with GAAS.... Lead Plaintiff has also

alleged that Arthur Andersen destroyed documents to conceal its fraudulent

accounting. All of these constitute primiary violations under §10(b).

Furthermore Lead Plaintiff has alleged specific facts giving rise to a strong
inference of scienter. Arthur Andersen's comprehensive accounting, auditing, and
consulting services to Enron necessarily made it intimately privy to the smatlest
details of Enron's alleged fraudulent activity.

In ve Enron Corp. Secs., Derivative & ERISA Litig., MDL-1446, Civil Action No. H-01-3624
Consolidated Cases, 2002 U.S. Dist. LEXIS 25211, at *706 (S.D. Tex. Dec. 20, 2002).!
(b  Worldcom. Worldcom was a telecommunications giant that reported steilar

revenue, net income and EPS growth in the latter half of the 1990s and into 2002. The growth

caused Worldcom's stock price to soar and enabled it to compile over 70 acquisitions and raise

"'Judge Harmon also noted "several similar prior fraudulent audits of other companies, establishing
a pattern of such conduct, and the SEC's and courts' repeated imposition of penalties on Arthur Andersen and
its employees ...." Id.
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billions of dollars from public investors. All along, Andersen audited — or, rather, "cooked" ~
Worldcom's books. Worldcom is now bankrupt. Worldcom's precipitous fall into the largest
bankruptcy ever has caused well over $100 biili_on in damages to investors. Andersen's complicity
in the fraud speaks for itself. Shortly before its bankruptey filing in 6/02, Worldcom admitted that
Andersen had overseen Worldcom's overstatement of income by $3.85 billion. By 9/02, Worldcom
had disclosed that more than $9 billion in previously-recognized revenue just did not exist when it
was recorded. On 11/04/02, the court-appointed bankruptcy examiner issued an interim report
detailing a "smorgasbord"” of questionable acdounting practices going back several years, stating:
"These issuesrelate to the culture, internal controls, management, integrity, disclosures and financial
statements." Andersen, Worldcom's auditor thi‘bughout this period, worked closely with Worldcom
senior executives for almost half a decade whi._'le this massive fraud took place.

(c) Dynegy. Like Enron aﬁd_Worldcom, Andersen audited Dynegy's financial
statements, which also were patently false and misleading to investors. These false and misleading
financial statements enabled Dynegy to issue ovér $1 billion in debt that is now nearly worthless and
caused billions of dollars of damages to persox:tj's':,ﬁrho were fraudulently induced into buying Dynegy
securities. That these financial statements Wéfe the product of fraud is not open to debate. On
9/24/02, the SEC announced:

The Commission fhas] found that Dynegy engaged in securities fraud in
connection with its disclosures and accounting for Project Alpha, and negligently
included materially misieading information about the round-trip energy trades in two
press releases it issued in early 2002.... Dynegy, without admitting or denying the
Commission's findings, has agreed to the entry of the cease-and-desist order and to
pay a $3 million penalty in a related civil suit filed in U.S. district court in Houston.

In 11/02, Dynegy restated results for 1999 through 2001. On 1/31/03, Dynegy announced its second
major restatement in three months, stating that it would revise results for 1999 through 2001 and the
first three quarters of 2002 as a result of a reaudit that would reduce net income by $431 million over
the four-year period. |

(d) Qwest. Qwest has been forced to restate all of its financial statements for

1999 through 2001 — the entire length of its engagement with Andersen! Once again, this fraud took

place while Qwest was being audited by Andersen. Further, Qwest is now the subject of
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Congressional, SEC and Department of Justice investigations into its accounting manipulations.
Qwest's defense is that it relied on the advice of its accountants — Andersen. The falsity of Qwest's
financial reporting is clear. Notably, in 9/02, Qwest announced that its restatement would erase $950
million in revenue (later revised to $1.86 billiqn). ’Ihe vast majority of this restated revenue was
booked in so-called "swap" transactions that Qwest never registered as revenue until it hired
Andersen. Many of these swaps were made with another Andersen client, the now-defunct Global
Crossing (see below). Furthermore, in 8/01, Qwest was required by the SEC to amend its FY00
Report on Form 10-K to include a disclosure that its 2000 results had benefited from a pension credit
of $299 million, or $182 million after tax, in FY00, compared to a charge of $8 million in 1999 —
again, a transaction permitted by Andersen. On, '_7./,20/01, Qwest admitted that its classification of
costs had been incorrect such that cost of sales had been overstated and Sales, General &
Administrative ("SG&A") expenses had been understated.

()  Global Crossing. Global Crossing, the bankrupt fiber-optic network operator,

once had a $38.9 billion market value — but aéﬁ{n, its stock value was based on false financials
certified by Andersen. Global Crossing sought protection from creditors on 1/28/02 after amassing
$12.4 billion in debt. The SEC and the Federal Bureau of Investigation have began examining
Global Crossing's accounting — accounting appfdved by Andersen — afier a former vice-president of
finance alleged that the company inflated re_ikéﬁﬁe from leasing space on its lines while under-
reporting costs for buying space on rivals' networks — the very same "swap" transactions as Qwest.
When these bogus revenue figures were erased, Global Crossing was revealed to be a financial
disaster and never would have been able to secure public funding of its operations had it told the
truth.

() Waste Management. In 1998, Waste Management restated its 1992 through

1996 financial statements, which had been'aﬁdited by Andersen's Houston office, revealing a
massive fraud that included the overstatement of profits by as much as $1.7 billion. At the time, this
was the largest restatement of earnings in history. In 6/01, as a result of its egregious behavior
associated with its audits of its Waste Management client, the SEC hit Andersen with the first anti-

fraud injunction in 20 years and the largest civil penalty ($7 million) in SEC history for an
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accounting firm. The SEC also required Andersen to sign a consent decree promising to refrain from
wrongdoing in the future. Andersen partner Goolsby signed that agreement. Andersen knew its
ongoing conduct with another client, Enron, violated the agreement when it was signed. As with
Enron, Andersen's willingness to keep quiet about fraudulent accounting to protect the huge fees it
earned played a significant role in Waste Management's ability to perpetrate one of the largest
accounting frauds in history. Andersen recogn"ized Waste Management's "aggressive" accounting
as early as 1988, according to SEC documents, and by 1993, Andersen had documented that Waste
Management was a "high-risk client" and that the client inflated profits by more than $100 million.
However, during the same time frame, Andersen was relentlessly marketing its consulting services
to the client, resulting in consulting fees more than double the size of the audit fees. Even when
Waste Management refused to fix the improper accounting practices recommended by Andersen in
prior years, Andersen caved in and continued to sign off on the company's annual audits. This went
on for the next three years. According to the SEC, those decisions were backed at the highest levels
at the same Andersen office that audited Household's financial statements. These decisions were
backed by Andersen's Practice Director, the firm's Managing Partner and the Audit Division Head
for the firm's national office in Chicago. Several parallels exist between the conduct of the Chicago
office of Andersen in Waste Management, Enron and here. For example: Enron and Waste
Management were major Andersen clients that generated millions of dollars in fees each year.
Andersen's Chicago office participated in the audits of Waste Management, Enron and Household.

(g2  Sumbeam. In 5/01, the SEC filed an injunctive action against Andersen
partner Phillip E. Harlow, the former engagement partner on the Sunbeam account, for authorizing
the issuance of unqualified audit opinions on Sunbeam's 1996 and 1997 financial statements, even
though he was aware of many of the company's accounting improprieties and disclosure failures.
In 2001, Andersen paid $110 million to settle shareholder lawsuits in connection with Sunbeam's
restatement of six quarters of financial results. . Indeed, the SEC stated that Sunbeam's purported
turnaround was little more than accounting gimmicks, accomplished through the creation of
inappropriate "cookie-jar" reserves. In Sunbeani, as in Enron, Andersen's document destruction was

a common theme. In fact, an Andersen partner testified that, months after the restatements were
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announced and after shareholder lawsuits had been filed, the firm ordered its Fort Lauderdale
employees to dispose of any workpapers or cotrespondence that did not agree with the final
documentation of the Sunbeam restatement.

(h) Baptist Foundation of Arizona. In a suit filed by the Arizona Attorney

General, Andersen agreed to pay investors $217 million to settle a suit in connection with the 1999
failure of the Baptist Foundation of Arizona ("Foundation"), where an ongoing Ponzi scheme wiped
out $590 million of the savings of investors, many of them retirees. The Arizona authorities brought
the action to revoke the licenses of three Andersen auditors. Jay Steven Ozer ("Ozer"), one of the
senior partners on Andersen's audits of the Foundation, audited Charles Keating's ("Keating")
Lincoln Savings & Loan, described below. Ozer agreed to give up his Arizona accounting license.
Particularly egregious in the Foundation situation was the fact that outside CPAs and professionals
continued to warn Andersen for two years that they highly suspected fraudulent accounting at the
Foundation, yet Andersen completely ignored them. An accountant for the Foundation testified that,
more than two years before the bankruptcy, she met with Andersen and openly explained the nature
of the fraud. Subsequently, a Texas Baptist group became suspicious, called Andersen and told
Andersen about the suspected fraudulent adcounting at the Foundation. Additionally, a sole
practitioner CPA figured the fraud out in an afternoon by conducting a simple search of public
records, revealing that the company used to engage in transactions with the Foundation had a
negative net worth of approximately $106 million and couldn't possibly make good on the debt to
the Foundation. Calls were made to the Andersen office involved here and stated, ""You must
withdraw your unqualified opinion immediately. The company’s effectively broke. Call me."

(i) Colonial Realty Company, In the mid 1990s, the State of Connecticut revoked
Andersen's license to practice after investigating Andersen's conduct in its audits surrounding the
collapse of Colonial Realty Company, a national teal estate syndication firm. Central to the Colonial
Realty Company fraud was a Ponzi scheme that involved deliberate and grossly exaggerated
valuation of Colonial Realty Company prop§1_'ti_es. Andersen furnished unqualified opinions
supporting Colonial Realty Company's extravagant valuations and claims and assisted in preparing

private placement memoranda in connection with the public offerings that resulted in investors'
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sustaining substantial losses. As with Enron, after conducting an extensive investigation,
Connecticut's Attorney General concluded that Andersen employees destroyed incriminating
documents under the auspices of complying with Andersen's document retention policy.

() Lincoln Savings/ACC. Andersen was also associated with this infamous fraud
perpetrated by Keating. In 1984 and 1985, Andersen improperly issued "clean” or unqualified audit
opinions on the ACC/Lincoln Savings ﬁnanéial_ statements. Those opinions were included in
ACC/Lincoln Savings SEC filings and helped Keating promote an illusion of prosperity that was
used to market notes to investors. Thus, Andersen participated in the Keating fraud that bilked
investors out of over $500 million. In 1992, Andersen paid $30 million to settle the securities frand
action. Andersen, of course, did not learn a lesson from this experience. In fact, Ozer, an Andersen
partner and a member of the Andersen audit team on ACC/Lincoln Savings, went on to be a key
Andersen auditor on the aforementioned Foundation scandal.

181. These cases demonstrate that for years Andersen has demonstrated a callous, reckless
disregard for its duty to investors and the public trust. Andersen's conduct throughout this period
displays an uncaring, calculated cost/benefit approach to ignoring fraud and improper accounting in
its audit engagements. As the facts above indicate, Andersen remained, until the end, unrepentant,
choosing to fight these cases rather than actually rectify its improper behavior. In essence, Andersen
considered compromising its integrity and getting caught allying itself with management's interests
to be an ordinary and necessary cost of doing business.

D. ANDERSEN DISREGARDED MAJOR INDICATORS OF FINANCIAL
STATEMENT FRAUD AT HOUSEHOLD ("RED FLAGS")

Andersen Knew the Risk of Fraud Was Extremely High

182.  Andersen had direct knowledge of Household's improper accounting as alleged
herein. Andersen also knew that the risk of fraudulent financial reporting at Household was very
high. In designing and carrying out audit procedures, professional standards specifically require that
auditors assess the risk of material misstatement due to fraud. To that end, Andersen, pursuant to
Statement of Auditing Standards ("SAS™) No. 82 (AU §8§316, 110), was required to assess the risk

of fraudulent financial statements at Household. Andersen had a "responsibility to plan and perform
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the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud." AU §316 provides categories of fraud risk factors
that should be considered in making that assessment. Andersen knew that Household possessed
many of the risk factors delineated in AU §316.16-.18, including;:

Risk factors relating to management's characteristics and influence over the
control environment....

- A significant portion of management's compensation represented by bonuses,
stock options, or other incentives, the value of which is contingent upon the
entity achieving unduly aggressive targets for operating results, financial
position, or cash flow.

- An excessive interest by management in maintaining or increasing the entity's
stock price or earnings trend through the use of unusually aggressive
accounting practices.

- A practice by management of committing to analysts, creditors, and other

third parties to achieve what appear to be unduly aggressive or clearly
unrealistic forecasts.

* * #*

- Management setting unduly aggressive financial targets and expectations for
operating personnel,

AU §316.17(a).

183.  Andersenknew that Household management had not only an "excessive interest” but
a highly unusual interest in maintaining the Company's stock price. Household executives received
multi-millions of dollars in bonuses from hitting a series of stock-price targets based on Household's
compensation practices.

184.  Asdepicted in the following chart, Household experienced dramatic growth between
1997 and 2001. Note the following:

1997 1998 1999 2000 2001
Reported EPS $1.93 $2.30" $3.07 $3.55 $4.08

21998 EPS has been adjusted for a $118.5 million after-tax gain related to the sale of Beneficial
Corporation's Canadian operations and a $751 million after-tax charge related to the merger and integration
of Beneficial.

- 66 -




Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 75 of 163 PagelD #:370

Upon restatement, the EPS was reduced as follows:

1997 1998 1999 2000 2001
Restated EPS $1.86 $2.21 $2.95 $3.40 $3.91

E. ANDERSEN KNEW HOUSEHOLD'S DISCLOSURES WERE FALSE

185. Inaccordance with GAAS, Andersen was required to consider whether Household's
disclosures accompanying its financial statements were adequate. SAS No. 32, as set forth in AU
§431.02-.03, states:

02 The presentation of financial statements in conformity with generally
accepted accounting principles includes adequate disclosure of material matters.

These matters relate to the form, arrangement, and content of the financial statements

and their appended notes, 1nclud1ng, for example, the terminology used, the amount

of detail given, the classification of items in the statements, and the bases of amounts

st forth. An independent auditor considers whether a particular matter should be

disclosed in light of the circumstances and facts of which he is aware at the time.

.03 If management omits from the financial statements, including the
accompanying notes, information that is required by generally accepted accounting
principles, the auditor should express a qualified or an adverse opinion and should
provide the information in his report, if practicable, unless its omission from the
auditor's report is recognized as appropriate by a specific Statement on Auditing
Standards....

AU §431.02-.03.

186. The required disclosures include those concerning Household's illegal predatory
lending practices and the impact its reaging practices had on Household's reported results. As
detailed herein, Household's disclosures with respect to its accounting practices were woefully
inadequate.

187.  Further, auditors are required to-consider the effect of an illegal act on the financial
statements. If an auditor concludes that an illegal act has or is likely to have occurred, then the
auditor is required to evaluate the adequacy of disclosure in the financial statements of the potential
effects of the illegal act and should also consider if a loss contingency is required. AU §317.14-.15
states:

.14 The auditor should consider the effect of an illegal act on the amounts
presented in financial statements including contingent monetary effects, such as fines,
penalties and damages. Loss contingencies resulting from illegal acts that may be
required to be disclosed should be evaluated in the same manner as other loss
contingencies. Examples of loss contingencies that may arise from an illegal act are:

threat of expropriation of assets, enforced discontinuance of operations in another
country, and litigation.
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.15 Theauditor should evaluate the adequacy of disclosure in the financial
statements of the potential effects of an illegal act on the entity's operations. If
material revenue or earnings are derived from transactions involving illegal acts, or
if illegal acts create significant unusual risks associated with material revenue or
earnings, such as loss of significant business relationship, that information should be

)

considered for disclosure.

F. ANDERSEN VIOLATED PROFESSIONAL STANDARDS

188.

In addition to Andersen's improper departures from professional standards as

particularized above, Andersen also violated the following professional standards, among others.

189.

The bylaws of AICPA require that members adhere to the Principles and Rules of the

Code of Professional Conduct ("ET"). Andersen violated those rules, including the following:

ET §53 — Article I — The Public Interest

Members should accept the obligation to act in a way that will serve the
public interest, honor the public trust, and demonstrate commitment to
professionalism. '

ET §102 — Integrity and Objectivity

02 Knowing misrepresentations in the preparation of financial
Statements or records. A member_shall be considered to have knowingly
misrepresented facts in violation of rule 102 [ET §102.01] when he or she knowingly

a. Makes, or permits or directs another to make, materially false
and misleading entries in an entity's financial statements or records shall be
considered to have knowingly misrepresented facts in violation of rule 102
[ET §102.01] ....

ET §501 — Acts Discreditable

.05 501.4 - Negligence in the preparation of financial statements or
records. A member shall be considered to have committed an act discreditable to the
profession in violation of rule 501 [ET §501.01] when, by virtue of his or her
negligence, such member —

a. Makes, or permits or directs another to make, materially false

and misleading entries in the financial statements or records of an entity; or

b Fails to correct an entity's financial statements that are

materially false and misleading when the member has the authority to record
an entry, or

C Signs, or permits or directs another to sign, a document

containing materially false and misleading information.
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Additionally, AU §220 — Independence further states that:
.01  The second general standard is:

In all matters relating to the assignment, an independence in mental attitude is to be
maintained by the auditor or auditors.

.02 This standard requires that the auditor be independent; aside from

being in public practice (as distinct from being in private practice), he must be

without bias with respect to the client since otherwise he would lack that impartiality

necessary for the dependability of his findings, however excellent his technical

proficiency may be. However, independence does not imply the attitude of a

prosecutor but rather a judicial impartiality that recognizes an obligation for fairness

not only to management and owners of a business but also to creditors and those who

may otherwise rely (in part, at least) upon the independent auditor's report, as in the

case of prospective owners or creditors.’

190. One of Andersen's responsibilities as Household's independent auditor was to obtain
"[s]ufficient competent evidential matter ... to afford a reasonable basis for an opinion regarding the
financial statements under audit" as to "the fairnéss with which they present, in all material respects,
financial position, results of operations, and its cash flows in conformity with generally accepted
accounting principles." AU §§150.02, 110.01. In violation of GAAS, and contrary to the
representations in its report on Household's finangcial statements, Andersen did not obtain sufficient,
competent evidential matter to support Household's assertions regarding its income, assets, debt and
shareholders' equity for FY97, FY98, FY99, FY01 and FY0O1. Moreover, Andersen deliberately
ignored information indicating that Household's financial statements did not "present fairly" the
Company's financial position.

191. Due to Andersen's false statements, knowledge of the improper accounting, failure
to identify and modify its reports to identify Household's false financial reporting, and lack of
independence, Andersen violated the following GAAS standards:

(a) The first general standard is that the audit should be performed by persons
having adequate technical training and proficiency as auditors.

(b)  The second general standard is that the auditors should maintain an
independence in mental attitude in all matters relating to the engagement.

(c) The third general standard is that due professional care is to be exercised in

the performance of the audit and preparation of the report.
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(d) The first standard of field work is that the audit is to be adequately planned
and that assistants should be properly supervised.

(e) - Thesecond standard of field work is that the auditor should obtain a sufficient
understanding of internal controls so as to Iﬁlan the audit and determine the nature, timing and extent
of tests to be performed.

(f) The third standard of field work is that sufficient, competent, evidential matter
is to be obtained to afford a reasonable basis for an opinion on the financial statements under audit.

(g)  The first standard of reporting is that the report state whether the financial
statements are presented in accordance with GAAP,

(h)  Thesecond standard of reporting is that the report shall identify circumstances
in which GAAP has not been consistently observed.

(i) The third standard of reporting is that informative disclosures are regarded as
reasonably adequate unless otherwise stated in.j:he report.

() The fourth standard of reporting is that the report shall contain an expression
of opinion or the reasons why an opinion cannot be expressed.

IX. FALSE AND MISLEADING STATEMENTS
DURING THE CLASS PERIOD

A. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1997
192.  On10/23/97, Household announced 3Q97 financial results in a press release entitled
"Household Reports All-Time Record Results," which stated:"

Household International today reported record net income of $187.2 million for the
third quarter, up 34 percent from $139.9 million for the year-ago quarter. Earnings
per share rose 23 percent to a quarterly record of $1.70, compared with $1.38 a year
earlier. ~

* % %

William F. Aldinger, Household's chairman and chief executive officer, said
"We are pleased to announce another record quarter. Contributing to our good results
were wider margins, higher average managed receivables, and a continued focus on
efficiency, which more than offset the impact of higher credit losses."

"*The financial results and per-share amounts until 6/07/98 included herein are not adjusted for the
3:1 split that occurred on 6/01/98.
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193.  On10/24/97, these financial results and management's discussion of the results were

of Household, as follows:

Joel Gomberg (William Blair & Co.) Report of 10/24/97

Household reported third-quarter EPS of $1.70 ... and $0.02 better than our $1.68
estimate and that of consensus. Household continues to deliver on its commitment
for 20%-plus EPS growth. Earnings per share were better than expected due to
expense controls; however, internally generated loan growth was disappointing
during the quarter....

HI 1s growing at a rate in excess of 20%, yet trades at a 1998 P/E multiple that
represents a relative discount to its peer group and a 25%-plus discount to our long-
term growth rate. Foremost, we are attracted to this experienced senior management
team and its disciplined strategy to focus on a few high-margin businesses, to be a
leader in cost-management, skill at executing acquisitions, and conservative income
recognition and balance sheet management....

R

Management conveyed a more positive tone with respect to credit quality.... We
anticipate that the company's credit losses will remain lower than industry averages,
due to its co-branding strategy in the credit card area and high percentage of
consumer finance receivables backed by residential real estate. Lastly, Household's
significant loan-loss provision levels during the past couple years have provided

loan-loss reserve coverage well above peer levels and management earnings
flexibility in 1998.

* ok %

Profitability is strong because the typical HFC customer will pay a higher price for
personal service and is more sensitive to the payment amount than interest rate.
Management also has instilled a very sales-oriented culture, supported by an
aggressive incentive compensation structure.

repeated to the market in analysts' reports. In addition to artificially inflating the price of Household
shares, defendants' false statements also had the effect of misleading analysts who relied on these

misleading representations in issuing very positive reports and advising investors to purchase shares

194,  On 11/13/97, Household filed with the SEC its 3Q97 Report on Form 10-Q, signed

defendant Schoenholz.
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195.  On 12/08/97, defendant Aldinger visited the offices of William Blair & Co., after
which analyst Joel Gomberg issued a very positive report on Household the next day, reiterating his
long-term Buy rating on the stock. The report stated, in part, that:

The meeting {with Aldinger] reinforced our positive view of Household.

