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1

Lead Plaintiff, the New York State Teachers’ Retirement System, and

2

Plaintiffs Carl Larson and Charles Hooten (collectively “Plaintiffs”) make the

3

following allegations upon information and belief based upon all of the facts set

4

forth herein which were obtained through an investigation made by and through

5

Plaintiffs’ Lead Counsel. Lead Counsel’s investigation has included, among other

6

things, a review of filings by Defendants with the United States Securities and

7

Exchange Commission (“SEC”), press releases and other public statements issued

8

by Defendants, the Final Report of Michael J. Missal, Bankruptcy Court Examiner

9

(the “Examiner”), dated February 29, 2008 (the “Examiner’s Report”),1 and the

10

other sources set forth below.

11

evidentiary support will exist for the allegations set forth herein after a reasonable

12

opportunity for discovery.

13

I.

14

Plaintiffs believe that substantial additional

NATURE OF THE ACTION
1.

Plaintiffs bring this federal securities class action on behalf of

15

themselves and all other persons and entities other than Defendants and their

16

affiliates as specified below, who purchased or acquired New Century Financial

17

Corporation (“New Century” or the “Company”) common stock; New Century

18

9.125% Series A Cumulative Redeemable Preferred Stock (“Series A Preferred

19

Stock”); New Century 9.75% Series B Cumulative Redeemable Preferred Stock

20

(“Series B Preferred Stock”); and/or New Century call options and/or who sold

21

New Century put options (collectively “New Century securities”) during the time

22
23
24
25
26
27
28

1

“The Examiner sought to assess each of the relevant issues in a thorough, objective, fair,
efficient and responsible manner, without the use of hindsight.” Examiner’s Report at 13. The
Examiner’s 551 page report is based on a review of a large volume of documents, including
documents from the Company and KPMG LLP, and 110 interviews of 85 fact witnesses. Id. at
14, 16. “In addition, while the Examiner did not review and analyze all of New Century’s
statements in public filings and press releases, he identified several problematic statements in
connection with his analysis of other accounting and financial reporting issues. . . . Given these
errors, there may very well be other misstatements, omissions or inaccuracies in New Century’s
public filings and press releases.” Id. at 417.
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1

period between May 5, 2005 and March 13, 2007 (the “Class Period”) and who,

2

upon disclosure of certain facts alleged herein, were injured thereby.

3

2.

New Century, until it filed for bankruptcy on or about April 2, 2007,

4

operated as one of the nation’s largest mortgage finance companies. Since its

5

formation in 1996, the Company grew rapidly to become one of the country’s

6

largest sub-prime lenders, reporting $56.1 billion of total mortgage originations

7

and purchases for the year-ended December 31, 2005, nearly ten times as much as

8

the Company had originated and purchased in 2001, and an increase of over $10

9

billion of originations and purchases from the prior year-ended December 31,

10
11

2004.
3.

As the real estate market softened and interest rates increased prior to

12

and during the Class Period, New Century kept pushing ever-increasing sub-prime

13

mortgage loan volume through its system by loosening the Company’s

14

underwriting practices and introducing a growing percentage of higher risk

15

mortgage products, including adjustable-rate, interest-only loans and “stated

16

income” loans, where even W-2 wage earners did not have to bother verifying their

17

stated income.

18

4.

In addition, as these circumstances led to increased first payment

19

default loans being pushed back to New Century from its mortgage loan purchasers

20

and delinquencies and defaults grew in number, New Century failed to account for

21

these adverse facts and substantially increased risk in its publicly-reported

22

financial statements, in violation of Generally Accepted Accounting Principles

23

(“GAAP”). The Company’s outside auditor, KPMG LLP (“KPMG”), certified the

24

Company’s December 31, 2005 financial statements and internal control

25

assessments notwithstanding the Company’s numerous GAAP violations and

26

significant deficiencies and material weaknesses in the Company’s internal

27

controls.

28
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It was only at the end of the Class Period, and less than three months

2

after hiring a new Chief Financial Officer, that New Century announced the need

3

to restate its reported financial results for the first three quarters of 2006, just one

4

day before it was scheduled to report its fourth quarter and year-end 2006 financial

5

results. A few weeks later, the Company announced that New Century would have

6

to report a net loss for the quarter and year-ended December 31, 2006, wiping out

7

over $270 million of the net income previously reported by the Company for the

8

first three quarters of 2006, and that its Audit Committee was reviewing the

9

Company’s accounting in 2006 “and prior periods.” Thereafter, the Company

10

reported that its independent investigation revealed that it was “more likely than

11

not” that there was also a “material overstatement” of earnings in 2005 and that the

12

Company’s financial statements for the year-ended December 31, 2005 should no

13

longer be relied upon.

14

magnitude of the required adjustments, citing to the constraints it faced as a

15

bankrupt company.

16

6.

Ultimately, the Company never revealed the actual

Before any of these adverse disclosures were made, as set forth below,

17

the Company’s senior executive officers named as Defendants herein repeatedly

18

signed sworn certifications attesting to the fair presentation of New Century’s

19

financial statements in accordance with GAAP and the adequacy of the Company’s

20

internal controls. These certifications were materially misstated when made as

21

they failed to reveal New Century’s (now admitted) violations of GAAP as well as

22

(now admitted) material weaknesses in the Company’s internal controls. KPMG

23

also issued two separate audit opinions, on or about March 16, 2006, stating that it

24

had conducted its 2005 year-end audits in accordance with the standards of the

25

Public Company Accounting Oversight Board (the “PCAOB”) which were

26

materially misstated when made given KPMG’s numerous auditing violations

27

detailed below. As set forth below, KPMG’s 2005 audit engagement team was

28

poorly staffed, unduly willing to acquiesce to New Century’s numerous violations
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1

of GAAP and often resisted and ignored suggestions from KPMG’s own internal

2

experts. Critical tasks -- such as KPMG’s 2005 New Century internal controls

3

assessment -- also were delegated to junior auditors with no relevant experience.

4

As set forth below, the 2005 engagement team’s audits were so deficient in so

5

many ways, they amounted to no audit at all and an egregious refusal to see the

6

obvious and to investigate the doubtful.

7

7.

Throughout the Class Period, New Century’s senior executive officers

8

also repeatedly stated that the credit quality of the Company’s mortgages was

9

“strong,” “very high” and “higher” or “better” than it had been in the Company’s

10

past as the result of purportedly “strict,” “improved” and “strong” underwriting

11

controls and guidelines and risk management discipline, when the true facts were

12

to the contrary.

13

performance, first-hand accounts obtained by Lead Counsel’s investigation from

14

dozens of former New Century employees from across the Company, the

15

Examiner’s Report and additional data (set forth in detail below), New Century’s

16

underwriting standards were not strengthened, but actually loosened beginning in

17

2003 and further loosened year-after-year from 2004 through 2006, in order to

18

continue to drive record-breaking loan volume through the Company’s origination

19

system in the face of adverse industry trends and severe competition, with quantity

20

at the expense of quality.

21

8.

As revealed by the Company’s increasingly adverse loan

The New Century officer Defendants’ repeated statements regarding

22

the purported improvement of New Century’s underwriting during the Class

23

Period, the failure to present New Century’s reported financial results and balance

24

sheets in accordance with GAAP and KPMG’s failure to audit New Century in

25

accordance with the standards of the PCAOB, resulted in a material deception of

26

the investing public. Unfortunately for unsuspecting investors, it was only a matter

27

of time before the Company’s extremely loose lending practices -- driven by

28

aggressive volume targets and financial incentives -- and accounting violations and
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1

KPMG’s auditing violations would be revealed by substantially increased

2

mortgage delinquencies and defaults and the need for financial restatements,

3

causing material losses for New Century investors.

4

9.

Indeed, when the true facts were revealed, including the need for a

5

financial restatement, the price of New Century securities declined precipitously,

6

causing substantial losses and damages to Plaintiffs and members of the Class.

7

The price of New Century common stock declined from over $30 per share to less

8

than $1 per share, between February 7 and March 13, 2007, as the true facts were

9

revealed, a decline of approximately 97%. The price of New Century Series A and

10
11

B Preferred stock declined by over 75% during that same time period.
10.

The disclosures also triggered an immediate (and entirely foreseeable)

12

liquidity crisis for the Company, because of the Company’s dependence upon

13

numerous short-term credit agreements to fund its mortgage business and

14

operations, agreements that required the Company to present its financial

15

statements in accordance with GAAP, causing New Century to file for bankruptcy

16

on or about April 2, 2007.

17

11.

Before any of the adverse disclosures were made, however, individual

18

New Century officer Defendants Robert K. Cole, Brad A. Morrice, Edward F.

19

Gotschall and Patti M. Dodge -- who controlled New Century’s financial reporting

20

and were the public spokespersons of the Company -- each took personal

21

advantage of the artificially inflated price for New Century securities by selling, in

22

the aggregate, over $50 million of their personally-held New Century common

23

stock during the Class Period and by receiving incentive bonuses and other

24

substantial compensation and income based on New Century’s (mis)reported

25

financial performance.

26

12.

Not surprisingly, these individuals now face a grand jury and criminal

27

investigation by the United States Attorney for the Central District of California as

28

well as an elevated, formal investigation by the SEC and the Federal Bureau of
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1

Investigation.

2

engagement team for the New Century audits also are under investigation by the

3

SEC and the Department of Justice.

4

II.

5

Recent reports indicate that members of the 2005 KPMG

NON-FRAUD AND FRAUD CLAIMS
13.

In this Second Amended Complaint, Plaintiffs assert two different sets

6

of claims. In the first set of claims (Counts One through Four), Plaintiffs assert

7

strict liability and negligence claims based on the Securities Act of 1933 (the

8

“Securities Act”). These claims are asserted against those Defendants who are

9

statutorily responsible for material misstatements of facts and omissions in the

10

prospectuses and registration statements pursuant to which New Century Series A

11

and B Preferred Stock were offered to the public in June 2005 and August 2006,

12

respectively (the “Offerings”). Plaintiffs specifically disclaim any allegations of

13

fraud in connection with these non-fraud claims.

14

14.

In the second set of claims (Counts Five through Seven), Plaintiffs

15

assert fraud-based claims under the Securities Exchange Act of 1934 (the

16

“Exchange Act”) against those individual Defendants who are alleged to have

17

directly participated in a fraudulent scheme and made materially misleading

18

statements and omissions throughout the Class Period and who acted with

19

knowledge or deliberate reckless disregard of the true facts, and against New

20

Century’s outside auditor, KPMG, for its own intentional or deliberately reckless

21

material misstatements regarding its 2005 audits.

22

III.

23

JURISDICTION AND VENUE
15.

Certain non-fraud related claims asserted herein arise under Sections

24

11 and 15 of the Securities Act, 15 U.S.C. §§ 77k and 77o. Certain other claims

25

asserted herein arise under Sections 10(b) and 20(a) of the Exchange Act, 15

26

U.S.C. §§ 78j(b) and 78t(a), and the rules and regulations promulgated thereunder,

27

including SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (“Rule 10b-5”).

28
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This Court has jurisdiction over the subject matter of this action

2

pursuant to Section 22 of the Securities Act, 15 U.S.C. § 77v, Section 27 of the

3

Exchange Act, 15 U.S.C. § 78aa, and 28 U.S.C. § 1331, because this is a civil

4

action arising under the laws of the United States.

5

17.

Venue is proper in this district pursuant to Section 22 of the Securities

6

Act, 15 U.S.C. § 77, Section 27 of the Exchange Act, 15 U.S.C. § 78aa, and 28

7

U.S.C. § 1391(b), (c) and (d). Many of the acts and transactions that constitute

8

violations of law complained of herein, including the dissemination to the public of

9

untrue statements of material facts, occurred in this district. During the Class

10

Period, New Century’s headquarters were located at 18400 Von Karman, Irvine,

11

California and, in 2007, were relocated to 3161 Michelson Drive, Irvine,

12

California.

13

18.

In connection with the acts alleged in this Second Amended

14

Complaint, Defendants, directly or indirectly, used the means and instrumentalities

15

of interstate commerce, including, but not limited to, the United States mails,

16

interstate telephone communications and the facilities of national securities

17

exchanges.

18

IV.

PARTIES

19

A.

Plaintiffs

20

19.

On June 26, 2007, the Honorable Dean D. Pregerson appointed the

21

New York State Teachers’ Retirement System (“NYSTRS”) to serve as Lead

22

Plaintiff in this consolidated class action. NYSTRS provides retirement, disability

23

and death benefits to eligible New York State public school teachers and

24

administrators. NYSTRS is one of the ten largest public retirement systems in the

25

nation, serving nearly 400,000 active members, retirees and beneficiaries. As set

26

forth in the previously-filed certification attached hereto as Exhibit A, NYSTRS

27

purchased New Century common stock during the Class Period and suffered

28

damages as the result of the conduct complained of herein.
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Plaintiff Carl Larson, as set forth in the previously-filed certification

2

attached hereto as Exhibit B, purchased New Century Series A and B Preferred

3

Stock during the Class Period issued pursuant and/or traceable to the Series A and

4

Series B Preferred Stock Registration Statement (as defined below) and suffered

5

damages as the result of the conduct complained of herein.

6

21.

Plaintiff Charles Hooten, as set forth in the previously-filed

7

certification attached hereto as Exhibit C, sold New Century put options during the

8

Class Period and suffered damages as the result of the conduct complained of

9

herein.

10

B.

Defendants

11

22.

New Century is not named as a Defendant in this Second Amended

12

Complaint due to its filing for bankruptcy protection under Chapter 11 of the

13

Bankruptcy Code.

14
15

1.
23.

The New Century Officer Defendants

Defendant Robert K. Cole (“Cole”), one of the Company’s co-

16

founders, served as Chairman of the Board of Directors of New Century from

17

December 1995 until December 31, 2006; as Chief Executive Officer of New

18

Century from December 1995 until June 30, 2006; and as a director of the

19

Company from November 1995 through the end of the Class Period. In addition,

20

Cole has substantial prior financial and industry experience. From February 1994

21

to March 1995, Cole was the President and Chief Operating Officer, Finance, of

22

Plaza Home Mortgage, a publicly-traded savings and loan holding company

23

specializing in the origination and servicing of residential mortgage loans. Cole

24

also served as a director of Option One Mortgage Corporation, a subsidiary of

25

Plaza Home Mortgage specializing in the origination, sale and servicing of non-

26

prime mortgage loans.

27

subsidiaries of NBD Bancorp and Public Storage, Inc. Cole received a Masters of

28

Business Administration degree from Wayne State University.

Previously, Cole served as the President of operating
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Defendant Brad A. Morrice (“Morrice”), one of the Company’s co-

2

founders, served as Vice Chairman of the Board of Directors of New Century from

3

December 1996 until his termination, after the end of the Class Period, on June 8,

4

2007; as President and a director of the Company from 1995 until June 8, 2007; as

5

Chief Executive Officer from July 1, 2006 until June 8, 2007; as Chief Operating

6

Officer from January 2001 until July 2006; as General Counsel from December

7

1995 until December 1997; and as Secretary of the Company from December 1997

8

until May 1999. In addition, Morrice has substantial prior legal, financial and

9

industry experience.

From February 1994 to March 1995, Morrice was the

10

President and Chief Operating Officer, Administration, of Plaza Home Mortgage,

11

after serving as its Executive Vice President, Chief Administrative Officer since

12

February 1993. Morrice also served as General Counsel of Option One Mortgage

13

Corporation and, from August 1990 to January 1993, was a partner in a law firm

14

specializing in the legal representation of mortgage banking companies. Morrice

15

has a law degree from the University of California, Berkeley (Boalt Hall) and a

16

Masters of Business Administration degree from Stanford University.

17

25.

Defendant Edward F. Gotschall (“Gotschall”), one of the Company’s

18

co-founders, served as Vice Chairman, Finance, of the Board of Directors of New

19

Century from July 2004 until June 2006; as a director of the Company from

20

November 1995 through the end of the Class Period; as Chief Financial Officer of

21

the Company from August 1998 until July 2004; and as Chief Operating Officer,

22

Finance/Administration, from December 1995 until August 1998. Gotschall served

23

as a member of the Finance Committee of the Board of Directors from its inception

24

on January 9, 2006. The Finance Committee was responsible for reviewing, inter

25

alia, the Company’s loan performance, including the adequacy of its loan loss

26

reserves.

27

experience. From April 1994 to July 1995, Gotschall was the Executive Vice

28

President/Chief Financial Officer of Plaza Home Mortgage and a director of

In addition, Gotschall has substantial prior financial and industry
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1

Option One Mortgage Corporation. Gotschall co-founded Option One Mortgage

2

Corporation and, from December 1992 to April 1994, served as its Executive Vice

3

President/Chief Financial Officer. From January 1991 to July 1992, Gotschall was

4

the Executive Vice President/Chief Financial Officer of The Mortgage Network,

5

Inc., a retail mortgage banking company.

6

26.

Defendant Patti M. Dodge (“Dodge”) served as Executive Vice

7

President, Chief Financial Officer of New Century from July 20, 2004 until

8

November 14, 2006; and as Executive Vice President, Investor Relations from

9

November 15, 2006 through the end of the Class Period. Prior to these positions,

10

Dodge served as Senior Vice President and Chief Financial Officer of the

11

Company (February 2002 until July 2004); Senior Vice President and Controller

12

(February 1999 until February 2002); and Vice President and Controller

13

(September 1996 until February 1999). Dodge also has substantial prior financial

14

and industry experience. From December 1990 to June 1995, Dodge was Senior

15

Vice President at Plaza Home Mortgage Corporation. From February 1989 to

16

December 1990, Dodge served as Vice President and Chief Financial Officer of

17

University Savings Bank and from October 1984 to February 1989, Dodge served

18

as Controller of Butterfield Savings.

19

Business Administration with an emphasis in accounting from the University of

20

Southern California.

21

27.

Dodge earned her Bachelor’s degree in

Defendants Cole, Morrice, Gotschall and Dodge are referred to herein

22

collectively as the “New Century Officer Defendants.” As set forth below, the

23

materially misstated information conveyed in the Company’s press releases and

24

SEC filings were the collective actions of these individuals. These individuals

25

were each involved in drafting, producing, reviewing and/or disseminating the

26

press releases and SEC filings at issue in this case during his or her tenure with the

27

Company.

28
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As officers and directors of a publicly-held company whose shares are

2

registered with the SEC pursuant to the Exchange Act, traded on the New York

3

Stock Exchange, and governed by the Federal securities laws, these individual

4

Defendants each had a duty to disseminate promptly accurate information with

5

respect to the Company’s business, operations, financial statements and internal

6

controls, and to correct any previously-issued statements that had become

7

materially misstated or untrue, so that the market price of the Company’s publicly-

8

traded securities would be based upon accurate information. Defendants Cole,

9

Morrice, Gotschall and Dodge each violated these requirements and obligations

10
11

during the Class Period.
29.

These four individuals, because of their positions of control and

12

authority as senior executive officers and directors of New Century, were able to

13

and did control the content of the press releases, SEC filings and other public

14

statements issued by New Century during the Class Period.

15

individuals, during his or her tenure with the Company, was provided with copies

16

of the written statements at issue in this action before they were issued to the

17

public and had the ability to prevent their issuance or cause them to be corrected.

18

Moreover, each of these four individuals personally made public statements at

19

analyst and investor conference calls and meetings on behalf of the Company.

20

Accordingly, each of these individuals is responsible for the accuracy of the public

21

statements detailed herein.

22

2.

23

30.

Each of these

The New Century Director Defendants

Defendant Fredric J. Forster (“Forster”) served as a director of the

24

Company from July 1997 through the end of the Class Period. During the Class

25

Period, Forster served as the Company’s Lead Independent Director, and was

26

appointed to serve as Non-Executive Chairman of the Board of Directors effective

27

January 1, 2007. Forster served as a member of the Audit Committee of the New

28

Century Board from 2000 through 2005. Forster also served as a member of the
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1

Compensation Committee from 1998 through 2007, serving as its Chairman from

2

2001 through 2005. Forster has extensive industry experience, spending nine years

3

at ITT Financial Corporation, including as President and Chief Executive Officer

4

of ITT Federal Bank. Forster was a principal of Financial Institutional Partners

5

from November 1996 until December 1998. Prior to that, he served as President

6

and Chief Operating Officer of H.F. Ahmanson & Co. and its subsidiary, Home

7

Savings of America. In addition, Forster spent nearly ten years as a director of the

8

Federal Home Loan Bank of San Francisco and as a director of and consultant to

9

LoanTrader, a private company that developed a website serving mortgage brokers

10

and lenders. Forster received his Masters Degree in Business Administration from

11

Harvard Business School and his Bachelor’s degree in Physics from Princeton

12

University. As set forth below, Forster signed the registration statement pursuant to

13

which New Century Series A and B Preferred Stock were offered and sold to the

14

public during the Class Period.

15

31.

Defendant Michael M. Sachs (“Sachs”) served as a director of the

16

Company from November 1995 through the end of the Class Period and was one

17

of the Company’s founding shareholders.

18

Board’s Audit Committee from 1998 through 2007, serving as its Chairman from

19

2000 through 2006.

20

Committee (1998 to 2007) and as a member of the Finance Committee (from its

21

inception on January 9, 2006 through the end of the Class Period). Sachs has

22

substantial legal, financial, accounting and business experience.

23

Certified Public Accountant and an attorney. Since 1990, Sachs has served as

24

Chairman of the board of directors and Chief Executive Officer of Westrec

25

Financial, an operator of marinas and related businesses. As set forth below, Sachs

26

signed the registration statement pursuant to which New Century Series A and B

27

Preferred Stock were offered and sold to the public during the Class Period. Sachs

Sachs served as a member of the

Sachs also served as a member of the Compensation

Sachs is a

28
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1

sold 140,000 shares of New Century common stock on or about February 8, 2007,

2

at an average price of $19.62 per share.

3

32.

Defendant Harold A. Black (“Black”) served as a director of the

4

Company from June 2004 through the end of the Class Period. For the past twenty

5

years, Black has served as the James F. Smith, Jr. Professor of Financial

6

Institutions at the University of Tennessee, Knoxville. From 1987 to 1995, he was

7

Head of the Department of Finance, College of Business Administration of the

8

University of Tennessee.

9

things, serving as: (i) Deputy Director, Department of Economic Research and

10

Analysis, Office of the Comptroller of the Currency from 1976 to 1978; (ii) board

11

member of the National Credit Union Administration from 1979 to 1981; (iii)

12

director from 1990 to 1994, and Chairman in 1992, of the Nashville Branch of the

13

Federal Reserve Bank of Atlanta; (iv) public interest member of the Federal

14

Deposit Insurance Corporation’s Savings Association Insurance Fund Advisory

15

Committee from 1994 to 1998; and (v) director of H.F. Ahmanson & Co., the

16

parent company of Home Savings of America prior to its merger with Washington

17

Mutual Savings Bank, from 1995 to 1998. As set forth below, Black signed the

18

registration statement pursuant to which New Century Series A and B Preferred

19

Stock were offered and sold to the public during the Class Period.

20

33.

Black’s industry experience includes, among other

Defendant Donald E. Lange (“Lange”) served as a director of the

21

Company from November 2002 through the end of the Class Period. Lange served

22

as a member of the Audit Committee of the Board of Directors from November

23

2002 to June 22, 2007. Lange also served on the Compensation Committee,

24

serving as its Chairman from October 26, 2005 to 2007. Lange has extensive

25

industry and financial experience. Since 1999, Lange has served as the President

26

and Chief Executive Officer of Pacific Financial Services, a mortgage banking and

27

specialty finance company. From March 2001 to February 2002, Lange served as

28

President and Chief Executive Officer of OptiFI, a private company specializing in
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1

prepayment analytics. He also served as the President and Chief Executive Officer

2

of several specialty finance subsidiaries of Weyerhaeuser Company, including

3

Weyerhaeuser Financial Services and Weyerhaeuser Mortgage Company.

4

addition, Lange served as a director of Mortgage Electronic Registration System

5

(1995 until 2002) and as a director of Pacific Gulf Properties (1998 until 2001).

6

Lange was the President of the Mortgage Bankers Association of America in 1999.

7

As set forth below, Defendant Lange signed the registration statement pursuant to

8

which New Century Series A and B Preferred Stock were offered and sold to the

9

public during the Class Period.

10

34.

In

Defendant Terrence P. Sandvik (“Sandvik”) served as a director of the

11

Company from November 1995 until May 17, 2005. From 1999 through the end

12

of his tenure on the Board, Sandvik served as a member of the Compensation

13

Committee. Sandvik has substantial prior business experience, including serving

14

as President of U.S. Bancorp Business Technology Center at U.S. Bancorp from

15

1990 to 1999. As set forth below, Defendant Sandvik signed the registration

16

statement pursuant to which New Century Series A Preferred Stock was offered

17

and sold to the public during the Class Period.

18

35.

Defendant Richard A. Zona (“Zona”) served as a director of the

19

Company from June 2000 through the end of the Class Period. Zona served as a

20

member of the Audit Committee of the Board of Directors from 2000 to 2007 and

21

as a member of the Finance Committee of the Board of Directors from its inception

22

on January 9, 2006 to 2007.

23

experience. Zona was a partner with the accounting firm of Ernst & Young LLP

24

from 1979 to 1989. Zona served as the Chief Financial Officer of U.S. Bancorp

25

from 1989 to 1996 and as Vice Chairman of U.S. Bancorp from 1996 to 2000.

26

Zona served as a director of sub-prime lender Olympic Financial Ltd. from 1995 to

27

1996 and of ING Bank Direct. Zona currently serves as a director of Piper Jaffray

28

Companies. As set forth below, Defendant Zona signed the registration statement

Zona has substantial industry and accounting
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1

pursuant to which New Century Series A and B Preferred Stock were offered and

2

sold to the public during the Class Period.

3

36.

Defendant Marilyn A. Alexander (“Alexander”) served as a director of

4

the Company from May 18, 2005 until April 10, 2007. Alexander served as a

5

member of the Audit Committee of the Board of Directors from May 18, 2005 until

6

April 10, 2007 and as Chair of the Finance Committee of the Board of Directors

7

from its inception on January 9, 2006 to 2007. Alexander has more than twenty

8

three years of finance, marketing and strategic planning experience. She served as

9

Senior Vice President and Chief Financial Officer of the Disneyland resort in

10

California and, prior to that, served as Vice President of Financial Planning and

11

Analysis for the Marriott Corporation. Alexander holds a Masters of Business

12

Administration degree from the Wharton Graduate School of the University of

13

Pennsylvania. As set forth below, Defendant Alexander served as a director of the

14

Company at the time New Century Series A and B Preferred Stock were offered

15

and sold to the public.

16

37.

Defendant William J. Popejoy (“Popejoy”) served as a director of the

17

Company from 2002 until June 5, 2006.

18

Compensation Committee from 2002 through 2005. Popejoy also has extensive

19

industry and financial experience. Popejoy was the Managing Member of Pacific

20

Capital Investors (1999 to 2005) and the Chief Executive Officer and a director of

21

the California State Lottery (April 1997 to November 1998). He served as the

22

Chief Executive Officer of the County of Orange, Chairman and Chief Executive

23

Officer of Financial Corporation of America and its subsidiary, American Savings,

24

President and Chief Executive Officer of Financial Federation, Inc., the President

25

of Far West Savings, the President of First Charter Financial and its subsidiary,

26

American Savings & Loan Association, and the President and Chief Executive

27

Officer of The Federal Home Loan Mortgage Corporation (Freddie Mac). In

28

addition, since 1996, Popejoy has served as a member of the board of trustees of

Popejoy served on the Board’s
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1

PIMCO Funds and PIMCO Commercial Mortgage Securities, Inc. As set forth

2

below, Defendant Popejoy signed the registration statement pursuant to which New

3

Century Series A Preferred Stock was offered and sold to the public during the

4

Class Period.

5

38.

Defendant David Einhorn (“Einhorn”) served as a director of the

6

Company and a member of the Finance Committee of the Board of Directors from

7

March 31, 2006 until March 7, 2007. Einhorn is the President of Greenlight

8

Capital, Inc., a New York investment management firm managing over $4 billion

9

of assets founded in 1996. As set forth below, Defendant Einhorn was a director at

10

the time New Century Series B Preferred Stock was offered and sold to the public

11

during the Class Period.

12
13

3.
39.

Defendant KPMG

Defendant KPMG LLP (“KPMG”) served as the Company’s outside

14

auditor from 1995 until its resignation on April 27, 2007. KPMG provided audit,

15

audit-related, tax and other services to the Company prior to and throughout the

16

Class Period. KPMG issued unqualified opinions on the Company’s financial

17

statements and management’s assessment of internal controls for the year ended

18

December 31, 2005. KPMG consented to the incorporation by reference in the

19

registration statement for the Series B Preferred Stock offering of its unqualified

20

opinions on the Company’s financial statements and management’s assessment of

21

internal controls for the year ended December 31, 2005. KPMG maintains its

22

national headquarters at 757 Third Avenue, New York, New York 10017.

23
24

4.
40.

The Underwriter Defendants

Defendant Bear, Stearns & Co. Inc. (“Bear Stearns”) is an investment

25

bank and acted as one of the underwriters with respect to the public offerings of

26

New Century securities in June 2005 and August 2006. Bear Stearns’ corporate

27

headquarters are located at 383 Madison Avenue, New York, New York 10179.

28
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Defendant Deutsche Bank Securities Inc. (“Deutsche Bank”) is an

2

investment bank and acted as one of the underwriters with respect to the public

3

offering of New Century securities in June 2005.

4

headquarters are located at 60 Wall Street, New York, New York 10005.

5

42.

Deutsche Bank’s U.S.

Defendant Piper Jaffray & Co. (“Piper Jaffray”) is an investment bank

6

and acted as one of the underwriters with respect to the public offering of New

7

Century securities in June 2005. Piper Jaffray’s headquarters are located at 800

8

Nicollet Mall, Minneapolis, Minnesota 55402.

9

43.

Defendant Stifel, Nicolaus & Company, Incorporated (“Stifel

10

Nicolaus”) is an investment bank and acted as one of the underwriters with respect

11

to the public offerings of New Century securities in June 2005 and August 2006.

12

Stifel Nicolaus’ headquarters are located at 501 N Broadway, St. Louis, Missouri

13

63102.

14

44.

Defendant JMP Securities LLC (“JMP Securities”) is an investment

15

bank and acted as one of the underwriters with respect to the public offering of

16

New Century securities in June 2005. JMP Securities’ headquarters are located at

17

600 Montgomery Street, San Francisco, California 94111.

18

45.

Defendant Roth Capital Partners, LLC (“Roth Capital”) is an

19

investment bank and acted as one of the underwriters with respect to the public

20

offering of New Century securities in June 2005. Roth Capital’s headquarters are

21

located at 24 Corporate Plaza Drive, Newport Beach, California 92660.

22

46.

Defendant Morgan Stanley & Co. Incorporated (“Morgan Stanley”) is

23

an investment bank and acted as one of the underwriters with respect to the public

24

offering of New Century securities in August 2006.

25

headquarters are located at 1585 Broadway, New York, New York 10036.

26
27

47.

Morgan Stanley’s

Defendant Jefferies & Company, Inc. (Jefferies & Co.) is an

investment bank and acted as one of the underwriters with respect to the public

28
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1

offering of New Century securities in August 2006. Jefferies & Co.’s headquarters

2

are located at 520 Madison Avenue, New York, New York 10022.

3

V.

4

CLASS ACTION ALLEGATIONS
48.

Plaintiffs bring this action on behalf of themselves and as a class

5

action pursuant to Rules 23(a) and 23(b)(3) of the Federal Rules of Civil Procedure

6

on behalf of a class (the “Class”) consisting of all persons and entities who

7

purchased or otherwise acquired New Century common stock, New Century Series

8

A Preferred Stock, New Century Series B Preferred Stock and/or New Century call

9

options and/or who sold New Century put options during the Class Period, May 5,

10

2005 through March 13, 2007, either in the Offerings, pursuant to a registration

11

statement, or in the market, and, who, upon disclosure of certain facts alleged

12

herein, were injured thereby. Excluded from the Class are: (a) Defendants; (b)

13

members of the immediate families of the individual Defendants; (c) the

14

subsidiaries and affiliates of Defendants; (d) any person or entity who is a partner,

15

executive officer, director, or controlling person of New Century (including any of

16

its subsidiaries or affiliates) or of any other Defendant; (e) any entity in which any

17

Defendant has a controlling interest; (f) Defendants’ liability insurance carriers,

18

and any affiliates or subsidiaries thereof; and (g) the legal representatives, heirs,

19

successors and assigns of any such excluded party.

20

49.

The members of the Class are so numerous that joinder of all

21

members is impracticable. As of March 1, 2006, New Century had 55,984,299

22

shares of common stock issued and outstanding; 4,500,000 shares of Series A

23

Preferred Stock issued and outstanding; 2,300,000 shares of Series B Preferred

24

Stock issued and outstanding; and substantial options trading. Throughout the

25

Class Period, New Century common stock and Series A and B Preferred Stock

26

were actively traded on the New York Stock Exchange and New Century options

27

were actively traded on the Chicago Board of Options Exchange. While the exact

28
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1

number of Class members is unknown to Plaintiffs at this time, Plaintiffs believe

2

that Class members number in the thousands.

3

50.

Plaintiffs’ claims are typical of the claims of the members of the

4

Class.

5

securities in the Offerings, pursuant to a registration statement, purchased or sold

6

New Century securities in the market, and sustained damages as a result of

7

Defendants’ conduct complained of herein.

8

Plaintiffs and the other members of the Class acquired New Century

51.

Plaintiffs will fairly and adequately protect the interests of the

9

members of the Class and have retained counsel competent and experienced in

10

class and securities litigation. Plaintiffs have no interests that are adverse or

11

antagonistic to the Class.

12

52.

A class action is superior to other available methods for the fair and

13

efficient adjudication of this controversy.

14

individual members of the Class may be relatively small, the expense and burden

15

of individual litigation make it impracticable for Class members individually to

16

seek redress for the wrongful conduct alleged herein.

17

53.

Because the damages suffered by

Common questions of law and fact exist as to all members of the

18

Class, and predominate over any questions affecting solely individual members of

19

the Class. Among the questions of law and fact common to the Class are:

20
21
22

a.

whether the Federal securities laws were violated by Defendants’

conduct as alleged herein;
b.

whether the registration statements and prospectuses for the

23

Company’s Offerings contained material misstatements or omitted to state material

24

information;

25

c.

whether the SEC filings, press releases and other public statements

26

disseminated to the investing public during the Class Period contained material

27

misstatements or omitted to state material information;

28
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whether and to what extent the Company’s financial statements failed

to comply with GAAP during the Class Period;
e.

whether and to what extent Defendant KPMG’s audits of the

4

Company’s financial statements and management’s assessments of internal

5

controls during the Class Period failed to be conducted in accordance with the

6

standards of the PCAOB;

7

f.

whether and to what extent the market prices of New Century

8

common stock, Series A and B Preferred Shares and/or call options were

9

artificially inflated (and whether and to what extent the market prices of New

10

Century put options were artificially reduced) during the Class Period due to the

11

non-disclosures and/or misstatements complained of herein;

12

g.

whether, with respect to Plaintiffs’ claims under the Securities Act,

13

Defendants named in those claims can sustain their burden of establishing an

14

affirmative defense pursuant to the applicable statute;

15
16
17

h.

whether, with respect to Plaintiffs’ claims under the Exchange Act,

Defendants named in those claims acted with scienter;
i.

whether, with respect to Plaintiffs’ claims pursuant to Section 15 of

18

the Securities Act and Section 20(a) of the Exchange Act, Defendants Cole,

19

Morrice, Gotschall and Dodge were controlling persons of New Century;

20
21
22
23
24

j.

whether reliance may be presumed pursuant to the fraud-on-the-

market doctrine; and
k.

whether the members of the Class have sustained damages as a result

of the conduct complained of herein, and if so, the proper measure of damages.
54.

The names and addresses of those persons and entities who purchased

25

or sold New Century securities during the Class Period are available from the

26

Company’s transfer agent(s) and/or from the Underwriter Defendants. Notice may

27

be provided to such class members via first-class mail using techniques and a form

28

of notice similar to those customarily used in securities class actions.
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FACTUAL ALLEGATIONS
PERTINENT TO CLAIMS FOR RELIEF2
A.

The Company’s Formation And Rapid Growth

55.

During the Class Period, New Century operated as a publicly-traded

Real Estate Investment Trust, or REIT, and, through its subsidiaries, operated as
one of the nation’s largest mortgage finance companies.

According to the

Company’s Form 10-K filed with the SEC on or about March 16, 2006 for the
year-ended December 31, 2005 (the “2005 Form 10-K”), New Century began
originating and purchasing mortgage loans in 1996, and began operating its
business as a REIT in the fourth quarter of 2004.3
56.

During the Class Period, New Century originated and purchased

primarily first mortgage loans nationwide, focusing on the sub-prime market,
lending to individuals who did not satisfy the credit, documentation or other
underwriting standards prescribed by conventional mortgage lenders and loan
buyers.
57.

According to the Company’s 2005 Form 10-K, New Century

originated and purchased mortgage loans through two divisions – its “Wholesale
Division” and its “Retail Division.” In 2005, New Century’s Wholesale Division
reportedly originated and purchased $49.2 billion in mortgage loans, or 87.7% of
the total mortgage loans originated and purchased by the Company, and its Retail
Division reportedly originated $6.9 billion in mortgage loans, or 12.3% of the total.
2

In this section of the Second Amended Complaint, Plaintiffs have provided additional facts and
data demonstrating that Defendants’ Class Period statements were materially misstated when
made, including at the time of the Offerings. In the sections below, Plaintiffs identify each
statement made during the Class Period and/or incorporated into the Offerings and redemonstrate why each statement was materially misstated when made during the Class Period
and at the time of the Offerings.
3

As a REIT, New Century was generally not subject to federal corporate income tax on that
portion of its REIT taxable income that it distributed to its stockholders. To qualify as a REIT,
New Century was required to distribute to its stockholders at least 90% of its REIT taxable
income. Because of its low level of retained cash, New Century required ready access to the
secondary market to obtain the liquidity necessary to originate a high volume of mortgage loans.
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During the Class Period, New Century’s Wholesale Division

2

originated and purchased loans through a network of independent mortgage

3

brokers and correspondent lenders. According to the Company’s 2005 Form 10-K:

4

“The Wholesale Division operates under the name New Century Mortgage

5

Corporation and originates mortgage loans through its FastQual Web site at

6

www.newcentury.com, where a broker can upload a loan request and receive a

7

response generally within 12 seconds.” According to the 2005 Form 10-K, as of

8

December 31, 2005, New Century’s Wholesale Division operated through 35

9

regional operating centers located in 18 states and had more than 47,000 approved

10
11

mortgage brokers to submit loan applications to the Company.
59.

According to the 2005 Form 10-K, the Company’s total 2005 loan

12

production volume was $56.1 billion, its “tenth consecutive record year of loan

13

production.” Indeed, New Century’s annual loan production grew rapidly from

14

$357 million in 1996, to $56.1 billion in 2005. The Company’s reported earnings

15

per share also grew rapidly from $0.13 in 1996, to $7.17 in 2005. In May 2006,

16

Defendant Morrice publicly reported that the Company’s wholesale business

17

“ranked as the #1 non-prime wholesale lender and #4 wholesale lender in the

18

overall mortgage market in 2005.”

19
20

60.

On or about February 2, 2006, New Century presented the following

slide showing its dramatic growth over the previous 10 years:

21
22
23
24
25
26
27
28
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1
2
3
4
5
6
7
8
9
10

B.

Throughout The Class Period, New
Century Recognized Substantial Revenue
From Whole Loan Sales And Securitizations

61.

During the Class Period, one of the primary components of New

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Century’s reported revenue was the recognition of “gain on sale” of its mortgage
loans through whole loan sales and securitizations structured as sales. Starting in
2003, New Century also structured securitizations as “financings” under GAAP.
These sales and securitizations were an essential component of New Century’s
operations since they provided cash to repay substantial sums of money the
Company borrowed each quarter on a short-term basis to originate and purchase
mortgage loans and support its operating activities.
62.

In a whole loan sale, New Century recognized and received a cash

gain upon the sale of a pool of mortgage loans to third parties.
63.

In a securitization structured as a sale for financial reporting purposes,

New Century also recognized a gain on sale at the time it sold a pool of loans to a
trust that raised cash by selling certificates representing interests in a pool of loans.
In addition to the cash received at the time of the securitization, New Century
could receive cash flows over the life of the loans from the residual interests it
retained in the securitized pool of loans, if the specified over-collateralization
requirements were met. Alternatively, the Company could sell a substantial portion
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1

of its residual interests through net interest margin securities, or NIMS, at the time

2

of or shortly after a securitization. A NIMS transaction allowed the Company to

3

receive a substantial portion of its residual interest as an additional cash gain at the

4

time of the securitization rather than over the actual life of the mortgage loans.

5

64.

In securitizations structured as financings for financial reporting

6

purposes, New Century did not record a gain on sale at the time of the transaction,

7

but recognized interest income as the payments on the underlying mortgages were

8

received. According to New Century’s 2005 Form 10-K, because the Company’s

9

credit facilities were short-term in nature and generally did not allow for its

10

mortgage loans to be financed for longer than 180 days, securitizations structured

11

as financings allowed the Company the most attractive means of financing its

12

mortgages over a longer term and retaining them on its balance sheet.

13

65.

According to the Company’s 2005 Form 10-K, in 2005, the Company

14

sold or financed a total of approximately $52.7 billion of loans through secondary

15

market transactions. According to the Company’s Form 10-K, in 2005, New

16

Century sold approximately $32.8 billion of sub-prime loans through whole loan

17

sales, or 62.2% of total loans sold or financed; New Century sold approximately

18

$6.4 billion of loans through securitizations structured as sales, or 12.2% of total

19

loans sold or financed; and New Century financed approximately $11 billion of

20

loans through securitizations structured as financings, or 20.8% of total loans sold

21

or financed. According to the Company’s third quarter 2006 Form 10-Q, in the

22

first nine months of 2006, the Company sold or financed a total of approximately

23

$44.1 billion of loans through secondary market transactions. According to the

24

Company’s Form 10-Q, in the first nine months of 2006, New Century sold

25

approximately $40.2 billion of loans through whole loan sales, or 91.3% of total

26

loans sold or financed; and New Century financed approximately $3.4 billion of

27

loans through securitizations structured as financings, or 7.7% of total loans sold or

28

financed.
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C.

New Century’s Financial Statements
Were Materially Misstated Throughout The
Class Period And At The Time Of The Offerings

66.

Unfortunately for unsuspecting investors, the Company, in reporting

2
3

Document 269

4

its financial results throughout the Class Period and at the time of the Offerings,

5

made numerous untrue statements of material fact and omitted to state material

6

facts necessary to make its reported financial results and other public statements

7

not misleading, including violations of GAAP in connection with its whole loan

8

sales and securitizations.

9

67.

GAAP are those principles recognized by the accounting profession as

10

the conventions, rules and procedures necessary to define accepted accounting

11

practices at a particular time.

12

promulgation of GAAP for public companies and has delegated that authority to

13

the Financial Accounting Standards Board (the “FASB”). SEC Regulation S-X (17

14

C.F.R. § 210.4-01(a)(1)) provides that financial statements filed with the SEC

15

which are not presented in accordance with GAAP will be presumed to be

16

misleading, despite footnotes or other disclosures.

17

68.

The SEC has the statutory authority for the

Statement of Financial Accounting Standards No. 5, “Accounting for

18

Contingencies” (“SFAS 5”) was issued in March 1975 by the FASB.

19

principles described in SFAS 5 set forth the standards of financial accounting and

20

reporting for loss contingencies. Statement of Financial Accounting Standards No.

21

140, “Accounting for Transfers and Servicing of Financial Assets and

22

Extinguishments of Liabilities” (“SFAS 140”) was issued in September 2000 by

23

the FASB. The principles described in SFAS 140 set forth “the standards for

24

accounting for securitizations and other transfers of financial assets and collateral.”

25

As set forth below, New Century violated GAAP, SFAS 5 and SFAS 140, in a

26

number of ways during the Class Period and at the time of the Offerings.

The

27
28
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Whole Loan Sales - GAAP Violations

According to the Company’s 2005 Form 10-K, New Century sold

3

whole loans on a non-recourse basis pursuant to purchase agreements in which it

4

gave “customary representations and warranties” regarding its loan characteristics

5

and origination process, including, for example, that the home borrower would

6

make the first mortgage payment. New Century was required to repurchase or

7

substitute loans in the event of a breach of these representations and warranties.4

8

70.

As reported by the Company in the 2005 Form 10-K and required by

9

GAAP, the Company established, at the time the sale was consummated, an

10

allowance for repurchase losses on whole loan sales, which is a reserve for

11

expenses that may be incurred by the Company due to the potential repurchase of

12

loans resulting from early payment defaults by the underlying home borrowers or

13

from alleged violations of representations and warranties in connection with the

14

sale of the loans (the “Allowance for Repurchase Losses”). As set forth by GAAP,

15

Emerging Issues Task Force 92-2, “Measuring Loss Accruals by Transferors for

16

Transfers of Receivables With Recourse,” issued in September 1992 (“EITF 92”),

17

this reserve should include “all probable credit losses over the life” of the

18

transaction. When New Century repurchased loans, it was required by GAAP,

19

SFAS 140, to add the repurchased loans to its balance sheet as Mortgage Loans

20

Held for Sale at their estimated fair values (net of any expected discount upon

21

disposition) and reduce its Allowance for Repurchase Losses reserve by the

22

amount that the repurchase prices exceeded the fair value. As the Company

23

acknowledged in its 2005 Form 10-K, “repurchased mortgage loans typically can

24

only be financed at a steep discount to their repurchase price, if at all. They are

25
26
27
28

4

According to the Examiner’s Report (at 71), notice of loan repurchase claims was received by
New Century’s Secondary Marketing Department, usually by the last New Century employee
with whom the investor making the repurchase claim dealt with at New Century.
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1

also typically sold at a significant discount to the unpaid principal balance.”

2

(Emphasis added.)

3

71.

According to the 2005 Form 10-K, the Company’s Allowance for

4

Repurchase Losses purportedly covered all expenses due to the potential

5

repurchase of loans or indemnification of losses based on alleged violations of

6

representations and warranties that are customary to the business. The Company

7

represented in the 2005 Form 10-K that its Allowance for Repurchase Losses

8

reserve represented “the Company’s estimate of the total losses expected to occur”

9

and was “considered to be adequate by management based upon the Company’s

10

evaluation of the potential exposure related to the loan sale agreements over the

11

period of repurchase risk.” (Emphasis added.) In fact, and contrary to the New

12

Century Officer Defendants’ public statements and representations throughout the

13

Class Period and at the time of the Offerings, New Century has now admitted that

14

its Allowance for Repurchase Losses reserve was materially understated.

15

72.

On February 7, 2007, the Company admitted the need to restate New

16

Century’s previously reported financial statements for the first three quarters of

17

2006 based on material violations of GAAP in setting New Century’s Allowance

18

for Repurchase Losses reserve and related material weaknesses in internal controls.

19

The February 7, 2007 press release stated:

20

The Company establishes an allowance for repurchase losses on loans

21

sold, which is a reserve for expenses and losses that may be incurred

22

by the Company due to the potential repurchase of loans resulting

23

from early-payment defaults by the underlying borrowers or based on

24

alleged violations of representations and warranties in connection with

25

the sale of these loans. When the Company repurchases loans, it adds

26

the repurchased loans to its balance sheet as mortgage loans held for

27

sale at their estimated fair values, and reduces the repurchase reserve

28

by the amount the repurchase prices exceed the fair values. During
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1

the second and third quarters of 2006, the Company’s accounting

2

policies incorrectly applied Statement of Financial Accounting

3

Standards No. 140 – Accounting for Transfers and Servicing of

4

Financial Assets and Extinguishment of Liabilities. Specifically, the

5

Company did not include the expected discount upon disposition of

6

loans when estimating its allowance for loan repurchase losses.

7
8

In addition, the Company’s methodology for estimating the volume of

9

repurchase claims to be included in the repurchase reserve calculation

10

did not properly consider, in each of the first three quarters of 2006,

11

the growing volume of repurchase claims outstanding that resulted

12

from the increased pace of repurchase requests that occurred in 2006,

13

compounded by the increasing length of time between the whole loan

14

sales and the receipt and processing of the repurchase request.

15

* * *

16

In light of the pending restatements, the Company’s previously filed

17

condensed consolidated financial statements for the quarters ended

18

March 31, June 30 and September 30, 2006 and all earnings-related

19

press releases for those periods should no longer be relied upon.

20

* * *

21

The Company also expects that the errors leading to these

22

restatements constitute material weaknesses in its internal control over

23

financial reporting for the year ended December 31, 2006.

24

* * *

25

While the Company is still determining the magnitude of these

26

adjustments to its fourth quarter 2006 results, the Company expects

27

the combined impact of the foregoing to result in a net loss for that

28

period. [Emphasis added.]
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On May 24, 2007, New Century filed a Form 8-K which admitted to

2

further “errors” and a “more likely than not” material overstatement in the

3

Company’s previously-issued 2005 financial statements with respect to, inter alia,

4

“both the accounting and reporting of loan repurchase losses:”

5

On February 7, 2007, New Century Financial Corporation (the

6

“Company”) filed a Form 8−K with the Securities and Exchange

7

Commission (the “SEC”) reporting that the Company’s Board of

8

Directors had concluded that the Company’s previously filed interim

9

financial statements for the quarters ended March 31, 2006, June 30,

10

2006, and September 30, 2006 (collectively, the “Interim Financial

11

Statements”), should be restated to correct errors the Company

12

discovered in its accounting and financial reporting of loan repurchase

13

losses.

14

Committee of the Company’s Board of Directors, on the advice of its

15

independent counsel, initiated an independent investigation into the

16

issues giving rise to the Company’s need to restate the Interim

17

Financial Statements, and as previously reported, subsequently

18

expanded the investigation to include issues pertaining to the

19

Company’s valuation of certain residual interests in securitizations in

20

2006 and prior periods (the “Internal Investigation”). In addition to its

21

independent counsel, the Audit Committee also retained forensic

22

accountants and other professionals (collectively, the “Investigative

23

Team”) to assist it in connection with the Internal Investigation.

In connection with the restatement process, the Audit

24
25

Based on recent communications with members of the Investigative

26

Team, the Audit Committee has determined that there were errors in

27

the Company’s previously filed annual financial statements for its

28

fiscal year ended December 31, 2005 (the “2005 Financial
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1

Statements”) with respect to both the accounting and reporting of loan

2

repurchase losses and the Company’s valuation of certain residual

3

interests in securitizations.

4

investigate these matters is constrained as the Company is currently in

5

liquidation proceedings under chapter 11 of the Bankruptcy Code.

6

However, based upon the work performed by the Investigative Team,

7

the Audit Committee and management believe that it is more likely

8

than not that these errors in the aggregate resulted in a material

9

overstatement of pretax earnings in the 2005 Financial Statements.

10

Accordingly, on May 23, 2007, the Company’s Board of Directors

11

concluded, based upon the recommendation of the Audit Committee,

12

that the 2005 Financial Statements should no longer be relied upon.

13

[Emphasis added.]

14

74.

The Company’s ability to further

In addition to these admissions, Lead Counsel’s investigation reveals

15

that New Century’s Allowance for Loan Repurchase Losses reserve was materially

16

misstated in violation of GAAP at all times during the Class Period (commencing

17

on May 5, 2005), including at the time of the Offerings.

18

75.

According to a former New Century senior financial manager

19

employed by the Company from September 2004 until February 2007 (“CW 1”),

20

prior to the restatement, New Century had intentionally delayed payment of valid

21

repurchase claims in an effort to cause its previously reported 2005 and 2006

22

financial results to appear better than they actually were. According to the former

23

senior financial manager, he was specifically tasked to review the Company’s

24

repurchase claims backlog during July and August of 2006, including analyzing the

25

repurchase claims process at New Century. From his review, CW 1 concluded that

26

the Company had intentionally delayed payment of valid repurchase claims,

27

causing a massive backlog of repurchase claims, 80% of which, or hundreds of

28

millions of dollars worth, were 18-24 months old as of September 2006.
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1

According to CW1, these repurchase claims already were determined to be valid

2

and should have been paid 18-24 months earlier. According to CW 1, by the end of

3

the 2004 fourth quarter, New Century already had a large backlog of valid,

4

unfunded repurchase claims. Accordingly, hundreds of millions of dollars worth of

5

these valid repurchase claims should have been funded prior to the start of the

6

Class Period in May 2005 (and the Offerings), but were not. CW 1 further reported

7

that he had “no doubt” that there was a conscious decision made about how the

8

Company wanted earnings to look and the Company delayed funding valid

9

repurchase claims in order to make those numbers. According to the former

10

employee, New Century’s transaction managers, who were primarily responsible

11

for investigating the validity of repurchase requests, analyzed and recommended

12

repurchasing valid claims in a timely fashion, but the Company simply never

13

funded the majority of these valid claims. According to the former employee, New

14

Century Senior Vice President of Capital Markets Karl S. Weiss (responsible for

15

managing secondary market operations and reporting to Kevin M. Cloyd) had

16

commented during a meeting in the summer of 2006 that New Century had delayed

17

payment of repurchase claims to make its 2005 reported financial results look

18

better than they actually were and the Company was waiting to fund its repurchase

19

claims when it had better cash flow. According to CW 1, Karl Weiss stated in

20

substance at the meeting: “We all know that we made a decision to delay payment

21

of repurchases to make our 2005 numbers look good and we were waiting to pay

22

when we had more cash flow.” According to CW 1, the result of this delay caused

23

a “snowball” effect to a point where the Company could not catch up. According

24

to the former employee, repurchase claims which were not funded did not appear

25

on the Company’s financial statements and the Company’s data was “so unkempt”

26

that it took him a while to compile it from several different sources and combine it

27

in order to obtain a true picture of what was going on.

28
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According to a former New Century Vice President, Assistant

2

Controller, who was employed by the Company from September 2004 to July 2007

3

(“CW 2”), the repurchase claims backlog information was shared between Kevin

4

M. Cloyd, Executive Vice President of New Century and President of New

5

Century’s secondary marketing division, NC Capital Corporation (a wholly-owned

6

subsidiary responsible for the Company’s capital market activities), and Defendant

7

Dodge and the Company’s other senior executive officers. According to the former

8

Vice President, Assistant Controller, Cloyd kept Dodge up to date with repurchase

9

claim information.

10

77.

According to a former New Century Vice President, Corporate

11

Finance, employed by the Company from 2002 until April 2007, who reported

12

directly to Defendant Dodge or, at times, Dodge’s direct reports, and who

13

specifically worked on a special internal New Century project examining how

14

investor “kickbacks” and repurchase claims were handled (“CW 3”), prior to the

15

restatement New Century was “sitting on repurchase requests” hoping to ride out

16

the market. According to CW 3, New Century was “trying to game the system.”

17

According to the former employee, the Company failed to have good internal

18

reporting of repurchase information prior to 2006, and New Century was not “an

19

easy place” to examine repurchase information.

20

78.

An internal, non-public New Century document entitled “Inventory

21

Management September 2006” obtained through Lead Counsel’s investigation with

22

handwritten notes from Defendant Dodge to Kevin Cloyd demonstrates the

23

following pattern of growing outstanding loan repurchase claims as compared to

24

funded repurchases during the first eight months of 2006 and a portion of

25

September 2006 (in dollars):

26
27
28
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3
4
5
6
7

2006
Jan
Feb
Mar
Apr
May
Jun
Jul
Aug
Sep
Total

Beginning
Balances
120,800,483
186,937,375
256,044,765
259,417,373
220,874,498
203,572,231
176,912,584
190,558,708
312,956,481
382,481,635
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Claims
Received
99,970,165
89,884,364
78,598,606
33,528,709
149,184,807
47,998,054
64,187,707
173,473,845
69,847,846
806,674,103
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Repurchases
14,784,592
20,696,974
29,189,176
55,993,512
133,229,453
60,825,108
47,496,937
46,921,772
174,400
409,311,925

Refuted/Removed
19,048,681
80,000
46,036,822
16,078,072
33,257,620
13,832,593
3,044,646
4,154,300
148,292
135,681,026
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Ending
Outstanding
186,937,375
256,044,765
259,417,373
220,874,498
203,572,231
176,912,584
190,558,708
312,956,481
382,481,635

8
9
10
11
12
13
14
15
16
17
18
19
20

79.

The prior page of the document reports that 61% of the Company’s

outstanding repurchase claims received from January 1, 2005 and September 8,
2006, or $167 million out of $273 million of outstanding repurchase claims, had
been received by the Company by July 31, 2005. The prior page states: “Between
01/01/05 and 09/08/06 there have been $640M loans repurchased with an
additional outstanding of $273M, $913M in total . . . 61% or $167M of the
Outstanding Claims have been received 07/31/05.”
80.

Another internal, non-public New Century document, obtained

through Lead Counsel’s investigation, covers thirteen months of repurchase claims
data from January 2006 through January 2007 and demonstrates the following
pattern of growing outstanding 2006 loan repurchase claims as compared to funded
repurchases during 2006 (in dollars):

21
22
23
24
25
26
27
28
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2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Rolling
13
Months
Jan
Feb
Mar
Apr
May
Jun
Jul
Aug
Sep
Oct
Nov
Dec
Jan
Total

81.

Beginning
Balances
64,573,624
123,987,153
132,149,563
114,476,840
119,919,740
114,896,108
147,038,818
288,383,682
395,687,461
510,953,649
426,451,851
350,293,656
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Claims
Received
75,270,123
92,820,763
82,617,193
42,295,804
151,237,862
60,210,366
81,037,574
194,795,931
168,384,651
190,042,233
60,254,283
109,812,818
214,829,368
1,523,608,969

Repurchases
345,499
16,406,884
28,420,664
48,424,178
121,737,906
53,002,238
46,427,065
46,748,567
58,163,032
61,082,036
51,100,059
62,183,446
83,312,716
677,354,379
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Re-Priced

50,739,034
87,139,340
18,706,001
156,584,375
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Refuted/
Remove
10,351,000
17,000,350
46,034,119
11,544,350
24,056,966
12,231,761
2,467,800
6,702,500
2,917,839
13,694,009
42,916,988
36,648,227
59,846,941
286,412,849

Ending
Outstanding
64,573,624
123,987,153
132,149,563
114,476,840
119,919,740
114,896,108
147,038,818
288,383,682
395,687,461
510,953,649
426,451,851
350,293,656
403,257,366

The above, internal New Century repurchase claims and backlog data

which was not publicly reported during the Class Period demonstrates a growing
backlog of outstanding repurchase claims. While the failure of the Company to
repurchase approved claims on a timely basis had the short-term effect of
improving its publicly reported cash flow and earnings, under GAAP, the Company
was required (but admittedly failed) to account for this growing volume of
repurchase claims outstanding in setting its Allowance for Repurchase Losses
reserve throughout the Class Period and at the time of the Offerings. In fact, as set
forth below, the Examiner has confirmed that New Century’s methodology for
calculating its Allowance for Repurchase Losses was never adjusted to account for
the backlog, resulting in the major reason why the reserve was materially
understated in 2005 and 2006.
82.

In addition, in accordance with GAAP, SFAS 140, the Company was

required to consider the impact of its growing repurchase claims backlog in
estimating the expected discounted resale value of the repurchased loans. The
Company failed to include the expected discount upon disposition of loans when
estimating its Allowance for Repurchase Losses reserve in the second and third
quarters of 2006, despite its growing repurchase claims backlog as well as the fact
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1

that its discounted loan sales both in total volume and discount severity were

2

increasing dramatically. For example, the Company reported in its 2006 third

3

quarter 10-Q:

4

During the three and nine months ended September 30, 2006, we sold

5

$409.9 million and $916.3 million, respectively, in mortgage loans at

6

a discount to their outstanding principal balance.

7

discounted loan sales for the three and nine months ended September

8

30, 2006 is approximately $152.1 million and $447.4 million,

9

respectively, of second lien mortgage loans that were sold at a slight

10

discount. There were no discounted second lien sales for the same

11

period in 2005. The remaining $257.7 million and $468.9 million of

12

discounted loan sales loans for the three and nine months ended

13

September 30, 2006, respectively, consisted of repurchased loans,

14

loans with documentation defects or loans that whole loan buyers

15

rejected because of certain characteristics. For the three and nine

16

months ended September 20, 2005, discounted loan sales totaled

17

$32.1 million and $178.5 million, respectively. As a percentage of

18

secondary market transactions, when adjusting for the second lien

19

transaction, discounted sales increased from 0.2% for the three

20

months ended September 30, 2005 to 1.6% for the three months ended

21

September 30, 2006. The severity of the discount increased from

22

3.5% for the three months ended September 30, 2005 to 12.9% for the

23

three months ended September 30, 2006.

24

secondary market transactions, when adjusting for the second lien

25

transaction, discounted sales increased from 0.5% for the nine months

26

ended September 30, 2005 to 1.1% for the nine months ended

27

September 30, 2006. The severity of the discount increased from

28

3.9% for the nine months ended September 30, 2005 to 8.7% for the

Included in

As a percentage of

SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
35

Case 2:07-cv-00931-DDP-JTL

Document 269

Filed 04/30/2008

Page 40 of 50

1

nine months ended September 30, 2006 due to a less favorable

2

secondary market for these types of loans as well as the mix of loans

3

sold as discounted sales. [Emphasis added.]

4

83.

According to a former New Century Vice President, Assistant

5

Controller, who was employed by the Company from September 2004 to July 2007

6

(CW 2), contrary to GAAP, the Company did not include in its Allowance for

7

Repurchase Losses reserve any estimated discount upon disposition necessary to

8

report loans repurchased in the second and third quarters of 2006 at fair market

9

value.

10

84.

As admitted by the Company in its February 7, 2007 press release and

11

May 24, 2007 Form 8-K, New Century, in violation of GAAP, SFAS 140, failed to

12

account for both its growing backlog of outstanding repurchase claims, as well as

13

the expected discount upon disposition of the repurchased loans, in setting its

14

Allowance for Repurchase Losses reserve in 2005 and 2006.

15

violations of GAAP that had a material effect on the Company’s financial

16

statements.

17

85.

These were

Throughout the Class Period, New Century also never publicly

18

disclosed the magnitude of its repurchase claims or its growing repurchase claims

19

backlog. In fact, New Century did not report any quarterly data in its Forms 10-Q

20

regarding repurchases until after the end of the second quarter of 2006, when it

21

apparently reported only the portion of actual funded loan repurchases that were

22

resold at a discount during the 2006 second quarter, as opposed to total repurchase

23

claims received, validated or funded. In the Form 10-Q filed for the quarter ended

24

June 30, 2006, New Century reported as follows:

25

The table below illustrates the composition of discounted loan sales

26

for each of the periods indicated (dollars in thousands):

27
28
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2005
Principal
$48,038

Discount
(9.4)%

This disclosure came after Defendant Dodge publicly stated that the

6

Company was experiencing only a “modest” rise in repurchase requests in the

7

2006 second quarter as a result of early payment defaults. However, internal New

8

Century repurchase claims and backlog data which was not publicly reported

9

during the Class Period demonstrates that New Century actually received a total of

10

$253,744,032 repurchase claims during the quarter ended June 30, 2006, and New

11

Century actually paid $223,164,322 of repurchases during the quarter, as compared

12

to the $45,911,000 of repurchases reported in the 2006 second quarter Form 10-Q.

13

The repurchase claims received by the Company during the quarter ended June 30,

14

2006 were more than five times larger than the subset of repurchase data reported

15

by the Company.

16

87.

Similarly, the above, non-public New Century repurchase claims data

17

obtained through Lead Counsel’s investigation demonstrates that the Company

18

received a total of $444,218,156 of repurchase claims during the quarter ended

19

September 30, 2006, whereas the Company’s Form 10-Q for that quarter reported

20

only that the Company paid $150,974,000 of repurchase claims from whole loan

21

investors during the quarter.

22

repurchases in the 2006 third quarter were less than half of the total repurchase

23

claims received during the quarter and less than half the total repurchase claims

24

backlog as of the end of the quarter. The Company’s publicly reported repurchases

25

for the nine months ended September 30, 2006, were also less than half of the total

26

repurchase claims received but not disclosed by New Century during that same

27

time period.

This presentation was misleading as funded

28
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A review of the Company’s actually funded repurchases on a year-to-

2

year “vintage” loan basis (which were not publicly reported on a quarterly basis in

3

the Company’s Forms 10-Q and K during the Class Period other than in connection

4

with discounted loan sales data in the 2006 second quarter and in the 2006 third

5

quarter), also demonstrates a significant pattern of increasing repurchases.

6

According to internal, non-public New Century data obtained through Lead

7

Counsel’s investigation, the Company funded a total of $255,420,289 repurchases

8

of 2004 vintage loans, representing 0.61% of total originations; and $419,667,368

9

of repurchases of 2005 vintage loans, representing 0.77% of total originations.

10

According to the internal data, the Company funded a total of $414,948,357 of

11

repurchases of 2006 vintage loans as of early 2007, representing 0.76% of total

12

originations, only a few months into the 2007 year. The Company was required by

13

GAAP to consider its increasing repurchases and growing backlog of repurchase

14

claims in setting its Allowance for Repurchase Losses reserve, but failed to do so.

15

89.

Only at and after the end of the Class Period did the Company

16

disclose the need to restate its previously issued financial statements based on

17

material violations of GAAP in setting New Century’s Allowance for Repurchase

18

Losses reserve. In that regard, the Company finally admitted that: (1) it failed to

19

account for (a) the expected discount upon disposition of its repurchased loans; and

20

(b) its growing backlog of repurchase claims outstanding when stating its

21

Allowance for Repurchase Losses reserve in 2005 and 2006; and (2) that its

22

previously reported 2005 and 2006 financial statements should no longer be relied

23

upon.

24

90.

The Company’s February 7, 2007 restatement announcement came

25

less than three months after newly hired Tajvinder S. Bindra replaced Defendant

26

Dodge as Chief Financial Officer of the Company, effective November 15, 2006.

27

According to a former New Century Senior Vice President of Financial Planning

28

who reported directly to Bindra and was employed by the Company from February
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1

2007 until July 2007 (“CW 4”), Bindra told the former employee that he was the

2

one who revealed the Company’s accounting errors and that he observed that New

3

Century’s reserves were way too low as soon as he came on board. This is

4

consistent with a July 11, 2007 filing in the bankruptcy court by Heller Ehrman

5

LLP which states at page 11 that it acted as special counsel to the independent

6

subcommittee of New Century’s Audit Committee and that, “The initial focus for

7

the Investigators was an analysis of [New Century’s] accounting for its repurchase

8

reserve, an issue that had first been flagged by [New Century’s] new Chief

9

Financial Officer and that had become the basis for [New Century’s] February 7,

10

2007 announcement that it would be restating certain financial results.” (Emphasis

11

added.) This is also consistent with the Examiner’s Report as set forth below.

12
13

91.

Consistent with the results of Lead Counsel’s investigation, the

Examiner reports the following additional facts:

14

New Century’s repurchase reserve calculation failed to include

15

potential losses associated with Backlog Claims.5 During 2005 and

16

through September 30, 2006, Backlog Claims never were considered

17

in New Century’s calculation of its repurchase reserve. Estimated

18

expenses and losses on an assumed percentage of Backlog Claims

19

expected to be valid should have been taken into account along with

20

estimated expenses and losses on projected future repurchase claims.

21

* * *

22

New Century knew of a large number of reported but

23

unresolved claims at year-end 2005 ($188 million) and a further

24

mounting volume of repurchase claims by no later than June 2006.

25

Similarly, KPMG’s workpapers for the 2005 audit reflect knowledge

26
27
28

5

The Examiner defines “Backlog Claims” to include repurchase claims received by or pending
at New Century relating to loans sold by New Century prior to 90 days of the close of any given
quarterly accounting period. Examiner’s Report at 178.
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1

of the $188 million in outstanding repurchase claims, but KPMG took

2

no steps to test whether the New Century repurchase reserve

3

calculation took any or all of these claims into account.

4

* * *

5

In reality, beginning no later than 2004, New Century was

6

receiving repurchase requests related to loans outside of the previous

7

90-day period and it was taking much longer than 90 days to evaluate

8

and process repurchase requests and repurchase loans. New Century

9

was not reserving, however, for these loans that it might be required to

10

repurchase and on which it might incur losses and expenses, but for

11

which no reserve was provided.

12

* * *

13

The data set forth later in this section of this Final Report

14

establish that New Century did not include in the repurchase reserve

15

calculation any estimate of expenses and losses associated with

16

Backlog Claims. . . .

17

material underestimation of the quantity of repurchases for which the

18

repurchase reserve needed to account. Examiner’s Report at 213, 183

19

(emphasis added).

20

92.

This was a significant error, leading to a

The Examiner also reported facts, consistent with those uncovered by

21

Lead Counsel’s investigation, both that New Century had poor internal reporting of

22

repurchase claims and that New Century’s growing repurchase claims backlog was

23

“no secret” and “general knowledge” within the Accounting, Finance and

24

Secondary Marketing groups:

25

New Century experienced an increase in repurchase claims

26

beginning in the fourth quarter of 2004 and continuing at a much

27

greater rate in 2006.

28

Accounting Department continued to compute the quantity of loans

As such claims continued to grow, the
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1

that might need to be repurchased as of the close of a reporting period

2

based on the assumption that only the loans that were sold in the prior

3

90 days before the financial statement reporting date would be

4

susceptible to repurchase. This was a significant error, resulting in a

5

material underestimate of the required repurchase reserve.

6

New Century failed to keep careful records of its unresolved

7

repurchase claims. Had it kept careful records, it would have learned

8

at an early date of the growing amount of Backlog Claims relating to

9

loans sold before the 90-day look-back period. This is an internal

10

controls deficiency, which is discussed in Section VIII. of this Final

11

Report.6

12

Even though New Century did not maintain accurate data

13

regarding the growing Backlog Claims, their existence was no secret.

14

* * *

15

The data are clear that New Century personnel knew that many

16

repurchase claims pending as of the time of a quarterly financial

17

statement pertained to loans that had been sold in earlier quarters.

18

KPMG likely knew of this information in early 2005, and data

19

specifically communicated to KPMG in early 2006 that pending

20

repurchase claims were $188 million at December 31, 2005 should

21

have made KPMG investigate the issue.

22

KPMG, however, proceeded quarter after quarter to assume with no

23

in-depth investigation that the only loans needing to be considered in

24

the repurchase reserve calculation were loans sold during that quarter.

Both New Century and

25
26
27
28

6

As noted above, the New Century Officer Defendants repeatedly certified the adequacy of the
Company’s internal controls throughout the Class Period and at the time of the Offerings
notwithstanding then-existing internal control deficiencies uncovered by Lead Counsel’s
investigation and confirmed by the facts uncovered by the Examiner as set forth in paragraphs
191-96 below.
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1

This was a significant error, accounting for more than 50% of the

2

dollar value of the repurchase reserve accounting errors.