* ok %

Bill Aldinger is confident that the company will deliver on its commitment

of 20% or better EPS growth in 1998. We are maintaining our 1998 EPS estimate

of §7.95, up 22% from our 1997 EPS estimate of $6.50. We expect 1998 to represent

the seventh consecutive year of 20%-plus EPS growth.... Investors are likely to focus

oninternally generated loan growth during the next few quarters. Loan growth is the

key that drives revenue and earnings growth over the long term and represents a

catalyst to drive the stock higher.

196.  The statements made by defendants in 19192-195 above were each materially false
and misleading when made. As set forth in §{51-1535, the true facts, which were then known to or
recklessly disregarded by defendants, based on their review of Household's internal operating data,
were:

(a) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:

1) Misrepresenting the interest rates and savings associated with loans
by providing deceptive and nonconforming loan documents to borrowers that were designed to
obscure actual loan amounts and interest rates (]§55-60);

(i1) Failing to disclose "discount points” that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans (]161-67);
(iii) Concealing the existence of prepayment penalties (§168-70);
(iv) Using such practices as fraud and forgery to sell ancillary products,
such as life, disability and other types of credit insurance (4971-74); and

(v) Nllegally "up-selling" second loans with exorbitant interest rates (475-
82).

(b) As set forth in §Y51-106, defendants were engaged in a sophisticated and

fraudulent predatory lending scheme.
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(¢)  Asset forth in §107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring" delinquent loans to make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.

Although defendants characterized "reaging" as a customer service, in fact, the Company used it to:

(i) Manipulate its reported delinquency ratios and delay or prevent charge-
offs (9107-133);
(ii) Cross-sell or up-sell additional loans or lines of credit (107-116);
and
(iii) Convert customers' unsecured loans into loans secured by their homes

or cars without disclosing this information to them (§116). In addition, as detailed in §§111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.

(d)  The Officer Defendants designed the predatory lending practices and reaging
of delinquent accounts, allowing the Company to:

(1) Understate its true levels of delinquencies, such that any financial
metrics that were dependent upon delinquencies or defaults and important to investors as a measure
of Household's health, including credit loss reserves, were also materially false and misleading
(99125-133);

(ii) Under-report non-performing assets and misreport credit quality
(Y9125-133);

(iii) Consistently report lower loan loss reserves by improperly lowering
defaults and prepayments (]9102-106 and 125-133);

@av) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (19102-106, 125-133 and 154-
155); and

(v) Artificially inflate reported revenues and EPS throughout the Class
Period (14102-106 and 125-153).
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(e) As set forth in §134-155, throughout the Class Period, defendants engaged
in improper accounting for Household's credit card co-branding, affinity and third-party marketing
agreements, causing Household to overstate its finance income, securitization income and fee income
and misstate certain of its expenses, resulting in an overstatement of net income.

() In addition to the false and materially misleading financial data, the
Company's SEC filings also concealed the true risks of investing in Household, including the risk
of investing in a company that was not reporting its financial results in conformity with GAAP,
which disclosures were wholly ineffective and inappropriate and did not alert investors to the true
risks of investing in Household securities.

() Household and the Officer Defendants had no basis to, and did not in fact,
believe Aldinger's forecasts of 20+% growth in EPS in FY98 and FY99 because they were
impossible to achieve in light of §9(a)-(g) above.

B. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1998
197. On 1/21/98, Household announced its FY97 results in a press release entitled

"Household EPS Grows More than 20% for 6th Consecutive Quarter” that stated, in part:
Household International today reported all-time record net income and earnings per
share for the fourth quarter and year ended December 31, 1997. Full-year earnings
per share of $6.50 rose 22 percent and net income increased 27 percent to $686.6
million.
Quarterly earnings per share totaled $1.98, a 22 percent increase from $1.62 for the
fourth quarter of 1996, on a greater number of average shares outstanding. Net
income rose 33 percent to an all-time quarterly record of $217.6 million, compared
with $163.6 million a year earlier.
William F. Aldinger, Household's chairman and chief executive officer, said,
"Household achieved another year of earnings per share growth in excess of 20
percent — the sixth consecutive year that we've done so. We grew revenues 18
percent and kept expenses essentially flat. We absorbed increased chargeoffs
consistent with industry-wide trends and further strengthened our credit loss reserves.
We also improved our return on managed assets. Our returm on equity exceeded 18
percent, even though we significantly increased our capital levels. Overall, it was a
terrific year."
Mr. Aldinger added, "1997 was not only a record year, it was a year of investing in
the long-term growth of our company. We acquired the consumer finance business
of Transamerica Corporation and ACC Consumer Finance, an industry leader in non-

prime auto finance. We expect both acquisitions to contribute to another record year
in 1998."
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198.

The Officer Defendants’ false statements also had the effect of misleading analysts

who relied on these representations in issuing very positive reports and advising investors to

purchase shares of Household, as follows:

Jennifer Scutti (Prudential Securities) Report of 2/18/98

Based on improving efficiency ratio levels, manageable credit quality, expanding
margins, and stable portfolio growth, we believe that Household International is
positioned to consistently generate earnings growth in the 18%-20% range over the
next two years.

* %k %

[Clross-selling of other Household products has helped to keep the "chum” rate on
loans low. The company, however, intends to include prepayment penalties
increasingly on current and future loan originations. In addition to helping keep
prepayments low, cross-selling has also supported portfolio growth for the company
as 40% of Household Finance Corp.'s home equity borrowers are private-label
cardholders, while 30% are bankcard customers.

The company has maintained a conservative posture as it has grown the business
slowly and deliberately While managing costs carefully....

* ok &

Broad funding strategy offers flexibility and supports growth. The company
has maintained a broad funding strategy, utilizing securitizations, commercial paper,
and medium- and long-term debt. Currently, 40% of funding is due to securitization
activity, which we believe could fall to 35% over the next few quarters.

199.

On 3/13/98, the Company, through its subsidiary, HFC, caused to be declared

effective a registration statement on Form S-3, registering for sale $3 billion of debt securities.

200.

On 3/30/98, Household filed with the SEC its FY97 Report on Form 10-K,, signed

by defendants Aldinger and Schoenholz, as well as the Director Defendants. In addition to

reiterating the same false representations as were made in the 1/21/98 corporate release, the FY97

Report on Form 10-K also stated that the Company's financial statements met the requirements of

Regulation S-X and incorporated by reference information specified by Item 302 of Regulation S-K.

that:

201.

Withrespect to its loan delinquencies and charge-offpolicies, defendants represented

Our focus is to continue using risk-based pricing and effective collection efforts
Sfor each loan. We have a process that gives us a reasonable basis for predicting the
asset quality of new accounts. This process is based on our experience with
numerous marketing, credit and risk management tests. We also believe that our
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frequent and early contact with delinquent customers is helpful in managing net
credit losses.

202. Additionally, Andersen issued a "clean" audit opinion on 1/21/98, which was
incorporated by reference into the Report on Form 10-K. Andersen stated that it had audited
Household's financial statements and Schedule 14(d) for FY97 in accordance with GAAS and opined
that they "fairly state[] in all material respects the financial data required to be set forth therein in
relation to the basic financial statements taken as a whole."

203.  On4/3/98, defendants Aldinger and Gilmer hosted the Company's annual Financial
Relations Conference for analysts and investors. Immediately after this conference, several analysts
issued very positive reports and encouraged inveéstors to purchase shares of Household as follows:

Joel Gomberg (William Blair & Co.) Report of 4/6/98

Management conveyed a positive tone ....

Management reiterated its profitability and growth targets. Bill Aldinger,
chairman and CEQ, is confident that the company will deliver on its commitment of
20% or better EPS growth in 1998 (its seventh consecutive year of 20%-plus earnings
growth). Management also reaffirmed several long-term financial targets....

Household appears on track to meet or exceed first-quarter estimates. Our
first-quarter EPS estimate is $1.5¢, compared with $1.30 a year ago.

We reaffirm our Long-term Buy recommendation. Management has a very
disciplined strategy to focus on a few high-margin businesses, be the low-cost
provider, and out execute the competition....

D. Hochstim (Bear Stearns) Report of 4/06/98

Gary Gilmer who is now the senior executive in charge of HFC presented a
review of the business. HFC continues to seek to generate loan growth by
1) increasing its new originations and 2) reducing payoffs. In addition to growth,
there is also a focus on maintaining credit quality. To increase growth, the company
plans to target its marketing efforts and refine its compensation system to encourage
the origination of more real estate secured loans. There has also been an increased
emphasis on selling real estate secured loans to existing unsecured customers (private
label and personal unsecured) in an effort to increase the proportion of real estate
secured lending.... The company plans to increase its originations of PHLs (personal
hOIi’lC loans) which are underwritten as unsecured loans but have some real estate as
collateral.

* & *

A range of initiatives — increased customer contact, increased manual underwriting,
and further refinements of loss prediction and account management tools ....
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204. On 4/23/98, Household announced its 1Q98 financial results in a press release
entitled, "Household International Reports First Quarter Net Income Up 30%, to a Record $170
Million,” which stated, in part, that:

Household International today reported first quarter net income rose 30 percent to

a record $170.3 million, compared with $131.5 million for the first quarter of 1997.

Earnings per share increased 18.5 percent to a record $1.54 from 31.30 a year ago.

William F. Aldinger, Household's chairman and chief financial officer, said, "Our

first quarter results reflect improving fundamentals in our two largest businesses.

The strong growth 1n earnings was driven by an expanded net interest margin, higher

receivables and improved efficiency...."

205. The Officer Defendants' false statements regarding the Company's better-than-
expected, "record" financial results also had the effect of misleading analysts, who relied on these
representations in issuing very positive reports and advising investors to purchase shares of
Household, as follows:

Joel Gomberg (William Blair & Co.) Report of 4/23/98

Household reported first-quarter earnings per diluted share of $1.54 ... $0.04
better than our $1.50 estimate, and $0.02 above the Street consensus of $1.52,

The company is optimistic about credit card growth in 1998, with plans to increase
its marketing budget significantly.

* ok ok
Management conveyed a positive tone with respect to credit quality.

206.  On5/12/98, Household filed with the SEC its 1Q98 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations as were made in the
4/23/98 corporate release, the 1Q98 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation.”

207.  On 6/30/98, Household acquired Beneficial in a stock-swap deal valued at over $8

billion. Houschold issued over 168 million shares of common stock.
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208. On or about 7/20/98, the Company, through its subsidiary, HFC, caused to be
declared effective, a registration statement on Form S-3, registering for sale $5 billion of debt
securities.

209. On 7/22/98, Household announced 2Q98 results in a press release entitled,
"Household Intemnational Reports Second Quarter Income of $249.4 Million and Earnings Per Share
of $.49, Before Merger Charge,” which stated:'*

Household International today reported second quarter income of $249.4 million and

carnings per share of $.49, for the combined operations of Household and Beneficial

Corporation before costs related to the merger, completed on June 30, 1998, and

related integration.... Including the $1 billion pretax merger charge. Household

incurred a loss for the quarter of $501.6 million, or $1.03 per share. Net income for

the second quarter of 1997 was $238.6 million, and earnings per share were $.50.

Before giving effect to the merger, Household's earnings per share would

have been a second quarter of $.61, a 24 percent increase over the year-ago quarter.

Beneficial's earnings per share would have been $.81 for the second quarter of 1998,

compared to $1.61 a year ago, which included $.59 of securitization and other

nonrecurring gains.
William F. Aldinger, Household's chairman and chief executive officer, said

... "T am really excited about the company's prospects. The Beneficial acquisition

strengthens many of our key businesses, provides significant opportunities fo

improve efficiency and gives us a platform for additional revenue growth."”

210. Based on these purported positive results, shares of Household traded to over $51.62
per share, before closing at $51.25 per share that day. In addition, many analysts covering the stock
issued or reiterated “"Buy" recommendations on shares of Houschold.

211.  On or about 8/03/98, the Company, through its subsidiary, HFC, caused to be
declared effective, a registration statement on Form S-3, registering for sale $3 billion of debt
securities.

212, On 8/14/98, Household filed with the SEC, its 2Q98 Report on Form 10-Q, signed
by defendant Schoenholz. In addition to reiterating the same false representations as were made in

the 7/22/98 corporate release, the 2Q98 Report on Form 10-Q also stated, in part, that the unaudited

quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of

"“Since the Beneficial merger was accounted for as a pooling of interests, all prior and current period
information reflect the combined companies' results. In addition, EPS data have been restated to reflect
Houschold's three-for-one common stock split effective 6/01/98.
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management, all adjustments (consisting of normal recurring accruais) considered necessary for a
fair presentation.”

213.  On 9/2/98, BT Alex. Brown Incorporated ("BT Alex. Brown") hosted a conference
call with defendant Schoenholz and industry analysts, after which they also issued very positive
reports and encouraged investors to purchase shares of the Company, stating:

Mark Alpert (BT Alex. Brown) Report of 9/2/98

Maintain "strong buy" investment rating, with target price of $65, or 20x our 1999
EPS estimate [at $3.25].

*# * *

As a result of expected synergies from the merger, the Company recently
endorsed 20% EPS growth for 1999 and 2000 and set a 17% growth target in 2001....

We are maintaining our EPS estimates of $2.27 in 1998 and $3.25 in 1999
(fully pooled). Our target price remains $65 (on a 12-month horizon) or 20x our
1999 EPS estimate....

E I

Loan Growth ... is running about 10-12%, and while retention is an issue
(prepayments), it's less of a problem than earlier (helped by the problems of the
monoline competitors)....

214,  On 10/22/98, Household announced 3Q98 results in a press release entitled,
"Household International Reports Record Third Quarter Results," which stated, in part, that:

Household International today reported net income rose 20 percent to a third-
quarter record of $318.0 miliion, compared with $264.7 million for the third quarter
of 1997. Earnings per share increased 19 percent to a third-quarter record of $.63
from $.53 a year ago.

William F. Aldinger, Household's chairinan and chief executive officer, said, "Our
tight focus on our core markets, our conservative capital base and our disciplined
approach to funding and liquidity management enabled Household to achieve
record earnings for the quarter.

Commenting on Household's results for the quarter, Mr. Aldinger added, "The

company’s operating results were solid with 6 percent annualized receivable growth,

margin expansion and improving efficiency. Credit quality was within expectations

and reserve coverage remains conservative,"

215. Onorabout 11/13/98, Household filed with the SEC, its 3Q98 Report on Form 10-Q,
signed by defendant Schoenholz. In addition to reiterating the same false representations as were

made in the 10/22/98 corporate release, the 3Q98 Report on Form 10-Q also stated, in part, that the
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unaudited quarterly financial results were prepared in accordance with GAAP and included, "in the
opinion of management, all adjustments (consisting of normal recurring accruals) considered
necessary for a fair presentation.”

216. On 12/15/98, after meeting with management of the Company, BT Alex. Brown
analyst Mark Alpert issued a "Strong Buy" recommendation on shares of Household and stated that
recent weakness in the Company's shares appeared "unwarranted." Notwithstanding that stocks in
the banking and subprime lending industry were trading lower, the BT Alex. Brown report entitled
"Visit With Management In Chicago Convinces Us That The Story Is Sound" stated, in part, that:

Stock price weakness appears unwarranted, in our view. All businesses with the

exception of U.S. Visa and MasterCards are performing well and generally producing
ROEs of at least 20%.

* # *

Balance sheet is very strong (capital and reserves), in our opinion.

& * *

We believe stock is very undervalued. We reiterate our $53 target price (12 month
horizon) and "strong buy" investment rating on the shares.

PR T

Household is reducing its usage of securitizations to alleviate accounting concerns

(gain on sale). Securitizations are about.30% of receivables, down from a past target

of 35%-40%. The Company hasn't securitized a home equity loan in 2 years.

217. The statements made by defendants in 1197-209 and 211-215 above were each
materially false and misleading when made. As set forth in§951-153, the true facts, which were then
known to or recklessly disregarded by defendants, based on their review of Household's internal
operating data, including information provided to them by Household's Vision system, were:

(a) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:
(1) Misrepresenting the interest rates and savings associated with loans

by providing deceptive and nonconforming loan documents to borrowers that were designed to

obscure actual loan amounts and interest rates (155-60);
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(i1) Failing to disclose "discount points" that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans ({61-67);
(ii1) Concealing the existence of prepayment penalties ({68-70);
(iv) Using such practices as fraud and forgery to sell ancillary products,
such as life, disability and other types of credit insurance ({71-74); and
(v) legally "up-selling" second loans with exorbitant interest rates (75-
82).
{b) As set forth in {51-106, defendants were engaged in a sophisticated and
fraudulent predatory lending scheme.
(c) As set forth in §9107-133, defendants improperly engaged in the practice of
"reaging” or "restructuring" delinquent loans fo make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.

Although defendants characterized "reaging" as.a customer service, in fact, the Company used it to:

(i) Manipulate its reported delinquency ratios and delay or prevent charge-
offs (107-133);
(i1) Cross-sell or up-sell additional loans or lines of credit (§§107-116);
and
(iii) Convert customers' unsecured loans into loans secured by their homes

or cars without disclosing this information to them (§116). In addition, as detailed in {f111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.
(d) The Officer Defendants designed the predatory lending practices and reaging

of delinquent accounts, allowing the Company to:
(1) Understate its true levels of delinquencies, such that any financial
metrics that were dependent upon delinquencies or defaults and important to investors as a measure
of Household's health, including credit loss reserves, were also materially false and misleading

(9125-133);
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(ii) Under-report non-performing assets and misreport credit quality
(1125-133); |
(iii) Consistently report lower loan loss reserves by improperly lowering
defaults and prepayments (]§102-106 and 125-133);
(1v) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (1102-106, 125-133 and 154-
155); and
v) Artificially inflate reported revenues and EPS throughout the Class
Period (§9102-106 and 125-153).

(e) As set forth in 1134-155, throughout the Class Period, defendants engaged
in improper accounting for Household's credit card co-branding, affinity and third-party marketing
agreements, causing Household to overstate its fifiance income, securitization income and fee income
and misstate certain of its expenses, resulting in an overstatement of net income. Due to defendants'
improper accounting, the Company was forced to restate earnings for an eight-year period from 1994
through 2Q02. As set forth in 9134-153, deféndants have admitted that Household's results for

FY97 were materially false and misleading and have restated these results as follows:

DILUTED EPS
As Reported Restated Difference
FY97 $1.93 $1.86 <$0.07>

§3) In addition to the false and materially misleading financial data, the
Company's SEC filings also contained inadequate risk disclosures that did not disclose the true risks
of investing in Household — specifically, the risk of investing in a company that was not reporting
its financial results in conformity with GAAP. In addition, and as a result thereof, the purported risk
disclosures were wholly ineffective and inappropriate and did not alert investors to the true risks of

mvesting in Household securities.
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C.

DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 1999

218.  On 1/20/99, Household issued a press release entitled, "Household International

Reports Q4 and Full Year Results," which stated, in part, that:

Household International today announced that it achieved record net income and
earnings per share for the fourth quarter ended December 31, 1998. Net income
of $349.9 million was up 71 percent from $204.8 million recorded in 0497, and
reported EPS of 8.71 was up 73 percent from 3.41 reported in 0497....

% * *

Receilvables of the company's core consumer finance businesses, other than bankcard,
grew 12 percent from a year ago and three percent sequentially.

* % *

The company’s managed net interest matgin widened to 8.03 percent, up from 7.92
percent in the prior quarter and 7.80 percent a year ago. The sequential quarter and
year-over-year improvement resulted from higher yields on unsecured products and
lower funding costs, partially offset by the effect of a shift in mix toward secured
products.

219.

Based on these purported positive results, shares of Household rallied, climbing

almost $3.00 per share, to close trading at $44.50 per share, on heavy trading volume of 3.4 million

shares.

220.

On 1/26/99, Household senior management held a meeting with analyst Warburg

Dillon Read, who met with each of the Company's business line managers. Based on representations

at this meeting, analyst Thomas Hanley issued a positive report that stated, in part:

Thomas Hanley (Warburg Dillon Read) Report of 1/27/99

[T]he outlook for growth looks strong The consumer finance operation is doing
better than anticipated ...

* * *

At the meeting, senior management outlined their financial objectives for
1999, including earnings per share of $3.00-$3.10, a return on managed assets of
1. 70%-1 90%, a return on common equity of 20%- 22%, an effimency ratio of 35%,
and core receivable growth of 8%-10%. We believe these goals are quite achievable.

221.

On 2/16/99, the Company, through its subsidiary, HFC, caused to be declared

cffective, a registration statement on Form 8-3, registering for sale $6.05 billion of debt securities.

-83 .-




Case 1:02-cv- 05893 Document #: 50 FlledFE)3/O7/03 Page 92 of 163 PageID #: 387

222, The matenally false and misleading statements issued by defendants had their
intended effect, and, on 3/09/99, Duff & Phelps Credit Rating Co. reaffirmed all credit ratings for
Household and its subsidiaries, publishing a press release that stated, in part:

The reaffirmation is based upon the expectation that Household's capital measures

will be maintained in the targeted range, particularly tangible equity-to-tangible

managed assets (TEMA) of 7 to 7.25 percent and managed debt-to-tangible equity

(leverage) of 12.5 to 14 times, Household's TEMA and leverage ratios are currently

at the lower end and higher end, respectively, of its peers. Positively, recent shifts in

the receivables portfolio to less risky dSsets such as real estate-secured loans and a

reduction in higher-risk credit card receivables, are supportive of the current capital

targets....

The renewed focus on higher-risk customers should bring higher yields, but greater

risk, to the managed portfolio. Partially offsetting this higher risk is the

aforementioned shift in asset mix towards lower-risk real estate-secured product.

Given the continuing competitive environment and the focus on higher-risk

customers, it is important that Household accurately identify and price for risk in

the origination process.

223. The following day, 3/10/99, The Wall Street Journal reported that Household had
announced its institution of a repurchase of $2 billion worth of shares, whereby defendants would
cause the Company to repurchase up to 10% of Household's outstanding shares. According to The
Wall Street Journal, defendant Aldinger stated that the reason for the share repurchase was that
shares of the Company were "undervalued.”

224. Following the publication of these releases on 3/9/99 and 3/10/99, shares of
Household rallied over $4.00 per share, to close trading above $45.81 per share, on heavy trading
volume of 3.5 million shares traded on 3/10/99,

225. On 3/30/99, Houschold filed W_ith the SEC its FY99 Report on Form 10-K, signed
by Aldinger, Schoenholz and the Director Defendants. In addition to reiterating the same false
representations as were made in the 1/20/99 corporate release, the FY99 Report on Form 10-K also
stated that the Company's financial statements met the requirements of Regulation S-X and
incorporated by reference information specified by Item 302 of Regulation S-K.