3

* * *

4

The Examiner investigated to determine if there were any particular

5

developments in 2005 that might have suggested an awareness on the

6

part of New Century or KPMG that the repurchase reserve calculation

7

had flaws and/or needed to be reexamined. The Examiner identified

8

data that make clear that the proper calculation of the repurchase

9

reserve, including the Backlog Claims issue, should have been an

10

issue for both New Century and KPMG in 2005.

11

First, on January 26, 2005, as part of its 2004 audit of New

12

Century’s financial statements, KPMG specifically asked New

13

Century’s Accounting Department via e-mail . . . why there had been

14

a “big jump” in repurchases in November 2004. This provoked an e-

15

mail exchange within New Century, culminating with the following

16

explanation from Cloyd to Walker: “many of the loans repurchased

17

were from prior quarters and months leading to the increased volume

18

and discount.”

19

Accounting Department personnel knew that many loans that were

20

ultimately repurchased in 2004 were Backlog Claims, i.e., or loans

21

sold outside the 90-day window that New Century used to calculate

22

the volume of loans that might need to be repurchased.

23

Notwithstanding this information, New Century did nothing to adjust

24

its methodology for estimating the quantity of loans that might need to

25

be repurchased as of the end of a financial reporting period.

26

Examiner’s Report at 205-06, 180, 189 (emphasis added).

27

93.

28

This is a clear indication that New Century

Moreover, the Examiner reported the fact that New Century’s

Treasurer, Jeffrey Goldberg, stated that the problem of the growing backlog of
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1

repurchase claims was a matter of “general knowledge” within the Accounting,

2

Finance and Secondary Marketing groups. Id. at 206 (emphasis added).

3

94.

In addition to the growing backlog, another fact and “red flag”

4

confirmed by the Examiner was that New Century reserved “significantly less”

5

than smaller mortgage banking companies, a fact which led Taj Bindra to reveal

6

the GAAP errors shortly after he was hired:

7

[T]he failure to take a more critical look at the repurchase reserve

8

calculation methodology is all the more inexplicable because the New

9

Century repurchase reserve presented a red flag, as New Century

10

reserved significantly less than smaller mortgage banking companies.

11

Within a month [that] Taj Bindra started as New Century’s CFO in

12

November 2006, he asked New Century’s Accounting personnel, and

13

later KPMG, to justify the amounts and calculation methods for New

14

Century’s repurchase reserve.

15

relatively short order to the discovery of material accounting errors in

16

January 2007 and the restatement announcement on February 7, 2007.

17

* * *

18

[Bindra] told the Examiner that his concern was prompted, in large

19

measure, by what he perceived as an apparent discrepancy between

20

New Century’s extremely high loan origination volume and relatively

21

low repurchase reserve, which was $10.3 million when he arrived at

22

New Century in November 2006.

23

Century’s repurchase reserve was far less than the comparable reserve

24

for other mortgage banking companies and that its potential exposure

25

to repurchase obligations was greater given larger origination

26

volumes, Bindra continued to question how the New Century

27

repurchase reserve was calculated and whether it was consistent with

Such inquiries by Bindra led in

Because he believed New

28
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1

New Century’s exposure to repurchase claims. Examiner’s Report at

2

181, 209-10 (emphasis added).

3

95.

4

The Examiner further reported the fact that the “magnitude of such

accounting errors was significant:”

5

The magnitude of such accounting errors was significant.

6

Examiner estimates that at year-end 2005, the repurchase reserve

7

should have been approximately $17.0 million, rather than the $5.5

8

million reported by New Century in its 2005 Form 10-K. Similarly, at

9

September 30, 2006, the repurchase reserve should have been

10

approximately $115.2 million, rather than the $10.3 million reported

11

by New Century in its Form 10-Q for that quarter. Examiner’s Report

12

at 177 (emphasis added, footnotes omitted).7

13

96.

The

In addition to the failure to consider Backlog Claims, the Examiner

14

reported several other material facts demonstrating further GAAP violations in the

15

calculation of New Century’s Allowance for Repurchase Losses reserve including

16

the failure to reserve for “Interest Recapture” at all times throughout 2005 and

17

certain other GAAP violations starting in the second and third quarters of 2006:

18

New Century entered into sales agreements with [whole] loan

19

purchasers (“Investors”), selling most loans at a premium to par value.

20

In 2005, on average, New Century appears to have sold loans at a

21

2.06% premium to par, meaning that a $100,000 loan, on average, was

22

sold for $102,060. In such sales agreements, New Century typically

23

was obligated to repurchase a loan from Investors if the borrower

24

defaulted on the loan soon after the sale or if New Century failed to

25
26
27
28

7

As set forth below, the magnitude of these errors increases when combined with other errors
and adjustments identified by the Examiner involving this same reserve including New Century’s
failure to account for its repurchased loans consistent with its own Lower of Cost or Market
(“LOCOM”) policy. Examiner’s Report at 222.
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1

comply with representations and warranties contained in the loan

2

purchase agreements.

3

When New Century repurchased loans, it incurred expenses and

4

potential losses.

5

Investors then-existing full principal amount of the loan, but also was

6

required to repay Investors the premium (or some portion of it) that

7

had been paid at the time of the original sale (“Premium Recapture”).

8

Second, New Century had to pay Investors for any interest due on the

9

loan that had not been paid by the borrower (“Interest Recapture”).

10

Third, New Century needed to account for any losses on the loan that

11

it repurchased. Repurchased loans frequently were not performing as

12

required, such as due to a continuing borrower payment default, and

13

the loan might be worth substantially less than the full principal

14

amount at which it was repurchased by New Century.

First, New Century not only needed to pay the

15

Under GAAP, New Century was obligated to establish a loss

16

reserve for potential expenses and losses related to repurchases that

17

could be expected. In its Form 10-K for 2005, and for earlier periods

18

as well, New Century stated that its repurchase reserve was “the

19

Company’s estimate of the total losses expected to occur” in

20

connection with the potential loan repurchase exposure related to loan

21

sales.

22

There is no dispute that New Century failed to account properly for

23

repurchase reserves. New Century admitted on February 7, 2007 and

24

May 24, 2007, and the Examiner’s investigation has confirmed, that

25

New Century violated GAAP in multiple respects.

26

Century’s independent auditor, similarly has acknowledged that New

27

Century did not satisfy GAAP requirements pertaining to repurchase

28

reserves and repurchased loan valuation.

KPMG, New
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1

First, for all accounting periods up to the third quarter of 2006,

2

New Century failed to include amounts in the repurchase reserve for

3

Interest Recapture.8 Second, starting in the second quarter of 2006,

4

New Century failed in its repurchase reserve calculation to compute

5

the LOCOM adjustment (“Inventory Severity”) for loans that it had

6

already repurchased but had not sold. Third, starting in the third

7

quarter of 2006, New Century failed to reserve for anticipated losses

8

on loans that would need to be repurchased in the future (“Future Loss

9

Severity”). Examiner’s Report at 177-78 (emphasis added, footnotes

10

omitted).

11

97.

The Examiner reported facts demonstrating that these additional

12

GAAP violations were “perplexing,” “troubling” and without “justification:”

13

The failure to include Interest Recapture in the repurchase

14

reserve calculation from the outset is perplexing because the

15

Examiner understands that it was a long time requirement under loan

16

purchase agreements for New Century to pay Investors the amount of

17

interest that the borrower had failed to pay. Accordingly, this was a

18

standard part of a repurchase arrangement, no different in substance

19

than the Premium Recapture that was included at all times in the

20

calculation of the repurchase reserve.

21

* * *

22

The Examiner is further troubled by the handling of the second

23

quarter of 2006 change to the calculation methodology because this

24
25
26
27
28

8

“The Examiner did not undertake a detailed review to quantify the dollar amounts of Interest
Recapture that should have been included in the repurchase reserve for reporting periods before
year end 2005. However, the Examiner estimates that the unreported Interest Recapture
component of the repurchase reserve for 2004 should have been approximately $790,000,
compared to the reported repurchase reserve in the 2004 Form 10-K of $7.9 million, an
understatement of about nine percent.” Examiner’s Report at 184-85.
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1

matter was not disclosed to the Audit Committee.

2

Committee met on July 26, 2006 and repurchase reserves were a

3

specific topic of discussion. The minutes indicate that “Mr. Sachs

4

then asked a question about the adequacy of the Corporation’s

5

repurchase reserves and Mr. Donovan [KPMG] and Ms. Dodge [New

6

Century] responded.”

7

changes, although Kenneally advised the Examiner that he assumed

8

that the changes had been discussed since repurchase reserves were on

9

the agenda for that meeting.

The Audit

Neither Donovan nor Dodge disclosed the

10

* * *

11

The[] third quarter of 2006 changes to the repurchase reserve

12

calculation methodology were not revealed to the Audit Committee

13

despite many opportunities for KPMG and Management to do so. In

14

the fourth quarter of 2006, there were four meetings of the Audit

15

Committee attended by Kenneally, Kim [KPMG] and Donovan

16

[KPMG]. According to the minutes of these meetings, a report to the

17

Committee from KPMG was always the first item on the agenda. At

18

the October 25 meeting, Donovan advised the Committee that

19

“management’s estimates with respect to its repurchase reserves were

20

considered adequate when compared to historical experience.” At

21

other meetings, Donovan and Kim reported to the Committee on the

22

adequacy of internal controls over financial reporting and the lack of

23

material concerns with respect to Management’s preparation of

24

financial information. Despite these repeated and ample opportunities

25

for Accounting and KPMG to apprise the Audit Committee of the

26

significant modifications to the repurchase reserve calculation which

27

had occurred in the prior two quarters, neither disclosed this

28

information to the Committee.
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1

* * *

2

The Future Loss Severity component was included in the

3

calculation of the repurchase reserve through the quarter ended June

4

30, 2006 but was eliminated for the quarter ended September 30,

5

2006. There is no justification for eliminating Future Loss Severity

6

from the calculation, particularly in light of the significant increase in

7

repurchase claims New Century was experiencing in 2006.

8

Examiner’s Report at 188, 201, 204, 216 (emphasis added, footnotes

9

omitted).

10

98.

The Examiner also reported facts demonstrating that New Century

11

failed to apply LOCOM methodology consistent with industry practice and the

12

Company’s own LOCOM policy before eliminating the LOCOM adjustment for

13

repurchased loans in the second quarter of 2006:

14

New Century reported repurchased loans pending resale on its

15

balance sheet as part of LHFS [Loans Held for Sale]. In accordance

16

with GAAP, New Century was required to report its LHFS at

17

LOCOM [Lower of Cost or Market]. The Examiner has determined

18

that New Century not only failed to apply LOCOM consistent with

19

industry practice, but also failed to account for its repurchased loans

20

consistent with its own LOCOM policy.

21

* * *

22

The Examiner further determined that the prices (or marks) that

23

New Century used to value repurchase loans in the fourth quarter of

24

2005 and first quarter of 2006 were not consistent with the marks used

25

in its LOCOM analysis for its LHFS portfolio. In addition, starting in

26

the second quarter of 2006, New Century eliminated entirely this

27

LOCOM adjustment for repurchase loans.

28
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1

Second, the Examiner found that New Century did not apply

2

LOCOM in a manner consistent with industry practice, thereby

3

enabling the Company effectively to hide losses in its LHFS portfolio

4

by offsetting losses in certain loan categories with gains in other loan

5

categories. . . . By utilizing this practice, New Century consistently

6

determined that a LOCOM adjustment was not required. The result

7

was that New Century did not mark down the value of the “scratch

8

and dent” and other non-performing loans.

9

* * *

10

This practice of re-aggregating loans into a single category after

11

the loans were priced, and using gains to offset losses, is inconsistent

12

with industry practice and the interpretation of FAS 65 as applied by

13

financial institutions and various other mortgage banking companies.

14

In practice, mortgage banking companies typically recognize a

15

LOCOM valuation allowance for categories of loans where the market

16

value is below cost, especially for non-performing loans and

17

repurchased loans.

18

By virtue of this practice, the Examiner determined that New

19

Century’s LHFS portfolio was overstated for at least the year ended

20

December 31, 2005 and for the first three quarters of 2006.

21

Examiners Report at 222-25 (emphasis added, footnotes omitted).

22

99.

For New Century’s last four reported quarterly results, the Examiner

23

calculated the total quarterly income statement impact of all of these GAAP

24

violations in New Century’s reported repurchase reserves as follows: Year End

25

2005 ($21,320,000); Q1 2006 ($21,455,000); Q2 2006 ($60,515,000); and Q3

26

2006 ($87,325,000). Examiner’s Report at 222.

27

100. Consistent with Lead Counsel’s investigation, the Examiner also

28

reported facts demonstrating that New Century’s quarterly Forms 10-Q and 10-K
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1

issued in 2005-06 were misleading for failing to disclose the existence and amount

2

of the Company’s growing repurchase claims backlog:

3

As discussed in more detail in Section VI. of this Final Report,

4

by the end of 2005 New Century appears to have had a backlog of

5

approximately $143 million in repurchase claims that had not been

6

taken into account in the Company’s repurchase reserve calculation.

7

That repurchase claim backlog grew significantly through the first

8

three quarters of 2006. An internal New Century report dated August

9

30, 2006 showed a backlog of approximately $170 million in

10

unresolved repurchase claims that were more than two months old at

11

that time, and of those, approximately $75 million were more than six

12

months old. Other internal New Century reports prepared in the fall

13

of 2006 showed the following repurchase backlog amounts at the end

14

of each month from January through September 2006:

15

2006

Internally Reported Month-end Backlog

16

January

$209.1 [million]

17

February

$278.3 [million]

18

March

$281.6 [million]

19

April

$243.1 [million]

20

May

$225.8 [million]

21

June

$199.1 [million]

22

July

$212.8 [million]

23

August

$335.2 [million]

24

September $399.8 [million]

25

The Company’s Form 10-K for 2005 and each of its Forms 10-

26

Q for the first three quarters of 2006 reports the following under the

27

heading “Allowance for Repurchase Losses,” after describing

28

generally what the allowance for repurchase losses was: “Generally,
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1

repurchases are required within 90 days from the date the loans are

2

sold. Occasionally, we may repurchase loans after 90 days have

3

elapsed.” (Emphasis added.) There is no mention in these filings of

4

the repurchase backlog. In light of the large, and growing size of the

5

repurchase backlog during this time period, it was misleading for New

6

Century to report that it “occasionally” repurchased loans “after 90

7

days [had] elapsed” from the time of the loan sale – without at least

8

also disclosing the existence and amount of the repurchase claims in

9

the backlog that were more than 90 days old.

10

New Century’s disclosure regarding the allowance for

11

repurchase losses in the Form 10-K for 2005 also reports: “As of

12

December 31, 2005 and December 31, 2004, the repurchase allowance

13

totaled $7.0 million and $6.3 million, respectively. Approximately

14

$10.7 billion and $8.3 billion of loans were subject to repurchase,

15

representing loans sold during the fourth quarter of 2005 and the

16

fourth quarter of 2004, respectively.” (Emphasis added.) The Form

17

10-Q filings for the first three quarters of 2006 have similar language

18

that discloses the amount of the repurchase reserve for each period,

19

but the Form 10-Q filings do not include the language about

20

“representing loans sold” during the just-ended quarter.

21

In light of the repurchase backlog that existed at the end of

22

2005, it was misleading for New Century to report, as it did in the

23

highlighted language in the paragraph above, that the amount of loans

24

subject to repurchase “represent[ed] loans sold” during the just-ended

25

quarter. In fact, New Century’s August 2006 internal report regarding

26

the repurchase backlog shows that there were more than $38 million

27

of loans in the backlog that, as of August 2006, were more than 12

28

months old, meaning that those loans had been sold sometime before
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1

August 2005, which was obviously before the start of the fourth

2

quarter of 2005. Thus, the statement in the Form 10-K for 2005 that

3

the loans subject to repurchase at year-end 2005 “represent[ed] loans

4

sold during the fourth quarter of 2005” was neither complete nor

5

accurate.

6

This inaccurate Form 10-K disclosure is all the more difficult to

7

comprehend in light of the fact that New Century’s Form 10-Q for the

8

third quarter of 2005, filed just four months before the Form 10-K for

9

2005 was filed, contained the following language regarding the

10

amount of the repurchase allowance and what it represented: “As of

11

September 30, 2005 and December 31, 2004, the repurchase

12

allowance totaled $5.9 billion and $6.3 billion, respectively, and

13

approximately $10.0 billion and $8.3 billion of loans, respectively,

14

were subject to repurchase, generally representing loans sold during

15

the prior quarter.” The use of “generally” in this disclosure, a word

16

that was not used in this part of the Form 10-K for 2005, arguably

17

makes this a more accurate disclosure in light of the backlog, even

18

though it cannot be said to enhance the disclosure of information

19

about the backlog. It is not clear why New Century did not continue

20

with the use of “generally” in this part of the repurchase allowance

21

disclosure in its Form 10-K for 2005.

22

In summary, New Century’s failure to disclose the existence

23

and amount of the repurchase backlog through the third quarter of

24

2006 is troubling.

25

amount of the backlog during this time period was information that

26

was necessary to make the information that was disclosed about the

27

allowance for repurchase losses not misleading. Examiner’s Report at

The Examiner believes that the existence and

28
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1

421-23 (emphasis added, except for where in italics which was added

2

by the Examiner, and Examiner’s footnotes omitted).

3

2.

Securitizations Structured As Sales - GAAP Violations

4

101. In addition to admitting the need to restate its financial statements to

5

correct material “errors” in reporting its Allowance for Repurchase Losses reserve,

6

on and after February 7, 2007, New Century further admitted to material “errors”

7

in its previously filed 2005 and 2006 financial statements in connection with the

8

Company’s valuation of residual interests in securitizations structured as sales.

9

102. In a securitization structured as a sale for financial reporting purposes,

10

New Century recognized a gain on sale at the time it sold a pool of loans. New

11

Century also recorded on its balance sheet at the closing of a securitization

12

structured as a sale a valuation of the residual interests (“Residual Interests”) it

13

retained in the securitized pool of loans. The Residual Interests were supposed to

14

represent the present value of the future cash flows the Company expected to

15

receive. In 2005, New Century completed four securitizations structured as sales

16

totaling approximately $11 billion, recognized a gain on sale of $141.5 million on

17

those transactions, and retained Residual Interests that the Company publicly

18

reported at $97.5 million.

19

103. New Century represented that it valued and accounted for its Residual

20

Interests in accordance with GAAP, SFAS 140. In this regard, according to New

21

Century’s 2005 Form 10-K, the Company purportedly reviewed the underlying

22

assumptions it used to value Residual Interests on a quarterly basis and adjusted

23

the carrying value of the Residual Interests based on actual experience and industry

24

experience. In valuing the Residual Interests, New Century, on a quarterly basis,

25

purportedly estimated, inter alia, delinquencies, defaults and default loss severity

26

as they affected the amount and timing of estimated cash flows. According to the

27

2005 Form 10-K, New Century purportedly based its estimates on historical loss

28

data for the loans, the specific characteristics of the loans, and the general
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1

economic environment. According to New Century’s 2005 Form 10-K and other

2

SEC filings during the Class Period, as a result of these reported quarterly

3

evaluations and purportedly consistent with GAAP, SFAS 140, New Century

4

reported its Residual Interests at “fair value” throughout the Class Period. New

5

Century’s total Residual Interests were reported at $234,930,000 as of December

6

31, 2005 and at $223,680,000 as of September 30, 2006.

7

104. In fact, as now admitted, during the Class Period, New Century’s

8

reported Residual Interests were materially overstated as the Company failed to

9

account for decreasing loan quality and underwriting practices and increasing

10

delinquencies, defaults and default loss severity throughout 2005 and 2006.

11

Importantly, New Century’s reported Residual Interests would be paid only after all

12

other senior interests in the securitization pools were satisfied and only if the

13

securitization’s over-collateralization requirements had been met.9 New Century’s

14

income from and valuation of its Residual Interests depended upon the pool of

15

loans securitized actually producing a stream of payments in excess of that due to

16

all senior certificate holders. Thus, the value of the Residual Interests was directly

17

related to the quality of the loans in the securitized pool and the strength of the

18

Company’s underwriting of those loans.

19

105. It was only in connection with the Company’s February 7, 2007 and

20

May 24, 2007 disclosures, that the Company revealed that there were material

21

“errors” in the Company’s previous financial statements with respect to the

22
23
24
25
26
27
28

9

“In general, New Century’s residual interest in a securitization trust was related to the
additional assets, above the aggregate principal value of the securitization, that New Century put
into the trust’s over-collateralizations (‘OC’) account when the trust was created. The OC
account represented a form of credit enhancement for investors in the trust, which gave them ‘a
margin for error’ in case the loans in the trust did not produce adequate cash flows to meet their
expectations. As such, a trust’s OC requirements could increase ‘investor confidence’ in a
securitization. Because of the ‘credit enhancement’ features of these securitization trusts, they
were often referred to as Credit Enhancement ‘CE’ securities. . . . In general, New Century
would not receive cash flow from its residual interest in a securitization trust unless the trust’s
over-collateralization requirements had been met.” Examiner’s Report at 232.
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1

Company’s valuation of these Residual Interests. Additional information regarding

2

the Company’s decreasing loan quality and underwriting practices and increasing

3

delinquencies and defaults throughout 2005 and 2006 which the Company should

4

have but failed to take into account in recording its Residual Interests throughout

5

the Class Period is set forth in detail in paragraphs 120-90 below.

6

106. Consistent with the results of Lead Counsel’s investigation, the

7

Examiner reported additional facts demonstrating that, in violation of GAAP, New

8

Century failed to increase the discount rate it used to value its Residual Interests in

9

2005 and 2006 to reflect increased risk, which would have materially reduced the

10

value of its reported Residual Interests throughout the Class Period:

11

[A] critical assumption in each residual interest model was the

12

discount rate that was used to compute the present value of the future

13

cash flows to which New Century was entitled. The Examiner has

14

determined that New Century insisted on using unduly low discount

15

rates (of 12% for some residual interests and 14% for others) in both

16

2005 and 2006 that led to an overvaluation of New Century’s residual

17

interests of no less than $14.8 million (6.3%) as of December 31,

18

2005 and of comparable amounts in the quarters that followed. Not

19

only New Century’s Management, but ultimately its independent

20

Directors as well, repeatedly resisted warnings from specialists at

21

KPMG, who warned that the discount rates New Century was using

22

were below those used by most of its peers.

23

* * *

24

As previously discussed, the results produced by New

25

Century’s residual interest valuation models depended heavily upon

26

the assumptions they used. A key assumption for these purposes was

27

the discount rate used in each model to compute the present value of

28

the net cash flows associated with the residual interest in the
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1

securitization to which that model related. The valuation of New

2

Century’s residual interests bore a direct but inverse relation to the

3

discount rates used in the residual interest models. If the discount

4

rates increased, the residual interest valuations would necessarily

5

decline.

6

New Century’s choice of discount rates – 12% for residual

7

interests in CE securitizations and 14% for NIMS residuals – was a

8

subject of continuous discussion by New Century and certain people

9

within KPMG during 2005 and 2006.

10

* * *

11

[T]here is evidence that Senior Management10 within New

12

Century had reason to believe as early as 2005 that its residual interest

13

discount rates might be too low. Certain officers, including Cloyd,

14

were aware, by at least July 2005, of the downward turn in the

15

subprime mortgage market and the concomitant increase in risk

16

associated with its residual interest portfolio.

17

December 2005 suggest that senior executives were aware that any

18

secured financing relating to residual interests would carry interest

19

rates close to 25% and that an increase in New Century’s residual

20

interest discount rates to that level would result in a substantial

21

reduction in the valuations of those residual interests.

Internal e-mails in

22

* * *

23

At least as far back as May 2005, [KPMG’s Structured Finance

24

Group “SFG”], led by [KPMG Partner] Carnahan, consistently

25

produced memoranda that suggested New Century’s discount rates

26

might be too low and that urged KPMG’s engagement team to require

27
28

10

The Examiner defined “Senior Management” to include Defendants Cole, Morrice, Gotschall
and Dodge from 2004-06.
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1

New Century to supply information that would support those low

2

rates.11

3

* * *

4

For example, in its memorandum for the December 31, 2005

5

year-end audit, SFG observed that “we are aware of numerous

6

residual interest sales in the last year and [sic] with the average

7

discount rate in the range of 18% to 25% depending on the other

8

assumptions.”

9

Carnahan advised the engagement team that numerous clients had

10

sold residuals in the 2005 financial year and that the average discount

11

rate was 18% to 23%, depending on other variables. In relation to

12

New Century’s residual interests in 2005 securitizations, Carnahan

13

observed that for similar NIMS products, Washington Mutual had

14

used a discount rate of 35%, and Countrywide Financial had used a

15

40% discount rate.12

Similarly, in an e-mail dated February 14, 2006,

16

* * *

17

[T]he Examiner concludes that New Century should have

18

increased its residual interest discount rates before the end of 2005 to

19

no less than 15% for its residual interests in CE securitizations and no

20

less than 17% for its residual interests in NIMS and that, had it done

21

so, the aggregate value of its residual interests as of year-end 2005

22
23
24
25
26
27
28

11

KPMG, which is further discussed in paragraphs 204-35 below, requested such support
starting at least for its quarterly review for the first quarter of 2005 and again for its second and
third quarters of 2005 reviews, but “SFG never saw such documentation in 2005.” Examiner’s
Report at 286.
12

As reported by the Examiner and set forth below in detail, “SFG’s concerns about New
Century’s discount rates appeared to become increasingly urgent during 2006.” Examiner’s
Report at 288.
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
57

Case 2:07-cv-00931-DDP-JTL

Document 269-2

Filed 04/30/2008

Page 12 of 50

1

would have been almost $14.8 million less than New Century report

2

on its financial statements.

3
4
5

The Examiner reaches this conclusion based upon the following
considerations:
•

SFG [KPMG] consistently found that most other firms in

6

the mortgage industry were using higher residual interest discount

7

rates in 2005 and 2006.

8

•

Carnahan [KPMG], as the responsible SFG partner and a

9

former audit partner of New Century, had the greatest qualifications to

10

assess New Century’s residual interest discount rates, and he

11

consistently expressed concerns throughout 2005 and 2006 that those

12

rates might be too low.

13

•

A survey of discount rates by the Examiner found that

14

the residual interest discount rates used by other subprime mortgage

15

lenders ranged from 15% to 21% during 2005 and from 16% to 22%

16

during 2006.

17

•

Kenneally’s [New Century Controller] own October

18

2006 survey of accounting policies used by peer firms suggested that

19

those firms used residual interest discount rates that ranged from 18%

20

to 22%.

21
22
23

* * *
•

New Century decided to use an 18% discount rate for its

on-balance sheet securitizations in 2005.

24

* * *

25

Based on recalculations using New Century’s own residual

26

interest models, the Examiner has determined that, had New Century

27

used discount rates of 15% (for its residual interests in CE

28

securitizations) and 17% (for its residual interests in NIMS) as of
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1

December 31, 2005, the aggregate value of its residual interests as of

2

year-end 2005 would have been at least $3.8 million less for New

3

Century’s residual interests pre-2003 securitizations and $11 million

4

less for its residual interests in the 2005 off-balance sheet

5

securitizations.

6

Century used unreasonably low discount rates to value its residual

7

interests in 2005, those residual interests were over-valued on New

8

Century’s balance sheet as of December 31, 2005 by no less than

9

$14.8 million.

Thus, the Examiner concludes that, because New

10

The valuations of New Century’s residual interests in its

11

quarterly financial statements during 2006 were similarly inflated by

12

New Century’s continued reliance upon unduly low residual interest

13

discount rates. Examiner’s Report at 230, 283-87, 303-04 (emphasis

14

added).

15

107. The Examiner found additional facts demonstrating additional

16

material errors and overstatements in New Century’s 2005 and 2006 reporting of

17

Residual Interests as follows:

18

In general, the Examiner found that New Century relied for far

19

too long on antiquated and flawed internally-developed Excel-based

20

models to value residual interests that represented hundreds of

21

millions of dollars of assets on New Century’s books.

22

December 31, 2005, residual interests in off-balance sheet

23

securitizations were valued at $234.9 million on New Century’s

24

balance sheet. The Examiner found that the people at New Century

25

most knowledgeable about these models were well aware of the

26

models’ flaws and had suggested that New Century use professionally

27

developed third-party models instead.

28

also repeatedly found evidence of those flaws.

As of

KPMG’s engagement team
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1

* * *

2

Everyone at New Century who was familiar with the

3

Company’s models for valuing its residual interests – including

4

members of the Board, the highest levels of New Century’s Senior

5

Management, the Company’s chief financial and accounting officers,

6

and the people within New Century’s Secondary Marketing

7

Department who built and operated the residual interest valuation

8

models – understood that the accuracy of the results produced by

9

those models depended heavily upon key assumptions. Yet many of

10

those assumptions were flawed in ways that tended to result in

11

inflated valuations of New Century’s residual interests.

12

Century’s own internal analyses in February 2007 concluded that,

13

when proper assumptions were applied, New Century’s residual

14

interests would need to be written down by approximately $90 million

15

from the amounts at which they were valued as of September 30,

16

2006.

New

17

* * *

18

New Century’s residual interest models also relied upon

19

improper assumptions about the likely values of the remaining loans

20

in the off-balance sheet securitization trusts at the times when those

21

trusts were “cleaned up” or terminated because the unpaid principal

22

balances of those trusts made them uneconomic to service. New

23

Century uniformly – and without much thought or any reexamination

24

– assumed that all of those loans could be sold at par, regardless of

25

their delinquency status or market conditions.

26

* * *

27

The Examiner has determined that by improperly relying upon

28

the par value assumption, New Century’s residual interest valuations
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1

as of December 31, 2005 were overstated by no less than $27.5

2

million (11.7%). The valuations reported in subsequent quarters were

3

similarly overstated.

4

The Examiner found that there were flaws in other key

5

assumptions used in New Century’s residual models, including the

6

assumptions regarding how quickly loans in the off-balance sheet

7

securitization trusts would be prepaid, the losses they would incur,

8

and the dates upon which the trusts would be terminated. Although

9

the Examiner has not tried to quantify the specific financial statement

10

impacts of these other flawed assumptions, the Examiner has observed

11

that these flaws frequently results in inflated residual interest

12

valuations and often persisted in the face of internal criticism and

13

questions from New Century’s independent auditors.

14

* * *

15

[I]t does not appear that the Company’s use of improper

16

prepayment assumptions could be characterized as inadvertent. To

17

the contrary, New Century’s failure to adjust its prepayment rates to

18

reflect changing market conditions was contrary to the advice it

19

consistently received as far back as the first quarter of 2005 from

20

KPMG’s SFG, which repeatedly expressed concern about the

21

Company’s use of low prepayment speed assumptions. In fact, the

22

changes made to prepayment assumptions that are described in the

23

2007 Hatch Memorandum seem consistent with what KPMG’s SFG

24

had been recommending for years before that time.

25

* * *

26
27
28
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1

Finally, the Examiner has found that New Century’s residual

2

interest valuation process was infected by a dangerous lack of internal

3

controls.13 Examiner’s Report at 229-31, 325 (emphasis added).

4

108. These facts directly contradict the New Century Officer Defendants’

5

repeated statements during the Class Period and at the time of the Offerings that

6

Residual Interests were fairly stated in accordance with GAAP. Moreover, as set

7

forth in paragraph 364 below, these facts demonstrate that Defendant Gotschall’s

8

repeated and reassuring public statements on September 6-7, 2005 that New

9

Century booked its Residual Interests “conservatively,” with “very conservative

10

assumptions” were materially misstated when made.

11

3.

Securitizations Structured As Financings - GAAP Violations

12

109. According to New Century’s 2005 Form 10-K, “Mortgage Loans Held

13

for Investment” represent loans securitized through transactions structured as

14

financings, or pending securitization through transactions that were expected to be

15

structured as financings. According to the 2005 Form 10-K, Mortgage Loans Held

16

for Investment were stated at amortized cost, including the outstanding principal

17

balance, less an allowance for loan losses, plus net deferred origination costs.

18

According to the 2005 Form 10-K, New Century purportedly established an

19

allowance for loan losses (“Allowance for Loan Losses”) reserve based on its

20

estimate of losses inherent and probable as of the balance sheet date, and charged

21

off uncollectible loans at the time they were liquidated.

22

110. Throughout the Class Period, New Century represented that in

23

accordance with GAAP, it evaluated the adequacy of its Allowance for Loan

24

Losses reserve each quarter, giving consideration to factors such as the current

25
26
27
28

13

As noted above, the New Century Officer Defendants repeatedly certified the adequacy of the
Company’s internal controls throughout the Class Period and at the time of the Offerings
notwithstanding then-existing internal controls deficiencies uncovered by Lead Counsel’s
investigation and confirmed by the Examiner as set forth in paragraphs 191-96 below.
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1

performance of the loans, credit characteristics of the portfolio, the value of the

2

underlying collateral and the general economic environment.

3

111. However, a review of the Company’s Allowance for Loan Losses

4

reserve during the Class Period demonstrates that the Company’s Allowance for

5

Loan Losses reserve was actually decreasing throughout the Class Period as a

6

percentage of Mortgage Loans Held for Investment (“MLI”) that were 60 days or

7

more delinquent (dollars in thousands):

8
9
10
11
12
13
14
15

Quarter
3Q’06
2Q’06
1Q’06
4Q’05
3Q’05
2Q’05
1Q’05
4Q’04
3Q’04
2Q’04
1Q’04

MLI
14,222,560
16,115,525
16,312,684
16,341,996
18,508,072
18,628,555
15,953,698
13,285,551
10,975,111
9,207,779
6,044,873

Loan Loss
Allowance
191,561
209,889
209,804
198,131
177,759
145,565
117,495
90,227
84,656
61,307
45,596

LLA as a %
of MLI
1.35%
1.30%
1.29%
1.21%
0.96%
0.78%
0.74%
0.68%
0.77%
0.67%
0.75%

MLI 60+
Delinquent
817,800
710,300
735,300
666,800
479,200
319,500
211,100
179,200
75,900
78,500
48,600

% of MLI LLA as a %
60+ Del.
of 60+ Del.
5.75%
23.42%
4.41%
29.55%
4.51%
28.53%
4.08%
29.71%
2.59%
37.09%
1.72%
45.56%
1.32%
55.66%
1.35%
50.35%
0.69%
111.54%
0.85%
78.10%
0.80%
93.82%

16

112. In fact, as demonstrated by the above data, the Company

17

unexplainably reduced its Allowance for Loan Losses reserve in the 2006 third

18

quarter in the face of a material increase in loan delinquencies and when loan

19

delinquencies were at their highest levels.

20

113. As reported by analyst Zach Gast of The Center for Financial

21

Research and Analysis (the “CFRA”), New Century, at first, did not disclose the

22

fact that it had actually reduced its Allowance for Loan Losses reserve in the

23

quarter-ended September 30, 2006 and, instead, changed its public reporting in that

24

quarter. As observed by Gast, for the first time, New Century publicly reported its

25

Allowance for Loan Losses reserve in the 2006 third quarter on a combined basis

26

with an allowance for Real Estate Owned (properties that New Century acquired as

27

the result of foreclosures) masking the decline in its Allowance for Loan Losses

28

reserve:
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1

NEW’s presentation of its loan loss allowance changed at 9/30/06,

2

and does not appear to properly reflect reserve levels or loan losses.

3

After adjusting for valuation allowances on [Real Estate Owned], it

4

appears that reserves actually declined by 8.7% during the quarter. . . .

5

* * *

6

NEW significantly changed its presentation of the allowance for loan

7

losses, combining it with the allowance on Real Estate Owned.

8

* * *

9

The Company’s reported allowance for loan losses, which for the first

10

time included valuation allowances on [Real Estate Owned], makes

11

reserves appear to have increased, when they in fact declined by 8.7%.

12

After Zach Gast raised this fact with the Company and issued his report, the

13

Company confirmed his calculations and corrected its presentation in the Form

14

10-Q for the quarter ended September 30, 2006 without any explanation for the

15

change from the prior presentation. As set forth in paragraph 464 below, New

16

Century disclosed, in the very next quarter after the end of the Class Period, that it

17

expected to record an increase in its Allowance for Losses reserve to reflect

18

“relevant data such as recent loss experience, changing market conditions and

19

updated expectations regarding higher credit losses and faster prepayment speeds.”

20

114. In his report, analyst Zach Gast also questioned the credit quality of

21

New Century’s more recent loans (but did not have access to internal underwriting

22

guidelines and practices to confirm his beliefs):

23

Credit quality on more recently originated loans appears to have

24

weakened substantially for NEW.

25

* * *

26
27
28
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1

Newer originations appear to be deteriorating more quickly than prior

2

years, suggesting that underwriting may need to be tightened or that

3

secondary market prices will suffer.14

4

115. SEC Staff Accounting Bulletin No. 102, “Selected Loan Loss

5

Allowance Methodology and Documentation Issues” (“SAB 102”), provides

6

further guidance for setting loan loss reserves. SAB 102 states: “It is critical that

7

loan loss allowance methodologies incorporate management’s current judgments

8

about the credit quality of the loan portfolio through a disciplined and consistently

9

applied process . . . consider all known relevant internal and external factors that

10

may affect loan collectiblity . . . [and] be based on current and reliable data . . . .”

11

SAB 102 provides:

12

measurements include . . . levels of and trends in delinquencies and impaired loans

13

. . . [and] effects of any changes in risk selection and underwriting standards, and

14

other changes in lending policies, procedures, and practices . . . .”

“Factors that should be considered in developing loss

15

116. During the Class Period, New Century’s Allowance for Loan Losses

16

reserve (“ALL”) failed to comply with these SEC requirements and GAAP. As the

17

facts reported by the Examiner further demonstrate:

18

First, New Century failed to document properly the

19

methodology used to calculate its ALL, as required by GAAP.

20

KPMG was aware that this was an issue, having concluded that it was

21

a significant deficiency in 2004.15 Furthermore, KPMG discussed

22
23
24
25
26
27
28

14

The decreasing credit quality of New Century’s loans is addressed in paragraphs 120-90 below
in detail.

15

“A significant deficiency is defined as an internal control deficiency or combination of control
deficiencies that adversely affects the company's ability to initiate, authorize, record, process, or
report external financial data reliably in accordance with GAAP such that there is a more-thanremote likelihood that a misstatement of the company's annual or interim financial statements
that is more than inconsequential will not be prevented or detected. . . . A material weakness is
defined as a significant deficiency or combination of significant deficiencies that result in a
more-than-remote likelihood that a material misstatement of the annual or interim financial
statements will not be prevented or detected.” Examiner’s Report at 468-69 (footnotes omitted).
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
65

Case 2:07-cv-00931-DDP-JTL

Document 269-2

Filed 04/30/2008

Page 20 of 50

1

proper documentation with New Century and evidently concluded that

2

the deficiency had been remediated in 2005, despite no apparent

3

change in New Century’s methodology or documentation policies.

4

The issue persisted and, as part of its audit work for 2006, KPMG

5

utilized a credit specialist who observed continued deficiencies in the

6

Company’s documentation of its methodology for calculating the

7

ALL.16

8

Second, the Examiner obtained information that New Century

9

models used to calculate its ALL were not regularly updated to reflect

10

trends associated with the actual performance of the Company’s loan

11

portfolio.

12

models to reflect its then-current assumptions regarding future loan

13

losses. As a result, the models produced ALL figures that deviated

14

substantially from New Century’s actual loan loss experience.

15

Neither New Century accounting personnel nor KPMG took steps to

16

cause these models to be updated consistent with the Company’s

17

actual loan loss performance or anticipated future losses. This was

18

true even as market conditions began to change dramatically during

19

2006. Examiner’s Report at 336 (emphasis added).

20

117. The Examiner further reported facts demonstrating a prior attempt to

21

reduce the Company’s Allowance for Loan Losses reserve apparently to manage

22

earnings in the 2005 third quarter (similar to that reported by analyst Zach Gast in

23

the 2006 third quarter):

Moreover, the Company did not update or modify its

24

The disconnect between New Century’s ALL and both its

25

actual and its anticipated loan losses was well-known within New

26
27
28

16

In 2006, “KPMG concluded preliminarily that the lack of documentation was a material
weakness.” Examiner’s Report at 340.
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Nonetheless, the Company’s Management balked at

3

* * *

4

In late 2005, [Audit Committee member] Zona contemplated

5

resigning from the Board, because, among other reasons, according to

6

him, Management suggested using a portion of the loss reserve to

7

boost quarterly earnings.

8

Management tried to adjust its loan loss reserves in order to achieve a

9

certain level of earnings. As Zona reported to the Examiner, New

10

Century experienced a tax problem that reduced earnings by $0.26/per

11

share. Dodge presented a report to the Board of Directors showing

12

that earnings would not be reduced because, as Management argued,

13

New Century was overreserved in its ALL by that exact same $0.26

14

per share. Zona told the Examiner he was particularly frustrated by

15

what he viewed as Management’s lack of integrity, the quality of its

16

financial reporting and New Century’s business strategy. Zona added

17

that he made clear he would not approve the financial reports if the

18

adjustment to the loan loss reserve was made. Management did not

19

make the adjustment. As stated in his draft resignation letters, dated

20

November 1, 2005 and December 6, 2005, Zona thought

21

Management’s suggestion that the reserve should be reduced to permit

22

New Century to meet its earnings target “smacked of earnings

23

manipulation.”

24

footnotes omitted).

25

118. The Examiner further report the fact that it was also Defendant Dodge

26

who decided to combine for the first time the reporting of the Company’s

27

Allowance for Loan Losses reserve with the Company’s Allowance for Real Estate

28

Owned in the third quarter of 2006, only after the Company’s Allowance for Loan

In October 2005, Zona said that

Examiner’s Report at 341-42 (emphasis added,
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1

Losses reserve had been reduced. Examiner’s Report at 425-26. Dodge told the

2

Examiner that she did so to provide investors with “a more complete picture of the

3

Company’s reserves,” yet the Examiner noted the fact that Dodge referred to the

4

entire combined figure of $240 million only as “allowance for loan losses” during

5

the Company’s 2006 third quarter conference call. Id. Moreover, as noted above,

6

this combination was reversed without comment in the 2006 third quarter Form 10-

7

Q, after analyst Zach Gast publicly raised issues with the Company’s change in

8

reporting and (according to facts uncovered by the Examiner) both KPMG and the

9

Company’s Controller then told Dodge that combining the two figures “violated

10
11

GAAP.” Id.
4.

Other GAAP Violations

12

119. The Examiner reported facts demonstrating additional GAAP

13

violations and/or misleading disclosures at New Century during 2005-06

14

concerning accounting for: (1) mortgage servicing rights (“MSRs”); (2) deferred

15

loan origination fees and costs; (3) hedging; and (4) goodwill. These facts are

16

summarized as follows:

17

New Century made at least two errors when accounting for its

18

interests in MSRs and made misleading disclosures about how it

19

accounted for MSRs. In addition, KPMG’s engagement team failed to

20

pursue issues raised by specialists within KPMG who had concerns

21

about New Century’s accounting for MSRs.

22

New Century did not initially record MSRs based on their

23

relative fair value at the time of sale as required by GAAP. Instead,

24

the Company relied on internal estimates of market value that were

25

based on “recent whole loan sale activity and market color.”

26

Although KPMG’s SFG recommended that New Century obtain at

27

least one independent third-party valuation to validate its internal

28

estimates, it does not appear that the KPMG engagement team ever
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1

pushed New Century to do so. In addition, New Century amortized its

2

MSRs on an essentially straight-line basis and failed to apply

3

proportionate method of amortization as required under FAS 140.

4

* * *

5

New Century also made inaccurate disclosures in its financial

6

statements about its initial computation of the fair value of its MSRs,

7

its amortization methodology and its impairment review.

8

disclosures were inconsistent with the Company’s accounting policies

9

and suggest that the Company was in compliance with GAAP, when

10

in fact the Company and the KPMG engagement team knew that it

11

was not.

These

12

* * *

13

New Century made at least two errors over a period of years

14

when accounting for the fees it received and the costs it incurred in

15

originating mortgage loans.

16

* * *

17

First, New Century used an improper methodology to amortize

18

deferred loan origination fees and costs that, according to KPMG, was

19

inconsistent with FAS No. 91, Accounting for Nonrefundable Fees

20

and Costs Associated with Originating or Acquiring Loans and Initial

21

Direct Costs of Leases (“FAS 91”). Although KPMG preliminarily

22

concluded that this violation of GAAP was not material for purposes

23

of New Century’s 2006 financial statements, neither New Century nor

24

KPMG ever addressed the likely impact of this error on New

25

Century’s earlier financial statements.

26

Second, beginning in 2004, New Century improperly excluded

27

certain costs from its deferral and amortization methodology on the

28

basis that those costs were associated with correspondent loans.
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1

Although KPMG discovered in the second quarter of 2006 that the

2

loans at issue were not correspondent loans, neither New Century nor

3

KPMG made any effort to determine the likely impact of this error on

4

New Century’s earlier financial statements.

5

* * *

6

The Examiner identified several deficiencies related to New

7

Century’s hedge accounting practices. First, the Company failed to

8

adopt a comprehensive and effective set of policies, procedures and

9

practices relating to hedging until 2006. Its previous hedging policy

10

documentation did not describe all the hedging strategies used by the

11

Company, did not describe the methods used to test for hedging

12

effectiveness, and failed to address other important aspects of its

13

hedge accounting practices.

14

significant deficiencies relating to New Century’s hedging practices

15

during the 2004 and 2005 SOX audits.

In addition, KPMG identified two

16

Second, New Century did not document adequately its hedge

17

accounting practices “contemporaneously” with the inception of

18

certain hedge relationships, as required under the relevant financial

19

accounting standards.

20

documentation to KPMG in the first quarter of 2005 to support the

21

designation of its hedge relationships at inception.

New Century only provided “draft”

22

Third, New Century’s hedge accounting documentation in 2005

23

was insufficient because it did not explain how the ineffectiveness

24

portions of changes in the fair value of the derivatives accumulated in

25

other comprehensive income (“OCI”) would be reclassified into

26

current earnings. In addition, the Company’s hedge documentation

27

did not adequately support its projection of future cash flows from on-

28

balance sheet securitizations because of volatile prepayment speeds.
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1

These problems resulted in internal disagreements at KPMG and

2

almost prevented the timely filing of New Century’s Form 10-K for

3

2005.

4

Fourth, the Company inaccurately disclosed that it accounted

5

for interest rate lock commitments (“IRLC”) as derivatives at fair

6

value for all of its loans. In fact, it did so only for prime mortgage

7

loans (and not subprime loans, which accounted for the vast majority

8

of its originations). As a result, New Century failed to recognize the

9

effect of IRLC associated with subprime mortgage loans in its

10

financial statements.

11

All of the foregoing deficiencies in New Century’s hedging

12

practices were identified by KPMG during the course of its SOX and

13

substantive audit work. The deficiencies include poor documentation

14

and other accounting practices by New Century, and the lack of strict

15

compliance with applicable accounting standards in the hedging area.

16

In addition, several of these deficiencies were not resolved when

17

KPMG signed off on New Century’s Form 10-K for 2005.

18

* * *

19

In the first quarter of 2006, New Century booked an adjustment

20

of $3.7 million to account for the first issue raised by [KPMG] about

21

OCI effectiveness and an audit adjustment of $7.6 million to account

22

for the second issue raised by [KPMG] based on the Company’s

23

inability to accurately estimate future debt balance beyond 24 months.

24

In effect, New Century conceded that it had made errors in the hedge

25

accounting reflected in its 2005 Form 10-K.

26

* * *

27

The Examiner concludes that the Company’s year-end

28

assessment of the goodwill associated with its acquisition of RBC
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1

relied upon unsupported cash flow projections and a questionable

2

discount rate. The Examiner’s investigation did not discover adequate

3

evidence to support the revenue projections and other assumptions

4

upon which New Century’s 2005 goodwill impairment testing was

5

based. At a minimum, however, the absence of such evidence raises

6

documentation and internal control issues. Examiner’s Report at 342-

7

43, 349-50, 353, 359, 368, 376-77 (emphasis added).17

8

D.

9
10
11
12
13
14
15
16
17
18
19
20
21
22

New Century’s Underwriting And Loan Quality Declined,
Rather Than Improved As Defendants Repeatedly Stated
During The Class Period And At The Time Of The
Offerings

120. While the New Century Officer Defendants stated repeatedly, during
the Class Period and at the time of the Offerings, that the credit quality of the
Company’s mortgages was “strong,” “excellent,” “very high” and “higher” or
“better” than it had been in the Company’s past as the result of purportedly “strict,”
“improved” and “strong” underwriting controls and guidelines and risk
management discipline, the data set forth in paragraph 111 above demonstrates that
the percentage of New Century’s Mortgage Loans Held for Investment which were
60+ days delinquent grew from the first quarter of 2005 through the third quarter
of 2006.
121. The same trend appears from a review of Mortgage Loans Held for
Sale (loans that the Company was either planning to sell through whole loan sales
or not yet categorized) (dollars in thousands):

23
24
25
26
27
28

17

“The problematic themes these accounting issues shared included accounting practices and/or
methodologies that were inconsistent with GAAP or otherwise subject to criticism by KPMG;
not documenting key assumptions underlying New Century’s accounting; using discount rates in
key areas of accounting that were low when compared to discount rates used by peer firms or the
rates used internally by the Company when developing New Century’s business plans; and
dismissing or minimizing the significance of New Century’s accounting errors or departures
from prescribed accounting practices on grounds that they were ‘immaterial,’ even in the absence
of documented support for these conclusions.” Examiner’s Report at 7.
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3Q’05
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4Q’04
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% of MLS 60+
Delinquent
2.63%
1.86%
1.56%
1.02%
0.68%
0.52%
0.76%
0.60%

122. Additional, internal and non-public New Century access database data
covering early payment defaults, over the time period from 2004 through 2007,
obtained by Lead Counsel’s investigation, demonstrates that early payment default
rates increased year-over-year for mortgages purchased or originated from 2004
through 2006.
123. The New Century Officer Defendants’ repeated public statements
during the Class Period and at the time of the Offerings that the Company had
improved its loan quality by implementing “stricter” or “improved” underwriting
standards were materially untrue and misleading when made. As set forth herein,
the Company’s lower delinquency rates for 2003 and 2004 vintage loans were not
the result of stricter underwriting standards, but rising home prices which, through
loan servicing or otherwise, permitted borrowers who fell behind on mortgage
payments to refinance their homes and “cash out” equity to temporarily catch up
with their debt payments. As interest rates increased and home prices stopped
rising (and decreased in some regions), New Century’s borrowers quickly fell
behind on mortgage payments.
124. The following charts demonstrate the increasing interest rates and
softening of the real estate market prior to and during the Class Period:

26
27
28
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Interest rates (January 2004-September 2007):

2
3
4
5
6
7
8
9
10
11
12
13
14

Housing prices (December 1996-December 2006):

15
16
17
18
19
20
21
22
23
24
25
26

125. Contrary to Defendants’ repeated statements, underwriting standards

27

were not increased, but actually loosened prior to and throughout the Class Period.

28

Rather than increase the Company’s underwriting standards and loan quality in the
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1

face of rising interest rates and a softening of the real estate market, New Century

2

actually made repeated exceptions to and loosened its underwriting and offered

3

higher risk products to continue to reach record mortgage volume in the face of

4

severe industry competition. Moreover, New Century’s account executives and

5

employees were highly motivated to close as many loans as possible given that

6

sales and/or loan volume were key components of the variable part of their

7

compensation. These facts are confirmed not only by the Company’s increased

8

default rates set forth above but by additional data and first-hand accounts from

9

dozens of former New Century employees from all levels of the Company with

10

direct knowledge as set forth herein. As recently observed by United States

11

Secretary of the Treasury Henry Paulson on September 12, 2007, the problems

12

with sub-prime mortgages have arisen not because of weakness in the economy

13

generally, but because of bad lending practices:

14

precipitated by economic weakness or by the credit quality of the corporate sector,

15

its one thing, but we have, again, strong economies, we have a healthy corporate

16

sector, we have a healthy financial sector, major financial institutions, so the

17

problems we’re experiencing right now are coming from bad lending practices.

18

And during extended periods of benign markets, excesses creep in. We’ve had

19

some bad lending practices.” (Emphasis added.)

“If a market turbulence is

20

126. Contrary to Defendants’ statements at the time of the Offerings and

21

during the Class Period, those “bad lending practices” occurred in a substantial

22

way at New Century throughout the Class Period. As part of its investigation,

23

Lead Counsel has compiled and reviewed data that New Century reported pursuant

24

to SEC Regulation AB, 17 C.F.R. § 229.1100-1123.

25

performance of 25 large loan pools that New Century securitized between 2003

26

and 2006. These data (when combined with the numerous first-hand accounts set

27

forth in paragraphs 137-68 below and the additional facts uncovered by the

28

Examiner set forth in paragraphs 173-90 below) establish two important points.

These data track the
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1

First, because the loans that New Century originated and underwrote during 2005-

2

06 performed far worse than the loans that the Company made during 2003-04, the

3

loans that New Century originated during the Class Period and at the time of the

4

Offerings simply were not the product of “higher credit quality,” “improved

5

underwriting controls,” “better discipline,” or “strict underwriting,” as Defendants

6

repeatedly stated. Second, the loans that New Century originated at the time of the

7

Offerings and during the Class Period defaulted so quickly that general industry

8

conditions are not a plausible explanation for their exceptionally poor performance.

9

Instead, the speed with which the 2005 and 2006 vintage loans defaulted

10

establishes that New Century’s underwriting was to blame; in other words, the

11

Company routinely and increasingly lent money to people who were unable to

12

repay the debt shortly after the loans were closed, quite apart from any

13

macroeconomic or industry trends.

14

127. The sample size of this research is large and reliable. The data set

15

forth below reflect the performance of approximately $55 billion worth of loans

16

that New Century grouped into 25 different multi-billion-dollar loan pools and

17

securitized over four years.

18

performance of the following loan pools: New Century Home Equity Loan Trust

19

2003-1, -2, -3, -4, -5, -6, and -B; New Century Home Equity Loan Trust 2004-1,

20

-2, -3, -4, and -A; New Century Home Equity Loan Trust 2005-1, -2, -3, -4, -A, -B,

21

-C, and -D; New Century Home Equity Loan Trust 2006-1, -2, and -S1; and New

22

Century Alternative Mortgage Loan Trust 2006-ALT 1 and -ALT 2.

Specifically, the data set forth below reflect the

23

128. Graph 1 below compares the total delinquencies, measured as a

24

percent of pool balance, that occurred in loan pools securitized in 2003-04, 2005,

25

and 2006. Graph 1 reflects this comparison at three-month intervals up to 24

26

months after pool issuance, which is the point in time when a typical ARM resets,

27

thus requiring potential refinancing and potentially exposing the borrower to

28

general market trends, such as declining home prices. Before that time, however,
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1

the principal factor affecting loan performance was the Company’s underwriting.

2

As Graph 1 reflects, at all time intervals before the typical ARM resets, the loans

3

originated in 2005 and 2006 became delinquent at substantially higher rates than

4

did those originated in 2003-04. Importantly, loans originated in 2005 and 2006

5

immediately (at the three-month mark) became delinquent at appreciably higher

6

rates than did loans originated in 2003-04. Specifically, within three months after

7

pool issuance, 2005 loans became delinquent at a rate 24% higher than the

8

delinquency rate for 2003-04 loans. Even worse, just three months after pool

9

issuance, 2006 loans exhibited delinquencies at a rate 84% higher than the

10

delinquency rate for 2003-04 loans. And, thereafter, these disparities widened

11

greatly throughout the very early life of these loans, well before general market

12

conditions (again, such as declining home prices at the time an ARM resets) might

13

cause an otherwise creditworthy borrower to become delinquent. In particular,

14

2005 vintage loans accrued delinquencies at rates between 73% higher (six months

15

after issuance) and 130% higher (18 months after issuance) than 2003-04 vintage

16

loans. Loans of 2006 vintage accrued delinquencies at rates between 100% higher

17

(15 months after issuance) and 243% higher (21 months after issuance) than 2003-

18

04 vintage loans. Twenty-four months after issuance, 2006 vintage loans became

19

delinquent at a rate 738% higher than 2003-04 vintage loans. These data are

20

summarized as follows:

21
22
23
24
25
26
27
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2
3
4

Graph 1: Total Delinquencies as a Percent of Pool Balance
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129. Similarly, data regarding reported loan repurchases, reflected in Graph

17

2 below, establish that the loans New Century underwrote and securitized in 2005

18

and 2006 were of poor quality compared to the loans the Company securitized in

19

2003-04. Further, the reported repurchase data below establish that the loans of

20

2005 and 2006 vintage immediately performed far worse than the loans of 2003-04

21

vintage – well before general market forces could have affected them. This is quite

22

astounding, given that as set forth in paragraphs 69-100 above, New Century’s loan

23

repurchases were actually under-reported throughout 2005 and 2006 as a result of

24

its large and growing repurchase claims backlog. Even notwithstanding those

25

circumstances, a mere three months after pool issuance, New Century had

26

repurchased .27% of 2005 vintage loans (measured by pool balance), as compared

27

to approximately none of its loans securitized in 2003-04. Likewise, at the same

28

three-month interval, the Company had repurchased .30% of 2006 vintage loans
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1

compared to none of 2003-04 vintage. Six months after pool issuance, New

2

Century had repurchased .28% of its 2005 vintage loans, as compared to only .07%

3

of 2003-04 loans – an increase of 300%. And, at that same point in time, the

4

Company had repurchased .64% of its 2006 vintage loans – an increase of 814%

5

over its repurchase rate for 2003-04 vintage loans. These data are reflected as

6

follows in Graph 2:

7
Graph 2: Cumulative Repurchases as a Percent of Pool Balance
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130. The data set forth above in Graphs 1 and 2 in connection with the

23

first-hand accounts from numerous witnesses below establish that New Century

24

underwrote its 2005 and 2006 vintage loans so poorly as compared to its 2003-04

25

vintage loans that the later loans defaulted far more often and were repurchased far

26

more often. Further, the 2005 and 2006 vintage loans performed so badly, so

27

quickly that general market forces are not a plausible explanation for their rapid

28

failure.
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1

131. In addition to those comparisons of New Century’s own underwriting

2

over time, Lead Counsel also has reviewed other data that establish that New

3

Century’s lending practices were far looser than those of its peer sub-prime lending

4

companies.

5

compiled and reviewed data concerning New Century’s residential mortgage loans

6

for one-to-four-family homes that New Century reported pursuant to the Home

7

Mortgage Disclosure Act of 1975, 12 U.S.C. §§ 2801-2810, (“HMDA”). Lead

8

Counsel also compiled and reviewed the same data reported by 21 other lenders

9

that the U.S. Department of Housing & Urban Development categorized as sub-

10

prime lenders in 2006. These other lenders also had national reach and similar

11

lending volume to New Century and are collectively designated as New Century’s

12

“Peers” in Graphs 3-6 below.

To compare New Century to its peer companies, Lead Counsel

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
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1

132. Graph 3 below reflects the rates at which New Century and its peer

2

companies originated first lien loans based upon the number of applications they

3

received. As these data make clear, New Century, as compared to its peer lending

4

companies, was far more likely to make a first lien loan to any given applicant.

5

During 2005, New Century was 50% more likely to make such a loan, and in 2006,

6

the Company was 62% more likely to make such a loan. The reported origination

7

data are summarized as follows:

8

Graph 3: Originations as a Percent of All First Lien Applications
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1

133. New Century also rejected first lien applicants much less often than

2

did its peers. Graph 4 below reflects how often New Century and its peers rejected

3

first lien applicants.

4

rejection rate was 55% lower than that of its peer companies. The following year,

5

the Company’s first lien applicant rejection rate was 33% lower:

Specifically, in 2005 New Century’s first lien applicant

6
Graph 4: Denials as a Percent of All First Lien Applications

7
8

60.00

9
50.00

10
11
12

40.00

30.00

13
14
15

20.00

10.00

16
17
18
19

0.00
New Century
Peers

2005

2006

21.73
48.04

35.51
52.85
Year and Denial Rates

20
21
22
23
24
25
26
27
28
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
82

Case 2:07-cv-00931-DDP-JTL

Document 269-2

Filed 04/30/2008

Page 37 of 50

1

134. The same basic trends hold true for the Company’s second lien

2

lending practices. Although in 2005 New Century originated second lien loans at a

3

rate only marginally higher than that of its peers, in 2006 the Company originated

4

such loans at a rate 22% higher than that of its peers – evincing a substantial

5

loosening of its underwriting for this type of loan. Graph 5 below reflects those

6

data:

7
8
9

Graph 5: Originations as a Percent of All Second Lien Applications
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1

135. Likewise, New Century denied second lien applicants much less often

2

than did its peer subprime lending companies. As Graph 6 below reflects, in both

3

2005 and 2006, New Century rejected such applicants 31% less often:

4
Graph 6: Denials as a Percent of All Second Lien Applications
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136. Not surprisingly as a result of these practices, on December 6, 2007,
The New York Times reported that New Century’s mortgage loans resulted in some
of the highest default rates in the industry: “Loans made by New Century, which
filed for bankruptcy protection in March, have some of the highest default rates in
the industry – almost twice those of competitors like Wells Fargo and Ameriquest,
according to data from Moody’s Investor Services.”

The undisclosed and

increasingly “bad lending practices” at New Century in 2005 and 2006 are further
revealed by numerous former employees with first-hand knowledge.
137. According to a former New Century Vice President, Corporate
Finance employed by the Company from 2002 until April 2007 (CW 3), New
Century began originating loans with “risky increased LTVs [loan to values],”
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1

“80/20” or “piggy back” loans which required no borrower down payment,

2

increased stated income loans and began to lower credit standards starting in 2003.

3

In addition, according to the former Vice President, Corporate Finance, at that

4

time, the Company also changed its practice with respect to stated income loans.

5

Although the Company had always had the program, it was originally used

6

primarily with self-employed borrowers. According to the former Vice President,

7

Corporate Finance, starting in 2004-05, the Company began allowing riskier stated

8

income loans for W-2 wage earners, who should have been able to verify their

9

stated income, but did not.

10

138. According to a former New Century fraud investigator and senior loan

11

underwriter employed by the Company from January 1999 until April 2007 and

12

who examined numerous New Century mortgage loans (“CW 5”), New Century’s

13

problems began when it “started to abandon prudent underwriting guidelines” at

14

the end of 2003 in order to “push more loans through” the system. According to

15

the former employee, New Century, in effect, “stopped underwriting” and adopted

16

an approach that the Company would be “okay if [it] could out run [its]

17

delinquency rate” which eventually caught up with the Company.

18

139. According to a former New Century regional operations manager in

19

Scottsdale, Arizona employed by the Company from August 2003 until December

20

2006 (“CW 6”), starting in the second half of 2003, there was a concerted effort at

21

the Company to make as many loans as they could. According to the former

22

employee, problem loans included stated income loans, and problem loans

23

increased because the Company was “willing to accept them.”

24

140. According to a former New Century regional unit manager employed

25

by the Company from 2002 until April 2007 and responsible for auditing and

26

overseeing the work of New Century underwriters and account executives (“CW

27

7”), New Century “did loosen up guidelines” and began doing more 100%

28

financing or 80/20 loans and more stated income loans. According to the former
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employee, “exceptions were widespread” and “there was always someone to sign

2

off on any loan.”

3

141. According to a former New Century regional Vice President, Region

4

20, employed by the Company from 1999 until May 2007 (“CW 8”), the mindset

5

of New Century’s operations division was that it did not matter if a loan was a

6

good loan or a bad loan, as long as New Century could sell the loan, it was a good

7

loan. According to the former Vice President, New Century almost could not turn

8

down a loan for most of 2005 and the first half of 2006. According to the former

9

Vice President, New Century booked “ugly” loans and there was significant

10

pressure to continue approving loans, it was about “volume, volume, volume . . .

11

pretty reckless volume.”

12

142. According to a former New Century Senior Vice President employed

13

by the Company from July 2005 until April 2006 in Irvine, California (“CW 9”),

14

there was no way other than through reduced underwriting standards that New

15

Century could meet its increasing year-over-year sales projections. According to

16

the former Senior Vice President, New Century would just about approve any loan

17

under New Century’s “weak” underwriting standards and employees were

18

financially incentivized to increase loan volume.

19

143. According to a former New Century account manager employed by

20

the Company from May 2006 until January 2007 in Atlanta, Georgia (“CW 10”),

21

there was constant pressure at New Century to get loans closed and many loans

22

had exceptions, mostly loan-to-value exceptions.

23

144. According to a former New Century underwriter and risk manager

24

employed by the Company from December 2001 until April 2007 (“CW 11”), New

25

Century became more and more lenient over the years with its underwriting

26

standards until the fall of 2006, when standards finally began to tighten up.

27

According to the former employee, until that time, exceptions were prevalent and it

28

was “more about quantity than quality” with the attitude being “get the volume on;
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get the volume on.” According to the former employee, New Century “got a little

2

crazy” with high loan–to-value ratios and 80/20 loans. Further, CW 11 reported

3

that as New Century’s underwriting practices and guidelines loosened throughout

4

CW 11’s long tenure with the Company, she reviewed increasingly more loans that

5

she recommended denying. Those mortgage loan applications were given to the

6

operations manager with CW 11’s recommendation of denial, but the operations

7

manager overrode CW 11’s recommendation nine out of ten times, and approved

8

the loans.18

9

145. According to a former New Century account executive employed by

10

the Company from July 2005 until August 2006 in Bloomington, Minnesota (“CW

11

12”), New Century employee compensation was always related to loan production

12

and, because of the pressure of sales quotas which got “rougher” in 2006,

13

employees “wanted every single loan in” and account executives were constantly

14

“looking for ways to make it work” causing the quality of loans to “go down.”

15

146. According to a former New Century senior training development

16

manager employed by the Company from March 2003 until March 2006

17

responsible for training current employees and new hires in underwriting,

18

mortgage processes, fair lending practices and compliance (“CW 13”), New

19

Century’s managers were constantly being pushed hard by corporate officers to

20

produce more loan volume. CW 13 reported that beginning in 2004 and continuing

21

through the end of CW 13’s employment with the Company, because the

22

Company’s corporate officers constantly pushed underwriters to increase the

23

volume of approved loans, the underwriters often allowed borrowers to resubmit a

24

rejected full-documentation loan (which had been rejected because the borrower’s

25

income was too low) as a stated-income loan with a new and higher income, which

26
27
28

18

According to the facts set forth in the Examiner’s Report, New Century’s regional managers
reported to divisional managers, and regional and divisional managers could override the
decisions of underwriters who reported to them. Examiner’s Report at 60.
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was then approved. CW 13 stated that this practice was “taboo” in the mortgage

2

industry but routinely occurred at New Century. According to CW 13, the practice

3

of allowing rejected full-documentation borrowers to “go stated” was a “running

4

joke” with the Company’s underwriters. CW 13 reported that “going stated” was

5

the underwriters’ answer to most problems that arose on any given loan

6

application. CW 13 further reported that secondary market “kickouts” became

7

extremely frequent during 2005 and 2006. Despite these continuing problems, CW

8

13 reported that the Company’s managers instructed the underwriters to ignore

9

their training in order to achieve “the numbers which California [headquarters] was

10

pushing for.” CW 13 stated that the Company’s corporate officers simply did not

11

want “to do the job right” and insisted on “skirting qualifications” to generate

12

greater loan volume.

13

147. According to a former New Century regional sales manager employed

14

by the Company from 2004 through March 2006 (“CW 14”), New Century was

15

driven by volume goals and it was well known within the Company that as much

16

as 30% of all loan files contained misstated income levels or employment

17

information because of pressure to close loans. According to the former employee,

18

New Century employees were motivated to increase loan volume because they

19

were compensated based on volume, with half or more of their salary based on a

20

percentage of total monthly volume.

21

148. According to a former New Century underwriter employed by the

22

Company from July 2004 until November 2006 in Folsom, California (“CW 15”),

23

his operations manager was compensated based on production and had an incentive

24

to get as many loans through the system as possible. CW 15 reported that New

25

Century’s underwriting guidelines and practices were consistently poor throughout

26

CW 15’s employment. According to the former employee, his operations manager

27

was “loose” with underwriting guidelines and did whatever it took to get loans

28

closed before the end of a quarter. According to the former employee, his region
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was driven hard to meet sales goals and the quality of the loans being issued was

2

“unbelievable” and “just junk” and it was difficult to be an underwriter at New

3

Century because “they didn’t let you do your job.” CW 15 also stated that there

4

was “constant pressure to approve loans,” and that underwriters were never given

5

enough resources to verify stated incomes.19 As a result, underwriters routinely

6

approved stated income loans with “ridiculous” salaries. CW 15 further reported

7

that, “I can’t tell you how easy it was to get” a stated loan. CW 15 reported that

8

underwriters were viewed as “necessary evils” and that the Company was focused

9

only on “getting the loan approved and getting it out of here.”

10

149. According to a former New Century underwriting unit manager

11

employed by the Company from 1998 through October 2006 (“CW 16”),

12

underwriting standards were loosened in order to increase sales volume.

13

According to the former employee, exceptions to New Century’s underwriting

14

standards were “the norm” and he was told by his Divisional Vice President,

15

branch managers and loan offices that he needed to make loans “work.” At one

16

meeting in the late spring of 2006, the former employee and other underwriters

17

were told by their operations manager that the underwriters had to do what was

18

necessary to increase volume.

19

150. According to a former New Century regional operations manager

20

employed by the Company from 1996 until May 2007 and who directly supervised

21

sales and underwriting (“CW 17”), New Century operated with “loose”

22

underwriting standards for the past couple of years, beginning in 2003, especially

23

with 100% finance and stated income loans. According to the former employee,

24

there was “always someone to sign off on a loan no matter how bad it was” and

25

there was “heavy pressure” to close loans, especially at month-end.

26

reported that she received monthly reports detailing first and second payment

CW 17

27
28

19

The Examiner also found that “such inquiries were often discouraged.” Examiner’s Report at
127 n.314.
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1

defaults in her region and that most of the defaulted loans were 80/20 stated

2

income loans.

3

151. According to a former New Century senior loan funder employed by

4

the Company from May 2004 until January 2007 in Bloomington, Minnesota

5

(“CW 18”), New Century was underwriting lower quality loans in order to “get the

6

volume up.” According to the former employee, loan quality “definitely went

7

down” in 2006 and underwriters had to “dive deeply” into loan files to find

8

justification for approval.

9

152. According to a former New Century wholesale mortgage processor

10

employed by the Company in 2006 (“CW 19”), New Century never wanted to

11

decline a loan and, in order to approve more loans and increase volume, was

12

willing to make numerous exceptions to its underwriting guidelines, including

13

credit score exceptions, prior credit history exceptions and rate exceptions.

14

According to the former employee, exceptions were frequent.

15

153. According to a former New Century production risk manager

16

employed by the Company from April 2002 until April 2007 in Woodland Hills,

17

California who performed quality control audits on approximately fifteen funded

18

loans daily and, after February 2007, on loans claimed for repurchases (“CW 20”),

19

New Century’s loans over the past few years were getting “riskier and riskier,”

20

especially with 100% financing or 80/20 loans introduced over the past two or

21

three years combined with stated income applications. According to the former

22

employee, underwriters were told not to deny loans and, if they were denied,

23

applications would simply be re-worked and signed off by operations managers.

24

According to the former employee, volume mattered and over time it “became a

25

numbers game.” According to the former employee, the most “questionable loans”

26

were those with exceptions required to be signed off on by management and those

27

were about half of the total volume of loans she generally reviewed. CW 20

28

reported that “a lot” of the time she recommended denying a loan, but her
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operations manager “constantly” overrode her – mainly because operations and

2

branch managers received bonuses for the number of funded loans they pushed

3

through.

4

154. According to a former New Century Vice President, Operations

5

employed by the Company from February 2003 until October 2006 in Santa Ana,

6

California (“CW 21”), New Century loosened its underwriting standards in order to

7

gain volume in 2005 and 2006 and that was the only way that the Company could

8

have increased its volume. According to the former employee, a large percentage

9

of New Century’s mortgage defaults were from stated income loans. According to

10

the former employee, New Century had an internal system for detailing how loans

11

were performing and Kevin Cloyd, who reported directly to Brad Morrice,

12

received a monthly report detailing the number of loans with first, second and third

13

payment defaults as well as an analysis of the defaulted loans.

14

155. According to a former New Century underwriter employed by the

15

Company from May 2005 to March 2006 in Itasca, Illinois and, previously, from

16

2000 until 2003 in Cincinnati, Ohio (“CW 22”), as an underwriter for New

17

Century, he could not recall the last loan that he looked at that did not have an

18

exception; he handled close to 200 loans a month; and nearly every loan had an

19

exception such as debt ratio exceptions or loan-to-value exceptions. According to

20

the former employee, “the guidelines were thrown against a wall” and underwriters

21

were instructed to “dig deep” in order to make loans work and all decisions were

22

volume driven. According to the former employee, appraisals even if turned down,

23

were often accepted later as branch or regional sales manager “gave them hell” for

24

rejecting appraisals.

25

superiors that New Century was a volume based company and that New Century

26

needed to increase its volume to outrun “shrinkages” in the secondary market.

27

According to the former employee, underwriting standards were not increased

28

from his prior tenure in 2000-03, but reduced and “the sales force ran the show”

According to the former employee, he was told by his
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1

which was not the case during his first term with the Company. According to the

2

former employee, the Company offered 80/20 100% financing loans in 2005,

3

including stated income loans which were not offered in earlier years. According

4

to the former employee, had underwriting standards been tightened in 2005,

5

volume would have gone down.

6

156. According to a former New Century account manager employed by

7

the Company from November 2004 until September 2006 in Englewood, Colorado

8

(“CW 23”), New Century was very “loose” with its underwriting rules, waiving

9

many conditions and she was personally told by her operations manager and her

10

sales manager on a number of occasions to just sign off on loans because they

11

needed to make their volume numbers.

12

157. According to a former underwriter for New Century employed by the

13

Company from November 2005 until January 2007 in Hawaii (“CW 24”), her

14

operations manager would waive off conditions just to push loans through the

15

system.

16

158. According to a former New Century underwriter and risk manager

17

employed by the Company from March 2001 until April 2007 (“CW 25”),

18

beginning in 2004, the Company loosened its underwriting guidelines and made

19

numerous exceptions to those already-loose guidelines. According to the former

20

employee, the Company further loosened its underwriting in 2005 and again in

21

2006, such that the Company’s underwriting became progressively looser and the

22

loans that the Company originated became progressively riskier. CW 25 reported

23

that beginning in 2004, the Company offered riskier programs, such as adjustable

24

rate mortgages and stated income loans with 100% financing. CW 25 also reported

25

that beginning in 2004, the Company lowered the credit score requirements for

26

stated-income loans, and originated a much larger volume of stated-income loans

27

than it had in 2002 or 2003. According to the former employee, adjustable rate

28
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1

loans also became a problem as the housing market was softening and borrowers

2

who got in trouble could not refinance their loans.

3

159. According to a former New Century senior account manager

4

employed by the Company from December 2004 until September 2006 (“CW 26”),

5

New Century abandoned its guidelines, made exceptions to its underwriting

6

guidelines and allowed loans to be made that should not have been made, typically

7

for wholesale brokers who provided the Company with a large volume of business.

8

According to the former employee, account managers were overruled on a daily

9

basis and it was those exceptions that were the problem.

10

160. According to a former New Century underwriter employed by the

11

Company from September 2003 until March 2006 (“CW 27”), New Century did

12

not tighten its guidelines from 2003 until 2006, and “would approve just about

13

anybody for anything.” According to the former employee, one out of every three

14

loans that he underwrote had an exception and management would always find a

15

way to push loans through.

16

161. According to a former New Century Vice President, Regional

17

Manager, Region 21, employed by the Company from October 1999 until March

18

2007 (“CW 28”), starting in 2003 and 2004, the Company was making more

19

exceptions to bring in more loan volume and that continued through 2006.

20

According to the former Vice President, numbers increased volume-wise from

21

2003 to 2006, and that was accomplished through aggressive underwriting.

22

According to the former Vice President, exceptions occurred frequently, with

23

roughly half of the loans having exceptions, and New Century would sometimes

24

change its guidelines to make repeated exceptions fit within its guidelines.

25

162. According to a former New Century Vice President and Regional

26

Manager, Region 12, employed by the Company from September 1996 until May

27

2007 and who received reports on all of his regions’ first payment defaults (“CW

28
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1

29”), New Century made very low quality and extremely risky loans, even for a

2

sub-prime lender, noting that: “If you had a heartbeat, we would give you a loan.”

3

163. According to a former New Century underwriter employed by the

4

Company from January 1999 until May 2007 who was responsible for

5

underwriting an average of ten to fifteen loans per day (“CW 30”), New Century’s

6

underwriting guidelines were “loose” in 2006 with “risky” loans, especially stated

7

income loans with “ridiculous” stated incomes and had New Century not loosened

8

its guidelines, “business would have been lost.”

9

164. According to a former New Century Loan Counselor – Default Loan

10

Specialist employed by the Company from June 2005 until August 2006 (“CW

11

31”), there were so many bad loans at New Century because the Company was

12

“just pushing loans through” the system and he would often investigate early loan

13

defaults and find out that a borrower’s stated income was not correct.

14

165. According to a former New Century Assistant Manager for High Risk

15

employed by the Company from September 2004 until September 2006 and whose

16

job involved reviewing high risk loans (loans at risk of default) and recommending

17

mitigation strategies (“CW 32”), he saw “month by month increase in high risk

18

assets” starting after the first quarter of 2006 and the factors that led to high

19

defaults at New Century included: (1) adjustable-rate mortgages that had reset to

20

higher monthly payment rates; (2) property appraisals that were improperly

21

inflated; (3) stated income loans; and (4) 80/20 loans enabling borrowers to finance

22

100% of purchase price, with 80/20 loans especially problematic for New Century.

23

166. On May 7, 2007, the front page of The Washington Post reported:

24

“Pressure at Mortgage Firm Led to Mass Approval of Bad Loans.”

25

Washington Post reported:

26

“[Y]ou didn’t want to turn away a loan because all hell would break

27

loose,” [former New Century employee Maggie Hardiman] recounted

The

28
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1

in interviews. When she did, her bosses often overruled her and found

2

another appraiser to sign off on it.

3
4

Hardiman’s account is one of several from former employees of New

5

Century that shed fresh light on an unfolding disaster in the mortgage

6

industry, one that could cost as many as 2 million American families

7

their homes and threatens to spill over into the broader economy.

8
9

New Century has become the premier example of a group of

10

companies that grew rapidly during the housing boom, selling

11

working-class Americans with questionable credit huge numbers of

12

“subprime” loans with “teaser” rates that typically rose after the first

13

two years. This business transformed the once-tiny New Century into

14

a lending powerhouse that was held up as a model of the mortgage

15

industry’s success.

16
17

But now, with home values failing and adjustable loan rates rising,

18

record numbers of homeowners are failing to make their payments.

19

And a detailed inquiry into the situation at New Century and other

20

subprime lenders suggests that in the feeding frenzy for housing loans,

21

basic quality controls were ignored in the mortgage business, while

22

the big Wall Street investment banks that backed these firms looked

23

the other way.

24
25

New Century, which filed for bankruptcy protection last month, has

26

admitted that it underreported the number of bad loans it made in its

27

financial reports for the first three quarter of 2006. Hardiman and

28

other former employees of New Century interviewed said there was
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1

intense pressure from bosses to approve loans, even those with

2

obviously inflated housing appraisals or exaggerated homeowner

3

incomes.

4

* * *

5

Hardiman said she was fired for refusing to approve weak loans.

6

Others said they left because they were pressured to pump loans

7

through the system. A few were interviewed while they were worked

8

at New Century but then lost their jobs after the firm filed for

9

bankruptcy.

10
11

Although there were variations in their descriptions of the atmosphere

12

in their offices, most said they were pushed to approve questionable

13

loans.

14

“unofficial quotas” of loans that had to be approved each day.

Several of the employees interviewed said they faced

15

* * *

16

A veteran appraiser who worked in Pearl River, N.Y., said he joined

17

New Century because he heard the pay was good. That turned out to

18

be true, but he quickly discovered that the place was a pressure

19

cooker. He said he often was encouraged “to make loans work.”

20

* * *

21

Hardiman, the former New Century appraiser, said she was not

22

surprised by the Company’s downfall. Few at the Company seemed

23

to be thinking long-term when she was there. The message she heard

24

constantly from headquarters, which was broadcast at work

25

conferences and in e-mails, was to approve more loans.

26
27

“We were constantly told, ‘If you look the other way and let an

28

additional three to four loans in a day that would mean millions more
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1

in revenue for New Century over the course of the week,” Hardiman

2

said. She added that it seemed “no one, from the top levels down to

3

the lower levels of the office, didn’t want those loans to go through.”

4

[Emphasis added.]

5

167. Similarly, on April 19, 2007, The Orange County Register reported:

6
7
8
9
10
11
12

[S]ome New Century employees said the Company was under
pressure to relax standards to compete in an industry where customers
could easily shop for a better deal. Amanda Milano, a former senior
loan processor who worked at New Century for four years, said it was
once a very solid company and that she felt like it was part of her
family, but that she witnessed a deterioration in its guidelines last
year.

13
14
15
16
17
18
19

* * *
Some former employees said New Century started making more
exceptions to its guidelines in 2006, as the housing industry slowed
down. Karen Waheed, an underwriter with the Home 123 retail unit
of New Century, said some loan applicants called themselves
landscapers or “tree surgeons” and reported dubious incomes of
$10,000 to $15,000 a month.

20
21
22
23
24
25
26
27
28

* * *
Waheed, who was laid off April 2 after three years with the Company,
said exceptions were also made that allowed elderly borrowers on
fixed incomes to get adjustable-rate loans that would eventually
become unaffordable.
* * *
“It got to a point where I literally got sick to my stomach,” she said.
“Every day I got home and would think to myself, I helped set
someone up for failure.” [Emphasis added.]
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1

168. According to a former New Century Vice President Division

2

Operations Manager, Division 6, employed by the Company from 2000 until May

3

2007 and who received regular monthly reports on early payment defaults (“CW

4

33”), New Century finally tightened its underwriting guidelines and eliminated

5

certain loan programs in the fall of 2006, including eliminating 80/20 loans, raising

6

FICO scores and requiring additional asset information for stated income loans, but

7

these changes took place too late.

8

169. Indeed, New Century admitted only at the end of the Class Period that

9

first payment defaults increased with the increased risk characteristics of its loans

10

as a result of “layering” of risk characteristics, for example, a combination of

11

borrower and collateral characteristics that included a first-time buyer with stated

12

income, and a high loan to value ratio. Only when it was too late and just months

13

before it filed for bankruptcy, New Century announced that it was introducing

14

“Additional Lending Best Practices” which included:

15

Tightening underwriting guidelines for its adjustable-rate mortgage

16

programs for at-risk borrowers;

17
18

Offering existing adjustable-rate mortgage (ARM) and interest-only

19

customers who qualify the option of refinancing into a low fee 30-

20

year or 40-year fixed-rate mortgage;

21
22

Implementing plain language disclosures that go beyond legal

23

requirements in explaining terms such as prepayment charges,

24

interest-only features, adjustable-payment features, escrows for

25

insurance and taxes and other key features of a loan;

26
27
28

Enhancing its processes for confirming the income information
provided on stated income loans; and
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1

Introducing a new front-end confirmation early in the loan process to

2

assist applicants in better understanding the terms of their loan.

3

170. Prior to these changes, a significant number of New Century mortgage

4

loans originated in 2005 and 2006 were adjustable rate mortgage loans. Because

5

of increases in interest rates since those mortgage loans were made, New Century’s

6

home borrowers faced large payment increases once the initial two or three-year

7

fixed “teaser” rate period ended. That was even more of a problem for interest-

8

only borrowers who also faced higher monthly payments upon the expiration of the

9

interest-only payment period, two to three years from origination, as they would,

10

for the first time, also have to cover the fully-amortizing mortgage loan amount,

11

not just interest. In 2005, New Century originated $16.6 billion of adjustable rate,

12

interest-only loans, more than twice as much as it had originated in 2004. In

13

addition, 40 year adjustable rate mortgage loans grew from only about six percent

14

(or $3.3 billion) of all loans in 2005 to over 34% (or $15.7 billion) by the end of

15

the third quarter of 2006.

16

171. Prior to the above-described changes and during the Class Period,

17

under New Century’s “Stated Income Documentation” loan program, a mortgage

18

applicant could be qualified based upon monthly income as stated on the mortgage

19

loan application.

20

Documentation loans totaled $24.2 billion, almost half of the total mortgage loans

21

originated and purchased by the Company in 2005, and $5.5 billion more than the

22

$18.7 billion of stated income loans originated and purchased in the prior year-

23

ended December 31, 2004.

For the year-ended December 31, 2005, Stated Income

24

172. The volume-driven, exception-ridden, loose underwriting practices

25

employed by the Company throughout the Class Period, revealed by the first-hand

26

accounts of numerous former employees, and confirmed by New Century’s sharply

27

increasing default and delinquency rates, created a recipe for disaster given the

28

significant number of high risk mortgage products offered by the Company,
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1

including adjustable rate, interest-only, high loan-to-value and stated income loans.

2

At the same time, the New Century Officer Defendants’ repeated public statements

3

about purportedly “improved” and “stricter” underwriting and “strong,” or

4

“excellent” loan quality were materially misstated when made. Each of these

5

statements is set forth below.

6

173. As noted by the Examiner’s Report:

7

New Century’s financial success depended ultimately on the quality

8

of its origination of inherently risky subprime mortgage loans. Poor

9

quality control in the origination of such loans could imperil New

10

Century’s financial success in multiple ways: loans might be rejected

11

by purchasers or might bring lower prices; loans sold to investors on

12

which there were early defaults might result in a requirement that

13

New Century repurchase the loan; and loans kept on New Century’s

14

balance sheet could result in lost interest income and lower valuations

15

if borrowers had high delinquency rates. In addition, the quality of

16

New Century’s loan originations had a significant impact on the

17

various assumptions relied upon in preparing New Century’s financial

18

statements.

19
20

* * *

21

Second, loan quality was all the more important from 2004 onward

22

because certain factors, such as rising interest rates, the leveling of

23

housing prices, compressed margins in the loan origination and sale

24

business, and the increased riskiness of New Century’s loan products,

25

all pointed to a more difficult and higher risk operating environment

26

for New Century. Examiner’s Report at 109, 118.

27
28

174. Nonetheless and consistent with the above facts uncovered by Lead
Counsel’s investigation, the Examiner’s Report details facts demonstrating “serious
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loan quality issues at [New Century] beginning as early as 2004;” numerous “red

2

flags” relating to loan quality; and the failure of New Century’s Senior

3

Management and Board of Directors to devote sufficient attention to improving

4

loan quality until the final quarter of 2006, when it “was too late to prevent the

5

consequences of longstanding loan quality problems in an adversely changing

6

market.” Examiner’s Report at 109-76.

7

175. The Examiner reported numerous facts demonstrating that “New

8

Century’s Board of Directors and Senior Management failed for many years to

9

give loan quality the attention that it deserved” notwithstanding that “[l]oans

10

originated by New Century were critical to New Century’s financial success.” Id.

11

at 175. The Examiner reported the following facts:

12

New Century knew from multiple data sources that its loan

13

quality was problematic, starting no later than 2004.

14

documented in this portion of the Final Report, the Board of Directors

15

and Senior Management before 2006 took few steps to address the

16

troubling loan quality trends. . . . The Examiner is also critical of

17

Senior Management for failing to address sooner the increased

18

riskiness of some of the loan products New Century was originating.

19

With few exceptions, such as the cutback on the [interest only]

20

product in September 2005, Senior Management was informed about

21

the increasing risks associated with some [of] its products but took

22

few timely actions to seek to address or mitigate those risks.” Id. at

23

175-76 (emphasis added).

24

176. As a result of these findings and consistent with the allegations in this

25

Second Amended Complaint, the Examiner reported facts demonstrating that

26

public statements made by New Century regarding the purported quality of its

27

loans and underwriting (including statements incorporated into the Offerings and

Yet, as

28
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1

made during the Class Period) were “not supportable,” without “justifiable basis”

2

and untrue when made:

3

The Examiner observes that this faulty disclosure relating to the

4

quality of New Century’s loans is similar to other questionable loan

5

quality disclosures in New Century’s periodic SEC filings.

6

example, New Century represented in its Forms 10-K for 2004 and

7

2005 that regardless of document type, New Century designed its

8

underwriting standards and quality assurance standards to make sure

9

that loan quality was consistent and met its guidelines, even when

10

New Century originated stated document loans as opposed to full

11

document loans. This statement is not supportable. First, as noted

12

previously, New Century’s Quality Assurance program was not held

13

in high esteem until it was reconstituted and the program was

14

outsourced in September 2005 for nine months.20 Any suggestion of

15

reliance on the New Century Quality Assurance program is

16

questionable.

17

employee who regularly compiled statistics on the performance of

18

New Century products stated: “We know that Stated Income loans do

19

not perform as well as Full Doc loans.”

For

More important, in October 2004, a New Century

20

* * *

21
22

There appears, therefore, to be no justifiable basis for the statement in

23

the Form 10-K for 2004.

24

Similarly, in the Form 10-K for 2005, the following statements

25

appear:

26
27
28

20

The new Quality Assurance Department began to function only in mid-2006. Id. at 138-39.
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“Our loan origination standards and procedures are designed to

2

produce high quality loans.”

3

“We adhere to high origination standards in order to sell our loan

4

products in the secondary mortgage market.”

5
6

The Examiner questions these assertions, which together suggest that

7

New Century in 2005 originated high quality loans.

8

previously set forth in Section V. of this Final Report, New Century

9

did not produce “high quality” loans or have “high origination

10

standards.” Id. at 424-25 (emphasis added).

11
12
13
14

177. The Examiner reported facts demonstrating that red flags regarding
New Century’s declining loan quality and underwriting practices began as early as
2004:
New Century’s Senior Management recognized that the

15

Company had serious loan quality issues beginning as early as 2004.

16

For example, in April 2004, New Century’s Chief Credit Officer

17

reported that “the QA results [pertaining to the loan origination

18

processes] are still at unacceptable levels” and that “Investor Rejects

19

[kickouts] are at an incline as well.”21 Two months later, in June

20

2004, the head of Secondary Marketing remarked in an e-mail that

21

“we have so many issues pertaining to quality and process!” Later, in

22

September 2004, it was reported that investors had rejected 7.17% of

23

loans that New Century had sought to sell in July 2004, which was

24
25
26
27
28

In fact, as

21

In addition, “New Century’s former Chief Credit Officer noted in 2004 that the Company had
‘no standard for loan quality.’” Examiner’s Report at 4, 132 (emphasis added). Rather, as
reported by the Examiner, the only criteria used by the Company was whether New Century
could sell or securitize the loans in the secondary market. Id. This attitude resulted in an
increasing probability that New Century would have to repurchase billions of dollars of the
riskier loans because of significant defaults or loan defects. Id.
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1

more than two percentage points higher than the five percent rate that

2

was viewed as the highest acceptable kickout rate. Finally, from

3

approximately June 2004 through the rest of the year, there was a

4

sharp rise in EPD. For all of 2004, the failure of borrowers to make

5

the first, second or third payments on newly originated loans, stood at

6

7.24% and constituted $1.82 billion of loans, an EPD rate that was

7

2.86% higher than the 2003 rate.22

8

The Examiner finds that these 2004 developments, taken as a

9

whole, should have prompted Senior Management to develop an

10

action plan to address these troubling loan quality trends. However,

11

despite some discussions, no member of Senior Management was

12

directed to be responsible and accountable for improving loan quality.

13

Rather, New Century continued to focus on generating greater

14

quantities of ever riskier loans, devoting little effort to such basic

15

issues as making sure that the Company’s loan origination and

16

underwriting policies and procedures were followed to avoid kickouts

17

of loans offered for sale. Such lack of attention to quality had a stark

18

result.

19

Century loans in the last six months of 2004 alone.

20

Report at 110-11 (emphasis added).23

For example, investors kicked out $1.035 billion of New
Examiner’s

21
22
23
24
25
26
27
28

22

“Senior Management was aware of an alarming and steady increase in early payment defaults
(“EPD”) on loans originated by New Century, beginning no later than mid-2004.” Examiner’s
Report at 4 (emphasis added).
23

The Examiner reported that kickouts were caused by, inter alia, “property value and appraisal
documentation issues,” “unacceptable exceptions related to borrowers’ mortgage or rental
payment histories” and “LTV ratios that exceeded guidelines” and that one senior employee
noted in 2004 “The number one issue is exceptions to guidelines.” Examiner’s Report at 143-44,
3-4 (emphasis in original).
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
104

Case 2:07-cv-00931-DDP-JTL

Document 269-3

Filed 04/30/2008

Page 9 of 50

1

178. Additional adverse trends in first, second and third payment default

2

(FPD, SPD and TPD) and early payment default (EPD) trends, particularly from

3

the middle of 2004 onward, are reported by the Examiner as follows:

4

FPD

EPD

5

January

1.02%

6.40%

6

February

0.71%

6.32%

7

March

0.53%

4.23%

8

April

0.62%

4.53%

9

May

0.86%

8.20%

10

June

0.92%

7.62%

11

July

1.13%

7.91%

12

August

0.94%

7.06%

13

September 1.20%

8.76%

14

October

9.70%

15

November 1.35%

10.02%

16

December

8.72%

1.39%
1.31%

17

The upward trend of EPD did not go unnoticed. In an October

18

2004 e-mail copied to Cloyd, a New Century employee, in addressing

19

various risks facing New Century in the types of products it was

20

offering and citing the factors that the employee considered to be

21

“troublesome,” stated:

22

increasing.” (emphasis added). And the same employee commented

23

in December 2004:

“Early Defaults:

This key indicator is

24

We have seen FPDs increasing rapidly and steadily since the low

25

of .53% in March, reaching 1.39% in October, before falling

26

slightly to 1.35% in November.

27
28
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1

Shortly thereafter, the Secondary Marketing Department circulated the

2

following summary of EPD in 2004 compared to 2003, showing the

3

marked increase and financial consequences in all categories of EPD:

4

Early Payment Default Summary

5

2003

6

Dollar

2004
%

Dollar

%

Difference %

7

FPD

103,873,250

0.60%

338,789,455

0.93%

0.33%

54%

8

SPD

140,216,425

1.95%

778,319,627

2.92%

0.97%

50%

9

TPD

68,718,595

1.83%

704,586,688

3.39%

1.57%

86%

Total EPD 312,808,270 4.38% 1,821,695,770

7.24%

2.86%

65%

10
11
12

This summary documented the significant deterioration of New

13

Century loan quality, as measured by EPD, in the first, FPD, SPD and

14

TPD categories in 2004 when compared to 2003, and the large

15

financial impact of such defaults.

16

(emphasis added).

17

179. According to facts reported by the Examiner, Senior Management and

18

the Board continued to ignore “striking” red flags that loan quality and

19

underwriting practices were deteriorating in 2005, as loan quantity was emphasized

20

over loan quality:

Examiner’s Report at 141-42

21

The situation in 2005 was little different from 2004, although

22

the trend data pointed even more clearly to serious loan quality

23

problems. Some of the 2005 trends were striking. For instance:

24

•

Kickout rates in 2005 exceeded New Century’s five

25

percent acceptable limit in 10 of 12 months, with the same sorts of

26

deficiencies being cited month after month; investor kickouts for all of

27

2005 totaled $2.281 billion;

28
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EPD increased throughout the year, going from 6.86% of

2

loans originated in the first quarter of 2005 to 9.86% of loans in the

3

fourth quarter, with the overall 2005 average at 8.30% compared to

4

7.24% in 2004 and 4.38% in 2003;

5

•

New

Century’s

Secondary

Marketing

Department

6

reported in September 2005 that the Company’s 80/20 loans from

7

2004 had a four-times higher 60+ day default rate than other New

8

Century products, presenting serious risk issues, especially since

9

80/20 loans amounted to more than 33% of New Century’s loan

10

production by September 2005; and

11

•

The Internal Audit Department conducted nine field

12

audits of New Century’s loan origination processes in 2005, resulting

13

in seven “Unsatisfactory” and two “Needs Improvement” ratings, as

14

well as identification of numerous problems that suggested serious

15

loan quality deficiencies.24

16

The response of Senior Management and the Board to these

17

2005 trends was similar to their response in 2004: loan quality was a

18

frequent topic of discussion but no effective remedial actions were

19

implemented.

20

meeting, there was a relatively full discussion of loan quality issues,

21

including an observation by the Audit Committee Chairman that “the

22

percentage of loans originated by the Corporation that contained

Indeed, at an October 25, 2005 Audit Committee

23
24
25
26
27
28

24

“The Internal Audit Department’s results consistently reported that the loan origination
processes had significant flaws. For example, in an audit dated September 19, 2005, the Internal
Audit Department identified countless deficiencies in loan files it reviewed at a retail production
center . . . .” Examiner’s Report at 139. These results were presented to New Century’s Audit
Committee and Senior Management, including Defendant Morrice, and generated “considerable
discussion.” Id. at 167. Nonetheless, improving loan quality was not a high priority through the
end of 2006 and change was resisted at the Company. Id. at 170-74. See also paragraph 196
below.
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1

defects had traditionally been too high.” Despite these discussions,

2

however, loan quality was not a priority. Just as in 2004, no one was

3

directed to be responsible and accountable for any loan quality

4

improvement effort.

5

added).25

6

180. The Examiner noted the following negative trend in EPD and FPD in

7

Examiner’s Report at 111-12 (emphasis

2005:

8

Month

FPD Rate

EPD Rate

9

April

0.97%

6.58%

10

May

0.80%

6.66%

11

June

1.06%

7.00%

12

July

1.20%

7.76%

13

August

1.02%

7.28%

14

September

1.37%

8.70%

15

October

1.15%

8.81%

16

November

0.95%

8.72%

17

December

1.42%

9.24%

18

The negative trends were promptly noticed. For example, in the

19

April 2005 Capital Markets Report to Senior Management, one of the

20

“Key Items Highlights” was as follows:

21

First Payment Defaults increased by 31 bps to 0.97%.

22

Total Early Defaults rose by 2.26 pctpts to 6.96%; this

23

is the first month since November [2004] that Early

24

Payment Defaults have increased.

In total, 40,364

25
26
27
28

25

The Examiner further noted that at the October 25, 2005 Audit Committee meeting there was
an “acknowledgement by Senior Management and certain Directors that New Century had loan
quality problems.” Examiner’s Report at 154.
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1

loans with first, second or third payments occurring in

2

April were included.

3

The negative EPD rates continued to be reported regularly to Senior

4

Management. For example, the July 2005 Capital Markets Report

5

included the following comment:

6

The percent of units with an Early Payment Default

7

rose by 67 bps to 8.65%. The percent of units with a

8

First Payment Default increased by 24 bps to 1.35%.

9
10
11

Id. at 148-49.
181. Rising interest rates, leveling property values and riskier loan products
provided additional red flags in 2004 and 2005.

12

182. The facts reported by the Examiner’s confirm that “New Century was

13

well aware of the fact that interest rates were almost sure to increase” and property

14

values were leveling in 2004-05:

15

For example, in January 2005, in a presentation to Senior

16

Management entitled “The View of the World,” a Secondary

17

Marketing employee commented:

18

* * *

19

The potential for trouble appears to manifest itself in

20

2006 (and beyond) with the hybrid loans (especially

21

IO’s) [Interest Only] resetting during that year. We can

22

assume that the rising rates we are currently

23

experiencing will continue, resulting in the full initial

24

cap (1.5%) being realized with the associated higher

25

payments.

26

The rise in interest rates, over time, made it more difficult for

27

borrowers to meet their payment obligations, particularly since most

28

New Century borrowers held adjustable rate mortgages, whose rates
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1

would adjust upward as interest rates increased. Significantly, ARM

2

made up 70.1, 73.7 and 73.3% of New Century originations in years

3

2003, 2004 and 2005 respectively.

4

At the same time that interest rates were rising, property value

5

appreciation began to slow and, in some regions, by 2006, values

6

actually began to decline. The slowing of property appreciation had a

7

potentially serious effect on borrowers, something that New Century

8

clearly recognized. In the same View of the World presentation, the

9

author noted that “lower housing price increases could hinder the

10

ability of customers to refinance out of loans that are heading for

11

trouble.” In prior years, as property values increased, borrowers often

12

could refinance their loans when ARM adjusted to higher interest

13

rates.

14

discovered that they could no longer refinance and thus were facing

15

higher monthly payments without a refinance option. Id. at 123-24.

16

183. The Examiner’s Report also demonstrates the increasing risk profile

17

of New Century’s loan products which should have caused New Century to focus

18

more carefully on loan quality in 2004-05. For example, with regard to Stated

19

Income loans, increasing LTVs and ARM products, the Examiner found:

However, as property prices leveled, many borrowers

20

The risks associated with making loans on a “stated” basis were

21

recognized by New Century personnel, one of whom stated to Senior

22

Management in January 2005:

23

To restate the obvious, a borrower’s true income is not

24

known on Stated Income loans so we are unable to

25

actually determine the borrowers ability to afford a

26

loan.

27

Despite such risks and despite the fact that New Century knew by

28

January 2005 that Stated Income loans had a “significantly higher
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1

delinquency” rate than full documentation loans, Stated Income loans

2

became an increasingly important part of New Century’s mix of loan

3

products. This trend caused a New Century employee to comment in

4

an October 20, 2004 e-mail that was copied to Cloyd:

5

Stated Income. This has been increasing dramatically

6

to the point where Stated Income loans are the majority

7

of production, and are teetering on being >50% of

8

production. We know that Stated Income loans do not

9

perform as well as Full Doc loans.”

10

(Emphasis

supplied).

11

Notwithstanding these expressed concerns, Stated Income loans

12

remained a high percentage of overall originations.

13

* * *

14

The same individual who expressed concerns about Stated Income

15

loans, also commented on other risks that he perceived in the products

16

being offered by New Century in fall 2004:

17

Risk Layering. Adding the risk factors on top of each

18

other such as Stated – IO – 80/20.

19

80/20. Increasing population of 80/20 is driving up

20

CLTV [combined loan to value rations]. CLTV’s are

21

more important to default risk that straight LTV and

22

while our LTV’s are dropping, our CLTV’s are

23

increasing – thus increasing Default Risk . . .

24

Stated Wage Earners. While I believe this is being

25

addressed somewhat, I just can’t get comfortable with

26

W2’d borrowers who are unwilling or unable to prove

27

their income.”

28
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1

Another senior officer similarly wrote to Morrice on October 24,

2

2004, commenting that “stated wage earner loans present a very high

3

risk of early payment defaults and are generally a lower credit quality

4

borrower than our self employed stated borrowers.”

5

* * *

6

The shift from core loans to 80/20 loans was dramatic, and starkly

7

depicted the increasing risk profile of New Century’s loans:

8

Month

% Core

9

3/03

88.13

7.9

10

12/03

83.00

9.10

11

6/04

77.93

19.08

12

12/04

74.98

23.54

13

6/05

65.60

33.83

14

12/05

64.26

35.23

15

%80/20

* * *

16

The same trend toward higher risk was reflected in New

17

Century’s trend toward ever higher “combined LTV” ratios, meaning

18

the total loans that a borrower had pertaining to the collateral

19

compared to the appraised value of the collateral. As noted in the e-

20

mail quoted above, a New Century executive noted that combined

21

LTV ratios were increasing, therefore “increasing Default Risk . . . .”

22

Those increasing values were as follows in the months listed below:

23

Month

WACLTV [Weighted average combined LTV]

24

11/02

79.92%

25

3/03

82.2%

26

12/03

83.69%

27

6/04

83.77%

28

12/04

83.77%
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3

* * *

4

As shown, there was a consistent trend throughout the period to higher

5

combined LTV ratios, with associated greater risks of borrower

6

defaults.

7

* * *

8

A further risk should be noted as well. New Century originated

9

a large quantity of 2/28 and 3/27 ARM. Typically, these ARM would

10

have a fixed low interest rate (often called a teaser rate) for the first

11

two or three years and then would adjust at least annually thereafter,

12

with the adjustment tied to an index such as LIBOR. Even if the

13

index rate did not change over the two or three year fixed rate period,

14

the loan payments would be expected to increase at the first

15

adjustment date. New Century qualified its borrowers for such loans

16

on the basis of their ability to pay the loan at the initial teaser rate,

17

rather than the ability to pay the loan at the indexed rate after the

18

initial fixed rate period. This circumstance presented an obvious risk

19

of future default, which was specifically identified by New Century

20

personnel. Thus, in discussing the 2/28 IO product in the fall 2004,

21

New Century’s General Counsel identified the potential “sticker

22

shock” risk associated with this product . . . .

23

* * *

24

In sum, New Century was aware that it was offering a variety of

25

products that contained elements of high risk, especially when various

26

risk factors were layered together. At the end of 2005, New Century

27

prepared a Summary of “2005 Loan Characteristics and Delinquency

28

Performance.” The Summary set forth in stark detail the increasingly
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1

risky loans made by New Century in 2005 when compared to earlier

2

years:

3

* * *

4

Overall, our volume has moved into loan cohorts

5

that have weaker performance. As a result of the

6

higher

7

performing buckets, our delinquency rates are being

8

negatively impacted. (emphasis in original)

volume

coming

from

those

poorer

9

These data evidence the ever-increasing risks incurred by New

10

Century – a veritable ticking time bomb. Under the circumstances,

11

New Century should have been more concerned about – and taking

12

greater steps to address – loan quality issues. Examiner’s Report at

13

127-32 (emphasis added).

14

184. The facts reported by the Examiner confirm that the adverse trends

15

continued in 2006, with efforts at improvement coming “too little too late:”

16

The loan quality trends in 2006 continued to be negative, with

17

kickout rates above the five percent acceptable level every month and

18

reaching 14.95% by year-end, and with the same sorts of issues, such

19

as defective appraisals and missing documentation, identified month

20

after month as the primary reason for kickouts. The value of the

21

kicked out loans in 2006 was $4.622 billion.

22

continued to trend upward month after month, exceeding 10% in

23

every month after March 2006 and reaching 16.82% in December

24

2006.

25

Similarly, EPD

* * *

26

Loan quality improvement still never became a top priority for

27

New Century in 2006, however, and most of the improvements noted

28

above were not implemented until late in the year.
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1

* * *

2

Further, in March and September 2006, it became clear that loans

3

originated by New Century in 2005 and early-2006 had significantly

4

greater delinquency rates than similar loans originated by New

5

Century in 2003 and 2004 and by other subprime lenders in 2006.

6

* * *

7

In short, despite some efforts, New Century failed through most

8

of 2006 to make substantial improvements in loan quality.

9

Century seems to have finally moved toward making loan quality

10

improvement a priority in the fourth quarter of 2006 and announced at

11

that time that it expected its efforts to result in better quality loans and

12

fewer EPD and repurchase claims in 2007. This was “too little too

13

late.” Examiner’s Report at 112, 157-58 (emphasis added).

14

185. The Examiner further noted the following negative trend in EPD and

15

FPD which showed “alarming increases over the rates experienced in 2004 and

16

2005:”

17

Month

FPD Rate

EPD Rate

18

January 2006

1.18%

8.37%

19

February 2006

1.67%

8.83%

20

March 2006

1.57%

7.76%

21

April 2006

2.00%

12.30%

22

May 2006

1.67%

10.58%

23

June 2006

1.98%

11.19%

24

July 2006

1.94%

12.85%

25

August 2006

2.08%

13.42%

26

September 2006

2.05%

14.88%

27

October 2006

2.29%

12.94%

28

November 2006

2.26%

14.16%

New
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December 2006

2.58%

16.82%

2

January 2007

2.20%

13.09%

3

February 2007

1.99%

13.14%

4

Examiner’s Report at 159.

Page 20 of 50

5

186. In February 2006, New Century also internally identified “alarming

6

delinquency trends among many of its higher risk 2005 loan originations,

7

demonstrating significantly higher delinquency rates among certain 2005

8

originations compared to similar originations in 2003 and 2004” as follows:

9

60+ Delinquency performance has deteriorated in 2005 versus the

10

2003-2004 vintages. Overall, the 2005 60+ delinquency at month

11

11 is twice as high as it was in 2003. 80/20 loans show similar

12

trends and although they have higher FICOs, the delinquency is

13

generally higher than the core products, across all vintages.

14
15

Each FICO band was further segregated by Documentation type –

16

either Full Doc or Stated Income. It should come as no surprise

17

the performance of the Stated Income loans is inferior to Full Doc

18

loans. In fact in most instances, the 60+ on the Stated Income

19

loans is 50%-100% higher than the Full Doc across all vintages.

20
21

Again we see the very negative performance of the Stated

22

Income/80/20 loans, particularly in the 2005 Vintage. This cohort

23

is at least three times worse than any of the other 2005 Vintage

24

cohorts in the 650+ FICO bucket, including the Full Doc/80/20 and

25

Stated Income/Core populations.

26
27

We

28

Income\Single\80/20 loans in the 650+ FICO band. The Single

again

see

terrible

performance

of

the

Stated
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1

Stated Wage Earner loans have by far the highest 60+ while the

2

Single Stated – not Wage earners are at least as high as the Joint

3

Loans.

4

Therefore, at the beginning of 2006, New Century’s Senior

5

Management knew that many of its loan products were performing

6

extremely poorly from a delinquency perspective. Examiner’s Report

7

at 159-60 (emphasis added).

8

187. Consistent with the results of Lead Counsel’s investigation, the

9

Examiner also found facts demonstrating that New Century’s Production

10

Department was “highly motivated” to originate loans and “devoted its resources

11

to generating high volumes of loans, with relatively little attention to loan quality.”

12

“Compensation within the Production Department, including significant bonuses,

13

historically focused on loan origination volume.”

14

observed that “as late as November 2006, Internal Audit reported that commission

15

payments to account executives and area sales managers were not affected by EPD,

16

kickouts and repurchases.” Id. at 114.

Id. at 113. The Examiner

17

188. Consistent with the results of Lead Counsel’s investigation, the

18

Examiner also found that “New Century’s own internal data showed that many of

19

the loans it originated in 2005 had much higher delinquency rates than loans

20

originated by New Century in 2003 and 2004.

21

Management identified Stated Income loans to single borrowers in an 80/20

22

product as performing much worse in 2005 compared to 2003 and 2004, stating

23

‘[w]e again see the horrendous performance of the Stated Income/Single/80/20

24

loans.’ Nonetheless, little was done to curb such risks until late 2006.” Examiner’s

25

Report at 115 (emphasis added).

26

properly address these risks, but continued to be an aggressive originator of ever-

27

increasing volumes of high risk mortgage loans, with relatively little attention to

28

meaningful efforts to improve loan quality.” Id. (emphasis added).

. . .

For example, Senior

“New Century, however, not only did not
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1

189. Consistent with the results of Lead Counsel’s investigation, the

2

Examiner also found facts demonstrating that New Century did not have a clear

3

exceptions policy.

4

memorandum that New Century’s exceptions policy was ‘unclear’ and Kevin

5

Cloyd in response stated ‘Our exceptions policy – do we have one?’” Examiner’s

6

Report at 117. “Notwithstanding the frequency of exceptions, New Century had no

7

formal exceptions policy.” Id. at 174. The Examiner further noted: “In the Form

8

10-K for 2005, New Century did not report on exception rates at all and available

9

data indicate that between June 2005 and October 2006, New Century did not have

10

“Indeed, Morrice commented in a September 2004

accurate exception data.” Id. at 118 (emphasis added).

11

190. All of these facts reported by the Examiner further confirm the facts

12

uncovered through Lead Counsel’s investigation and demonstrate that Defendants’

13

repeated public statements, during the Class Period and at the time of the

14

Offerings, that the credit quality of the Company’s mortgages was “strong,”

15

“excellent,” “very high” and “higher” or “better” than it had been in the

16

Company’s past as the result of purportedly “strict,” “improved” and “strong”

17

underwriting controls and guidelines and risk management discipline were

18

materially misstated when made and at the time of the Offerings. Simply stated:

19

New Century had a brazen obsession with increasing loan

20

originations, without due regard to the risks associated with that

21

business strategy. Loan originations rose dramatically in recent years,

22

from approximately $14 billion in 2002 to approximately $60 billion

23

in 2006. The Loan Production Department was the dominant force

24

within the Company and trained mortgage brokers to originate New

25

Century loans in the aptly named “CloseMore University.” Although

26

a primary goal of any mortgage banking company is to make more

27

loans, New Century did so in an aggressive manner that elevated the

28

risks to dangerous and ultimately fatal levels.
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1

The increasingly risky nature of New Century’s loan

2

originations created a ticking time bomb that detonated in 2007.

3

Subprime loans can be appropriate for a large number of borrowers.

4

New Century, however, layered the risks of loan products upon the

5

risks of loose underwriting standards in its loan originations to high

6

risk borrowers. Examiner’s Report at 3 (emphasis added).

7

E.

8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

New Century’s Misstatements Regarding Its
Internal Controls

191. Throughout the Class Period and at the time of the Offerings, New
Century Officer Defendants Cole, Morrice, Gotschall and Dodge each repeatedly
certified the design, operation and effectiveness of New Century’s internal
controls. Each of these statements was materially misstated and misleading when
made.
192. As set forth by the above accounts from numerous former New
Century employees with first-hand knowledge, New Century repeatedly made
exceptions to its underwriting guidelines in order to originate larger mortgage
volume. In addition, as set forth above, the Company delayed payment of loan
repurchase claims from its whole loan purchasers in an effort to cause its
previously reported 2005 and 2006 financial results to appear better than they
actually were. These practices, among others set forth herein, evidence significant
deficiencies and material weakness in the Company’s internal controls and had the
effect of distorting the Company’s reporting of financial results and performance
data at all times throughout the Class Period and at the time of the Offerings.
193. Contrary to Defendants’ repeated certifications, the Company
acknowledged that it expected to conclude that the material errors leading to the
restatement disclosed on February 7, 2007 “constitute[d] material weaknesses in its
internal control over financial reporting for the year ended December 31, 2006.”
As set forth here and consistent with the Company’s subsequent May 24, 2007
disclosures, significant deficiencies and material weaknesses existed in the
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1

Company’s internal controls not just as acknowledged (on February 7, 2007) for

2

the first three quarters of 2006, but throughout the Class Period commencing on

3

May 5, 2005.

4

194. Indeed, contrary to the New Century Officer Defendants’ repeated

5

internal control certifications, the Examiner’s Report reveals numerous facts

6

demonstrating significant internal control deficiencies and material weaknesses at

7

New Century from 2004-06:

8

As a reporting company subject to the Securities Exchange Act

9

of 1934, New Century was required to establish and maintain a system

10

of internal controls over financial reporting sufficient to provide

11

reasonable assurances that, among other things, transactions were

12

recorded as necessary to permit the preparation of financial statements

13

in conformance with GAAP. Under SOX Section 404 (“SOX 404”),

14

New Century’s Management was responsible for assessing the

15

effectiveness of its internal controls over financial reporting as of each

16

year-end financial reporting period between 2004 and 2006.

17

addition, New Century’s independent auditor, KPMG, was retained to

18

audit and express an opinion on Management's assessment of internal

19

financial controls and on the effectiveness of those internal financial

20

controls as of each year-end financial reporting period between 2004

21

and 2006.

In

22

* * *

23

The Examiner concludes that deeply-rooted and long-standing

24

failures to establish and monitor adequate internal controls over

25

financial reporting substantially contributed to New Century’s

26

accounting errors. Many of these control failures relate to the lack of

27

written and effective policies and procedures for calculating

28

accounting estimates.
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1

* * *

2

The Examiner has identified a number of deficiencies

3

concerning New Century’s internal controls over financial reporting

4

during the period covered by the 2004 through 2006 audits and the

5

adequacy of the SOX assessment conducted by New Century. The

6

most significant deficiencies are as follows:

7

•

New Century failed to develop effective policies and

8

procedures for performing accounting estimates requiring the exercise

9

of considerable judgment. This created an environment devoid of

10

safeguards that enabled the Accounting and Secondary Marketing

11

Departments to revise certain accounting practices and related

12

assumptions without adequate review and oversight.

13

material errors with various accounting matters, including the

14

repurchase reserve and residual interest valuation. For example, in

15

early 2006, the Secondary Marketing Department stopped updating

16

the prepayment and loss rate assumptions used in its pre-2003

17

valuation models without any process controls in place to make

18

certain that such inaction was warranted. Similarly, in the second and

19

third quarters of 2006, Kenneally made several changes in the way

20

that New Century calculated the repurchase reserve without notifying

21

the Audit Committee.

22

•

This led to

New Century did not remediate internal control

23

deficiencies that existed at year-end 2004 and year-end 2005, despite

24

representing to KPMG that it would.

25

deficiencies can be characterized as documentation issues.

26

viewed in isolation, they may seem insignificant. However, in the

27

aggregate, these deficiencies demonstrate that New Century had poor

28

documentation practices and weak internal controls in areas critical to

Many of these recurring
When
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1

its financial reporting, including the repurchase reserve, residual

2

interest valuation and hedging process.

3

internal control deficiencies during the 2004 through 2006 SOX

4

reviews also indicates that New Century’s Senior Management was

5

not effective in promoting a strong compliance culture.

6

•

The recurrence of such

New Century lacked adequate internal controls to log,

7

process and track all repurchase requests presented to the Company,

8

thereby creating a significant risk that the number of repurchase

9

claims pending would not be identified accurately or processed

10

efficiently.

11

backlog of outstanding repurchase requests. New Century also lacked

12

adequate controls to ensure that the existence and magnitude of this

13

backlog was factored into the repurchase reserve estimate.

This contributed to the development of a significant

14

* * *

15

New Century’s lack of formal policies and procedures

16

governing many of the accounting estimates requiring substantial

17

judgment was frequently noted as an internal control deficiency by

18

KPMG. Management failed to develop written and effective policies

19

and procedures for these processes after these deficiencies were

20

brought to its attention on a recurring basis. This epitomizes the lack

21

of attention that Management gave to remediating internal control

22

deficiencies. Examiner’s Report at 389-90, 400 (emphasis added).

23

195. The Examiner further noted facts demonstrating how New Century’s

24

internal control deficiencies permeated six separate key areas of financial reporting

25

during 2004-06. These facts are summarized as follows:

26

1.

27

A year-over-year analysis of the key controls surrounding the

28

repurchase reserve estimation process reveals that New Century’s

Repurchase Reserve: Change in Methodology
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1

Management permitted certain recurring deficiencies to remain

2

unaddressed. Most importantly, Management never adopted detailed

3

written policies and procedures for the repurchase reserve calculation

4

process.

5

Management’s observation that New Century lacked formal

6

documentation memorializing its methodology for estimating the

7

repurchase reserve. In response to this finding, Management represented

8

to KPMG that it was taking steps to formalize its “informal” and

9

“undocumented” policies and procedures and would include timelines,

10

checklists and retention policies in that documentation. This was never

11

done.

As part of its 2004 SOX audit, KPMG agreed with

12

During its 2005 SOX walk-through of the repurchase reserve

13

estimation process, KPMG again noted that Management failed to adopt

14

“formal policies and procedures” for calculating the repurchase reserve.

15

During KPMG’s 2006 SOX walk-through of the repurchase reserve

16

estimation process, KPMG again noted that New Century lacked

17

“formal policies and procedures” for calculating the repurchase reserve.

18

According to KPMG’s narrative from the walk-through, Kenneally

19

represented to KPMG that “the memo on Repurchase Reserve policies

20

will be updated near the end of the year.”

21

* * *

22

The failure to develop effective policies and procedures for

23

calculating the repurchase reserve is more than a technical

24

documentation issue. It reflects the lack of adequate internal controls

25

that New Century had in place to ensure that the repurchase reserve

26

was being calculated on a consistent basis in accordance with GAAP.

27

The Examiner has concluded that the existence of written and

28

effective repurchase reserve estimation policies and procedures would
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1

have decreased the risk of an improper accounting error (which is one

2

of the principal objectives for having such documentation controls) by

3

imposing a review and approval framework that would have required

4

Management and/or the Audit Committee to consider the rationale

5

supporting the proposed changes and their consistency with GAAP.

6

New Century’s failure to develop and comply with such policies and

7

procedures for calculating the repurchase reserve was at least a

8

significant deficiency (if not a material weakness) in New Century’s

9

internal control environment that contributed to a material

10

misstatement in its financial reports.

11
12
13

* * *
2.

Whole Loan Sales: Backlog in Repurchase Claims
Processing

14

* * *

15

New Century’s failure to establish an effective mechanism for

16

tracking, processing and handling repurchase claims contributed to its

17

inability to promptly detect the increasing volume and (staleness) of

18

repurchase claims.

19

development of a substantial backlog of claims.

20

Secondary Marketing Department’s failure to track and disclose the

21

increased volume of unresolved repurchase claims precluded the

22

Accounting Department from making adjustments to the reserve that

23

could have taken into account the increased repurchase volume. New

24

Century’s failure to establish effective controls for handling

25

repurchase claims prior to late 2006 prevented the Company from

26

detecting early warnings about the development of the backlog. The

27

Examiner has concluded that this was a material weakness in the

This weak control environment led to the
In addition, the

28
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1

control environment as early as 2005, when repurchase claims began

2

to increase.

3

3.

4

New Century also failed to establish sufficient internal controls

5

with respect to its residual interest valuation process. As with the

6

repurchase reserve calculation, New Century did not begin to develop

7

written policies and procedures for the residual interest valuation

8

process until early 2007, after KPMG applied increasing pressure on

9

New Century to substantiate various aspects of its valuation approach.

10

In addition, New Century had weak controls surrounding the process

11

used to determine and update various assumptions used in its

12

valuation models.

Valuation of Residual Interests

13

* * *

14

As noted above, New Century failed to develop detailed, written

15

policies and procedures for how it built, operated and updated the

16

models it used to develop the residual interest valuation. New Century

17

did not develop a manual which explained the design of the functions or

18

routines within the valuation models. This was problematic because

19

different vintages of the models were built by different people and

20

therefore had different limitations and capabilities. In addition, New

21

Century did not have written policies and procedures which set forth a

22

methodology for establishing and changing assumptions within the

23

models. This was an important control deficiency because the accuracy

24

of the models depended on the reasonableness of the assumptions,

25

which in turn depended on the exercise of judgment. Thus, these

26

assumptions needed to be updated from time to time based on actual

27

securitization performance and market trends. The lack of detailed

28

policies and procedures for establishing and updating those
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1

assumptions left New Century vulnerable to a high risk of

2

misstatement from unreasonable assumptions because the models

3

could be very sensitive to assumption changes.

4

* * *

5

4.

6

A year-over-year review of the SOX deficiency listing reveals that

7

New Century never adopted adequate written documentation of its

8

methodology and assumptions for determining the ALL provision. The

9

ALL is not a transactional balance, but rather a judgmental estimate.

10

Therefore, it is important to have strong internal controls in this area.

11

In addition to the documentation deficiencies, the ALL provision was

12

not consistently reviewed and approved by the appropriate individuals

13

within the organization.

14

significant deficiencies relative to ALL and communicated them to

15

New Century through a formal letter:

16

•

Allowance for Loan Losses

In 2004, KPMG noted the following

“Management

neglected

to

create

adequate

17

documentation evidencing the appropriate application of GAAP in

18

certain areas.

19

methodology and rationale...”

20

•

These areas included the allowance for loan loss

“Management neglected to create adequate documentation

21

supporting data inputs for Secondary Marketing’s calculation of residual

22

values and the loss curves used in determining the allowance for loan

23

losses....”

24
25
26

During the 2005 SOX audit, KPMG’s workpapers indicate that the
ALL methodology deficiency persisted.
* * *

27
28
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1

In its March 2007 draft SOX memorandum, prepared after the

2

February restatement announcement, KPMG concluded that, when

3

aggregated the ALL deficiencies likely constituted a material weakness.

4

* * *

5

6.

6

Over a three year period, beginning in 2004 and ending in 2006,

7

KPMG noted a number of deficiencies related to the Company’s

8

internal controls for the hedging and derivatives process. Many of the

9

deficiencies related to the Company’s inadequate documentation of its

10

hedging policies and procedures, including the lack of a comprehensive

11

policy, inadequate designation documentation at inception and

12

inadequate documentation in support of effectiveness testing of its

13

hedging relationships.

14

KPMG noted a number of other deficiencies related to the Company’s

15

reconciliation procedures, spreadsheet controls, valuation procedures and

16

approval procedures.

17

ineffective controls in procedures used to calculate the financial impact

18

of hedging and derivative transactions. In addition, the documentation

19

deficiencies raised concerns about the adequacy of New Century’s

20

control environmental in the hedging area particularly since FAS 133

21

requires considerable documentation to substantiate the use of hedge

22

accounting treatment.

Hedging

In addition to the documentation issues,

The non-documentation deficiencies reflected

23

For the year ended December 31, 2004, four non-documentation

24

deficiencies (out of a total of six deficiencies) were identified by

25

KPMG in the hedging area. For the year ended December 31, 2005, six

26

of the 12 deficiencies identified related to non-documentation issues.

27

For the year ended December 31, 2006, eight of 11 deficiencies identified

28
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1

documentation issues. For example, KPMG noted in 2006 that New

2

Century lacked proper segregation of duties with respect to derivative

3

trading (one individual could enter, verify, and confirm a trade).

4

Based on the Examiner’s review of the available data, it does

5

not appear that New Century placed much emphasis on improving its

6

controls related to the hedging and derivatives process. To the contrary,

7

the control deficiencies appear to have worsened over time, both in

8

volume and significance. As noted above, KPMG identified a significant

9

deficiency with New Century’s controls in the hedging area in 2004 and

10

2005. Both of these significant deficiencies resulted in audit

11

adjustments. During its incomplete 2006 SOX audit, KPMG reached

12

the preliminary conclusion that there was a material weakness in new

13

Century’s hedging control environment as a result of the aggregation

14

of deficiencies (many of which were recurring from prior years).

15

Examiner’s Report at 401, 403, 406-08, 411, 413-14 (emphasis added,

16

footnotes omitted).

17

196. In terms of loan quality and underwriting internal controls, the

18

Examiner reported the following additional facts:

19

The areas of risk for Internal Audit review were typically

20

identified by Zalle and reviewed by Sachs, with input from Management

21

and Internal Audit personnel, and approved by the Audit Committee.

22

One example of input from Internal Audit personnel was a January 16,

23

2004 e-mail from Brown to Zalle in which Brown urged that the level of

24

field audits increase. This request was made because Brown and his

25

team of field auditors were conducting their own file reviews and “walk-

26

throughs” of loans to make sure the Quality Assessment/Quality Control

27

(“QA/QC”) controls were satisfactory. During this time, Internal Audit

28

found many exceptions to underwriting standards, and concluded that
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1

something was “falling apart” in the QA/QC function. Internal Audit

2

found that loans would get through the QA/QC process, even though the

3

loans had problems with the LTV ratio or the stated income did not look

4

accurate.

5

In response to the problems discovered by Internal Audit in the

6

QA/QC function, Zalle expanded the scope of the underwriting/loan

7

quality audits in 2005 to include both a compliance audit and a system of

8

internal control walk-throughs. Zalle designed the 2005 audit program

9

to include the audit of a cross-section sample of eight wholesale

10

processing centers and one retail center. Internal Audit next identified a

11

sample number of loan files per operating center, and then conducted a

12

“walk-through” that involved reviewing the loan origination process

13

from the time the loan first entered the system through loan funding.

14

Internal Audit then conducted testing to ensure that internal controls

15

related to loan applications, such as verifications and exceptions, were

16

handled properly. Internal Audit also looked at underwriting procedures,

17

account manager review/approval, appraisals and funding. The results

18

of the loan quality field audits were dismal. Of the nine branches

19

audited, none were rated satisfactory, seven were rated unsatisfactory

20

and two were rated as needs improvement. This should have been a

21

strong signal to the Audit Committee and Senior Management that

22

significant improvements in loan quality were needed.

23

* * *

24

The Audit Committee should have identified and analyzed,

25

along with Management, the material risks facing the Company

26

related to loan quality. In other words, Management, with Audit

27

Committee oversight, should have documented New Century’s

28

business objectives and identified the risks that could undermine those
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1

objectives, such as the risks related to poor loan quality discussed in

2

Section V. of this Final Report. Internal control processes should

3

have been developed, such as specific policies, procedures and

4

practices, for achieving the business objectives and mitigating risk.

5

Finally, the Audit Committee should have understood the

6

significant deficiencies and material weaknesses in Management’s

7

internal control structure related to loan quality, and held Management

8

accountable for resolving these significant deficiencies and material

9

weaknesses. The Audit Committee identified and recognized the risks

10

to New Century arising from poor loan quality. Each of the Audit

11

Committee members interviewed by the Examiner acknowledged that

12

poor loan quality would result in an increase, at a minimum, in

13

repurchase requests and kickouts. Moreover, the Audit Committee

14

understood that an increase in repurchase requests and kickouts would

15

place a strain on New Century’s liquidity, resulting in an aging

16

inventory and lower profits.

17

Although the Audit Committee recognized and appreciated the

18

risks caused by poor loan quality, the Audit Committee did not require

19

Management to establish and maintain an adequate internal control

20

structure to minimize these risks. Examiner’s Report at 447-48, 454-55

21

(emphasis added).

22

F.

23

New Century’s Misstatements And
Omissions During The Class Period And
At The Time Of the Offerings Were Material

24

197. The misstatements and omissions set forth below during the Class

25

Period and at the time of the Offerings were material. In fact, by announcing the

26

need to restate its financial statements, the Company admitted the materiality of the

27

“errors” contained therein.

28

underwriting and internal controls, its failure to report its 2005 and 2006 financial

The Company’s failure to maintain effective
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1

statements in accordance with GAAP and its expected net losses resulting from the

2

required restatements and related financial adjustments also triggered foreseeable

3

and grave consequences for the Company given its highly leveraged balance sheet.

4

198. At all relevant times, New Century needed to borrow substantial sums

5

of money each quarter to originate and purchase mortgage loans and to support its

6

operating activities. The Company entered into credit arrangements to finance its

7

mortgage loans until it aggregated one or more pools of loans for sale or

8

securitization. During the Class Period, New Century maintained credit facilities

9

with, inter alia, Bank of America N.A., Barclays Bank PLC, Citigroup Global

10

Markets Realty Corp., Credit Suisse First Boston Mortgage Capital LLC, Morgan

11

Stanley Mortgage Capital Inc., UBS Real Estate Securities Inc., Goldman Sachs

12

Mortgage Company, Guaranty Bank and State Street Global Markets LLC. The

13

Company used these facilities to finance the funding of its loan originations and

14

purchases pending sale or securitization. Importantly, all of the Company’s credit

15

facilities contained certain customary covenants, which, among other provisions,

16

required the Company to deliver timely financial statements prepared in

17

accordance with GAAP to its lenders.

18

financing arrangements required it to report at least $1 of net income for any

19

rolling two-quarter period, a requirement the Company did not expect to meet as a

20

result of the restatements and other adjustments disclosed at the end of the Class

21

Period.

In addition, 11 of the Company’s 16

22

199. As a result of these circumstances, after the Company’s February 7,

23

2007 and subsequent disclosures, substantial doubt existed as to the Company’s

24

ability to continue as a going concern and, after the Company was unsuccessful in

25

its discussions with its lenders and other third parties regarding a possible

26

refinancing or other alternatives to obtain additional liquidity, the Company was

27

forced to cease accepting new loan applications from prospective borrowers and to

28

file for bankruptcy protection after its lenders declared the Company in default.
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1

200. All of the losses suffered by New Century investors following the

2

Company’s February 7, 2007 disclosures through the end of the Class Period were

3

entirely foreseeable and -- as demonstrated by the Company’s unsuccessful efforts

4

-- unavoidable consequences of the materially misstated and misleading statements

5

complained of herein.

6

Century’s previously undisclosed financial and accounting problems created a

7

crisis for the Company with respect to its warehouse lenders, on which New

8

Century depended for financing.”

9
10

As found by the Examiner’s Report (at 105), “New

201. Further, the Examiner quantified the materiality of the GAAP
violations in 2005 and 2006 as follows:

11

The Examiner concludes that at least the allowance for loan

12

repurchase losses, the LOCOM valuation allowance for LHFS, and

13

the valuation of residual interests were materially misstated based on

14

an evaluation of quantitative and qualitative factors. As a result of

15

these material misstatements New Century:

16

•

overstated its reported pre-tax earnings for each of the

17

four periods [ended December 31, 2005; March 31, 2006; June 30,

18

2006; and September 30, 2006] by at least $63.6 million; $7.4 million,

19

$75.6 million and $116.4 million, respectively;26

20

•

met analysts’ earnings expectations for 2005 and the first

21

quarter of 2006 when it should have announced earnings below

22

expectations;

23
24
25
26
27
28

26

These income statement impacts were each quantitatively material using a five percent
benchmark and KPMG’s own internal guidelines. Examiner’s Report at 381. Earnings before
income taxes were overstated in the four quarters by at least the following amounts: 14.3%;
6.4%; 56.1% and 129.1%. Id. at 383.
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paid bonuses for 2005 financial performance to the three

2

founders of New Century, Cole, Gotschall and Morrice that were at

3

least 300% higher than they should have been;

4

•

paid bonuses to other officers of New Century for 2005

5

financial performance that were approximately 130% to 270% higher

6

than they should have been;

7

•

reported an increase in EPS of eight percent for the

8

second quarter of 2006 as compared to the second quarter of 2005

9

when it should have reported a minimum of a 40% decline in EPS;

10
11
12
13
14
15
16

•

reported a profit in the third quarter of 2006 of $63.5

million when New Century should have reported a loss in that quarter;
•

understated its repurchase reserve by as much as 1000%

in the third quarter of 2006;
•

overstated its earnings by at least 129% in the third

quarter of 2006; and
•

paid mid-year bonuses to Cole, Gotschall and Morrice in

17

2006 when none should have been paid; and paying quarterly bonuses

18

in 2006 to other officers that likely should not have been paid.

19

Examiner’s Report at 378-79 (emphasis added).

20

202. In assessing materiality, the Examiner also considered the impact of

21
22

the misstatements on New Century’s balance sheet and determined the following:
•

New Century’s repurchase reserve was understated by at

23

least 208%, 350%, 178%, and 1000% for the four periods,

24

respectively.

25

•

New

Century’s

LOCOM

valuation

account

was

26

understated by at least 105% and 215% at December 31, 2005 and

27

March 31, 2006. There was no LOCOM valuation amount for June

28
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1

30, 2006 or September 30, 2006, when such amounts should have

2

been $81.9 million and $85.8 million, respectively.

3

•

Residual interests were overvalued by at least

4

17%, 13%, 20% and 32% for the four periods, respectively.

5

Examiner’s Report at 384-85.

6

203.

The Examiner concluded that the misstatements were material to

7

New Century’s financial statements and “served to mask significantly the financial

8

difficulties that the Company was facing for many months before [New Century]

9

filed for bankruptcy.” Id. at 387-88.

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

G.

Defendant KPMG’s Numerous Violations Of Auditing
Standards

204. Public investors, creditors and others rely on independent, registered
public accounting firms to audit financial statements and assess internal controls
when deciding whether to invest in or do business with a public company.
205. The PCAOB, established by the Sarbanes-Oxley Act of 2002, is
responsible for the development of auditing and related professional practice
standards that are required to be followed by registered public accounting firms.
On April 16, 2003, the PCAOB adopted as its interim standards Generally
Accepted Auditing Standards (“GAAS”) as described by the American Institute of
Certified Public Accountants Auditing Standards Board’s Statement of Auditing
Standards No. 95, Generally Accepted Auditing Standards, and related
interpretations in existence on that date. Accordingly, an auditor’s reference to
“the standards of the Public Company Accounting Oversight Board (United
States)” includes a reference to GAAS in existence as of April 16, 2003. For
simplicity, all reference to GAAS hereinafter includes the standards of the
PCAOB.
206. During the Class Period, KPMG issued an unqualified opinion on the
Company’s financial statements for the year-ended December 31, 2005, as well as
an unqualified opinion regarding New Century management’s assessment of
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1

internal controls as of December 31, 2005. KPMG also completed reviews of New

2

Century’s interim unaudited financial statements for the quarters ended March 31,

3

2006, June 30, 2006 and September 30, 2006.

4

207. KPMG consented to the incorporation by reference in the registration

5

statement for the Series B Preferred Stock offering of its unqualified opinion on the

6

Company’s financial statements for the year ended December 31, 2005, and its

7

opinion regarding New Century management’s assessment of internal controls over

8

financial reporting as of December 31, 2005.

9

208. In both of its opinions, KPMG publicly stated that it performed its

10

audits and evaluations in accordance with the standards of the PCAOB. As set

11

forth herein in detail, each of these public statements was materially misstated

12

when made and at the time of the Series B Preferred Stock offering as KPMG’s

13

audits failed to comply with the standards of the PCAOB for multiple reasons.

14

209. There are ten GAAS provisions, which are divided into three types of

15

standards: (1) General Standards, which provide guidelines for auditor staffing and

16

exercising due professional care; (2) Standards of Field Work, which provide

17

guidelines for audit planning, collecting evidential verification for audit findings,

18

and the proper evaluation of internal controls; and (3) Standards of Reporting,

19

which are primarily concerned with ensuring that a company’s financial statements

20

are presented in accordance with GAAP.

21

210. GAAS General Standard No. 3 states that: “Due professional care is to

22

be exercised in the performance of the audit and the preparation of the report.”

23

GAAS Standards of Field Work No. 1 states that: “The work is to be adequately

24

planned and assistants, if any, are to be properly supervised.” GAAS Standards of

25

Field Work No. 2 states:

26

structure is to be obtained to plan the audit and to determine the nature, timing and

27

extent of tests to be performed.” GAAS Standards of Field Work No. 3 states:

28

“Sufficient competent evidential matter is to be obtained through inspection,

“A sufficient understanding of the internal control
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1

observation, inquiries, and confirmations to afford a reasonable basis for an

2

opinion regarding the financial statements under audit.”

3

Reporting No. 1 states: “The report shall state whether the financial statements are

4

presented in accordance with generally accepted accounting principles (GAAP).”

GAAS Standards of

5

211. In order to effectively audit New Century’s compliance with GAAP

6

and the adequacy of the Company’s internal controls, KPMG was required to, but

7

did not, follow these GAAS standards in evaluating, inter alia, New Century’s

8

internal controls, reserving methodology and accounting for Residual Interests in

9

securitizations structured as sales.

10

212. Given the nature of New Century’s business and the massive volume

11

of loans sold with repurchase obligations, nearly $40 billion in 2005 alone, it was

12

incumbent upon KPMG to exercise due professional care in performing its audit;

13

to adequately plan its audit; to obtain a sufficient understanding of New Century’s

14

internal controls; and to obtain sufficient competent evidential matter in auditing

15

New Century’s Allowance for Loan Repurchases reserve. KPMG failed to conduct

16

its audit in compliance with all of these GAAS provisions. Had KPMG performed

17

its audit consistent with GAAS, it would have uncovered New Century’s growing

18

repurchase claims backlog; related poor internal controls; and materially deficient

19

Allowance for Loan Repurchases reserve.

20

Company’s materially deficient reserves were revealed within three months after

21

the Company hired a new Chief Financial Officer who observed that the reserves

22

were understated shortly after he joined the Company.

Indeed, as set forth above, the

23

213. According to a former New Century Vice President, Assistant

24

Controller, who was employed by the Company from September 2004 to July 2007

25

(CW 2), KPMG was provided access to New Century’s financial data and

26

specifically reviewed New Century’s Allowance for Repurchase Losses reserve

27

during each quarter and at year-end. Nonetheless, KPMG, in connection with its

28

audit of the year-ended December 31, 2005 financial statements, failed to raise any
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1

issue with regard to the Company’s growing repurchase claims backlog, related

2

poor internal controls or materially deficient reserve. According to the former Vice

3

President, Assistant Controller, the first time KPMG raised any issue with the

4

Company’s failure to include an estimated discount upon disposition of repurchase

5

loans was when KPMG concurring audit partner Marc Macaulay -- and not KPMG

6

audit partner John Donovan or the KPMG senior manager working on the audit

7

Mark Kim -- specifically noted that an expected discount upon disposition was

8

required in accordance with GAAP, SFAS 140, paragraph 55, at the time a

9

restatement already was being discussed in January 2007.

10

214. According to New Century’s former Senior Vice President, Director

11

of Internal Audit and Chief Ethics Officer, who was employed by the Company

12

from November 1999 to July 2007 and reported to New Century’s Audit

13

Committee (CW 34), KPMG violated GAAS in connection with its 2005 audits of

14

New Century’s financial statements and the adequacy and effectiveness of New

15

Century’s internal controls, given the large, outstanding backlog of repurchase

16

claims at the time of KPMG’s 2005 audit which caused New Century’s Allowance

17

for Repurchase Losses reserve to be materially understated in 2005. CW 34

18

reported that New Century’s processing of repurchase claims was a critical matter

19

to the Company’s financial statements and, had KPMG complied with GAAS, it

20

should have uncovered the material errors in New Century’s Allowance for

21

Repurchase Losses reserve and the material weaknesses of New Century’s related

22

internal controls at the time of its 2005 audits. CW 34 further reported that when

23

KPMG was asked about its audit work by New Century’s Audit Committee as the

24

restatement was being discussed in February 2007 and thereafter, KPMG (rather

25

than defend its audit work) repeatedly refused to discuss its audit work with the

26

Audit Committee and eventually resigned in April 2007.