226. Withrespectto its loan delinquencies and charge-off policies, defendants represented
that:

Qur focus is to continue using rvisk-based pricing and effective collection efforts

Jfor each loan. We have a process that gives us a reasonable basis for predicting the
asset quality of new accounts. This process is based on our experience with
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numerous marketing, credit and risk manhagement tests. We also believe that our

frequent and early contact with delinquent customers is helpful in managing net

credit losses.

227. Andersenissued a "clean" audit opinion on 1/20/99, incorporated by reference in the
Report on Form 10-K. Andersen stated that it had audited Household's financial statements and
Schedule 14(d) for FY98 in accordance with GAAS and opined that they "fairly state[] in all material
respects the financial data required to be set forth therein in relation to the basic financial statements
taken as a whole."

228, Inlate 3/99 and early 4/99, Aldinger and other senior management participated in a
series of conferences and one-on-one analyst meetings, during which defendants again reassured
analysts about the strength of Household's busitiess. After these meetings, analysts issued reports
stating:

Mark Alpert (BT Alex. Brown) Report of 3/30/99

Focus is on top line revenue growth (est. 10%-12% in 1999) and consistent long-term
earnings growth of at least 15%, in our opinion.

* % L]
Our target price is $55 or approximately 15x our 2000 estimate (on a 12-18 month
horizon). We reiterate our "strong buy" rating.

* ok ok

Management remains comfortable with consensus EPS estimates for 1Q99 ($0.62),
full year 1999 (in a range of $3.00-$3.10), and full year 2000 (growth of about 16%).

* . k%

There is a new emphasis on cross-selling. For example, Houschold has begun to
offer "preapproved" credit cards to new home equity borrowers, and has experienced
a 70% acceptance rate in tests, at an acquisition cost of only $25 per account (about
1/4 the industry average). In addition, it booked $40 million in home equity loans in
February by cross-marketing to existing ¢redit card holders. The goal is to increase
the estimated 12% "wallet share" the Company holds on average of its 40 million
customers (home equity, auto, credit cards, and unsecured loans). Every 1% point
increase would translate into about $5 billion of receivables growth.

229.  On 4/22/99, Household announced 1Q99 results in a press release entitled,
"Household International Reports Record First Quarter Results,” which stated:

Household International today reported record first quarter operating income and
operating earnings per share. Net operating income rose 34 percent to $320.8
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million, compared with net operating income of $239.3 million a year ago. Earnings
per share increased 38 percent to $.65 from operating EPS of $.47 a year ago....

* * *

William F. Aldinger, Household's chairman and chief executive officer, said, "Strong
loan growth in our consumer finance business, improved efficiency and higher
income from our tax refund loan business led to the strongest first quarter in our 120
year history.... We have great momentum in this business."

%k om

Aldinger continued, "1999 is off to a very good start and we are on track to meet our
earnings and growth targets."

230. Following the publication of the release of purported record-breaking 1Q99 results,
Household traded above $51.00 per share. In addition, also helping to sustain the artificial inflation
in Household shares was a report by ABN AMRO, also published on 4/22/99, which proclaimed
Household the brokerage house's "top pick" and gave the Company's shares a near-term price target
of $65.00 per share. Prudential Securities also issued a "strong buy" rating on shares of Household
with a $62.00 near-term price target, raised from the prior target of $56.00 per share.

231.  On5/13/99, Household filed with the SEC its 1Q99 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations as were made in the
4/22/99 corporate release, the 1Q99 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation."

232. On7/1/99, the Company, through its subsidiary, HFC, caused to be declared effective
a registration statement on Form S-3, registering for sale $7.5 billion of debt securities.

233.  On 7/22/99, Household announced 2Q99 results in a press release entitled,
"Household International Reports Record Second Quarter Results,” which stated, in part, that:

Household International today reported that second quarter net income rose 31

percent to a record $326.9 million, compared with operating net income of $249.4

million a year age. Earnings per share increased 37 percent to a record $.67,

compared with operating EPS of $.49 a year ago. Cash basis EPS for the quarter
rose 28 percent.
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William F. Aldinger, Household's chairman and chief executive officer, said, "Our
results, a second quarter record, highlight the growth and improved profitability of
our consumer finance businesses...."

Aldinger continued, "Business fundamentals are strong and reflect the positive trends
we have seen since late last year. Our net interest margin percentage expanded
substantially, credit quality improved and costs remained well under control.
Receivable growth was strong in the consumer finance business. We have excellent
momentum."

Aldinger added, "Growth in the HFC and Beneficial consumer finance branch

business continues to improve and also gives us an excellent platform from which to

cross-sell many of our other products. Our 1,400 branches and 7,000 branch
employees give us a real advantage as we focus on satisfying more of our customers'

credit needs."

234. Following the publication of the release of purported record-breaking 1Q99 results,
shares of Household traded above $51.00 per share. In addition, also helping to sustain the artificial
inflation in Household shares was a report by Prudential Securities, on 7/23/99, which reiterated its
"strong buy" rating on shares of the Company and its $62.00 near-term share price target; and a
report by Warburg Dillon Read reiterating a "Buy," stating, in part:

Thomas H. Hanley (Warburg Dillon Read) Report of 7/22/99

HI appears to be firing on all cylinders. The ROE improved to 20.9% and the ROMA

increased to 1.78%. We find no fundamental reason the stock should trade at a
discount to its peers and we reiterate our Buy.

* K %
* Credit quality improved for the second consecutive quarter.
* % %

Overall, given the strong showing in the branches, we are very comfortable

with management's target of 10% core réceivable growth in 1999.... Consequently,

we remain comfortable with our EPS estimates of $3.05 in 1999 and $3.60 in 2000.

235.  On8&/16/99, Household filed with the SEC its 2Q99 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations as were made in the
7/22/99 corporate release, the 2Q99 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of

management, all adjustments (consisting of normal recurring accruals) considered necessary for a

fair presentation."”
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236.

In late 9/99 and early 10/99, Household participated in a series of conferences and

one-on-one analyst meetings at Company headquarters, during which defendants again reassured

them about the strength of the Company's business. After these meetings analysts reported, in part,

as follows:

Mark Alpert (Deutsche Banc Alex. Brown) Report of 9/30/99

[T]he fundamental businesses appear positioned the best they've been in several years
while the company's relative P/E ratio is at its lowest level since fall 1994,

* * *

by the negative sentiment stemming from rising interest rates. Nonetheless, business
remains as strong, if not stronger, than it has been in some time. Branch loan growth
appears to be running in the 12%-15% range, aided by the Beneficial integration, the
demise of securitizers, and the success of a new technology platform, VISION.

kK ok
We are maintaining our 1999 and 2000 EPS estimates of $3.07 nad $3.55,

respectively.... Our target price is 15x our 2000 EPS estimate, or $53 (on a 12-month
horizon).

* X *

Household's credit quality picture is actually improving. Home equity loans, which
are secured by property, represent about 70% of the branch loan portfolio, the hi ghest
percentage in recent history.

* * EJ

Household has spent about $90 million in the last two years on systems designed to
increase productivity and cross-selling in its branches. Houschold measures branch
productivity as "loans closed per account executive per month." This ratio has
increased 69% under the new platform known as VISION.

D. Hochstim (Bear Stearns) Report of 10/08/99

In a series of meetings with investors this week, Household's Bill Aldinger,
Gary Gilmer, and Bobby Mehta provided updates on the company's businesses.

Management appears optimistic about internally generated loan growth at
HFC and improved profitability as well as account and loan growth in the bankcard
business. Loans are expected to grow by about 2.5% in 3Q.

* * *

We continue to recommend purchase with a price target of $55 to $60.

* %k *
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Branch business growth has accelerated.... Beneficial branches account for
about 1000 of the company's 1400 branches and are now operated with Household's
compensation program. Compensation is up (roughly 2/3 is performance based) and
attrition is at the lowest level in years. The company's new VISION system enables
prescreened leads to be provided as desired to the branches based on a range of
criteria.

Loan production per branch has increased by about 25% from a year ago and
payoffs/liquidations have fallen by about 20%. Internally generated loans in the
branch system are growing at a 15% annualized rate .... The company also believes
that Fannie Mae's and Freddie Mac's efforts to expand into non-prime lending will
have little impact on Household's home equity lending as a result of the loans' lower
average balances and borrowers' payment problems. Household's focus is on helping
borrowers consolidate their debt. Nearly all borrowers are approached with offers,
almost none approach the company seeking credit. Customers ofboth the Household
and Beneficial branch systems are primarily payment sensitive.

* k%

[T]he company has begun to focus on using its proprietary information to refine its
marketing efforts and to attract customers and build business. For example, home
equity customers in the branches have been underwritten for credit cards. Branch
personnel are paid a fee for each card issued which reduces account acquisition costs
to $25 to $40. Underwriting is performed by the company's centralized systems.

237.  On 10/19/99, Household announced 3Q99 results in a press release entitled,
"Household International Reports Highest Quarterly Earnings in Company's History," which stated,
in part:

Household International today reported that third quarter net income rose 26

percent to a record $399.9 million, compared with 3318.0 million a year ago.

Earnings per share increased 32 percent to a record $.83, from $.63 a year ago.

William F. Aldinger, Household's chairman and chief executive officer said, "Our

quarter reflects excellent performance in all of our businesses, with the key drivers

being accelerating internal receivable and revenue growth. Retail consumer finance

growth was particularly strong. Looking ahead to the fourth quarter and into next

year, we see great momentum across all businesses, but most notably in our

HFC/Beneficial finance business. I am confident we will achieve our earnings goal

for this year and we are well positioned for next year."

238. Defendants' false statements had their intended effect, and following the
announcement of 3Q99 results, analysts from Bear Stearns ("The company delivered what it
promised: margin improvement, an increase in profitability, stable credit performance, and faster
internally generated receivable growth."), J.P. Morgan and ABN AMRO ("this is a 'blow out' for HL,"
reiterating Buy and top pick rating) on 10/19/99 again issued very positive reports and advised

investors to purchase shares of Household.
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239.  On 11/12/99, Household filed with the SEC its 3Q99 Report on Form 10-Q, signed
by defendant Schoenholz. In addition to reiterating the same false representations as were made in
the 10/19/99 corporate release, the 3Q99 Report on Form 10-Q) also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation."

240. Immediately following defendants' publication of these purported positive results,
shares of Household rallied almost $4.00 per share, to close trading at $44.13 per share, on heavy
trading volume of 1.2 million shares.

241. Taking advantage of the artificial inflation in the price of Household's stock, on
12/2/99, defendants announced in a press release that they had arranged to acquire Renaissance
Holdings, Inc. ("Renaissance”), a privately held credit card issuer formerly based in Beaverton,
Oregon, for $300 million in stock and cash. Following disappointing receivables growth in the
3Q99, down 21% year-over-year, analysts were quick to note that, while Household was paying six
times book value, the Renaissance acquisition was important to the Company because it supplied
much-needed growth.

242. The statements made by defendants in §9218-240 above were each materially false
and misleading when made. As set forth in J51-55, the true facts, which were then known to or
recklessly disregarded by defendants, based on their review of Household's internal operating data,
including information provided to them by the Vision system, were:

(a) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:
®) Misrepresenting the interest rates and savings associated with loans
by providing deceptive and nonconforming loan documents to borrowers that were designed to
obscure actual loan amounts and interest rates (]55-60);
(ii) Failing to disclose "discount points” that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans (Y161-67);

(iii) Concealing the existence of prepayment penalties (J§68-70);
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(iv) Using such practices as fraud and forgery to sell ancillary products,
such as life, disability and other types of credit insurance (§71-74); and

(v) Tllegally "up-selling" second loans with exorbitant interest rates (f{75-
82).

(b) As set forth in §{51-106, defendants’ fraudulent predatory lending scheme
persisted throughout the entire Class Period and eventually resulted in a $525 million charge against
Household's earnings, $484 million of which was for a nationwide settlement with state attorney
generals.

(c) As set forth in 49107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring” delinquent loans to make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.

Although defendants characterized "reaging” as a customer service, in fact, the Company used it to:

() Manipulate its reported delinquencyratios and delay or prevent charge-
offs (19107-133),
(ii) Cross-sell or up-sell additional loans or lines of credit (§§107-116);
and
(ii1) Convert customers' unsecured loans into loans secured by theirhomes

or cars without disclosing this information to them (116). In addition, as detailed in Yf111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.

(d) The Officer Defendants designed the predatory lending practices and reaging
of delinquent accounts, allowing the Company to:

(1) Understate its true levels of delinquencies, such that any financial
metrics that were dependent upon delinquenciés or defaults and important to investors as a measure
of Household's health, including credit loss reserves, were also materially false and misleading
(19125-133);

(ii) Under-report non-performing assets and misreport credit quality

(19125-133);
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(iii) Consistently report lower loan loss reserves by improperly lowering
defaults and prepayments (19102-106 and 125-133);
(iv) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (1102-105, 125-133 and 154-
155); and
(v) Artificially inflate reported revenues and EPS throughout the Class
Period (19102-106 and 125-153).

()  As set forth in §]134-155, throughout the Class Period, defendants engaged
in improper accounting for Household's credit card co-branding, affinity and third-party marketing
agreements, causing Household to overstate its finance income, securitization income and fee income
and misstate certain of its expenses, resulting in an overstatement of net income. Due to defendants’
improper accounting, the Company was forced to restate earnings for an eight-year period from 1994
through 2Q02. As set forth in 134-153, defendants have admitted that Household's results for
FY98 were materially false and misleading and have restated these results as follows:

63} Household and the Officer Defendants had no basis to, and did not in fact,
believe Aldinger's forecasts of 20+% growth in EPS in FY98 and FY99 because they were

impossible to achieve in light of {{(a)-(g) above.

DILUTED EPS
As Reported Restated Difference
FYO98 $1.03 $0.94 <50.09>

(g) In addition to the false and materially misleading financial data, the
Company's SEC filings also contained inadequate risk disclosures that did not disclose the true risks
of investing in Household — specifically, the risk of investing in a company that was not reporting
its financial results in conformity with GAAP. In addition, and as a result thereof, the purported risk
disclosures were wholly ineffective and inappropriate and did not alert investors to the true risks of

investing in Household securities.

-92 -




Case: 1:02-cv-05893 Document #: 50 Filed: ©3/07/03 Page 101 of 163 PagelD #:396

D.

"Household International Reports Best Quarter and Year in Its History," that stated, in part:

DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2000

243.  On1/19/00, Household announced 4Q99 and FY 99 results in a press release entitled,

Household International today reported. that fourth quarter earnings per share
increased 30 percent to a record $.92 from $.71 a year ago. Fourth quarter net
income rose 25 percent to a record $438.8 million, compared with $349.9 million
a year ago.

For the full year, Household reported record earnings per share of $3.07, which was
33 percent over 1998 operating earnings per share. Net income totaled $1.5 billion,
or 29 percent above the prior year's operating net income.

* * *

William F. Aldinger, Household's chairman and chief executive officer, said "We are
very pleased to report another record quarter, the culmination of an absolutely
outstanding year for Household. Growth and profitability in the quarter were
excellent and exceeded our expectations. Revenues were particularly strong."

Commenting on the full year results, Aldinger continued, "Our record earnings reflect
an outstanding year in our consumer finance business, a dramatic turnaround in our
MasterCard/Visa business, and strong results in all of our other businesses. We are
particularly pleased with excellent receivable growth in 1999, particularly in our
branches, while fully realizing all of the acquisition synergies of the Beneficial
merger. We move into the new year with a real sense of excitement, great
momentum throughout the company and strong competitive positions in each of our
businesses."

* % %

Credit quality improved from both the third quarter and a year ago.

* * *

Reserves to nonperforming loans were 100.1 percent at year end.

244. In addition to artificially inﬂatihé the price of Household's shares, defendants' false

statementis also resulted in analysts from Bear Steams (reiterating "buy™) and ABN AMRO

(reiterating "top pick" rating - "Credit Quality improved and charge off's have declined to levels not

seen since 1997; the outlook is for further improvement") issuing very positive reports on 1/19/00

and 1/20/00 and advising investors to purchase shares of Household.

245,

On 3/24/00, the Company, throﬁgh its subsidiary, HFC, caused to be filed (or declared

effective), a Registration Statement on Form S-3, registering for sale $11.261 billion of debt

securities.
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246.

On 3/28/00, Household filed with the SEC its FY99 Report on Form 10-K, signed

by Aldinger, Schoenholz and the Director Defendants. The FY99 Report on Form 10-K also

contained key financial indicators and representatidns regarding the operational condition of the

Company, in part, as follows:

that:

Qur return on average common shareholders equity ("ROE") rose to 23.5 percent in
1999 compared to 18.2 percent in 1998, excluding merger and integration related
costs and the gain on sale of Beneficial Canada and 17.3 percent in 1997. Our return
on average owned assets ("ROA") improved to 2.64 percent in 1999 compared to
2.29 percent in 1998, excluding the nonrecurring items, and 2.03 percent in 1997,
Our return on average managed assets ("ROMA") improved to 1.99 percent in 1999
compared to 1.60 percentin 1998, excluding the nonrecurring items, and 1.38 percent
in 1997. Including the merger and integration related costs and the gain on sale of
Beneficial Canada, ROE was 8.1 percent, ROA was 1.04 percent and ROMA was .72
percentin 1998. Qur operating net income, ROA, ROMA and ROE have increased
steadily over the past three years as a result of our focus on higher-return core
businesses and improved efficiency. We expect this trend to continue as we focus
on growth of these higher return core businesses.

247. Withrespecttoits loan delinquencies and charge-off policies, defendants represented

Our focus is to continue using risk-based pricing and effective collection efforts
for each loan. We have a process that gives us a reasonable basis for predicting the
asset quality of new accounts. This process is based on our experience with
numerous marketing, credit and risk management tests. We also believe that our
frequent and ecarly contact with delinquent customers is helpful in managing net
credit losses.

248.

In addition to reiterating the samé false representations as were made in the 1Q00

corporate release, the FY99 Report on Form 10-K also stated that the Company's financial statements

met the requirements of Regulation S-X and incorporated by reference information specified by Item

302 of Regulation S-K. The FY99 Report on Form 10-K also contained the "Management's Report”

(signed by Aldinger and Schoenholz), which represented to Household shareholders that the

consolidated financial statements for FY99 had been prepared in accordance with GAAP, had been

audited by Andersen and were an accurate representation of the Company’s financials for FY99.

249.

Additionally, defendant Andersenissued a clean audit opinion on 1/14/00, which was

incorporated by reference into the Report on Form 10-K. Andersen stated that it had audited

Houschold's financial statements and Schedule 14(d) for FY99 in accordance with GAAS and opined
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that it "fairly states in all material respects the financial data required to be set forth therein in
relation to the basic financial statements taken as a whole."

250. In a further effort to ensure that the Company could continue to manipulate
delinquencies and loan loss reserves, in a footnote to the FY99 Report on Form 10-K, Household
revealed that it had shifted over $6.7 billion in credit card receivables to its subsidiary, HFC, from
its banking unit, after federal banking regulations slated to go into effect would have resulted in the
Company stiffening credit charge-offs and delinquency reporting requirements for unsecured
consumer debt held. New regulations had an adverse effect on bank credit card issuers that were
competitors of Household. According to Household's FY99 Report on Form 10-K, however, "The
application of the new rules will not have an impact on our financial statements."

251.  On 4/05/00, defendants hosted their annual Financial Relations Conference with
analysts and investors, during which they provided additional guidance about the Company. Afier
this meeting, analysts again issued very positive reports and "Buy" and “Strong Buy"
recommendations on Household, in part, as follows:

Mark Alpert (Deutsche Banc Alex. Brown) Report of 4/05/00

The bullish tone at Household's recent 2 day investor conference confirmed our
confidence in our EPS outlook

Management reviewed trends across all business lines revealing continued strong
operating momentum throughout the company in 1Q00.

Technology continues to drive improved efficiency at the company and remains one
of management's primary focuses. We expect a continued high level of technology
investments by the company in 2000 to further drive efficiency improvements over
the next several years. [

Chairman and CEO Bill Aldinger affirmed expected EPS and receivables growth of
15% and 12%, respectively in 2000.

*® * *

We remain comfortable with our "street high" 1Q and full year 2000 EPS estimates
0f $0.78 and $3.55, respectively. We expect the company to report 1Q EPS on 4/19.
Maintain our STRONG BUY rating.

% ¥ %

Technology has been a core focus at HI since the mid 80's and is a main factor
in the improved efficiency at Household over the last few years. The VISION system
is a proprietary centralized platform that generates and prioritizes millions of new
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leads and routs them to the corresponding branch. This not only has driven cross-sell
opportunities, but also allowed the sales force to make more efficient targeted sales
calls. Additionally the system also identifies customers most likely to switch to
competitors. This accompanied by the company's customer care focus (which it
momentarily rewards employees based on) allows branch managers to better manage
customer retention levels.

R. Napoli (ABN AMRO) Report of 4/05/00
The company committed to 10% to 12% loan growth and 15% EPS growth in 2000.

Detailed segment presentations confirmed that this company is operationally "hitting
on all cylinders"

Much of the time was spent on HI's rapidly developing Internet and other technology
efforts (Vision loan management system), in our opinion, the technolo gy strength of
this business positively surprised attendees and should help the street view this
company as having a foot in the "New Economy."

We reiterate our Top Pick rating on HI and $65 target price.

L3 * *

The strongest growth in the branches will come from traditional home equity and the
PHL product. Home equity loans represented 36% of the portfolio up from 30% two
years ago. We believe this will continue to increase.

D. Hendrix (Friedman, Billings Ramsey & Co.) Report of 4/5/00

Yesterday's investor conference enhanced our confidence in Household's ability
fo meet or exceed the company's 15% EPS growth and 10-12% asset growth goals
Jor 2000. The message was resoundingly clear yesterday — strategic focus, coupled
with cost discipline and technological advancement will perpetuate asset and EPS
growth. Household is not only the most efficient diversified lender, but also the only
lender that offers a full complement of secured and unsecured products catering to
the middle-market, specifically sub-prime customer.

252.  On 4/19/00, Household announced 1Q00 results in a press release entitled,
"Household International Reports Record First Quarter Results,” which stated, in part:

Household International today reported that eamings per share rose 20 percent to a
first quarter record of $.78, from $.65 a year ago. Net income increased to $372.9
million, up 16 percent from $320.8 million in the first quarter of 1999, Cash
earnings for the quarter totaled $415 million.