27
28
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1

215. KPMG also failed to comply with the standards of the PCAOB in

2

auditing, inter alia, New Century’s reporting of Residual Interests in securitizations

3

structured as sales.

4

216. As set forth in paragraph 73 above, on May 24, 2007, New Century

5

publicly reported that its Audit Committee determined that there were “errors” in

6

the Company’s previously-filed financial statements for the year-ended December

7

31, 2005 with respect to the Company’s valuation of Residual Interests and that it

8

is “more likely than not” that there was a material overstatement of pretax earnings

9

in the 2005 financial statements.

10

217. As set forth in paragraphs 101-08 above, the Company’s reported

11

Residual Interests were materially overstated as these reported Residual Interests

12

failed to account for the Company’s progressively decreasing loan quality and

13

underwriting practices as well as New Century’s increasing delinquencies, defaults

14

and default loss severity throughout 2005.

15

218. Given the size of New Century’s Residual Interests, reported at

16

$234,930,000 at December 31, 2005, and the ability of management to manipulate

17

its value in multiple ways, it was incumbent upon KPMG to exercise due

18

professional care in performing its audit; to adequately plan its audit; to obtain a

19

sufficient understanding of New Century’s internal controls; and to obtain

20

sufficient competent evidential matter in auditing New Century’s Residual

21

Interests. KPMG failed to conduct its audit in compliance with all of these GAAS

22

provisions.

23

219. At all times during the Class Period and at the time of KPMG’s 2005

24

audit, New Century’s reported Residual Interests were materially overstated as the

25

Company failed to account for decreasing underwriting practices and loan quality

26

and increasing delinquencies, defaults and default loss severity throughout 2005.

27

Information regarding the Company’s decreasing underwriting practices and loan

28

quality and increasing delinquencies, defaults and default loss severity throughout
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1

2005 and at the time of KPMG’s audit was available to KPMG and, according to

2

public statements by Defendant Dodge during the Class Period, KPMG

3

purportedly spent significant time reviewing the Company’s data in its 2005 audit.

4

220. In auditing the Company’s internal controls, KPMG also failed to

5

comply with GAAS, to exercise due professional care in performing its audit; to

6

adequately plan its audit; to obtain a sufficient understanding of New Century’s

7

internal controls; and to obtain sufficient competent evidential matter regarding

8

New Century’s adherence to internal controls, given KPMG’s failure to uncover

9

the Company’s repeated lack of compliance and numerous exceptions to the

10

Company’s underwriting guidelines throughout the Class Period and at the time of

11

KPMG’s audit to boost its loan volume, as set forth above from first-hand accounts

12

of numerous former New Century employees. KPMG was required by GAAS, but

13

failed to test on a sufficient basis whether New Century’s mortgage loans were in

14

compliance with its underwriting standards as part of its audit planning, assessment

15

and testing of internal controls. As set forth above, this lack of compliance with

16

and numerous exceptions to underwriting guidelines was one of the major reasons

17

why New Century’s loans were experiencing increasing delinquencies, defaults

18

and default loss severity throughout 2005 and at the time of KPMG’s audit and

19

causing significantly higher repurchase claims to the Company from its whole loan

20

purchasers.

21

221. The Examiner reports detailed facts demonstrating KPMG’s numerous

22

failures to comply with GAAS. Among the categories of facts reported by the

23

Examiner further demonstrating KPMG’s numerous violations of GAAS are: (1)

24

KPMG’s 2005 engagement team, in particular, was not staffed with auditors with

25

sufficient experience in the industry and/or relating to the particular tasks to which

26

they were assigned; (2) KPMG’s audit team was unwilling to challenge its client

27

New Century and, in some instances, KPMG’s audit team acted as advocates for

28

the Company and opposed other internal experts within KPMG; (3) KPMG failed
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1

to act in accordance with GAAS in auditing New Century’s Allowance for Loan

2

Repurchase Losses reserve; (4) KPMG failed to audit New Century’s Residual

3

Interests in accordance with GAAS, notwithstanding noted internal control

4

deficiencies and repeated warnings from KPMG’s SFG group; (5) KPMG made

5

numerous other GAAS violations in auditing New Century’s financial statements

6

demonstrating lack of professional skepticism and due care and acquiescence in

7

New Century’s aggressive accounting policies and practices; and (6) KPMG failed

8

to audit New Century’s internal controls in accordance with the standards of the

9

PCAOB (particularly in 2005). The detailed facts supporting each of these six

10

categories of findings is set forth below. Significantly, the Examiner concluded:

11

[T]he Examiner finds that KPMG did not perform its reviews

12

and audits in accordance with professional standards . . . .

13

* * *

14

The Examiner further concludes that, had KPMG conducted its

15

audits and reviews prudently and in accordance with professional

16

standards, the misstatements included in New Century’s financial

17

statements would have been detected long before February 2007.

18

Examiner’s Report at 456-58 (emphasis added).27

19

222. First, the Examiner’s Report identifies a number of facts

20

demonstrating that KPMG’s 2005 engagement team, in particular, was not staffed

21

with auditors with sufficient experience in the industry and/or relating to the

22

particular tasks to which they were assigned:

23
24
25
26
27
28

27

The Examiner’s relevant factual findings as to KPMG’s failure to act in accordance with
GAAS are quite lengthy and informative. Lead Counsel has organized these findings into the six
general categories summarized above and presented them below with the factual support with
which they were identified by the Examiner. All of these findings are consistent with the other
facts uncovered by Lead Counsel’s investigation and collectively demonstrate KPMG’s
numerous failures to comply with GAAS. KPMG’s scienter (for Plaintiffs’ Exchange Act claim
against KPMG) is alleged in paragraphs 515-30 below.
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1

Beginning with the first quarter 2005 review, the entire KPMG

2

engagement team changed with the exception of two first-year

3

associates who had participated in the 2004 audit. The senior level

4

members of the new engagement team included John Donovan, the

5

audit engagement partner, Marc Macaulay, the SEC concurring

6

partner, and Mark Kim, the senior manager assigned to the

7

engagement beginning with the second quarter 2005 review. Debbie

8

Biddle, the senior associate on the engagement, primarily focused on

9

the 2005 SOX 404 audit. Over the course of the 2005 interim reviews

10

and year-end audit, as many as ten different junior level associates

11

were utilized.

12

In addition to being new to the New Century matter, both

13

Donovan and Kim were new to KPMG. Macaulay was new to his

14

position as concurring partner, having been promoted to this position

15

in early 2005. Biddle had just transferred to the Los Angeles office

16

from KPMG in the United Kingdom. The senior members of the core

17

engagement team had varying levels of experience with the mortgage

18

banking industry.

19

Prior to joining KPMG, Donovan had been a partner at Ernst &

20

Young (“E&Y”) since 2002.

21

Arthur Andersen for 17 years and was a partner when that firm ceased

22

operations.

23

public accounting, he did not have substantial experience auditing

24

companies in the mortgage banking industry.

Before E&Y, Donovan worked at

Although Donovan had many years of experience in

25

Macaulay became the concurring partner on the New Century

26

engagement in the summer of 2005, only a few months after he was

27

named a concurring partner by KPMG. At the time, he had been a

28

partner for less than three years. Macaulay worked primarily with
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1

financial institutions, depository or finance-oriented companies, and

2

leasing companies.

3

Kim joined KPMG for the second time in May 2005, as a senior

4

manager. Kim had numerous jobs after college, few lasting more than

5

two or three years. During his first tenure with KPMG, as a junior

6

staff accountant, Kim mostly counseled Korean clients doing business

7

in the United States. His subsequent experience elsewhere included

8

working as an accountant in-house at Nissan Motors, working at the

9

accounting firm PricewaterhouseCoopers (“PwC”) on engagements

10

involving private companies and companies in the automotive sector,

11

and working at a boutique accounting firm that dealt primarily with

12

private companies in the manufacturing, retail and distribution sectors.

13

Before the New Century engagement, Kim’s only experience in the

14

mortgage banking industry was at Encore Credit, a small mortgage

15

lending company, where he worked for three years as assistant

16

controller. Kim left KPMG in April 2007.

17

Biddle played a major role in coordinating the SOX audit

18

despite having virtually no experience auditing U.S. clients and no

19

prior SOX experience.

20

engagement after the 2005 audit was completed in April 2006. Biddle

21

returned to the U.K. in December 2007.

She did not work on the New Century

22

* * *

23

The 2005 engagement team, in particular, was not staffed with

24

auditors with sufficient experience in the client’s industry and/or relating

25

to the particular tasks to which they were assigned.

26

previously, the entire 2005 engagement team, with the exception of two

27

junior auditors, was new to the New Century engagement. The team

28

also consisted of auditors who were relatively inexperienced in the

As discussed
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mortgage banking industry. The new engagement partner, Donovan,

2

had many years of experience in public accounting but did not have

3

significant experience in the mortgage banking industry, as he

4

acknowledged in his self-evaluations. Kim’s experience in the industry

5

was limited to his brief tenure at Encore before joining KPMG.

6

In addition to new supervisors, a substantial amount of the team’s

7

2005 work with respect to two critical accounting policies—the

8

repurchase reserve and residual interest valuation—was performed by

9

first-year auditors with no substantive experience in these areas. The

10

auditor who reviewed the accounting related to residual interest

11

valuation admitted to the Examiner that the models were more complex

12

than he was comfortable evaluating and that he did not understand the

13

complete models. Although the team sought the input of KPMG’s

14

internal valuation specialists, the specialists had little or no control over

15

the conclusions reached by the engagement team and their concerns

16

were often dismissed by the engagement team leaders, as discussed

17

above.

18

Moreover, as noted above, Biddle, the in-charge senior associate

19

for the 2005 SOX 404 audit, had virtually no experience with auditing

20

internal controls under SOX or even U.S. GAAP issues prior to

21

beginning her work on the New Century audit. In April 2006, as part of

22

KPMG’s engagement risk assessment and approval process, Macaulay

23

indicated he had concerns about manager staffing, and a manager with

24

relevant experience, Veronica Wong, was added to the team to focus

25

specifically on the SOX component of the audit. Examiner’s Report at

26

458-60, 471-72 (emphasis added, footnotes omitted).

27
28
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1

223. Indeed, undisclosed to New Century investors, the Company’s Audit

2

Committee had questioned the decision by KPMG to replace its prior audit partner

3

with Donovan and requested another partner to fill that role, but KPMG refused:

4

In exercising its oversight responsibilities, the Audit Committee

5

questioned the decision by KPMG to replace Kinsella with Donovan as

6

the partner in charge of the New Century account in early 2005.

7

Kinsella was well respected by the Audit Committee and was viewed as

8

a valued resource. Donovan, on the other hand, was new to KPMG, and

9

concerns arose within the Audit Committee whether Donovan had a

10

sufficient understanding of the issues facing the subprime industry, and

11

whether he had sufficient stature within KPMG.

12

Although requested by the Audit Committee, KPMG refused to

13

provide another engagement partner and the Audit Committee briefly

14

considered replacing KPMG in early 2005.

15

Committee determined that a switch to a new accounting firm would be

16

tremendously disruptive and would send a bad signal to its lenders.

17

Accordingly, KPMG continued to be retained by the Audit Committee.

18

Examiner’s Report at 441 (emphasis added).

19

224. Second, the Examiner noted how KPMG’s audit team was unwilling

20

to challenge its client New Century and how, in some instances, KPMG’s audit

21

team acted as advocates for the Company and opposed other internal experts

22

within KPMG:

Ultimately, the Audit

23

KPMG’s engagement team seemed unduly willing to acquiesce in

24

New Century’s departures from prescribed accounting methodologies

25

and often seemed to resist or ignore suggestions from specialists within

26

KPMG that New Century improve its accounting practices or do a better

27

job of explaining its departures from prescribed accounting practices. At

28

times, it appeared that senior people on the KPMG engagement team
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became advocates for or defenders of New Century’s accounting

2

practices when those practices were questioned by KPMG specialists

3

who had greater knowledge of relevant accounting guidelines and

4

industry practices.

5

* * *

6

[N]ot only was the engagement team weak in experience, but

7

Donovan and, to some extent, Kim, appeared unwilling to challenge the

8

client, and in some instances may have acted as advocates for the

9

Company.

For example, a dispute arose between a KPMG FDR

10

[Financial Derivatives Resources] specialist and the engagement team in

11

March 2006 that threatened the timely filing of New Century’s Form 10-

12

K for 2005, as discussed below. Donovan was frustrated with the

13

specialist’s concerns - which were later determined to be legitimate- and

14

was able to get KPMG’s “clean” opinion issued despite those concerns.

15

* * *

16

Another example is how, despite repeated concerns from

17

KPMG’s own internal specialists (SFG) regarding the discount rate used

18

to value New Century’s residual interests, as discussed above in Section

19

VI.B. and below, Donovan supported the Company’s discount rates in

20

the face of opposition first from New Century Management and later

21

from a Board committee to increasing those rates.

22

A third example relates to an email request from a junior auditor

23

to Tony Sanchez seeking what appeared to be legitimate information on

24

a number of audit issues, which Sanchez forwarded to Kenneally.

25

Kenneally then forwarded the e-mail to Kim, complaining about the

26

junior auditor and stating that he is not the “KPMG Training Center.” In

27

response, instead of recognizing the validity of the auditor’s questions,

28

Donovan adopted Kenneally’s view that the questions required obvious
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
145

Case 2:07-cv-00931-DDP-JTL

Document 269-3

Filed 04/30/2008

Page 50 of 50

1

answers and that the questions should have been filtered first, while Kim

2

pointed out that “some of the answers were not straight forward [sic]

3

(e.g., Look for residuals to see if they are still on the books”).

4

* * *

5

Donovan’s focus on preserving the client relationship is reflected

6

in his performance evaluations for the applicable period. In particular,

7

with respect to New Century, Donovan stated in three different

8

appraisals in 2005—a “goal setting” review, an interim review and a

9

year-end review—that there had been “no loss of client service” and that

10

he had developed “good relationships” with the client’s team. In another

11

review in 2006, Donovan stated that he had to deal with “significant

12

client service and technical issues that I was able to overcome and find a

13

good middle ground for the client.” Examiner’s Report at 335, 472-73

14

(emphasis added, footnotes omitted).

15

225. Donovan’s disregard of KPMG’s internal derivatives and hedging

16

specialists’ concerns and inconsistent representations to New Century’s Audit

17

Committee are particularly revealing. The Examiner reported:

18

In the fall of 2005, [internal KPMG specialists] Klinge and

19

Munoz were assigned to assist in the audit of the Company’s 2005

20

financial statements in order to provide specialized expertise and

21

“quality control” with respect to derivatives and hedging issues that

22

arose in the context of the audit. Among Klinge’s primary tasks was

23

determining whether the Company’s hedge accounting conformed to

24

FAS 133 (Accounting for Derivative Instruments and Hedging

25

Activities). Many weeks later, however, Klinge and Munoz had not

26

received any of the documentation they had requested in order to begin

27

their review. Klinge alerted Donovan to this fact in an e-mail dated

28

January 17, 2006. Klinge cautioned Donovan that the delay might
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1

complicate the timely resolution of any accounting issues discovered in

2

connection with their analysis.

3

Despite the fact that Klinge had indicated on January 17 that he

4

had received no documents to begin his analysis, two weeks later, on

5

February 1, 2006, Donovan represented to New Century’s Audit

6

Committee that an “outside expert” had been engaged to review the

7

Company’s derivatives documentation, and that the Company’s hedge

8

accounting satisfied FAS 133. Donovan did not consult Klinge prior to

9

making this representation of FAS 133 compliance to the Audit

10

Committee because Donovan “didn’t think there was going to be an

11

issue.” Klinge was unaware that Donovan had made this representation

12

to the Audit Committee.

13

Over the course of February 2006, a disagreement arose between

14

Donovan and Klinge stemming from Klinge’s unwillingness to “sign-

15

off” on the Company’s hedge accounting because he had not seen

16

sufficient documentation to support the Company’s cash-flow hedging

17

practices.

18

KPMG could not release its opinion.

19

February, Donovan brought in KPMG’s Department of Professional

20

Practice (“DPP”) to attempt to resolve the disagreement.

Per KPMG policy, until the disagreement was resolved,
Ultimately, in mid to late

21

On March 2, 2006, Donovan participated in another Audit

22

Committee meeting, and informed the Committee of an “open audit

23

issue” regarding New Century’s hedge accounting and a potential

24

deficiency relating to the Company’s hedging documentation. Donovan

25

indicated that the issue “should be resolved in the next day or two after

26

KPMG’s [DPP] had finished reviewing all of the documentation.” Soon

27

thereafter, the DPP gave Donovan a “verbal approval” of the Company’s

28

hedge accounting, which he then passed along to Kenneally. On March
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1

3, 2006, Kenneally sent an e-mail to the Board of Directors in which he

2

stated: “KPMG’s Department of Professional Practice has accepted our

3

hedge accounting treatment . . . the result is a PASS, and as we

4

discussed, there will be no adjustment to the financial statements.”

5

Kenneally forwarded this e-mail to Donovan and Kim. Klinge informed

6

the Examiner that he had never seen Kenneally’s e-mail and did not

7

know that any such representation had been made to the Board of

8

Directors.

9

The issue, however, had not yet been resolved to Klinge’s

10

satisfaction and it was still holding up KPMG’s audit opinion, a fact that,

11

according to then-CFO Dodge, was not communicated to New Century

12

until just hours before the Company’s Form 10-K filing deadline on

13

March 16. In an e-mail exchange in the late evening of March 15, 2006,

14

Kim learned that Klinge was not prepared to sign off on the FDR review

15

and Kim informed Donovan. In an e-mail exchange with Klinge on the

16

morning of March 16, Donovan stated: “I am very disappointed we are

17

still discussing this. As far as I am concerned we are done. The client

18

thinks we are done. All we are going to do is piss everybody off.”

19

Ultimately, KPMG issued its audit opinion minutes before the

20

Form 10-K was due and New Century timely completed its filing

21

deadline. A high-ranking member of DPP, Terri Iannaconi, authorized

22

Donovan to issue KPMG’s audit report following a lengthy emergency

23

conference call among Donovan, Macaulay, Kim and Klinge and various

24

members of DPP. Iannaconi also instructed Klinge to prepare and

25

forward to the engagement team a sign-off memorandum and directed

26

Kim to prepare a “disagreement memorandum” to document the dispute.

27

Examiner’s Report at 474-76 (emphasis added, footnotes omitted).

28
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1

226. The Examiner further found that “Iannaconi realized the following

2

day when she reviewed Klinge’s memorandum that open issues remained, which

3

presented a potentially significant problem in that KPMG had issued its clean

4

opinion already. The disagreement was not resolved completely, in fact, until the

5

following month. Klinge eventually received significant documentation to form a

6

conclusion, which was that the accounting treatment was improper and had

7

resulted in a misstatement of several million dollars.” Examiner’s Report at 476,

8

n.681 (emphasis added).

9

227. Third, the Examiner identified numerous facts demonstrating that

10

KPMG failed to follow GAAS in auditing New Century’s Allowance for Loan

11

Repurchase Losses reserve:

12

New Century’s Allowance for Loan Repurchase Losses was

13

identified as a critical accounting policy in both the Company’s public

14

filings and in KPMG’s audit planning documents.

15

accounting policy, the repurchase reserve was considered to have a high

16

subjective element and a possible material impact on the Company’s

17

financial statements. It also was an area of concern to New Century’s

18

Audit Committee and was generally discussed by KPMG at Audit

19

Committee meetings throughout 2005 and 2006.

As a critical

20

Despite its status as a critical accounting policy, New Century’s

21

repurchase reserve estimation process was not well organized and

22

documented. KPMG noted in its audit of New Century’s internal

23

controls in 2004, 2005, and 2006 that New Century had an internal

24

control weakness because it had not adopted formal policies and

25

procedures for the repurchase reserve estimation process.

26

* * *

27

[T]o calculate its repurchase reserve, New Century multiplied

28

whole loan sales in the current period by a fixed percentage. This
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1

percentage was derived from the ratio of actual repurchases made by the

2

Company during a specified historical time period to all whole loan sales

3

made over that same time period.

4

* * *

5

New Century’s repurchase reserve calculation assumed that all

6

repurchases were made within 90 days of the date New Century sold the

7

loans.

8

repurchases outstanding at the end of any particular quarter (e.g., first

9

quarter) were either repurchased or no longer susceptible to repurchase

10

as of the end of the next quarter (e.g., second quarter). Using this

11

example, the calculation for the second quarter, therefore, only took into

12

consideration potential repurchases related to whole loan sales for the

13

second quarter (the previous 90 days) and assumed that no potential

14

repurchases still existed from the first quarter or prior periods; that is, the

15

calculation was based on an assumption that no Backlog Claims existed.

For this reason, New Century assumed that any potential

16

* * *

17

The flawed 90-day look-back assumption enabled the backlog of

18

repurchase claims to exist and grow from period to period. By starting

19

over each quarter and only reserving for potential repurchases of loans

20

sold within the most recent quarter, New Century was failing to reserve

21

for the Backlog Claims - any potential repurchases of loans sold in any

22

prior periods.

23

increased, the number of Backlog Claims outstanding from prior periods

24

grew substantially and rolled over from period to period. New Century

25

was aware as of the end of 2004 that repurchases were increasing as a

26

result, at least in part, of repurchases rolling over from prior periods.

27

KPMG’s SOX 404 audit process and audit apparently failed to detect

28

this critical piece of information, or at least to realize its significance.

As market conditions worsened, and repurchases
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1

* * *

2

In connection with its 2005 audit, however, KPMG did, in fact,

3

obtain this critical information but then did nothing with it.

4

On February 10, 2006, Christina Chinn, the KPMG junior auditor

5

responsible for reviewing New Century’s repurchase reserve calculation

6

specifically solicited and obtained from Robert Lent in New Century’s

7

Secondary Marketing Group the amount of repurchase requests

8

outstanding as of December 31, 2005. Chinn told the Examiner that

9

Mark Kim asked her to obtain this information. Lent responded that

10

New Century had $188 million in outstanding repurchase requests as of

11

December 31, 2005. A substantial portion of these $188 million in

12

outstanding repurchase requests likely were Backlog Claims relating to

13

loans sold prior to the fourth quarter of 2005 that were not being

14

accounted for in the repurchase reserve calculation.

15

While in possession of this critical information, KPMG approved

16

New Century’s repurchase reserve calculation which ignored the claims

17

received by the Company.

18

calculation estimated the amount of repurchases based only on historical

19

actual repurchases as a percentage of whole loan sales applied to the

20

whole loan sales made in the fourth quarter of 2005. At year-end 2005,

21

using New Century’s traditional method of simply calculating the

22

historical percentage of whole loan sales that the Company repurchased

23

(0.659%) and applying that percentage to the whole loans sales from the

24

fourth quarter of 2005 (approximately $10.7 billion), New Century

25

estimated only approximately $70 million in potential future

26

repurchases, although New Century was already in possession of

27

repurchase claims totaling $188 million.

Instead, as with all prior periods, the

28
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1

KPMG was aware of these $188 million in outstanding claims

2

and even referenced them in the repurchase reserve workpaper for the

3

period, but did not take them into consideration whatsoever in evaluating

4

the sufficiency of New Century’s repurchase reserve calculation. The

5

audit workpapers contain no evidence of additional testing or any other

6

substantive procedures performed on these outstanding repurchase

7

claims as of December 31, 2005 to determine if any or all were Backlog

8

Claims relating to loans sold prior to the fourth quarter of 2005 that were

9

not being accounted for in the repurchase reserve calculation. Chinn

10

could not even explain why KPMG requested this information or if

11

KPMG had ever requested it from New Century in any prior or

12

subsequent periods.

13

Applying even the simplest of calculations to this information -

14

for example, the percentage of repurchase claims that New Century

15

ultimately repurchased historically - would have revealed that New

16

Century was substantially underreserved. A review of the loan sales that

17

were the subject of the repurchase claims would have revealed that the

18

claims related to sales made in prior periods such that reserving only for

19

sales made in the last 90 days was a critical error. Comparing the

20

number to prior periods and to subsequent periods would have revealed

21

that the number of outstanding repurchase claims was growing period to

22

period, which would have been a clear sign of a mounting problem,

23

especially given that New Century itself had done nothing to adjust its

24

methodology to account for the increasing amount of Backlog Claims.

25

KPMG, however, appears to have done nothing with this critical

26

information as well, and instead, merely made a passing reference to it in

27

a workpaper. KPMG failed to consider the financial statement impact of

28

these repurchase claims or further investigate the treatment of these
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1

claims whatsoever.

2

professional care, as required by GAAS, and a failure to obtain sufficient

3

competent evidence to provide reasonable assurance that the accounting

4

estimate was reasonable and presented in conformity with applicable

5

accounting principles.

Such an oversight constitutes a lack of due

6

* * *

7

The same KPMG 2005 repurchase reserve analysis workpaper

8

noted that repurchases had more than doubled during 2005 compared to

9

2004 from $135.4 million to $332.1 million.

Notwithstanding this

10

substantial increase in repurchases, and direct knowledge of an

11

additional $188 million in outstanding repurchase claims, New

12

Century’s repurchase reserve actually decreased slightly from the end of

13

2004 to the end of 2005. KPMG made note of this in its workpaper but

14

Chinn could not recall any related discussions or concerns by anyone

15

within KPMG. Instead, KPMG concluded that the amount reserved was

16

reasonable without any additional inquiry. This also demonstrates a lack

17

of due professional care as required by GAAS. Examiner’s Report at

18

477-83 (emphasis added, footnotes omitted).

19

228. Also concerning the Allowance for Repurchase Losses reserve, the

20

Examiner reported facts demonstrating how KPMG violated GAAS in failing to

21

test whether New Century’s reserve included Interest Recapture:

22

Specifically, Chinn recalled a meeting she attended with

23

Kenneally and Kim where Kim specifically asked Kenneally whether

24

New Century’s repurchase reserve included an interest component.

25

Chinn recalled that Kenneally responded that interest was included in

26

the component of the reserve known as “Estimated Losses on Future

27

Repurchases.”

28
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1

KPMG did nothing, however, to test this representation. Chinn

2

confirmed that KPMG took Kenneally’s representation at face-value

3

and then repeated it in its repurchase reserve workpaper for the 2005

4

audit. In fact, the “Estimated Losses on Future Repurchases” did not

5

include an interest component. It consisted solely of the estimated

6

loss on the sale of repurchased loans based on the historical losses

7

incurred over the prior three years.

8

minimal testing of Management’s representations, it would have

9

determined that, in violation of GAAP, the reserve did not account for

10

Had KPMG performed even

the Interest Recapture component.

11

* * *

12

KPMG’s failure to test whether interest was, in fact, included in

13

the repurchase reserve calculation for all applicable periods (as

14

required by GAAP) violated GAAS. KPMG’s 2005 audit procedures

15

and 2006 first and second quarter reviews failed to identify this departure

16

from GAAP. KPMG failed to obtain sufficient competent evidence to

17

provide reasonable assurance that the accounting estimate was

18

reasonable and presented in conformity with applicable accounting

19

principles and in doing so, breached the standard of due care. Examiner’s

20

Report at 483-84 (emphasis added, footnotes omitted).

21

229. Also concerning the Allowance for Repurchase Losses reserve, the

22

Examiner reported facts demonstrating how KPMG failed to follow GAAS in

23

reviewing the Lower of Cost or Market (“LOCOM”) adjustment New Century was

24

applying to its repurchased loans:

25

[P]rior to the second quarter of 2006, New Century calculated a

26

LOCOM adjustment for repurchased loans included in LHFS [Loans

27

Held For Sale] as part of the repurchase reserve calculation, but reported

28

this amount on its balance sheet as part of LHFS in the LOCOM
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1

valuation account. The Examiner determined that the prices (or marks)

2

that New Century used to value repurchased loans in the fourth quarter

3

of 2005 and first quarter of 2006 were not consistent with the marks used

4

in its LOCOM analysis for its LHFS portfolio. . . . As a result of this

5

misapplication of LOCOM for repurchased loans included in LHFS, the

6

LHFS portfolio was overstated in the Company’s financial statements by

7

at least $9.8 million for the year-ended December 31, 2005 . . . .

8

* * *

9

Second, the Examiner found that New Century did not apply

10

LOCOM in a manner consistent with industry practice, thereby enabling

11

the Company to conceal losses in its LHFS portfolio by offsetting losses

12

in certain loan categories with gains in other loan categories. In applying

13

LOCOM, New Century first determined the market value of LHFS

14

separated by loan categories related to risk and loss. However, it then

15

collapsed those separate categories and re-aggregated the entire pool of

16

LHFS for LOCOM purposes. As a consequence, loan losses in some

17

categories, such as non-performing loans, were offset by gains in other

18

categories.

19

consistently determined that a LOCOM adjustment was not required and

20

that it did not have to mark down the value of the “scratch and dent” and

21

other non-performing loans. The Examiner believes the practice of re-

22

aggregating loans into a single category after the loans were priced, and

23

using gains to offset losses, is inconsistent with industry practice in

24

applying and interpreting FAS 65.

By utilizing this practice, New Century Management

25

* * *

26

In its 2005 audit and 2006 quarterly reviews, KPMG examined

27

New Century’s LOCOM analysis and determined that it was reasonable.

28

When questioned about this practice by the Examiner, Kim and
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1

Donovan both stated that the practice was acceptable because it was

2

technically permitted under FAS 65. This conclusion does not evidence

3

proper consideration of industry practice or the overall impact of the

4

accounting treatment on the financial statements presented.

5

Minimal research and analysis by the KPMG engagement team

6

would have revealed that New Century’s LOCOM analysis was not only

7

contrary to industry practice, but that it operated to conceal losses and

8

prevent the mark-down of the value of non-performing repurchased

9

loans. KPMG’s failure to recognize this valuation issue evidences a lack

10

of due care in performing the audit and reviews. Moreover, as a result of

11

this failure, KPMG did not properly advise Management or the Audit

12

Committee that: (l) New Century’s LOCOM analysis was not consistent

13

with industry practice; (2) the practice had the potential to conceal

14

losses; and (3) the practice actually did cause New Century to conceal

15

losses and overstate the LHFS balance. Examiner’s Report at 489-91

16

(emphasis added, footnotes omitted).

17

230. Also concerning the Allowance for Repurchase Losses reserve, the

18

Examiner reported facts demonstrating how KPMG violated Auditing Standard No.

19

2 (“AS 2”) of the PCAOB in failing to reveal a material weakness in internal

20

control:

21

During the 2004 SOX audit, KPMG concluded that New

22

Century lacked written policies and procedures for estimating the

23

repurchase reserve. In 2005, despite the Company’s failure to develop

24

and implement a formal policy for the second year in a row, KPMG

25

concluded that this deficiency was not significant.28

26
27
28

28

“In addition, in its SOX review for 2005, KPMG identified New Century’s failure to adopt a
formal policy for estimating the repurchase reserve a control deficiency. . . . KPMG observed in
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1

* * *

2

Despite its status as a significant financial account, KPMG’s

3

SOX walkthrough of New Century’s repurchase reserve estimation

4

process in 2004 and 2005 failed to detect the lack of effective controls

5

relating to the communication of repurchase requests from New

6

Century’s Secondary Marketing Department to the Accounting

7

Department.

8

calculating the reserve, yet no procedures existed in either the

9

Accounting Department or Secondary Marketing for communication

10

between the two departments of anything other than actual repurchases

11

made. KPMG’s SOX walkthrough should have revealed this lack of

12

communication. Indeed, as a result, New Century’s repurchase reserve

13

methodology only took into consideration repurchases actually made, and

14

not repurchase requests received. KPMG’s internal control review was

15

equally deficient because it started its review with repurchases actually

16

made instead of beginning at the time when repurchase requests were

17

first received.

18

repurchase claims that should have been properly included as part of the

19

repurchase reserve calculation methodology. KPMG should not have

20

issued an unqualified opinion on the adequacy of New Century’s

21

internal controls in light of this glaring disconnect between the two

22

departments primarily responsible for this significant financial account.

The Accounting Department was responsible for

As a result, KPMG missed the growing backlog of

23

During the 2004 year-end audit, KPMG noted that the principal

24

balance of loans repurchased in the fourth quarter of 2004 soared to

25

$58.7 million as compared with $22.8 million in the prior quarter.

26

KPMG workpapers note that “the bulk of Q4 2004 repurchases took

27
28

its 2005 SOX audit that New Century had failed to take steps to remedy the 2004 problem in
2005.” Examiner’s Report at 194.
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1

place in November 2004.” Some of the increase was attributed by

2

KPMG to the repurchase of “a bulk of loans from Morgan Stanley due to

3

first payment default.” KPMG’s workpapers do not indicate that any

4

other follow-up or substantive testing was performed to confirm this

5

response or calculate the impact on the applicable accounts. An internal

6

New Century communication from Cloyd to Walker noted that the

7

increase was due, in part, to the fact that “many of the loans repurchased

8

were from prior quarters and months leading to the increased volume and

9

discount.” It is not clear whether this information was conveyed to

10

KPMG, but it likely was conveyed because KPMG had specifically

11

inquired regarding the November 2004 repurchase spike. In any event,

12

KPMG’s lack of diligence during the SOX 404 audit process failed to

13

detect the fact that as early as 2004, repurchase claims were rolling over

14

from one quarter to the next. As a result, KPMG and New Century

15

missed an important opportunity to identify this material weakness in the

16

repurchase claims process at a time when KPMG was on notice of the

17

issue.

18

As a result of the material weakness with respect to New

19

Century’s repurchase reserve calculation process, KPMG’s unqualified

20

opinion in 2005 on the adequacy of New Century’s internal controls

21

over financial reporting violated AS 2. In addition, KPMG violated AS 2

22

by not informing the Audit Committee of the material weakness.

23

Examiner’s Report at 491-92 (emphasis added).

24

231. Fourth, the Examiner identified numerous facts demonstrating that

25

KPMG’s 2005 audit of New Century’s Residual Interests violated GAAS:

26

KPMG identified New Century’s residual interest valuations, like

27

the repurchase reserve, as a critical accounting policy, which reflected

28

KPMG’s judgment that it was “both most important to the portrayal of
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1

the company’s financial condition ... and require[d] management’s most

2

difficult, subjective or complex judgments ....” Nonetheless, KPMG

3

failed to detect the material overstatement of the value of the Company’s

4

residual interests in the 2005 year-end financial statements and in its

5

2006 interim financial statements.

6

concluded—and represented to the Company’s Audit Committee—that

7

the Company’s residual interest valuations were reasonable and KPMG

8

issued an unqualified audit opinion on the 2005 year-end financial

9

statements.

Indeed, KPMG consistently

10

GAAS, as described above, requires independent auditors to

11

exercise due care in the planning and performance of an audit. The

12

Examiner finds that KPMG failed in its duties.

13

* * *

14

In 2004, 2005 and 2006, KPMG identified a number of internal

15

controls deficiencies with respect to the residual interest valuation

16

process. As discussed in greater detail in Section VIII., during its 2004

17

internal control review, KPMG documented a significant deficiency in

18

internal controls surrounding residual interests, noting that New Century

19

did not have adequate documentation supporting its valuation of residual

20

interests.

21

* * *

22

KPMG reported this as a significant deficiency to New Century in

23

its year-end management letter. KPMG’s 2004 workpapers indicate that

24

the Company remediated this deficiency as of year-end based on

25

KPMG’s review of the minutes of a REIT Committee meeting in late

26

January 2005 at which the topic of residual interest valuations was

27

discussed. Not only did the REIT Committee meeting occur after year

28
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1

end, but the documentation provided does not appear to have addressed

2

the specific concerns underlying the deficiency finding.

3

In 2005, KPMG also identified thirteen control deficiencies

4

relating to the residual interest valuation process. Notably, the identified

5

deficiencies included concerns relating to missing policies, support for

6

assumptions and documentation. Similarly, KPMG’s draft workpapers

7

for its 2006 SOX 404 audit noted a number of deficiencies related to

8

residual interest valuation, including the recurring theme that

9

“[m]anagement does not have a regular, documented process in place to

10

determine a threshold at which to adjust assumptions in the residual asset

11

models.”

12

* * *

13

The assumptions underlying Management’s residual interest

14

valuations were accepted as reasonable by KPMG in the absence of

15

sufficient evidence to support those assumptions. In light of the lack of

16

internal controls surrounding residual interest valuation, and, in

17

particular, a lack of documentation to support the assumptions, KPMG

18

did not exercise appropriate professional skepticism in conducting its

19

audits and reviews. Applicable professional auditing standards required

20

KPMG to adopt “an attitude that includes a questioning mind and a

21

critical assessment of the audit evidence,” or to obtain sufficient

22

evidence to support Management’s assumptions. KPMG’s acceptance

23

of Management’s assumptions without supporting evidence represents a

24

clear departure from GAAS and a lack of professional care. Examiner’s

25

Report at 493-95 (emphasis added, footnotes omitted).

26

232. The Examiner reports facts demonstrating numerous other GAAS

27

violations in KPMG’s audit of New Century’s Residual Interests concerning KPMG’s

28
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1

disregard of New Century’s aggressive discount rates and “par value” assumption and

2

New Century’s failure to update its models which had known reliability problems:

3

First, as discussed in Section VLB., the Examiner has concluded

4

that the discount rates used by New Century in calculating the value of

5

its residual interests were too low as of year-end 2005 and through the

6

first three quarters of 2006. Specifically, the Examiner has concluded

7

that the discount rates should have been no less than 15% and 17%,

8

respectively, for the CE securitizations and NIMS as of year-end 2005

9

and that New Century’s financial statements overstated the value of the

10

Company’s residual interests for that period by at least $14.8 million

11

because it relied upon unduly low discount rates of 12% and 14%.

12

KPMG effectively approved New Century’s discount rates despite clear

13

indications that they were not appropriate from, among others, KPMG’s

14

own internal SFG specialists.

15

* * *

16

As early as the first quarter of 2005, KPMG knew that the

17

Company’s discount rates were aggressive. Indeed, each SFG review

18

revealed this fact, quarter after quarter. Specifically, the audit assist

19

memoranda Carnahan prepared in the first three quarters of 2005 stated

20

that New Century’s discount rate “is at the low end of the range

21

compared to similar issuers” with “other issuers ... typically using

22

residual asset discount rates principally ranging from 12% to 35%.”

23

SFG recommended that the engagement team obtain from New Century

24

information supporting the use of its relatively low discount rates, such

25

as a letter from an investment bank or market information for a

26

comparable asset.

27

repeatedly concluded that the residual interest valuations were

Despite SFG’s findings, the engagement team

28
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1

reasonable and proper, without insisting, during its quarterly reviews, on

2

the documentation that the SFG had recommended.

3

New Century ultimately provided supporting documentation to

4

KPMG in January 2006 in connection with the 2005 audit. Although the

5

engagement team determined that the discount rates were reasonable

6

based on this documentation, the SFG considered the Company’s

7

documentation to be insufficient because New Century provided

8

comparative market data for various bonds and had concluded that a

9

corporate junk bond supported its low discount rates. SFG did not view

10

this as an appropriate comparison. Moreover, SFG expressed increasing

11

concern that the Company’s discount rates were inconsistent with rates

12

used in comparable sales of residual interests by New Century’s peers.

13

For example, in an e-mail dated February 14, 2006, Carnahan noted that

14

“[w]e have numerous clients that have sold Residuals in the last year and

15

the average discount rate . . . has been 18% to 23%" for non-NIMS and

16

two other clients use rates of 35% and 40% for N1MS .... [T]his client

17

[New Century] has the lowest sub-prime Residual discount rates of any

18

client that I am aware of, which we have consistently communicated.”

19

(emphasis added) Nonetheless, less than two months later, the KPMG

20

engagement team’s conclusion memorandum states, as it had stated for

21

the previous quarters: “Given the Company is in sub-prime lending, the

22

assumed discount rates appear reasonable . . . .”29

23

* * *

24
25
26
27
28

29

“The repeatedly expressed and increasingly strong expressions of concern by SFG seemed to
have little impact on KPMG’s engagement team. Neither Donovan nor Kim was troubled that
the engagement team may not have insisted upon the supporting documentation that SFG had
recommended during each quarterly review in 2005 and 2006.” Examiner’s Report at 288
(emphasis added).
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1

The Examiner also is critical of New Century’s unquestioning

2

reliance upon its assumption that remaining loans would be sold at par

3

upon collapse of a securitization. The Examiner has not found any

4

evidence, however, that KPMG challenged New Century’s reliance upon

5

this “par value” assumption throughout 2004, 2005 and 2006.

6

determining that the par value assumption was reasonable, KPMG

7

appears to have relied only on information obtained from the Company

8

that the remaining loans in a small number of older deals had been sold

9

“at about par” when those deals collapsed, claiming that “the Company

10

has enough internal historical data of its own in order to evaluate the

11

reasonableness of assumptions.” New Century departed from the par

12

value assumption on its own initiative in February 2007.

In

13

The par value assumption was embedded in all of the Company’s

14

many residual interest valuation models, including the models that the

15

SFG reviewed each quarter. At a minimum, KPMG’s engagement team

16

should have challenged this assumption as early as 2005 by requesting

17

that New Century provide documentation that would explain and support

18

its reliance upon the par value assumption.

19

* * *

20

[Since the first quarter of 2005,] KPMG’s SFG consistently

21

recommended that the KPMG engagement team analyze New Century’s

22

prepayment

23

assumptions were considered “low compared to those of similar issuers,

24

the prepayment performance in the industry, and the Pool’s historical

25

performance.” As discussed above, SFG also recommended that New

26

Century update these assumptions because New Century’s actual

27

prepayment results repeatedly differed from its projected results, but the

28

engagement team did not press this point and New Century did not

assumptions

because

the

Company’s

prepayment
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1

adjust its assumptions until February 2007. The engagement team’s

2

conduct with regard to this critical assumption in New Century’s residual

3

interest valuation models is further evidence of a lack of due professional

4

care.

5

* * *

6

In sum, the Examiner finds that, particularly with respect to the

7

discount rate and par value assumptions, KPMG’s engagement team

8

should have questioned Management and, in general, exhibited a far

9

greater degree of professional skepticism with respect to the Company’s

10

assumptions by, for example, including demanding more evidence to

11

support those assumptions. In addition, KPMG’s workpapers and the

12

Examiner’s interviews indicate that members of the engagement team

13

believed that Management was not reviewing the validity of its own

14

assumptions for pre-2003 securitizations as of at least late 2005. Such a

15

belief should have triggered further inquiry of Management, at

16

minimum, to determine why they were no longer updating the

17

assumptions and follow-up testing to determine whether the assumptions

18

were adequate.

19

* * *

20

Moreover, as discussed in Section VI.B. and as summarized

21

below, KPMG personnel knew that the models used by Management to

22

calculate residual interest valuations were flawed and had generated

23

errors. The reliability of the models was repeatedly called into question.

24

In its audits and reviews of New Century’s residual interest valuations,

25

KPMG determined on a number of occasions that the models contained

26

errors. In early 2006, an error caused by the failure to include private

27

mortgage insurance in one of the 2005 securitization models was

28

deemed to be significant and required a $9 million write-down. The
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1

error, which existed at December 31, 2005 and which overstated the

2

value of the Company’s reported residual interest assets, was detected by

3

SFG in its testing of a sample of models in the first quarter of 2006.

4

* * *

5

The Examiner finds that, had KPMG exercised appropriate

6

professional skepticism with respect to the reliability of the models and

7

conducted more rigorous testing (instead of relying solely on

8

Management’s representations that variances were caused by “minor

9

flaws”), these deficiencies would have been discovered much earlier.

10

That KPMG never challenged the continued use of the internally

11

developed models is yet another example of a lack of professional

12

skepticism exhibited by the engagement team and a failure of the team to

13

obtain sufficient and competent evidence to support a valuation estimate.

14

This failure is particularly notable given that, several years before, with

15

respect to New Century’s financial statements for the year ended

16

December 31, 2000, KPMG discovered a calculation error in the residual

17

interest models that led to a $70 million write-down that resulted in the

18

first loss in New Century’s history. Examiner’s Report at 495-501

19

(emphasis added, footnotes omitted).

20

233. Fifth, the Examiner identifies facts demonstrating numerous other

21

GAAS violations by KPMG revealing a lack of professional skepticism and due

22

care and acquiescence by KPMG in the Company’s aggressive accounting policies

23

and practices:

24

The Examiner’s investigation also revealed other errors in New

25

Century’s financial statements, as discussed above, and corresponding

26

audit and quarterly review failures by KPMG. While the Examiner is not

27

in a position to conclude whether these errors caused a material

28

misstatement, they nonetheless reflect, at best, a lack of professional
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1

skepticism and due care in KPMG’s audits and reviews and, at worst,

2

an acquiescence by KPMG in New Century’s aggressive accounting

3

policies and practices.

4

* * *

5

Based on the Examiner’s review, and the fact that KPMG assigned

6

some risk to ALL [Allowance for Loan Losses] calculations year over

7

year, the Examiner has concluded that KPMG’s review and audit of

8

ALL did not comport with applicable professional standards. KPMG

9

commented at various times in 2004 through 2006, in both the general

10

audit workpapers and those related to internal controls over financial

11

reporting, that the Company did not adequately document its

12

methodology for its ALL, and yet KPMG allowed the same

13

deficiencies to remain unremediated each year.

14

assumptions used to estimate the ALL were not updated for the trends in

15

actual performance or Management’s revised expectations.

16

failed to insist that New Century update the models that KPMG knew

17

were incorrect and which resulted in inaccurate amounts for the ALL.

18

KPMG’s failures likely violated its obligation to use due care and

19

exercise professional skepticism in accordance with AU § 230.

20

Additionally, KPMG failed to obtain sufficient evidence and

21

improperly relied on assertions of Management regarding ALL

22

estimates in violation of AU §§ 326 and 342. Finally, KPMG also did

23

not modify its audit plan appropriately in light of the circumstances

24

identified by KPMG as affecting ALL calculations for 2004 and 2005.

25

Lack of documentation for the ALL estimation was identified

26

as an issue for New Century as early as 2004. On March 15, 2005,

27

KPMG sent a letter to Dodge regarding the 2004 audit of internal

28

controls over financial reporting. The letter identified the following

Additionally, the
KPMG
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1

significant deficiencies with the ALL: (i) Management’s failure to

2

create adequate documentation evidencing the appropriate application

3

of GAAP to ALL; and (ii) Management’s lack of adequate

4

documentation to support the loss curves used in determining ALL.

5

* * *

6

The Examiner found no evidence that New Century provided

7

KPMG with the missing ALL documentation identified by the specialist

8

from 2004 through 2006. Substantially similar deficiencies were noted at

9

several points over the three-year period and there is no evidence that

10

these deficiencies were remediated. The substantive guidance in the

11

area of ALL contained in SAB 102 and FRR 28 focuses predominantly

12

on the necessity for documenting the Company’s support for the amount

13

and methodology of estimating the ALL. There is no evidence for the

14

years 2004 through 2006 that New Century had such documentation or

15

that KPMG tested for remediation and documented the results in its

16

workpapers.

17

* * *

18

New Century improperly recorded the initial values of its MSRs

19

[Mortgage Servicing Rights] by using estimates of market value, as

20

opposed to allocating the carrying amount of the loans transferred

21

between the assets sold and the interests retained, as required by FAS

22

140.

23

disclosures that it conducted a quarterly impairment assessment of its

24

MSRs, New Century could not have meaningfully undertaken that

25

analysis in light of its failure to book the initial values of these assets

26

appropriately.

As a result, although the Company claimed in its public

27

In connection with the 2005 audit, KPMG observed that New

28

Century did not perform a formal valuation of its MSRs portfolio
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1

(relying instead upon quoted market prices on historical transactions

2

to estimate the fair value of its MSRs). KPMG’s SFG recommended

3

in February of 2006 that the Company obtain at least one independent,

4

third-party valuation to support its internal valuation, but there is no

5

indication

6

recommendation with New Century. Further, New Century did not

7

conduct a formal valuation of its ongoing servicing operations, which

8

created the possibility of a GAAP violation, as FAS 140 requires all

9

institutions conducting loan sales and securitizations to perform

that

the

KPMG

engagement

10

ongoing

11

amortization and impairment analysis.

valuations

of

their

servicing

team

pressed

portfolios,

this

including

12

To the extent that the Company attempted to amortize the net

13

gains or losses from its MSRs, it did so using a simple, linear

14

approach.

15

proportional amortization method be used for this purpose. KPMG

16

was aware of this departure from FAS 140, which was mentioned in a

17

draft audit assistance memorandum from SFG relating to the 2005

18

audit. In addition, that same draft contained a comment inquiring

19

about the quantitative impact of this improper amortization method

20

and raising the possibility of an audit difference. It does not appear

21

that KPMG or the Company ever calculated that impact.

This violates the requirement of FAS 140 that a net

22

Nonetheless, the Company represented (inaccurately) in its

23

2005 financial statements that its accounting for MSRs complied with

24

GAAP. KPMG’s awareness of potential GAAP shortfalls outlined

25

above, and its failure to quantify their impact, reflect a lack of due

26

professional care.

27

under applicable professional standards, KPMG should have

28

conducted additional inquiry and testing to determine the impact of

At a minimum, consistent with its obligations
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Its failure to do so was inconsistent with

3

* * *

4

In connection with the 2005 audit, as discussed above, KPMG

5

appointed FDR specialist John Klinge to the New Century engagement.

6

In connection with his review of New Century’s hedging for the 2005

7

audit, Klinge informed the engagement team that New Century had

8

failed to account for at least some of its IRLC as derivatives, which

9

represented a departure from GAAP. In New Century’s 2005 financial

10

statements, however, the Company stated that its “interest rate lock

11

commitments are considered to be derivatives and are recorded on our

12

balance sheet at fair value.” The KPMG engagement team determined

13

that the impact of the GAAP departure on the financial statements was

14

immaterial, but does not appear to have identified the disclosure

15

discrepancy.

16

Citing FAS 133, paragraph 29(b) (which deals with forecasting

17

the probability of a given transaction’s occurrence), Klinge also raised

18

questions during the 2005 audit regarding New Century’s use of a 48-

19

month assumption for interest cash flows, in light of the possibility for

20

borrower prepayment. In particular, Klinge maintained that he had not

21

seen adequate documentation to support this assumption. As discussed

22

above, the matter was ultimately escalated to KPMG’s DPP, which

23

considered and effectively set aside Klinge’s concerns on March 16,

24

2006, the deadline for filing the Company’s Form 10-K (thereby

25

allowing KPMG to issue its audit opinion and the Company to file the

26

Form 10-K). Nonetheless, Klinge’s documentation concerns do not

27

appear to have been addressed at the time the Form 10-K was filed, and

28

indeed, KPMG worked to document all matters to Klinge’s satisfaction
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1

over the next 45 days and get appropriate sign-off memoranda from

2

Klinge. Ultimately, KPMG required New Century to change its hedge

3

accounting treatment going forward to conform to Klinge’s concerns.

4

In addition, FAS 133 requires that a company’s hedge

5

documentation must be prepared contemporaneously with the inception

6

of the hedging relationship. Internal KPMG communications reveal that

7

KPMG was aware, as of June 2005, that much of the Company’s hedge

8

documentation for the first quarter of 2005 was in draft form. Although

9

“contemporaneous” is not defined in FAS 133, the SEC generally has

10

held public companies to a strict interpretation of the rule, and thus, draft

11

documentation that is not finalized until some time after the inception of

12

the hedging relationship likely does not satisfy FAS 133. KPMG should

13

have required New Century to furnish final documentation under GAAP

14

and its failure to do so reflects a lack of due care.

15

* * *

16

Of the $80.6 million purchase price for its Home123

17

subsidiary’s acquisition of RBC Mortgage’s prime mortgage

18

origination platform in September 2005, New Century recorded $77.7

19

million in goodwill.

20

losses of approximately $17 million between the date of acquisition in

21

September 2005 and the end of 2005, which was worse than New

22

Century had forecasted.

23

testing in connection with its 2005 audit, but concluded that no

24

impairment was warranted despite the $17 million in losses.

The RBC Mortgage business unit sustained

KPMG conducted goodwill impairment

25

* * *

26

Although KPMG’s 2005 audit workpapers contain New

27

Century’s discounted cash flow analysis for the RBC Mortgage

28

business unit, the workpapers do not appear to contain any evidence
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1

that KPMG ever tested or questioned, with any degree of professional

2

skepticism, the Company’s underlying revenue assumptions that were

3

used to generate the cash flows. In addition, KPMG did not document

4

its understanding of the source of the revenue projections or RBC’s

5

ability to achieve the forecasted revenues.

6

* * *

7

KPMG’s 2005 audit workpapers also do not appear to contain any

8

evidence that KPMG questioned or tested New Century’s discount rate

9

assumption of 15%. The Company used 20% when internally analyzing

10

the prime mortgage platform’s future business plans.

11

discount rate been used rather than 15%, New Century would have

12

been required to at least conduct the second step of impairment testing,

13

the more detailed analysis, in order to determine if goodwill should

14

have been impaired.

Had a 20%

15

Similarly, the Examiner concludes that KPMG failed adequately to

16

audit New Century’s goodwill impairment testing in connection with its

17

2005 audit. KPMG’s 2005 workpapers do not appear to contain any

18

documentation that evidences testing of the revenue and gross profit

19

projections upon which New Century relied or even the source of those

20

projections. The KPMG audit team apparently did not question or

21

rigorously test those revenue or gross profit projections, but instead

22

focused on the mathematical accuracy of the calculations used by the

23

Company’s cash flow model. It also does not appear that the audit team

24

raised questions during the 2005 audit concerning the 15% discount rate

25

that the Company used in that model. KPMG’s apparent failure to

26

obtain

27

reasonableness of the critical assumptions underlying the Company’s

28

fair value measurement, which were at the core of KPMG’s

sufficient

competent

audit

evidence

to

support

the
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1

impairment testing at year-end 2005, was inconsistent with KPMG’s

2

obligations under GAAS. Examiner’s Report at 502-12 (emphasis

3

added, footnotes omitted).

4

234. Sixth, the Examiner identified facts demonstrating that KPMG failed

5

to audit New Century’s internal controls in significant respects in accordance with

6

the standards of the PCAOB (particularly in 2005):

7

The Examiner finds that KPMG’s 2005 review of the adequacy of

8

New Century’s internal controls over financial reporting was not

9

conducted in accordance with AS 2 in certain significant respects, as

10

discussed below. On a preliminary note, the Examiner observes that, in

11

general, the 2005 review appears to have been less rigorous than either

12

the 2004 review or the subsequent 2006 review. The Examiner believes

13

that this likely is attributable to the limited relevant experience of the

14

senior associate primarily responsible for the review, Biddle, as

15

discussed above.

16

* * *

17

As discussed above, KPMG failed to identify certain deficiencies

18

in its 2005 audit of New Century’s internal controls with respect to

19

repurchase reserves and residual interest valuations. Many of these

20

deficiencies were noted in the draft workpapers for the 2006 audit of

21

internal controls as both material weaknesses and significant

22

deficiencies, but they existed at the time of the 2005 audit and should

23

have been identified at that time.

24

* * *

25

The Examiner found no evidence that the KPMG engagement

26

team engaged in a formal process to compare year over year deficiency

27

findings in connection with the 2005 SOX 404 audit. Conducting this

28

analysis would have been prudent given the wholesale turnover in the
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1

KPMG engagement team. This failure is significant, as it impacted the

2

planning for the SOX 404 audit in 2005, the evaluation of findings in

3

2005 and the planning for the year-end audits.

4

Specifically, the Examiner found no evidence of any significant

5

communication between the 2004 and 2005 engagement teams regarding

6

the SOX issues in workpapers, e-mails or interviews. Highlighting this

7

point, Biddle told the Examiner that she never discussed the New

8

Century audit engagement with the 2004 audit engagement partner,

9

Kinsella, even though she knew Kinsella and was working with him on

10

another engagement in 2005. Biddle also stated that she did not perform

11

a formal review of the internal control deficiencies identified in the prior

12

year or Management’s remediation of those deficiencies.

13
14
15
16
17
18
19
20
21
22

Under AS 2, an auditor is required to consider the following when
planning a SOX 404 audit:
•

Knowledge of the company’s internal control over financial

reporting obtained during other engagements.
•

Control deficiencies previously communicated to the audit

committee or management.
•

The extent of recent changes, if any, in the company, its

operations, or its internal control over financial reporting.
By not considering the prior year’s deficiencies, the planning for
the 2005 SOX 404 audit did not comply with AS 2.

23

In addition, because they were not aware of certain recurring

24

deficiencies, the KPMG SOX 404 audit team did not consider all of the

25

information available to them when assessing the significance of the

26

deficiencies noted in 2005. For example, as discussed above, KPMG

27

concluded in connection with its 2004 SOX 404 audit that New Century

28

lacked adequate documentation supporting its valuation of residual
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1

interests. Although KPMG reported this deficiency to Management,

2

KPMG’s workpapers do not adequately explain how the documentation

3

deficiency was remediated by the Company, and the Examiner does not

4

believe, based on his review of the support provided, that the Company

5

did remediate the deficiencies.

6

In 2005, KPMG identified 13 control deficiencies relating to the

7

residual interest process. However it raised none of them as significant

8

deficiencies, which would have necessitated a report to New Century’s

9

Audit Committee. Notably, the identified deficiencies included several

10

of the same concerns that were raised as significant deficiencies in 2004

11

and again later in 2006. Moreover, the KPMG team failed to document

12

its methodology for determining the severity of various control

13

deficiencies identified during the 2005 SOX 404 audit as required by AS

14

2. The absence of this documentation corroborates the Examiner’s

15

conclusion that many of KPMG’s severity determinations were based on

16

minimal analysis.

17

Had the 2005 engagement team considered the 2004 findings,

18

KPMG should have concluded that, at a minimum, significant control

19

deficiencies had persisted with respect to residual interests.

20

findings would have been reported to New Century’s Audit Committee,

21

as required by AS 2. As a result of these inadequacies in KPMG’s

22

review, however, the Audit Committee was never provided with the

23

opportunity to address the recurring deficiencies.

These

24

In connection with the 2006 SOX 404 review, KPMG

25

documented multiple internal control deficiencies with respect to the

26

residual interest valuation in its draft audit workpapers and assessed

27

internal controls as not operating effectively. These deficiencies, which

28
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1

are as follows, also would have existed at the time of the 2005 audit but

2

were not identified then by KPMG:

3

•

Management does not have a regular, documented process

4

in place to determine a threshold at which to adjust assumptions in the

5

residual asset models.

6

•

Management does not have adequate documentation to

7

support the reasonableness of the 12-14% discount rates used in the

8

valuation of the residual interests for the following reasons.

9

•

No external bid for residuals has been obtained.

10

•

Management analysis supports 13-18% discount rates for

11

CMO securities.

12

•

Management benchmarking indicates the discount rates

13

used by the Company are lower than competitors’ rates for comparable

14

transactions.

15

•

Company should independently validate the models to

16

ensure mathematical accuracy of the models and accurate valuation

17

based on market conditions.

18

A number of these deficiencies also were found by PwC in

19

February 2007 when it was retained by Bindra at New Century to review

20

certain models and the valuation process. PwC noted, in particular, a

21

lack of documentation to support certain assumptions and a lack of

22

controls for changes in assumptions used in the models. The fact that

23

KPMG did not identify in 2005 these same control issues, but instead

24

assessed internal controls as effective, is evidence of a lack of

25

professional care in the performance of the 2005 SOX 404 review.

26

Examiner’s Report at 513-15 (emphasis added).30

27
28

30

“The Examiner finds that KPMG impropery acquiesced in New Century’s reliance upon
aggressive or stale assumptions in its residual interest valuation models. The Examiner further
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1

235. All of these six categories of factual findings provide, in disturbing

2

detail, the numerous ways in which KPMG violated GAAS in its 2005 audits and

3

reviews and demonstrate that KPMG’s 2005 unqualified audit opinions which

4

stated that KPMG’s 2005 audits were performed in accordance with the standards

5

of the PCAOB were materially misstated when issued and at the time of the Series

6

B Preferred Stock offering.

7

VII. THE OFFERING REGISTRATION STATEMENT
AND PROSPECTUSES CONTAINED UNTRUE
STATEMENTS OF MATERIAL FACT31

8
9

A.

10

The Series A Preferred Stock Offering

236. In June 2005, New Century sold approximately 4,500,000 shares of

11

9.125%

12

approximately 300,000 shares sold to cover over-allotments, to the investing public

13

raising net proceeds of approximately $109 million. Defendants Bear Stearns,

14

Deutsche Bank, Piper Jaffray, Stifel Nicolaus, JMP Securities and Roth Capital

15

acted as underwriters for the offering.

Series

A

Cumulative

Redeemable

Preferred

Stock,

including

16

237. The Series A Preferred Stock was offered and sold pursuant to a shelf

17

registration statement on Form S-3 and prospectus, dated April 26, 2005 and May

18

6, 2005, signed by Defendants Morrice, Dodge, Cole, Gotschall, Black, Forster,

19

Lange, Popejoy, Sachs, Sandvik and Zona; a prospectus supplement filed on June

20

13, 2005, and a prospectus supplement, dated June 15, 2005

(the “Series A

21
22
23
24
25
26
27
28

finds that KPMG failed to insist that New Century cure significant internal control deficiencies
with respect to the valuation of residual interests, such as the absence of documentation
describing how the residual interest valuation models worked and how the assumptions used in
the models were established, revised or approved.” Examiner’s Report at 7.
31

In this section of the Second Amended Complaint, Plaintiffs have underlined all alleged
material misstatements made in or incorporated by reference into the Series A or B Preferred
Stock offerings and, in the paragraphs that follow, Plaintiffs explain why each underlined
statement was materially misstated when made at the time of the relevant offering by referring
only to facts set forth in the paragraphs above that were in existence at the time or prior to the
relevant offering. See also Exhibit D.
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1

Preferred Stock Prospectus”) which were filed with the SEC (collectively, the

2

“Series A Preferred Stock Registration Statement”).

3

238. The Series A Preferred Stock Registration Statement expressly

4

incorporated, inter alia, the following documents by reference: New Century’s

5

2004 Form 10-K, filed on or about March 16, 2005, and New Century’s Form 10-Q

6

for the quarter ended March 31, 2005, filed on or about May 10, 2005. The Series

7

A Preferred Stock Registration statement also presented selected balance sheet and

8

statements of income data purporting to reflect the Company’s financial

9

performance and assets and liabilities for, inter alia, the three months ended March

10

31, 2005. As set forth herein, the Series A Preferred Stock Registration Statement

11

and the Forms 10-K and 10-Q incorporated therein by reference pursuant to which

12

Plaintiff Carl Larson and other members of the Class were induced to purchase

13

New Century Series A Preferred Stock contained untrue statements of material

14

facts and omitted to state material facts required therein or necessary to make the

15

statements contained therein not misleading.

16

239. New Century’s 2004 Form 10-K, filed on or about March 16, 2005,

17

stated the following regarding the Company’s underwriting standards and loan

18

quality:

19

We originate and purchase primarily first mortgage products

20

nationwide. We focus on lending to individuals whose borrowing

21

needs are generally not fulfilled by traditional financial institutions

22

because they do not satisfy the credit, documentation or other

23

underwriting standards prescribed by conventional mortgage

24

lenders and loan buyers. We originate and purchase loans on the

25

basis of the borrower’s ability to repay the mortgage loan, the

26

borrower’s historical pattern of debt repayment and the amount of

27

equity in the borrower’s property, as measured by the borrower’s

28

loan-to-value ratio, or LTV.

We have been originating and
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1

purchasing subprime loans since 1996 and believe we have

2

developed a comprehensive and sophisticated process of credit

3

evaluation and risk-based pricing that allows us to effectively

4

manage the potentially higher risks associated with this segment of

5

the mortgage industry.

6

* * *

7

We have experienced considerable growth of our interest only

8

product. During the year ended December 31, 2004, originations

9

of interest-only loans totaled $8.1 billion, or 19.3%, of total

10

originations.

11

December 31, 2003 totaled $568.0 million, or 2.1%, of total

12

originations during this period. We believe our strict underwriting

13

guidelines and the stronger credit characteristics of these loans

14

mitigate their perceived higher risk.

Interest only originations during the year ended

15

* * *

16

For the year ended December 31, 2004, full documentation loans

17

as a percentage of originations totaled $21.5 billion, or 51.0%,

18

limited documentation loans totaled $2.0 billion, or 4.8%, and

19

stated documentation loans totaled $18.7 billion, or 44.2%. . . .

20

We designed our underwriting standards and quality assurance

21

programs to ensure that loan quality is consistent and meets our

22

guidelines, even as the documentation type mix varies.

23

* * *

24

We adhere to high origination standards in order to sell our loan

25

products in the secondary mortgage market. [Emphasis added.]

26

240. Even though these statements were originally made on or about March

27

16, 2005, they were expressly incorporated into the Series A Preferred Stock

28

Registration Statement and thus, they were made again at the time of and in
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1

connection with the Series A Preferred Stock offering in June 2005 when,

2

undisclosed to investors and contrary to these statements, the Company’s

3

underwriting standards were greatly loosened. Indeed, portions of the above-

4

quoted statements were repeated directly in the Series A Preferred Stock prospectus

5

supplement filed on June 13, 2005 and prospectus supplement, dated June 15,

6

2005.

7
8

241. In addition, New Century’s Form 10-Q filed on or about May 10,
2005, similarly stated:

9

We originate and purchase primarily first mortgage loans

10

nationwide. We focus on lending to individuals whose borrowing

11

needs are generally not fulfilled by traditional financial institutions

12

because they do not satisfy the credit, documentation or other

13

underwriting standards prescribed by conventional mortgage

14

lenders and loan buyers. We originate and purchase loans on the

15

basis of the borrower’s ability to repay the mortgage loan, the

16

borrower’s historical pattern of debt repayment and the amount of

17

equity in the borrower’s property, as measured by the borrower’s

18

loan-to-value ratio, or LTV.

19

purchasing subprime loans since 1996 and believe we have

20

developed a comprehensive and sophisticated process of credit

21

evaluation and risk-based pricing that allows us to effectively

22

manage the potentially higher risks associated with this segment of

23

the mortgage industry.

We have been originating and

24

* * *

25

We have experienced considerable growth of our interest-only

26

product.

27

originations of interest-only loans totaled $2.7 billion, or 26.7%, of

28

total originations.

During the three months ended March 31, 2005,
Interest-only originations during the three
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1

months ended March 31, 2004 totaled $963 million, or 11.4%, of

2

total originations during the period.

3

underwriting guidelines and the stronger credit characteristics of

4

these loans mitigate their perceived higher risk.

5

We believe our strict

* * *

6

For the three months ended March 31, 2005, full documentation

7

loans as a percentage of originations totaled $5.2 billion, or 50.7%,

8

limited documentation loans totaled $569 million, or 5.6%, and

9

stated documentation loans totaled $4.5 billion, or 43.7%. . . . We

10

designed our underwriting standards and quality assurance

11

programs to ensure that loan quality is consistent and meets our

12

guidelines, even as the documentation type mix varies. [Emphasis

13

added.]

14

242. As set forth in paragraphs 137-39, 141, 144, 146, 148, 150, 153-55,

15

158, 161 above, numerous former New Century employees with first-hand

16

knowledge report that contrary to the above-quoted statements regarding a

17

purported “comprehensive and sophisticated process of credit evaluation,” “strict

18

underwriting guidelines,” “high origination standards” and “underwriting standards

19

and quality assurance programs to ensure that loan quality is consistent,” New

20

Century’s underwriting standards were actually loosened substantially by the time

21

of these statements and the Series A Preferred Stock offering so that the Company

22

could continue to reach record mortgage origination volume notwithstanding

23

intense industry competition, rising interest rates and a softening of the real estate

24

market. Further, the 2005 data set forth in paragraphs 126-35 above establish that

25

New Century’s underwriting loosened precipitously before and at the time of the

26

Series A Preferred Stock offering, such that its loans became delinquent and were

27

repurchased at substantially higher rates as compared to the loans it made in 2003-

28

04, and with such speed that generic market forces could not be to blame. The data
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1

further demonstrate that given its loosened underwriting, New Century was far

2

more likely to issue a sub-prime borrower a mortgage loan than were its peers.

3

According to CWs 3, 5, 6, 8, 11, 13, 15, 17, 20, 21, 22, 25 and 28, as early as 2003,

4

and progressively from 2004-05, New Century began originating riskier and riskier

5

mortgage loans because of increased loan to values, including 80/20 100%

6

financing loans requiring no down payment, and began increasing the amount of

7

stated income loans which, starting in 2004-05, were being offered to W-2 wage

8

earners who should have been able to verify their stated income, but were not

9

required to. According to CWs 13, 17, 20, 25 and 28, the Company’s underwriting

10

was loosened and the Company was issuing “riskier and riskier” mortgage loans

11

beginning as early as 2003, with “heavy pressure” to close loans and operations

12

managers signing off on the approval of riskier loans. Quarterly loan performance

13

data set forth in paragraph 111 further demonstrate a trend of increasing

14

delinquencies from the first quarter of 2004 through the first quarter of 2005. The

15

fact that delinquencies continued to increase thereafter at a dramatic rate further

16

demonstrates that contrary to the above-quoted statements, New Century’s

17

underwriting was not “strict” and “comprehensive” as represented at the time of

18

the Series A Preferred Stock offering, but substantially loosened to produce

19

growing origination volume.

20

243. In addition, as set forth in paragraphs 173-78, 183, 187, 189, 196

21

above, by the time of these statements, the Examiner’s Report details facts

22

demonstrating “serious loan quality issues at [New Century] beginning as early as

23

2004;” numerous “red flags” relating to loan quality; and the failure of New

24

Century’s Senior Management and Board of Directors to devote sufficient attention

25

to improving loan quality until the final quarter of 2006, when it “was too late to

26

prevent the consequences of longstanding loan quality problems in an adversely

27

changing market.” “Rather, New Century continued to focus on generating greater

28

quantities of ever riskier loans, devoting little effort to such basic issues as making
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1

sure that the Company’s loan origination and underwriting policies and procedures

2

were followed to avoid kickouts of loans offered for sale.” Contrary to the above

3

statements, New Century “devoted its resources to generating high volumes of

4

loans, with relatively little attention to loan quality” and did not even have any

5

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

6

“a veritable ticking time bomb.” As a result of these findings, the Examiner

7

concluded that the above public statements made by New Century regarding the

8

purported credit characteristics of its loans and strict and consistent underwriting

9

guidelines were “not supportable” and without “justifiable basis” when made.

10

244. Given these then-existing facts, the generalized risk disclosures

11

included in the Series A Preferred Stock Prospectus, including that “no assurance

12

can be given that our underwriting criteria or methods will afford adequate

13

protection against the higher risks associated with loans made to lower credit grade

14

borrowers,” were not sufficient to insulate Defendants from liability for the

15

material misstatements made at the time of the offering regarding the purported

16

“comprehensive and sophisticated process of credit evaluation,” “strict

17

underwriting guidelines” and “underwriting standards and quality assurance

18

programs to ensure that loan quality is consistent,” because those statements were

19

materially misstated when made and at the time of the offering.