William F. Aldinger, Household's chairman and chief executive officer, said, "This
was the strongest first quarter in our company's history, with all of our businesses
performing well, Revenue and reccivable growth were strong, and credit quality
continued to improve. To build upon the momentum that is evident in these results,
we increased our investment in marketing programs and e-commerce initiatives."

* % *
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"The year is off to a great start," Aldinger concluded. "We are seeing a continuation
of the very positive business trends that emerged in the second half of 1999. We
remain comfortable with our receivable, revenue and earnings per share growth
targets for 2000."

*  om %

Revenues grew 21 percent compared to the year-ago quarter, driven by significant
receivables growth, an expanded net interest margin and higher fee income.

253. These consensus-beating results also spurred analysts to issue additional positive
reports encouraging investors to purchase Household shares. On 4/20/00, William Blair & Co.
reiterated its long-term "Buy” rating and raised its 2000 EPS estimate to $3.53 per share from $3.50,
and Bear Stearns also reiterated its "Buy" rating oh Household shares and reiterated its near-term
price target of $60.00 per share.

254.  On5/10/00, Household filed with the SEC its 1Q00 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations as were made in the
4/19/00 corporate release, the 1Q00 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accoi'dailce with GAAP and included, "in the opinilon of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation.”

255.  On 5/18/00, after meeting with Household management, including CEQ Aldinger,
inPhiladelphia on 5/17/00, Deutsche Banc issued areport with a "Strong Buy" rating and highlighted
the Company's ability to leverage the existing customer base and the fact that Household's credit
quality remained stable and was contributing to growth and profitability, as follows:

LEVERAGING THE CUSTOMER BASE. A key to the Household growth story is

its potential to leverage the existing base of 45 million customers. Currently, the

cross-sell ratio is 1.2x, and management expects to bring that to at least 2x. It

estimates that it holds a 12% share of its customer wallet today, and that every 1%

increase would add $5 billion to receivables growth. Examples of leveraging the

customer would include 1) the branches are now selling 15,000 credit cards per

month (home equity borrowers are pre screened and offered a card), 2) the private

label business is generating 30% of the branch customers (as they are used for leads

to debt consolidation business), and 3) the 6 million of annual turndowns in the

private label card business are used to generate card business at the subprime

business of recently acquired Renaissance Holdings. Many of the new business leads

are generated by the company's technology-based VISION system, which holds data

on 200 million consumers, as much as some credit bureaus. Each day, branch
representatives have leads ranked by priofity and product.
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Deutsche Banc also called Household an "under appreciated 'growth™ story.

256. On 5/26/00, Bear Stearns also issued a report with a "Buy" rating on shares of
Household after participating in a conference call with the Company's Chief Information Officer,
Ken Harvey, who discussed the improvements in information technologies that gave defendants
greater loan monitoring and loss prevention controls and abilities, in part, as foliows:

The company has seen significant increases in productivity from the implementation

of its Vision system in HFC and Beneficial branches. New accounts grew by 39%

over the past year and there was a 69% increase in balances associated with new

accounts.

257. On 6/22/00, Deutsche Banc Alex. Brown issued a follow-up report on Household
focusing on the Company's denials of claims that it had engaged 1n predatory lending practices in
the face of the Department of Justice's announcement that it would institute an action against
Associates First, a competitor in the subprime lénding market. The Deutsche Banc Alex. Brown
report stated, in part:

We also believe that Household, while in many of the same markets as Associates,

has a different business model that is less likely to lead to similar legal problems.

We reiterate our STRONG BUY rating.

258. On 7/19/00, Household announced 2Q00 results in a press release entitled,
"Household International Reports Strongest Second Quarter in Its History, " which stated, in part:
Household International today reported that earnings per share rose to a second
quarter record $.80, up 19 percent from $.67 a year ago. Net income increased 17
percent to $383.9 mllllon from $326.9 million in the second quarter of 1999. Cash

carnings per share for the quarter totaled $.88.

"Our superb second quarter results were highlighted by outstanding receivables and

revenue growth and a significant improvement in credit quality," said William F.

Aldinger, Household's chairman and chief executive officer.

The company's managed receivables portfolio grew 22 percent from a year ago,

reaching almost $80 billion. The company added $4.5 billion of receivables in the

quarter, an increase of 6 percent. Revenues rose 20 percent compared to the year-ago
quarter. _

Aldinger continued, "Our record performance reflects strong sales and marketing

results in all of our businesses coupled with our continued focus on risk management

and operational efficiency."

Aldinger concluded, "Our results to date include significant investments in people,

technology and marketing to support future growth and profitability. While our plan

calls for additional investment in the second half of the year, we are comfortable in
our ability to achieve our 15 percent EPS growth target for 2000."

- 98-



()] [ ) T o g Ty ™ ~
Case: 1:02-cv-05893 Document #: 50 FiPé%T?“OS/O?/OS Page 107 of 163 PagelD #:402

259. Defendants' false statements had their intended effect, and following the
announcement of 2Q00 results, analysts at UBS Warburg ("company reaffirmed its 1 5% EPS growth

n, 1

target for 2000"; "[w]e believe HI shares represent a good value"; "reiterate our Buy rating”), Bear
Stearns (maintained "Buy" rating), William Blair & Co. ("Our Long-term Buy ... recommendation
is supported by management's disciplined strategy to focus on high-margin businesses, be the low-
cost provider, and its commitment to strong reserve and capital fevels.") and ABN AMRO ("Thereal
story was the cleanliness and quality of the reported earnings .... We reiterate our Top Pick rating
on this clean, easy to understand story.") again issued very positive reports and advised investors to
purchase shares of Household.

260. On8/11/00, Household filed with the SEC its 2Q00 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations made in the 6/19/00
corporate release, the 2Q00 Report on Form 10-Q also stated, in part, that the unaudited quarterly
financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation." |

261.  On 9/07/00, after meeting with CEQ Aldinger and heads of major Household
operating divisions at the Company's Chicago offices, Deutsche Banc Alex. Brown reiterated its
"Strong Buy" recommendation on the Company in its report, as follows:

Aldinger reiterated the sentiment that Household's businesses are stronger than ever.

He expressed comfort with an EPS growth rate of 15% for FY 2000, and a 13-15%
EPS growth target over the next 3-4 years.

3 * *

Fundamentally, ail of the metrics seem to be in place for a strong FY 2000 and 2001.
Management has set a three- to four-year EPS growth target range of 13-15%.
Internal receivables growth is running above the high-end of management's target of
12-15%.

In the aftermath of Citigroup's agreement to acquire Associates First, Household
gains scarcity value, in our opinion, and management will be under greater scrutiny
to enhance shareholder value. We reiterate our target price of 15x our 2001 EPS
estimate of $4.00, or $60 (on a one year honzon) We continue to rate the shares a
STRONG BUY.
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Household's home equity portfolio is the strongest that it has ever been ($34.0 billion
in receivables), with 80% of the growth coming from the secured portfolio. Key
drivers of internal growth are Household's branch network (1400 branches with
expectations of opening 25 per year), its centralized processing model, customer
relationships, and personnel.

¥ k%

We were given a demonstration of Household's proprietary lead generation tool,
Vision. The system runs on all of the company's branches, allowing various offices
to view the same information on customer accounts in real-time, Vision tracks
customer account history, queuing customet service reps. on the next best product to
sell. Once a sale is closed, the system generates the appropriate paperwork and
correspondence. Thus, Vision raises the level of productivity, allowing the sales
force to focus on selling ancillary products, as well as bringing in new business. The
system also allows branch managers to be more effective in delegating accounts to
the sales force. Going forward, management expects Vision to increase the cross-sell
ratio from 1.2x to at least 2x. By all accounts, the Vision technology platform is
ahead of what we've seen at other companles, and is central to Household's cross-
sell and e-commerce initiatives. In our opinion, Vision gives Household a
competitive advantage, allowing the company to leverage its 45 million customer
base.

262.

On 9/13/00, the Company, through its subsidiary, HFC, caused to be filed (or declared

effective), a Registration Statement on Form S-3, registering for sale $10 billion of debt securities.

263.

On 10/18/00, Household announced 3QO00 results in a press release entitled,

"Household International Reports Highest Quarterly EPS in Its History; Ninth Consecutive

Record Quarter," which stated, in part:

Third quarter earnings per share rose 13 percent to $.94, compared to $.83 a year ago.
Net income also rose to a third quarter record of $451.2 million, a 13 percent increase
from $399.9 million a year ago. Cash earnings per share for the quarter totaled
$1.02.

# * *

"Qur strong third quarter results reflect a continuation of outstanding receivables and
revenue growth. At the same time, we achieved year-over-year improvements in
credit quality," said William F. Aldinger, Household's chairman and chief executive
officer.... These positive trends give us a high degree of confidence in our ability to

deliver 15 percent EPS growth for 2000."

264.

Following the publication of the release of these record-breaking, stellar results,

shares of Household traded above $50.00 per share on 10/19/00.

265.

In addition to inflating the price of Household shares, defendants' false statements

also resulted in analysts from Friedman, Billings, Ramsey & Co. ("With obvious strength in its

business model, HI's management has guided analysts to the top end of its 12-15% annual EPS
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growth range ... price target raised to $55 from $48.") and ABN AMRO (reiterating "Top Pick"
rating) issuing favorable reports on the Company.

266.  On 11/07/00, Houschold issued a press release entitled, "Houschold International
Responds to Citigroup's Announcement to Change Lending Practices at Associates First Capital,”
which stated:

Household International supports Citigroup's announcement today of its efforts to

boost consumer protections at Associates First Capital. Their proposed changes are

generally consistent with the stringent policies and procedures that have long been

in place at Household International,

Household's long-standing view has been that unethical lending practices of any

type are abhorrent to our company, employees, and most importantly our

customers., So-called "predatory iending" practices undermine the integrity of the

industry in which we compete.

267.  The statement in 266 above was materially false and misleading when made. As set
forth in Y51-1585, the true facts, which were then known to or recklessly disregarded by defendants,
based on their review of Household's internal operating data, including information provided to them
by Household's Vision system, were that defendants were engaged in a widespread and consistent
pattern of improper and illegal predatory lending practices. These practices included, among other
things:

(a) Misrepresenting the interest rates and savings associated with loans by
providing deceptive and nonconforming loan documents to borrowers that were desi gned to obscure
actual loan amounts and interest rates (§]55-60);

(b) Failing to disclose "discount points" that were nothing more than stacked fees
and had no bearing on the ultimate interest rate charged on loans (Ty61-67);

(c) Concealing the existence of prepayment penalties (768-70);

(d)  Using such practices as fraud and forgery to sell ancillary products, such as
life, disability and other types of credit insurance (1971-74); and

(e) Ilegally "up-selling” second loans with exorbitant interest rates (1975-82).

268.  Asset forth in 1]51-106, defendants' fraudulent predatory lending scheme persisted.

269.  On 11/14/00, Household filed with the SEC its 3Q00 Report on Form 10-Q, signed

by defendant Schoenholz. In addition to reiterating the same false representations made in the
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10/18/00 corporate release, the 3Q00 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation."

270. During the first week of 12/00, defendants Aldinger and Schoenholz participated in
a series of one-on-one meetings with analysts, during which defendants again reassured them about
the strength of the Company's business. After the meetings, these analysts issued reports as follows:

D. Hochstim (Bear Stearns) Report of 12/01/00

The company has seen no signs of credit deterioration .... The company has stress

tested its portfolio and has assumed worse than expected delinquencies and

chargeoffs in its 2001 planning. We believe reserves are adequate given the

company's conservative coverage of losses and the continuing shift to secured
lending.

* ] *

We continue to recommend purchase of HI shares with a Buy rating and a near term

target price of $61, or 15x our 2001 estimate. We continue to believe that the

company's solid EPS growth justifies a higher valuation.

Joel Gomberg (William Blair & Co.) Report of 12/06/00

Management conveyed a positive outlook, and the all-day meetings renewed our

conviction in the company's increasing ability to add considerable value through its

broad product array, multiple distribution channels, partnership skill-set, and potent

technology platform.

271. The statements made by defendants in {4244-265 and 269-270 above were each
materially false and misleading when made. As set forthinJ{51-155, the true facts, which were then
known to or recklessly disregarded by defendants, based on their review of Household's internal
operating data, including information provided to them by Household's Vision system, were:

(2) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:
® Misrepresenting the interest rates and savings associated with loans

by providing deceptive and nonconforming loan documents to borrowers that were designed to

obscure actual loan amounts and interest rates (55-60);

-102 -




I

~ I I e o ~ ~ ~
Case: 1:02-cv-05893 Document #: 50 F|Iéd®03/07/03 Page 111 of 163 PagelD #:406

(ii) Failing to disclose "discount points" that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans (Y]61-67);
(ii1) Concealing the existence of prepayment penalties (1§68-70);
(iv) Using such practices as fraud and forgery to sell ancillary products,
such as life, disability and other types of credit insurance (Y971-74); and
(v) Illegally "up-selling" second loans with exorbitant interest rates (975-
82).

(b)  As set forth in §{51-106, defendants' fraudulent predatory lending scheme
persisted throughout the entire Class Period and eventually resulted in a $525 million charge against
Household's earnings, $484 million of which was for a nationwide settlement with state attorney
generals.

(c) As set forth in 4107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring” delinquent loans to make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.

Although defendants characterized "reaging" as a customer service, in fact, the Company used it to:

@ Manipulate its reported delinquency ratios and delay or prevent charge-
offs (J1107-133);
(ii) Cross-sell or up-sell additional loans or lines of credit (107-116);
and
(iii) Convert customers' unsecured loans into loans secured by their homes

or cars without disclosing this information to them (4116). In addition, as detailedin J9111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.
(d)  The Officer Defendants designed the predatory lending practices and reaging

of delinquent accounts, allowing the Company to:
(1) Understate its true levels of delinquencies, such that any financial

metrics that were dependent upon delinquencies or defaults and important to investors as a measure
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of Household's health, including credit loss reserves, were also materially false and misleading
(9125-133);
(ii) Under-report non-performing assets and misreport credit quality
(79125-133);
(ii1) Consistently report Jower loan loss reserves by improperly lowering
defaults and prepayments (19102-106 and 125-133);
(iv) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (14102-106, 125-133 and 154-
155); and
(v) Artificially inflate reported revenues and EPS throughout the Class
Period (19102-106 and 125-153).

(e) As set forth in 99134-155, throughout the Class Period, defendants engaged
in improper accounting for Household's credit card co-branding, affinity and third-party marketing
agreements, causing Household to overstate its finance income, securitization income and fee income
and misstate certain of its expenses, resulting in an overstatement of net income. Due to defendants'
improper accounting, the Company was forced to restate earnings for an eight-year period from 1994
through 2Q02. As set forth in JY134-153, the Officer Defendants have admitted that Household's
results for FY99, 1Q00, 2Q00 and 3Q00 were materially false and misleading and have restated these

results as follows:

DILUTED EPS
As Reported Restated Difference
FY99 $3.07 $2.95 <$0.12>
1Q00 $0.78 $0.74 <$0.04>
2Q00 $0.80 $0.77 <%$0.03>
3Q00 $0.94 $0.91 <$0.03>

() In addition to the false and materially misleading financial data, the
Company's SEC filings also contained inadequate risk disclosures that did not disclose the true risks
of investing in Household — specifically, the risk of investing in a company that was not reporting

its financial results in conformity with GAAP. In addition, and a result thereof, the purported risk
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disclosures were wholly ineffective and inappropriate and did not alert investors to the true risks of
investing in Household securities.
E. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2001
272.  On1/17/01, Household announced 4Q00 and FY 00 results in a press release entitled,
"Household International Reports Highest Full Year and Quarterly EPS in Its History; Tenth
Consecutive Record Quarter,” which stated, in part, that:
Household International today reported full year earnings per share of $3.55, a 16
percent increase over $3.07 a year ago and the highest earnings per share in the
company's 122-year history. Net income totaled $1.7 billion, or 14 percent above the

prior year.

Net managed revenues for the full year increased 18 percent to $8.9 billion,
compared to $7.5 billion in 1999.

Household's fourth quarter earnings per share rose 12 percent to arecord $1.03, from

$.92 a year ago. Fourth quarter net income rose 12 percent to an all-time high of

$492.7 million, compared with $438.8 million a year ago.

"These strong fourth quarter results cap off a terrific year in which we delivered on

all or our earnings and growth goals," said William F. Aldinger, Household's

chairman and chief executive officer. "Growth and profitability in the quarter were

excellent, while credit quality and our balance sheet remained strong...."

Commenting on the full year results, Aldinger continued, "Qur record earnings per

share reflect strong top-line growth and improved credit quality. Atthe same time,

we made significant investments in our technology and human capital that enhance

our ability to achieve sustainable and consistent revenue and receivables growth. We

have built a powerful franchise that is capable of delivering 13 to 15 percent annual

garnings per share growth."

273. Following the publication of the release of these record-breaking, stellar results,
shares of Household traded as high as $57.13 per share.

274, Defendants' false statements had their intended effect, and, following the
announcement of 4Q00 and FYO0O results, analysts again issued very positive repotts, strongly
reiterating "Buy" ratings and advising investors to purchase shares of Household.

275.  On2/01/01, Deutsche Banc Alex. Brown hosted an investor meeting for Household's
CEO, Aldinger, in New York. As aresult ofthis meeting, and based on Aldinger's discussions with
analysts, Deutsche Banc Alex. Brown issued a report that stated, in part:

Mr. Aldinger expressed his bullishness on the future prospects for the company ...
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Household is very comfortable with its guidance of 13%-15% EPS over the next
three years. Mr. Aldinger provided several reasons why Household will meet its
objective. First, the company is entering 2001 with higher receivables than expected.
Second, Fed rates cuts which were not factored into Household business model will
further improve the company's margin. Household estimates that for a 50 bps
reduction in rates, EPS improves by $0.10. Third, the slowing economy will likely
provide Houschold with portfolio acquisition opportunities. Lastly, in a slowing
economy, Household believes it is better positioned against competitors based on its
brand name, market presence, diverse revenue stream, and borrower profile.

* % %

Household believes that its pre-payment fees on its real estate portfolio lessens the
impact from refinance (refi) activity. About 75% ofthe portfolio carries pre-payment
penalties, making it expensive for a borrower to exit the Household network., In
1998, only 25% of home equity loans had prepayment penalties. Household has also
extended the life of its loans to reduce refi activity. Lastly, the company has
enhanced its service, thereby raising the level of customer satisfaction. This three-
pronged strategy has led to lower attrition.

# * *

We reiterate our STRONG BUY rating on the stock.

276. 0On2/23/01,the Company, through its subsidiary, HFC, caused to be filed (or declared
effective), a Registration Statement on Form S-3, registering for sale $1 billion of unsecured
medium-term notes called "HFC InterNotes (SM)."

277. On 3/28/01, Household filed with the SEC its FY00 Report on Form 10-K, signed
by Aldinger, Schoenholz and the Director Defendants. In addition to reiterating the same false
representations made in the 1/17/01 corporate release and in the meetings with analysts, the FY00
Report on Form 10-K also stated, in part, that the Company's financial statements met the
requirements of Regulation S-X and incorporated by reference information specified by Item 302
of Regulation S-K. The FY00 Report on Form 10-K also contained the "Management's Report”
(signed by Aldinger and Schoenholz), which represented to Household shareholders that the
consolidated financial statements for FY00 had been prepared in accordance with GAAP, had been
audited by Andersen and were an accurate representation of the Company's financials for FY (0.

278. Withrespecttoits loan delinquencies and charge-offpolicies, defendants represented
that:

Our focus is to continue using rish-based pricing and effective collection efforts

Jfor each loan. We have a process that gives us a reasonable basis for predicting the
asset quality of new accounts. This process is based on our experience with
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numerous marketing, credit and risk mé.'r'iﬁ'gément tests. We also believe that our

frequent and early contact with delinquent customers is helpful in managing net

credit losses.

279.  Additionally, defendant Andersen issued a clean audit opinion on 1/15/01, which was
incorporated by reference into the FY00 Report on Form 10-K. Andersen stated that it had audited
Houschold's and its subsidiaries’ financial statements for each of the three years in the period ended
12/31/00 in accordance with GAAS and opined that these consolidated financial statements "present
fairly, in all material respects, the consolidated financial position” of Household and its subsidiaries
in conformity with GAAP.

280. On 3/23/01, Origination News, a division of American Banker, also quoted Gilmer,
who again defended the Company from charges of predatory lending. Gilmer was quoted as stating
that Household's "position on predatory lending is perfectly clear. Unethical lending practices of any
type are abhorrent to our company, our employees and most importantly our customers.” The
Christian Science Monitor also reported Household spokesman Craig Streem's statement that the
Company had conducted research to determine whether customers understood the terms of their
loans, and the result was that, overwhelmingly, borrowers fully understood the terms of their loans.

281. The statement in 280 above was materially false and misleading when made. As set
forth in §§51-101, the true facts, which were then known to or recklessly disregarded by defendants,
based on their review of Household's internal operating data, including information provided to them
by Household's Vision system, were that defendants were engaged in a widespread and consistent
pattern of improper and illegal predatory lending practices. These practices included, among other
things:

(a) Misrepresenting the interest rates and savings associated with loans by
providing deceptive and nonconforming loan documents to borrowers that were designed to obscure
actual loan amounts and interest rates (1955-60);

(b) Failing to disclose "discount points" that were nothing more than stacked fees
and had no bearing on the ultimate interest rate charged on loans (f§61-67);

(c) Concealing the existence of prepayment penalties (]68-70);
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(d)  Using such practices as fraud and forgery to sell ancillary products, such as
life, disability and other types of credit insurance (§71-74); and
(e) [llegally "up-selling" second loans with exorbitant interest rates ({75-82).

282.  Asset forth in §§51-101, defendants’ fraudulent predatory lending scheme persisted
throughout the entire Class Period and eventually resulted in a $525 million charge against
Household's earnings, $484 million of which was for a nationwide settlement with state attorney
generals.

283.  Ata4/02/01 dinner for investors, CFO Aldinger strongly reaffirmed the Company's
outlook for 13%-15% EPS growth in 2001, regardless of declining economic conditions that were
already adversely affecting Household's competitots.

284. 0On4/03/01, following defendants’ Annual Financial Relations meeting, analysts were
so impressed with senior management's discus'sfi_on of business that they reiterated or raised
Household's rating to a "Buy." Bear Stearns raised its price target to $70.00 (from $65.00) in areport
that stated:

D. Hochstim/S, Coren (Bear Stearns) Report of 4/04/01

Household remains particularly well positioned for a slowdown .... The company

continues to carefully manage credit risk, improve customer service, productivity,

and operating efficiency. In addition, the company has been preparing for a

downturn for more than a year, having tightened underwriting standards, raising

cutoffs, reducing credit lines, and building its collection staff. The company's
experience lending to consumers over the past one hundred-plus years, its tightening

of underwriting, and its continued reserve building should enable the company to

effectively weather a downturn. (Interestingly there are no signs yet of credit stress
among its customers.)

Kk

The company continue {sic] to emphasize secured lending and is only
soliciting home owners.

Prepayment penalties on 75% of the portfolio (and about 95% of recent
production) provide prepayment protection.

Robert P. Napoli (ABN AMRO) Report of 4/04/01
There were no real surprises at the meeting other than the fact that the business

continues to perform so well in an environment that includes a continuous stream
of negative company announcements.
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Credit trends stand out in particular, as HI seems to have the sector's most
positive trends. We are projecting increasing credit losses for essentially all
consumer and commercial finance companies under our coverage ... a 20% increase
in consumer credit losses for the US. Supporting our outlook is the fact that
consumer bankruptcies have spiked up this year by about 16% (year to date) after
falling for two years. HI is bucking this trend as it repeatedly said credit losses are
stable.

Chairman/CEQ Bill Aldinger strongly affirmed HI's outlook for 13% to
15% EPS growth in 2001, regardless of the economic environment.

* % ox

Predatory lending issues do not seem to be a significant risk for HI.... We continue
to believe that HI has one of the cleanest consumer lending operations in the U.S.
and thus is least likely to have predatory lending issues.

Legg Mason reiterated a strong "Buy" rating and noted in a 4/04/01 report;
David Sochol (Legg Mason) Report of 4/05/01

We concur with management's assessment that HI is well positioned to deliver
attractive relative growth even amid a sharper economic slowdown, as NIM
improvement, portfolio acquisitions, and share buybacks should more than offsct
higher credit costs (although at present HI continues to see fairly stable portfolio
performance).

* * #

[David Schoenholz] commented that he is absolutely confident that HI is well ahead
of the curve on asset quality and expects a solid 1Q01 as weli as strong 2001. Hlis
secing stable delinquency trends in 1Q01, and expects further increase in the risk-
adjusted margin during the year.

285.  On 4/18/01, Household issued a release announcing another "Record” Quarter,
reporting its "11th Consecutive Record Quarter.” The release stated:

Household International today reported that earnings per share rose 17 percent to a
first quarter record of $.91 from $.78 a year ago. Net income increased to $431.8
million, up 16 percent from $372.9 million in the first quarter of 2000. This quarter
marked the 11th consecutive quarter of record results.

William F. Aldinger, Household's chairman and chief executive officer, said "Our
outstanding results reflect the sustainability and earnings power of our franchise.
Receivables and revenues grew nicely in the quarter. At the same time, credit quality
remained stable and we strengthened our balance sheet. We also repurchased 8.8
million shares in the quarter.

"All of our businesses are performing well and have great momentum," Aldinger
added....

"We are very comfortable with our ability to achieve our receivable and

earnings per share growth targets for 2001." Aldinger concluded, "I look forward to
another record year."
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286.  On5/03/01, the Company, through its subsidiary, HFC, caused to be filed (or declared
effective), a Registration Statement on Form S-3, registering for sale $16.57 billion of debt
securities. |

287. Following the announcement of 3:/et another "record" quarter, shares of Household
traded to a near-Class-Period high of $64.00 per sﬁﬁfe. By 5/08/01, Household shares traded as high
as $66.75, and by 5/17/01, they reached the Class-Period high of $69.90 per share.

288. On 5/09/01, Household filed its 1Q01 Report on Form 10-Q, signed by defendant
Schoenholz. In addition to reiterating the same false representations made in the 4/18/01 release,
the 1Q01 Report on Form 10-Q also stated, in part, that the unaudited quarterly financial results were
prepared in accordance with GAAP and included, "in the opinion of management, all adjustments

(consisting of normal recurring accruals) considered necessary for a fair presentation.”

DILUTED EPS
As Reported Restated Difference
1Q01 $0.91 $0.85 <$0.06>

289. On 7/18/01, Household issued a release announcing its ""12th Consecutive Record
Quarter.”" The release stated:

Household International today reported record earnings per share of $.93, up to 16

percent from a year ago. Net income rose 14 percent, to $439.0 million, from $383.9

million for the second quarter of 2000.

William F. Aldinger, Household's chairinan and chief executive officer, said, "We

had a terrific quarter — our 12th consecutive quarter of record results. Given the

softening economic environment, I am particularly pleased with our ability to

consistently deliver strong, quality earnings.

"Results for the quarter were excellent," Aldinger added. "We enjoyed strong

receivable and revenue growth compared.to a year ago, with all of our businesses

performing well. In addition, delinquency was stable in the quarter ...

"Qur strong performance to date has positioned us well to achieve another record
year in 2001," Aldinger concluded.

290. Based on these purported positive results, shares of Household again rallied to a
Class-Period-closing high of $69.48 on 7/18/01.
291. Defendants' false statements had their intended effect, and, on 7/18/01, following the

release of the report of 2Q01 results, several analysts issued very positive reports and advised
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investors to purchase shares of Household: UBS Warburg report ("Credit quality continues to hold
up better than expected with charge-offs up 15 basis points to 3.71% and delinquencies holding
steady at 4.27% ... reiterate our Buy rating"); William Blair & Co. report ("Another impressive
quarter.... Management reiterates confidence in 15% EPS growthin 2001.... Household has among
the best credit-quality patterns in the industty....r Mahagement anticipates generally stable credit
Jor balance of 2001"); Legg Mason report ("reiterate our Strong Buy rating based on the company's
continuing solid execution, better-than-expected fundamentals, impressive absolute and relative
performance, our increased confidence in its ability to consistently deliver 15% EPS growth this year
and next, and our expectation that this will drive further P/E multiple expansion"); and Bear Stearns
report ("No surprises, very clean quarter, receivable growth strong, credit stable, profitability (23%
ROE) still very high.").

292. On8/10/01, Household filed with the SEC its 2Q01 Report on Form 10-Q, signed by
defendant Schoenholz. In addition to reiterating the same false representations made in the 7/18/01
release, the 2Q01 Report on Form 10-Q falsely stated that the unaudited quarterly financial results
were prepared in accordance with GAAP and included, "in the opinion of management, all
adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation."

293. On 7/23/01, defendants caused Household to issue a rclease entitled, "Household
International Redefines Best Practices in Subprime Lending," stating:

Household International, the $101 billion (managed assets) consumer lender,

announced today the broadest set of voluntary responsible lending initiatives ever

seen in the consumer finance industry ... and will protect millions of consumers from

unethical and unfair lending practices.

Household's new Best Practice Initiatives are an addition to the company's already

comprehensive responsible lending practices and go far beyond any existing city,

state or federal regulatory/legal requirements.

Designed to become a benchmark in the consumer finance industry, Household's
initiatives include:

. reducing the prepayment fee duration from five years to three years on all real
estate loans; s .
. identifying borrowers nationwide who have been victims of predatory lending

and are at risk of losing their homes through foreclosure; and providing them
with tailored solutions, such as subsidized interest rates and no-fee loans;
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. providing new and existing customers who have a better credit
rating/payment history with dramatically-improved interest rates;

. implementing new and enhanced standards to ensure every loan made by
Household has numerous tangible customer benefits; and

. doubling customers' time to cancel any insurance product {from 30 to 60
days) and improving disclosure.

* *® *

"Onbehalf of Household and our 32,000 employees, I am very proud to announce the
adoption of these Best Practice Initiatives thaf perfectly complement our 123 year
history of responsible lending," said William F. Aldinger, chairman and chief
executive officer of Household International,

* * %

In addition to these new Initiatives, Household already has a variety of responsible
lending programs and practices in place to ensure its customers are treated fairly. For
example, at the time of loan closing, Household shows all borrowers (unless they
specifically decline to view it) an educational video on the loan closing process that
reiterates the terms, features and conditions of their loan. Then, they are asked to
complete a survey confirming they understand the key elements of their loan and
their satisfaction with the service they réceived.

294.  On7/24/01, The New York Times published a statement by Household spokesperson
Craig Streem, which said that the timing of these policies was not tied to actions by any fair-lending
advocates and that the Company had been working on the announced changes for "quite some time.
So, it really is a coincidence.”

295, Theclearpurpose and intent was to condition investors to believe that Houschold was
not engaged in predatory lending and that the Company had adopted and initiated a comprehensive
program to assure that such illicit practices were not being adopted by Household employees.

296.  On8/30/01, after meeting with executive management at the Company's headquarters,
William Blair & Co. analyst Joel Gomberg issued a report stating, in part:

Management conveyed a positive outlook, and the onsite meeting renewed our

conviction in the company's increasing ability to add considerable value through its

broad product array, multiple distribution channels, risk-management skills, and
potent technology platform.

* ok %k

Management continues to be confident in its ability to achieve its target of
15% EPS growth in 2001 and 13%-15% in.2002. While the extent of the economic
deceleration remains unknown, Household took a more defensive posture early by
migrating its portfolio from unsecured credit to lower-loss real estate secured.
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297. On9/26/01, after meeting with management (Aldinger, Schoenholz, Gilmer, Bangs,
Fabiano and Harvey) at the Company’s headquarters, Deutsche Banc Alex. Brown analyst Mark
Alpert issued a report reiterating defendants' false representations. The report raised EPS estimates,
stating:

We have more confidence in our earnings forecast for Household than virtually any
other company in our universe (¢xcept the GSEs, Fannie and Freddie).

#* L *

Household's course has not changed over the last 12-18 months....

Management is sticking to its long-term EPS growth target of13%-15%,
driven by revenue growth.... Momentum is strong going into next year, and the
company is confident that even in a recession it will meet the low end of the range.
There are few other companies with such solid outlook in our universe.
298. On 10/17/01, Household announced 3QO01 results in a release entitled, "Household

Reports Highest Quarterly Net Income in Its 123-Year History." The release stated:

Earnings per share of $1.07 rose 14 percent from $.94 the prior year. Net income
increased 12 percent, to $504 million, from $451 million in the third quarter of 2000.

"Household's performance this year has been outstanding, even as the economy has
continued to weaken," said William F. Aldinger, chairman and chief executive
officer. "The third quarter was no exception. Receivable and revenue growth were

strong, and credit performance was within our expectations. We further
strengthened our balance sheet and continued to repurchase shares.

* * #

"The strength of our franchise gives me confidence that we will achieve the high end

of our earnings target of 13 to 15 percent EPS growth for the year,” Aldinger

concluded.

299.  On 11/14/01, Household filed with the SEC its 3Q01 Report on Form 10-Q, signed
by defendant Schoenholz. In addition to reiterating the same false representations made in
Houschold's 3Q01 release, the 3Q01 Report on Form 10-Q stated, in part, that the unaudited
quarterly financial results were prepared in accc'>rdance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation.”

300. On11/16/01,UBS Warburg issued areport reiterating management's explanation that

a suit against Household brought by the California Department of Corporations regarding over-
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billing was the result of a computer "glitch." Bgsed on the Company's assurances, UBS Warburg
did not adjust its rating on shares of Household and continued to maintain a $70.00 price target for
Household shares. Reflecting defendants’ assurances, Bear Stearns issued a report calling the share
price decline that resulted from the announcement of the California settlement an "overreaction.”
Bear Stearns did not adjust its $75.00 price target on Household shares.

301. On 11/26/01, the National Mortgage News reported that the Company had 1ssued a
formal statement regarding charges of predatory lending, stating that Household "vehemently denies
any assertion that it has willfully violated laws that regulate its business.”

302. The statements made by defendants in §§272-279 and 283-302 above were each
materiaily false and misleading when made. As set forth in§51-155, the true facts, which were then
known to or recklessly disregarded by defendants, based on their review of Household's internal
operating data, including information provided to them by Houschold's Vision system, were:

(a) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:

@) Misrepresenting the interest rates and savings associated with loans
by providing deceptive and nonconforming loaﬁ documents to borrowers that were designed to
obscure actual loan amounts and interest rates (1455-60);

(ii) Failing to disclos_e "discount points" that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans (]61-67);

(iii) Concealing the existence of prepayment penalties (68-70);

(iv) Using such praqtiq_e's’ as fraud and forgery to sell ancillary products,
such as life, disability and other types of credit insurance (§]71-77); and

(v) Ilegally "up-selling" second loans with exorbitant interest rates (§78-
82).

(b)  As set forth in 1§51-106, defendants' fraudulent predatory lending scheme
persisted throughout the entire Class Period and eventually resulted in a $525 million charge against
Household's earnings, $484 million of which was for a nationwide settlement with state attorney

generals,
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(c) As set forth in §9107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring” delinquent loans_to make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.

Although defendants characterized "reaging" as a customer service, in fact, the Company used it to:

(i) Manipulate its reported delinquencyratios and delay or prevent charge-
offs (1107-133);
(i1) Cross-sell or up-sell additional loans or lines of credit (107-116);
and
(iii) Convert customers' unsecured loans into loans secured by their homes

or cars without disclosing this information to them ({116). In addition, as detailed in §]111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.

(d)  The Officer Defendants designed the predatory lending practices and reaging
of delinquent accounts, allowing the Company to:

(1) Understate its true levels of delinquencies, such that any financial
metrics that were dependent upon delinquencies or defaults and important to investors as a measure
of Household's health, including credit loss féé:érves, were also materially false and misleéding
(19125-133);

(i1) Under-report non-performing assets and misreport credit quality
{(49125-133);

(iii) Consistently report lower loan loss reserves by improperly lowering
defaults and prepayments (§102-106 and 125-133);

(iv) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (]1102-106 and 125-133); and

(v) Artificially inflate reported revenues and EPS throughout the Class
Period (14102-106 and 125-153).

(e) Asset forth in §9134-155, throughout the Class Period, the Officer Defendants

engaged in improper accounting for Household's credit card co-branding, affinity and third-party
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marketing agreements, causing Household to overstate its finance income, securitization income and
fee income and misstate certain of its expenses, resulting in an overstatement of net income. Due
to defendants' improper accounting, the Company was forced to restate earnings for an eight-year
period from 1994 through 2Q02. As set forth in 1§134-155, the Officer Defendants have admitted
that Household's results for 4Q00, FY00, 1Q01, 2Q01 and 3Q01 were materially false and

misleading and have restated these results as follows:

DILUTED EPS
As Reported Restated Difference
4Q00 $1.03 $0.99 <$0.04>
FY00 $3.55 $3.40 <$0.15>
1Q01 $0.91 $0.85 <$0.06>
2Q01 $0.93 $0.90 <$0.03>
3Q01 $1.07 $1.03 <$0.04>

() In addition to the false and materially misleading financial data, the

Company's SEC filings also contained inadequafe risk disclosures that did not disclose the true risks
of investing in Household — specifically, the risk of investing in a company that was not reporting
its financial results in conformity with GAAP, In addition, and as a result thereof, the purported risk
disclosures were wholly ineffective and inappropriate and did not alert investors to the true risks of
investing in Household securities.

303. By 12/01, Household's purported success far outpaced industry competitors. On
12/10/01, Business Week printed an article, stating:

How is Household thriving despite the tough environment? Executives attribute

the company's success to strong collection practices and its long history in the

business. "Investors ask us what will happen if we go through a recession,”" says

Craig A. Streem, vice-president. "And we can talk about how we did in the Great
Depression.” Then, the company's losses rose until 1932, then dropped sharply....

* k%

Household says that its hands-on approach to dealing with borrowers is the
backbone of its business model. "We get paid for being flexible in working with
our borrowers," says Streem. To keep loan losses low, the company doubled its
coliections staff in the past 18 months, to 5,000, he says. Collectors are paid salary
plus a bonus for keeping loans current and on the books.

The Business Week article continued, stating that while most analysts wholeheartedly recornmended

purchase of Household shares — most of which had investment banking relationships with the
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Company — at least one analyst claimed that Household's accounting policies understated losses and

delinquencies. The report summarized both the allegations and the Company's direct denials:

HOUSEHOLD IS ACCUSED OF:

. Rolling over late loans by adding missed payments to ends of loans, thus
masking delinquencies

. Delaying recognition of charge-offs to boost earnings

. Moving loans from its bank subsidiary to minimize need for reserves

. Cutting on balance sheet reserves, though its portfolio is riskier

HOUSEHOLD REPLIES:

. }"he prgﬁtice is an industry norm, and collection rates improve after loans are

reage

. Charge-off policy follows industry standards closely

. Applying bank regulatory rules would barely increase the amount of charge-
offs
. Total reserves are at the highest level in company history
304. To shore up investors, on 12/04/01, defendant Aldinger spoke at an investor

conference, where he directly addressed concetns raised in a recent Barron's article regarding the

Company's accounting practices. The following day, UBS Warburg analyst J. McDonald maintained

a "Buy" rating based on Aldinger's representations and issued a report on Household entitled

"Management Remains Confident in Outlook," which stated, in part:

Mr. Aldinger cited three factors that have enabled Household to deliver favorable
credit performance in a difficult economic énvironment: maintaining prudent growth
and avoiding major trouble spots, managing portfolio mix to a lower-risk blend, and
taking proactive steps to improve collections and reduce open-to-buy exposure.

Management stated that it is comfortable with current reserve levels. The company
held 102% reserve coverage of managed charge-offs at the end of 3Q01. It increased
its managed reserves by $569 million, 19%, from last year and has over-provisioned
relative to charge-offs (on an owned and managed basis) for the past several quarters.

2 & %

The company provided some detail on the "other unsecured" loan category and
"personal homeowner loans" (PHLs). PHLs are high-LTV loans that are secured by
real estate but are underwritten, priced, and reported as unsecured loans. Mr.
Aldinger stated that, contrary to a recent press article, the average PHL loan size is
$15,000 and the company never reclassifies any of its loans from one category to
another.
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* * *

Addressing a recent press article questioning some changes to the company's
accounting practices, Mr. Aldinger noted that Household's policy for charging-off
unsecured consumer finance loans was implemented in 1996 to align the company's
practices with other non-bank consumer lenders. The changes comply with
applicable accounting standards, were fully disclosed, and have been uniformly
applied since that time.

% * *
Mr. Aldinger expressed satisfaction with the firm's reserve policy, emphasizing the
Company's recent reserve-building achievements....

% * *

Mr. Aldinger restated his confidence in Household's ability to deliver 13%-15% EPS
growth in 2002,...

305. Basedon Aldinger's falsc reassurances, the price of Houschold stock increased $2.69

to close at $59.15.

306.

On 12/14/01, Bear Stearns issued a positive report on Household. Responding to

additional guidance given by the Company, the report stated:

The company's ability to defer chargeoffs on its unsecured loan portfolio for as much
as 18 months concerns some observers, This concern seems unwarranted as 98% of
unsecured loans are charged off by 12 months delinquent.

We don't believe earnings are distorted by re-aging as Household only re-ages about
10% of its other unsecured and real estate secured lending customers.

* * *

The recent controversy [over the company's delinquency and chargeoff
policies] seems unjustified given the fact that Household's delinquency and chargeoff
policies are old. They have been consistently applied for the past five years.

We believe the company's reserving is also unaffected by its delinquency
recognition and re-aging policies as reserves are established based on expected
losses. Re-aging a small percentage of accounts or delaying chargeoffs will not
materially alter collections or the need for reserves as the company's experience
enables it to fairly accurately predict its credit experience (which is also reflected
in its risk based pricing).

* % ok

Re-aging accounts does defer chargeoffs, but in most cases, it actually appears to
AVOID CHARGEOFFS.
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Household does re-age accounts, but this practice is reserved for the company s

best customers. Contrary to the belief of some other analysts, the company has no

automatic re-age policy....

307. The statements made by defendants in ]304-307 above were each materially false
and misleading when made. As set forth in 51-155, the true facts, which were then known to or
recklessly disregarded by defendants, based on their review of Houschold's internal operating data,
including information provided to them by Household's Vision system, were;

(2) As set forth in 11107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring” delinquent loans to make them current if the customer made one
minimum monthly payment, such that the missed payments were added to the back end of the loan.
Although defendants characterized "reaging" as a customer service, in fact, the Company used it to
manipulate its reported delinquency ratios and delay or prevent charge-offs (19107-133);

(b) Cross-sell or up-sell additional loans or lines of credit (1]107-116); and

(<) Convert customers' unsecured loans into loans secured by their homes or cars
without disclosing this information to them (116). In addition, defendants designed the Vision
system to automatically reage delinquent accounts when the computer received only a partial
payment without any evidence that the delinquency had been cured.

308. The Officer Defendants' reaging of delinquent accounts allowed the Company to:

(a) Understate its true levels of delinquencies, such that any financial metrics that
were dependent upon delinquencies or defaults and important to investors as a measure of
Household's health, including credit loss reserves, were also materially false and misleading (Y125-
133);

(b) Under-report nonperforming assets and misreport credit quality (§125-133);
and

(c) Artificially inflate reported revenues and EPS throughout the Class Period
(99102-106 and 125-153).

309. On 12/18/01, the Company, through its subsidiary, HFC, caused to be filed (or
declared effective), a.Registration Statement on Form S-3, registering for sale $3 billion of debt

securities.
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F. DEFENDANTS' FALSE AND MISLEADING STATEMENTS DURING 2002

310.

On 1/10/02, the Company, through its subsidiary, HFC, caused to be filed (or declared

effective), a Registration Statement on Form S-3, registering for sale $15 billion of debt securities.

311.

On 1/16/02, Household issued arelease announcing "Record Quarterly and Full-Year

Net Income" for 4QC1 and FYO1. The release stated:

Household International today reported fourth quarter earnings per share of
$1.17, its fourteenth consecutive record quarter. Fourth quarter earnings per share
rose 14 percent from $1.03 the prior year. Net income in the fourth quarter
increased 11 percent, to an all-time quarterly record of $549 million.

For the full year, Household reported earnings per share of $4.08, representing a 15
percent increase from $3.55 in 2000. Net income for 2001 totaled $1.9 billion, also
an all-time high, 13 percent above $1.7 billion earned in 2000.

"Houschold's fourth quarter results were simply outstanding,”" said William F.
Aldinger, chairman and chief executive officer, "demonstrating the tremendous
strength and earnings power of the Household franchise. Receivable and revenue
growth exceeded our expectations while credit indicators weakened only modestly
m a tough economic environment. Recognizing the importance of a strong balance
sheet, we provided $154 million in excess of owned chargeoffs, bringing our reserves
to their highest level ever."

Commenting on the full-year's results, Aldinger added, "In 2001, we demonstrated
that our business model generates superior results in a weak economy as well as in
the strong economic periods of previous years. Exceptional revenue growth of 18
percent more than offset the increases in credit losses during the year. We further
strengthened our balance sheet while investing in sales and marketing to position our
franchise for sustainable growth in the future. We are well-pos1t10ned to deliver 13
to 15 percent EPS growth for 2002." ...