20

245. New Century’s first quarter 2005 Form 10-Q also contained

21

consolidated balance sheets and consolidated statements of earnings purporting to

22

reflect the Company’s financial performance and assets and liabilities for the three

23

months ended March 31, 2005 in accordance with GAAP. The Form 10-Q stated:

24

The Company has prepared the accompanying unaudited condensed

25

consolidated financial statements in accordance with accounting

26

principles generally accepted in the United States of America for

27

interim financial information and with the instructions to Form 10-Q

28

and Rule 10-01 of Regulation S-X. Accordingly, they do not include
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1

all of the information and footnotes required by generally accepted

2

accounting principles for complete financial statements.

3

opinion of management, all adjustments (consisting of normal

4

recurring accruals) considered necessary for a fair presentation have

5

been included. [Emphasis added.]

6

246. The first quarter 2005 Form 10-Q reported New Century’s Residual

7

Interests as of March 31, 2005 at $143,928,000. The first quarter 2005 Form 10-Q

8

purported to describe the Company’s “Critical Accounting Policies” including New

9

Century’s methods for calculating “Residual Interests in Securitizations” and

10

In the

“Allowance for Repurchase Losses:”

11

Residual Interests in Securitizations

12

[T]he Residuals described above are a significant asset of the

13

Company. In determining the value of the Residuals, the Company

14

estimates the future rate of prepayments, prepayment penalties that we

15

will receive, delinquencies, defaults and default loss severity as they

16

affect the amount and timing of estimated cash flows. . . . The

17

Company bases these estimates on historical loss data for the loans,

18

the specific characteristics of the loans and the general economic

19

environment.

20

Residuals quarterly, taking into consideration trends in actual cash

21

flow performance, industry and economic developments, as well as

22

other relevant factors.

23

. . .

The Company performs an evaluation of the

* * *

24

Allowance for Repurchase Losses

25

Generally, repurchases are required within 90 days from the

26

date the loans are sold. Occasionally, we may repurchase loans after

27

90 days have elapsed. [Emphasis added.]

28
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247. The first quarter 2005 Form 10-Q provided the following information
regarding New Century’s internal controls and procedures:

3

As of March 31, 2005, the end of our first quarter, our management,

4

including our Chief Executive Officer, Vice Chairman – Finance,

5

Chief Financial Officer and President and Chief Operating Officer,

6

has evaluated the effectiveness of our disclosure controls and

7

procedures, as such term is defined in Rule 13a-15(e) promulgated

8

under the Securities Exchange Act of 1934, as amended. Based on

9

that evaluation, our Chief Executive Officer, Vice Chairman –

10

Finance, Chief Financial Officer and President and Chief Operating

11

Officer concluded, as of March 31, 2005, that our disclosure controls

12

and procedures were effective to ensure that information required to

13

be disclosed by us in reports that we file or submit under the

14

Securities Exchange Act of 1934 is recorded, processed, summarized

15

and reported within the time periods specified in the Securities and

16

Exchange Commission rules and forms. There was no change in our

17

internal control over financial reporting during the quarter ended

18

March 31, 2005 that materially affected, or is reasonably likely to

19

materially affect, our internal control over financial reporting.

20

[Emphasis added.]

21

248. Accompanying the first quarter 2005 Form 10-Q as exhibits were

22

certifications signed by Defendants Cole, Dodge, Gotschall and Morrice which

23

stated:

24

1.

25

Century Financial Corporation;

26

2.

27

untrue statement of a material fact or omit to state a material fact

28

necessary to make the statements made, in light of the circumstances

I have reviewed this quarterly report on Form 10-Q of New
Based on my knowledge, this report does not contain any
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1

under which such statements were made, not misleading with respect

2

to the period covered by this report;

3

3.

4

financial information included in this report, fairly present in all

5

material respects the financial condition, results of operations and

6

cash flows of the registrant as of, and for, the periods presented in this

7

report;

8

4.

9

for establishing and maintaining disclosure controls and procedures

10

(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and

11

internal control over financial reporting (as defined in Exchange Act

12

Rules 13a-15(f) and 15(d)-15(f)) for the registrant and have:

Based on my knowledge, the financial statements, and other

The registrant’s other certifying officers and I are responsible

13

a) Designed such disclosure controls and procedures, or caused

14

such disclosure controls and procedures to be designed under our

15

supervision, to ensure that material information relating to the

16

registrant, including its consolidated subsidiaries, is made known to us

17

by others within those entities, particularly during the period in which

18

this quarterly report is being prepared;

19

b) Designed such internal control over financial reporting, or

20

caused such internal control over financial reporting to be designed

21

under our supervision, to provide reasonable assurance regarding the

22

reliability of financial reporting and the preparation of financial

23

statements for external purposes in accordance with generally

24

accepted accounting principles;

25

c) Evaluated the effectiveness of the registrant’s disclosure

26

controls and procedures and presented in this report our conclusions

27

about the effectiveness of the disclosure controls and procedures, as of

28
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1

the end of the period covered by this report based on such evaluation;

2

and

3

d) Disclosed in this report any change in the registrant’s

4

internal control over financial reporting that occurred during the

5

registrant’s most recent fiscal quarter (the registrant’s fourth fiscal

6

quarter in the case of an annual report) that has materially affected, or

7

is reasonably likely to materially affect, the registrant’s internal

8

control over financial reporting; and

9

5.

The registrant’s other certifying officers and I have disclosed,

10

based on our most recent evaluation of internal control over financial

11

reporting, to the registrant’s auditors and the audit committee of the

12

registrant’s board of directors (or persons performing the equivalent

13

functions):

14

a) All significant deficiencies and material weaknesses in the

15

design or operation of internal control over financial reporting which

16

are reasonably likely to adversely affect the registrant’s ability to

17

record, process, summarize and report financial information; and

18

b) Any fraud, whether or not material, that involves

19

management or other employees who have a significant role in the

20

registrant’s internal control over financial reporting.

21

* * *

22

In connection with the Quarterly Report of New Century Financial

23

Corporation (the “Company”) on Form 10-Q for the period ended

24

March 31, 2005 as filed with the Securities and Exchange

25

Commission on the date hereof (the “Report”), I . . . certify, pursuant

26

to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-

27

Oxley Act of 2002, that, to my knowledge:

28
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(1) The Report fully complies with the requirements of section
13(a) or 15(d) of the Securities Exchange Act of 1934; and

3

(2) The information contained in the Report fairly presents, in

4

all material respects, the financial condition and results of operations

5

of the Company. [Emphasis added.]

6

249. The above-referenced statements from New Century’s Form 10-Q for

7

the first quarter ended March 31, 2005, incorporated by reference into the Series A

8

Preferred Stock Registration Statement, were materially misstated and omitted to

9

state material facts required therein or necessary to make the statements contained

10

therein not misleading, at the time of the offering. At the time of the Series A

11

Preferred Stock offering, and contrary to the above-referenced statements, New

12

Century’s financial statements for the first quarter ended March 31, 2005 were not

13

presented in accordance with GAAP and the Company’s internal controls suffered

14

from significant deficiencies and material weaknesses.

15

250. As set forth in paragraph 75 above, according to CW 1, New Century

16

had intentionally delayed payment of valid repurchase claims, causing a massive

17

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

18

worth, were 18-24 months old as of September 2006 – meaning that the backlog

19

went back to the 2005 first quarter. According to CW 1, these repurchase claims

20

already were determined to be valid and should have been paid 18-24 months

21

earlier, but the Company delayed payment of them in an effort to cause its

22

previously reported financial results to appear better than they actually were.

23

According to CW 1, by the end of the 2004 fourth quarter, New Century already

24

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

25

of millions of dollars worth of these valid repurchase claims should have been

26

funded prior to the start of the Class Period in May 2005 and the Series A Preferred

27

Stock offering, but were not. As set forth in paragraph 77 above, according to CW

28

3, New Century was “sitting on repurchase requests” hoping to ride out the market
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1

and the Company failed to have good internal reporting of repurchase information.

2

In addition, according to the internal New Century document quoted in paragraph

3

79 above, 61% of the Company’s outstanding repurchase claims, or $167 million

4

worth, had been received by July 31, 2005. The failure to properly account for

5

these outstanding repurchase claims caused material errors in the Company’s 2005

6

first quarter reported financial results and resulted from material weaknesses in the

7

Company’s internal controls at the time the claims were received and processed,

8

but not funded, which included the time the above-statements were made and the

9

time of the Series A Preferred Stock offering. Accordingly, the material financial

10

misstatements and material weaknesses in internal controls relating to the

11

repurchase claims backlog eventually reported by the Company on February 7,

12

2007 and thereafter, were in existence at the time of the Series A Preferred Stock

13

offering, rendering the above-quoted statements made in connection with the

14

Series A Preferred Stock offering materially misstated at the time of the offering.

15

251. As set forth in paragraphs 91-93, 96-97 above, the facts revealed by

16

the Examiner’s Report further demonstrate that “beginning no later than 2004,

17

New Century was receiving repurchase requests related to loans sold outside of the

18

previous 90-day period and it was taking much longer than 90 days to evaluate and

19

process repurchase requests and repurchase loans.” In violation of GAAP, “New

20

Century was not reserving, however, for these loans that it might be required to

21

repurchase, and on which it might incur losses and expenses, but for which no

22

reserve was provided.” By January 26, 2005, the Examiner found “clear indication

23

that New Century Accounting Department personnel knew that many loans that

24

were ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding

25

this information, New Century did nothing to adjust its methodology for estimating

26

the quantity of loans that might need to be repurchased as of the end of a financial

27

reporting period.” In addition, at the time of the above-reported 2005 first quarter

28

earnings and at all times throughout 2005, New Century “perplexingly” further
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1

violated GAAP by failing to reserve for Interest Recapture as set forth in

2

paragraphs 96-97 above. Consistent with the Examiner’s Report, New Century’s

3

above-quoted description of its Allowance for Repurchase Losses was materially

4

misleading when made as it stated that the Company “occasionally” may

5

repurchase loans after 90 days without disclosing the then-existing repurchase

6

claims backlog.

7

252. As set forth in paragraphs 106-08 above, the facts revealed by the

8

Examiner’s Report demonstrate that New Century’s Residual Interests were

9

overstated at the time of the above-reported 2005 first quarter earnings and at all

10

times throughout 2005-06 as “New Century insisted on using unduly low discount

11

rates;” New Century “repeatedly resisted warnings from specialists at KPMG

12

[starting at least for its quarterly review for the first quarter of 2005], who warned

13

that the discount rates New Century was using were below those used by most of

14

its peers;” “New Century relied for far too long on antiquated and flawed

15

internally-developed Excel-based models to value residual interests;” and New

16

Century failed “to adjust its prepayment rates to reflect changing market conditions

17

. . . contrary to the advice it consistently received as far back as the first quarter of

18

2005 from KPMG’s SFG, which repeatedly expressed concern about the

19

Company’s use of low prepayment speed assumptions.”

20

253. As set forth in paragraphs 194-96 above, the facts revealed by the

21

Examiner’s Report demonstrate that that New Century’s internal controls suffered

22

from significant deficiencies and material weaknesses at the time of the above-

23

reported 2005 first quarter internal control certifications and statements and at all

24

times throughout 2005-06 as the result of “deeply-rooted and long-standing

25

failures to establish and monitor adequate internal controls over financial

26

reporting;” including failures to “develop effective policies and procedures for

27

performing accounting estimates requiring the exercise of considerable judgment;”

28

and to “remediate internal control deficiencies that existed at year-end 2004.”
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1

Among the deficiencies that New Century failed to remedy from year-end 2004

2

were “key controls surrounding the repurchase reserve estimation process;” “the

3

allowance for loan losses methodology and rationale;” and “controls related to the

4

hedging and derivatives process.” “New Century also failed to establish sufficient

5

internal controls with respect to its residual interest valuation process.”

6

demonstrated by the facts obtained by the Examiner (as well as the numerous other

7

facts set forth in paragraphs 242-43 above), New Century also suffered throughout

8

2005 (and 2006) from “significant deficiencies and material weaknesses in

9

Management’s internal control structure related to loan quality . . . .”

As

10

254. Given these then-existing facts, the generalized risk disclosures

11

included in the Series A Preferred Stock Prospectus, including those regarding the

12

Company’s reserves and financial condition, were not sufficient to insulate

13

Defendants from liability for the material misstatements made at the time of the

14

offering regarding the Company’s purported compliance with GAAP and the

15

effectiveness of its internal controls because those statements were materially

16

misstated when made and at the time of the offering.

17

255. As set forth below, when the adverse disclosures were made and the

18

true facts were revealed after the Series A Preferred Stock offering was completed,

19

the price of New Century Series A Preferred Stock declined by over 75%.

20

B.

21

256. In August 2006, New Century sold approximately 2,300,000 shares of

22

9.75% Series B Cumulative Preferred Stock, including approximately 300,000

23

shares sold to cover over-allotments, to the investing public raising net proceeds of

24

approximately $55.6 million. Defendants Bear Stearns, Morgan Stanley, Stifel

25

Nicolaus and Jefferies & Co. acted as underwriters for the offering.

The Series B Preferred Stock Offering

26

257. The Series B Preferred Stock was offered and sold pursuant to a shelf

27

registration statement on Form S-3 and prospectus, dated April 26, 2005 and May

28

6, 2005, signed by Defendants Morrice, Dodge, Cole, Gotschall, Black, Forster,
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1

Lange, Sachs and Zona, a prospectus supplement dated August 14, 2006, and a

2

prospectus supplement, dated August 15, 2006 (the “Series B Preferred Stock

3

Prospectus”) which were filed with the SEC (collectively, the “Series B Preferred

4

Stock Registration Statement”).

5

258. The Series B Preferred Stock Registration Statement expressly

6

incorporated, inter alia, the following documents by reference: New Century’s

7

Form 10-K for the year-ended December 31, 2005; and New Century’s Forms 10-

8

Q for the quarters ended March 31, 2006 and June 30, 2006. The Series B

9

Preferred Stock Registration Statement also presented selected balance sheet and

10

statements of income data purporting to reflect the Company’s financial

11

performance and assets and liabilities for, inter alia, the year ended December 31,

12

2005 and the six months ended June 30, 2006. As set forth herein, the Series B

13

Preferred Stock Registration Statement and Series B Preferred Stock Prospectus

14

and the documents incorporated therein by reference pursuant to which plaintiff

15

Carl Larson and other members of the Class were induced to purchase New

16

Century Series B Preferred Stock contained untrue statements of material facts and

17

omitted to state material facts required therein or necessary to make the statements

18

contained therein not misleading.

19

259. New Century’s Form 10-K for the year ended December 31, 2005 was

20

filed with the SEC on or about March 16, 2006. The 2005 Form 10-K stated the

21

following regarding New Century’s underwriting standards:

22

Our loan origination standards and procedures are designed to

23

produce high quality loans.

24

encompass underwriter qualifications and authority levels,

25

appraisal

26

disbursement controls, training of our employees and ongoing

27

review of our employees’ work.

28

origination standards are met by employing accomplished and

review

These standards and procedures

requirements,

fraud

prevention,

funds

We help to ensure that our
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1

season managers, underwriters and processors and through the

2

extensive use of technology.

3

training program for the continuing development of both our

4

existing staff and new hires. In addition, we employ proprietary

5

underwriting systems in our loan origination process that improve

6

the consistency of underwriting standards, assess collateral

7

adequacy and help to prevent fraud, while at the same time

8

increasing productivity.

We also have a comprehensive

9

* * *

10

We have experienced considerable growth of our interest-only

11

product. During the year ended December 31, 2005, originations

12

of adjustable-rate, interest-only loans totaled $16.6 billion, or

13

29.6%, of total originations. Interest-only originations during the

14

year ended December 31, 2004 totaled $8.1 billion, or 19.3%, of

15

total originations during the period.

16

underwriting guidelines and the stronger credit characteristics of

17

these loans mitigate their perceived higher risk.

18

We believe our strict

* * *

19

For the year ended December 31, 2005, full documentation loans

20

as a percentage of originations totaled $30.4 billion, or 54.2%,

21

limited documentation loans totaled $1.5 billion, or 2.7%, and

22

stated documentation loans totaled $24.2 billion, or 43.1%. . . .

23

We designed our underwriting standards and quality assurance

24

programs to ensure that loan quality is consistent and meets our

25

guidelines, even as the mix among full, limited and stated

26

documentation varies.

27

* * *

28
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1

We adhere to high origination standards in order to sell our loan

2

products in the secondary mortgage market. [Emphasis added.]

3

260. New Century’s Form 10-Q for the quarter ended March 31, 2006 was

4

filed with the SEC on or about May 10, 2006. The first quarter 2006 Form 10-Q

5

stated as follows regarding the Company’s underwriting standards:

6

We originate and purchase primarily first mortgage loans

7

nationwide.

8

individuals whose borrowing needs are generally not fulfilled by

9

traditional financial institutions because they do not satisfy the

10

credit, documentation or other underwriting standards prescribed

11

by conventional mortgage lenders and loan buyers.

Historically, we have focused on lending to

12

* * *

13

For the three months ended March 31, 2006, full documentation

14

loans as a percentage of originations were $7.2 billion, or 53.9%,

15

limited documentation loans were $301.1 million, or 2.2%, and

16

stated documentation loans were $5.9 billion, or 43.9%. . . . We

17

designed our underwriting standards and quality assurance

18

programs to ensure that loan quality is consistent and meets our

19

guidelines, even as the documentation type mix varies. [Emphasis

20

added.]

21

261. New Century’s Form 10-Q for the quarter ended June 30, 2006 was

22

filed with the SEC on or about August 9, 2006. The second quarter 2006 Form 10-

23

Q stated as follows regarding the Company’s underwriting standards:

24

We originate and purchase primarily first mortgage loans

25

nationwide.

26

individuals whose borrowing needs are generally not fulfilled by

27

traditional financial institutions because they do not satisfy the

Historically, we have focused on lending to

28
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1

credit, documentation or other underwriting standards prescribed

2

by conventional mortgage lenders and loan buyers.

3

* * *

4

For the six months ended June 30, 2006, full documentation loans

5

as a percentage of originations were $16.4 billion, or 55.5%,

6

limited documentation loans were $627.7 million, or 2.1%, and

7

stated documentation loans were $12.5 billion, or 42.4%. . . . We

8

designed our underwriting standards and quality assurance

9

programs to ensure that loan quality is consistent and meets our

10

guidelines, even as the documentation type mix varies. [Emphasis

11

added.]

12

262. These statements were materially misstated when made and materially

13

misstated at the time of the Series B Preferred Stock offering. As set forth in

14

paragraphs 137–68 above, numerous former New Century employees with first-

15

hand knowledge report that contrary to the above-quoted statements regarding

16

“loan origination standards and procedures” that were purportedly designed to

17

produce “high quality loans;” “high origination standards,” “proprietary

18

underwriting systems” that purportedly improved the “consistency of underwriting

19

standards” and “strict underwriting guidelines” and undisclosed to investors, New

20

Century’s underwriting standards were actually loosened substantially by the time

21

of these statements and the Series B Preferred Stock offering so that the Company

22

could continue to reach record mortgage origination volume notwithstanding

23

intense industry competition, rising interest rates and a softening of the real estate

24

market. As the data set forth in paragraphs 126-35 above establish, New Century

25

substantially loosened its underwriting in 2005 and 2006 and at the time of the

26

Series B Preferred Stock offering, such that its loans exhibited drastically higher

27

delinquency and repurchase rates as soon as they were made and with such speed

28

that generic market forces could not be to blame. The data further establish that
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1

New Century, given its loosened underwriting, was far more likely to issue a sub-

2

prime borrower a mortgage loan than were its peers. According to CWs 3, 5, 6, 8,

3

9, 11, 12, 13, 15, 16, 17, 18, 20, 21, 22, 23, 25, 26, 28 and 31 before any of these

4

statements were made, New Century already had loosened substantially its

5

underwriting so that it could increase loan volume at the expense of loan quality

6

and, rather than maintain consistent underwriting standards, actually allowed

7

repeated exceptions to its underwriting standards, further reducing its loan quality.

8

According to these witnesses, as early as 2003, and progressively from 2004-06,

9

New Century began originating riskier and riskier mortgage loans because of

10

increased loan to values, including 80/20 100% financing loans requiring no down

11

payment, and began increasing the amount of stated income loans which, starting

12

in 2004-05, were being offered to W-2 wage earners who should have been able to

13

verify their stated income, but were not required to. Quarterly loan performance

14

data set forth in paragraph 111 further demonstrate a trend of increasing

15

delinquencies from the first quarter of 2004 through the second quarter of 2006.

16

The fact that delinquencies continued to increase thereafter at a dramatic rate

17

further demonstrates that contrary to the above-quoted statements, New Century’s

18

underwriting was not designed to produce “high quality loans” as represented at

19

the time of the Series B Preferred Stock offering, but substantially loosened to

20

produce growing origination volume at the expense of loan quality.

21

263. In addition, as set forth in paragraphs 173-90, 196 above, by the time

22

of these statements, the Examiner’s Report details facts demonstrating “serious

23

loan quality issues at [New Century] beginning as early as 2004;” numerous “red

24

flags” relating to loan quality, including “striking” red flags throughout 2005 and

25

“alarming” trends by February 2006; and the failure of New Century’s Senior

26

Management and Board of Directors to devote sufficient attention to improving

27

loan quality until the final quarter of 2006, when it “was too late to prevent the

28

consequences of longstanding loan quality problems in an adversely changing
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1

market.” “Rather, New Century continued to focus on generating greater quantities

2

of ever riskier loans, devoting little effort to such basic issues as making sure that

3

the Company’s loan origination and underwriting policies and procedures were

4

followed to avoid kickouts of loans offered for sale.” Contrary to the above

5

statements, New Century “devoted its resources to generating high volumes of

6

loans, with relatively little attention to loan quality” and did not even have any

7

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

8

“a veritable ticking time bomb.” As a result of these findings, the Examiner

9

concluded that the public statements made by New Century regarding “high

10

origination standards” designed to produce “high quality loans” were not correct

11

when made as, in fact, “New Century did not produce ‘high quality’ loans or have

12

‘high origination standards.’”

13

264. Given these then-existing facts, the generalized risk disclosures

14

included in the Series B Preferred Stock Prospectus, including that “no assurance

15

can be given that our underwriting criteria or methods will afford adequate

16

protection against the higher risks associated with loans made to lower credit grade

17

borrowers,” were not sufficient to insulate Defendants from liability for the

18

material misstatements made at the time of the offering regarding “loan origination

19

standards and procedures” that were purportedly designed to produce “high quality

20

loans;” “high origination standards,” and “proprietary underwriting systems” that

21

purportedly improved the “consistency of underwriting standards” and “strict

22

underwriting guidelines” because those statements were materially misstated when

23

made and at the time of the offering.

24

265. The 2005 Form 10-K also contained consolidated balance sheets and

25

consolidated statements of earnings purporting to reflect the Company’s financial

26

performance and assets and liabilities for the three months and year ended

27

December 31, 2005 in accordance with GAAP. The 2005 Form 10-K reported

28

New Century’s Residual Interests as of December 31, 2005 at $234,930,000 and
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1

Allowance for Loan Repurchase Losses as of December 31, 2005 at $7,000,000.

2

The 2005 Form 10-K purported to describe the Company’s “Critical Accounting

3

Policies” including New Century’s methods for calculating “Residual Interests in

4

Securitizations” and “Allowance for Repurchase Losses:”

5

Residual Interests and Securitizations Structured as Sales

6

[T]he Residuals described above are a significant asset of the

7

Company. In determining the value of the Residuals, the Company

8

estimates the future rate of prepayments, prepayment penalties that it

9

will receive, delinquencies, defaults and default loss severity as they

10

affect the amount and timing of estimated cash flows. . . . These

11

estimates are based on historical loss data for the loans, the specific

12

characteristics of the loans, and the general economic environment. . .

13

. The Company performs an evaluation of the Residuals quarterly,

14

taking into consideration trends in actual cash flow performance,

15

industry and economic developments, as well as other relevant

16

factors.

17
18

* * *

19

Allowance for Repurchase Losses

20

Generally, repurchases are required within 90 days from the

21

date the loans are sold. Occasionally, we may repurchase loans after

22

90 days have elapsed. . . . As of December 31, 2005 and December

23

31, 2004, the repurchase allowance totaled $7.0 million and $6.3

24

million, respectively. Approximately $10.7 billion and $8.3 billion of

25

loans were subject to repurchase, representing loans sold during the

26

fourth quarter of 2005 and the fourth quarter of 2004, respectively.

27

We believe the allowance for repurchase losses is adequate as of

28

December 31, 2005 and 2004. [Emphasis added.]
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266. The 2005 Form 10-K provided the following information regarding
New Century’s internal controls and procedures:

3

As of December 31, 2005, the end of our fourth quarter, our

4

management, including our Chief Executive Officer, Vice Chairman-

5

Finance, Chief Financial Officer and President and Chief Operating

6

Officer, has evaluated the effectiveness of our disclosure controls and

7

procedures, as such term is defined in Rule 13a-15(e) promulgated

8

under the Securities Exchange Act of 1934, as amended. Based on

9

that evaluation, our Chief Executive Officer, Vice Chairman-Finance,

10

Chief Financial Officer and President and Chief Operating Officer

11

concluded, as of December 31, 2005, that our disclosure controls and

12

procedures were effective to ensure that information required to be

13

disclosed by us in reports that we file or submit under the Securities

14

Exchange Act of 1934 is recorded, processed, summarized and

15

reported within the time periods specified in the Securities and

16

Exchange Commission rules and forms.

17
18

* * *

19

There have not been any changes in our internal control over financial

20

reporting (as such term is defined in Rules 13a-15(f) and 15d-15(f)

21

under the Exchange Act) during the quarter to which this report

22

relates that have materially affected, or are likely to materially affect,

23

our internal control over financial reporting. [Emphasis added.]

24
25

267. Accompanying the 2005 Form 10-K as exhibits were certifications

26

signed by Defendants Cole, Dodge, Morrice and Gotschall in the form set forth in

27

paragraph 248 above.

28
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1

268. The 2005 Form 10-K contained a “Report of Independent Registered

2

Public Accounting Firm” from Defendant KPMG dated March 15, 2006 which

3

stated:

4

We have audited the accompanying consolidated balance sheets of

5

New Century Financial Corporation and subsidiaries as of

6

December 31, 2005 and 2004, and the related consolidated statements

7

of income, comprehensive income, changes in stockholders’ equity,

8

and cash flows for each of the years in the three-year period ended

9

December 31, 2005. These consolidated financial statements are the

10

responsibility of the Company’s management. Our responsibility is to

11

express an opinion on these consolidated financial statements based

12

on our audits.

13
14

We conducted our audits in accordance with the standards of the

15

Public Company Accounting Oversight Board (United States). Those

16

standards require that we plan and perform the audit to obtain

17

reasonable assurance about whether the financial statements are free

18

of material misstatement. An audit includes examining, on a test

19

basis, evidence supporting the amounts and disclosures in the

20

financial statements. An audit also includes assessing the accounting

21

principles used and significant estimates made by management, as

22

well as evaluating the overall financial statement presentation. We

23

believe that our audits provide a reasonable basis for our opinion.

24
25

In our opinion, the consolidated financial statements referred to above

26

present fairly, in all material respects, the financial position of New

27

Century Financial Corporation and subsidiaries as of December 31,

28

2005 and 2004, and the results of their operations and their cash flows
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1

for each of the years in the three-year period ended December 31,

2

2005, in conformity with U.S. generally accepted accounting

3

principles.

4
5

We also have audited, in accordance with the standards of the Public

6

Company

7

effectiveness of the Company’s internal control over financial

8

reporting as of December 31, 2005, based on criteria established in

9

Internal Control — Integrated Framework issued by the Committee of

10

Sponsoring Organizations of the Treadway Commission (COSO), and

11

our report dated March 15, 2006 expressed an unqualified opinion on

12

management’s assessment of, and the effective operation of, internal

13

control over financial reporting. [Emphasis added.]

14

269. The 2005 Form 10-K also contained a “Report of Independent

15

Registered Public Accounting Firm” on internal controls from Defendant KPMG

16

dated March 15, 2006 which stated:

Accounting

Oversight

Board

(United

States),

the

17

We have audited management’s assessment, included in the

18

accompanying Management’s Report on Internal Control Over

19

Financial Reporting, that New Century Financial Corporation and

20

subsidiaries maintained effective internal control over financial

21

reporting as of December 31, 2005, based on criteria established in

22

Internal Control — Integrated Framework issued by the Committee of

23

Sponsoring Organizations of the Treadway Commission (COSO).

24

The Company’s management is responsible for maintaining effective

25

internal control over financial reporting and for its assessment of the

26

effectiveness of internal control over financial reporting.

27

responsibility is to express an opinion on management’s assessment

Our

28
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1

and an opinion on the effectiveness of the Company’s internal control

2

over financial reporting based on our audit.

3
4

We conducted our audit in accordance with the standards of the Public

5

Company Accounting Oversight Board (United States).

6

standards require that we plan and perform the audit to obtain

7

reasonable assurance about whether effective internal control over

8

financial reporting was maintained in all material respects. Our audit

9

included obtaining an understanding of internal control over financial

Those

10

reporting,

11

evaluating the design and operating effectiveness of internal control,

12

and performing such other procedures as we considered necessary in

13

the circumstances. We believe that our audit provides a reasonable

14

basis for our opinion.

evaluating

management’s

assessment,

testing

and

15
16

A company’s internal control over financial reporting is a process

17

designed to provide reasonable assurance regarding the reliability of

18

financial reporting and the preparation of financial statements for

19

external purposes in accordance with generally accepted accounting

20

principles.

21

includes those policies and procedures that (1) pertain to the

22

maintenance of records that, in reasonable detail, accurately and fairly

23

reflect the transactions and dispositions of the assets of the company;

24

(2) provide reasonable assurance that transactions are recorded as

25

necessary to permit preparation of financial statements in accordance

26

with generally accepted accounting principles, and that receipts and

27

expenditures of the company are being made only in accordance with

28

authorizations of management and directors of the company; and

A company’s internal control over financial reporting
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1

(3) provide reasonable assurance regarding prevention or timely

2

detection of unauthorized acquisition, use, or disposition of the

3

company’s assets that could have a material effect on the financial

4

statements.

5
6

Because of its inherent limitations, internal control over financial

7

reporting may not prevent or detect misstatements. Also, projections

8

of any evaluation of effectiveness to future periods are subject to the

9

risk that controls may become inadequate because of changes in

10

conditions, or that the degree of compliance with the policies or

11

procedures may deteriorate.

12
13

In our opinion, management’s assessment that New Century Financial

14

Corporation and subsidiaries maintained effective internal control

15

over financial reporting as of December 31, 2005, is fairly stated, in

16

all material respects, based on the COSO criteria.

17

opinion, New Century Financial Corporation and subsidiaries

18

maintained, in all material respects, effective internal control over

19

financial reporting as of December 31, 2005, based on the COSO

20

criteria.

Also, in our

21
22

New Century Financial Corporation acquired certain assets and

23

assumed certain liabilities of RBC Mortgage Company during 2005,

24

and management excluded from its assessment of the effectiveness of

25

New Century Financial Corporation’s internal control over financial

26

reporting as of December 31, 2005, RBC Mortgage Company’s

27

internal control over financial reporting associated with total assets of

28

$1.2 billion and total revenues of $59.6 million included in the
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1

(consolidated) financial statements of New Century Financial

2

Corporation and subsidiaries as of and for the year ended

3

December 31, 2005.

4

reporting of New Century Financial Corporation also excluded an

5

evaluation of the internal control over financial reporting of RBC

6

Mortgage Company.

Our audit of internal control over financial

7
8

We also have audited, in accordance with the standards of the Public

9

Company

Accounting

Oversight

Board

(United

States),

the

10

consolidated balance sheets of New Century Financial Corporation

11

and subsidiaries as of December 31, 2005 and 2004, and the related

12

consolidated statements of income, comprehensive income, changes

13

in stockholders’ equity, and cash flows for each of the years in the

14

three-year period ended December 31, 2005, and our report dated

15

March 15, 2006 expressed an unqualified opinion on those

16

consolidated financial statements. [Emphasis added.]

17

270. KPMG gave its consent to the incorporation by reference of its

18

unqualified audit opinion on New Century’s 2005 financial statements and its

19

opinion regarding management’s assessment of internal controls in the registration

20

statement for the Series B Preferred Stock offering.

21

271. New Century’s first quarter 2006 Form 10-Q contained consolidated

22

balance sheets and consolidated statements of earnings purporting to reflect the

23

Company’s financial performance and assets and liabilities for the three months

24

ended March 31, 2006 in accordance with GAAP. The Form 10-Q stated:

25

The Company has prepared the accompanying unaudited condensed

26

consolidated financial statements in accordance with accounting

27

principles generally accepted in the United States of America for

28

interim financial information and with the instructions to Form 10-Q
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
203

Case 2:07-cv-00931-DDP-JTL

Document 269-5

Filed 04/30/2008

Page 8 of 50

1

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

2

all of the information and footnotes required by generally accepted

3

accounting principles for complete financial statements.

4

opinion of management, all adjustments (consisting of normal

5

recurring accruals) considered necessary for a fair presentation have

6

been included. [Emphasis added.]

7

272. The first quarter 2006 Form 10-Q reported New Century’s Residual

8

Interests as of March 31, 2006 at $208,791,000 and Allowance for Loan

9

Repurchase Losses as of March 31, 2006 at $8,900,000. The first quarter 2006

10

Form 10-Q purported to describe the Company’s “Critical Accounting Policies”

11

including New Century’s methods for calculating “Residual Interests in

12

Securitizations” and “Allowance for Repurchase Losses:”

In the

13

Residual Interests in Securitizations

14

[T]he Residuals described above are a significant asset of the

15

Company. In determining the value of the Residuals, the Company

16

estimates the future rate of prepayments, prepayment penalties that we

17

will receive, delinquencies, defaults and default loss severity as they

18

affect the amount and timing of estimated cash flows. . . . The

19

Company estimates prepayments by evaluating historical prepayment

20

performance of our loans and the impact of current trends. . . . The

21

Company performs an evaluation of the Residuals quarterly, taking

22

into consideration trends in actual cash flow performance, industry

23

and economic developments, as well as other relevant factors.

24

* * *

25

Allowance for Repurchase Losses

26

Generally, repurchases are required within 90 days from the

27

date the loans are sold. Occasionally, we may repurchase loans after

28

90 days have elapsed. . . . As of March 31, 2006 and December 31,
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1

2005, the repurchase allowance totaled $8.9 million and $7.0 million,

2

respectively . . . . We believe the allowance for repurchase losses is

3

adequate as of March 31, 2006 and December 31, 2005. [Emphasis

4

added.]

5

273. The first quarter 2006 Form 10-Q provided the following information

6

regarding New Century’s internal controls and procedures:

7

As of March 31, 2006, the end of our first quarter, our management,

8

including our Chief Executive Officer, Chief Financial Officer and

9

President and Chief Operating Officer, has evaluated the effectiveness

10

of our disclosure controls and procedures, as such term is defined in

11

Rule 13a-15(e) promulgated under the Securities Exchange Act of

12

1934, as amended. Based on that evaluation, our Chief Executive

13

Officer, Chief Financial Officer and President and Chief Operating

14

Officer concluded, as of March 31, 2006, that our disclosure controls

15

and procedures were effective to ensure that information required to

16

be disclosed by us in reports that we file or submit under the

17

Securities Exchange Act of 1934 is recorded, processed, summarized

18

and reported within the time periods specified in the Securities and

19

Exchange Commission rules and forms. There was no change in our

20

internal control over financial reporting during the quarter ended

21

March 31, 2006 that materially affected, or is reasonably likely to

22

materially affect, our internal control over financial reporting.

23

[Emphasis added.]

24

274. Accompanying the first quarter 2006 Form 10-Q as exhibits were

25

certifications signed by Defendants Cole, Dodge and Morrice in the form set forth

26

in paragraph 248 above.

27

275. New Century’s second quarter 2006 Form 10-Q contained

28

consolidated balance sheets and consolidated statements of earnings purporting to
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1

reflect the Company’s financial performance and assets and liabilities for the three

2

months ended June 30, 2006 in accordance with GAAP. The Form 10-Q stated:

3

The Company has prepared the accompanying unaudited condensed

4

consolidated financial statements in accordance with accounting

5

principles generally accepted in the United States of America for

6

interim financial information and with the instructions to Form 10-Q

7

and Rule 10-01 of Regulation S-X. Accordingly, the statements do

8

not include all of the information and footnotes required by generally

9

accepted accounting principles for complete financial statements. In

10

the opinion of management, all adjustments (consisting of normal

11

recurring accruals) considered necessary for a fair presentation have

12

been included. [Emphasis added.]

13

276. The second quarter 2006 Form 10-Q reported New Century’s Residual

14

Interests as of June 30, 2006 at $209,335,000 and Allowance for Loan Repurchase

15

Losses as of June 30, 2006 at $14,400,000. The second quarter 2006 Form 10-Q

16

purported to describe the Company’s “Critical Accounting Policies” including New

17

Century’s methods for calculating “Residual Interests in Securitizations” and

18

“Allowance for Repurchase Losses:”

19

Residual Interests in Securitizations

20

[T]he Residuals described above are a significant asset of the

21

Company. In determining the value of the Residuals, the Company

22

estimates the future rate of prepayments, prepayment penalties that we

23

will receive, delinquencies, defaults and default loss severity as they

24

affect the amount and timing of estimated cash flows. . . . The

25

Company bases these estimates on historical loss data for the loans,

26

the specific characteristics of the loans and the general economic

27

environment.

28

Residuals quarterly, taking into consideration trends in actual cash

. . .

The Company performs an evaluation of the
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1

flow performance, industry and economic developments, as well as

2

other relevant factors.

3

* * *

4

Allowance for Repurchase Losses

5

Generally, repurchases are required within 90 days from the

6

date the loans are sold. Occasionally, we may repurchase loans after

7

90 days have elapsed. . . . As of June 30, 2006 and December 31,

8

2005, the repurchase allowance totaled $14.4 million and $7.0

9

million, respectively . . . . We believe the allowance for repurchase

10

losses is adequate as of June 30, 2006 and December 31, 2005.

11

[Emphasis added.]

12

277. The second quarter 2006 Form 10-Q provided the following

13

information regarding New Century’s internal controls and procedures:

14

As of June 30, 2006, the end of our second quarter, our management,

15

including our Chief Executive Officer, Chief Financial Officer and

16

President and Chief Operating Officer, has evaluated the effectiveness

17

of our disclosure controls and procedures, as such term is defined in

18

Rule 13a-15(e) promulgated under the Securities Exchange Act of

19

1934, as amended. Based on that evaluation, our Chief Executive

20

Officer, Chief Financial Officer and President and Chief Operating

21

Officer concluded, as of June 30, 2006, that our disclosure controls

22

and procedures were effective to ensure that information required to

23

be disclosed by us in reports that we file or submit under the

24

Securities Exchange Act of 1934 is recorded, processed, summarized

25

and reported within the time periods specified in the Securities and

26

Exchange Commission rules and forms. There was no change in our

27

internal control over financial reporting during the quarter ended June

28

30, 2006 that materially affected, or is reasonably likely to materially
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1

affect, our internal control over financial reporting.

2

added.]

3

278. Accompanying the second quarter 2006 Form 10-Q as exhibits were

4

certifications signed by Defendants Cole, Dodge and Morrice in the form set forth

5

in paragraph 248 above.

[Emphasis

6

279. The above-referenced statements from New Century’s Form 10-K for

7

the year-ended December 31, 2005 and Forms 10-Q for the three months-ended

8

March 31, 2006 and June 30, 2006, incorporated by reference into the Series B

9

Preferred Stock Registration Statement, were materially misstated and omitted to

10

state material facts required therein or necessary to make the statements contained

11

therein not misleading, at the time of the offering. At the time of the Series B

12

Preferred Stock offering, and contrary to the above-referenced statements, New

13

Century’s financial statements for the year-ended December 31, 2005 and the

14

quarters-ended March 31 and June 30, 2006 were materially misstated and

15

presented in violation of GAAP, the Company’s internal controls suffered from

16

significant deficiencies and material weaknesses and KPMG’s audits of New

17

Century’s financial statements and internal controls were not performed in

18

accordance with GAAS and the standards of the PCAOB.

19

280. As set forth in paragraph 72 above, New Century has now admitted

20

the need to restate the Company’s previously-reported financial statements for the

21

first three quarters of 2006 (including the first two 2006 quarters incorporated by

22

reference into the Series B Preferred Stock offering) based on material violations

23

of GAAP in setting New Century’s Allowance for Repurchase Losses reserve and

24

related material weaknesses in internal controls. As set forth in paragraph 73

25

above, New Century also has admitted errors in the Company’s previously-filed

26

annual financial statements for its fiscal year-ended December 31, 2005, with

27

respect to both the accounting and reporting of loan repurchase losses and the

28

Company’s valuation of Residual Interests and a “more likely than not” material
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1

overstatement in the Company’s previously-issued 2005 financial statements

2

(which also were incorporated by reference into the Series B Preferred Stock

3

offering). In addition, as set forth in paragraphs 66-119 and 191-96 above, facts

4

developed from Lead Counsel’s investigation and set forth in the Examiner’s

5

Report further demonstrate that the Company’s financial statements incorporated

6

by reference into the Series B Preferred Stock offering were materially misstated in

7

violation of GAAP at the time of the offering and the Company’s internal control

8

certifications, which were incorporated by reference into the Series B Preferred

9

Stock offering, were materially misstated at the time of the offering.

10

281. As set forth in paragraph 75 above, according to CW 1, New Century

11

had intentionally delayed payment of valid repurchase claims, causing a massive

12

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

13

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

14

went back to the 2005 first quarter. According to CW 1, these repurchase claims

15

already were determined to be valid and should have been paid 18 to 24 months

16

earlier, but the Company delayed payment of them in an effort to cause its

17

previously reported financial results to appear better than they actually were.

18

According to CW 1, by the end of the 2004 fourth quarter, New Century already

19

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

20

of millions of dollars worth of these valid repurchase claims should have been

21

funded prior to the start of the Class Period in May 2005 and the Series B Preferred

22

Stock offering, but were not. As set forth in paragraph 77 above, according to CW

23

3, New Century was “sitting on repurchase requests” hoping to ride out the market

24

and the Company failed to have good internal reporting of repurchase information.

25

In addition, according to the internal New Century documents quoted in

26

paragraphs 78 and 80 and the data provided by the Examiner in paragraph 100

27

above, New Century had a material repurchase claims backlog as of the end of the

28

2006 second quarter and the time of the Series B Preferred Stock offering. The
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1

failure to properly account for these outstanding repurchase claims caused material

2

errors in the Company’s 2005 year-end and 2006 first and second quarter reported

3

financial results and resulted from material weaknesses in the Company’s internal

4

controls at the time the claims were received and processed, but not funded, which

5

included the time of the above statements. In addition, as set forth in paragraph 83

6

above, according to CW 2, New Century, in violation of GAAP, did not include in

7

its Allowance for Repurchase Losses reserve any estimated discount for disposition

8

necessary to report loans repurchased in the 2006 second quarter at fair market

9

value.

10

282. As set forth in paragraphs 91-99 above, the facts revealed by the

11

Examiner’s Report demonstrate that “beginning no later than 2004, New Century

12

was receiving repurchase requests related to loans sold outside of the previous 90-

13

day period and it was taking much longer than 90 days to evaluate and process

14

repurchase requests and repurchase loans.” In violation of GAAP, “New Century

15

was not reserving, however, for these loans that it might be required to repurchase,

16

and on which it might incur losses and expenses, but for which no reserve was

17

provided.” By January 26, 2005, the Examiner found “clear indication that New

18

Century Accounting Department personnel knew that many loans that were

19

ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding this

20

information, New Century did nothing to adjust its methodology for estimating the

21

quantity of loans that might need to be repurchased as of the end of a financial

22

reporting period.” In addition, at the time of the above-reported 2005 year-end and

23

2006 first and second quarter earnings, New Century “perplexingly” further

24

violated GAAP by failing to reserve for Interest Recapture as set forth in

25

paragraphs 96-97 above and by failing to apply LOCOM methodology consistent

26

with industry practice and the Company’s own LOCOM policy before improperly

27

eliminating the LOCOM adjustment entirely for repurchased loans in the 2006

28

second quarter as set forth in paragraph 98 above. As set forth in paragraph 99
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1

above, the Examiner quantified the material impact of these GAAP violations as

2

follows:

3

($60,515,000). Consistent with the Examiner’s Report, New Century’s above-

4

quoted descriptions of its Allowance for Repurchase Losses were materially

5

misleading when made as they stated that the Company “occasionally” may

6

repurchase loans after 90 days without disclosing the then-existing repurchase

7

claims backlog.

Year-End 2005 ($21,320,000); Q1 2006 ($21,455,000); Q2 2006

8

283. As set forth in paragraphs 101-08 above, throughout the Class Period

9

and at the time of the Series B Preferred Stock offering, New Century’s reported

10

Residual Interests were materially overstated as these reported Residual Interests

11

failed to account for the Company’s progressively decreasing loan quality and

12

underwriting practices, as well as New Century’s increasing delinquencies, defaults

13

and default loss severity throughout 2005 and 2006. As set forth in paragraphs

14

106-08 above, the facts revealed by the Examiner’s Report demonstrate that New

15

Century’s Residual Interests were overstated at the time of the above-reported

16

year-end 2005 and 2006 first and second earnings and at all times throughout

17

2005-06 as “New Century insisted on using unduly low discount rates;” New

18

Century “repeatedly resisted warnings from specialists at KPMG [starting at least

19

for its quarterly review for the first quarter of 2005], who warned that the discount

20

rates New Century was using were below those used by most of its peers;” “New

21

Century relied for far too long on antiquated and flawed internally-developed

22

Excel-based models to value residual interests;” and New Century failed “to adjust

23

its prepayment rates to reflect changing market conditions . . . contrary to the

24

advice it consistently received as far back as the first quarter of 2005 from

25

KPMG’s SFG, which repeatedly expressed concern about the Company’s use of

26

low prepayment speed assumptions.” The Examiner quantified the material impact

27

of these GAAP violations at the time of the offering as follows:

28

($15,200,000). Examiner’s Report at 383.

Q2 2006
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1

284. As set forth in paragraphs 194-96 above, the facts revealed by the

2

Examiner’s Report demonstrate that that New Century’s internal controls suffered

3

from significant deficiencies and material weaknesses at the time of the above-

4

reported 2005 year-end and 2006 first and second quarter internal control

5

certifications and statements and at all times throughout 2005-06 as the result of

6

“deeply-rooted and long-standing failures to establish and monitor adequate

7

internal controls over financial reporting;” including failures to “develop effective

8

policies and procedures for performing accounting estimates requiring the exercise

9

of considerable judgment;” and to “remediate internal control deficiencies that

10

existed at year-end 2004.” Among the deficiencies that New Century failed to

11

remedy from year-end 2004 were “key controls surrounding the repurchase reserve

12

estimation process;” “the allowance for loan losses methodology and rationale;”

13

and “controls related to the hedging and derivatives process.” “New Century also

14

failed to establish sufficient internal controls with respect to its residual interest

15

valuation process.” As demonstrated by the facts obtained by the Examiner (as

16

well as the numerous other facts set forth in paragraphs 262-63 above), New

17

Century also suffered throughout 2005 and 2006 from “significant deficiencies and

18

material weaknesses in Management’s internal control structure related to loan

19

quality . . . .”

20

285. Accordingly, the material financial misstatements and significant

21

deficiencies and material weaknesses in internal controls relating to the repurchase

22

claims backlog and Residual Interests eventually reported by the Company on

23

February 7, 2007 and thereafter, were in existence at the time of the above

24

statements, rendering them materially misstated when made and at the time of the

25

Series B Preferred Stock offering.

26

286. In addition, as set forth in paragraphs 204-35 above in detail, KPMG’s

27

2005 audits of New Century’s financial statements and internal controls were not

28

performed in accordance with GAAS as represented by KPMG in the Company’s
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1

2005 Form 10-K, which was incorporated by reference into the Series B Preferred

2

Stock offering, rendering the above-quoted statements made by KPMG materially

3

misstated at the time of the Series B Preferred Stock offering.

4

287. Given these then-existing facts, the generalized risk disclosures

5

included in the Series B Preferred Stock Prospectus, including those regarding the

6

Company’s reserves, Residual Interests and financial condition, were not sufficient

7

to insulate Defendants from liability for the material misstatements made at the

8

time of the offering regarding the Company’s purported compliance with GAAP;

9

the effectiveness of its internal controls; and KPMG’s purported compliance with

10

GAAS, because those statements were materially misstated when made and at the

11

time of the offering.

12

288. As set forth below, when the adverse disclosures were made and the

13

true facts were revealed after the offering was completed, the price of New Century

14

Series B Preferred Stock declined by over 75%.

15

VIII.

CLAIMS FOR RELIEF UNDER THE SECURITIES ACT

16

COUNT ONE

17

For Violations Of Section 11 Of The Securities Act, On Behalf Of Purchasers
Of New Century Series A Preferred Stock, Against New Century Officer
Defendants Cole, Morrice, Gotschall And Dodge; New Century Director
Defendants: Forster, Sachs, Black, Lange, Sandvik, Zona, Alexander And
Popejoy; And Underwriter Defendants: Bear Stearns, Deutsche Bank, Piper
Jaffray, Stifel Nicolaus, JMP Securities, And Roth Capital

18
19
20
21

289. Plaintiffs repeat and reallege each and every allegation above as if

22

fully set forth herein. For the purposes of this claim, Plaintiffs assert only strict

23

liability and negligence claims and expressly disclaim any claim of fraud or

24

intentional misconduct.

25

290. This claim is brought pursuant to Section 11 of the Securities Act

26

against New Century Officer Defendants Cole, Morrice, Gotschall and Dodge;

27

New Century Director Defendants: Forster, Sachs, Black, Lange, Sandvik, Zona,

28
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1

Alexander and Popejoy; and Underwriter Defendants: Bear Stearns, Deutsche

2

Bank, Piper Jaffray, Stifel Nicolaus, JMP Securities and Roth Capital.

3

291. This claim is brought on behalf of Plaintiff Carl Larson and other

4

members of the Class who purchased or otherwise acquired New Century Series A

5

Preferred Stock issued pursuant and/or traceable to the Series A Preferred Stock

6

Registration Statement and were damaged by acts alleged herein.

7
8

292. New Century issued the Series A Preferred Stock pursuant to the
Series A Preferred Stock Registration Statement.

9

293. Defendants Cole, Morrice, Gotschall, Dodge, Forster, Sachs, Black,

10

Lange, Sandvik, Zona and Popejoy each signed the Series A Preferred Stock

11

Registration Statement.

12

294. As set forth above, at the time the Series A Preferred Stock

13

Registration Statement and the prospectus supplements were filed, Defendants

14

Cole, Morrice, Gotschall, Forster, Sachs, Black, Lange, Zona, Alexander and

15

Popejoy were each directors of New Century.

16

295. Defendants Bear Stearns, Deutsche Bank, Piper Jaffray, Stifel

17

Nicolaus, JMP Securities and Roth Capital acted as underwriters for the Series A

18

Preferred Stock offering.

19

296. The Series A Preferred Stock Registration Statement contained untrue

20

statements of material fact, including the financial statements of New Century. In

21

addition, the Series A Preferred Stock Registration Statement omitted to state

22

material facts required to be stated therein or necessary to make the statements

23

therein not misleading, including New Century’s violations of GAAP. The facts

24

misstated and omitted would have been material to a reasonable person reviewing

25

the Series A Preferred Stock Registration Statement.

26

297. Defendants named in this Count owed to Plaintiff and the Class the

27

duty to make a reasonable and diligent investigation of the statements contained in

28

the Series A Preferred Stock Registration Statement, to ensure that the statements
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1

contained or incorporated by reference therein were true and that there was no

2

omission to state a material fact required to be stated in order to make the

3

statements contained therein not misleading.

4

298. Defendants did not make a reasonable investigation of the statements

5

contained and incorporated by reference in the Series A Preferred Stock

6

Registration Statement and did not possess reasonable grounds for believing that

7

the Series A Preferred Stock Registration Statement did not contain an untrue

8

statement of material fact or omit to state a material fact required to be stated

9

therein or necessary to make the statements therein not misleading.

10

299. The Underwriter Defendants did not conduct a reasonable

11

investigation of the statements contained in and incorporated by reference in the

12

Series A Preferred Stock Registration Statement and did not possess reasonable

13

grounds for believing that the statements contained therein were true and not

14

materially misstated. In particular, the Underwriter Defendants did not conduct a

15

reasonable investigation into the accuracy of the statements regarding the

16

Company’s reported financial performance and internal controls, including New

17

Century’s statements regarding underwriting controls and loan quality.

18

Underwriter Defendants could not simply rely on the work of New Century’s

19

auditors because the investing public relies on the underwriters to obtain and verify

20

relevant information and then make sure that important facts are accurately

21

disclosed. Thus, the Underwriter Defendants must conduct their own, independent

22

and reasonable investigation into the accuracy of the Company’s financial

23

statements and assessments of internal controls which they were negligent in

24

failing to do sufficiently in connection with the offering.

The

25

300. Similarly, the Company director Defendants were negligent in failing

26

to conduct a reasonable investigation of the statements contained in the Series A

27

Registration Statement regarding the Company’s financial performance and

28

internal controls and did not possess reasonable grounds for believing that the
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1

statements contained therein were true and not materially misstated.

2

Company’s directors, through its Audit Committee, failed to conduct their own

3

independent and reasonable investigation into the Company’s financial reporting

4

and internal controls until March 2007, well after the offering was completed.

The

5

301. Among the other facts set forth above, according to the Examiner’s

6

Report (at 441), the Audit Committee members of New Century’s Board of

7

Directors questioned KPMG’s decision to replace audit partner Kinsella with

8

Donovan in early 2005 because Kinsella was viewed as a valued resource while

9

Donovan was new to KPMG and concerns arose as to whether Donovan had a

10

sufficient understanding to the issues facing the sub-prime industry. Although

11

requested by the Audit Committee, KPMG refused to provide another audit partner

12

and the Audit Committee considered, but did not, replace KPMG as outside

13

auditor. The Audit Committee was also on notice of the facts set forth above

14

demonstrating declining underwriting and loan quality at New Century prior to the

15

offering.

16

302. Plaintiff and members of the Class purchased New Century Series A

17

Preferred Stock issued in, or traceable to, the Series A Preferred Stock Registration

18

Statement and were damaged thereby.

19

303. Plaintiff and the Class did not know, nor in the exercise of reasonable

20

diligence could they have known, of the untrue statements of material fact or

21

omissions of material facts in the Series A Preferred Stock Registration Statement

22

when they purchased or acquired the shares.

23
24

304. By reason of the foregoing, Defendants are liable to Plaintiff and
members of the Class for violations of Section 11 of the Securities Act.

25
26
27
28
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1

COUNT TWO

2

For Violations Of Section 15 Of The Securities Act, On Behalf Of Purchasers
Of New Century Series A Preferred Stock, Against New Century Officer
Defendants Cole, Morrice, Gotschall And Dodge For Control Person Liability
Based On Section 11 And 12(a)(2) Violations By New Century

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

305. Plaintiffs repeat and reallege each and every allegation above as if
fully set forth herein. For the purposes of this claim, Plaintiffs assert only strict
liability and negligence claims and expressly disclaim any claim of fraud or
intentional misconduct.
306. This claim is brought pursuant to Section 15 of the Securities Act
against Defendants Cole, Morrice, Gotschall and Dodge, on behalf of Plaintiff Carl
Larson, and other members of the Class who purchased or acquired New Century
Series A Preferred Stock issued pursuant and/or traceable to the Series A Preferred
Stock Registration Statement and were damaged by acts alleged herein.
307. Although not named as a defendant herein because of its bankruptcy
filing, New Century violated Section 11 of the Securities Act by issuing the Series
A Preferred Stock Registration Statement which included untrue statements of
material fact and omitted to state material facts required to be stated therein or
necessary in order to make the statements therein not misleading and violated
Section 12(a)(2) of the Securities Act by soliciting the purchase of New Century
Series A Preferred Stock by the use of means or instruments of transportation or
communication in interstate commerce or of the mails and by means of the Series
A Preferred Stock Prospectus which included untrue statements of material fact
and omitted to state material facts required to be stated therein or necessary in
order to make the statements therein not misleading. The facts misstated and
omitted would have been material to a reasonable person reviewing the New
Century Series A Preferred Stock Registration Statement and Prospectus.
308. Defendants Cole, Morrice, Gotschall and Dodge were controlling
persons of New Century when the Series A Preferred Stock Registration Statement
was filed and became effective, due to their senior executive positions therewith;
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1

their direct involvement in its day-to-day operations, including its financial

2

reporting and accounting functions; and their signatures on and participation in the

3

preparation and dissemination of the registration statement. Defendants Cole,

4

Morrice, Gotschall and Dodge participated in road shows to solicit Class members’

5

purchases of New Century Series A Preferred Stock by means of the Series A

6

Preferred Stock Prospectus.

7

309. By virtue of the foregoing, Defendants Cole, Morrice, Gotschall and

8

Dodge each had the power to influence and control, and did influence and control,

9

directly or indirectly, the decision making of New Century, including the content of

10

its financial statements and of the Series A Preferred Stock Registration Statement.

11

310. Defendants Cole, Morrice, Gotschall and Dodge acted negligently and

12

without reasonable care regarding the accuracy of the information contained and

13

incorporated by reference in the Series A Preferred Stock Registration Statement

14

and lacked reasonable grounds to believe that such information was accurate and

15

complete in all material respects.

16

311. Plaintiff and members of the Class purchased New Century Series A

17

Preferred Stock issued in, or traceable to, the Series A Preferred Stock Registration

18

Statement and were damaged thereby.

19

312. Plaintiff and the Class did not know, nor in the exercise of reasonable

20

diligence could they have known, of the untrue statements of material fact or

21

omissions of material facts in the Series A Preferred Stock Registration Statement

22

when they purchased or acquired the shares.

23

313. By reason of the foregoing, Defendants Cole, Morrice, Gotschall and

24

Dodge are liable to Plaintiff and members of the Class for violations of Section 15

25

of the Securities Act.

26
27
28
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1

COUNT THREE

2

For Violations Of Section 11 Of The Securities Act, On Behalf Of Purchasers
Of New Century Series B Preferred Stock, Against New Century Officer
Defendants Cole, Morrice, Gotschall And Dodge; New Century Director
Defendants Forster, Sachs, Black, Lange, Zona, Alexander And Einhorn;
Defendant KPMG; And Underwriter Defendants: Bear Stearns, Morgan
Stanley, Stifel Nicolaus, And Jefferies & Co.

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

314. Plaintiffs repeat and reallege each and every allegation above as if
fully set forth herein. For the purposes of this claim, Plaintiffs assert only strict
liability and negligence claims and expressly disclaim any claim of fraud or
intentional misconduct.
315. This claim is brought pursuant to Section 11 of the Securities Act
against New Century Officer Defendants Cole, Morrice, Gotschall and Dodge;
New Century Director Defendants: Forster, Sachs, Black, Lange, Zona, Alexander
and Einhorn; Defendant KPMG; and Underwriter Defendants:

Bear Stearns,

Morgan Stanley, Stifel Nicolaus and Jefferies & Co.
316. This claim is brought on behalf of Plaintiff Carl Larson and other
members of the Class who purchased or otherwise acquired New Century Series B
Preferred Stock issued pursuant and/or traceable to the Series B Preferred Stock
Registration Statement and were damaged by acts alleged herein.
317. New Century issued Series B Preferred Stock pursuant to the Series B
Preferred Stock Registration Statement.
318. Defendants Cole, Morrice, Gotschall, Dodge, Forster, Sachs, Black,
Lange and Zona each signed the Series B Preferred Stock Registration Statement.
319. At the time the Series B Preferred Stock Registration Statement and
prospectus supplements were filed, Defendants Cole, Morrice, Gotschall, Forster,
Sachs, Black, Lange Zona, Alexander and Einhorn were each directors of New
Century.
320. Defendant KPMG was the auditor of New Century throughout the
Class Period and consented to being named in the Series B Preferred Stock
Registration Statement as a party who certified the audited financial statements
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1

contained or incorporated by reference therein. KPMG’s audit report incorrectly

2

stated that KPMG’s 2005 audits were performed in accordance with GAAS and

3

that the Company’s financial statements were fairly presented in accordance with

4

GAAP.

5
6

321. Defendants Bear Stearns, Morgan Stanley, Stifel Nicolaus and
Jefferies & Co. acted as underwriters for the Series B Preferred Stock offering.

7

322. As set forth above, the Series B Preferred Stock Registration

8

Statement contained untrue statements of material fact, including the financial

9

statements of New Century. In addition, the Series B Preferred Stock Registration

10

Statement omitted to state material facts required to be stated therein or necessary

11

to make the statements therein not misleading, including New Century’s violations

12

of GAAP.

13

reasonable person reviewing the Series B Preferred Stock Registration Statement.

The facts misstated and omitted would have been material to a

14

323. Defendants named in this Count owed to Plaintiff and the Class the

15

duty to make a reasonable and diligent investigation of the statements contained in

16

the Series B Preferred Stock Registration Statement, to ensure that the statements

17

contained or incorporated by reference therein were true and that there was no

18

omission to state a material fact required to be stated in order to make the

19

statements contained therein not misleading.

20

324. Defendants did not make a reasonable investigation of the statements

21

contained and incorporated by reference in the Series B Preferred Stock

22

Registration Statement, and did not possess reasonable grounds for believing that

23

the Series B Preferred Stock Registration Statement did not contain an untrue

24

statement of material fact or omit to state a material fact required to be stated

25

therein or necessary to make the statements therein not misleading.

26

325. The Underwriter Defendants did not conduct a reasonable

27

investigation of the statements contained in and incorporated by reference in the

28

Series B Preferred Stock Registration Statement and did not possess reasonable
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1

grounds for believing that the statements contained therein were true and not

2

materially misstated. In particular, the Underwriter Defendants did not conduct a

3

reasonable investigation into the accuracy of the statements regarding the

4

Company’s reported financial performance, internal controls and underwriting

5

standards and loan quality. The Underwriter Defendants could not simply rely on

6

the work of New Century’s auditors because the investing public relies on the

7

underwriters to obtain and verify relevant information and then make sure that

8

important facts are accurately disclosed. Thus, the Underwriter Defendants must

9

conduct their own, independent and reasonable investigation into the accuracy of

10

the Company’s financial statements and assessments of internal controls and other

11

statements which they were negligent in failing to do sufficiently in connection

12

with the offering.

13

326. Similarly, the Company director Defendants were negligent in failing

14

to conduct a reasonable investigation of the statements contained in the Series B

15

Preferred Stock Registration Statement regarding the Company’s financial

16

performance, internal controls and underwriting standards and loan quality and did

17

not possess reasonable grounds for believing that the statements contained therein

18

were true and not materially misstated. The Company’s directors, through its Audit

19

Committee, failed to conduct their own independent and reasonable investigation

20

into the Company’s financial reporting and internal controls until March 2007, well

21

after the offering was completed.

22

327. Among the other facts set forth above, one of the Company’s directors

23

and Audit Committee members, Defendant Zona, actually drafted a letter on or

24

about December 6, 2005, approximately eight months before the Series B offering,

25

in which he stated he was going to resign from the Board of New Century because

26

of, inter alia, “earnings manipulation,” “extremely aggressive income recognition,”

27

and questions regarding New Century’s “accounting for loan losses.” Examiner’s

28

Report at 91. Other New Century Board members persuaded Defendant Zona not
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1

to resign (id.), but no independent investigation of the issues he raised occurred

2

until well after the Series B offering was completed. Similarly, Defendant Einhorn

3

charged New Century with “aggressive accounting” during an August 4, 2005

4

meeting with the New Century Board of Directors, approximately one year before

5

the Series B offering. Examiner’s Report at 94. According to the Examiner’s

6

Report (at 98) some members of New Century’s Board of Directors, including

7

Zona and Einhorn, also had expressed doubts about Dodge’s capabilities and

8

competence to be the Company’s CFO. Finally, according to the Examiner’s

9

Report (at 441), the Audit Committee members of New Century’s Board of

10

Directors questioned KPMG’s decision to replace audit partner Kinsella with

11

Donovan in early 2005 because Kinsella was viewed as a valued resource while

12

Donovan was new to KPMG and concerns arose as to whether Donovan had a

13

sufficient understanding to the issues facing the sub-prime industry. Although

14

requested by the Audit Committee, KPMG refused to provide another audit partner

15

and the Audit Committee considered, but did not, replace KPMG as outside

16

auditor. The Audit Committee was also on notice of the facts set forth above

17

demonstrating declining underwriting and loan quality at New Century prior to the

18

offering.

19

328. Defendant KPMG, who consented to the inclusion of its opinions in

20

the August 2006 Series B Preferred Stock Offering Registration Statement,

21

negligently failed to perform its 2005 audits of New Century in a reasonable

22

manner; as set forth above did not comply with the standards of the PCAOB; and,

23

thus, its audit did not constitute a reasonable investigation of whether the

24

Company’s financial statements were presented in compliance with GAAP and

25

management’s assessment of internal controls was properly and accurately

26

presented.

27
28
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1

329. Plaintiff and members of the Class purchased New Century Series B

2

Preferred Stock issued in, or traceable to, the Series B Preferred Stock Registration

3

Statement and were damaged thereby.

4

330. Plaintiff and the Class did not know, nor in the exercise of reasonable

5

diligence could they have known, of the untrue statements of material fact or

6

omissions of material facts in the Series B Preferred Stock Registration Statement

7

when they purchased or acquired the shares.

8
9

331. By reason of the foregoing, Defendants are liable to Plaintiff and
members of the Class for violations of Section 11 of the Securities Act.

10

COUNT FOUR

11

13

For Violations Of Section 15 Of The Securities Act, On Behalf Of Purchasers
Of New Century Series B Preferred Stock, Against Defendants Cole, Morrice,
Gotschall And Dodge For Control Person Liability Based On Section 11 And
12(a)(2) Violations By New Century

14

332. Plaintiffs repeat and reallege each and every allegation above as if

15

fully set forth herein. For the purposes of this claim, Plaintiffs assert only strict

16

liability and negligence claims and expressly disclaim any claim of fraud or

17

intentional misconduct.

12

18

333. This claim is brought pursuant to Section 15 of the Securities Act

19

against Defendants Cole, Morrice, Gotschall and Dodge, on behalf of Plaintiff Carl

20

Larson and other members of the Class who purchased or acquired New Century

21

Series B Preferred Stock issued pursuant and/or traceable to the Series B Preferred

22

Stock Registration Statement and were damaged by acts alleged herein.

23

334. Although not named as a defendant herein because of its bankruptcy

24

filing, New Century violated Section 11 of the Securities Act by issuing the Series

25

B Preferred Stock Registration Statement which included untrue statements of

26

material fact and omitted to state material facts required to be stated therein or

27

necessary in order to make the statements therein not misleading and violated

28

Section 12(a)(2) of the Securities Act by soliciting the purchase of New Century
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1

Series B Preferred Stock by the use of means or instruments of transportation or

2

communication in interstate commerce or of the mails and by means of the Series

3

B Preferred Stock Prospectus which included untrue statements of material fact

4

and omitted to state material facts required to be stated therein or necessary in

5

order to make the statements therein not misleading. The facts misstated and

6

omitted would have been material to a reasonable person reviewing the New

7

Century Series B Preferred Stock Registration Statement and Prospectus.

8

335. Defendants Cole, Morrice, Gotschall and Dodge were controlling

9

persons of New Century when the Series B Preferred Stock Registration Statement

10

was filed and became effective, due to their senior executive positions therewith;

11

their direct involvement in its day-to-day operations, including its financial

12

reporting and accounting functions; and their signatures on and participation in the

13

preparation and dissemination of the registration statement. Defendants Cole,

14

Morrice, Gotschall and Dodge participated in road shows to solicit Class members’

15

purchases of Series B Preferred Stock by means of the Series B Preferred Stock

16

Prospectus.

17

336. By virtue of the foregoing, Defendants Cole, Morrice, Gotschall and

18

Dodge each had the power to influence and control, and did influence and control,

19

directly or indirectly, the decision making of New Century, including the content of

20

its financial statements and of the Series B Preferred Stock Registration Statement.

21

337. Defendants Cole, Morrice, Gotschall and Dodge acted negligently and

22

without reasonable care regarding the accuracy of the information contained and

23

incorporated by reference in the Series B Preferred Stock Registration Statement

24

and lacked reasonable grounds to believe that such information was accurate and

25

complete in all material respects.

26

338. Plaintiff and members of the Class purchased New Century Series B

27

Preferred Stock issued in, or traceable to, the Series B Preferred Stock Registration

28

Statement and were damaged thereby.
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1

339. Plaintiff and the Class did not know, nor in the exercise of reasonable

2

diligence could they have known, of the untrue statements of material fact or

3

omissions of material facts in the Series B Preferred Stock Registration Statement

4

when they purchased or acquired the shares.

5

340. By reason of the foregoing, Defendants Cole, Morrice, Gotschall and

6

Dodge are liable to Plaintiff and members of the Class for violations of Section 15

7

of the Securities Act.

8

IX.

9
10
11
12
13
14
15
16
17
18
19
20
21

FACTUAL ALLEGATIONS PERTINENT TO
CLAIMS FOR RELIEF UNDER THE EXCHANGE ACT
341. Plaintiffs repeat and reallege each of the allegations set forth above

(except for those alleging negligence) as if fully set forth herein.
342. Plaintiffs, on behalf of themselves and the Class, bring claims set forth
below against Defendants Cole, Morrice, Gotschall and Dodge for violations of the
Exchange Act for materially false and misleading statements and omissions made
throughout the Class Period during their tenures at the Company and against
Defendant KPMG for violations of the Exchange Act for materially false and
misleading statements and omissions made in connection with its 2005 audit
opinions issued on or about March 16, 2006. As alleged herein, these Defendants
acted with scienter, acting intentionally or with a deliberate reckless disregard of
the true facts, in making or participating in the making of these misstatements and
omissions during the Class Period.

22
23
24
25
26
27
28
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
225

Case 2:07-cv-00931-DDP-JTL

1

X.

Document 269-5

Filed 04/30/2008

Page 30 of 50

2

THE NEW CENTURY OFFICER DEFENDANTS AND
DEFENDANT KPMG MADE MATERIALLY FALSE AND
MISLEADING STATEMENTS DURING THE CLASS PERIOD32

3

A.