312

Subsequent to the Company's announcement of 4Q01 and FY01 results on 1/16/02,

defendants Aldinger and Schoenholz hosted a conference call on the same day to discuss its business

and prospects. Based on Household management's 1/11/02 press release and statements to analysts,

including the 1/16/02 conference call, analysts wrote positive reports about Household and its

prospects. These reports were consistent with and repeated management's false and misleading

statements, which statements had been made to the analysts with the intention they would be

repeated to the market.

313.

On 3/13/02, Household filed with, the SEC its FY01 Report on Form 10-K, signed

by defendants Aldinger and Schoenholz. In addition to reiterating the same false representations

made in the 1/16/02 corporate release and in the meetings with analysts, the FY00 Report on Form
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10-K also stated that the Company's financial statements met the requirements of Regulation S-X
and incorporated by reference information specified by Item 302 of Regulation S-K. The FY01
Report on Form 10-K also incorporated by reference informationrelating to Credit Quality Statistics,
Credit Loss Reserves Activity and NIM from thé 2001 Annual Report. The FY01 Report on Form
10-K also contained the "Management's Repbft" (signed by Aldinger and Schoenholz), which
represented to Household shareholders that the consolidated financial statements for FY01 had been

prepared in accordance with GAAP, had been audited by Andersen and were an accurate
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representation of the Company's financials for FYO01.

that:

incorporated by reference into the FY01 Report on Form 10-K. Andersen stated that it had audited
Household's financial statements and Schedule 14(d) for FY01 in accordance with GAAS and opined

that they "fairly state[] in all material respects the financial data required to be set forth therein in

314. In addition, the "Management's Report" also stated:

Management has long recognized its responsibility for conducting the company's
affairs in a manner which is responsive to the interest of employees, sharcholders,
investors and society in general. This responsibility is included in the statement of
policy on ethical standards which provides that the company will fully comply with
laws, rules and regulations of every community in which it operates and adhere to
the highest ethical standards. Officers, employees and agents of the company are
expected and directed to manage the business of the company with complete
honesty, candor and integrity.

315. Withrespect toits loan delinquencies and charge-off policies, defendants represented

Our credit and portfolio management procedures focus on risk-based pricing and
effective collection efforts for each loan. We have a process which we believe gives
us a reasonable basis for predicting the credit quality of new accounts. This process
is based on our experience with numerous marketing, credit and risk management
tests. We also believe that our frequent and early contact with delinquent customers,
as well as policies designed to manage ‘customer relationships, such as reaging
delinquent accounts to current in specific situations, are helpful in maximizing
customer collections. We have been preparing for an economic slowdown since late
1999. Throughout 2000 and 2001, we emphasized real estate secured loans which
historically have a lower loss rate as compared to our other loan products, grew
sensibly, tightened underwriting policies, teduced unused credit lines, strengthened
risk model capabilities and invested heavily in collections capability by adding over
2,500 collectors. Asaresult, 2001 charge-off and delinquency performance has been
well within our expectations.

316. Additionally, defendant Andersenissued a clean audit opinion on 1/14/02, which was

relation to the basic financial statements taken as a whole.”

- 121 -




£08/07/03 Page 130 of 163 PagelD #:425

Case: 1:02-cv-05893 Document #: 50 Filed

317.  On or about 2/06/02, Association of Community Organizations for Reform Now
("ACORN") announced that it had filed a class action lawsuit against Household in Alameda County
Superior Court, accusing the Company of fraud and misrepresentation and deliberately withholding
information about the true costs of up to $2 billion in secured loans originated by Household. The
ACORN suit also alleged that Household was using improper techniques to prevent refinancing and
incentivizing account executives with bonuses if they were able to "close the back door," as it was
known within the Company. Household was quick to deny these allegations and reassure
shareholders that the Company did not engage in any predatory practices:

2/07/02 (Copley News Service) Company spokeswoman Hayden stated, "Y ou simply
cannot stay in business for 125 years by misleading your borrowers .... We
do the right thing for our borrowers. We make good loans that not only are
legal loans, but are beneficial for our customers."

2/07/02 (Contra Costa Times) Streem stated, "They have charged us in the past with
being a predatory lender, but those allegations have almost uniformly proven
false and misleading," suggesting that the ACORN suits were mere nuisance
suits.

2/18/02 (National Mortgage News) David Schoenholz stated, "'Our first take on [the
allegations of predatory lending raised in the ACORN action] is that it is not
a significant issue, not indicative of any widespread problem and certainly
not a concemn that it will spread elsewhere.™

4/22/02 (Bellingham Herald) Hayden stated, "'It is absolutely against our policy tfo
in any way, quote a rate that is different than what the true rate is .... 1
can't underscore that enough.™

318. The statement in 311-318 above was materially false and misleading when made.
As set forth in §951-155, the true facts, which were then known to or recklessly disregarded by
defendants, based on their review of Houschold's internal operating data, including information
provided to them by Household's Vision system, were that defendants were engaged in a widespread
and consistent pattern of improper and illegal predatory lending practices, These practices included,
among other things:

(a) Misrepresenting the interest rates and savings associated with loans by

providing deceptive and nonconforming loan documents to borrowers that were designed to obscure

actual loan amounts and interest rates (§55-60);
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(b) Failing to disclose "discount points" that were nothing more than stacked fees
and had no bearing on the ultimate interest rate charged on loans (161-67);
(c) Concealing the existence of prepayment penalties (]68-70);
(d) Using such practices as fraud and forgery to sell ancillary products, such as
life, disability and other types of credit insurance (1171-77); and
(e) Tllegally "up-selling" S,chnd loans with exorbitant interest rates (]75-82).
319. Asset forth in §51-101, defendants' fraudulent predatory lending scheme persisted
throughout the entire Class Period and eventually resulted in a $525 million charge against
Houschold's earnings, $484 million of which was for a nationwide setilement with state attorney
generals. |
320. On2/07/02, Aldinger and Schoenholz hosted a conference call to respond to market
concerns about the stock. Based on information provided by them, analysts issued positive reports
supporting defendants as follows:
Robert Napoli (ABN AMRO) Report of 2/7/02
Below we have many of the issues brought up on the conference call:

Concern: Houschold is now unable to roll its commercial paper and has lost access
to that market.

Company response: Household has had no problems with its commercial paper
funding and the cost of that funding has not increased.

* * *

Concern: Arthur Andersen (HI's auditor) is going to force Household to make
changes to its accounting policies and is getting more aggressive with the company.

Company Response: Arthur Andersen has always been aggressive with HI. There are
no accounting changes being discussed and there are to be no surprises in the
10K. HI's board of directors has had long conversations about Arthur Andersen and
they plan to watch to see if a change has to be made but none is anticipated at this
point.

* * *

Concern: HI's lawsuit in California which was recently settled is going to have a
negative cffect on the company's ability to generate fee income and could have a
negative effect on its ROE and ROA and revenue outlook.

Company response: The issue in California cost HI about $1 MM in revenue per year
on a $10.8 billion revenue base. '
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* kK

[ACORN] lawsuit looks frivolous to us and management agreed....
#* * »

We reiterate our Buy rating and $75 target price.

321. Defendants' denials of the veracity of ACORN's suit and predatory lending claims had
an immediate impact on the price of Household shares. After trading down under the pressure of
the ACORN allegations, following the publication of defendants’ denials, shares of the Company
rebounded over $3.30 per share on 2/07/02, on heavy trading volume of over 12 million shares —six
times the average daily trading volume.

322.  On4/09/02, the Company, through its subsidiary, HFC, caused to be filed (or declared
effective), a Registration Statement on Form S-3, registering for sale $10 billion of debt securities.

323.  On4/09/02, Household hosted its annual Financial Relations meeting, during which
Aldinger, Schoenholz and other senior managéi;iient again conditioned analysts and investors to
believe that the Company was poised to achieve its target growth of 13%-15% over the next two
years and that Household was achieving its top line and profitability. In addition, Household also
told analysts the following:

Todd A. Pitsinger (Friedman, Billings, Ramsey & Co., Inc.) Report of 4/10/02

The company provided several new disclosures in its investor packet yesterday,

which provide significant transparency beyond regular company reports to help
investors asscss the operating model.

k% %k

Household also provided greater disclosure surrounding its re-age policies (a.k.a.
deferments). We have greatly anticipated this data to help explain why HI's
delinquency rates in various products are competitively lower than many industry
peers. Hldisclosed that 9.4% of its overall portfolio has been re-aged once in the last
12 months, compared to 8.5% at the end of 2000. The 11% YOY rise is in response
to the recession. o

In addition, re-aged accounts are no longer contractually delinquent even if more than
one payment is added to the principle of a loan. Said another way, companies that use
deferments report lower delinquency results, especially in the subprime marketplace,
because accounts that become one or two ¢ycles delinquent typically never cure and
are always delinquent by standard GAAP. measures.

Of greater interest, for the last several quarters, management at HI has talked down
the benefit of re-aging accounts in its auto finance division. As consistent supporters
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of the re-age process and AmeriCredit (ACF-Buy), HI's historical commentary
disputed our contention and ACF's views that deferments are a vital tool in the auto
finance business. HI disclosed at the end of 2001 a 4% deferment rate in its auto
finance business, effectively consistent with ACF's 5% rate. The release of this data
should help to alleviate investors cohcerns regarding deferment activity in auto
finance.

Joel Gomberg (William Blair & Co.) Report of 4/10/02

[Management] presentation renewed our conviction in the company's growth ...

* ¥ *

Management enhanced disclosure across a wide variety of areas, including
accounting, credit policies, and funding. High level of new detail included its
managed re-aged receivables, which stood at 16.9% of loans, compared with 14.3%
in 2000. Re-aged loans are delinquent loans that customers have made partial
repayments of their past due balances. The ratio is clearly high, but reflects
Household's subprime customer base, which requires more rehabilitation, particularly
in tougher economic times. There has been no change in re-aging policies, and
accrual of interest is stopped or reserved against upon restructuring.

* % *

The potential for further lawsuits and negative publicity from predatory lending is an
enhanced risk, given the heightened regulatory environment and this an election year.
Household has been subject to consumer advocate lawsuits (as have others) and
recently settled a case of overcharging customers, due to a systems error in
California. Management is committed to ensure its lending practices are in
compliance with governmental regulations.

324, On 4/17/02, Household announced 1Q02 results in a press release entitled,
"Household Reports Record First Quarter Net Income'' that stated, in part:

Household International today reported first quarter earnings per share of $1.09, its
fifteenth consecutive record quarter. First quarter earnings per share rose 20 percent
from $.91 the prior year. Net income in the first quarter increased 18 percent, to a
record $511 muillion.

"Household turned in a very strong first quarter," said William F. Aldinger,
Household's chairman and chief executive officer .... In addition to delivering record
results this quarter, we strongly added to our capital and reserve levels and further
enhanced liquidity. We remain committed to maintaining a strong balance sheet and
maximum financial flexibility.

"Our credit quality performance was well within our expectations in light of the
continued weakness in the economy," Aldinger continued. "We anticipate a very
manageable credit environment for the rej;ﬂajnder of the year."

Aldinger concluded, "We are off to a gre‘éif start, and I am comfortable with our
ability to meet our 13 to 15 percent earnings per share growth target for 2002."
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325.  Subsequent to the Company's announcement of 1Q02 results, defendants Aldinger
and Schoenholz hosted a conference call on the same day to discuss its business and prospects.
Based on Household management's statements to analysts, including on the 10/17/01 conference call,
analysts wrote positive reports about Household and its prospects. These reports were consistent
with and repeated management's false and misleading statements, which statements had been made
to the analysts with the intention they would be repeated to the market.

John MacDonald (UBS Warburg) Report of 4/18/02

We are raising our full-year 2002 estimate to $4.68 from $4.65 to reflect our outlook

for continued strong receivable growth, manageable charge-off levels, and small
degree of NIM compression. Qur 2003 estimate remains $5.25.

* * *

The company experienced a sharp rise in securitization revenue, which ballooned to

$146 million ($0.21 per share) in 1Q02 .... The company securitized $2.4 billion of

receivables in the first quarter compared to $900 million in the year ago quarter.

326. Based onthese purported positiveresults, as well as the Company's denials that it was
engaged in any predatory lending practices, shares of Household traded above $58.95 per share in
inter-day trading on 4/15/02 — within one week, Household shares traded at over $63.25.

327.  On 5/04/02, Credit Suisse First Boston issued a research report on the Company in
which it concluded that the predatory pricing suits did not represent a "material financial risk" to
Household, nor did they present "any risk to Household's business practices."

328.  On 5/10/02, Household filed with the SEC, its 1Q02 Report on Form 10-Q, signed
by defendant Schoenholz. In addition to reiterating the same false representations as were made in
the 4/17/02 corporate release, the 1Q02 Report on Form 10-Q also stated, in part, that the unaudited
quarterly financial results were prepared in accordance with GAAP and included, "in the opinion of
management, all adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation,"

329. Household spokespeople continued to publicly deny allegations that Household was
engaged in predatory lending but rather reassured investors:

5/10/02 Household spokesperson, Hayden, in The Record, stated: "Our position is that

the accusations [regarding predatory lending] are baseless .... The loans are
legal, they are compliant with state and federal laws and our own policies,
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and in each instance they have benefits for each customer.... The loan(s]
conform[] to the company's 'tangible benefits test."

5/14/02 Company spokesperson Streem, in 4P Online, stated: "4l of [Household's]
lending policies are in_accord with federal and state regulations and
requirements ...."

330. On 5/31/02, in a report by American Banker, Household spokeperson Hayden
characterized the WA Report as a "draft" with "factual errors"” that Household wanted to correct and
tried to downplay the situation, stating:

"It is our regulators' and the attorney general's job to investigate any complaints

brought forth by consumers in their state, and we don't find anything unique or

surprising that they are doing their job .... {W]e take proper steps to work with the
department to uncover the facts and if ngcessary formulate an appropriate resolution

for the borrower." [] Hayden also admifted that some "customers in Bellingham may

have indeed been justified in their confusion about the rate of their loans" and

claimed Household "took full and prompt responsibility” and is "satisfied that this

situation was localized to the Bellingham branch."”

331. Thestatement in 331 above was materially false and misleading when made. As set
forth in §951-101, the true facts, which were then known to or recklessly disregarded by defendants,
based on their review of Household's internal operating data, including information provided to them
by Household's Vision system, were that defendants were engaged in a widespread and consistent
pattern of improper and illegal predatory lending practices. These practices included, among other
things:

(a) Misrepresenting the interest rates and savings associated with loans by
providing deceptive and nonconforming loan documents to borrowers that were designed to obscure
actual loan amounts and interest rates (155-60);

(b) Failing to disclose "discount points" that were nothing more than stacked fees
and had no bearing on the ultimate interest rate charged on loans (1§61-67);

(c) Concealing the existence of prepayment penalties (168-70);

(d)  Using such practices as fraud and forgery to sell ancillary products, such as
life, disability and other types of credit insurance (1]71-77); and

(e Illegally "up-selling" second loans with exorbitant interest rates (]{78-82).

332.  Asset forth in §951-106, defendants' fraudulent predatory lending scheme persisted

throughout the entire Class Period and eventually resulted in a $525 million charge against
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Household's eamings, $484 million of which was for a nationwide settlement with state attorney
generals.

333. On 7/17/02, Household announced 2Q02 results in a press release entitled,
"Household Reports Record Second Quartcl‘l Results on Strong Receivables Growth," which stated,
in part:

Household International today reported second quarter earnings per share increased
16 percent to $1.08, from $.93 the prior year. These results mark Household's
sixteenth consecutive record quarter. Second quarter net income increased 17
percent, to a record $514 million. :

"Qur results this quarter were fueled by ongoing strong demand for our loan
products,” said William F. Aldinger, Household's chairman and chief executive
officer. "Growth this quarter was strong while we have maintained our conservative
underwriting criteria... \

Aldinger concluded, "The company's operating performance has been very strong in
the first half of 2002 and, although the economlc environment is likely to remain
uncertam we beheve our businesses are ' well-positioned for the remainder of the
year."

334, Thesameday, on 7/17/02, Household also hosted a conference call with analysts and
investors, during which defendants reiterated the same false and misleading financial information
published in Household's release. During this call, defendants also hosted a question-and-answer
session, during which Aldinger said the following about the predatory lending issue:

The impact on us of those changed laws has been virtually nil or minimal. That is
because we already have in place our best practices. In many cases, our best
Practices exceed what these states have been asking or are in line with what these
states are asking.... Now let's talk about the lawsuits. We think straight out that the
class action suits brought by Acorn (phonetic) in particular are just baseless, and we
don't see any long-term impact there. We think they are wrong.... On the AGS,
obviously again, it is a political issue. There has been lots of talk. ‘We will like we
do on everything else focus on resolving that issue over the next six months or so, but
I cannot go into any details except to say that I am confident that our best practices
and our current model ultimately will prevail, and we will do what we do because
we do not do predatory lending.... [TThe final message is lots of moving parts, lots
of headline issues, but econom1ca11y, we run a very strict model and a very good
model for our customers, and we don 't think when we are sitting here talking fo you
next year there will be anything substantially different in the returns or practices.
I am sorry for such a long answer.

335. Following the release of Household's purported "record"-setting 2Q02 results, and
following this conference call, Deutsche Banc Alex, Brown analyst Alpert issued areport on 7/18/02

reiterating a "Strong Buy" rating and a $74 price target on Household shares. The Deutsche Banc
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Alex. Brown report further stated that asset quality remained stable and delinquencies came in better
than expected. It further stated: "While the issue of subprime Ioans, the hotbed for predatory lending
debates, will continue to receive regulatory scrutiny, Household's diverse business model gives the
company an edge, in our opinion.... {T]he fundamentals at the company remain solid. Company
guidance remains the same even in the tough economic environment."

336. On 8/14/02, Housechold issued é_'press release entitled, "Household International
Certifies Accuracy of SEC Filings in 2002 — Reaffirms Business Outlook for Balance of the Year;
Restates Certain Prior Period Accounts." The pl;’é_ss release stated that defendants Aldinger and
Schoenholz certified to the accuracy of their most recent SEC filings, which stated, in part:

Commenting on the company's recent results,_ Aldinger said, "Household's results for

the year-to-date have been fueled by strong demand for our loan products throughout

our businesses. Our loan underwriting approach continues to be conservative in

these times of economic uncertainty, and we remain committed to strong reserve and

capital levels. The company's operating performance in the first half of the year has

been very strong, and our businesses are well-positioned for the remainder of the

year" L

Aldinger continued, "Household has undc_f'gone a thorough review of our financial

statements and related accounting policies in conjunction with our new auditors,

KPMG LLP. As part of this review, we have determined to adopt certain revisions

to the accounting treatment of our Mastercard/Visa co-branding and affinity credit

card relationships, and a credit card marketing agreement with a third party. We are

restating earnings to reflect the cumulative impact of the adjusted items over the

period in which the adjustments are applicable as determined in consultation with our

new auditors at KPMG. The restatement associated with these matters has the effect

of reducing second quarter earnings per share by $.01, or approximately 1 percent,

and EPS for the six months ended June 30, 2002 by $.06, or 2.8 percent, versus what

was reported in the company's eanings release of July 17, 2002. These changes are

not expected to have any significant impact on our future results of operations."
Household announced that it was restating eamings from 1994 to 2Q02, lowering net income (and
equity) by $386 million.

337. On the same day, defendants Aldinger and Schoenholz held a conference call to
discuss therestatement. During the call, they made the same false representations to the analysts that
were then repeated to the market through reports issued by them. Based upon representations made
by defendants, these analysts issued reports sta_tih_é_ that the restatement would not have a material

impact:
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M. Alpert/G. Swanberg (Deutsche_Bénc_ — North America) Report of 8/14/02

. More importantly, the company said that its businesses remain very strong,
that it is confident in its pending litigation with consumer advocacy groups,
and that KPMG has done a full scrubbing of the books without any other
congerns.

[W1]e maintain our STRONG BUY rating as the fundamentals remain very strong
with a talented and recently reorganized management team at the helm.

Todd A. Pitsinger (Friedman Billings Ramsey & Co.) Report of 8/15/02

Earnings Restatement Is a Disappointment — Not a Disaster

REITERATE OUR BUY RATING AND $73 PRICE TARGET. While the

restatements are extremely disappointing in the current skittish environment, Hi's

business fundamentals and earnings model remain intact. Despite substantial
headline risk associated with current lawsuits and predatory lending issues,
management does not believe that heightened regulatory scrutiny (FFIEC guidelines,
regulatory agreements, etc.) affecting the subprime credit card issuers will impact HI,

nor does the company believe that the current lawsuits will ultimately impact the

company's operating strategy....

338.  On 8/28/02, Household issued a press release stating that KPMG had completed its
audits of the Company for FY99-FY01 and had rendered unqualified opinions for both entities. As
a result, Household could again issue debt and/or equity securities under their respective, effective
registration statements.

339. On 9/02/02, Company spokesperson Hayden stated that she was not aware of any
pending enforcement actions or settlement talks..

340, During the week of 9/12/02, defendant Aldinger and other senior management,
including Tom Detelich, Group Executive for Cd_r;sumer Lending, met with Deutsche Banc Alex.
Brown analysts. Based on information provided at these in-depth, face-to-face meetings, analyst
Mark Alpert stated that Deutsche Banc Alex. Brown "came away feeling more comfortable with the
likely resolution than [they] had anticipated" and issued a very positive report reiterating a "buy”
rating, which stated in part:

Household does not agree with most of the allegations, and when it finds a problem,

it has quickly made changes (including firing people) when necessary.

Nonetheless, in the words of CEQ Aldinger, the issue is solely one of being "right or

wrong." Household wants to get out of the spotlight, out of the press, and beyond

reproach, not just in Washington, but throughout the country. It will do what is
necessary without sacrificing the business model.

* * *
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Mr. Aldinger reiterated a 13%-15% earnings growth target and a double digit
increase in 2003.

In the long-run, even if 15% earnihgs growth is not sustainable, we believe
10% is the minimum achievable.... : ‘

341. On 9/16/02, Forbes magazine published a 9/02/02 letter written by Detelich, the
newly-appointed Group Executive for Consumer Lending, which stated:
“Home Wrecker" (Sept. 2, p. 62) disregarded facts and instead crafted an inaccurate
portrayal of William Aldinger's Household. International and its consumer lending
business. While one complaint is one too many, you neglected to mention that
99.99% of our consumer-lending customers do not have a complaint regarding
their loan. FORBES neglected to say that our branches undergo three quality
assurance audits a year and that more than 56,000 customer audit calls are made to
ensure we meet the highest standards of responsible lending. FORBES did not give
any credit to our industry-leading disclosures, such as our one-page, simple-language
loan summary — in which customers are clearly communicated with about the terms
of their contracts. We regret that FORBES didn't find these facts relevant. But at
Household, our satisfied customers know the difference.
342. The statements made by defendants in §§311-342 above were each materially false
“and misleading when made. As set forth in §§51-155, the true facts, which were then known to or
recklessly disregarded by defendants, based on their review of Household's internal operating data,
including information provided to them by Household's Vision system, were.
(a) Defendants were engaged in a widespread and consistent pattern of improper
and illegal predatory lending practices, which included, among other things:

i) Misrepresenting the interest rates and savings associated with loans
by providing deceptive and nonconforming loan documents to borrowers that were designed to
obscure actual loan amounts and interest rates (§§55-60);

(ii) Failing to disclose "discount points” that were nothing more than
stacked fees and had no bearing on the ultimate interest rate charged on loans (J161-67);
(1i1) Concealing the existence of prepayment penalties (1168-7 0);
(1v) Using such practices as fraud and forgery to sell ancillary products,
such as life, disability and other types of credi.t___i_n_s'urance (1771-74); and
(v) Illegally "up-selling" second loans with exorbitant interest rates (Y75-

82).
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(b) As set forth in {51-106, defendants’ fraudulent predatory lending scheme
persisted throughout the entire Class Period and eventually resulted in a $525 million charge against
Household's earnings, $484 million of which was for a nationwide settlement with state attorney
generals.

(c) As set forth in §§107-133, defendants improperly engaged in the practice of
"reaging" or "restructuring" delinquent loans to make them current if the customer made one
minimum monthly payment, such that the misséd payments were added to the back end of the loan.

Although defendants characterized "reaging" as a customer service, in fact, the Company used it to:

i Manipulate its reported delinquencyratios and delay or prevent charge-
offs (Y9107-133);
(ii) Cross-sell or up-sell additional loans or lines of credit (J]107-116);
and
(1ii) Convert customers' unsecured loans into loans secured by their homes

or cars without disclosing this information to them (§116). In addition, as detailed in J4111-114 and
121, defendants designed the Vision system to automatically reage delinquent accounts when the
computer received only a partial payment without any evidence that the delinquency had been cured.

(d)  The Officer Defendants designed the predatory lending practices and reaging
of delinquent accounts, allowing the Company to:

(i) Understate its true levels of delinquencies, such that any financial
metrics that were dependent upon delinquencies or defaults and important to investors as a measure
of Household's health, including credit loss reserves, were also materially false and misleading
(99125-133);

(ii) Under-report non-performing assets and misreport credit quality
(q9125-133);
(1ii) Consistently report lower loan loss reserves by improperly lowering

defauits and prepayments (]102-106 and 125-133);
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(iv) Recognize interest income that should not have been accrued in
accordance with the Company's own lending practices and policies (]102-106, 125-133 and 154-
155); and
(v) Artificially inflate reported revenues and EPS throughout the Class
Period (1102-106 and 125-153).

(e) As set forth in §]134-155, throughout the Class Period, defendants engaged
in improper accounting for Household's credit card co-branding, affinity and third-party marketing
agreements, causing Household to overstate its finance income, securitization income and fee income
and misstate certain of its expenses, resulting in an overstatement of net income. Due to defendants’
improper accounting, the Company was forced to restate earnings for an eight-year period from 1994
through 2Q02. As set forth in 1{134-153, the Officer Defendants have admitted that Household's
results for 4Q01,FY 01, 1Q02 and 2Q02 were materially false and misleading and have restated these

results as follows:

DILUTED EPS
As Reported Restated Difference
4Q01 $1.17 $1.13 <$0.04>
FYO1 $4.08 $3.91 <$0.16>
1Q02 $1.09 $1.04 <$0.05>
2Q02 $1.08 $1.07 <$0.01>

) In addition to the false and materially misleading financial data, the
Company's SEC filings also contained inadequate risk disclosures that did not disclose the true risks
of investing in Household — specifically, the risk of investing in a company that was not reporting
its financial results in conformity with GAAP. In addition, and a result thereof, the purported risk
disclosures were wholly ineffective and inappropriate and did not alert investors to the true risks of
investing in Household securities.
343. By 9/02, the Officer Defendants had been forced to take a $600 million charge and
eliminate $386 million of previously reported earnings. They realized that they could no longer
conceal the magnitude and pervasiveness of their scheme and wrongful course of business. Knowing

that Household would be forced to suspend many of its illegal activities and incur a substantial
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charge as part of any settlement with the state attorney generals, the Officer Defendants attempted
to effect a soft landing and were somewhat successful in doing so. As defendant Aldinger began to
manipulate down expectations for Household performance, stating that, even if 15% eamings growth
was not sustainable, "10% was the minimum achievable," Household stock declined to
approximately $28 per share in late 9/02.

344.  In early 10/02, rumors began to circulate in the market of a pending settlement that
would terminate Household's ability to continue the illegal practices detailed herein and require a
$500+ million payment. In response, the price of Household stock dropped from as high as $29 on
9/30/02 to less than $21 during early 10/02. On 10/14/02, Houschold disclosed that it had agreed
to settle with the state attorney generals regarding the claims related to its predatory lending practices
and would pay $484 million in connection therewith. The deterioration in Household's business
during 2002 was a direct result of the increasing scrutiny it was subjected to for the illegal tactics
detailed herein, which tactics have ultimately resulted in well over $1 billion worth of charges and
writeoffs, and the elimination of over $20 billion of market capitalization. Defendants' misconduct
ultimately forced the Household Board to approve Household's acquisition by HSBC in 11/02
because of the market's suspicions concerning the integrity of the Company and its operations.

X. BASIS OF ALLEGATIONS

345.  Plaintiffs allege the following based upon an investigation of counsel, including a
review of SEC filings issued by Household and HFC, as well as regulatory filings and reports, news
articles, securities analyst reports, advisories about the Company, press releascs and other public
statements issued by the Company or its representatives, media reports about the Company, and
interviews of, among others, former Household employees and other persons with knowledge of
defendants. Except as alleged herein, the underlying information concerning defendants' misconduct
and the particulars thereof is not available to plaintiffs and the public and lies within the possession
and control of defendants and other Houschold insiders. Based upon the substantial facts already
uncovered, plaintiffs believe that substantial additional evidentiary support will exist for the

allegations set forth herein after a reasonable opportunity for discovery.
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XI. FIRST CLAIM FOR RELIEF

For Violation of Section 10(b) of the 1934 Act and Rule 10b-5
(Against Household, the Officer Defendants and Andersen)

346. Plaintiffs incorporate 41-347 by reference.

347. Duringthe Class Period, defendants Household, the Officer Defendants and Andersen
disseminated the false statements specified above, which they knew or recklessly disregarded were
materially false and misleading in that they contained material misrepresentations and failed fo
disclose material facts necessary in order to make the statements made, in light of the circumstances
under which they were made, not misleading.

348. Defendants Household, Andersen.and the Officer Defendants violated §10(b) of the
1934 Act and Rule 10b-5 in that they:

(a) Employed devices, schemes, and artifices to defraud;

(b)  Made untrue statements of material facts or omitted to state material facts
necessary in order to make statements made, in light of the circumstances under which they were
made, not misleading; or

(c) Engaged in acts, practices.and a course of business that operated as a fraud
or deceit upon plaintiffs and others similarly situated in connection with their purchases of
Household securities during the Class Period.

349. Plaintiffs and the class have suffered damages in that, in reliance on the integrity of
the market, they paid artificially inflated prices for Household securities. Plaintiffs and the class
would not have purchased Household securities at the prices they paid, or at all, if they had been
aware that the market prices had been artificially and falsely inflated by defendants’ misleading
statements.

350. Asadirect and proximate result of _these defendants' wrongful conduct, plaintiffs and
the other members of the class suffered damages in connection with their purchases of Household

securities during the Class Period.
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XII. SECOND CLAIM FOR RELIEF

For Violation of Section 20(a) of the 1934 Act
(Against Househeld and the Officer Defendants)

351. Plaintiffs incorporate 1{1-352 by reference.

352. The Officer Defendants prepared, or were responsible for preparing, the Company's
press releases and SEC filings. The Officer Defendants controlled other employees of Household.
Household controlled the Officer Defendants and each of its officers, executives and all of its
employees. ‘

353. In addition to the duties of full disclosure imposed on defendants by their status as
controlling persons of the Company, as a result of their affirmative statements and reports or
participation in the making of affirmative statements and reports to the investing public, defendants
had a duty to promptly disseminate truthful information that would be material to investors in
compliance with the integrated disclosure provisions of the SEC, as embodied in SEC Regulations
S-X, 17 C.F.R. §§210.01 et seq., and S-K, 17 C.F.R. §§229.10 et seq., and other SEC regulations,
including accurate and truthful information with respect to Household's stock, operations, financial
condition and earnings, so that the market price of Household's securities would be based on truthful,
complete and accurate information. By reason of such conduct, defendants are liable pursuant to
§20(a) of the 1934 Act,

XIII. THIRD CLAIM FOR RELIEF
For Violations of Sections 11, 12(a)(2) and 15 of the 1933 Act
(Against Household, the Officer Defendants, the Director Defendants,
Andersen, Goldman Sachs and Merrill Lynch)

354. Plaintiffs incorporate all paragraphs as if set forth herein. Plaintiffs expressly exclude
any allegation complained of herein that could be construed to allege intentional or reckless conduct.

355. Plaintiff West Virginia Fund asserts this claim for violations of §§11, 12(a)(2) and
15 of the Securities Act, 15 U.S.C. §§77k, 77(a}(2) and 770, on behalf of itself and all other
members of the Beneficial subclass.

356. This claim is brought against Household, the Officer Defendants, the Director
Defendants, Andersen, Goldman Sachs and Merrill Lynch.
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357. Plaintiff West Virginia Fund and the members of the Beneficial subclass acquired
Household's shares pursuant to Household's 6/01/98 Form S-4 Registration Statement and Joint
Proxy Statement-Prospectus (the "Beneficial Registration Statement"), which shares were issued in
connection with the Household/Beneficial merger.-

Household

358. Houschold was the issuer of shares registered via the Beneficial Registration
Statement. As such, Household is strictly liable for the false statements contained in the Beneficial
Registration Statement.

Director Defendants

359. Each of the Officer Defendants and Director Defendants named in this Claim for
Relief signed the Beneficial Registration Statement and/or was a Director of Household at the time
the Beneficial Registration Statement was declared effective and Household issued approximately
168 million shares pursuant thereto.

360. The Officer Defendants were involved in the preparation, filing and dissemination
of the Beneficial Registration Statement. None of them made a reasonable investigation of or
possessed reasonable grounds for the belief that the statements contained in the Beneficial
Registration Statement were true and that it did not omit any material fact necessary to make the
statements made therein not misleading. In the exercise of reasonable care, these defendants would
have known of the misstatements and omissions complained of herein.,

361. The Officer Defendants solicited the exchange of Beneficial shares pursuant to the
Beneficial Registration Statement. The actions taken by them included participation in the
preparation and dissemination of the false and misleading statements pled herein.

The False and Misleading
Beneficial Registration Statement

362. TheBeneficial Registration Statement included Household's FY94-FY97 and interim
FY98 financial results, including Household's reported EPS for these periods. The Beneficial

Registration Statement stated:
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COMPARATIVE PER SHARE

The comparative per share data presented below are based on and derived from, and
should be read in conjunction with, the historical consolidated financial statements
and the related notes thereto of Household ... all of which are incorporated by
reference herein, and the unaudited pro forma condensed combined financial
information of Household and the related notes thereto included elsewhere in this
Joint Proxy Statement-Prospectus ....

SUMMARY SELECTED HISTORICAL FINANCIAL DATA OF HOUSEHOLD
(IN MILLIONS, EXCEPT PER-SHARE DATA)

. Three Months
Year Ended December 31, Ended March 31,
1993 1994 1995 1996 1997 1997 1998
Net income 298.7 367.6 453.2 538.6 686.6 131.5 170.3
Earnings per share:
Diluted 95 1.17 . 144 1.77 2.17 43 51

363. The Beneficial Registration Statement also incorporated by reference the financial
statements contained in Household's FY97 Report on Form 10-K (filed on 3/30/98) and 1Q98 Report
on Form 10-Q (filed on 5/12/98), which documents had been previously filed by Household with the
SEC.

364. The financial results for FY97 and 1Q98 contained in the Beneficial Registration

Statement were false. The true facts are:

DILUTED EPS
As Reported Restated Difference
Cumulative FY94-FY 96 $4.38 $4.10 <$0.28>
FY97 $2.17 $2.07 <50.10>
1Q98 $0.51" $0.48 <$0.03>

NET INCOME (IN MILLIONS)

As Reported Restated Difference
Cumulative FY94-FY96 $1,359.4 $1,277.3 <$82.1>
FY97 $ 686.6 $ 6552 <§31.4>
1Q98 $1,359.4 $1,277.3 <$82.1>

'*Household did not provide quarterly details for the 1998 restatement. The restated net income and
diluted EPS for 1Q98 assumes the impact of the FY98 restatement was spread equally over the quarters.

- 138 -



~ ™ S ~ -~ ~

Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 147 of 163 PagelD #:442

365. The Beneficial Registration Statement also included false representations about the
accuracy of Household's SEC filings, stating that Household's "SEC Reports complied in all material
respects with the requirements of the Securities Act or the Exchange Act, as the case may be, and
the applicable rules and regulations promulgated thereunder" and that "none of the [Household's]
SEC Reports, when filed, contained any untrue statement of a material fact or omitted to state any
material fact required to be stated therein or necessary to make the statements therein, in light of the
circumstances under which they were made, not misleading."

366. The Beneficial Registration Statement also represented that:

[t]he consolidated financial statements of [Household] included in [its] SEC Reports

filed and publicly available prior to the date of this Agreement (as amended to the

date of this Agreement, the "Filed Acquiror SEC Reports") complied as to form in

all material respects with the applicable accounting requirements and the published

rules and regulations of the SEC with respect thereto, have been prepared in

accordance with GAAP (except, in the case,of the unaudited statements, as permitted

by Form 10-Q of the SEC) applied on a consistent basis during the periods involved

(except as may be indicated therein or in the notes thereto) and fairly present the

consolidated financial position of [Household] and its consolidated subsidiaries as

of the dates thereof and the consolidated results of their operations and their

consolidated cash flows for the periods then ended....

367. AstoHousehold's outstanding liabilities, the Beneficial Registration Statement stated
that neither Household "nor any of its subsidiaries has any material liabilities or obligations of any
nature (whether accrued, absolute, contingent or 6,therwise) required by GAAP to be recognized or
disclosed on a consolidated balance sheet of [Household] and its consolidated subsidiaries or in the
notes thereto."

368. Each of the statements made in 9363-368 above were false and misleading when
made. The true facts were that Household's SEC filings did net comply with the regulations of the
Securities Act, as the Beneficial Registration Statement included Household's consolidated financial
statements for FY94-FY97, as well as Household's interim financial statements for 1Q98, all of
which were false, did not fairly or accurately pré"s?gﬁt Household's financial position or its results of
operations and had not been prepared in cor_nplian'.c,'e with GAAP, as detailed in §102-106 and 125~
133.

369. Inaddition to the false statements concerning Household's financial performance that

were included in the Beneficial Registration Statement, defendants falsely represented in the
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Beneficial Registration Statement that Household was operating in "compliance with applicable
laws." Specifically addressing the propriety of its business practices and the veracity of its SEC
filings, the Beneficial Registration Statement stated:

None of the information to be supplied by [Household] for inclusion or
incorporation by reference in the Registration Statement or the Merger Proxy
Statement will, in the case of the Registration Statement, at the time it becomes
effective and at the Effective Time, contain any untrue statement of a material fact
or omiit to state any material fact required to be stated therein or necessary to make
the statements therein not misleading, or, in the case of the Merger Proxy
Statement or any amendments thereof or supplements thereto, at the time of the
mailing of the Merger Proxy Statement and any amendments or supplements thereto
and at the time ofthe Company Stockholders Meeting and the Acquiror Stockholders
Meeting, contain any untrue statement of a material fact or omit to state any
material fact required to be stated therein or necessary in order to make the
statements therein, in light of the circitinstances under which they are made, not
misleading. The Merger Proxy Statement (except for such portions thereof that
relate only to the Companry or its subsidiaries or Affiliates) and the Registration
Statement will comply as to form in all material respects with the provisions of the
Exchange Act and the Securities Act, respectively, and the rules and regulations
promulgated thereunder. '

* . * *

[Household] and its subsidiaries are in compliance with all judgments, orders,

decrees, statutes, Laws, ordinances, rules and regulations of any Governmental

Entity applicable to them, except for such noncompliance which, individually or in

the aggregate, would not, individually or in the aggregate have a Material Adverse

Effect on [Household].
Andersen

370. Andersen is an accounting firm that consented to being named as preparing and
certifying Household's false FY94-FY 97 financial statements, which were included in the Beneficial
Registration Statement. Andersen is liable for the false financials it certified and its statement that
these financial statements were correct and prepared in accordance with GAAP because it failed to
conduct a reasonable investigation and did not have reasonable grounds to believe Household's
financial statements that its opinion or Household's FY94-FY97 financial statements, including
Household's reported EPS as detailed in §9171-191 herein, were not false.
Goldman Sachs and Merrill Lynch

371. Goldman Sachs and Merrill Lynch acted as financial experts in connection with the

preparation and filing of the Beneficial Registration Statement and the consummation of the

Household/Beneficial Merger. Both Goldman Sachs and Merrill Lynch acted as financial advisors
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and experts within the meaning of §11, concerning the fairness "from a financial point of view" of
the consideraiion to be received by Beneficial shareholders in connection with the
Household/Beneficial merger.

372.  Goldman Sachs and Merrill Lynch each consented to being named as having prepared
and/or certified that part of the Beneficial Regisﬁaﬁon Statement addressing the valuation of the
consideration received by Beneficial shareholders.;Bbth Goldman Sachs and Merrill Lynch prepared
opinion letters and consented to the inclusion of those opinion letters in the Beneficial Registration
Statement. Each of the opinion letters falsely stated that the Exchange Ratio (that is, the ratio of
Household shares received by each Beneficial shareholder in exchange for their Beneficial shares)
was "fair from a financial point of view to the holders" of Beneficial stock, as detailed below:

(a) Goldman Sachs' opinion letter of 4/07/98 included in the Beneficial
Registration Statement provided:
Board of Directors Beneficial Corporation 100 Beneficial Center Peapack, NJ 07977
Ladies and Gentlemen:

You have requested our opinion as to the faimess from a financial point of view to
the holders of the outstanding shares of Common Stock, par value $.01 per share (the
"Shares™), of Beneficial Corporation (the "Company "} of the exchange ratio of
1.0222 shares of common stock, par value $1.00 per share ("Household Common
Stock™), of Household Intematlonal Inc. ("Household™") to be received for each Share
(the "Exchange Ratio") pursuant to the Agreement and Plan of Merger dated as of
April 7, 1998 by and among Household, Household Acquisition Corp., 2 wholly
owned subsidiary of Household, and the _Company (the "Agreement").

Goldman, Sachs & Co., as part of its iivéstment banking business, is continually
engaged in the valuation ‘of businesses and their securities in connection with mergers
and acquisitions, negotiated underwritings, competitive biddings, secondary
distributions of listed and unlisted securities, private placements and valuations for
estate, corporate and other purposes. We, are familiar with the Company having
prov1ded certain investment banking services to the Company from time to time,
including advisory services to the Company in connection with the sale of its
Canadian subsidiary and the proposed sale of its German subsidiary ("BNL
Germany"), having participated as a co-manager on the Company's September 1997
asset securitization and having acted as its financial advisor in connection with, and
having participated in certain of the negotiations leading to, the Agreement, We have
also acted as principal in the purchase of certain assets owned by BNL Germany. We
also have provided certain investment banking services to Household from time to
time including acting as a Jead or co-manager on various asset securitizations and
various debt financings and as a co-manager of the June 1997 secondary offering of
Household common stock, and may provide investment banking services to
Household in the future. Goldman Sachs & Co. provides a full range of financial
advisory and security services and, in the course of its normal trading activities, may
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from time to time effect transactions.and hold securities, including derivative
securities of the Company or Household, for its own account and for the accounts of
customers.

In connection with this opinion, we_have reviewed, among other things, the
Agreement; Annual Reports to Stockholders and Annual Reports on Form 10-K of
the Company and Household for the five years ended December 31, 1997; certain
interim reports to stockholders and Quarterly Reports on Form 10-Q ofthe Company
and Household; certain other communications from the Company and Household to
their respective stockholders; certain internal financial analyses and forecasts for the
Company and Household prepared by their respective managements including
forecasts of certain cost savings and revenue enhancements (the "Synergies")
resulting from the Merger prepared by the management of Household and reviewed
by the management of the Company. We also have held discussions with members
of the senior management of the Company and Household regarding the strategic
rationale for, and the potential benefits of, the transaction contemplated by the
Agreement and the past and current busmess operations, financial condition and
future prospects of their respective companies. In addition, we have reviewed the
reported price and trading activity for the Shares and the Housechold Common Stock,
compared certain financial and stock market information for the Company and
Household with similar information for certain other companies the securities of
which are publicly traded, reviewed the. financial terms of certain recent business
combinations including certain transactions in the consumer finance industry and
performed such other studies and analyses as we considered appropriate.

We have relied upon the accuracy and completeness of all of the financial and other
information reviewed by us and have assumed such accuracy and completeness for
purposes of rendering this opinion. In that regard, we have assumed, with your
consent, that the financial forecasts of Household, including, without limitation, the
Synergies, have been reasonably prepared on a basis reflecting the best currently
available judgments and estimates of Household and that such forecasts will be
realized in the amounts and at the times contemplated thereby. We are not experts
in the evaluation of loan portfolios for purposes of assessing the adequacy of
allowances for losses with respect thereto and have assumed, with your consent, that
such allowances for each of the Company and Household are in the aggregate
adequate to cover such losses. In addition, we have not reviewed individual credit
files nor have we made an independent.evaluation or appraisal of the assets and
liabilities of the Company or Household or any of their subsidiaries and we have not
been furnished with any such evaluation or appraisal. We have assumed that the
transaction contemplated by the Agreement will be accounted for as a pooling of
interests for accounting purposes. Our advisory services and the opinion expressed
herein are provided for the information, and assistance of the Board of Directors of
the Company in connection with its consideration of the transaction contemplated by
the Agreement and such opinion does not constitute a recommendation as to how any
holder of Shares should vote with respect to. such transaction.

Based upon and subject to the foregoing and based upon such other matters as we
consider relevant, it is our apinion that as of the date hereof the Exchange Ratio
pursuant to the Agreement is fair from a financial point of view to the holders of
Shares.