4

343. On May 5, 2005, the first day of the Class Period, the New Century

5

Officer Defendants Cole, Morrice, Gotschall and Dodge issued a press release

6

reporting the Company’s earnings results for the first quarter ended March 31,

7

2005. The Company reported net earnings for the first quarter of $84.8 million, or

8

$1.48 per share. The press release contained income statement and balance sheet

9

data purporting to reflect the Company’s financial performance and assets and

10

liabilities for the three months ended March 31, 2005 in accordance with GAAP.

11

The press release reported New Century’s Residual Interests as of March 31, 2005

12

at $143,928,000. The press release further stated:

2005 First Quarter Statements

13

Delinquencies and losses in the company’s mortgage loan portfolio

14

continue to significantly outperform securitizations executed prior to

15

2003 due primarily to higher credit quality, the strength of our

16

servicing platform and improved underwriting controls and appraisal

17

review process. Delinquency rates and cumulative loss experience for

18

the portfolio are trending better than previously anticipated.

19

[Emphasis added.]

20

The press release also contained the following quoted statement from Defendant

21

Cole: “Our first quarter 2005 results provide a solid foundation to deliver record

22

financial results for fiscal 2005 despite a competitive marketplace and a rising

23

interest rate environment.”

24
25
26
27
28

32

In this section of the Second Amended Complaint, Plaintiffs have underlined all allegedly
false and misleading statements and pleaded them in the context in which they were made,
grouping them by quarter. For each allegedly false and misleading statement, Plaintiffs then
explain, after the statements from the quarter are presented in the context in which they were
made, why each statement was materially false and misleading when made by referring only to
facts set forth in the paragraphs above that were in existence at the time or prior to the challenged
statements. See also Exhibit E.
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1

344. On May 5, 2005, the New Century Officer Defendants also held a

2

conference call with analysts and investors. During the call, Defendants Cole and

3

Dodge reviewed the Company’s reported financial results for the quarter ended

4

March 31, 2005. During the conference call, Defendant Cole described New

5

Century’s purported areas of “primary emphasis” as: “cost savings initiatives;

6

continued maintenance of our strong credit quality, which is []proving out in

7

portfolio performance; and our loan servicing practices, which are keeping balance

8

loans with low delinquencies and low losses. Those three areas – cost, credit, and

9

servicing – are control business functions that we think are very core to the

10

contributors of long-term profitability, portfolio performance and dividend growth.

11

And we can control those areas, and I think you’ll see from first quarter into April

12

[2005] how we are doing on those three matters.” (Emphasis added.) Defendant

13

Cole further stated: “Earnings were higher [than] expected due to portfolio losses

14

[that] continued to be lower than expected. As we have been mentioning in prior

15

calls, the delinquency and the loss performance in both our REIT and our taxable

16

sub-portfolios just continues to be better than anticipated.” During the conference

17

call, Defendant Dodge presented a slide (made available over the Internet)

18

purporting to demonstrate lower 60+ day delinquency rates for New Century’s

19

2003 and 2004 loans and stated: “Note the dramatically lower delinquency rates

20

for the 2003 and 2004 vintages, which are vintages that are on our balance sheet.

21

This performance reflects a number of factors, including the credit quality of the

22

loans, the impact of servicing the loans on our own platform, and the economic and

23

interest rate environment.” (Emphasis added.) Similarly, Cole stated: “The effort

24

started many years ago to improve the credit quality and underwriting standards of

25

the Company and increase the average FICO score is really []proving benefits here

26

in the ’03, ’04 full performance. The superior credit performance measured by

27

delinquencies or losses is supported by the strong servicing platform of Rich

28

Cimino and his team – is really []proving very, very solid results.” (Emphasis
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1

added.)

2

conference call regarding credit performance during the quarter, Defendant Cole

3

again stated:

When he was asked during a question-and-answer session of the

4

We thought it was quite good measured by the delinquency and the

5

losses. And that’s a result of a strategy adopted a number of years ago

6

to move much higher up the FICO scale. So the loans originated ‘03

7

and ‘04 that are on our balance sheet, either in the REIT or in the

8

taxable sub, just have characteristics that perform better. [Emphasis

9

added.]

10

345. On or about May 10, 2005, the New Century Officer Defendants Cole,

11

Morrice, Gotschall and Dodge filed the Company’s Form 10-Q for the quarter

12

ended March 31, 2005. The first quarter 2005 Form 10-Q contained consolidated

13

balance sheets and consolidated statements of earnings purporting to reflect the

14

Company’s financial performance and assets and liabilities for the three months

15

ended March 31, 2005 in accordance with GAAP. The Form 10-Q stated:

16

The Company has prepared the accompanying unaudited condensed

17

consolidated financial statements in accordance with accounting

18

principles generally accepted in the United States of America for

19

interim financial information and with the instructions to Form 10-Q

20

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

21

all of the information and footnotes required by generally accepted

22

accounting principles for complete financial statements.

23

opinion of management, all adjustments (consisting of normal

24

recurring accruals) considered necessary for a fair presentation have

25

been included. [Emphasis added.]

In the

26

The first quarter 2005 Form 10-Q was signed by Defendants Cole, Morrice,

27

Gotschall and Dodge.

28
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1

346. The first quarter 2005 Form 10-Q reported New Century’s Residual

2

Interests as of March 31, 2005 at $143,928,000. The first quarter 2005 Form 10-Q

3

purported to describe the Company’s “Critical Accounting Policies” including New

4

Century’s methods for calculating “Residual Interests in Securitizations” and

5

“Allowance for Repurchase Losses:”

6

Residual Interests in Securitizations

7

[T]he Residuals described above are a significant asset of the

8

Company. In determining the value of the Residuals, the Company

9

estimates the future rate of prepayments, prepayment penalties that we

10

will receive, delinquencies, defaults and default loss severity as they

11

affect the amount and timing of estimated cash flows. . . . The

12

Company bases these estimates on historical loss data for the loans,

13

the specific characteristics of the loans and the general economic

14

environment.

15

Residuals quarterly, taking into consideration trends in actual cash

16

flow performance, industry and economic developments, as well as

17

other relevant factors.

. . .

The Company performs an evaluation of the

18

* * *

19

Allowance for Repurchase Losses

20

Generally, repurchases are required within 90 days from the

21

date the loans are sold. Occasionally, we may repurchase loans after

22

90 days have elapsed. [Emphasis added.]

23

347. The first quarter 2005 Form 10-Q stated as follows regarding the

24

Company’s underwriting standards:

25

We originate and purchase primarily first mortgage products

26

nationwide. We focus on lending to individuals whose borrowing

27

needs are generally not fulfilled by traditional financial institutions

28

because they do not satisfy the credit, documentation or other
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1

underwriting standards prescribed by conventional mortgage lenders

2

and loan buyers. We originate and purchase loans on the basis of the

3

borrower’s ability to repay the mortgage loan, the borrower’s

4

historical pattern of debt repayment and the amount of equity in the

5

borrower’s property, as measured by the borrower’s loan-to-value

6

ratio, or LTV. We have been originating and purchasing subprime

7

loans since 1996 and believe we have developed a comprehensive and

8

sophisticated process of credit evaluation and risk-based pricing that

9

allows us to effectively manage the potentially higher risks associated

10

with this segment of the mortgage industry.

11

* * *

12

We have experienced considerable growth of our interest-only

13

product. During the three months ended March 31, 2005, originations

14

of interest-only loans totaled $2.7 billion, or 26.7%, of total

15

originations. Interest-only originations during the three months ended

16

March 31, 2004 totaled $963 million, or 11.4%, of total originations

17

during the period. We believe our strict underwriting guidelines and

18

the stronger credit characteristics of these loans mitigate their

19

perceived higher risk.

20

For the three months ended March 31, 2005, full documentation

21

loans as a percentage of originations totaled $5.2 billion, or 50.7%,

22

limited documentation loans totaled $569 million, or 5.6%, and stated

23

documentation loans totaled $4.5 billion, or 43.7%. . . . We designed

24

our underwriting standards and quality assurance programs to ensure

25

that loan quality is consistent and meets our guidelines, even as the

26

documentation type mix varies. [Emphasis added.]

27

348. The first quarter 2005 Form 10-Q provided the following information

28

regarding New Century’s internal controls and procedures:
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As of March 31, 2005, the end of our first quarter, our management,

2

including our Chief Executive Officer, Vice Chairman – Finance,

3

Chief Financial Officer and President and Chief Operating Officer,

4

has evaluated the effectiveness of our disclosure controls and

5

procedures, as such term is defined in Rule 13a-15(e) promulgated

6

under the Securities Exchange Act of 1934, as amended. Based on

7

that evaluation, our Chief Executive Officer, Vice Chairman –

8

Finance, Chief Financial Officer and President and Chief Operating

9

Officer concluded, as of March 31, 2005, that our disclosure controls

10

and procedures were effective to ensure that information required to

11

be disclosed by us in reports that we file or submit under the

12

Securities Exchange Act of 1934 is recorded, processed, summarized

13

and reported within the time periods specified in the Securities and

14

Exchange Commission rules and forms. There was no change in our

15

internal control over financial reporting during the quarter ended

16

March 31, 2005 that materially affected, or is reasonably likely to

17

materially affect, our internal control over financial reporting.

18

[Emphasis added.]

19

349. Accompanying the first quarter 2005 Form 10-Q as exhibits were

20

certifications signed by Defendants Cole, Morrice, Gotschall and Dodge which

21

stated:

22

1.

23

Century Financial Corporation;

24

2.

25

untrue statement of a material fact or omit to state a material fact

26

necessary to make the statements made, in light of the circumstances

27

under which such statements were made, not misleading with respect

28

to the period covered by this report;

I have reviewed this quarterly report on Form 10-Q of New
Based on my knowledge, this report does not contain any
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1

3.

2

financial information included in this report, fairly present in all

3

material respects the financial condition, results of operations and

4

cash flows of the registrant as of, and for, the periods presented in this

5

report;

6

4.

7

for establishing and maintaining disclosure controls and procedures

8

(as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and

9

internal control over financial reporting (as defined in Exchange Act

10

Based on my knowledge, the financial statements, and other

The registrant’s other certifying officers and I are responsible

Rules 13a-15(f) and 15(d)-15(f)) for the registrant and have:

11

a) Designed such disclosure controls and procedures, or caused

12

such disclosure controls and procedures to be designed under our

13

supervision, to ensure that material information relating to the

14

registrant, including its consolidated subsidiaries, is made known to us

15

by others within those entities, particularly during the period in which

16

this quarterly report is being prepared;

17

b) Designed such internal control over financial reporting, or

18

caused such internal control over financial reporting to be designed

19

under our supervision, to provide reasonable assurance regarding the

20

reliability of financial reporting and the preparation of financial

21

statements for external purposes in accordance with generally

22

accepted accounting principles;

23

c) Evaluated the effectiveness of the registrant’s disclosure

24

controls and procedures and presented in this report our conclusions

25

about the effectiveness of the disclosure controls and procedures, as of

26

the end of the period covered by this report based on such evaluation;

27

and

28
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Disclosed in this report any change in the registrant’s

2

internal control over financial reporting that occurred during the

3

registrant’s most recent fiscal quarter (the registrant’s fourth fiscal

4

quarter in the case of an annual report) that has materially affected, or

5

is reasonably likely to materially affect, the registrant’s internal

6

control over financial reporting; and

7

5.

8

based on our most recent evaluation of internal control over financial

9

reporting, to the registrant’s auditors and the audit committee of the

10

registrant’s board of directors (or persons performing the equivalent

11

functions):

12

The registrant’s other certifying officers and I have disclosed,

a)

All significant deficiencies and material weaknesses in

13

the design or operation of internal control over financial reporting

14

which are reasonably likely to adversely affect the registrant’s ability

15

to record, process, summarize and report financial information; and

16

b)

Any fraud, whether or not material, that involves

17

management or other employees who have a significant role in the

18

registrant’s internal control over financial reporting.

19

* * *

20

In connection with the Quarterly Report of New Century Financial

21

Corporation (the “Company”) on Form 10-Q for the period ended

22

March 31, 2005 as filed with the Securities and Exchange

23

Commission on the date hereof (the “Report”), I . . . certify, pursuant

24

to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-

25

Oxley Act of 2002, that, to my knowledge:

26
27

(1)

The Report fully complies with the requirements of

section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

28
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The information contained in the Report fairly presents,

2

in all material respects, the financial condition and results of

3

operations of the Company. [Emphasis added.]

4

350. The above-referenced statements from the New Century Officer

5

Defendants’ press release, conference call and Form 10-Q for the first quarter

6

ended March 31, 2005 were materially misstated and omitted to state material facts

7

required therein or necessary to make the statements contained therein not

8

misleading, at all times throughout the Class Period. Contrary to the above-

9

referenced statements, New Century’s financial statements for the first quarter

10

ended March 31, 2005 were not presented in accordance with GAAP, the

11

Company’s internal controls suffered from significant deficiencies and material

12

weaknesses and New Century did not improve its underwriting controls or loan

13

quality.

14

351. As set forth in paragraphs 137-39, 141, 144, 146, 148, 150, 153-55,

15

158, 161 above, numerous former New Century employees with first-hand

16

knowledge report that contrary to the New Century Officer Defendants’ statements

17

on May 5, 2005 regarding purported “higher credit quality,” and “improved

18

underwriting controls;” Defendant Cole’s statements on May 5, 2005 regarding

19

purported “continued maintenance of [] strong credit quality,” and loan

20

“characteristics that perform better;” Defendant Dodge’s statements on May 5,

21

2005 regarding the purported “credit quality of the loans;” and the New Century

22

Officer Defendants’ statements in the 2005 first quarter 10-Q regarding a purported

23

“comprehensive and sophisticated process of credit evaluation,” “strict

24

underwriting guidelines” and “underwriting standards and quality assurance

25

programs to ensure that loan quality is consistent;” and undisclosed to investors,

26

New Century’s underwriting practices were actually loosened substantially by the

27

time of these May 5 and 10, 2005 statements so that the Company could continue

28

to reach record mortgage origination volume notwithstanding intense industry
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1

competition, rising interest rates, and a softening of the real estate market. Further,

2

the 2005 data set forth in paragraphs 126-35 above establish that New Century’s

3

underwriting was loosened precipitously before and during the Class Period, such

4

that its loans became delinquent and were repurchased at substantially higher rates

5

as compared to the loans it made in 2003-04, and with such speed that generic

6

market forces could not be to blame. The data further demonstrate that given its

7

loosened underwriting, New Century was far more likely to issue a sub-prime

8

borrower a mortgage loan than were its peers. According to CWs 3, 5, 6, 8, 11, 13,

9

15, 17, 20, 21, 22, 25 and 28, starting as early as 2003, and progressively from

10

2004-05, New Century began originating riskier and riskier mortgage loans

11

because of increased loan to values, including 80/20 100% financing loans

12

requiring no down payment, and began increasing the amount of stated income

13

loans, which, starting in 2004-05, were being offered to W-2 wage earners who

14

should have been able to verify their stated income, but were not required to.

15

According to CWs 13, 17, 20, 25 and 28, the Company’s underwriting was

16

loosened and the Company was issuing “riskier and riskier” mortgage loans

17

beginning as early as 2003, with “heavy pressure” to close loans and operations

18

managers signing off on the approval of riskier loans. Quarterly loan performance

19

data set forth in paragraph 111 further demonstrates a trend of increasing

20

delinquencies from the first quarter of 2004 through the first quarter of 2005. The

21

fact that delinquencies continued to increase thereafter at a dramatic rate further

22

demonstrates that contrary to the New Century Officer Defendants’ May 5 and 10,

23

2005 statements, New Century’s underwriting was not “strict” or “improved” and

24

did not result in “higher credit quality” loans, but was substantially loosened to

25

produce growing origination volume.

26

352. In addition, as set forth in paragraphs 173-78, 183, 187, 189, 196

27

above, by the time of these statements, the Examiner’s Report details facts

28

demonstrating “serious loan quality issues at [New Century] beginning as early as
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1

2004;” numerous “red flags” relating to loan quality; and the failure of New

2

Century’s Senior Management and Board of Directors to devote sufficient attention

3

to improving loan quality until the final quarter of 2006, when it “was too late to

4

prevent the consequences of longstanding loan quality problems in an adversely

5

changing market.” “Rather, New Century continued to focus on generating greater

6

quantities of ever riskier loans, devoting little effort to such basic issues as making

7

sure that the Company’s loan origination and underwriting policies and procedures

8

were followed to avoid kickouts of loans offered for sale.” Contrary to the above

9

statements, New Century “devoted its resources to generating high volumes of

10

loans, with relatively little attention to loan quality” and did not even have any

11

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

12

“a veritable ticking time bomb.” As a result of these findings, the Examiner

13

concluded that the public statements made by New Century regarding the

14

purported credit characteristics of its loans and strict and consistent underwriting

15

guidelines were “not supportable” and without “justifiable basis” when made.

16

353. As set forth in paragraph 75 above, according to CW 1, New Century

17

had intentionally delayed payment of valid repurchase claims, causing a massive

18

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

19

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

20

went back to the 2005 first quarter. According to CW 1, these repurchase claims

21

already were determined to be valid and should have been paid 18 to 24 months

22

earlier, but the Company delayed payment of them in an effort to cause its

23

previously reported financial results to appear better than they actually were.

24

According to CW 1, by the end of the 2004 fourth quarter, New Century already

25

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

26

of millions of dollars worth of these valid repurchase claims should have been

27

funded prior to the start of the Class Period in May 2005, but were not. As set

28

forth in paragraph 77 above, according to CW 3, New Century was “sitting on
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1

repurchase requests” hoping to ride out the market and the Company failed to have

2

good internal reporting of repurchase information prior to 2006. In addition,

3

according to the internal New Century document quoted in paragraph 79 above,

4

61% of the Company’s outstanding repurchase claims, or $167 million worth, had

5

been received by July 31, 2005.

6

outstanding repurchase claims caused material errors in the Company’s 2005 first

7

quarter reported financial results and resulted from material weaknesses in the

8

Company’s internal controls at the time the claims were received and processed,

9

but not funded, which included the time of the above statements. Accordingly, the

10

material financial misstatements and material weaknesses in internal controls

11

relating to the repurchase claims backlog eventually reported by the Company on

12

February 7, 2007 and, thereafter, were in existence at the time of the above

13

statements, rendering them materially false and misleading when made.

The failure to properly account for these

14

354. As set forth in paragraphs 91-93, 96-97 above, the facts revealed by

15

the Examiner’s Report further demonstrate that “beginning no later than 2004,

16

New Century was receiving repurchase requests related to loans sold outside of the

17

previous 90-day period and it was taking much longer than 90 days to evaluate and

18

process repurchase requests and repurchase loans.” In violation of GAAP, “New

19

Century was not reserving, however, for these loans that it might be required to

20

repurchase, and on which it might incur losses and expenses, but for which no

21

reserve was provided.” By January 26, 2005, the Examiner found “clear indication

22

that New Century Accounting Department personnel knew that many loans that

23

were ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding

24

this information, New Century did nothing to adjust its methodology for estimating

25

the quantity of loans that might need to be repurchased as of the end of a financial

26

reporting period.” In addition, at the time of the above-reported 2005 first quarter

27

earnings and at all times throughout 2005, New Century “perplexingly” further

28

violated GAAP by failing to reserve for Interest Recapture as set forth in
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1

paragraphs 96-97 above. Consistent with the Examiner’s Report, New Century’s

2

above-quoted description of its Allowance for Repurchase Losses was materially

3

misleading when made as it stated that the Company “occasionally” may

4

repurchase loans after 90 days without disclosing the then-existing repurchase

5

claims backlog.

6

355. As set forth in paragraphs 106-08 above, the facts revealed by the

7

Examiner’s Report demonstrate that New Century’s Residual Interests were

8

overstated at the time of the above-reported 2005 first quarter earnings and at all

9

times throughout 2005-06 as “New Century insisted on using unduly low discount

10

rates;” New Century “repeatedly resisted warnings from specialists at KPMG

11

[starting at least for its quarterly review for the first quarter of 2005], who warned

12

that the discount rates New Century was using were below those used by most of

13

its peers;” “New Century relied for far too long on antiquated and flawed

14

internally-developed Excel-based models to value residual interests;” and New

15

Century failed “to adjust its prepayment rates to reflect changing market conditions

16

. . . contrary to the advice it consistently received as far back as the first quarter of

17

2005 from KPMG’s SFG, which repeatedly expressed concern about the

18

Company’s use of low prepayment speed assumptions.”

19

356. As set forth in paragraphs 194-96 above, the facts revealed by the

20

Examiner’s Report demonstrate that that New Century’s internal controls suffered

21

from significant deficiencies and material weaknesses at the time of the above-

22

reported 2005 first quarter internal control certifications and statements and at all

23

times throughout 2005-06 as the result of “deeply-rooted and long-standing

24

failures to establish and monitor adequate internal controls over financial

25

reporting;” including failures to “develop effective policies and procedures for

26

performing accounting estimates requiring the exercise of considerable judgment;”

27

and to “remediate internal control deficiencies that existed at year-end 2004.”

28

Among the deficiencies that New Century failed to remedy from year-end 2004
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1

were “key controls surrounding the repurchase reserve estimation process;” “the

2

allowance for loan losses methodology and rationale;” and “controls related to the

3

hedging and derivatives process.” “New Century also failed to establish sufficient

4

internal controls with respect to its residual interest valuation process.”

5

demonstrated by the facts obtained by the Examiner (as well as the numerous other

6

facts set forth in paragraphs 351-52 above), New Century also suffered throughout

7

2005 (and 2006) from “significant deficiencies and material weaknesses in

8

Management’s internal control structure related to loan quality . . . .”

9

B.

As

2005 Second Quarter Statements

10

357. On August 4, 2005, the New Century Officer Defendants Cole,

11

Morrice, Gotschall and Dodge issued a press release reporting the Company’s

12

earnings results for the second quarter ended June 30, 2005.

13

reported net earnings for the second quarter of $95.1 million, or $1.65 per share.

14

The press release contained income statement and balance sheet data purporting to

15

reflect the Company’s financial performance and assets and liabilities for the three

16

months and six months ended June 30, 2005 in accordance with GAAP. The press

17

release reported New Century’s Residual Interests as of June 30, 2005 at

18

$145,563,000. The press release also contained the following quoted statement

19

from Defendant Cole: “In today’s challenging environment, we are very pleased to

20

report a strong second quarter 2005 delivering EPS of $1.65, an 11.5 percent

21

increase compared with $1.48 for the first quarter of this year.”

The Company

22

358. On August 4, 2005, the New Century Officer Defendants also held a

23

conference call with analysts and investors. During the call, Defendants Cole and

24

Dodge reviewed the Company’s reported financial results for the quarter ended

25

June 30, 2005. During the conference call, Defendant Cole stated: “We’re very

26

proud of the strict underwriting guidelines, the risk management discipline that we

27

have.” (Emphasis added.) Defendant Cole further stated:

28
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1

So what are we focusing on? Well, first and foremost, we’re a Real

2

Estate Investment Trust, we’ll continue to grow the loan portfolio as

3

Patti described in her comments, and we’ll continue to maintain strict

4

underwriting and risk management disciplines. I think you can see

5

from the portfolio that we’ve created at the REIT, plus the

6

performance of the taxable REIT subsidiary, which goes back more

7

than a year and a half to two years, that there is a very high quality

8

source of loans that go into the REIT portfolio. We’ve maintained

9

that we’ve tried to be equal in what we sell in the cash market and

10

what we put in the portfolio, and I think from loss assumptions

11

delivered to date, or actual losses, we’re delivering on that

12

commitment. [Emphasis added.]

13

359. On or about August 9, 2005, the New Century Officer Defendants

14

Cole, Morrice, Gotschall and Dodge filed the Company’s Form 10-Q for the

15

quarter ended June 30, 2005. The second quarter 2005 Form 10-Q contained

16

consolidated balance sheets and consolidated statements of earnings purporting to

17

reflect the Company’s financial performance and assets and liabilities for the three

18

months ended June 30, 2005 in accordance with GAAP. The Form 10-Q stated:

19

The Company has prepared the accompanying unaudited condensed

20

consolidated financial statements in accordance with accounting

21

principles generally accepted in the United States of America for

22

interim financial information and with the instructions to Form 10-Q

23

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

24

all of the information and footnotes required by generally accepted

25

accounting principles for complete financial statements.

26

opinion of management, all adjustments (consisting of normal

27

recurring accruals) considered necessary for a fair presentation have

28

been included. [Emphasis added.]

In the
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1

The second quarter 2005 Form 10-Q was signed by Defendants Cole, Morrice,

2

Gotschall and Dodge.

3

360. The second quarter 2005 Form 10-Q reported New Century’s Residual

4

Interests as of June 30, 2005 at $145,563,000. The second quarter 2005 Form 10-

5

Q purported to describe the Company’s “Critical Accounting Policies” including

6

New Century’s methods for calculating “Residual Interests in Securitizations” and

7

“Allowance for Repurchase Losses:”

8

Residual Interests in Securitizations

9

[T]he Residuals described above are a significant asset of the

10

Company. In determining the value of the Residuals, the Company

11

estimates the future rate of prepayments, prepayment penalties that we

12

will receive, delinquencies, defaults and default loss severity as they

13

affect the amount and timing of estimated cash flows. . . . The

14

Company bases these estimates on historical loss data for the loans,

15

the specific characteristics of the loans and the general economic

16

environment.

17

Residuals quarterly, taking into consideration trends in actual cash

18

flow performance, industry and economic developments, as well as

19

other relevant factors.

. . .

The Company performs an evaluation of the

20

* * *

21

Allowance for Repurchase Losses

22

Generally, repurchases are required within 90 days from the

23

date the loans are sold. Occasionally, we may repurchase loans after

24

90 days have elapsed. [Emphasis added.]

25

361. The second quarter 2005 Form 10-Q stated as follows regarding the

26

Company’s underwriting standards:

27

We originate and purchase primarily first mortgage products

28

nationwide. We focus on lending to individuals whose borrowing
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
241

Case 2:07-cv-00931-DDP-JTL

Document 269-5

Filed 04/30/2008

Page 46 of 50

1

needs are generally not fulfilled by traditional financial institutions

2

because they do not satisfy the credit, documentation or other

3

underwriting standards prescribed by conventional mortgage lenders

4

and loan buyers. We originate and purchase loans on the basis of the

5

borrower’s ability to repay the mortgage loan, the borrower’s

6

historical pattern of debt repayment and the amount of equity in the

7

borrower’s property, as measured by the borrower’s loan-to-value

8

ratio, or LTV. We believe we have developed a comprehensive and

9

sophisticated process of credit evaluation and risk-based pricing that

10

allows us to effectively manage the potentially higher risks associated

11

with this segment of the mortgage industry.

12

* * *

13

We have experienced considerable growth of our interest-only

14

product. During the six months ended June 30, 2005, originations of

15

interest-only loans totaled $7.8 billion, or 33.0%, of total originations.

16

Interest-only originations during the six months ended June 30, 2004

17

totaled $3.5 billion, or 16.9%, of total originations during the period.

18

We believe our stricter underwriting guidelines and the stronger credit

19

characteristics of these loans mitigate their perceived higher risk.

20

* * *

21

For the six months ended June 30, 2005, full documentation

22

loans as a percentage of originations totaled $12.3 billion, or 52.1%,

23

limited documentation loans totaled $923.0 million, or 3.9%, and

24

stated documentation loans totaled $10.4 billion, or 44.0%. . . . We

25

designed our underwriting standards and quality assurance programs

26

to ensure that loan quality is consistent and meets our guidelines, even

27

as the documentation type mix varies. [Emphasis added.]

28
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362. The second quarter 2005 Form 10-Q provided the following
information regarding New Century’s internal controls and procedures:

3

As of June 30, 2005, the end of our second quarter, our management,

4

including our Chief Executive Officer, Vice Chairman – Finance,

5

Chief Financial Officer and President and Chief Operating Officer,

6

has evaluated the effectiveness of our disclosure controls and

7

procedures, as such term is defined in Rule 13a-15(e) promulgated

8

under the Securities Exchange Act of 1934, as amended. Based on

9

that evaluation, our Chief Executive Officer, Vice Chairman –

10

Finance, Chief Financial Officer and President and Chief Operating

11

Officer concluded, as of June 30, 2005, that our disclosure controls

12

and procedures were effective to ensure that information required to

13

be disclosed by us in reports that we file or submit under the

14

Securities Exchange Act of 1934 is recorded, processed, summarized

15

and reported within the time periods specified in the Securities and

16

Exchange Commission rules and forms. There was no change in our

17

internal control over financial reporting during the quarter ended June

18

30, 2005 that materially affected, or is reasonably likely to materially

19

affect, our internal control over financial reporting.

20

added.]

21

363. Accompanying the second quarter 2005 Form 10-Q as exhibits were

22

certifications signed by Defendants Cole, Morrice, Gotschall and Dodge in the

23

form set forth in paragraph 349 above.

[Emphasis

24

364. On September 6-7, 2005, New Century Officer Defendants Gotschall

25

and Dodge participated in Investor Roundtables with analysts and investors.

26

During the meetings, Defendants Gotschall and Dodge reviewed the Company’s

27

reported financial results and business strategy. During the meetings, Defendant

28

Gotschall discussed New Century’s Residual Interests and stated: “And while we
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1

know that investors are concerned about residual assets, we do book them

2

conservatively. We’ve been through that before.” (Emphasis added.) Gotschall

3

further stated:

4

through in valuing that residual asset. . . . [T]he residual asset that’s created is

5

relatively small and we book that with very conservative assumptions.” (Emphasis

6

added.)

7

underwriting standards. He stated that back in 1998-99 credit standards had “really

8

eroded [a]nd I don’t think that’s happened this time in our business. In fact, we use

9

an automated underwriting system so that we can make sure that that doesn’t

10

“We use very conservative assumptions as we’ve been going

During the meetings, Gotschall also reviewed the Company’s

happen.” (Emphasis added.) Gotschall further stated:

11

You take into account that I really believe the losses that we

12

saw back in ’98 and ’99 were the result of credit decisions. I don’t

13

think we have seen the lightening and loosening of credit this time.

14

We use an automated underwriting system. So we cannot do that.

15

And I think what happened the last time around everybody had

16

loosened their guidelines, and we just made a lot of bad loans, and

17

that is why the performance suffered. I think there is a much better

18

borrower this time. [Emphasis added.]

19

During the meetings, Gotschall also stated that it was a “myth” that New Century

20

focused “on volume and not profits.” Gotschall added:

21

Please don’t imply by anything that we say that the housing bubble

22

doesn’t concern us; the rising interest rates don’t concern us; that the

23

industry competition and the players in the market don’t concern us.

24

But we have been through cycles before and we actually, especially

25

from the finance perspective, we get excited about this because this is

26

the time that we get to put better discipline into our business from

27

what exists during the really good times. [Emphasis added.]

28
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1

365. The above-referenced statements from the New Century Officer

2

Defendants’ press release, conference call and Form 10-Q for the second quarter

3

ended June 30, 2005 and September 6-7, 2005 Investor Roundtables were

4

materially misstated and omitted to state material facts required therein or

5

necessary to make the statements contained therein not misleading, at all times

6

throughout the Class Period. Contrary to the above-referenced statements, New

7

Century’s financial statements for the second quarter ended June 30, 2005 were not

8

presented in accordance with GAAP, the Company’s internal controls suffered

9

from significant deficiencies and material weaknesses and New Century did not

10

maintain “strict underwriting and risk management disciplines,” a “comprehensive

11

and sophisticated process of credit evaluation,” “strict underwriting guidelines” or

12

“underwriting standards and quality assurance programs to ensure that loan quality

13

is consistent;” originate “very high quality source of loans,” mitigate current real

14

estate market conditions by putting “better discipline into [its] business,” or book

15

its Residual Interests “conservatively” with “very conservative” assumptions.

16

366. As set forth in paragraphs 137-39, 141, 144, 146, 148, 150, 153-55,

17

158, 161 above, numerous former New Century employees with first-hand

18

knowledge report that contrary to Defendant Cole’s statements on August 4, 2005

19

regarding purportedly maintaining “strict underwriting and risk management

20

disciplines” and originating “very high quality source of loans,” the New Century

21

Officer Defendants’ statements in the 2005 second quarter 10-Q regarding a

22

purported “comprehensive and sophisticated process of credit evaluation,” “strict

23

underwriting guidelines” and “underwriting standards and quality assurance

24

programs to ensure that loan quality is consistent;” and Defendant Gotschall’s

25

statements on September 6-7, 2005 regarding purportedly mitigating current real

26

estate market conditions by putting “better discipline into [its] business” and

27

undisclosed to investors, New Century’s underwriting practices were actually

28

loosened substantially by the time of these statements so that the Company could
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1

continue to reach record mortgage origination volume notwithstanding intense

2

industry competition, rising interest rates, and a softening of the real estate market.

3

Further, the 2005 data set forth in paragraphs 126-35 above establish that New

4

Century’s underwriting practices loosened precipitously before and during the

5

Class Period, such that its loans became delinquent and were repurchased at

6

substantially higher rates as compared to the loans it made in 2003-04, and with

7

such speed that generic market forces could not be to blame. The data further

8

demonstrate that given its loosened underwriting, New Century was far more likely

9

to issue a sub-prime borrower a mortgage loan than were its peers. According to

10

CWs 3, 5, 6, 8, 11, 13, 15, 17, 20, 21, 22, 25 and 28, as early as 2003, and

11

progressively from 2004-05, New Century began originating riskier and riskier

12

mortgage loans because of increased loan to values, including 80/20 100%

13

financing loans requiring no down payment, and began increasing the amount of

14

stated income loans, which, starting in 2004-05, were being offered to W-2 wage

15

earners who should have been able to verify their stated income, but were not

16

required to. According to CWs 13, 17, 20, 25 and 28, the Company’s underwriting

17

was loosened and the Company was issuing “riskier and riskier” mortgage loans

18

beginning as early as 2003, with “heavy pressure” to close loans and operations

19

managers signing off on the approval of riskier loans. Quarterly loan performance

20

data set forth in paragraph 111 further demonstrates a trend of increasing

21

delinquencies from the first quarter of 2004 through the second quarter of 2005.

22

The fact that delinquencies continued to increase thereafter at a dramatic rate

23

further demonstrates that contrary to the New Century Officer Defendants’ August

24

4 and 9, 2005 and September 6-7, 2005 statements, New Century’s underwriting

25

was not “strict” and did not result in “very high quality” loans, but was

26

substantially loosened to produce growing origination volume.

27

367. In addition, as set forth in paragraphs 173-78, 183, 187, 189, 196

28

above, by the time of these statements, the Examiner’s Report details facts
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1

demonstrating “serious loan quality issues at [New Century] beginning as early as

2

2004;” numerous “red flags” relating to loan quality; and the failure of New

3

Century’s Senior Management and Board of Directors to devote sufficient attention

4

to improving loan quality until the final quarter of 2006, when it “was too late to

5

prevent the consequences of longstanding loan quality problems in an adversely

6

changing market.” “Rather, New Century continued to focus on generating greater

7

quantities of ever riskier loans, devoting little effort to such basic issues as making

8

sure that the Company’s loan origination and underwriting policies and procedures

9

were followed to avoid kickouts of loans offered for sale.” Contrary to the above

10

statements, New Century “devoted its resources to generating high volumes of

11

loans, with relatively little attention to loan quality” and did not even have any

12

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

13

“a veritable ticking time bomb.” As a result of these findings, the Examiner

14

concluded that the public statements made by New Century regarding the

15

purported credit characteristics of its loans and strict and consistent underwriting

16

guidelines were “not supportable” and without “justifiable basis” when made.

17

368. As set forth in paragraph 75 above, according to CW 1, New Century

18

had intentionally delayed payment of valid repurchase claims, causing a massive

19

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

20

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

21

went back to the 2005 first quarter. According to CW 1, these repurchase claims

22

already were determined to be valid and should have been paid 18 to 24 months

23

earlier, but the Company delayed payment of them in an effort to cause its

24

previously reported financial results to appear better than they actually were.

25

According to CW 1, by the end of the 2004 fourth quarter, New Century already

26

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

27

of millions of dollars worth of these valid repurchase claims should have been

28

funded prior to the start of the Class Period in May 2005, but were not. As set
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1

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

2

repurchase requests” hoping to ride out the market and the Company failed to have

3

good internal reporting of repurchase information prior to 2006. In addition,

4

according to the internal New Century document quoted in paragraph 79 above,

5

61% of the Company’s outstanding repurchase claims, or $167 million worth, had

6

been received by July 31, 2005.

7

outstanding repurchase claims caused material errors in the Company’s 2005

8

second quarter reported financial results and resulted from material weaknesses in

9

the Company’s internal controls at the time the claims were received and

10

processed, but not funded, which included the time of the above statements.

11

Accordingly, the material financial misstatements and material weaknesses in

12

internal controls relating to the repurchase claims backlog eventually reported by

13

the Company on February 7, 2007 and, thereafter, were in existence at the time of

14

the above statements, rendering them materially false and misleading when made.

The failure to properly account for these

15

369. As set forth in paragraphs 91-93, 96-97 above, the facts revealed by

16

the Examiner’s Report further demonstrate that “beginning no later than 2004,

17

New Century was receiving repurchase requests related to loans sold outside of the

18

previous 90-day period and it was taking much longer than 90 days to evaluate and

19

process repurchase requests and repurchase loans.” In violation of GAAP, “New

20

Century was not reserving, however, for these loans that it might be required to

21

repurchase, and on which it might incur losses and expenses, but for which no

22

reserve was provided.” By January 26, 2005, the Examiner found “clear indication

23

that New Century Accounting Department personnel knew that many loans that

24

were ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding

25

this information, New Century did nothing to adjust its methodology for estimating

26

the quantity of loans that might need to be repurchased as of the end of a financial

27

reporting period.” In addition, at the time of the above-reported 2005 second

28

quarter earnings and at all times throughout 2005, New Century “perplexingly”
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1

further violated GAAP by failing to reserve for Interest Recapture as set forth in

2

paragraphs 96-97 above. Consistent with the Examiner’s Report, New Century’s

3

above-quoted description of its Allowance for Repurchase Losses was materially

4

misleading when made as it stated that the Company “occasionally” may

5

repurchase loans after 90 days without disclosing the then-existing repurchase

6

claims backlog.

7

370. As set forth in paragraphs 106-08 above, the facts revealed by the

8

Examiner’s Report demonstrate that New Century’s Residual Interests were

9

overstated at the time of the above-reported 2005 second quarter earnings and at all

10

times throughout 2005-06 as “New Century insisted on using unduly low discount

11

rates;” New Century “repeatedly resisted warnings from specialists at KPMG

12

[starting at least for its quarterly review for the first quarter of 2005], who warned

13

that the discount rates New Century was using were below those used by most of

14

its peers;” “New Century relied for far too long on antiquated and flawed

15

internally-developed Excel-based models to value residual interests;” and New

16

Century failed “to adjust its prepayment rates to reflect changing market conditions

17

. . . contrary to the advice it consistently received as far back as the first quarter of

18

2005 from KPMG’s SFG, which repeatedly expressed concern about the

19

Company’s use of low prepayment speed assumptions.”

20

371. As set forth in paragraphs 194-96 above, the facts revealed by the

21

Examiner’s Report demonstrate that that New Century’s internal controls suffered

22

from significant deficiencies and material weaknesses at the time of the above-

23

reported 2005 second quarter internal control certifications and statements and at

24

all times throughout 2005-06 as the result of “deeply-rooted and long-standing

25

failures to establish and monitor adequate internal controls over financial

26

reporting;” including failures to “develop effective policies and procedures for

27

performing accounting estimates requiring the exercise of considerable judgment;”

28

and to “remediate internal control deficiencies that existed at year-end 2004.”
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1

Among the deficiencies that New Century failed to remedy from year-end 2004

2

were “key controls surrounding the repurchase reserve estimation process;” “the

3

allowance for loan losses methodology and rationale;” and “controls related to the

4

hedging and derivatives process.” “New Century also failed to establish sufficient

5

internal controls with respect to its residual interest valuation process.”

6

demonstrated by the facts obtained by the Examiner (as well as the numerous other

7

facts set forth in paragraphs 366-67 above), New Century also suffered throughout

8

2005 (and 2006) from “significant deficiencies and material weaknesses in

9

Management’s internal control structure related to loan quality . . . .”

As

10

C.

11

372. On November 3, 2005, the New Century Officer Defendants Cole,

12

Morrice, Gotschall and Dodge issued a press release reporting the Company’s

13

earnings results for the third quarter ended September 30, 2005. The Company

14

reported net earnings for the third quarter of $120.1 million, or $2.04 per share.

15

The press release contained income statement and balance sheet data purporting to

16

reflect the Company’s financial performance and assets and liabilities for the three

17

months and nine months ended September 30, 2005 in accordance with GAAP.

18

The press release reported New Century’s Residual Interests as of September 30,

19

2005 at $172,111,000.

2005 Third Quarter Statements

20

373. On November 3, 2005, the New Century Officer Defendants also held

21

a conference call with analysts and investors. During the call, Defendants Cole

22

and Morrice reviewed the Company’s reported financial results for the quarter

23

ended September 30, 2005.

24

presented the following slide (made available over the Internet) regarding the

25

claimed “strong loan performance” of New Century’s loan portfolio:

During the conference call, Defendant Morrice

26
27
28
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
250

Case 2:07-cv-00931-DDP-JTL

Document 269-6

Filed 04/30/2008

Page 5 of 50

1
2
3
4
5
6
7
8
9
10
11
12

Morrice described the slide as follows:

13

[T]his slide illustrates a different approach to illustrating the strong

14

loan performance of our portfolio than we have shown you before, so

15

let me try to explain this graphic. The top line represents our modeled

16

losses. This model is based on the entire history of New Century’s

17

loan loss experience, including to a very large extent the performance

18

of loans originated years ago with much lower FICO scores, and other

19

less favorable credit characteristics compared to recent production.

20

The bottom lines, which are somewhat hard to see in several cases

21

because they are so small, represent actual loss experienced to date on

22

our 2003, 2004 and 2005 vintage loans. [Emphasis added.]

23

During the question-and-answer portion of the conference call, Defendant Morrice

24

stated:

25

certainly something we track carefully, but at this point that has not been our

26

experience.”

27

agreeing with Morrice’s statement, noting that first payment defaults were “very

28

modest over the last 12 months.” (Emphasis added.)

“[W]e have not seen any meaningful spike in first payment defaults,
(Emphasis added.)

Defendant Dodge immediately followed by
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1

374. On or about November 9, 2005, the New Century Officer Defendants

2

Cole, Morrice, Gotschall and Dodge filed the Company’s Form 10-Q for the

3

quarter ended September 30, 2005. The third quarter 2005 Form 10-Q contained

4

consolidated balance sheets and consolidated statements of earnings purporting to

5

reflect the Company’s financial performance and assets and liabilities for the three

6

months ended September 30, 2005 in accordance with GAAP. The Form 10-Q

7

stated:

8

The Company has prepared the accompanying unaudited condensed

9

consolidated financial statements in accordance with accounting

10

principles generally accepted in the United States of America for

11

interim financial information and with the instructions to Form 10-Q

12

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

13

all of the information and footnotes required by generally accepted

14

accounting principles for complete financial statements.

15

opinion of management, all adjustments (consisting of normal

16

recurring accruals) considered necessary for a fair presentation have

17

been included. [Emphasis added.]

In the

18

The third quarter 2005 Form 10-Q was signed by Defendants Cole, Morrice,

19

Gotschall and Dodge.

20

375. The third quarter 2005 Form 10-Q reported New Century’s Residual

21

Interests as of September 30, 2005 at $172,111,000 and New Century’s Allowance

22

for Loan Repurchase Losses as of September 30, 2005 at $5.9 million. The third

23

quarter 2005 Form 10-Q purported to describe the Company’s “Critical Accounting

24

Policies” including New Century’s methods for calculating “Residual Interests in

25

Securitizations” and “Allowance for Repurchase Losses:”

26

Residual Interests in Securitizations

27

[T]he Residuals described above are a significant asset of the

28

Company. In determining the value of the Residuals, the Company
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1

estimates the future rate of prepayments, prepayment penalties that we

2

will receive, delinquencies, defaults and default loss severity as they

3

affect the amount and timing of estimated cash flows. . . . The

4

Company bases these estimates on historical loss data for the loans,

5

the specific characteristics of the loans and the general economic

6

environment.

7

Residuals quarterly, taking into consideration trends in actual cash

8

flow performance, industry and economic developments, as well as

9

other relevant factors.

. . .

The Company performs an evaluation of the

10

* * *

11

Allowance for Repurchase Losses

12

Generally, repurchases are required within 90 days from the

13

date the loans are sold. Occasionally, we may repurchase loans after

14

90 days have elapsed. . . . As of September 30, 2005 and December

15

31, 2004, the repurchase allowance totaled $5.9 million and $6.3

16

million, respectively, and approximately $10.0 billion and $8.3 billion

17

of loans, respectively, were subject to repurchase, generally

18

representing loans sold during the prior quarter. [Emphasis added.]

19

376. The third quarter 2005 Form 10-Q stated as follows regarding the

20

Company’s underwriting standards:

21

We originate and purchase primarily first mortgage products

22

nationwide. Historically, we have focused on lending to individuals

23

whose borrowing needs are generally not fulfilled by traditional

24

financial institutions because they do not satisfy the credit,

25

documentation or other underwriting standards prescribed by

26

conventional mortgage lenders and loan buyers. We originate and

27

purchase mortgage loans on the basis of the borrower’s ability to

28

repay the loan, the borrower’s historical pattern of debt repayment and
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1

the amount of equity in the borrower’s property, as measured by the

2

borrower’s loan-to-value ratio, or LTV.

3

developed a comprehensive and sophisticated process of credit

4

evaluation and risk-based pricing.

5
6

We believe we have

* * *
We have experienced considerable growth of our interest-only

7

product.

8

originations of interest-only loans totaled $13.7 billion, or 34.0%, of

9

total originations. Interest-only originations during the nine months

10

ended September 30, 2004 totaled $5.7 billion, or 18.6%, of total

11

originations during the period. We believe our stricter underwriting

12

guidelines and the stronger credit characteristics of these loans

13

mitigate their perceived higher risk.

During the nine months ended September 30, 2005,

14

* * *

15

For the nine months ended September 30, 2005, full

16

documentation loans as a percentage of originations totaled $21.6

17

billion, or 53.5%, limited documentation loans totaled $1.2 billion, or

18

3.0%, and stated documentation loans totaled $17.6 billion, or 43.5%.

19

. . . We designed our underwriting standards and quality assurance

20

programs to ensure that loan quality is consistent and meets our

21

guidelines, even as the documentation type mix varies. [Emphasis

22

added.]

23

377. The third quarter 2005 Form 10-Q provided the following information

24

regarding New Century’s internal controls and procedures:

25

As of September 30, 2005, the end of our third quarter, our

26

management, including our Chief Executive Officer, Vice Chairman –

27

Finance, Chief Financial Officer and President and Chief Operating

28

Officer, has evaluated the effectiveness of our disclosure controls and
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1

procedures, as such term is defined in Rule 13a-15(e) promulgated

2

under the Securities Exchange Act of 1934, as amended. Based on

3

that evaluation, our Chief Executive Officer, Vice Chairman –

4

Finance, Chief Financial Officer and President and Chief Operating

5

Officer concluded, as of September 30, 2005, that our disclosure

6

controls and procedures were effective to ensure that information

7

required to be disclosed by us in reports that we file or submit under

8

the Securities Exchange Act of 1934 is recorded, processed,

9

summarized and reported within the time periods specified in the

10

Securities and Exchange Commission rules and forms. There was no

11

change in our internal control over financial reporting during the

12

quarter ended September 30, 2005 that materially affected, or is

13

reasonably likely to materially affect, our internal control over

14

financial reporting. [Emphasis added.]

15

378. Accompanying the third quarter 2005 Form 10-Q as exhibits were

16

certifications signed by Defendants Cole, Morrice, Gotschall and Dodge in the

17

form set forth in paragraph 349 above.

18

379. The above-referenced statements from the New Century Officer

19

Defendants’ press release, conference call and Form 10-Q for the third quarter

20

ended September 30, 2005 were materially misstated and omitted to state material

21

facts required therein or necessary to make the statements contained therein not

22

misleading, at all times throughout the Class Period. Contrary to the above-

23

referenced statements, New Century’s financial statements for the third quarter

24

ended September 30, 2005 were not presented in accordance with GAAP, the

25

Company’s internal controls suffered from significant deficiencies and material

26

weaknesses and New Century’s underwriting standards and loan quality were

27

significantly worse than described.

28
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1

380. As set forth in paragraphs 137-39, 141, 144, 146, 148, 150, 153-55,

2

158, 161 above, numerous former New Century employees with first-hand

3

knowledge report that contrary to the Defendant Morrice’s statements on

4

November

5

characteristics” of the Company’s recent loan production and the New Century

6

Officer Defendants’ statements in the 2005 third quarter 10-Q regarding a

7

purported “comprehensive and sophisticated process of credit evaluation,” “strict

8

underwriting guidelines” and “underwriting standards and quality assurance

9

programs to ensure that loan quality is consistent” and undisclosed to investors,

10

New Century’s underwriting practices were actually loosened substantially by the

11

time of these statements so that the Company could continue to reach record

12

mortgage origination volume notwithstanding intense industry competition, rising

13

interest rates, and a softening of the real estate market. Further, the 2005 data set

14

forth in paragraphs 126-35 above establish that New Century’s underwriting

15

standards were loosened precipitously before and during the Class Period, such

16

that its loans became delinquent and were repurchased at substantially higher rates

17

as compared to the loans it made in 2003-04, and with such speed that generic

18

market forces could not be to blame. The data further demonstrate that given its

19

loosened underwriting, New Century was far more likely to issue a sub-prime

20

borrower a mortgage loan than were its peers. According to CWs 3, 5, 6, 8, 11, 13,

21

15, 17, 20, 21, 22, 25 and 28, as early as 2003, and progressively from 2004-05,

22

New Century began originating riskier and riskier mortgage loans because of

23

increased loan to values, including 80/20 100% financing loans requiring no down

24

payment, and began increasing the amount of stated income loans, which, starting

25

in 2004-05, were being offered to W-2 wage earners who should have been able to

26

verify their stated income, but were not required to. According to CWs 13, 17, 20,

27

25 and 28, the Company’s underwriting was loosened and the Company was

28

issuing “riskier and riskier” mortgage loans beginning as early as 2003, with

3,

2005

regarding

the

purportedly

more

“favorable

credit
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1

“heavy pressure” to close loans and operations managers signing off on the

2

approval of riskier loans. Quarterly loan performance data set forth in paragraph

3

111 further demonstrates a trend of increasing delinquencies from the first quarter

4

of 2004 through the third quarter of 2005. The fact that delinquencies continued to

5

increase thereafter at a dramatic rate further demonstrates that contrary to

6

Defendant Morrice’s November 3, 2005 statements, New Century’s underwriting

7

was not resulting in loans with more “favorable credit characteristics,” but far

8

worse as New Century’s underwriting was substantially loosened to produce

9

growing origination volume.

10

381. In addition, as set forth in paragraphs 173-78, 183, 187, 189, 196

11

above, by the time of these statements, the Examiner’s Report details facts

12

demonstrating “serious loan quality issues at [New Century] beginning as early as

13

2004;” numerous “red flags” relating to loan quality; and the failure of New

14

Century’s Senior Management and Board of Directors to devote sufficient attention

15

to improving loan quality until the final quarter of 2006, when it “was too late to

16

prevent the consequences of longstanding loan quality problems in an adversely

17

changing market.” “Rather, New Century continued to focus on generating greater

18

quantities of ever riskier loans, devoting little effort to such basic issues as making

19

sure that the Company’s loan origination and underwriting policies and procedures

20

were followed to avoid kickouts of loans offered for sale.” Contrary to the above

21

statements, New Century “devoted its resources to generating high volumes of

22

loans, with relatively little attention to loan quality” and did not even have any

23

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

24

“a veritable ticking time bomb.” As a result of these findings, the Examiner

25

concluded that the public statements made by New Century regarding the

26

purported credit characteristics of its loans and strict and consistent underwriting

27

guidelines were “not supportable” and without “justifiable basis” when made.

28
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1

382. As set forth in paragraph 75 above, according to CW 1, New Century

2

had intentionally delayed payment of valid repurchase claims, causing a massive

3

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

4

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

5

went back to the 2005 first quarter. According to CW 1, these repurchase claims

6

already were determined to be valid and should have been paid 18 to 24 months

7

earlier, but the Company delayed payment of them in an effort to cause its

8

previously reported financial results to appear better than they actually were.

9

According to CW 1, by the end of the 2004 fourth quarter, New Century already

10

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

11

of millions of dollars worth of these valid repurchase claims should have been

12

funded prior to the start of the Class Period in May 2005, but were not. As set

13

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

14

repurchase requests” hoping to ride out the market and the Company failed to have

15

good internal reporting of repurchase information prior to 2006. In addition,

16

according to the internal New Century document quoted in paragraph 79 above,

17

61% of the Company’s outstanding repurchase claims, or $167 million worth, had

18

been received by July 31, 2005.

19

outstanding repurchase claims caused material errors in the Company’s 2005 third

20

quarter reported financial results and resulted from material weaknesses in the

21

Company’s internal controls at the time the claims were received and processed,

22

but not funded, which included the time of the above statements. Accordingly, the

23

material financial misstatements and material weaknesses in internal controls

24

relating to the repurchase claims backlog eventually reported by the Company on

25

February 7, 2007 and, thereafter, were in existence at the time of the above

26

statements, rendering them materially false and misleading when made. Moreover,

27

Defendant Morrice’s November 3, 2005 statement that New Century had “not seen

28

any meaningful spike in first payment defaults, certainly something we track

The failure to properly account for these

SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
258

Case 2:07-cv-00931-DDP-JTL

Document 269-6

Filed 04/30/2008

Page 13 of 50

1

carefully, but at this point that has not been our experience;” and Defendant

2

Dodge’s November 3, 2005 statement that first payment defaults were “very

3

modest over the last 12 months,” were materially misleading and incomplete when

4

made given the massive undisclosed repurchase claims backlog in existence at the

5

time of these statements.

6

383. As set forth in paragraphs 91-93, 96-97 above, the facts revealed by

7

the Examiner’s Report further demonstrate that “beginning no later than 2004,

8

New Century was receiving repurchase requests related to loans sold outside of the

9

previous 90-day period and it was taking much longer than 90 days to evaluate and

10

process repurchase requests and repurchase loans.” In violation of GAAP, “New

11

Century was not reserving, however, for these loans that it might be required to

12

repurchase, and on which it might incur losses and expenses, but for which no

13

reserve was provided.” By January 26, 2005, the Examiner found “clear indication

14

that New Century Accounting Department personnel knew that many loans that

15

were ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding

16

this information, New Century did nothing to adjust its methodology for estimating

17

the quantity of loans that might need to be repurchased as of the end of a financial

18

reporting period.” In addition, at the time of the above-reported 2005 third quarter

19

earnings and at all times throughout 2005, New Century “perplexingly” further

20

violated GAAP by failing to reserve for Interest Recapture as set forth in

21

paragraphs 96-97 above. Consistent with the Examiner’s Report, New Century’s

22

above-quoted description of its Allowance for Repurchase Losses was materially

23

misleading when made as it stated that the Company “occasionally” may

24

repurchase loans after 90 days without disclosing the then-existing repurchase

25

claims backlog.

26

384. As set forth in paragraphs 106-08 above, the facts revealed by the

27

Examiner’s Report demonstrate that New Century’s Residual Interests were

28

overstated at the time of the above-reported 2005 third quarter earnings and at all
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1

times throughout 2005-06 as “New Century insisted on using unduly low discount

2

rates;” New Century “repeatedly resisted warnings from specialists at KPMG

3

[starting at least for its quarterly review for the first quarter of 2005], who warned

4

that the discount rates New Century was using were below those used by most of

5

its peers;” “New Century relied for far too long on antiquated and flawed

6

internally-developed Excel-based models to value residual interests;” and New

7

Century failed “to adjust its prepayment rates to reflect changing market conditions

8

. . . contrary to the advice it consistently received as far back as the first quarter of

9

2005 from KPMG’s SFG, which repeatedly expressed concern about the

10

Company’s use of low prepayment speed assumptions.”

11

385. As set forth in paragraphs 194-96 above, the facts revealed by the

12

Examiner’s Report demonstrate that that New Century’s internal controls suffered

13

from significant deficiencies and material weaknesses at the time of the above-

14

reported 2005 third quarter internal control certifications and statements and at all

15

times throughout 2005-06 as the result of “deeply-rooted and long-standing

16

failures to establish and monitor adequate internal controls over financial

17

reporting;” including failures to “develop effective policies and procedures for

18

performing accounting estimates requiring the exercise of considerable judgment;”

19

and to “remediate internal control deficiencies that existed at year-end 2004.”

20

Among the deficiencies that New Century failed to remedy from year-end 2004

21

were “key controls surrounding the repurchase reserve estimation process;” “the

22

allowance for loan losses methodology and rationale;” and “controls related to the

23

hedging and derivatives process.” “New Century also failed to establish sufficient

24

internal controls with respect to its residual interest valuation process.”

25

demonstrated by the facts obtained by the Examiner (as well as the numerous other

26

facts set forth in paragraphs 380-81 above), New Century also suffered throughout

27

2005 (and 2006) from “significant deficiencies and material weaknesses in

28

Management’s internal control structure related to loan quality . . . .”

As
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1

D.

2

386. On February 2, 2006, the New Century Officer Defendants Cole,

3

Morrice, Gotschall and Dodge issued a press release reporting the Company’s

4

earnings results for the fourth quarter and year ended December 31, 2005. The

5

Company reported net earnings for the fourth quarter of $116.6 million, or $2.00

6

per share, and net earnings for the year ended December 31, 2005 of $416.5

7

million, or $7.17 per share. The press release contained income statement and

8

balance sheet data purporting to reflect the Company’s financial performance and

9

assets and liabilities for the three months and the year ended December 31, 2005 in

2005 Fourth Quarter Statements

10

accordance with GAAP.

11

Interests as of December 31, 2005 at $234,930,000.

12

contained the following quoted statement from Defendant Cole:

The press release reported New Century’s Residual
The press release also

13

During a year of rising interest rates, intense competition and a

14

challenging secondary market, we delivered record loan production,

15

reduced loan acquisition costs to a historic low, grew our REIT

16

portfolio of mortgage loans to $13.9 billion, and completed a strategic

17

acquisition that broadened our product offerings and marketing

18

channels.

19

delivering four consecutive dividend increases.

20

387. On February 2, 2006, the New Century Officer Defendants also held a

21

conference call with analysts and investors. During the call, Defendants Cole,

22

Dodge and Morrice reviewed the Company’s reported financial results for the

23

quarter and year ended December 31, 2005. During the call, Defendant Cole

24

stated:

All of these accomplishments were achieved while

25

[O]ur 60-plus-day delinquency rate was 3.36 at the REITs portfolio

26

and 4.10 at the TRS which are both significantly lower than

27

anticipated, indicating the good quality of loans and the great

28

performance of those assets. [Emphasis added.]
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1

During the call, Defendant Dodge referred to the following a slide (made available

2

over the Internet):

3
4
5
6
7
8
9
10
11

Dodge described the slide as follows:

12

A strong housing market has certainly contributed to our performance

13

but we have also benefited from our strong credit and underwriting

14

standards and servicing platform.

15

evident when we compare our performance to our peers, third party

16

comparisons of performance generally indicate that we outperform

17

our peer group. The black line on the chart represents our modeled

18

losses based on the entire history of our loan performance over ten

19

years. It includes performance of loans originated years ago with

20

much lower FICO scores and other less favorable credit

21

characteristics compared to recent production. [Emphasis added.]

22

388. On or about March 16, 2006, the New Century Officer Defendants

23

Cole, Morrice, Gotschall and Dodge filed the Company’s Form 10-K for the

24

quarter and year ended December 31, 2005. The 2005 Form 10-K contained

25

consolidated balance sheets and consolidated statements of earnings purporting to

26

reflect the Company’s financial performance and assets and liabilities for the three

27

months and year ended December 31, 2005 in accordance with GAAP. The 2005

These factors are particularly

28
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1

Form 10-K also stated the following regarding New Century’s underwriting

2

standards:

3

Our loan origination standards and procedures are designed to

4

produce high quality loans.

5

encompass underwriter qualifications and authority levels, appraisal

6

review requirements, fraud prevention, funds disbursement controls,

7

training of our employees and ongoing review of our employees’

8

work. We help to ensure that our origination standards are met by

9

employing accomplished and season managers, underwriters and

10

processors and through the extensive use of technology. We also have

11

a comprehensive training program for the continuing development of

12

both our existing staff and new hires.

13

proprietary underwriting systems in our loan origination process that

14

improve the consistency of underwriting standards, assess collateral

15

adequacy and help to prevent fraud, while at the same time increasing

16

productivity.

17

These standards and procedures

In addition, we employ

* * *

18

We have experienced considerable growth of our interest-only

19

product. During the year ended December 31, 2005, originations of

20

adjustable-rate, interest-only loans totaled $16.6 billion, or 29.6%, of

21

total originations. Interest-only originations during the year ended

22

December 31, 2004 totaled $8.1 billion, or 19.3%, of total originations

23

during the period. We believe our strict underwriting guidelines and

24

the stronger credit characteristics of these loans mitigate their

25

perceived higher risk.

26

* * *

27

For the year ended December 31, 2005, full documentation loans as a

28

percentage of originations totaled $30.4 billion, or 54.2%, limited
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1

documentation loans totaled $1.5 billion, or 2.7%, and stated

2

documentation loans totaled $24.2 billion, or 43.1%.

3

designed our underwriting standards and quality assurance programs

4

to ensure that loan quality is consistent and meets our guidelines, even

5

as the mix among full, limited and stated documentation varies.

6

9
10

We

* * *

7
8

. . .

We adhere to high origination standards in order to sell our loan
products in the secondary mortgage market. [Emphasis added.]
The 2005 Form 10-K was signed by, among others, New Century Officer
Defendants Cole, Morrice, Gotschall and Dodge.

11

389. The 2005 Form 10-K reported New Century’s Residual Interests as of

12

December 31, 2005 at $234,930,000 and Allowance for Loan Repurchase Losses

13

as of December 31, 2005 at $7,000,000. The 2005 Form 10-K purported to

14

describe the Company’s “Critical Accounting Policies” including New Century’s

15

methods for calculating “Residual Interests in Securitizations” and “Allowance for

16

Repurchase Losses:”

17

Residual Interests and Securitizations Structured as Sales

18

[T]he Residuals described above are a significant asset of the

19

Company. In determining the value of the Residuals, the Company

20

estimates the future rate of prepayments, prepayment penalties that we

21

will receive, delinquencies, defaults and default loss severity as they

22

affect the amount and timing of estimated cash flows. . . . The

23

Company bases these estimates on historical loss data for the loans,

24

the specific characteristics of the loans and the general economic

25

environment. . . . The Company performs an evaluation of Residual

26

interests in securitizations quarterly, taking into consideration trends

27

in

28

developments, as well as other relevant factors.

actual

cash

flow

performance,

industry

and

economic
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* * *

2

Allowance for Repurchase Losses

3

Generally, repurchases are required within 90 days from the

4

date the loans are sold. Occasionally, we may repurchase loans after

5

90 days have elapsed. . . . As of December 31, 2005 and December

6

31, 2004, the repurchase allowance totaled $7.0 million and $6.3

7

million, respectively. Approximately $10.7 billion and $8.3 billion of

8

loans were subject to repurchase, representing loans sold during the

9

fourth quarter of 2005 and the fourth quarter of 2004, respectively.

10

We believe the allowance for repurchase losses is adequate as of

11

December 31, 2005 and 2004. [Emphasis added.]

12

390. The 2005 Form 10-K provided the following information regarding

13

New Century’s internal controls and procedures:

14

As of December 31, 2005, the end of our fourth quarter, our

15

management, including our Chief Executive Officer, Vice Chairman-

16

Finance, Chief Financial Officer, and President and Chief Operating

17

Officer, has evaluated the effectiveness of our disclosure controls and

18

procedures, as such term is defined in Rule 13a-15(e) promulgated

19

under the Securities Exchange Act of 1934. Based on that evaluation,

20

our Chief Executive Officer, Vice Chairman-Finance, Chief Financial

21

Officer and President and Chief Operating Officer concluded, as of

22

December 31, 2005, that our disclosure controls and procedures were

23

effective to ensure that information required to be disclosed by us in

24

reports that we file or submit under the Securities Exchange Act of

25

1934 is recorded, processed, summarized and reported within the time

26

periods specified in the Securities and Exchange Commission rules

27

and forms.

28

* * *
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1

There have not been any changes in our internal control over financial

2

reporting (as such term is defined in Rules 13a-15(f) and 15d-15(f)

3

under the Exchange Act) during the quarter to which this report

4

relates that have materially affected, or are likely to materially affect,

5

our internal control over financial reporting. [Emphasis added.]

6

391. Accompanying the 2005 Form 10-K as exhibits were certifications

7

signed by Defendants Cole, Morrice, Gotschall and Dodge in the form set forth in

8

paragraph 349 above.

9

392. The 2005 Form 10-K contained a “Report of Independent Registered

10

Public Accounting Firm” from Defendant KPMG dated March 15, 2006 which

11

stated:

12

We have audited the accompanying consolidated balance sheets of

13

New Century Financial Corporation and subsidiaries as of

14

December 31, 2005 and 2004, and the related consolidated statements

15

of income, comprehensive income, changes in stockholders’ equity,

16

and cash flows for each of the years in the three-year period ended

17

December 31, 2005. These consolidated financial statements are the

18

responsibility of the Company’s management. Our responsibility is to

19

express an opinion on these consolidated financial statements based

20

on our audits.

21
22

We conducted our audits in accordance with the standards of the

23

Public Company Accounting Oversight Board (United States). Those

24

standards require that we plan and perform the audit to obtain

25

reasonable assurance about whether the financial statements are free

26

of material misstatement. An audit includes examining, on a test

27

basis, evidence supporting the amounts and disclosures in the

28

financial statements. An audit also includes assessing the accounting
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1

principles used and significant estimates made by management, as

2

well as evaluating the overall financial statement presentation. We

3

believe that our audits provide a reasonable basis for our opinion.

4
5

In our opinion, the consolidated financial statements referred to above

6

present fairly, in all material respects, the financial position of New

7

Century Financial Corporation and subsidiaries as of December 31,

8

2005 and 2004, and the results of their operations and their cash flows

9

for each of the years in the three-year period ended December 31,

10

2005, in conformity with U.S. generally accepted accounting

11

principles.

12
13

We also have audited, in accordance with the standards of the Public

14

Company

15

effectiveness of the Company’s internal control over financial

16

reporting as of December 31, 2005, based on criteria established in

17

Internal Control — Integrated Framework issued by the Committee of

18

Sponsoring Organizations of the Treadway Commission (COSO), and

19

our report dated March 15, 2006 expressed an unqualified opinion on

20

management’s assessment of, and the effective operation of, internal

21

control over financial reporting. [Emphasis added.]

22

393. The 2005 Form 10-K also contained a “Report of Independent

23

Registered Public Accounting Firm” on internal controls from Defendant KPMG

24

dated March 15, 2006 which stated:

Accounting

Oversight

Board

(United

States),

the

25

We have audited management’s assessment, included in the

26

accompanying Management’s Report on Internal Control Over

27

Financial Reporting, that New Century Financial Corporation and

28

subsidiaries maintained effective internal control over financial
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1

reporting as of December 31, 2005, based on criteria established in

2

Internal Control — Integrated Framework issued by the Committee of

3

Sponsoring Organizations of the Treadway Commission (COSO).

4

The Company’s management is responsible for maintaining effective

5

internal control over financial reporting and for its assessment of the

6

effectiveness of internal control over financial reporting.

7

responsibility is to express an opinion on management’s assessment

8

and an opinion on the effectiveness of the Company’s internal control

9

over financial reporting based on our audit.

Our

10
11

We conducted our audit in accordance with the standards of the Public

12

Company Accounting Oversight Board (United States).

13

standards require that we plan and perform the audit to obtain

14

reasonable assurance about whether effective internal control over

15

financial reporting was maintained in all material respects. Our audit

16

included obtaining an understanding of internal control over financial

17

reporting,

18

evaluating the design and operating effectiveness of internal control,

19

and performing such other procedures as we considered necessary in

20

the circumstances. We believe that our audit provides a reasonable

21

basis for our opinion.

evaluating

management’s

assessment,

testing

Those

and

22
23

A company’s internal control over financial reporting is a process

24

designed to provide reasonable assurance regarding the reliability of

25

financial reporting and the preparation of financial statements for

26

external purposes in accordance with generally accepted accounting

27

principles.

28

includes those policies and procedures that (1) pertain to the

A company’s internal control over financial reporting
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1

maintenance of records that, in reasonable detail, accurately and fairly

2

reflect the transactions and dispositions of the assets of the company;

3

(2) provide reasonable assurance that transactions are recorded as

4

necessary to permit preparation of financial statements in accordance

5

with generally accepted accounting principles, and that receipts and

6

expenditures of the company are being made only in accordance with

7

authorizations of management and directors of the company; and

8

(3) provide reasonable assurance regarding prevention or timely

9

detection of unauthorized acquisition, use, or disposition of the

10

company’s assets that could have a material effect on the financial

11

statements.

12
13

Because of its inherent limitations, internal control over financial

14

reporting may not prevent or detect misstatements. Also, projections

15

of any evaluation of effectiveness to future periods are subject to the

16

risk that controls may become inadequate because of changes in

17

conditions, or that the degree of compliance with the policies or

18

procedures may deteriorate.

19
20

In our opinion, management’s assessment that New Century Financial

21

Corporation and subsidiaries maintained effective internal control

22

over financial reporting as of December 31, 2005, is fairly stated, in

23

all material respects, based on the COSO criteria.

24

opinion, New Century Financial Corporation and subsidiaries

25

maintained, in all material respects, effective internal control over

26

financial reporting as of December 31, 2005, based on the COSO

27

criteria.

Also, in our

28
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1

New Century Financial Corporation acquired certain assets and

2

assumed certain liabilities of RBC Mortgage Company during 2005,

3

and management excluded from its assessment of the effectiveness of

4

New Century Financial Corporation’s internal control over financial

5

reporting as of December 31, 2005, RBC Mortgage Company’s

6

internal control over financial reporting associated with total assets of

7

$1.2 billion and total revenues of $59.6 million included in the

8

(consolidated) financial statements of New Century Financial

9

Corporation and subsidiaries as of and for the year ended

10

December 31, 2005.

11

reporting of New Century Financial Corporation also excluded an

12

evaluation of the internal control over financial reporting of RBC

13

Mortgage Company.

Our audit of internal control over financial

14
15

We also have audited, in accordance with the standards of the Public

16

Company

17

consolidated balance sheets of New Century Financial Corporation

18

and subsidiaries as of December 31, 2005 and 2004, and the related

19

consolidated statements of income, comprehensive income, changes

20

in stockholders’ equity, and cash flows for each of the years in the

21

three-year period ended December 31, 2005, and our report dated

22

March 15, 2006 expressed an unqualified opinion on those

23

consolidated financial statements. [Emphasis added.]

24

394. The above-referenced statements from the New Century Officer

25

Defendants’ press release, conference call and Form 10-K and KPMG for the

26

fourth quarter and year ended December 31, 2005 were materially misstated and

27

omitted to state material facts required therein or necessary to make the statements

28

contained therein not misleading, at all times throughout the Class Period.

Accounting

Oversight

Board

(United

States),

the
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1

Contrary to the above-referenced statements, New Century’s financial statements

2

for the fourth quarter and year ended December 31, 2005 were not presented in

3

accordance with GAAP, the Company’s internal controls suffered from significant

4

deficiencies and material weaknesses, KPMG’s audits of New Century’s financial

5

statements and internal controls were not performed in accordance with GAAS and

6

New Century’s underwriting standards and loan quality were significantly worse

7

than described.

8

395. As set forth in paragraphs 137-68 above, numerous former New

9

Century employees with first-hand knowledge report that contrary to Defendant

10

Cole’s statement on February 2, 2006 regarding the purported “good quality of

11

loans” New Century was originating; Defendant Dodge’s statements on February

12

2, 2006 regarding New Century’s purported “strong credit and underwriting

13

standards” and the purportedly more “favorable credit characteristics” of its recent

14

loan production; and Defendants Cole, Morrice, Gotschall and Dodge’s statements

15

in New Century’s Form 10-K regarding “loan origination standards and

16

procedures” that were purportedly designed to produce “high quality loans;” “high

17

origination standards,” “proprietary underwriting systems” that purportedly

18

improved the “consistency of underwriting standards” and “strict underwriting

19

guidelines” and undisclosed to investors, New Century’s underwriting practices

20

were actually loosened substantially by the time of these statements so that the

21

Company could continue to reach record mortgage origination volume

22

notwithstanding intense industry competition, rising interest rates and a softening

23

of the real estate market. Further, as the data set forth in paragraphs 126-35 above

24

establish, New Century substantially loosened its underwriting in 2005, such that

25

its loans exhibited drastically higher delinquency and repurchase rates as soon as

26

they were made and with such speed that generic market forces could not be to

27

blame.

28

underwriting, was far more likely to issue a sub-prime borrower a mortgage loan

The data further establish that New Century, given its loosened
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1

than were its peers. According to CWs 3, 5, 6, 8, 9, 11, 12, 13, 15, 16, 17, 18, 20,

2

21, 22, 23, 25, 26, 28 and 31 before any of these statements were made, New

3

Century already had loosened substantially its underwriting so that it could

4

increase loan volume at the expense of loan quality and, rather than maintain

5

consistent underwriting standards, actually allowed repeated exceptions to its

6

underwriting standards, further reducing its loan quality.

7

witnesses, as early as 2003, and progressively from 2004-05, New Century began

8

originating riskier and riskier mortgage loans because of increased loan to values,

9

including 80/20 100% financing loans requiring no down payment, and began

10

increasing the amount of stated income loans which, starting in 2004-05, were

11

being offered to W-2 wage earners who should have been able to verify their stated

12

income, but were not required to. Quarterly loan performance data set forth in

13

paragraph 111 further demonstrate a trend of increasing delinquencies from the

14

first quarter of 2004 through the fourth quarter of 2005.

15

delinquencies continued to increase thereafter at a dramatic rate further

16

demonstrates that contrary to the above-quoted statements, New Century’s

17

underwriting was not designed to produce “high quality loans,” but substantially

18

loosened to produce growing origination volume at the expense of loan quality.

According to these

The fact that

19

396. In addition, as set forth in paragraphs 173-90, 196 above, by the time

20

of these statements, the Examiner’s Report details facts demonstrating “serious

21

loan quality issues at [New Century] beginning as early as 2004;” numerous “red

22

flags” relating to loan quality, including “striking” red flags throughout 2005 and

23

“alarming” trends by February 2006; and the failure of New Century’s Senior

24

Management and Board of Directors to devote sufficient attention to improving

25

loan quality until the final quarter of 2006, when it “was too late to prevent the

26

consequences of longstanding loan quality problems in an adversely changing

27

market.” “Rather, New Century continued to focus on generating greater quantities

28

of ever riskier loans, devoting little effort to such basic issues as making sure that
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1

the Company’s loan origination and underwriting policies and procedures were

2

followed to avoid kickouts of loans offered for sale.” Contrary to the above

3

statements, New Century “devoted its resources to generating high volumes of

4

loans, with relatively little attention to loan quality” and did not even have any

5

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

6

“a veritable ticking time bomb.” As a result of these findings, the Examiner

7

concluded that the public statements made by New Century regarding “high

8

origination standards” designed to produce “high quality loans” were not correct

9

when made as, in fact, “New Century did not produce ‘high quality’ loans or have

10

‘high origination standards.’”

11

397. As set forth in paragraph 73 above, New Century has admitted errors

12

in the Company’s previously-filed annual financial statements for its fiscal year-

13

ended December 31, 2005 with respect to both the accounting and reporting of

14

loan repurchase losses and the Company’s valuation of Residual Interests and a

15

“more likely than not” material overstatement in the Company’s previously-issued

16

2005 financial statements. In addition, as set forth in paragraphs 66-119 and 191-

17

96 above, facts developed from Lead Counsel’s investigation and set forth in the

18

Examiner’s Report further demonstrate that the Company’s financial statements

19

were materially misstated in violation of GAAP at the time of these February 2,

20

2006 and March 16, 2006 statements, and the Company’s internal control

21

certifications were materially misstated when issued.

22

398. As set forth in paragraph 75 above, according to CW 1, New Century

23

had intentionally delayed payment of valid repurchase claims, causing a massive

24

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

25

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

26

went back to the 2005 first quarter. According to CW 1, these repurchase claims

27

already were determined to be valid and should have been paid 18 to 24 months

28

earlier, but the Company delayed payment of them in an effort to cause its
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1

previously reported financial results to appear better than they actually were.

2

According to CW 1, by the end of the 2004 fourth quarter, New Century already

3

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

4

of millions of dollars worth of these valid repurchase claims should have been

5

funded prior to the start of the Class Period in May 2005, but were not. As set

6

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

7

repurchase requests” hoping to ride out the market and the Company failed to have

8

good internal reporting of repurchase information. In addition, according to the

9

internal New Century document quoted in paragraph 78 above, New Century had a

10

material repurchase claims backlog as of the end of the 2005 in excess of $120

11

million. The failure to properly account for these outstanding repurchase claims

12

caused material errors in the Company’s 2005 year-end reported financial results

13

and resulted from material weaknesses in the Company’s internal controls at the

14

time the claims were received and processed, but not funded, which included the

15

time the above statements were made.

16

399. As set forth in paragraphs 91-99 above, the facts revealed by the

17

Examiner’s Report demonstrate that “beginning no later than 2004, New Century

18

was receiving repurchase requests related to loans sold outside of the previous 90-

19

day period and it was taking much longer than 90 days to evaluate and process

20

repurchase requests and repurchase loans.” In violation of GAAP, “New Century

21

was not reserving, however, for these loans that it might be required to repurchase,

22

and on which it might incur losses and expenses, but for which no reserve was

23

provided.” By January 26, 2005, the Examiner found “clear indication that New

24

Century Accounting Department personnel knew that many loans that were

25

ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding this

26

information, New Century did nothing to adjust its methodology for estimating the

27

quantity of loans that might need to be repurchased as of the end of a financial

28

reporting period.” In addition, at the time of the above-reported 2005 year-end
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1

earnings, New Century “perplexingly” further violated GAAP by failing to reserve

2

for Interest Recapture as set forth in paragraphs 96-97 above and by failing to

3

apply LOCOM methodology consistent with industry practice and the Company’s

4

own LOCOM policy. As set forth in paragraph 99 above, the Examiner quantified

5

the material impact of these GAAP violations at year-end 2005 at ($21,320,000).

6

Consistent with the Examiner’s Report, New Century’s above-quoted description

7

of its Allowance for Repurchase Losses was materially misleading when made as it

8

stated that the Company “occasionally” may repurchase loans after 90 days

9

without disclosing the then-existing repurchase claims backlog.

10

400. As set forth in paragraphs 101-08 above, at the time of these February

11

2, 2006 and March 16, 2006 statements, New Century’s reported Residual Interests

12

were materially overstated as these reported Residual Interests failed to account for

13

the Company’s progressively decreasing loan quality and underwriting standards,

14

as well as New Century’s increasing delinquencies, defaults and default loss

15

severity throughout 2005. As set forth in paragraphs 106-08 above, the facts

16

revealed by the Examiner’s Report demonstrate that New Century’s Residual

17

Interests were overstated at the time of the above-reported year-end 2005 and at all

18

times throughout 2005-06 as “New Century insisted on using unduly low discount

19

rates;” New Century “repeatedly resisted warnings from specialists at KPMG

20

[starting at least for its quarterly review for the first quarter of 2005], who warned

21

that the discount rates New Century was using were below those used by most of

22

its peers;” “New Century relied for far too long on antiquated and flawed

23

internally-developed Excel-based models to value residual interests;” and New

24

Century failed “to adjust its prepayment rates to reflect changing market conditions

25

. . . contrary to the advice it consistently received as far back as the first quarter of

26

2005 from KPMG’s SFG, which repeatedly expressed concern about the

27

Company’s use of low prepayment speed assumptions.” The Examiner quantified

28
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1

the material impact of these GAAP violations as year-end 2005 at ($42,300,000).

2

Examiner’s Report at 383.

3

401. As set forth in paragraphs 194-96 above, the facts revealed by the

4

Examiner’s Report demonstrate that that New Century’s internal controls suffered

5

from significant deficiencies and material weaknesses at the time of the above-

6

reported 2005 year-end internal control certifications and statements and at all

7

times throughout 2005-06 as the result of “deeply-rooted and long-standing

8

failures to establish and monitor adequate internal controls over financial

9

reporting;” including failures to “develop effective policies and procedures for

10

performing accounting estimates requiring the exercise of considerable judgment;”

11

and to “remediate internal control deficiencies that existed at year-end 2004.”

12

Among the deficiencies that New Century failed to remedy from year-end 2004

13

were “key controls surrounding the repurchase reserve estimation process;” “the

14

allowance for loan losses methodology and rationale;” and “controls related to the

15

hedging and derivatives process.” “New Century also failed to establish sufficient

16

internal controls with respect to its residual interest valuation process.”

17

demonstrated by the facts obtained by the Examiner (as well as the numerous other

18

facts set forth in paragraphs 395-96 above), New Century also suffered throughout

19

2005 (and 2006) from “significant deficiencies and material weaknesses in

20

Management’s internal control structure related to loan quality . . . .”

As

21

402. Accordingly, the material financial misstatements and significant

22

deficiencies and material weaknesses in internal controls relating to the repurchase

23

claims backlog and Residual Interests eventually reported by the Company on

24

February 7, 2007 and, thereafter, were in existence at the time of the above

25

statements, rendering them materially misstated when made.

26

403. In addition, as set forth in paragraphs 204-35 above in detail, KPMG’s

27

2005 audits of New Century’s financial statements and internal controls were not

28

performed in accordance with GAAS and the standards of the PCAOB as
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1

represented by KPMG in the Company’s 2005 Form 10-K, rendering the above-

2

quoted statements made by KPMG materially false and misleading at the time the

3

2005 Form 10-K was issued on or about March 16, 2006.

4

E.

5

404. On May 4, 2006, the New Century Officer Defendants Cole, Morrice

6

and Dodge issued a press release reporting the Company’s earnings results for the

7

first quarter ended March 31, 2006. The Company reported net earnings for the

8

first quarter of $103.7 million, or $1.79 per share. The press release reported

9

“strong first quarter 2006 results highlighted by a 21% growth in earnings per

10

share (‘EPS’), a 17% increase in REIT taxable income, and 31% growth in

11

mortgage loan production compared with the same period last year.” The press

12

release contained income statement and balance sheet data purporting to reflect the

13

Company’s financial performance and assets and liabilities for the three months

14

ended March 31, 2006 in accordance with GAAP. The press release reported New

15

Century’s Residual Interests as of March 31, 2006 at $208,791,000.

2006 First Quarter Statements

16

405. On May 4, 2006, the New Century Officer Defendants also held a

17

conference call with analysts and investors. During the call, Defendants Cole,

18

Dodge and Morrice reviewed the Company’s reported financial results for the

19

quarter ended March 31, 2006. During the call, Defendant Dodge stated: “[T]he

20

credit performance in both delinquencies and losses is better than our historical

21

experience and continues to exceed our expectations. This performance can be

22

attributed to faster prepayments that have occurred due to the strength of the

23

housing market as well as better credit quality and the success of our servicing

24

platform.” (Emphasis added.) In response to a specific question regarding “more

25

activity on reps and warranties and putbacks [or repurchase claims] from some of

26

the whole-loan buyers,” Defendant Morrice stated:

27

putbacks, I think your antennae are correct. We see a modest rise in the tightness

“I guess in terms of the

28
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1

of the buyers on that. I would not call it material at this point, but a modest rise.

2

Certainly something we want to stay on top of.” (Emphasis added.)

3

406. On or about May 10, 2006, the New Century Officer Defendants Cole,

4

Morrice and Dodge filed the Company’s Form 10-Q for the quarter ended March

5

31, 2006. The first quarter 2006 Form 10-Q contained consolidated balance sheets

6

and consolidated statements of earnings purporting to reflect the Company’s

7

financial performance and assets and liabilities for the three months ended March

8

31, 2006 in accordance with GAAP. The Form 10-Q stated:

9

The Company has prepared the accompanying unaudited condensed

10

consolidated financial statements in accordance with accounting

11

principles generally accepted in the United States of America for

12

interim financial information and with the instructions to Form 10-Q

13

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

14

all of the information and footnotes required by generally accepted

15

accounting principles for complete financial statements.

16

opinion of management, all adjustments (consisting of normal

17

recurring accruals) considered necessary for a fair presentation have

18

been included. [Emphasis added.]

In the

19

The first quarter 2006 Form 10-Q was signed by Defendants Cole, Morrice and

20

Dodge.

21

407. The first quarter 2006 Form 10-Q reported New Century’s Residual

22

Interests as of March 31, 2006 at $208,791,000 and Allowance for Loan

23

Repurchase Losses as of March 31, 2006 at $8,900,000. The first quarter 2006

24

Form 10-Q purported to describe the Company’s “Critical Accounting Policies”

25

including New Century’s methods for calculating “Residual Interests in

26

Securitizations” and “Allowance for Repurchase Losses:”

27

Residual Interests in Securitizations

28
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1

[T]he Residuals described above are a significant asset of the

2

Company. In determining the value of the Residuals, the Company

3

estimates the future rate of prepayments, prepayment penalties that we

4

will receive, delinquencies, defaults and default loss severity as they

5

affect the amount and timing of estimated cash flows. . . . The

6

Company estimates prepayments by evaluating historical prepayment

7

performance of our loans and the impact of current trends. . . . The

8

Company performs an evaluation of the Residuals quarterly, taking

9

into consideration trends in actual cash flow performance, industry

10

and economic developments, as well as other relevant factors.

11

* * *

12

Allowance for Repurchase Losses

13

Generally, repurchases are required within 90 days from the

14

date the loans are sold. Occasionally, we may repurchase loans after

15

90 days have elapsed. . . . As of March 31, 2006 and December 31,

16

2005, the repurchase allowance totaled $8.9 million and $7.0 million,

17

respectively . . . . We believe the allowance for repurchase losses is

18

adequate as of March 31, 2006 and December 31, 2005. [Emphasis

19

added.]

20

408. The first quarter 2006 Form 10-Q stated as follows regarding the

21

Company’s underwriting standards:

22

We originate and purchase primarily first mortgage loans nationwide.

23

Historically, we have focused on lending to individuals whose

24

borrowing needs are generally not fulfilled by traditional financial

25

institutions because they do not satisfy the credit, documentation or

26

other underwriting standards prescribed by conventional mortgage

27

lenders and loan buyers.

28

* * *
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1

For the three months ended March 31, 2006, full documentation

2

loans as a percentage of total mortgage loan originations were $7.2

3

billion, or 53.9%, limited documentation loans were $301.1 million,

4

or 2.2%, and stated documentation loans were $5.9 billion, or 43.9%.

5

. . . We designed our underwriting standards and quality assurance

6

programs to ensure that loan quality is consistent and meets our

7

guidelines, even as the documentation type mix varies. [Emphasis

8

added.]

9

409. The first quarter 2006 Form 10-Q provided the following information

10

regarding New Century’s internal controls and procedures:

11

As of March 31, 2006, the end of our first quarter, our management,

12

including our Chief Executive Officer, Chief Financial Officer and

13

President and Chief Operating Officer, has evaluated the effectiveness

14

of our disclosure controls and procedures, as such term is defined in

15

Rule 13a-15(e) promulgated under the Securities Exchange Act of

16

1934, as amended. Based on that evaluation, our Chief Executive

17

Officer, Chief Financial Officer and President and Chief Operating

18

Officer concluded, as of March 31, 2006, that our disclosure controls

19

and procedures were effective to ensure that information required to

20

be disclosed by us in reports that we file or submit under the

21

Securities Exchange Act of 1934 is recorded, processed, summarized

22

and reported within the time periods specified in the Securities and

23

Exchange Commission rules and forms. There was no change in our

24

internal control over financial reporting during the quarter ended

25

March 31, 2006 that materially affected, or is reasonably likely to

26

materially affect, our internal control over financial reporting.

27

[Emphasis added.]

28
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1

410. Accompanying the first quarter 2006 Form 10-Q as exhibits were

2

certifications signed by Defendants Cole, Morrice and Dodge in the form set forth

3

in paragraph 349 above.

4

411. The above-referenced statements from the New Century Officer

5

Defendants’ press release, conference call and Form 10-Q for the first quarter

6

ended March 31, 2006 were materially misstated and omitted to state material facts

7

required therein or necessary to make the statements contained therein not

8

misleading, at all times throughout the Class Period. Contrary to the above-

9

referenced statements, New Century’s financial statements for the first quarter

10

ended March 31, 2006 were not presented in accordance with GAAP, the

11

Company’s internal controls suffered from significant deficiencies and material

12

weaknesses and New Century’s underwriting standards and loan quality were

13

significantly worse than described.

14

412. As set forth in paragraphs 137-68 above, numerous former New

15

Century employees with first-hand knowledge report that contrary to Defendant

16

Dodge’s statement on May 4, 2006 regarding the purported “better credit quality”

17

of the loans New Century was originating and Defendants Cole, Morrice and

18

Dodge’s statements in the Form 10-Q regarding “underwriting standards and

19

quality assurance programs to ensure than loan quality is consistent” and

20

undisclosed to investors, New Century’s underwriting practices were actually

21

loosened substantially by the time of this statement so that the Company could

22

continue to reach record mortgage origination volume notwithstanding intense

23

industry competition, rising interest rates and a softening of the real estate market.

24

Further, as the data set forth in paragraphs 126-35 above establish, New Century

25

substantially loosened its underwriting in 2005 and 2006, such that its loans

26

exhibited drastically higher delinquency and repurchase rates as soon as they were

27

made and with such speed that generic market forces could not be to blame. The

28

data further establish that New Century, given its loosened underwriting standards,
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was far more likely to issue a sub-prime borrower a mortgage loan than were its

2

peers. According to CWs 3, 5, 6, 8, 9, 11, 12, 13, 15, 16, 17, 18, 20, 21, 22, 23, 25,

3

26, 28, 30 and 31 before Dodge’s May 4, 2006 statement was made and the 2006

4

first quarter 10-Q was issued, New Century already had loosened substantially its

5

underwriting so that it could increase loan volume at the expense of loan quality.

6

According to these witnesses, as early as 2003, and progressively from 2004-06,

7

New Century began originating riskier and riskier mortgage loans because of

8

increased loan to values, including 80/20 100% financing loans requiring no down

9

payment, and began increasing the amount of stated income loans which, starting

10

in 2004-05, were being offered to W-2 wage earners who should have been able to

11

verify their stated income, but were not required to. Quarterly loan performance

12

data set forth in paragraph 111 further demonstrate a trend of increasing

13

delinquencies from the first quarter of 2004 through the first quarter of 2006. The

14

fact that delinquencies continued to increase thereafter at a dramatic rate further

15

demonstrates that contrary to Defendant Dodge’s above-quoted statement, New

16

Century’s underwriting was not producing “better credit quality” loans, but was

17

substantially loosened to produce growing origination volume at the expense of

18

loan quality.

19

413. In addition, as set forth in paragraphs 173-90, 196 above, by the time

20

of these statements, the Examiner’s Report details facts demonstrating “serious

21

loan quality issues at [New Century] beginning as early as 2004;” numerous “red

22

flags” relating to loan quality, including “striking” red flags throughout 2005 and

23

“alarming” trends by February 2006; and the failure of New Century’s Senior

24

Management and Board of Directors to devote sufficient attention to improving

25

loan quality until the final quarter of 2006, when it “was too late to prevent the

26

consequences of longstanding loan quality problems in an adversely changing

27

market.” “Rather, New Century continued to focus on generating greater quantities

28

of ever riskier loans, devoting little effort to such basic issues as making sure that
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1

the Company’s loan origination and underwriting policies and procedures were

2

followed to avoid kickouts of loans offered for sale.” Contrary to the above

3

statements, New Century “devoted its resources to generating high volumes of

4

loans, with relatively little attention to loan quality” and did not even have any

5

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

6

“a veritable ticking time bomb.” As a result of these findings, the Examiner

7

concluded that the public statements made by New Century regarding its

8

underwriting and loan quality were not correct when made as, in fact, “New

9

Century did not produce ‘high quality’ loans or have ‘high origination standards.’”

10

414. As set forth in paragraph 72 above, New Century has now admitted

11

the need to restate the Company’s previously-reported financial statements for the

12

first three quarters of 2006 based on material violations of GAAP in setting New

13

Century’s Allowance for Repurchase Losses reserve and related material

14

weaknesses in internal controls. As set forth in paragraph 73 above, New Century

15

has also admitted errors in the Company’s previously-filed annual financial

16

statements for its fiscal year-ended December 31, 2005 with respect to both the

17

accounting and reporting of loan repurchase losses and the Company’s valuation of

18

Residual Interests and a “more likely than not” material overstatement in the

19

Company’s previously-issued 2005 financial statements. In addition, as set forth in

20

paragraphs 66-119 and 191-96 above, facts developed from Lead Counsel’s

21

investigation and set forth in the Examiner’s Report further demonstrate that the

22

Company’s financial statements were materially misstated in violation of GAAP at

23

the time of these May 4, 2006 and May 10, 2006 statements, and the Company’s

24

internal control certifications were materially misstated when issued.

25

415. As set forth in paragraph 75 above, according to CW 1, New Century

26

had intentionally delayed payment of valid repurchase claims, causing a massive

27

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

28

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog
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1

went back to the 2005 first quarter. According to CW 1, these repurchase claims

2

already were determined to be valid and should have been paid 18 to 24 months

3

earlier, but the Company delayed payment of them in an effort to cause its

4

previously reported financial results to appear better than they actually were.

5

According to CW 1, by the end of the 2004 fourth quarter, New Century already

6

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

7

of millions of dollars worth of these valid repurchase claims should have been

8

funded prior to the start of the Class Period in May 2005, but were not. As set

9

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

10

repurchase requests” hoping to ride out the market and the Company failed to have

11

good internal reporting of repurchase information. In addition, according to the

12

internal New Century documents quoted in paragraphs 78 and 80 and the data

13

reported by the Examiner in paragraph 100 above, New Century had a material

14

repurchase claims backlog as of the end of the 2006 first quarter. The failure to

15

properly account for these outstanding repurchase claims caused material errors in

16

the Company’s 2006 first quarter reported financial results and resulted from

17

material weaknesses in the Company’s internal controls at the time the claims were

18

received and processed, but not funded, which included the time of the above

19

statements.

20

416. As set forth in paragraphs 91-99 above, the facts revealed by the

21

Examiner’s Report demonstrate that “beginning no later than 2004, New Century

22

was receiving repurchase requests related to loans sold outside of the previous 90-

23

day period and it was taking much longer than 90 days to evaluate and process

24

repurchase requests and repurchase loans.” In violation of GAAP, “New Century

25

was not reserving, however, for these loans that it might be required to repurchase,

26

and on which it might incur losses and expenses, but for which no reserve was

27

provided.” By January 26, 2005, the Examiner found “clear indication that New

28

Century Accounting Department personnel knew that many loans that were
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1

ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding this

2

information, New Century did nothing to adjust its methodology for estimating the

3

quantity of loans that might need to be repurchased as of the end of a financial

4

reporting period.” In addition, at the time of the above-reported 2006 first quarter

5

earnings, New Century “perplexingly” further violated GAAP by failing to reserve

6

for Interest Recapture as set forth in paragraphs 96-97 above and by failing to

7

apply LOCOM methodology consistent with industry practice and the Company’s

8

own LOCOM policy. As set forth in paragraph 99 above, the Examiner quantified

9

the material impact of these GAAP violations at the time of the above-reported

10

2006 first quarter earnings at ($21,455,000).

11

Report, New Century’s above-quoted description of its Allowance for Repurchase

12

Losses was materially misleading when made as it stated that the Company

13

“occasionally” may repurchase loans after 90 days without disclosing the then-

14

existing repurchase claims backlog.

Consistent with the Examiner’s

15

417. Moreover, Defendant Morrice’s May 4, 2006 statement that New

16

Century had observed only a “modest rise” in repurchase claims, something that he

17

said he “would not call [] material at this point, but a modest rise,” was materially

18

misleading and incomplete when made given the massive undisclosed repurchase

19

claims backlog in existence at the time of this statement. As set forth in paragraphs

20

78 and 100 above, at the time of Defendant Morrice’s May 4, 2006 statement, New

21

Century’s undisclosed repurchase claims backlog was in excess of $250 million.

22

418. As set forth in paragraphs 101-08 above, at the time the 2006 first

23

quarter results were reported, New Century’s reported Residual Interests were

24

materially misstated as these reported Residual Interests failed to account for the

25

Company’s progressively decreasing loan quality and underwriting practices, as

26

well as New Century’s increasing delinquencies, defaults and default loss severity

27

throughout 2005 and 2006. As set forth in paragraphs 106-08 above, the facts

28

revealed by the Examiner’s Report demonstrate that New Century’s Residual
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1

Interests were misstated at the time of the above-reported 2006 first quarter

2

earnings and at all times throughout 2005-06 as “New Century insisted on using

3

unduly low discount rates;” New Century “repeatedly resisted warnings from

4

specialists at KPMG [starting at least for its quarterly review for the first quarter of

5

2005], who warned that the discount rates New Century was using were below

6

those used by most of its peers;” “New Century relied for far too long on

7

antiquated and flawed internally-developed Excel-based models to value residual

8

interests;” and New Century failed “to adjust its prepayment rates to reflect

9

changing market conditions . . . contrary to the advice it consistently received as

10

far back as the first quarter of 2005 from KPMG’s SFG, which repeatedly

11

expressed concern about the Company’s use of low prepayment speed

12

assumptions.”

13

419. As set forth in paragraphs 194-96 above, the facts revealed by the

14

Examiner’s Report demonstrate that that New Century’s internal controls suffered

15

from significant deficiencies and material weaknesses at the time of the above-

16

reported 2006 first quarter internal control certifications and statements and at all

17

times throughout 2005-06 as the result of “deeply-rooted and long-standing

18

failures to establish and monitor adequate internal controls over financial

19

reporting;” including failures to “develop effective policies and procedures for

20

performing accounting estimates requiring the exercise of considerable judgment;”

21

and to “remediate internal control deficiencies that existed at year-end 2004.”

22

Among the deficiencies that New Century failed to remedy from year-end 2004

23

were “key controls surrounding the repurchase reserve estimation process;” “the

24

allowance for loan losses methodology and rationale;” and “controls related to the

25

hedging and derivatives process.” “New Century also failed to establish sufficient

26

internal controls with respect to its residual interest valuation process.”

27

demonstrated by the facts obtained by the Examiner (as well as the numerous other

28

facts set forth in paragraphs 412-13 above), New Century also suffered throughout

As
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1

2005 and 2006 from “significant deficiencies and material weaknesses in

2

Management’s internal control structure related to loan quality . . . .”

3

420. Accordingly, the material financial misstatements and significant

4

deficiencies and material weaknesses in internal controls relating to the repurchase

5

claims backlog and Residual Interests eventually reported by the Company on

6

February 7, 2007 and, thereafter, were in existence at the time of the above

7

statements, rendering them materially misstated when made.

8

F.

9

421. On August 3, 2006, the New Century Officer Defendants Cole,

10

Morrice and Dodge issued a press release reporting the Company’s earnings results

11

for the second quarter ended June 30, 3006. The Company reported net income for

12

the second quarter of $105.5 million, or $1.81 per share.

13

contained a quoted statement from Defendant Morrice as follows: “Our second

14

quarter results are evidence of the strength and stability of our franchise. We

15

achieved the second highest quarterly loan production volume in our history, while

16

substantially improving our operating margin over the first quarter in a challenging

17

environment.” The press release contained income statement and balance sheet

18

data purporting to reflect the Company’s financial performance and assets and

19

liabilities for the three months and six months ended June 30, 2006 in accordance

20

with GAAP. The press release reported New Century’s Residual Interests as of

21

June 30, 2006 at $209,335,000.

2006 Second Quarter Statements

The press release

22

422. On August 3, 2006, the New Century Officer Defendants also held a

23

conference call with analysts and investors. During the call, Defendants Morrice

24

and Dodge reviewed the Company’s reported financial results for the quarter ended

25

June 30, 2006. During the call, Defendant Dodge responded to question regarding

26

repurchase claims and loans sold at a discount as follows:

27

Yes, I would tell you that while we are seeing that – a modest upward

28

in investor due diligence and loans that we are repurchasing as a result
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1

of early payment defaults. Most of the reasons for the increase in the

2

discounted sales is in terms of the second [trust deeds]. And the first

3

[quarter] you might recall we did a securitization of those second

4

[trust deeds] because the whole loan market at that time was very

5

weak. The whole loan market for second [trust deeds] strengthened

6

pretty meaningfully in the second quarter.

7

opportunity to sell a pool of those loans for a price that was just barely

8

under par. I would tell you that most of the second [trust deeds] that

9

we originate are the 20% portion of what we call an 80/20 loan. And

10

we generally price the combined 80/20 loan to achieve our target

11

profit margin. So you shouldn’t be concerned that if we carve out the

12

20% second [trust deeds] and sell that at a discount that that means

13

that we have a particular issue with those loans. We look at the

14

overall profitability of the combined loans. [Emphasis added.]

15

423. On or about August 9, 2006, the New Century Officer Defendants

16

Cole, Morrice and Dodge filed the Company’s Form 10-Q for the quarter ended

17

June 30, 2006.

18

balance sheets and consolidated statements of earnings purporting to reflect the

19

Company’s financial performance and assets and liabilities for the three months

20

ended June 30, 2006 in accordance with GAAP. The Form 10-Q stated:

And we took the

The second quarter 2006 Form 10-Q contained consolidated

21

The Company has prepared the accompanying unaudited condensed

22

consolidated financial statements in accordance with accounting

23

principles generally accepted in the United States of America for

24

interim financial information and with the instructions to Form 10-Q

25

and Rule 10-01 of Regulation S-X. Accordingly, they do not include

26

all of the information and footnotes required by generally accepted

27

accounting principles for complete financial statements.

28

opinion of management, all adjustments (consisting of normal

In the
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1

recurring accruals) considered necessary for a fair presentation have

2

been included. [Emphasis added.]

3

The second quarter 2006 Form 10-Q was signed by Defendants Cole, Morrice and

4

Dodge.

5

424. The second quarter 2006 Form 10-Q reported New Century’s Residual

6

Interests as of June 30, 2006 at $209,335,000 and Allowance for Loan Repurchase

7

Losses as of June 30, 2006 at $14,400,000. The second quarter 2006 Form 10-Q

8

purported to describe the Company’s “Critical Accounting Policies” including New

9

Century’s methods for calculating “Residual Interests in Securitizations” and

10

“Allowance for Repurchase Losses:”

11

Residual Interests in Securitizations

12

[T]he Residuals described above are a significant asset of the

13

Company. In determining the value of the Residuals, the Company

14

estimates the future rate of prepayments, prepayment penalties that we

15

will receive, delinquencies, defaults and default loss severity as they

16

affect the amount and timing of estimated cash flows. . . . The

17

Company bases these estimates on historical loss data for the loans,

18

the specific characteristics of the loans and the general economic

19

environment.

20

Residuals quarterly, taking into consideration trends in actual cash

21

flow performance, industry and economic developments, as well as

22

other relevant factors.

23

. . .

The Company performs an evaluation of the

* * *

24

Allowance for Repurchase Losses

25

Generally, repurchases are required within 90 days from the

26

date the loans are sold. Occasionally, we may repurchase loans after

27

90 days have elapsed. . . . As of June 30, 2006 and December 31,

28

2005, the repurchase allowance totaled $14.4 million and $7.0
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1

million, respectively . . . . We believe the allowance for repurchase

2

losses is adequate as of June 30, 2006 and December 31, 2005.

3

[Emphasis added.]

4

425. The second quarter 2006 Form 10-Q stated as follows regarding the

5

Company’s underwriting standards:

6

We originate and purchase primarily first mortgage loans

7

nationwide. Historically, we have focused on lending to individuals

8

whose borrowing needs are generally not fulfilled by traditional

9

financial institutions because they do not satisfy the credit,

10

documentation or other underwriting standards prescribed by

11

conventional mortgage lenders and loan buyers.

12

* * *

13

For the six months ended June 30, 2006, full documentation

14

loans as a percentage of total mortgage loan originations were $16.4

15

billion, or 55.5%, limited documentation loans were $627.7 million,

16

or 2.1%, and stated documentation loans were $12.5 billion, or 42.4%.

17

. . . We designed our underwriting standards and quality assurance

18

programs to ensure that loan quality is consistent and meets our

19

guidelines, even as the documentation type mix varies. [Emphasis

20

added.]

21

426. The second quarter 2006 Form 10-Q provided the following

22

information regarding New Century’s internal controls and procedures:

23

As of June 30, 2006, the end of our second quarter, our management,

24

including our Chairman of the Board, President and Chief Executive

25

Officer and Chief Financial Officer, has evaluated the effectiveness of

26

our disclosure controls and procedures, as such term is defined in Rule

27

13a-15(e) promulgated under the Securities Exchange Act of 1934, as

28

amended.

Based on that evaluation, our Chairman of the Board,
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1

President and Chief Executive Officer and Chief Financial Officer

2

concluded, as of June 30, 2006, that our disclosure controls and

3

procedures were effective to ensure that information required to be

4

disclosed by us in reports that we file or submit under the Securities

5

Exchange Act of 1934 is recorded, processed, summarized and

6

reported within the time periods specified in the Securities and

7

Exchange Commission rules and forms. There was no change in our

8

internal control over financial reporting during the quarter ended June

9

30, 2006 that materially affected, or is reasonably likely to materially

10

affect, our internal control over financial reporting.

11

added.]

12

427. Accompanying the second quarter 2006 Form 10-Q as exhibits were

13

certifications signed by Defendants Cole, Morrice and Dodge in the form set forth

14

in paragraph 349 above.

[Emphasis

15

428. The above-referenced statements from the New Century Officer

16

Defendants’ press release, conference call and Form 10-Q for the second quarter

17

ended June 30, 2006 were materially misstated and omitted to state material facts

18

required therein or necessary to make the statements contained therein not

19

misleading, at all times throughout the Class Period. Contrary to the above-

20

referenced statements, New Century’s financial statements for the second quarter

21

ended June 30, 2006 were not presented in accordance with GAAP, the Company’s

22

internal controls suffered from significant deficiencies and material weaknesses

23

and New Century’s underwriting standards and loan quality were significantly

24

worse than described.

25

429. As set forth in paragraphs 137-68 above, numerous former New

26

Century employees with first-hand knowledge report that contrary to Defendants

27

Cole, Morrice and Dodge’s statement in the Form 10-Q regarding “underwriting

28

standards and quality assurance programs to ensure than loan quality is consistent
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1

and meets our guidelines” and undisclosed to investors, New Century’s

2

underwriting practices were actually loosened substantially by the time of this

3

statement so that the Company could continue to reach record mortgage origination

4

volume notwithstanding intense industry competition, rising interest rates and a

5

softening of the real estate market. Further, as the data set forth in paragraphs 126-

6

35 above establish, New Century substantially loosened its underwriting in 2005

7

and 2006, such that its loans exhibited drastically higher delinquency and

8

repurchase rates as soon as they were made and with such speed that generic

9

market forces could not be to blame. The data further establish that New Century,

10

given its loosened underwriting practices, was far more likely to issue a sub-prime

11

borrower a mortgage loan than were its peers. According to CWs 3, 5, 6, 8, 9, 11,

12

12, 13, 15, 16, 17, 18, 20, 21, 22, 23, 25, 26, 28, 30 and 31 before the 2006 second

13

quarter Form 10-Q was issued, New Century already had loosened substantially its

14

underwriting so that it could increase loan volume at the expense of loan quality.

15

According to these witnesses, as early as 2003, and progressively from 2004-06,

16

New Century began originating riskier and riskier mortgage loans because of

17

increased loan to values, including 80/20 100% financing loans requiring no down

18

payment, and began increasing the amount of stated income loans which, starting

19

in 2004-05, were being offered to W-2 wage earners who should have been able to

20

verify their stated income, but were not required to. Quarterly loan performance

21

data set forth in paragraph 111 further demonstrate a trend of increasing

22

delinquencies from the first quarter of 2004 through the second quarter of 2006.

23

The fact that delinquencies continued to increase thereafter at a dramatic rate

24

further demonstrates that contrary to Defendants’ above-quoted statement, New

25

Century’s underwriting practices were substantially loosened to produce growing

26

origination volume at the expense of loan quality.

27

430. In addition, as set forth in paragraphs 173-90, 196 above, by the time

28

of these statements, the Examiner’s Report details facts demonstrating “serious
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1

loan quality issues at [New Century] beginning as early as 2004;” numerous “red

2

flags” relating to loan quality, including “striking” red flags throughout 2005 and

3

“alarming” trends by February 2006; and the failure of New Century’s Senior

4

Management and Board of Directors to devote sufficient attention to improving

5

loan quality until the final quarter of 2006, when it “was too late to prevent the

6

consequences of longstanding loan quality problems in an adversely changing

7

market.” “Rather, New Century continued to focus on generating greater quantities

8

of ever riskier loans, devoting little effort to such basic issues as making sure that

9

the Company’s loan origination and underwriting policies and procedures were

10

followed to avoid kickouts of loans offered for sale.” Contrary to the above

11

statements, New Century “devoted its resources to generating high volumes of

12

loans, with relatively little attention to loan quality” and did not even have any

13

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

14

“a veritable ticking time bomb.” As a result of these findings, the Examiner

15

concluded that the public statements made by New Century regarding its

16

underwriting and loan quality were not correct when made.

17

431. As set forth in paragraph 72 above, New Century has now admitted

18

the need to restate the Company’s previously-reported financial statements for the

19

first three quarters of 2006 based on material violations of GAAP in setting New

20

Century’s Allowance for Repurchase Losses reserve and related material

21

weaknesses in internal controls. As set forth in paragraph 73 above, New Century

22

has also admitted errors in the Company’s previously-filed annual financial

23

statements for its fiscal year-ended December 31, 2005 with respect to both the

24

accounting and reporting of loan repurchase losses and the Company’s valuation of

25

Residual Interests and a “more likely than not” material overstatement in the

26

Company’s previously-issued 2005 financial statements. In addition, as set forth in

27

paragraphs 66-119 and 191-96 above, facts developed from Lead Counsel’s

28

investigation and set forth in the Examiner’s Report further demonstrate that the
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1

Company’s financial statements were materially misstated in violation of GAAP at

2

the time of these August 3, 2006 and August 9, 2006 statements and the

3

Company’s internal control certifications were materially misstated when issued.

4

432. As set forth in paragraph 75 above, according to CW 1, New Century

5

had intentionally delayed payment of valid repurchase claims, causing a massive

6

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

7

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

8

went back to the 2005 first quarter. According to CW 1, these repurchase claims

9

already were determined to be valid and should have been paid 18 to 24 months

10

earlier, but the Company delayed payment of them in an effort to cause its

11

previously reported financial results to appear better than they actually were.

12

According to CW 1, by the end of the 2004 fourth quarter, New Century already

13

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

14

of millions of dollars worth of these valid repurchase claims should have been

15

funded prior to the start of the Class Period in May 2005, but were not. As set

16

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

17

repurchase requests” hoping to ride out the market and the Company failed to have

18

good internal reporting of repurchase information. In addition, according to the

19

internal New Century documents quoted in paragraphs 78 and 80 and the data

20

provided by the Examiner in paragraph 100 above, New Century had a material

21

repurchase claims backlog as of the end of the 2006 second quarter. The failure to

22

properly account for these outstanding repurchase claims caused material errors in

23

the Company’s 2006 second quarter reported financial results and resulted from

24

material weaknesses in the Company’s internal controls at the time the claims were

25

received and processed, but not funded, which included the time of the above

26

statements. In addition, as set forth in paragraph 83 above, according to CW 2,

27

New Century, in violation of GAAP, did not include in its Allowance for

28
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1

Repurchase Losses reserve any estimated discount for disposition necessary to

2

report loans repurchased in the 2006 second quarter at fair market value.

3

433. As set forth in paragraphs 91-99 above, the facts revealed by the

4

Examiner’s Report demonstrate that “beginning no later than 2004, New Century

5

was receiving repurchase requests related to loans sold outside of the previous 90-

6

day period and it was taking much longer than 90 days to evaluate and process

7

repurchase requests and repurchase loans.” In violation of GAAP, “New Century

8

was not reserving, however, for these loans that it might be required to repurchase,

9

and on which it might incur losses and expenses, but for which no reserve was

10

provided.” By January 26, 2005, the Examiner found “clear indication that New

11

Century Accounting Department personnel knew that many loans that were

12

ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding this

13

information, New Century did nothing to adjust its methodology for estimating the

14

quantity of loans that might need to be repurchased as of the end of a financial

15

reporting period.” In addition, at the time of the above-reported 2006 second

16

quarter earnings, New Century “perplexingly” further violated GAAP by failing to

17

reserve for Interest Recapture as set forth in paragraphs 96-97 above and by failing

18

to apply LOCOM methodology consistent with industry practice and the

19

Company’s own LOCOM policy before improperly eliminating the LOCOM

20

adjustment entirely for repurchased loans in the 2006 second quarter as set forth in

21

paragraph 98 above. As set forth in paragraph 99 above, the Examiner quantified

22

the material impact of these GAAP violations at the time of the above-reported

23

2006 second quarter earnings at ($60,515,000). Consistent with the Examiner’s

24

Report, New Century’s above-quoted description of its Allowance for Repurchase

25

Losses was materially misleading when made as it stated that the Company

26

“occasionally” may repurchase loans after 90 days without disclosing the then-

27

existing repurchase claims backlog.

28
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1

434. Moreover, Defendant Dodge’s August 3, 2006 statement that New

2

Century had observed only a “modest upward” in repurchase claims, was

3

materially misleading when made given the massive undisclosed repurchase claims

4

backlog in existence at the time of this statement. As set forth in paragraphs 78,

5

85-86 and 100 above, at the time of Defendant Dodge’s August 3, 2006 statement,

6

New Century’s repurchase claims backlog was in excess of $190 million and far

7

greater than the repurchases disclosed in the Form 10-Q for the quarter ended June

8

30, 2006.

9

435. As set forth in paragraphs 101-08 above, at the time the 2006 second

10

quarter results were reported, New Century’s reported Residual Interests were

11

materially overstated as these reported Residual Interests failed to account for the

12

Company’s progressively decreasing loan quality and underwriting practices as

13

well as New Century’s increasing delinquencies, defaults and default loss severity

14

throughout 2005 and 2006. As set forth in paragraphs 106-08 above, the facts

15

revealed by the Examiner’s Report demonstrate that New Century’s Residual

16

Interests were overstated at the time of the above-reported 2006 second quarter

17

earnings and at all times throughout 2005-06 as “New Century insisted on using

18

unduly low discount rates;” New Century “repeatedly resisted warnings from

19

specialists at KPMG [starting at least for its quarterly review for the first quarter of

20

2005], who warned that the discount rates New Century was using were below

21

those used by most of its peers;” “New Century relied for far too long on

22

antiquated and flawed internally-developed Excel-based models to value residual

23

interests;” and New Century failed “to adjust its prepayment rates to reflect

24

changing market conditions . . . contrary to the advice it consistently received as

25

far back as the first quarter of 2005 from KPMG’s SFG, which repeatedly

26

expressed concern about the Company’s use of low prepayment speed

27

assumptions.”

The Examiner quantified the material impact of these GAAP

28
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1

violations as of the 2006 second quarter at ($15,200,000). Examiner’s Report at

2

383.

3

436. As set forth in paragraphs 194-96 above, the facts revealed by the

4

Examiner’s Report demonstrate that that New Century’s internal controls suffered

5

from significant deficiencies and material weaknesses at the time of the above-

6

reported 2006 second quarter internal control certifications and statements and at

7

all times throughout 2005-06 as the result of “deeply-rooted and long-standing

8

failures to establish and monitor adequate internal controls over financial

9

reporting;” including failures to “develop effective policies and procedures for

10

performing accounting estimates requiring the exercise of considerable judgment;”

11

and to “remediate internal control deficiencies that existed at year-end 2004.”

12

Among the deficiencies that New Century failed to remedy from year-end 2004

13

were “key controls surrounding the repurchase reserve estimation process;” “the

14

allowance for loan losses methodology and rationale;” and “controls related to the

15

hedging and derivatives process.” “New Century also failed to establish sufficient

16

internal controls with respect to its residual interest valuation process.”

17

demonstrated by the facts obtained by the Examiner (as well as the numerous other

18

facts set forth in paragraphs 429-30 above), New Century also suffered throughout

19

2005 and 2006 from “significant deficiencies and material weaknesses in

20

Management’s internal control structure related to loan quality . . . .”

As

21

437. Accordingly, the material financial misstatements and significant

22

deficiencies and material weaknesses in internal controls relating to the repurchase

23

claims backlog and Residual Interests eventually reported by the Company on

24

February 7, 2007 and, thereafter, were in existence at the time of the above

25

statements, rendering them materially misstated when made.

26

G.

27

438. On September 8, 2006, the New Century Officer Defendants Cole,

28

Morrice and Dodge issued a press release reporting August 2006 total loan

2006 Third Quarter Statements
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production of $5.8 billion. The press release contained the following quoted

2

statement from Defendant Morrice: “We are also pleased with the quality of the

3

loans we are originating. . . . We believe our strict underwriting guidelines, skilled

4

risk management and servicing teams and enhanced fraud detection tools have

5

resulted in lower early payment default and repurchase rates than many of our

6

peers. While we have seen an increase in early payment defaults from 2005 levels

7

as a result of the macro-economic environment, the increase has been modest.”

8

(Emphasis added.)

9

439. On November 2, 2006, the New Century Officer Defendants Cole,

10

Morrice and Dodge issued a press release reporting the Company’s earnings results

11

for the third quarter ended September 30, 2006.

12

income for the third quarter of $66.6 million, or $1.12 per share. The press release

13

contained income statement and balance sheet data purporting to reflect the

14

Company’s financial performance and assets and liabilities for the three months

15

and nine months ended September 30, 2006 in accordance with GAAP. The press

16

release reported New Century’s Residual Interests as of September 30, 2006 at

17

$223,680,000. The press release further stated:

The Company reported net

18

At September 30, 2006, the allowance for losses on mortgage loans

19

held for investment and real estate owned was $239.4 million

20

compared with $236.5 million at June 30, 2006.

21

represent 1.68 percent and 1.47 percent of the unpaid principal

22

balance of the mortgage loan portfolio, respectively. The company’s

23

60-day-plus delinquency rate as of September 30, 2006 was 5.95

24

percent compared with 4.61 percent in the second quarter of 2006.

These amounts

25

The press release also contained the following quoted statement from Defendant

26

Morrice: “Excluding the hedging-related accounting charges, our operating results

27

were solid.

28

comparable to the previous quarter, achieved record low loan acquisition costs, and

As expected, we maintained loan production volume at a level
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improved portfolio interest spread before the impact of hedging during the third

2

quarter.”

3

440. On November 2, 2006, the New Century Officer Defendants also held

4

a conference call with analysts and investors. During the call, Defendants Morrice

5

and Dodge reviewed the Company’s reported financial results for the quarter ended

6

September 30, 2006. During the conference call, Defendant Dodge misleadingly

7

described the Company’s total Allowance for Loan Losses reserve as $240 million:

8

“I’d point you to a table in the press release where we show the total amount in the

9

allowance for loan losses at the end of the quarter, and it’s roughly $240 million at

10

the end of September.” (Emphasis added.) During the call, Defendant Morrice also

11

discussed first payment defaults as follows:

12

[W]e are aware of the heightened concern over first payment defaults

13

and loan repurchases. While these issues certainly do not represent a

14

highlight of the current environment, I do want to spend some time up

15

front discussing these important topics. In order to understand these

16

issues, I think it is useful to work backwards through the chain of

17

events. As most of you know, the most significant financial issue is

18

loan repurchases, which are at the end of the cycle, because it is

19

generally non-performing repurchase loans that are sold at the deepest

20

discounts.

21

* * *

22

So what is driving the increase in first payment defaults? The answer

23

is that there are two main drivers.

24

Specifically, interest rate increases over the last 12 to 18 months and

25

the decline in the housing market. Obviously there is not much we

26

can do about these macro-economic conditions.

One is market conditions.

27
28
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1

The other component, however, is the layering of risk characteristics

2

in the loans. For example, a combination of borrower and collateral

3

characteristics that includes a first-time home-buyer with stated

4

income, and a high loan to value ratio. The bad news is that as rates

5

have risen and the housing market has declined, the impact of this

6

layering of risks is translating into higher levels of first-payment

7

defaults and repurchases.

8

* * *

9

I also want to emphasize that we believe that many of the credit-risk

10

management practices we employ, such as the FraudMark detection

11

tool, various appraisal scoring tools, our risk-management practices,

12

extensive analytics on broker and product performance, active credit

13

administration, and our strong servicing processes, have all helped to

14

reduce the amount of first payment default and repurchase activity

15

that we are experiencing versus our peers. [Emphasis added.]

16
17
18
19
20
21
22
23
24
25
26
27
28

441. On or about November 9, 2006, the New Century Officer Defendants
Cole, Morrice and Dodge filed the Company’s Form 10-Q for the quarter ended
September 30, 2006. The third quarter 2006 Form 10-Q contained consolidated
balance sheets and consolidated statements of earnings purporting to reflect the
Company’s financial performance and assets and liabilities for the three months
ended September 30, 2006 in accordance with GAAP. The Form 10-Q stated:
The Company has prepared the accompanying unaudited condensed
consolidated financial statements in accordance with accounting
principles generally accepted in the United States of America for
interim financial information and with the instructions to Form 10-Q
and Rule 10-01 of Regulation S-X. Accordingly, they do not include
all of the information and footnotes required by generally accepted
accounting principles for complete financial statements.

In the
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1

opinion of management, all adjustments (consisting of normal

2

recurring accruals) considered necessary for a fair presentation have

3

been included. [Emphasis added.]

4

The third quarter 2006 Form 10-Q was signed by Defendants Cole, Morrice and

5

Dodge.

6

442. The third quarter 2006 Form 10-Q reported New Century’s Residual

7

Interests as of September 30, 2006 at $223,680,000 and Allowance for Loan

8

Repurchase Losses as of September 30, 2006 at $13,900,000. The third quarter

9

2006 Form 10-Q purported to describe the Company’s “Critical Accounting

10

Policies” including New Century’s methods for calculating “Residual Interests in

11

Securitizations” and “Allowance for Repurchase Losses:”

12

Residual Interests in Securitizations

13

[T]he Residuals described above are a significant asset of the

14

Company. In determining the value of the Residuals, the Company

15

estimates the future rate of prepayments, the prepayment premiums

16

that we expect to receive and the manner in which expected

17

delinquencies, default and default loss severity are expected to affect

18

the amount and timing of the estimated cash flows.

19

Company bases these estimates on historical loss data for the loans,

20

the specific characteristics of the loans and the general economic

21

environment.

22

Residuals quarterly, taking into consideration trends in actual cash

23

flow performance, industry and economic developments, as well as

24

other relevant factors.

25

. . .

. . .

The

The Company performs an evaluation of the

* * *

26

Allowance for Repurchase Losses

27

Generally, repurchases are required within 90 days from the

28

date the loans are sold. Occasionally, we may repurchase loans after
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1

90 days have elapsed. . . . As of September 30, 2006 and December

2

31, 2005, the repurchase allowance totaled $13.9 million and $7.0

3

million, respectively . . . . We believe the allowance for repurchase

4

losses is adequate as of September 30, 2006 and December 31, 2005.

5

[Emphasis added.]

6

443. The third quarter 2006 Form 10-Q stated as follows regarding the

7

Company’s underwriting standards:

8

We originate and purchase primarily first mortgage products

9

nationwide. Historically, we have focused on lending to individuals

10

whose borrowing needs are generally not fulfilled by traditional

11

financial institutions because they do not satisfy the credit,

12

documentation or other underwriting standards prescribed by

13

conventional mortgage lenders and loan buyers.

14

* * *

15

For the nine months ended September 30, 2006, full

16

documentation loans as a percentage of originations were $25.3

17

billion, or 55.7%, limited documentation loans were $922.0 million,

18

or 2.0%, and stated documentation loans were $19.2 billion, or 42.3%.

19

. . . We designed our underwriting standards, including our recently

20

adopted guidelines for adjustable-rate and interest-only loans, and

21

quality assurance programs to ensure that loan quality is consistent

22

and meets our guidelines, even as the documentation type mix varies.

23

[Emphasis added.]

24

444. The third quarter 2006 Form 10-Q provided the following information

25

regarding New Century’s internal controls and procedures:

26

As of September 30, 2006, the end of our third quarter, our

27

management, including our Chairman of the Board, President and

28

Chief Executive Officer and Chief Financial Officer, has evaluated the
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effectiveness of our disclosure controls and procedures, as such term

2

is defined in Rule 13a-15(e) promulgated under the Securities

3

Exchange Act of 1934, as amended. Based on that evaluation, our

4

Chairman of the Board, President and Chief Executive Officer and

5

Chief Financial Officer concluded, as of September 30, 2006, that our

6

disclosure controls and procedures were effective to ensure that

7

information required to be disclosed by us in reports that we file or

8

submit under the Securities Exchange Act of 1934 is recorded,

9

processed, summarized and reported within the time periods specified

10

in the Securities and Exchange Commission rules and forms. There

11

was no change in our internal control over financial reporting during

12

the quarter ended September 30, 2006 that materially affected, or is

13

reasonably likely to materially affect, our internal control over

14

financial reporting. [Emphasis added.]

15

445. Accompanying the third quarter 2006 Form 10-Q as exhibits were

16

certifications signed by Defendants Cole, Morrice and Dodge in the form set forth

17

in paragraph 349 above.

18

446. The above-referenced statements from the New Century Officer

19

Defendants’ September 8, 2006 press release and November 2, 2006 press release

20

and conference call and November 9, 2006 Form 10-Q for the third quarter ended

21

September 30, 2006 were materially misstated and omitted to state material facts

22

required therein or necessary to make the statements contained therein not

23

misleading, at all times throughout the Class Period. Contrary to the above-

24

referenced statements, New Century’s financial statements for the third quarter

25

ended September 30, 2006 were not presented in accordance with GAAP, the

26

Company’s internal controls suffered from significant deficiencies and material

27

weaknesses and New Century’s underwriting practices and loan quality were

28

significantly worse than described.
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447. As set forth in paragraphs 137-68 above, numerous former New

2

Century employees with first-hand knowledge report that contrary to Defendants

3

Cole, Morrice and Dodge’s September 8, 2006 press release statements regarding

4

the purported “quality of the loans” New Century was originating with purportedly

5

“strict underwriting guidelines [and] skilled risk management” and undisclosed to

6

investors, New Century’s underwriting practices were actually loosened

7

substantially by the time of these statements so that the Company could continue to

8

reach record mortgage origination volume notwithstanding intense industry

9

competition, rising interest rates and a softening of the real estate market. Further,

10

as the data set forth in paragraphs 126-35 above establish, New Century

11

substantially loosened its underwriting practices in 2005 and 2006, such that its

12

loans exhibited drastically higher delinquency and repurchase rates as soon as they

13

were made and with such speed that generic market forces could not be to blame.

14

The data further establish that New Century, given its loosened underwriting, was

15

far more likely to issue a sub-prime borrower a mortgage loan than were its peers.

16

According to CWs 3, 5, 6, 8, 9, 11, 12, 13, 15, 16, 17, 18, 20, 21, 22, 23, 25, 26,

17

28, 30, 31 and 32, before Defendants’ statements were made on September 8, 2006,

18

New Century already had loosened substantially its underwriting so that it could

19

increase loan volume at the expense of loan quality. According to these witnesses,

20

as early as 2003, and progressively from 2004-06, New Century began originating

21

riskier and riskier mortgage loans because of increased loan to values, including

22

80/20 100% financing loans requiring no down payment, and began increasing the

23

amount of stated income loans which, starting in 2004-05, were being offered to

24

W-2 wage earners who should have been able to verify their stated income, but

25

were not required to. Quarterly loan performance data set forth in paragraph 111

26

further demonstrate a trend of increasing delinquencies from the first quarter of

27

2004 through the third quarter of 2006. The fact that delinquencies continued to

28

increase demonstrates that contrary to Defendants’ above-quoted statements, New
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1

Century’s underwriting was not producing better or higher quality loans, but was

2

substantially loosened to produce growing origination volume at the expense of

3

loan quality.

4

448. In addition, as set forth in paragraphs 173-90, 196 above, by the time

5

of these statements, the Examiner’s Report details facts demonstrating “serious

6

loan quality issues at [New Century] beginning as early as 2004;” numerous “red

7

flags” relating to loan quality, including “striking” red flags throughout 2005 and

8

“alarming” trends by February 2006; and the failure of New Century’s Senior

9

Management and Board of Directors to devote sufficient attention to improving

10

loan quality until the final quarter of 2006, when it “was too late to prevent the

11

consequences of longstanding loan quality problems in an adversely changing

12

market.” “Rather, New Century continued to focus on generating greater quantities

13

of ever riskier loans, devoting little effort to such basic issues as making sure that

14

the Company’s loan origination and underwriting policies and procedures were

15

followed to avoid kickouts of loans offered for sale.” Contrary to the above

16

statements, New Century “devoted its resources to generating high volumes of

17

loans, with relatively little attention to loan quality” and did not even have any

18

“formal exceptions policy.” The Examiner found these ever-increasing risks to be

19

“a veritable ticking time bomb.” As a result of these findings, the Examiner

20

concluded that the public statements made by New Century regarding its

21

underwriting and loan quality were not correct when made.

22

449. As set forth in paragraph 72 above, New Century has now admitted

23

the need to restate the Company’s previously-reported financial statements for the

24

first three quarters of 2006 based on material violations of GAAP in setting New

25

Century’s Allowance for Repurchase Losses reserve and related material

26

weaknesses in internal controls. As set forth in paragraph 73 above, New Century

27

has also admitted errors in the Company’s previously-filed annual financial

28

statements for its fiscal year-ended December 31, 2005 with respect to both the
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1

accounting and reporting of loan repurchase losses and the Company’s valuation of

2

Residual Interests and a “more likely than not” material overstatement in the

3

Company’s previously-issued 2005 financial statements. In addition, as set forth in

4

paragraphs 66-119 and 191-96 above, facts developed from Lead Counsel’s

5

investigation and set forth in the Examiner’s Report further demonstrate that the

6

Company’s financial statements were materially misstated in violation of GAAP at

7

the time of these November 2, 2006 and November 9, 2006 statements, and the

8

Company’s internal control certifications were materially misstated when issued.

9

450. As set forth in paragraph 75 above, according to CW 1, New Century

10

had intentionally delayed payment of valid repurchase claims, causing a massive

11

backlog of repurchase claims, 80% of which, or hundreds of millions of dollars

12

worth, were 18 to 24 months old as of September 2006 – meaning that the backlog

13

went back to the 2005 first quarter. According to CW 1, these repurchase claims

14

already were determined to be valid and should have been paid 18 to 24 months

15

earlier, but the Company delayed payment of them in an effort to cause its

16

previously reported financial results to appear better than they actually were.

17

According to CW 1, by the end of the 2004 fourth quarter, New Century already

18

had a large backlog of valid, unfunded repurchase claims. Accordingly, hundreds

19

of millions of dollars worth of these valid repurchase claims should have been

20

funded prior to the start of the Class Period in May 2005, but were not. As set

21

forth in paragraph 77 above, according to CW 3, New Century was “sitting on

22

repurchase requests” hoping to ride out the market and the Company failed to have

23

good internal reporting of repurchase information. In addition, according to the

24

internal New Century documents quoted in paragraphs 78 and 80 and the data

25

provided by the Examiner in paragraph 100 above, New Century had a material

26

repurchase claims backlog as of the end of the 2006 third quarter. The failure to

27

properly account for these outstanding repurchase claims caused material errors in

28

the Company’s 2006 third quarter reported financial results and resulted from
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1

material weaknesses in the Company’s internal controls at the time the claims were

2

received and processed, but not funded, which included the time of the above

3

statements. In addition, as set forth in paragraph 83 above, according to CW 2,

4

New Century, in violation of GAAP, did not include in its Allowance for

5

Repurchase Losses reserve any estimated discount for disposition necessary to

6

report loans repurchased in the 2006 second or third quarter at fair market value.

7

451. As set forth in paragraphs 91-99 above, the facts revealed by the

8

Examiner’s Report demonstrate that “beginning no later than 2004, New Century

9

was receiving repurchase requests related to loans sold outside of the previous 90-

10

day period and it was taking much longer than 90 days to evaluate and process

11

repurchase requests and repurchase loans.” In violation of GAAP, “New Century

12

was not reserving, however, for these loans that it might be required to repurchase,

13

and on which it might incur losses and expenses, but for which no reserve was

14

provided.” By January 26, 2005, the Examiner found “clear indication that New

15

Century Accounting Department personnel knew that many loans that were

16

ultimately repurchased in 2004 were Backlog Claims. . . . Notwithstanding this

17

information, New Century did nothing to adjust its methodology for estimating the

18

quantity of loans that might need to be repurchased as of the end of a financial

19

reporting period.” In addition, at the time of the above-reported 2006 third quarter

20

earnings, New Century “perplexingly” further violated GAAP by failing to reserve

21

for Interest Recapture as set forth in paragraphs 96-97 above and by failing to

22

apply LOCOM methodology consistent with industry practice and the Company’s

23

own LOCOM policy before improperly eliminating the LOCOM adjustment

24

entirely for repurchased loans in the 2006 second quarter and eliminating the

25

Future Loss Severity reserve in the 2006 third quarter as set forth in paragraph 98

26

above. As set forth in paragraph 99 above, the Examiner quantified the material

27

impact of these GAAP violations at the time of the above-reported 2006 third

28

quarter earnings at ($87,325,000). Consistent with the Examiner’s Report, New
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1

Century’s above-quoted description of its Allowance for Repurchase Losses was

2

materially misleading when made as it stated that the Company “occasionally”

3

may repurchase loans after 90 days without disclosing the then-existing repurchase

4

claims backlog.

5

452. Moreover, Defendants’ September 8, 2006 statement that New

6

Century had observed only a “modest” increase in first payment defaults which

7

was lower than that of its peers because of the Company’s purported “strict

8

underwriting guidelines [and] skilled risk management” and Defendant Morrice’s

9

November 2, 2006 statement that the credit-risk management practices that the

10

Company employ had “helped to reduce the amount of first payment default and

11

repurchase activity that [New Century] [was] experiencing versus [its] peers” were

12

materially false and misleading and incomplete when made given the massive

13

undisclosed repurchase claims backlog in existence at the time of these statements.

14

As set forth in paragraphs 78, 87 and 100 above, at the time of these statements,

15

New Century’s repurchase claims backlog was in excess of $380 million and far

16

greater than the repurchases disclosed in the Form 10-Q issued for the quarter

17

ended September 30, 2006. As specifically noted by the Examiner, Defendants’

18

September 8, 2006 statement that the increase in early payment defaults from 2005

19

was “modest” was “utterly without basis” when made. Examiner’s Report at 423-

20

24. As set forth in paragraph 185 above and noted by the Examiner, in January

21

through August 2006, early payment default had ranged from a low of 7.76% in

22

March 2006 to a high of 13.42% in August 2006, with July 2006 EPD rates being

23

12.85%. This compared to a range from a low of 4.47% in March 2005 to a high

24

of 9.24% in December 2005. Thus, as noted by the Examiner, “the increase in

25

EPD was hardly ‘modest.’” Id. Moreover, the Examiner cited to a specific e-mail

26

from Cloyd to Defendants Morrice and Dodge at 8:50 pm on the night before

27

Defendant’s September 8, 2006 press release which stated: “we got our teeth

28

kicked in with regard to repurchase requests in Aug. and thus far in September.”
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1

Id.

2

showed rising early payment defaults. Id. Yet, “no one at New Century took any

3

steps” to retrieve the September 8, 2006 press release before it was issued the next

4

day. Id.

Cloyd’s email attached a Repurchase Claims Summary spreadsheet that

5

453. As set forth in paragraphs 101-08 above, at the time the 2006 third

6

quarter results were reported, New Century’s reported Residual Interests were

7

materially overstated as these reported Residual Interests failed to account for the

8

Company’s progressively decreasing loan quality and underwriting practices as

9

well as New Century’s increasing delinquencies, defaults and default loss severity

10

throughout 2005 and 2006. As set forth in paragraphs 106-08 above, the facts

11

revealed by the Examiner’s Report demonstrate that New Century’s Residual

12

Interests were overstated at the time of the above-reported 2006 third quarter

13

earnings and at all times throughout 2005-06 as “New Century insisted on using

14

unduly low discount rates;” New Century “repeatedly resisted warnings from

15

specialists at KPMG [starting at least for its quarterly review for the first quarter of

16

2005], who warned that the discount rates New Century was using were below

17

those used by most of its peers;” “New Century relied for far too long on

18

antiquated and flawed internally-developed Excel-based models to value residual

19

interests;” and New Century failed “to adjust its prepayment rates to reflect

20

changing market conditions . . . contrary to the advice it consistently received as

21

far back as the first quarter of 2005 from KPMG’s SFG, which repeatedly

22

expressed concern about the Company’s use of low prepayment speed

23

assumptions.”

24

violations as of the 2006 third quarter at ($29,100,000). Examiner’s Report at 383.

25

454. As set forth in paragraphs 194-96 above, the facts revealed by the

26

Examiner’s Report demonstrate that that New Century’s internal controls suffered

27

from significant deficiencies and material weaknesses at the time of the above-

28

reported 2006 third quarter internal control certifications and statements and at all

The Examiner quantified the material impact of these GAAP
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1

times throughout 2005-06 as the result of “deeply-rooted and long-standing

2

failures to establish and monitor adequate internal controls over financial

3

reporting;” including failures to “develop effective policies and procedures for

4

performing accounting estimates requiring the exercise of considerable judgment;”

5

and to “remediate internal control deficiencies that existed at year-end 2004.”

6

Among the deficiencies that New Century failed to remedy from year-end 2004

7

were “key controls surrounding the repurchase reserve estimation process;” “the

8

allowance for loan losses methodology and rationale;” and “controls related to the

9

hedging and derivatives process.” “New Century also failed to establish sufficient

10

internal controls with respect to its residual interest valuation process.”

11

demonstrated by the facts obtained by the Examiner (as well as the numerous other

12

facts set forth in paragraphs 447-48 above), New Century also suffered throughout

13

2005 and 2006 from “significant deficiencies and material weaknesses in

14

Management’s internal control structure related to loan quality . . . .”

As

15

455. As set forth in paragraphs 109-18 above, New Century’s Allowance

16

for Loan Losses reserve was unexplainably reduced in the 2006 third quarter in the

17

face of a material increase in loan delinquencies and the Company misleadingly

18

failed to disclose this fact either in its November 2, 2006 press release or during

19

the November 2, 2006 conference call.

20

increase this reserve shortly after the end of the Class Period. As set forth in

21

paragraphs 109-18 above, during the Class Period, the Company failed to calculate

22

and present this reserve in accordance with GAAP.

The Company disclosed the need to

23

456. Accordingly, the material financial misstatements and significant

24

deficiencies and material weaknesses in internal controls relating to the repurchase

25

claims backlog and Residual Interests eventually reported by the Company on

26

February 7, 2007 and, thereafter, were in existence at the time of the above

27

statements, rendering them materially misstated when made.

28
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New Century’s February 7, 2007
And Subsequent Disclosures _

457. On February 7, 2007, after the close of trading and just one day before
the Company was scheduled to report 2006 fourth quarter and year-end results,
New Century issued a press release announcing that it would restate its reported
financial results for the quarters ended March 31, June 30 and September 30, 2006.
The press release stated:
The Company establishes an allowance for repurchase losses on loans
sold, which is a reserve for expenses and losses that may be incurred
by the Company due to the potential repurchase of loans resulting
from early-payment defaults by the underlying borrowers or based on
alleged violations of representations and warranties in connection with
the sale of these loans. When the Company repurchases loans, it adds
the repurchased loans to its balance sheet as mortgage loans held for
sale at their estimated fair values, and reduces the repurchase reserve
by the amount the repurchase prices exceed the fair values. During
the second and third quarters of 2006, the Company’s accounting
policies incorrectly applied Statement of Financial Accounting
Standards No. 140 – Accounting for Transfers and Servicing of
Financial Assets and Extinguishment of Liabilities. Specifically, the
Company did not include the expected discount upon disposition of
loans when estimating its allowance for loan repurchase losses.
In addition, the Company’s methodology for estimating the volume of
repurchase claims to be included in the repurchase reserve calculation
did not properly consider, in each of the first three quarters of 2006,
the growing volume of repurchase claims outstanding that resulted
from the increased pace of repurchase requests that occurred in 2006,
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1

compounded by the increasing length of time between the whole loan

2

sales and the receipt and processing of the repurchase request.

3

* * *

4

Although the Company’s full review of the legal, accounting and tax

5

impact of the restatements is ongoing, at this time the Company

6

expects that, once restated, its net earnings for each of the first three

7

quarters of 2006 will be reduced.