Very truly yours,

/s/ Goldman, Sachs & Co,
Goldman, Sachs & Co.
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(b)  TheBeneficial Registration Statement also contained Merrill Lynch's opimion
letter dated as of 4/16/98, which stated:

Investment Banking Group
Merrill Lynch & Co., Inc.
World Financial Center
North Tower

New York, New York
10281-1325

212 449 1000

April 16, 1998

Board of Directors
Beneficial Corporation
100 Beneficial Center
Peapack, NJ 07977

Members of the Board of Directors:

Beneficial Corporation (the "Company”), Household International, Inc. (the
"Acquiror") and Household Acquisition Corporation II, a newly forrned wholly-
owned subsidiary of the Acquiror (the "Acquisition Sub“), have entered into an
Agreement and Plan of Merger, dated as of April 7, 1998 (the "Agreement"),
pursuant to which the Acquisition Sub will be merged with and into the Company in
a transaction (the "Merger") in which (i) each outstanding share of the Company's
common stock (including each attached right issued pursuant to the Company Rights
Agreement (as defined in the Agreement)), par value $.01 per share (the "Company
Shares™), will be converted into the right to receive 1.0222 shares (the "Exchange
Ratio") of the common stock of the Acquiror, par value $1.00 per share (the
"Acquiror Shares"), (ii) each share of the Company's $5.50 Dividend Cumulative
Convertible Preferred Stock, without par value (the "Company Convertible Preferred
Stock"), will be converted into the right to receive the number of Acquiror Shares
that a holder of the number of Company Shares into which such share of Company
Convertible Preferred Stock could have been converted immediately prior to the
Merger would have the right to receive pursuant to clause (i) of this paragraph, and
(ifi) each share of the Company's 5% Cumulative Preferred Stock, par value $50.00
per share, $4.50 Dividend Cumulative Preferred Stock, par value $100.00 per share,
and $4.30 Dividend Cumulative Preferred Stock, without par value (collectively, the
"Company Preferred Stock™), will be converted into the right to receive one share of
newly created preferred stock of the Acquiror with terms substantially identical to
those of the Company Preferred Stock. In'connection with the Merger, the parties
also have entered into agreements pursuant to which the Company granted to the
Acquiror and the Acquiror granted to the Company reciprocal options to acquire
19.9% of their respective common stock.

You have asked us whether, in our opinion, the Exchange Ratio is fair from a
financial point of view to the holders of the Company Shares, other than the Acquiror
and its affiliates.

In arriving at the opinion set forth below, we have, among other things:

(1)  Reviewed certain publicly available business and financial information
relating to the Company and the Acquirét that we deemed to be relevant;
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(2) Reviewed certain information, including certain internal financial analyses
and forecasts for the Company and the Acquiror prepared by their respective
managements, including forecasts of certain cost savings and revenue enhancements
(the "Expected Synergies") resulting from the Merger prepared by the management
of the Acquiror and reviewed by the management of the Company;

3) Conducted discussions with members of senior management of the Company
and the Acquiror concerning the matters described in clauses 1 and 2 above, as well
as their respective businesses and prospects before and after gwmg cffect to the
Merger and the Expected Synergies;

4 Reviewed the market prices and valuation muitiples for the Company Shares
and the Acquiror Shares and compared them with those of certain publicly traded
companies that we deemed to be relevant;

(5) Reviewed the results of operations of the Company and the Acquiror and
compared them with those of certain publicly traded companies that we deemed to
be relevant;

(6) Compared the proposed financial terms of the Merger with the financial terms
of certain other transactions that we deemed to be relevant;

{(7) Participated in certain discussions and negotiations among representatives of
the Company and the Acquiror and their financial and legal advisors;

(8) Reviewed the potential pro forma impact of the Merger;
)] Reviewed the Agreement; and |

(10) Reviewed such other financial studies and analyses and took into account
such other matters as we deemed necessdry, including our assessment of general
economic, market and monetary conditions.

In preparing our opinion, we have assumed and relied on the accuracy and
completeness of all information supplied or otherwise made available to us,
discussed with or reviewed by or for us, or publicly available, and we have not
assumed any responsibility for independently verifying such information or
undertaken ann [sic} independent evaluation or appraisal of any of the assets or
liabilities of the Company or the Acquiror. In addition, we have not assumed any
obligation to conduct any physical inspection of the properties or facilities of the
Company or the Acquiror. With respect to the financial forecast information and the
Expected Synergies furnished to or discussed with us by the Company or the
Acquiror, we have assumed that they have been reasonably prepared and reflect the
best currently available estimates and judgment of the Company's or the Acquiror's
management as to (i) the expected future financial performance of the Company or
the Acquiror, as the case may be, and (ii) the Expected Synergies. We have further
assumed that the Merger will be accounted for as a pooling of interests under
generally accepted accounting principles. and that it will qualify as a tax-free
reorganization for U.S. federal income tax purposes.

Our opinion is necessarily based upon market, economic and other conditions as they
exist and can be evaluated on, and on the information made available to us as of, the
date hereof. We have assumed that i in_the course of obtaining the necessary

regulatory or other consents or approvals (contractual or otherwise) for the Merger,
no restrictions, including any divestiture requirements or amendments or

- 144 -

R




™ I ~ A W
Case: 1:02-cv-05893 Document #: 50 Fi’f@ﬁS/O?/OS Paé?a 153 of 163’I3age|D #:448"

modifications, will be imposed that will have a material adverse effect on the
contemplated benefits of the Merger. -

We are acting as financial advisor to the Company in connection with the Merger and
will receive a fee from the Company for our services, a significant portion of which
is contingent upon the consummation of the Merger. In addition, the Company has
agreed to indemnify us for certain liabilities arising out of our engagement. We are
currently, and have in the past, provided financial advisory and financing services to
the Company and the Acquiror and/or its or their affiliates and may continue to do
so and have received, and may receive, fees for the rendering of such services. In
addition, in the ordinary course of our business, we may actively trade the Company
Shares and other securities of the Company, as well as the Acquiror Shares and other
securities of the Acquiror, for our own_account and for the accounts of customers
and, accordingly, may at any time hold a Iong or short position in such securities.

This opinion is for the use and benefit of the Board of Directors of the Company.
Our opinion does not address the merits of the underlying decision by the Company
to engage in the Merger and does not constitute a recommendation to any shareholder
as to how such shareholder should vote on the proposed Merger or any matter related
thereto.

We are not expressing any opinion herein as to the prices at which the Company
Shares or the Acquiror Shares will trade following the announcement or
consummation of the Merger.

On the basis of and subject to the foregoing, we are of the opinion that, as of April
7, 1998, the Exchange Ratio is fair from a financial point of view to the holders of
the Company Shares, other than the Acquiror and its affiliates.

Very truly yours,

/s/ Merrill Lynch, Pierce, Fenner & Smith Incorporated
Merrill Lynch, Pierce, Fenner & Smith Incorporated

373. The opinion letters 1ssued by Merrill Lynch and Goldman Sachs were each false and
misleading when issued, as the Exchange Ratio was not "fair" to Beneficial sharcholders. Rather,
the failure of Merrill Lynch and Goldman Sachs to conduct a reasonable investigation in connection
with the issuance of these opinions resulted in each of them failing to uncover and consider the true
facts as detailed herein. Thus, Merrill Lynch and Goldman Sachs falsely opined that the
Household/Beneficial merger was "fair from a financial point of view" to the Beneficial subclass,
notwithstanding the fact that the strength of Household's historical performance, its prospects and
its financial statements were overstated based upon the improper practices detailed in the Complaint
and/or the accounting improprieties detailed in {102-106 and 125-155.

374. In fact, Houschold was not in compliance with applicable law, was engaged in

predatory lending practices and was improperly reaging delinquent accounts, which practices were
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designed to skew the ratios of delinquencies, charge-offs and credit loss reserves in the Company's
financial statements and the strength of its oper_ati_ng performance. Moreover, Household's failure
to comply with applicable laws subjected the Company to huge contingent liability which was not
properly reflected on Household's balance sheet. Defendants also failed to disclose that they
improperly amortized expenses associated with their credit card co-branding and affinity
relationships and marketing mitiatives agreement with a third party.

375. The West Virginia Fund and the Beneficial subclass acquired their Household shares
in connection with the merger in exchange for their Beneficial shares without knowledge of the
untruths or omissions alleged herein. As a direct and proximate result, the West Virginia Fund and
the Beneficial subclass have suffered substantial damage.

376. Each of the defendants actively participated in drafting, revising or approving the
Beneficial Registration Statement by which the Household shares were issued and exchanged for
Beneficial shares held by the West Virginia Fund and all other members of the Beneficial subclass.
The Beneficial Registration Statement was a "document” which was designed to sell and offered to
sell Household shares and was calculated by defendants to be relied upon by the Beneficial subclass
in approving the Household/Beneficial merger. Tﬁe Beneficial Registration Statement was widely
distributed by defendants for that purpose.

377. The members of the Beneficial subclass acquired their Household shares under the
materially false and misleading statements alleged in §{363-368. The members of the Beneficial
subclass did not know, nor in the exercise of reasonable diligence could they have known, of the
untruths and omissions about Household, including its true business condition and its overstated and
projected earnings, which defendants made in the Beneficial Registration Statement disseminated
in connection with the Household/Beneficial merger.

378. Eachofthe defendants named herein had an affirmative duty to conduct a reasonable
investigation of the statements contained in the Beneficial Registration Statement to ensure that said
statements were true and that there was no omission to state any material fact required to be stated
in order to make the statements contained therein fiot misleading. In the exercise of reasonable care,

each of the defendants named herein should have known of the material misstatements and
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omissions contained in the Beneficial Registration Statement as set forth herein. None of the
defendants named herein made a reasonable investigation or possessed reasonable grounds for
there was not any omission of material fact necessary to make the statements made therein not
misleading. As such, each of these defendants is liable to the members of the Beneficial subclass.

379. Each ofthe defendants named in this Claim for Reliefissued, caused to be issued and
participated in the issuance of the Beneficial Registration Statement, which misrepresented or failed
to disclose, inter alia, the facts set forth above. By reasons of the conduct herein alleged, each
defendant violated, and/or controlled a person who violated §§11 and 12(a)(2) of the Securities Act.

380. As a direct and proximate result of defendants' wrongful conduct, the Household
stock received by the Beneficial subclass was artificially inflated, and plaintiffs and the Beneficial
subclass suffered substantial damages in connection with this acquisition of Household stock.

381. This action was brought within two years after the discovery of the untrue statements
and omissions (and within two years after such discovery should have been made in the exercise of
reasonable diligence) and within five years after the merger between Household and Beneficial was
consummated.

382. Byreason of the foregoing, defendants named in this Claim for Relief violated §§11,
12(a)(2) and 15 of the Securities Act and are liable to plaintiffs and the members of the Beneficial
subclass who acquired Household stock in exchange for their Beneficial shares pursuant to the
Beneficial Registration Statement, each of whom has been damaged by reason of such violations.

XIV. FOURTH CLAIM FOR RELIEF

For Violation of Sections 11 and 15 of the 1933 Act
(Against Household/HFC, the HFC Director Defendants and Andersen)

383. Plaintiffs AMS Fund and West Virginia Fund incorporate all paragraphs as if' set forth
herein. For purposes of this Claim for Relief, plaintiffs expressly exclude and disclaim any
allegations that could be construed as alleging fraud or intentional or reckless misconduct, as this

Claim for Relief is based solely on claims of strict liability and/or negligence under the Securities

Act.
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384. This Claim for Relief is brou gﬁt against Household/HFC, the HFC Director
Defendants and Andersen. During the Class Period, HFC and/or Houschold filed registration
statements in connection with the registration for sale and/or the sale of debt securities, including
Form S-3 registration statements filed with the SEC on or about 2/16/99, 7/01/99, 3/24/00, 9/13/00,
2/23/01,5/03/01, 11/20/01, 12/18/01 and 4/09/02 (collectively, the "Debt Registration Statements"),
which Debt Registration Statements were used to sell more than $75 billion of debt securities during
the Class Period (collectively, the "Debt Securities').

385.  Plaintiffs AMS Fund and West Virginia Fund each purchased Debt Securities that
were issued pursuant to and are traceable to the Debt Registration Statements. The Debt Registration
Statements were false and misleading, as they omitted to state facts necessary to make the statements
contained therein not misleading and failed to adequately disclose material facts as described below.
Household/HFC

386. Household and/or HFC is either the registrant, issuer or owner of the wholly owned
subsidiary that acted as the registrant of the securities sold via the Debt Registration Statements and
thus are strictly liable for the false statements therein.

HFC Director Defendants

387.  Aldinger, Schoenholz, Gilmer and Vozar were each responsible for the contents and
dissemination of the Debt Registration Statements, as they were directors of HFC and/or Household,
signed the Debt Registration Statements and participated in the preparation and dissemination of the
Debt Registration Statements by preparing, reviewing and/or signing the Debt Registration
Statements and thereby caused them to be filed with the SEC.

Accountants

388. Andersen consented to the incorporation of its report on the Company's false financial
statements in the Debt Registration Statements.

389.  Asaprovider of mortgage and credit card lending services, Household depended on
its ability to raise huge amounts of cash to fund its lending operations. During the Class Period, the
Company raised well over $75 billion through a series of debt offerings conducted through its wholly

owned subsidiary, HFC. During the Class Period, HFC acted as the Jending arm of the Company,
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and in addition to raising enormous amounts of debt to fund the Company's lending operations, HFC
offered real estate secured loans, auto finance loans, MasterCard and Visa credit cards, private label
credit cards, tax refund anticipation loans, retail installment sales finance loans and other types of
unsecured loans to consumers, Despite the dominance and control over HFC by Household, HFC
was and is a reporting company that files with the SEC its own financial statements.

390. Unbeknownst to shareholders, however, during the Class Period, the Debt
Registration Statements were false and materially misleading and omitted to disclose facts necessary
to make the statements contained therein not materiélly false and misleading. For example, investors
only learned on 8/14/02 — the same day the Company CEO and COO (as the Company's principal
financial officers) were required to certify the veracity of their financial statements — that Household
had improperly booked about $600 million (pre—ta;i), or $386 million (post-tax} in revenue during
the period from 1994 through the second half of 2002, In addition to the Household restatement,
HFC also restated its financial results by taking a charge of $264.8 million (post-tax) and $418.8
million (pre-tax). The massive restatement at HFC accounted for a significant portion of the

Household restatement, as is indicated below:

FY9%-
[Post-Tax Effects] 1002 2002 1H02  FYO01 FY00 FY9%9 FY98 Total
Household
Restatement
Amount* $6.1M $20.0M  $26.1IM  $759M  $70.1M  $58.1M  $155.8M $386.0M
HFC Restatement o
Amount** $179M $5.9M $23.8M $56.7M  $59.8M $543M  $70.2M $264.8M
HFC Restatement as N
a % of Total 2934% 29.5%  91.1% 747%  853%  93.4%  45.0% 68.6%
* Source: Household 2001 Report on Form 10-K/A00, dated 8/27/02

ok Source: HFC 2Q02 Report on Form 10-Q/A00, dated 8/27/02

391. Each ofthe Debt Registration Statements used to sell the Debt Securities was signed
by the HFC Director Defendants and was materially falsc and misleading, in that it contained
material misstatements of fact or omitted to include facts necessary to make the statements contained

therein not materially misleading, for the following reasons, among others:
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(a) The Debt Registration Statements filed by HFC and/or Household contained
a statement of the purported ratio of earnings to fixed charges for Household and/or its subsidiaries
for the period from 1992 to current. For purposes of calculating these ratios, the earnings detailed
in the Debt Registration Statements purportedly consisted of income from continuing operations, to
which was added income taxes and fixed charges. In fact, however, the Debt Registration
Statements were materially false because the fixed earning figure presented by Household and/or
HFC was artificially inflated and did not reflect the true eamings of either HFC or the Company, as
has now been admitted;

(b) The Debt Registration Statements were also materially false and misleading,
as they included the false financial statements of HEC and/or Household for the periods from FY 94-
FY97 and incorporated Reports on Form 10-K and/or the interim financial statements filed with the
SEC on Form 10-Q for FY98, FY99, FY00 and/or FYOI, which financial statements defendants
represented had been prepared in accordance with GAAP and which interim financial information
purportedly was prepared in accordance with the instructions for Form 10-Q and Article 10 of
Regulation S-X. In fact these financial statements had artificially inflated and over-reported earnings
for the Company and HFC and, as a result, were not prepared in accordance with GAAP or other
SEC rules;

{(c) Despite the falsity of HFC and/or Household's financial statements, which
were incorporated into the Debt Registration Statements and which failed to properly account for
HFC and/or Household's actual income, defendanthndersen consented to the inclusion of the false
financial statements in the Debt Registration Statements and its report to the Board Directors of HFC
in each incorporated Report on Form 10-K, which report stated that, "In our opinion, the financial
statements referred to above present fairly, in all .material respects, the consolidated financial
position of Houschold Financial Corporation and its subsidiaries" at that time and that these financial
statements were prepared "in conformity with generally accepted accounting principles.” In fact, this
was not true — HFC and Household's financial statements were not prepared in conformity with

GAAP, and Household and HFC were required to restate their false financial statements in 2002.
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392.  Plaintiffs AMS Fund and West Virginia Fund and the members of the Securitjes Act
subclass purchased the Debt Securities traceable to the false and misleading Debt Registration
Statements. As a direct and proximate result of defendants’ acts and omissions in violation of §§11
and/or 15 of the Securities Act, plaintiffs AMS Fund and West Virginia Fund and the members of
the Securities Act subclass suffered substantial damages in connection with their purchases of the
Debt Securities. By reason of the conduct herein alleged, each defendant violated and/or, in
violation of §15 of the Securities Act, controlled a person who violated §15 of the 1933 Act.

393. At the time they purchased the Debt Securities traceable to the defective Debt
Registration Statements, plaintiffs AMS Fund___ar_ld West Virginia Fund and members of the
Securities Act subclass were without knowledge ‘.(')'f the facts concerning the false or misleading
statements or omissions alleged herein.

394. Less than two years has clapsed from the time plaintiffs discovered or recasonably
could have discovered the facts upon which this Complaint is based to the time this action was
commenced. Less than five years have elapsed from the time the securities upon which this Claim
for Relief is brought were bona fide offered to the time this action was commenced.

XV. STATUTORY.SAFE HARBOR

395. The statutory safe harbor provided for forward-looking statements ("FLS™) does not
apply to the false FLS pled. None of the partic_t;lar. written FLS in Household's allegedly false
financial statements or oral FLS in Household's conference calls and meetings with analysts was so
identified as required. Defendants are liable for the false FLS pled because, at the time each FLS
was made, the speaker knew the FLS was false, ér'ircuil,the FLS was authorized and/or approved by an
executive officer or management of Household who knew the FLS was false. None of the historic
or present-tense statements made by defendants was an assumption underlying or relating to any
plan, projection or statement of future economic performance, as they were not stated to be such
assumptions underlying or relating to any projection or statement of future economic performance
when made, nor were any of the projections or forecasts made by defendants expressly related to or

stated to be dependent on those historic or present-tense statements when made.

- 151 -



™ I ™ {2 ™ ~ ~

Case: 1:02-cv-05893 Document #: 50 Filed: 03/07/03 Page 160 of 163 PagelD #:455

XVI. CLASS ACTION ALLEGATIONS
396.  Plaintiffs bring this lawsuit pursuant to Rule 23(a) and (b)(3) of the Federal Rules of
Civil Procedure on behalf of themselves and a class of persons who purchased Household securities
during the Class Period. Excluded from the class are defendants herein, members of defendants'
immediate families, any person, firm, trust, corporation, officer, director or other individual or entity
in which any defendant has a controlling interest or which is related to or affiliated with any
defendant, and the legal representatives, agents, affiliates, heirs, successors-in-interest or assigns of
any such excluded party.
397, This action is properly maintainable as a class action for the following reasons:
(a) The class is so numerous that joinder of all class members is impracticable.
As of 10/11/02, Houschold had billions of dollars of securities outstanding, including over 454
million shares of common stock. Members of the class are scattered throughout the United States.
(b) There are questions of law and fact common to members of the class that
predominate over any questions affecting only indiv,idual members. The common questions include,
inter alia, the following:
) Whether defendants' acts as alleged herein violated the federal
securities laws;
(ii) Whether defendants participated in and pursued the course of conduct
complained of herein;

(i) Whether documents, SEC filings, press releases and other statements
disseminated to the investing public and Household's sharcholders during the Class Period
misrepresented material facts about the operations,' financial condition and earnings of the Company;

(iv) Whether the market prices of Household securities during the Class
Period were artificially inflated due to material misrepresentations and the failure to correct the
material misrepresentations complained of herein; and

(v) To what extent the members of the class have sustained damages and

the proper measure of damages;

-152-




™ S

Case: 1:02-cv-05893 Document #: 50 Filed:'03/07/03 Page 161 of 163 PagelD #:456

(c)  Plaintiffs' claims are typical of the claims of other members of the class, and
plaintiffs have no interests adverse or antagonistic to the interests of the class.

(d)  Plaintiffs are committed to the vigorous prosecution of this action and have
retained competent counsel experienced in litigati.on of this nature. Accordingly, plaintiffs are
adequate representatives of the class and will fairly and adequately protect the interests of the class.

(¢)  Plaintiffs anticipate that there will be no difficulty in the management of this
litigation as a class action.

398. Forthereasons stated herein, a class action is superior to other available methods for
the fair and efficient adjudication of this action and the claims asserted herein. Because of the size
of the individual class members' claims, few, if any, class members could afford to seek legal redress
individually for the wrongs complained of herein.”

XVII. PRAYER FOR RELIEF

WHEREFORE, plaintiffs, on behalf of themselves and the class, pray for judgment as
follows:

A. Declaring this action to be a class action properly maintained pursuant to Rule 23(a)
and (b)(3) of the Federal Rules of Civil Procedure;

B. Awarding compensatory damages in favor of plaintiffs and the other class members
against all defendants, jointly and severally, for all damages sustained as a result of defendants'
wrongdoing, in an amount to be proven at trial, including interest thereon;

C. As to the §§11, 12(a)(2) and/or 15 claims, awarding rescission or a recessionary
measure of damages;

D. Awarding plaintiffs and other members of the class costs and expenses of this
litigation, including reasonable attorneys' fees, accountants' fees and experts' fees, and other costs
and disbursements; and

E. | Awarding plaintiffs and other members of the class such equitable/injunctive or other

and further relief as may be just and proper under the circumstances.
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XVIIL. JURY DEMAND

Plaintiffs demand a trial by jury.

DATED: March 7, 2003
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