8
9

In light of the pending restatements, the Company’s previously filed

10

condensed consolidated financial statements for the quarters ended

11

March 31, June 30 and September 30, 2006 and all earnings-related

12

press releases for those periods should no longer be relied upon. The

13

Company expects to file amended Quarterly Reports on Form 10-Q

14

for the quarters ended March 31, June 30 and September 30, 2006 as

15

soon as practicable, with a goal to file by March 1, 2007.

16

Company also expects that the errors leading to these restatements

17

constitute material weaknesses in its internal control over financial

18

reporting for the year ended December 31, 2006.

The

19

* * *

20

The Company’s fourth quarter and full-year 2006 earnings

21

announcement, originally scheduled for February 8, 2007, has been

22

postponed to an undetermined future date, which will follow the

23

Company’s filing of its amended Quarterly Reports on Form 10-Q for

24

the quarters ended March 31, June 30 and September 30, 2006.

25

The increasing industry trend of early-payment defaults and,

26

consequently, loan repurchases intensified in the fourth quarter of

27

2006. The Company continued to observe this increased trend in its

28
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1

early-payment default experience in the fourth quarter, and the

2

volume of repurchased loans and repurchase claims remains high.

3

In addition, the Company currently expects to record a fair value

4

adjustment to its residual interests to reflect revised prepayment, loss

5

and discount rate assumptions with respect to the loans underlying

6

these residual interests, based on indicative market data. While the

7

Company is still determining the magnitude of these adjustments to its

8

fourth quarter 2006 results, the Company expects the combined

9

impact of the foregoing to result in a net loss for that period.

10

[Emphasis added.]

11

The Company’s press release sought to minimize the market reaction to these

12

disclosures by stating: “Importantly, the foregoing adjustments are generally non-

13

cash in nature. Moreover, the company had cash and liquidity in excess of $350

14

million at December 31, 2006.” With regard to internal controls, the press release

15

further stated: “[T]he Company has taken significant steps to remediate these

16

weaknesses and anticipates remediating them as soon as practicable.”

17

Company’s cash and liquidity disclosure, however, conveniently failed to disclose

18

the effect of the January 31, 2007 dividend payment on cash and liquidity.)

(The

19

458. Also on February 7, 2007, after the close of trading, Defendant

20

Morrice held a listen-only conference call with analysts and investors to review the

21

Company’s press release. During the call, Defendant Morrice read the Company’s

22

February 7, 2007 press release and added only the following additional statement:

23

Let me conclude by saying that I certainly understand your interest in

24

learning more about these events and their ramifications, and I ask for

25

your patience in allowing us to continue our review so that we can

26

finalize the restatements and file our Form 10-K as soon as possible.

27

While we are unable to comment further about the restatements and

28

our 2006 results at this time, please know that we are working
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1

diligently to complete the review and will be back to you with more

2

complete information as soon as we can.

3

understanding and support.

4

459. In response to the Company’s disclosures, the price of New Century

5

common stock closed on February 8, 2007, the next trading day, at $19.24 per

6

share, a decline of $10.92 per share, or approximately 36%, from the closing price

7

of $30.16 per share on February 7, 2007, on extraordinary trading volume.

8

Similarly, the price of New Century Series A and B Preferred Stock declined by

9

approximately 10% on heavy trading.

Thank you for your

10

460. The Company’s February 7, 2007 announcements came less than three

11

months after newly hired Tajvinder S. Bindra replaced Defendant Dodge as Chief

12

Financial Officer, effective November 15, 2006, and just over one month after

13

Defendant Cole retired as Chairman of the Board of the Company, effective

14

December 31, 2006.

15
16

461. On February 8, 2007, Roth Capital issued an analyst report
suspending its coverage of New Century noting that:

17

Our previous set of estimates and valuation relied, to a large degree,

18

on previously published and filed financial statements. . . . Because

19

New Century’s published financial statements no longer appear to

20

reflect a fair representation of the Company’s results of operations (its

21

earnings power) and financial condition as of the end of the periods

22

reported, we can no longer rely on stated book value – or, for that

23

matter, any other balance reported as of 9/30/06 – as a starting point

24

for our own calculations of the fair value of the Company’s residual

25

assets.

26

* * *

27

Similarly, we do not believe we can use current or estimated

28

production levels in arriving at an estimate of the Company’s
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1

mortgage banking (origination) platform. Not knowing what portion

2

of New Century’s production is coming back to it in the form of

3

repurchases, we cannot make a stab at the value of the Company’s

4

origination platform [].

5

originating (or manufacturing) a loan is not the dollar volume of loans

6

produced, but, rather, in the dollar volume of loans that have a market

7

value in excess of the costs incurred (resources expended) to originate

8

those loans.

Because the skill, the value added in

9

* * *

10

When interest rates are in free fall and home values are skyrocketing,

11

the market value of just about every loan – even if it is delinquent – is

12

rising because the value of the underlying collateral is increasing and

13

the ability of all parties to the transaction to make themselves whole is

14

improving. Any entity can originate a loan in that environment and

15

make money.

16

environment. No repurchase requests. Why would a whole loan

17

buyer or investor put back a loan to the originator when that loan is

18

increasing in market value every day?

There are no early payment defaults in this

19

* * *

20

The true value, in our opinion, is in the volume of loans an

21

organization can produce at a profit . . . .

22

* * *

23

The upshot of the foregoing is that we have no reasonable basis on

24

which to calculate estimates of GAAP earnings, taxable income,

25

dividends or fair value.

26

operating results and statements of financial condition for 2006

27

interim periods and 4th quarter operating results and a December 31,

28

2006 balance sheet – as well as 2007 guidance – in which we feel

Until the Company can provide restated
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1

confident, we cannot arrive at what we deem to be reasonable

2

estimates of performance or value. [Emphasis added.]

3

462. Piper Jaffray issued a report on February 8, 2007 noting: “We believe

4

that relaxed underwriting standards have been the main driver for the large number

5

of loan repurchases.” (Emphasis added.) Friedman, Billings, Ramsey & Co., Inc.

6

also issued a report on February 8, 2007 noting: “Liquidity Is The Big Question

7

Now. As a result of the restatements, higher repurchases, and anticipated net

8

losses, we believe warehouse lines could be at risk of being pulled.”

9

463. On March 1, 2007, after the close of trading, New Century issued a

10

press release announcing that it expected to file a Form 12b-25 Notification of Late

11

Filing with the SEC with respect to its Form 10-K for the year-ended December

12

31, 2006. The price of New Century common stock closed on Friday, March 2,

13

2007, the next trading day after New Century’s disclosure, at $14.65 per share, a

14

decline of $1.20 per share, or approximately 7.6%, from the closing price of

15

$15.85 per share on March 1, 2007, on extraordinary trading volume.

16

464. On Friday, March 2, 2007, after the close of trading, New Century

17

filed with the SEC a Form 12b-25 Notification of Late Filing. The Form 12b-25

18

stated:

19

As previously announced, the Company will restate its consolidated

20

financial results for the quarters ended March 31, June 30 and

21

September 30, 2006 to correct errors the Company discovered in its

22

accounting and financial reporting of loan repurchase losses.

23
24

In connection with the restatement process, the Audit Committee of

25

the Company’s Board of Directors (the “Audit Committee”), advised

26

by its independent counsel who is assisted by forensic accountants,

27

has initiated its own independent investigation into the issues giving

28

rise to the Company’s need to restate its 2006 interim financial
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1

statements, as well as issues pertaining to the Company’s valuation of

2

residual interests in securitizations in 2006 and prior periods. The

3

Audit Committee will expand the scope of its investigation as may be

4

necessary to cover other matters that are developed in the course of its

5

investigation or otherwise come to its attention. The 2006 Form 10-K

6

will be filed after this investigation is complete.

7
8

In addition, the Company is determining the amount of the adjustment

9

to the estimated fair value of its residual interests in securitizations to

10

reflect revised prepayment, cumulative loss and discount rate

11

assumptions with respect to the mortgage loans underlying these

12

assets. The Company is revising the assumptions to reflect relevant

13

data such as recent loss experience, changing market conditions and

14

updated expectations regarding higher credit losses and faster

15

prepayment speeds.

16
17

In accordance with Section 404 of the Sarbanes-Oxley Act of 2002,

18

the Company’s management is assessing the effectiveness of its

19

internal control over financial reporting as of December 31, 2006, and

20

expects to conclude that there were material weaknesses in the

21

internal control over financial reporting as of December 31, 2006.

22

After management completes its assessment, the Company will

23

include the assessment in the 2006 Form 10-K. The assessment will

24

discuss the material weaknesses that management identifies and the

25

actions that have been and will be taken to remediate these material

26

weaknesses.

27

* * *

28
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1

Estimated Effect of Restatement – Although a full review is ongoing,

2

the Company currently expects that the modifications to the allowance

3

for loan repurchase losses will result in restated net income for the

4

first three quarters of 2006 that is significantly lower than previously

5

reported in the Company’s 2006 interim financial statements.

6
7

Estimated Fourth Quarter and Full-Year Results – Although the

8

Company’s mortgage loan origination volume increased in 2006 when

9

compared to 2005, the Company’s results of operations for the quarter

10

and year ended December 31, 2006 will reflect declines in earnings

11

and profitability when compared to the same periods in 2005. The

12

Company currently expects that it will report a pretax loss for both the

13

fourth quarter and the full year ended December 31, 2006.

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

These negative trends in results compared to 2005 are attributable
primarily to:
Lower Net Gain on Sale – The Company’s net gain on sale of its
mortgage loans declined over the course of 2006 due primarily to
(i) increased exposure to repurchased loans from whole loan buyers,
(ii) increases in the percent of loans rejected by whole loan investors
during their due diligence review prior to purchase and (iii) increasing
severity of loss upon disposition of repurchased and other loans in
discounted loan sales.
Reduction in Carrying Value of Residual Assets – The Company
expects to record an adjustment to the estimated fair value of its
residual interests in securitizations to reflect revised prepayment,
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1

cumulative loss and discount rate assumptions with respect to the

2

mortgage loans underlying these residual interests.

3
4

Reduction in Carrying Value of Mortgage Loans Held for Sale – The

5

Company expects to record a lower-of-cost-or-market valuation

6

allowance reflecting the Company’s current estimate of the fair value

7

of its inventory of mortgage loans held for sale, which is lower than

8

the Company’s cost basis in those loans. This fair value estimate

9

reflects changes in market conditions.

10
11

Allowance for Losses on Loans Held for Investment – The Company

12

expects to record an increase in its allowance for losses on its

13

portfolio of loans held for investment reflecting relevant data such as

14

recent loss experience, changing market conditions and updated

15

expectations regarding higher credit losses and faster prepayment

16

speeds.

17

* * *

18

The Company currently relies on its 15 short-term repurchase

19

agreements and aggregation credit facilities and an asset-backed

20

commercial paper facility that collectively provide the Company with

21

an aggregate of approximately $13.0 billion of committed and $4.4

22

billion of uncommitted borrowing capacity to fund mortgage loan

23

originations and purchases pending the pooling and sale of such

24

mortgage loans.

25
26

These financing arrangements generally require the Company to

27

deliver timely financial statements prepared in accordance with

28

generally accepted accounting principles to its lenders. Because of the
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1

previously announced restatement, the Company obtained written

2

waivers from its various lenders with respect to compliance with this

3

delivery requirement through March 15, 2007. If, as may occur, the

4

Company does not file its restated financial statements for the quarters

5

ended March 31, June 30 and September 30, 2006 and the 2006 Form

6

10-K on or before March 15, 2007, the Company will seek to obtain

7

additional written waivers from its various lenders with respect to this

8

delivery requirement.

9
10

In addition, 11 of the Company’s 16 financing arrangements require it

11

to report at least $1 of net income for any rolling two-quarter period.

12

The Company expects that it will not meet this requirement for the

13

two-quarter period ended December 31, 2006.

14

Company is seeking to obtain waivers with respect to this covenant.

15
16
17
18
19
20
21
22
23
24
25
26
27
28

As a result, the

* * *
In addition, where applicable, the Company is seeking amendments to
its financing arrangements to modify this rolling two-quarter net
income covenant for the remainder of 2007. Although there can be no
assurance that the Company will receive these amendments and
waivers from all of its lenders, the Company is in active dialogue with
these lenders and has made progress in this regard.
In the event the Company is unable to obtain satisfactory amendments
to and/or waivers of the covenants in its financing arrangements from
a sufficient number of its lenders, or obtain alternative funding
sources, KPMG has informed the Audit Committee that its report on
the Company’s financial statements will include an explanatory
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1

paragraph indicating that substantial doubt exists as to the Company’s

2

ability to continue as a going concern.

3
4

* * *

5

The staff of the SEC has requested a meeting with the Company to

6

discuss the events leading up to the announcement of the restatements

7

and the Company intends to comply with the SEC’s request.

8
9

On February 22, 2007, the Company received a letter dated

10

February 21, 2007 from the NYSE Regulation Inc. indicating that its

11

Market Trading Analysis Department is reviewing transactions in the

12

Company’s securities prior to the February 7, 2007 announcement of

13

the restatement process and that the Company expected a loss in the

14

fourth quarter of 2006. In that regard, the letter requested certain

15

information from the Company, which the Company has agreed to

16

provide.

17
18

On February 28, 2007, the Company received a letter from the United

19

States Attorney’s Office for the Central District of California (the

20

“U.S. Attorney’s Office”) indicating that it was conducting a criminal

21

inquiry under the federal securities laws in connection with trading in

22

the Company’s securities, as well as accounting errors regarding the

23

Company’s allowance for repurchase losses. The U.S. Attorney’s

24

Office is requesting voluntary assistance by the Company, which the

25

Company has agreed to provide. [Emphasis added.]

26

465. On Saturday, March 3, 2007, The New York Times highlighted the

27

Company’s disclosures that Federal prosecutors and securities regulators were

28
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1

investigating stock sales and accounting “errors” at New Century. The New York

2

Times reported:

3

It is unclear what stock sales investigators are looking at, but data

4

from securities filings compiled by Thompson Financial show that

5

two of the Company’s top executives sold sizable blocks of shares in

6

the second half of last year. Robert K. Cole, a former chairman and a

7

founder of the Company, sold stock worth $6.7 million in the third

8

and fourth quarters after not selling significant numbers of shares for

9

the previous three quarters. And Edward F. Gotschall, another

10

founder and vice chairman, sold shares worth $14.7 million after not

11

selling significant numbers of shares for the previous six months.

12

[Emphasis added.]

13

466. On March 5, 2007, The New York Times reported that “New

14

Century’s disclosure of the federal investigations on Friday [March 2, 2007] was

15

the most serious in a string of shocks to have rocked the industry in the last three

16

months.” The New York Times further reported on the personal wealth and stock

17

sales of New Century’s senior executives:

18

The three founders of New Century . . . together made more than

19

$40.5 million in profits from selling shares in the Company from 2004

20

to 2006, according to an analysis by Thompson Financial.

21

collected millions of dollars more in dividends, salaries bonuses and

22

perks. . . . In a series of sales from August to November [2006], two

23

of the Company’s founders sold shares for an average price of about

24

$40 a share, for a total profit of $21.4 million. . . . The founders’

25

stock also rose in the social circles of southern California, the

26

epicenter of the boom in subprime. . . . Robert K. Cole, 60, a co-

27

founder who retired as chairman and chief executive last year, lives in

28

a 6,100 square foot oceanfront home in Laguna Beach that is valued at

They
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1

tens of millions of dollars . . . . Edward F. Gotschall, 52, another co-

2

founder who is vice chairman of the board, donated $3 million for an

3

expanded trauma center at Mission Hospital that will be named for

4

him and his wife Susan.

5

The New York Times quoted former executive Kal Elsayed who spent nine years at

6

New Century before leaving to start his own mortgage firm in 2005 as stating:

7

“We made so much money you couldn’t believe it. And you didn’t have to do

8

anything. You just had to show up.” The New York Times further reported:

9

[A]bout 13.8 percent of the loans in a group of mortgages New

10

Century sold to investors in April [2006] were behind in payments or

11

in foreclosure by January [2006]. By comparison, only 6 percent of

12

loans in a pool sold to investors in March 2005 had met that same fate

13

by January 2006. Investors and regulators fear that problems will

14

only worsen as so many borrowers have fallen behind so quickly,

15

especially at a time when the overall economy is healthy.

16

phenomenon suggests that lending standards were significantly

17

weakened last year and that lenders were not as watchful for

18

fraudulent transactions. [Emphasis added.]

19

467. The price of New Century common stock closed on Monday, March

20

5, 2007, the next trading day after New Century’s March 2, 2007 disclosures and

21

the news reports which followed, at $4.56 per share, a decline of $10.09 per share,

22

or approximately 69%, from the closing price of $14.65 per share on March 2,

23

2007, on extraordinary trading volume. Similarly, the price of New Century Series

24

A and B Preferred Stock declined by approximately 55% and 58%, respectively, on

25

heavy trading.

26
27

The

468. On March 8, 2007, New Century filed with the SEC a Form SC
13D/A which disclosed:

“In a letter sent by David Einhorn to the Board of

28
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1

Directors of New Century on March 7, 2007, Mr. Einhorn resigned as a director of

2

New Century effective as of 7:00 p.m. EST on March 7, 2007.”

3

469. In response to the Company’s disclosure, the price of New Century

4

common stock closed on March 8, 2007, at $3.87 per share, a decline of $1.29 per

5

share, or approximately 25%, from the closing price of $5.16 per share on March

6

7, 2007, on extraordinary trading volume. Similarly, the price of New Century

7

Series A and B Preferred Stock declined by approximately 9% and 5%,

8

respectively, on heavy trading. The New York Times reported that the price of

9

New Century shares fell as “Einhorn’s departure might mean that the Company’s

10

troubles were intensifying.”

11

470. On March 8, 2007, after the close of trading, New Century issued a

12

press release announcing that as a result of “its current constrained funding

13

capacity,” New Century had elected to cease accepting loan applications from

14

prospective borrowers “effective immediately” while the Company sought to

15

obtain additional funding capacity. The press release further reported that New

16

Century was in discussions with lenders and other third parties regarding

17

refinancing or other alternatives to obtain additional liquidity, but that no assurance

18

could be given that any of the discussions would be successful.

19

471. In response to the Company’s disclosures, the price of New Century

20

common stock closed on March 9, 2007, at $3.21 per share, a decline of $0.66 per

21

share, or approximately 17%, from the closing price of $3.87 per share on March

22

8, 2007, on extraordinary trading volume.

23
24

472. On March 12, 2007, before the start of trading, New Century filed
with the SEC a Form 8-K which stated:

25

As previously disclosed, the Company has been in discussions with its

26

lenders in an effort to obtain waivers for certain of the obligations of

27

the Company and its subsidiaries under these financing arrangements.

28

As described below, the Company has received notices from certain
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1

of its lenders asserting that the Company and/or its subsidiaries have

2

violated their respective obligations under certain of these financing

3

arrangements and that such violations amount to events of default.

4

Certain of these lenders have further advised the Company that they

5

are accelerating the Company’s obligation to repurchase all

6

outstanding mortgage loans financed under the applicable agreements.

7

[Emphasis added.]

8

The Form 8-K disclosed that among the lenders who advised the Company that it

9

was in default and/or accelerated the Company’s obligation to repurchase

10

outstanding mortgage loans were:

11

Markets Realty Corp.; Credit Suisse First Boston Mortgage Capital LLC; Goldman

12

Sachs Mortgage Company; and Morgan Stanley Mortgage Capital Inc. The Form

13

8-K further disclosed:

Bank of America, N.A.; Citigroup Global

14

All of the Company’s financing arrangements with its lenders contain

15

cross default and cross acceleration provisions. Accordingly, each of

16

the Company’s lenders that have not yet delivered notices of default

17

or acceleration to the Company will be permitted to do so under the

18

terms of their applicable financing arrangement with the Company. If

19

each of the Company’s lenders were to accelerate the obligations of

20

the Company and its subsidiaries to repurchase all outstanding

21

mortgage loans financed under all of the Company’s outstanding

22

financing arrangements, the aggregate repayment obligations would

23

be approximately $8.4 billion. Further, under the respective financing

24

arrangements, each of the Company’s lenders have the right to cease

25

providing financing to the Company and its subsidiaries during the

26

pendency of an event of default. As of March 9, 2007, all of the

27

Company’s lenders under its short-term repurchase agreements and

28
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1

aggregation credit facilities had discontinued their financing with the

2

Company or had notified the Company of their intent to do so.

3

* * *

4

The Company and its subsidiaries do not have sufficient liquidity to

5

satisfy their outstanding repurchase obligations under the Company’s

6

existing financing arrangements.

7

discussions with its lenders and other third parties regarding

8

refinancing and other alternatives to obtain adequate liquidity. No

9

assurance can be given that any of these discussions will be

10

successful. If the Company and its subsidiaries are not able to satisfy

11

their repurchase obligations, one or more of the Company’s lenders

12

may seek to liquidate the mortgage loans or other assets financed

13

under the applicable financing arrangement with the Company. If this

14

were to occur and if such liquidation was for an amount less than the

15

contractual amount at which the Company and its subsidiaries have

16

agreed to repurchase such mortgage loans from the applicable lender,

17

then the lender may seek to recover this deficiency from the Company

18

and its subsidiaries. The Company and its subsidiaries may not have

19

sufficient resources to satisfy any such deficiency.

The Company is continuing its

20

* * *

21

As previously announced, on March 2, 2007, the Company filed a

22

Form 12b-25 with the Securities and Exchange Commission in which

23

it reported that it had not yet filed its Annual Report on Form 10-K for

24

its fiscal year ended December 31, 2006 (the “2006 Form 10-K”). In

25

the Form 12b-25, the Company reported that it would not be able to

26

complete its 2006 Form 10-K until (i) the Audit Committee of its

27

Board of Directors completes its previously announced internal

28

investigation into the issues giving rise to the Company’s need to
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1

restate its 2006 interim financial statements, as well as issues

2

pertaining to the Company’s valuation of residual interests in

3

securitizations in 2006 and prior periods, and (ii) the Company

4

provides its independent registered public accounting firm, KPMG

5

LLP, with the information that it needs in order to complete its audit

6

of the Company’s financial statements and internal control over

7

financial reporting.

8
9

The Company continues to work diligently to finalize its financial

10

statements for the year ended December 31, 2006, but does not expect

11

to finalize its financial statements, or to file its 2006 Form 10-K, prior

12

to March 16, 2007 (the fifteenth calendar day following the prescribed

13

due date for the 2006 Form 10-K). If the Company does not file its

14

2006 Form 10-K with the SEC on or before March 16, 2007, the

15

Company will be in violation of Section 203.01 (Annual Financial

16

Statement Requirement) of the New York Stock Exchange’s (the

17

“NYSE”) Listed Company Manual and will be subject to the

18

procedures specified in Section 802.01E (SEC Annual Report Timely

19

Filing Criteria) of the NYSE Listed Company Manual. [Emphasis

20

added.]

21

473. In response to the Company’s disclosures, the price of New Century

22

common stock closed on March 12, 2007, at $1.66 per share, a decline of $1.55 per

23

share, or approximately 48%, from the closing price of $3.21 per share on March

24

9, 2007, the prior trading day, on extraordinary trading volume.

25

474. On March 13, 2007, before the start of trading, New Century filed

26

with the SEC a Form 8-K which disclosed additional lenders who advised the

27

Company that it was in default and/or accelerated the Company’s obligation to

28

repurchase outstanding mortgage loans. These lenders included: Barclays Bank
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1

PLC; Guaranty Bank; State Street Global Markets, LLC; and UBS Real Estate

2

Securities Inc. The Form 8-K further disclosed:

3

On February 28, 2007, the Company received a letter from the United

4

States Attorney’s Office for the Central District of California (the

5

“U.S. Attorney’s Office”) indicating that it was conducting a criminal

6

inquiry under the federal securities laws in connection with trading in

7

the Company’s securities, as well as accounting errors regarding the

8

Company’s allowance for repurchase losses.

9

subsequently received a grand jury subpoena requesting production of

10

certain documents.

11

requests of the U.S. Attorney’s Office.

The Company has

The Company intends to cooperate with the

12
13

On March 12, 2007, the Company received a letter from the staff of

14

the Pacific Regional Office of the Securities Exchange Commission

15

stating that the staff was conducting a preliminary investigation

16

involving the Company and requesting production of certain

17

documents. The staff of the SEC had also previously requested a

18

meeting with the Company to discuss the events leading up to the

19

Company’s previous announcement of the need to restate certain of its

20

historical financial statements. The Company intends to cooperate

21

with the requests of the SEC. [Emphasis added.]

22

475. In response to the Company’s disclosures, the price of New Century

23

common stock closed on March 13, 2007, the last day of the Class Period, at $0.85

24

per share, a decline of $0.82 per share, or approximately 49%, from the closing

25

price of $1.67 per share on March 12, 2007, on extraordinary trading volume.

26

476. On March 13, 2007, after the close of trading, New Century issued a

27

press release announcing that the New York Stock Exchange had determined that

28

its common stock Preferred A and Preferred B stock were no longer suitable for
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1

continued listing on the NYSE and would be suspended immediately. The press

2

release reported that the NYSE made its decision based upon the Company’s recent

3

filings with the SEC and the uncertainty of its current liquidity position.

4

I.

5

477. On March 14, 2007, New Century filed with the SEC a Form 8-K

6

Post-Class Period Disclosures

which disclosed:

7

On March 13, 2007, the Company and certain of its subsidiaries

8

received cease and desist orders from regulators in the States of

9

Massachusetts, New Hampshire, New Jersey and New York. The

10

cease and desist orders contain allegations that certain of the

11

Company’s subsidiaries have engaged in violations of applicable state

12

law, including, among others, failure to fund mortgage loans after a

13

mortgage closing, failure to meet certain financial requirements,

14

including net worth and available liquidity, and failure to timely

15

notify the state regulators of defaults and terminations under certain of

16

its financing arrangements.

17
18
19
20
21
22
23
24
25
26
27
28

The cease and desist orders seek to restrain the subsidiaries from
taking certain actions, including, among others, engaging in further
violations of state law, taking new applications for mortgage loans in
the relevant jurisdiction, and paying dividends or bonuses to officers,
directors or shareholders of the applicable subsidiaries. The cease and
desist orders also seek to cause the subsidiaries to affirmatively take
certain actions, including the creation of escrow accounts to hold fees
relating to pending mortgage applications, the transfer to other lenders
of the outstanding mortgage applications and unfunded mortgage
loans held by the subsidiaries, and the provision of regular
information to the state regulators regarding the subsidiaries’ activities
in the applicable state, including the status of all outstanding mortgage
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1

applications and unfunded mortgage loans in that state. Certain of the

2

cease and desist orders also require one or more of the subsidiaries to

3

show cause why their license should not be revoked or why

4

administrative penalties should not be assessed.

5

478. On March 14, 2007, the price of New Century common stock closed

6

at just $0.67 per share, a new low closing price.

7

479. On April 2, 2007, New Century issued a press release announcing that

8

the Company had filed a voluntary petition for relief under Chapter 11 of the U.S.

9

Bankruptcy Code.

In connection with the Chapter 11 filing, the Company

10

disclosed that it would reduce its workforce by approximately 3,200 employees

11

effective immediately. Thousands more were fired in the months which followed.

12

480. On May 3, 2007, New Century filed with the SEC a Form 8-K which

13

disclosed that KPMG had notified the Chairman of New Century’s Audit

14

Committee by letter dated April 27, 2007 that KPMG had resigned as New

15

Century’s outside auditor. The Form 8-K disclosed:

16

On February 7, 2007, the Company filed a Form 8−K with the

17

Securities and Exchange Commission (the “SEC”) reporting that the

18

Company’s Board of Directors had concluded that the Company’s

19

previously filed interim financial statements for the quarters ended

20

March 31, 2006, June 30, 2006, and September 30, 2006 (collectively,

21

the “Interim Financial Statements”), should be restated to correct

22

errors the Company discovered in its accounting and financial

23

reporting of loan repurchase losses.

24

restatement process, the Audit Committee of the Company’s Board of

25

Directors, on the advice of its independent counsel, initiated its own

26

independent investigation into the issues giving rise to the Company’s

27

need to restate the Interim Financial Statements, and subsequently

28

expanded the investigation, at the request of KPMG, to include issues

In connection with the
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1

pertaining to the Company’s valuation of residual interests in

2

securitizations in 2006 and prior periods (the “Internal Investigation”).

3

The Audit Committee retained independent counsel, forensic

4

accountants and other professionals to assist it in connection with the

5

Internal Investigation.

6
7

Subsequent to the Company’s discovery of the accounting errors and

8

initiation of the Internal Investigation, KPMG communicated to the

9

Company that as a result of the Internal Investigation KPMG would

10

likely need to reassess its audit plan, and perform additional audit

11

procedures, in order to obtain sufficient evidence concerning any

12

conclusions reached by the investigating team.

13

communicated to the Company that (i) the pending regulatory

14

investigations into the matters under investigation in connection with

15

the Internal Investigation or (ii) the pendency of the Internal

16

Investigation itself, could also impact KPMG’s ability to conclude on

17

the financial statement implications of the matters under investigation,

18

including whether or not KPMG would be able to continue to rely on

19

representations from management. As of April 27, 2007, the date of

20

KPMG’s resignation, the Internal Investigation was ongoing and

21

accordingly the Company had not received from KPMG its

22

determination on these matters. The Company has also been advised

23

by KPMG that it expects that the evaluation of the impact of this

24

matter on the Company’s internal control over financial reporting and

25

disclosure controls and procedures for the applicable periods could

26

constitute a material weakness in the Company’s internal control over

27

financial reporting. [Emphasis added.]

KPMG also

28
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481. On May 11, 2007, New Century filed a Form NT 10-Q with the SEC
which stated:

3

As previously disclosed, on April 2, 2007, the Company and certain of

4

its subsidiaries filed voluntary petitions for reorganization under

5

Chapter 11 of Title 11 of the United States Code in the United States

6

Bankruptcy Court for the District of Delaware (Case No. 07-10416).

7

Since that time, the Company has been immersed in bankruptcy-

8

related matters. The Company has not yet been able to file its Annual

9

Report on Form 10-K for the year ended December 31, 2006. Further,

10

the Company has experienced the resignation of its independent

11

accounting firm, KPMG LLP. Due to the resignation, as well as the

12

additional time required to complete its financial statements to be

13

included in its periodic reports as a result of, among other things, the

14

complexities of bankruptcy accounting, the process of impairment

15

testing and estimating the fair value of impaired assets, the

16

determination of the tax provision together with the evaluation of tax

17

deferred assets and the possible need for valuation allowances, the

18

Company will not be able to file the Form 10-Q in a timely manner

19

without unreasonable effort or expense.

20

regarding these and other factors affecting the Company’s ability to

21

timely file the Form 10-Q, please see the Company’s Form 12b-25

22

filed with the Securities and Exchange Commission (the “SEC”) on

23

March 2, 2007. The Company anticipates that it will not be able to

24

complete its financial statements and file the Form 10-Q by May 15,

25

2007 and the Company is uncertain as to whether or not it will ever be

26

able to file its financial statements.

27

482. On May 24, 2007, New Century filed a Form 8-K which disclosed a

28

For further information

“more likely than not” material overstatement in pretax earnings in 2005:
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1

On February 7, 2007, New Century Financial Corporation (the

2

“Company”) filed a Form 8−K with the Securities and Exchange

3

Commission (the “SEC”) reporting that the Company’s Board of

4

Directors had concluded that the Company’s previously filed interim

5

financial statements for the quarters ended March 31, 2006, June 30,

6

2006, and September 30, 2006 (collectively, the “Interim Financial

7

Statements”), should be restated to correct errors the Company

8

discovered in its accounting and financial reporting of loan repurchase

9

losses.

In connection with the restatement process, the Audit

10

Committee of the Company’s Board of Directors, on the advice of its

11

independent counsel, initiated an independent investigation into the

12

issues giving rise to the Company’s need to restate the Interim

13

Financial Statements, and as previously reported, subsequently

14

expanded the investigation to include issues pertaining to the

15

Company’s valuation of certain residual interests in securitizations in

16

2006 and prior periods (the “Internal Investigation”). In addition to its

17

independent counsel, the Audit Committee also retained forensic

18

accountants and other professionals (collectively, the “Investigative

19

Team”) to assist it in connection with the Internal Investigation.

20
21

Based on recent communications with members of the Investigative

22

Team, the Audit Committee has determined that there were errors in

23

the Company’s previously filed annual financial statements for its

24

fiscal year ended December 31, 2005 (the “2005 Financial

25

Statements”) with respect to both the accounting and reporting of loan

26

repurchase losses and the Company’s valuation of certain residual

27

interests in securitizations.

28

investigate these matters is constrained as the Company is currently in

The Company’s ability to further
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1

liquidation proceedings under chapter 11 of the Bankruptcy Code.

2

However, based upon the work performed by the Investigative Team,

3

the Audit Committee and management believe that it is more likely

4

than not that these errors in the aggregate resulted in a material

5

overstatement of pretax earnings in the 2005 Financial Statements.

6

Accordingly, on May 23, 2007, the Company’s Board of Directors

7

concluded, based upon the recommendation of the Audit Committee,

8

that the 2005 Financial Statements should no longer be relied upon.

9
10

As the Company is currently in liquidation proceedings under chapter

11

11 of the Bankruptcy Code, the Company does not expect to complete

12

a restatement of either the 2005 Financial Statements or the Interim

13

Financial Statements. [Emphasis added.]

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

XI.

THE NEW CENTURY OFFICER
DEFENDANTS ACTED WITH SCIENTER
483. At all relevant times, Defendants Cole, Morrice, Gotschall and Dodge

acted with scienter, in making the above-quoted materially false and misleading
statements throughout the Class Period. Each of these senior officer Defendants
had actual knowledge that the statements made by them were false and misleading,
or acted with deliberate reckless disregard for the truth or falsity of those
statements. These Defendants’ intent to deceive or deliberate reckless disregard for
the truth is demonstrated by substantial circumstantial evidence collectively
supporting a strong inference of scienter.
484. At the start of the Class Period, on May 5, 2005, as set forth in
paragraph 344 above, these Defendants publicly described New Century’s
underwriting as a “very core” control business function and, thereafter, the New
Century Officer Defendants repeatedly described the credit quality of the
Company’s mortgages as “strong,” “excellent,” “superior.” “very high” and
“higher” or “better” than it had been in the Company’s past as the result of
SECOND AMENDED CONSOLIDATED CLASS ACTION COMPLAINT
Case No. 2:07-cv-00931-DDP (JTLx)
334

Case 2:07-cv-00931-DDP-JTL

Document 269-7

Filed 04/30/2008

Page 39 of 50

1

purportedly “strict;” “improved;” and “strong” underwriting controls and

2

guidelines and risk management discipline. Each of the New Century Officer

3

Defendants Cole (¶¶ 343, 344, 347, 358, 361, 376, 387, 388, 408, 425, 438, 443);

4

Morrice (¶¶ 343, 347, 361, 373, 376, 388, 408, 425, 438, 443); Gotschall (¶¶ 343,

5

347, 361, 364, 376, 388); and Dodge (¶¶ 343, 344, 347, 361, 376, 387, 388, 405,

6

408, 425, 438, 443) repeatedly made such statements. All the while, as set forth in

7

detail in paragraphs 120-90 above, New Century’s underwriting standards were

8

actually loosened and the Company introduced higher risk products to continue to

9

reach record loan volume. These Defendants were intentionally misstating the

10

facts or acting in a deliberately reckless manner in making their repeated

11

statements regarding purportedly improved underwriting and loan quality in light

12

of what was actually occurring at the Company which, at the very least, provided

13

no basis for these Defendants’ repeated statements and was completely the

14

opposite of these Defendants’ repeated Class Period statements and descriptions.

15

Each of these Defendants was well aware of the competitive market New Century

16

faced (they described it as “severe” in the Company’s 2005 Form 10-K) as well as

17

the fact that the Company could not continue to increase its mortgage origination

18

volume without loosening its underwriting practices and reducing loan quality.

19

Yet, they repeatedly claimed the contrary to New Century’s investors during the

20

Class Period.

21

485. Moreover, as set forth in paragraphs 173-190 above, after an extensive

22

investigation, the Bankruptcy Examiner reported numerous facts demonstrating

23

that public statements made by New Century regarding the purported quality of its

24

loans and underwriting were “not supportable,” without “justifiable basis” and

25

untrue when made. Examiner’s Report at 423-25. As set forth in paragraphs 173-

26

190 above, the Examiner’s report details the multiple sources of data provided to

27

these Defendants, starting no later than 2004, which demonstrated (contrary to

28

these Defendants’ repeated public statements) that New Century’s underwriting
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1

and loan quality was seriously problematic. These sources include: (1) an April

2

2004 report from New Century’s Chief Credit Officer; (2) a June 2004 report from

3

New Century’s head of Secondary Marketing; (3) an alarming and steady increase

4

in early payment defaults and investor kickouts, beginning no later than mid-2004;

5

(4) reports in 2004 that New Century lacked any formal exceptions policy and had

6

no standard for loan quality; (5) seven “Unsatisfactory” and two “Needs

7

Improvement” ratings from Internal Audit in 2005; and (6) very poor performance

8

on 80/20 and stated income loams which constituted a growing percentage of New

9

Century’s mortgage originations.

As set forth above, the Examiner’s Report

10

demonstrates that rather than address these issues, “New Century continued to

11

focus on generating greater quantities of ever riskier loans.”

12

486. Similarly, as set forth above, each of these Defendants repeatedly

13

signed sworn certifications attesting to the Company’s compliance with GAAP and

14

the adequacy of New Century’s internal controls in each and every quarter during

15

the Class Period. These Defendants acted intentionally or in a deliberately reckless

16

manner in repeatedly issuing sworn certifications attesting to the Company’s

17

compliance with GAAP, when the facts alleged herein demonstrate that New

18

Century’s financial results were not presented in accordance with GAAP (in many

19

different and material ways), and the adequacy of the Company’s internal controls,

20

when the facts alleged herein demonstrate that New Century suffered from

21

significant deficiencies and material weaknesses in its internal controls.

22

487. As set forth in paragraphs 194-96 above, the Examiner’s Report

23

presents numerous facts demonstrating “deeply-rooted and long-standing failures

24

to establish and monitor adequate internal controls over financial reporting [which]

25

substantially contributed to New Century’s accounting errors.” Contrary to these

26

Defendants’ repeated certifications, the facts presented in the Examiner’s Report

27

demonstrate that “New Century did not remediate internal control deficiencies that

28

existed at year-end 2004 and year-end 2005, despite representing to KPMG that it
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1

would.” These year-over-year reported deficiencies included: (1) “key controls

2

surrounding the repurchase reserve estimation process” identified by KPMG at

3

year-end 2004 and 2005; (2) “internal controls with respect to its residual interest

4

valuation process” identified by KPMG at year-end 2004 and 2005; (3) New

5

Century’s “methodology and assumptions for determining the ALL [Allowance for

6

Loan Losses] provision” identified by KPMG “year-over-year;” and (4) “internal

7

controls for the hedging and derivatives process” noted by KPMG “[o]ver a three

8

year period, beginning in 2004 and ending in 2006.” New Century’s Internal Audit

9

findings on loan quality controls also were “dismal” with none of the nine branches

10

audited rated satisfactory, seven rated “Unsatisfactory,” and two rated “Needs

11

Improvement.” Notwithstanding all of this information, Defendants Cole, Morrice,

12

Gotschall and Dodge repeatedly signed sworn certifications attesting to the

13

adequacy of New Century’s internal controls.

14

488. Moreover, each of these Defendants repeatedly signed the Company’s

15

filings with the SEC which described (correctly) the controlling GAAP

16

requirements for setting, inter alia, the Company’s Allowance for Repurchase

17

Losses reserve and measuring Residual Interests at fair value. The Company’s

18

SEC filings stated that New Century had established accounting policies that

19

governed the application of GAAP in the preparation of its financial statements and

20

labeled its accounting policies for setting, inter alia, the Allowance for Repurchase

21

Losses reserve and Residual Interests as “Critical Accounting Policies.” At the

22

same time, these Defendants repeatedly failed to follow these same GAAP

23

requirements and the Company’s own Critical Accounting Policies.

24

489. As set forth in paragraphs 23-26 above each of these individuals has

25

substantial educational, financial and industry experience, including the application

26

of these very same GAAP requirements. Defendant Cole served, inter alia, as one

27

of the Company’s founders and its CEO for over ten years. Prior to founding New

28

Century, Cole served as the President and Chief Operating Officer, Finance, of
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1

another publicly-traded savings and loan holding company specializing in the

2

origination and servicing of residential mortgage loans. Defendant Morrice, one of

3

the Company’s co-founders, served, inter alia, as President of New Century for

4

over ten years and, prior to that time, the President and Chief Operating Officer of

5

another mortgage lender. Defendant Gotschall, one of the Company’s co-founders,

6

served, inter alia, as Chief Financial Officer of New Century for approximately six

7

years and, prior to that time, as the Executive Vice President/Chief Financial

8

Officer of another mortgage lender. Defendant Dodge served as Chief Financial

9

Officer of New Century for over four years and worked in similar capacities at

10

other lenders before joining New Century.

11

490. As set forth in paragraph 71 above, New Century’s 2005 Form 10-K

12

stated that the Company’s Allowance for Repurchase Losses reserve represented

13

“the Company’s estimate of the total losses expected to occur” and was

14

“considered to be adequate by management based upon the Company’s evaluation

15

of the potential exposure related to the loan sale agreements over the period of

16

repurchase risk.” (Emphasis added.) Yet, as set forth in paragraphs 69-100 above

17

and subsequently admitted by the Company, the Company’s Allowance for

18

Repurchase Losses reserve in 2005 and 2006 failed to account for the growing

19

backlog of repurchase claims outstanding.

20

491. There is significant evidence that Defendants Cole, Morrice, Gotschall

21

and Dodge knew of or deliberately disregarded the growing backlog. As set forth

22

above in paragraphs 75 and 77 above, CWs 1 and 3 report that the backlog was

23

created as the result of an intentional delay of funding repurchase claims and New

24

Century “sitting on repurchase requests” and “trying to game the system.” As set

25

forth in paragraphs 92-93 above, the Examiner’s Report demonstrates that the

26

repurchase claims backlog was “no secret” and “general knowledge” within New

27

Century’s Accounting, Finance and Secondary Marketing groups. In addition, as

28

set forth in paragraph 76 above, CW 2 reports that backlog information was shared
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1

between Kevin Cloyd and Defendant Dodge and the Company’s other senior

2

executive officers.

3

492. Not only did these Defendants fail to account for or disclose the

4

growing backlog throughout the Class Period, but they also repeatedly made public

5

statements that were materially misleading given the rising early payment defaults

6

and undisclosed repurchase claims backlog.

7

493. For example, as set forth in paragraphs 438 and 452 above, on

8

September 8, 2006, Defendants Cole, Morrice and Dodge issued a press release

9

which stated that the Company’s increase in early payment defaults had been

10

“modest” when, in fact, these Defendants knew that the increase in early payment

11

defaults was anything but modest given the reports they were receiving and the

12

growing repurchase claims backlog. These adverse trends are demonstrated in

13

paragraphs 178-80, 184-86 above.

14

Defendants Morrice and Dodge specifically received an e-mail the night before the

15

September 8, 2006 press release demonstrating the dramatic increase in early

16

payment defaults, yet took no steps to stop the press release from being issued the

17

next day. Accordingly, the Examiner concluded that these Defendants’ September

18

8, 2006 statement was “utterly without basis when made.”

In fact, as revealed by the Examiner,

19

494. In addition, as set forth in paragraph 373 above, Defendant Morrice

20

admitted publicly on November 3, 2005, that first payment defaults were “certainly

21

something we track carefully.”

22

President, Corporate Finance employed by the Company from 2002 until April

23

2007 (CW 3), and a former New Century Vice President, Operations employed by

24

the Company from February 2003 until October 2006 (CW 21), this was true, as

25

Morrice received on a monthly basis, a “Capital Markets Package,” which detailed

26

information on delinquencies and early payment defaults. According to CW 7,

27

there was a great deal of data available to the New Century Officer Defendants

28

detailing how New Century’s loans were performing. The Examiner’s Report also

According to a former New Century Vice
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1

demonstrates that New Century regularly tracked first, second and third payment

2

defaults. Examiner’s Report at 132.

3

495. Notwithstanding the disturbing early payment default and repurchase

4

claim trends, Defendants Morrice, Cole and Dodge repeatedly characterized early

5

payment defaults and repurchases as “modest” on November 3, 2005 (paragraph

6

373); May 4, 2006 (paragraph 405); August 3, 2006 (paragraph 422); and

7

September 8, 2006 (paragraph 438).

8

496. The Company’s Forms 10-Q and 10-K also repeatedly failed to

9

disclose the repurchase claims backlog and, as identified by the Examiner

10

(paragraph 100 above), misleadingly stated that the Company “occasionally”

11

repurchased loans “after 90 days” had elapsed from whole loan sales.

12

497. Finally, as set forth in paragraph 97 above, when New Century

13

inappropriately changed its repurchase reserve methodology in the 2006 second

14

and third quarters in violation of GAAP which had the effect of reducing the

15

repurchase reserve at a time when repurchase claims were growing, Defendant

16

Dodge failed to disclose those changes to the New Century’s own Audit

17

Committee despite ample opportunity to do so.

18

498. With regard to the Company’s valuation of Residual Interests, New

19

Century’s SEC filings repeatedly stated that the Company purportedly reviewed its

20

underlying assumptions on a quarterly basis and adjusted the carrying value of the

21

Residual Interests based on actual experience and industry experience and

22

presented its Residual Interests at “fair value” in accordance with GAAP. Yet, as

23

revealed by the facts contained in the Examiner’s Report set forth in paragraphs

24

106-08 above, New Century insisted on using an unduly low discount rate in

25

valuing its Residual Interests and repeatedly resisted warnings from specialists at

26

KPMG that New Century was using discount rates below its peers. Nonetheless,

27

as set forth in paragraph 364 above, Defendant Gotschall specifically claimed

28
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1

either intentionally or with deliberate recklessness that New Century used “very

2

conservative assumptions” and booked its Residual Interests “conservatively.”

3

499. As set forth in paragraphs 109-18 above, these Defendants each

4

signed SEC filings regarding the adequacy of the Company’s Allowance for Loan

5

Losses reserve despite the fact that the reserve was not presented in accordance

6

with GAAP.

7

Financial Research, Defendants Cole, Morrice and Dodge, for the first time,

8

deceptively combined the Company’s Allowance For Loan Losses reserve with

9

another unrelated reserve in reporting earnings for the third quarter-ended

10

September 30, 2006, in order to make the reserve appear higher when, in fact, it

11

had been reduced. As set forth above, Defendants quickly reversed course after

12

Zach Gast’s questioning and disclosed that the Company’s Allowance of Loan

13

Losses reserve was, in fact, reduced in the 2006 third quarter Form 10-Q (without

14

explaining the reason for the prior change in the Company’s presentation). As set

15

forth in paragraph 464 above, New Century disclosed, in the very next quarter, that

16

it expected to record an increase in its Allowance for Losses reserve to reflect

17

“relevant data such as recent loss experience, changing market conditions and

18

updated expectations regarding higher credit losses and faster prepayment speeds.”

19

500. As set forth in paragraphs 117-18 above, the Examiner further reports

20

that it was Defendant Dodge who determined to combine for the first time the

21

reporting of the Company’s Allowance for Loan Losses reserve with the

22

Company’s Allowance for Real Estate Owned in the third quarter of 2006, only

23

after the Company’s Allowance for Loan Losses reserve had been reduced.

24

Examiner’s Report at 425-26. Dodge told the Examiner that she did so to provide

25

investors with “a more complete picture of the Company’s reserves,” yet the

26

Examiner noted that she referred to the entire combined figure of $240 million

27

only as “allowance for loan losses” during the Company’s 2006 third quarter

28

conference call. Id. As set forth in paragraph 117 above, the Examiner also

In fact, as pointed out by analyst Zach Gast of the Center for
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1

identified another instance when Defendant Dodge attempted to reduce the

2

Company’s Allowance for Loan Losses reserve to “plug” an earnings miss in the

3

Company’s 2005 third quarter, only for her attempt to be rejected by New

4

Century’s Audit Committee who noted that her suggestion “smacked of earnings

5

manipulation.”

6

501. Further evidencing Defendants Cole’s, Morrice’s, Dodge’s and

7

Gotschall’s scienter, the Company’s February 7, 2007 restatement announcement

8

came less than three months after newly-hired Tajvinder S. Bindra replaced

9

Defendant Dodge as Chief Financial Officer, effective November 15, 2006. As set

10

forth in paragraphs 90 and 94 above, Bindra was one of the persons who helped

11

reveal the Company’s accounting misstatements and observed New Century’s

12

repurchase reserves were way too low as soon as he joined the Company and

13

obtained access to its books and records. Indeed, as set forth above, the Examiner

14

reported that “the failure to take a more critical look at the repurchase reserve

15

calculation methodology is all the more inexplicable because the New Century

16

repurchase reserve presented a red flag, as New Century reserved significantly less

17

than smaller mortgage banking companies.”

18

502. Each of these Defendants was also highly motivated to pump up the

19

Company’s mortgage origination volume at the expense of underwriting standards

20

and to understate repurchase reserves and overstate Residual Interests throughout

21

the Class Period. As New Century increased its loan production volume to record

22

levels, understated its repurchase reserves and overstated its Residual Interests, the

23

Company declared increasing dividends throughout the Class Period. During the

24

Class Period, the Company declared the following dividends:

25
26
27
28
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Fourth Quarter 2006
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$1.55 per share
$1.60 per share
$1.65 per share
$1.70 per share
$1.75 per share
$1.80 per share
$1.85 per share
$1.90 per share
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paid April 29, 2005
paid July 29, 2005
paid October 31, 2005
paid January 30, 2006
paid April 28, 2006
paid July 31, 2006
paid October 31, 2006
paid January 31, 2007

Defendants Cole, Morrice and Gotschall were each direct and significant
beneficiaries of these increasing dividend payments.

In the aggregate, they

personally received over $50 million of dividend payments during the Class
Period.

Defendant Dodge also received, in the aggregate, over $500,000 of

dividend payments during the Class Period.33
503. In addition, according to the Company’s Schedule 14A Proxy
Statement filed with the SEC on or about April 4, 2006, under employment
agreements that existed throughout the Class Period, Defendants Cole, Morrice and
Gotschall were each entitled to receive a percentage of New Century’s pre-tax net
income under a special bonus formula based upon the ratio of New Century’s pretax net income to its average stockholder’s equity, measured over a six-month and
12-month period as follows:

19
20
21
22
23
24
25
26
27
28

33

In fact, as set forth below, Defendant Cole’s purchases of New Century stock (pursuant to
option exercises at below market prices) must be considered along with the dividend payments
he received as a result of his option exercises. Thus, while Defendant Cole purchased 300,916
New Century shares on May 9, 2005, for an average price of $7.59 per share pursuant to option
grants, or for a total cost of $1,793,712, during the remainder of the Class Period, Cole received
dividends from those shares worth $3,204,755.50, representing a profit of $1,411,043.50 as a
result of his below market option exercises on May 9, 2005. By contrast, Defendant Gotschall,
as set forth below, engaged in a pattern during the Class Period of purchasing New Century
shares at his lowest available option strike prices, which were prices well below the market price
of New Century shares, and then immediately re-selling the shares at much higher open market
prices, typically on the same day.
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6-Month Performance from January 1 – June 30:
Ratio of Pre-Tax Net Income
To Total Stockholders’ Equity

Amount of Bonus

5

Less than 9%

0

6

Between 9-14%

1.125% of pre-tax net income in excess of
9% but not in excess of 14% of Total
Stockholders’ Equity

Between 14-19%

The amount above plus 0.75% of pre-tax net
income in excess of 14% but not in excess
of 19% of Total Stockholders’ Equity

More than 19%

The amounts above plus 0.60% of pre-tax
net income in excess of 19% of Total
Stockholders’ Equity

3
4

7
8
9
10
11
12
13
14
15
16
17
18
19

12-Month Performance from January 1 – December 31:
Ratio of Pre-Tax Net Income
To Total Stockholders’ Equity

Amount of Bonus

Less than 18%

0

Between 18-28%

1.125% of pre-tax net income in excess of
18% but not in excess of 28% of Total
Stockholders’ Equity

Between 28-38%

The amount above plus 0.75% of pre-tax net
income in excess of 28% but not in excess
of 38% of Total Stockholders’ Equity

More than 38%

The amounts above plus 0.60% of pre-tax
net income in excess of 38% of Total
Stockholders’ Equity

20
21
22
23
24
25
26
27
28
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1

Based on the above formula, Defendants Cole, Morrice and Gotschall were each

2

paid $1,070,236 in cash bonuses in 2005 and each received mid-year 2006 cash

3

bonuses of $693,016. By comparison, their salary in 2005 was $569,250.

4

504. As reported by Financial Week on May 7, 2007, this “old-style” bonus

5

formula “gave a strong incentive for managers to inflate earnings and when

6

combined with the latitude in making judgments on securitization transactions” set

7

up a situation that could have led to financial reporting problems. According to the

8

report by Financial Week, the incentives were as follows:

9

The incentives to executives on pay-for-results bonus plans, however,

10

are the same: originate lots of loans. The more loans made and

11

securitized, the more income can be recognized in the financial

12

statements. Secondly, keep hoping for the best when it comes to the

13

quality of the loans. Increasing loan loss provisions when the credit

14

quality of the pool of loans deteriorates results in lower income – and

15

smaller bonuses.

16
17

It’s on this front that New Century executives may have pushed the

18

accounting envelope, said Zach Gast, an analyst with the Center for

19

Financial Research and Analysis.

20

overstate income through gain-on-sale assumptions, if it doesn’t make

21

an adequate provision for loan losses, it overstates the value of the

22

residual interests of securities it holds [and thereby income].”

“Even if a company doesn’t

23

* * *

24

New Century Financial appears to have used accounting gimmickry to

25

reduce the provisions it should have been taking, according to Mr.

26

Gast. He said the Company changed the presentation of its loan loss

27

data in the third quarter of last year and masked the deteriorating

28

quality of the portfolio.
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1

“Their actual loan loss provision declined from $209 million in the

2

second quarter to $192 million in the third quarter as loan

3

delinquencies were rising rapidly,” Mr. Gast explained.

4
5

The Company also failed to book a contingent liability for the

6

possibility that it would have to repurchase bad loans from the banks

7

to that sold the loans to investors. The volume of such loans thrown

8

back at New Century this year eventually sent it into bankruptcy.

9

* * *

10

New Century didn’t even book losses after the Company began

11

repurchasing bad loans last year. “In that regard they were different

12

from the other lenders,” he said.

13
14

Why? Writing down the loans would have reduced income – and

15

executive bonuses. [Emphasis added.]

16

505. The Examiner has found that Defendant Cole, Gotschall and

17

Morrice’s 2005 bonuses of $1,070,236 were at least 300% higher than they should

18

have been given New Century’s (mis)reported financial performance and that these

19

Defendants were each paid bonuses in mid-2006 of $693,106 based on the

20

Company’s (mis)reported financial performance when they actually should have

21

received none. Examiner’s Report at 387.

22

506. During the Class Period, Defendants Cole, Morrice, Gotschall and

23

Dodge also each took advantage of the artificial inflation in the price of New

24

Century common stock by selling, in the aggregate, over one million shares of their

25

personally held New Century common stock for aggregate proceeds of over $53

26

million as follows:

27
28
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DEFENDANT
Cole
Dodge
Gotschall
Dodge
Morrice
Morrice
Gotschall
Gotschall
Dodge
Cole
Gotschall
Gotschall
Gotschall
Cole
Gotschall
Cole
Gotschall
Gotschall
Total

DATE
5/9/2005
6/6/2005
6/8/2005
6/30/2005
7/1/2005
7/5/2005
9/8/2005
9/9/2005
7/18/2006
8/7/2006
8/15/2006
9/1/2006
9/5/2006
9/15/2006
10/2/2006
10/6/2006
11/20/2006
11/21/2006

Document 269-8

SHARES
250,000.00
6,878.00
100,000.00
4,782.00
60,500.00
64,500.00
32,800.00
42,200.00
13,889.00
100,000.00
100,000.00
20,000.00
80,000.00
25,000.00
100,000.00
25,000.00
65,300.00
136,145.00
1,226,994
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PRICE ($)
46.55
51.81
51.93
51.25
51.65
51.33
42.75
42.23
46.00
46.60
41.69
37.97
38.36
41.43
38.98
40.32
36.99
36.62
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PROCEEDS ($)
11,637,500.00
356,349.18
5,193,000.00
245,077.50
3,124,825.00
3,310,785.00
1,402,200.00
1,782,106.00
638,894.00
4,660,000.00
4,169,000.00
759,400.00
3,068,800.00
1,035,750.00
3,898,000.00
1,008,000.00
2,415,447.00
4,985,629.90
$53,690,763.58

12
13

507. The above sales represent sales of approximately 77% of Defendant

14

Dodge’s total holdings as of the start of the Class Period (totaling 33,334 shares);

15

sales of approximately 37% of Defendant Gotschall’s total holdings as of the start

16

of the Class Period (totaling 1,805,405 shares, including 572,696 of stock options

17

then or about to be exercisable); and sales of approximately 31% of Defendant

18

Cole’s total holdings as of the start the Class Period (totaling 1,315,938 shares).

19

All of the New Century Officer Defendants were able, through the above-listed

20

insider sales, to receive very large sums of money that they never would have

21

received if the truth were disclosed. Moreover, as the corrective disclosures at the

22

end of the Class Period were triggered not by any of these Defendants, but by a

23

new CFO shortly after he was hired, these Defendants’ failure to sell even more

24

amounts of their personally held shares does not negate the inference of their

25

scienter as their insider selling was cut short by newly-retained CFO Bindra’s

26

actions.

27

508. In addition, New Century Officer Defendants Dodge and Gotschall

28

sold their shares during the Class Period in a manner much greater in amount and
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1

timing than they had before the start of the Class Period. Dodge sold little, if any,

2

of her personally-held New Century shares prior to 2005. In fact, Dodge appears

3

to have started selling her New Century shares only in 2005, when New Century

4

had substantially loosened its underwriting for sub-prime mortgage loans and

5

began building an undisclosed backlog of repurchase claims. Defendant Gotschall

6

also sold substantially more of his New Century shares during the Class Period

7

than in the years before. In 2006, Gotschall sold nearly twice as many shares than

8

he had in any other single year and 2.5 times as many shares as he sold in 2005.

9

Moreover, none of the New Century Officer Defendants appear to have sold any

10

significant amount of their personally-held New Century shares in 2004.

11

509. All of the New Century Officer Defendants’ insider sales further need

12

to be analyzed in the context of undisclosed and confidential efforts to sell the

13

Company between December 2005 and May 2006, during which time none of

14

these Defendants sold any shares of New Century stock. As reported by the

15

Examiner, as early as December 2005, representatives of a large securities firm

16

approached Defendant Cole to discuss whether New Century would entertain a bid

17

for the Company which led to a process pursuant to which New Century marketed

18

itself for sale and received, in April 2006, preliminary proposals from potential

19

purchasers to acquire the Company for as high as $55 per share. Examiner’s

20

Report at 92. Discussions continued through May 2006, but did not result in a sale

21

of the Company. Id.

22

510. In addition, these Defendants’ exercise of New Century options to

23

acquire additional New Century shares at below market prices shortly before or

24

during the Class Period (and at prices well below the above listed open market

25

sales) does not negate the inference of their scienter, but was motivated by the

26

additional profits Defendants would obtain either through the receipt of dividend

27

payments on the additional shares they acquired (which dividend amounts

28
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1

increased as a result of the fraud throughout the Class Period) and/or through the

2

sale of the newly-acquired securities at substantially higher open market prices.

3

511. Thus, while Defendant Cole purchased 300,916 New Century shares

4

on May 9, 2005, for an average price of $7.59 per share pursuant to option grants,

5

or for a total cost of $1,793,712, during just the remainder of the Class Period,

6

Cole received dividends from those same shares worth $3,204,755.50, representing

7

a profit of $1,411,043.50 as a result of his below market option exercises on May

8

9, 2005.

9

512. Defendant Gotschall profited from his option exercises by

10

immediately selling the shares he acquired on the open market, typically on the

11

same day. On June 8, 2005, Gotschall exercised a total of 100,000 stock options

12

with strike prices of $2.33 and $5.00 per share and sold all of them on the same

13

day in the open market at $51.93 per share.

14

Gotschall exercised a total of 75,000 stock options with strike prices of $5.00 per

15

share and sold all of them on the same day in the open market at $42.23-42.75 per

16

share. In August 2006, Gotschall exercised the last of his $5.00 options (71,079

17

options) and exercised 28,291 options at $7.33 per share, for a total of 100,000

18

shares and sold all of them in the open market at $41.69 per share. On September

19

1, 2006, Gotschall exercised his remaining options priced at $7.33 per share, all of

20

his options priced at $8.50 per share, and 69,946 options at $6.65 per share, for a

21

total of 100,000 shares. All of those shares were sold in the open market on

22

September 1 and 5, 2006, at prices of $37.97-38.36 per share. On October 2, 2006,

23

Gotschall exercised a total of 100,000 options with strike prices of $6.65 and

24

$10.47 per share and sold all of those shares in the open market on the same day at

25

$38.98 per share. On November 20, 2006, Gotschall exercised his remaining

26

options priced at $6.65 (36,975 options) and exercised 28,325 options priced at

27

$10.47, for a total of 65,300 shares, all of which were sold the same day in the

28

open market at $36.99 per share. On November 21, 2006, Gotschall exercised

On September 8 and 9, 2005,
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57,395 options at $10.47 and 78,750 at $18.66 per share, for a total of 136,145

2

shares, all of which were sold the same day in the open market at a price of $36.62

3

per share.

4

513. On May 10, 2005, after the start of the Class Period, the Company

5

issued a press release announcing that Defendant Cole’s stock sales were made

6

pursuant to a 10b5-1 sales plan. That plan – commenced only during the time of

7

the material misstatements complained of herein – cannot negate Defendant Cole’s

8

substantial motive and opportunity to profit from selling his personally-held New

9

Century common stock during the Class Period. To the contrary, as noted by the

10

SEC’s Director of Enforcement in a speech on March 8, 2007:

11

In 2000, the SEC enacted Rule 10b5-1 in order to clarify the law

12

about when executives who may come into possession of inside

13

information can legally trade. Rule 10b5-1 allows corporate

14

executives to make a plan, at a time when they are not in possession

15

of inside information, to make prearranged trades at specified prices

16

or dates in the future. The idea was to give executives “a safe harbor”

17

to proceed with these prearranged trades without facing charges of

18

insider trading. The Rule was intended to give executives regular

19

opportunities to liquidate their stock holdings—to pay their kids’

20

college tuition, for example—without risk of inadvertently facing an

21

insider trading inquiry. However, recent academic studies suggest that

22

the Rule is being abused. The academic data shows that executives

23

who trade within a 10b5-1 plan outperform their peers who trade

24

outside of such a plan by nearly 6%; it ought to be the case that plan

25

participants should be no more successful on average than those who

26

trade outside a plan. The difference seems to be that executives with

27

plans sell more frequently and more strategically ahead of

28

announcements of bad news. This raises the possibility that plans are
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being abused in various ways to facilitate trading based on inside

2

information. We’re looking at this—hard. We want to make sure that

3

people are not doing here what they were doing with stock options. If

4

executives are in fact trading on inside information and using a plan

5

for cover, they should expect the “safe harbor” to provide no defense.

6

[Emphasis added.]

7

514. Indeed, all of the New Century Officer Defendants’ 10b5-1 plans

8

(none of which are public) are highly suspicious because they were all entered into

9

in 2005 and 2006, five to six years after such plans were allowed by the SEC and

10

just when (undisclosed to investors) the Company was building a large backlog of

11

repurchase claims outstanding (and suffered from numerous other undisclosed

12

internal control deficiencies) and (undisclosed to investors) New Century’s

13

underwriting practices were loosened substantially so that the Company could

14

continue to originate record mortgage origination volume in the face of adverse

15

market conditions.

16

XII.

DEFENDANT KPMG ACTED WITH SCIENTER

17

515. Defendant KPMG acted with scienter, acting with intent or deliberate

18

recklessness, in issuing an unqualified opinion on the Company’s financial

19

statements for the year-ended December 31, 2005 representing that it had

20

conducted its audit in accordance with the standards of the PCAOB, when, in fact,

21

the Company’s financial statements were materially misstated in violation of

22

GAAP and KPMG failed to comply with GAAS for numerous reasons, and in

23

issuing an unqualified opinion regarding New Century management’s assessment

24

of internal controls as of December 31, 2005 representing that it had conducted its

25

audit in accordance with the standards of the PCAOB, when, in fact, New Century

26

was suffering from numerous significant deficiencies and material weaknesses in

27

internal control and KPMG failed to comply with the auditing standards of the

28

PCAOB for numerous reasons. KPMG’s scienter is demonstrated by substantial
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1

circumstantial facts collectively supporting a strong inference of scienter. These

2

facts are summarized below.

3

516. First, as set forth in paragraphs 224-26 above, KPMG’s 2005 audit

4

team was “unduly willing to acquiesce” in New Century’s numerous violations of

5

GAAP and often resisted and ignored suggestions from KPMG’s own internal

6

experts that New Century improve its accounting practices or document its

7

departures from GAAP.

8

engagement team became advocates for or defenders of New Century’s accounting

9

practices when those practices were questioned by KPMG specialists who had

10

As set forth above, “senior people on the KPMG

greater knowledge of relevant accounting guidelines and industry practices.”

11

517. For example, as set forth in paragraph 225 above, 2005 Engagement

12

Partner Donovan represented to New Century’s Audit Committee on February 1,

13

2006 that, according to an “outside expert” engaged by KPMG’s audit team, the

14

Company’s hedge accounting satisfied FAS 133 when Donovan, in fact, knew that

15

internal KPMG specialist Klinge had told Donovan just two weeks earlier that he

16

had not even received any of the documentation necessary to begin his review.

17

Thereafter, on March 3, 2006, Donovan advised New Century’s Controller that the

18

Company’s hedge accounting was acceptable without ever advising internal

19

KPMG specialist Klinge that such a representation had been made. Thereafter,

20

when Klinge was not prepared to sign off on the audit, Donovan sent an email

21

which stated: “I am very disappointed we are still discussing this. As far as I am

22

concerned we are done. The client thinks we are done. All we are going to do is piss

23

everybody off.” Ultimately, a high ranking DPP KPMG member authorized Donovan

24

during an emergency telephone call to issue KPMG’s unqualified audit report at the

25

last minute when, in fact, open issues remained. The DPP KPMG partner realized the

26

following day when she received Klinge’s memorandum that open issues remained.

27

Over the next 45 days, KPMG specialist Klinge ultimately received documentation

28
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1

from New Century to form a conclusion that the accounting treatment violated GAAP

2

and resulted in a misstatement of several million dollars.

3

518. Similarly, as set forth in paragraphs 224 and 232 above, KPMG’s

4

2005 audit team repeatedly disregarded concerns from KPMG’s internal SFG

5

specialists regarding the discount rate used by New Century to value its Residual

6

Interests which was far below that used by its peers and repeatedly concluded that

7

the Company’s Residual Interest valuations were reasonable and proper without

8

receiving the type of documentary evidence requested by KPMG’s internal SFG

9

specialists.

10

519. As set forth in paragraph 224 above, Donovan’s focus on preserving

11

his relationship with New Century is further revealed by three different appraisals

12

he authored in 2005 discussing “no loss of client service” and “good relationships”

13

with the New Century. In 2006, Donovan reported that he had to deal with

14

“significant client service and technical issues that I was able to overcome and find

15

a good middle ground for the client.” (Emphasis added.)

16

520. Second, as set forth in paragraphs 222-23 above, in violation of

17

GAAS, KPMG failed to staff its 2005 audits of New Century with auditors with

18

sufficient experience relating to the industry and the particular tasks to which they

19

were assigned. In fact, in 2005, the entire KPMG engagement team changed with

20

the exception of just two first-year associates. Both Donovan and KPMG senior

21

manager Mark Kim were new to the engagement team and new to KPMG.

22

Concurring partner Macaulay was also new to his position.

23

521. Moreover, KPMG associate Debbie Biddle played a major role in

24

coordinating KPMG’s 2005 internal controls audit despite having “virtually no

25

experience with auditing internal controls under SOX or even U.S. GAAP issues

26

prior to beginning her work on the New Century audit” in 2005. Biddle had just

27

been transferred from KPMG in the United Kingdom. In addition, a substantial

28

amount of the KPMG’s audit team’s work with respect to two critical accounting
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policies – the repurchase reserve and Residual Interest valuations – was performed

2

by first-year auditors with no substantive experience in these areas. The junior

3

auditor who reviewed New Century’s Residual Interest models admitted to the

4

Examiner that the models he reviewed were more complex than he was

5

comfortable evaluating and that he did not understand the complete models.

6

522. The 2005 audit team also consisted of auditors who were relatively

7

inexperienced in the mortgage banking industry including audit engagement

8

partner Donovan and senior manager Kim.

9

Committee had requested that KPMG assign a different engagement partner with

10

Indeed, New Century’s Audit

more experience than Donovan to the 2005 audit, but KPMG refused to do so.

11

523. Third, as set forth in paragraphs 227-30 above, KPMG failed to

12

conduct its audit of New Century’s Allowance of Loan Repurchase Losses reserve

13

in accordance with GAAS for multiple reasons. Among other things, KPMG noted

14

in its audit of New Century’s internal controls in 2004 and 2005 that New Century

15

had an internal controls weakness because it had not adopted formal policies and

16

procedures for the repurchase reserve estimation process. In 2005, despite the

17

Company’s failure to develop and implement a formal policy for the second year in

18

a row, KPMG concluded that this deficiency was not significant. In addition, in

19

connection with its 2005 audit, KPMG obtained critical information concerning

20

New Century’s repurchase claims backlog, but the junior auditor responsible for

21

reviewing the reserve “did nothing with it.” KPMG did not take this information

22

“into consideration whatsoever in evaluating the sufficiency of New Century’s

23

repurchase reserve calculation.” The junior auditor could not even explain to the

24

Examiner why she had requested this information or if it had ever been requested

25

before.

26

information” would have revealed that “New Century was substantially

27

underreserved.”

Moreover, “[a]pplying even the simplest of calculations to this

28
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524. KPMG further violated GAAS in failing to independently verify

2

whether New Century’s repurchase reserve included Interest Recapture. Again,

3

“[h]ad KPMG performed even minimal testing of Management’s representations, it

4

would have determined that, in violation of GAAP, the reserve did not account for

5

the Interest Recapture component.” Similarly, “[m]inimal research and analysis by

6

the KPMG engagement team would have revealed that New Century’s LOCOM

7

analysis was not only contrary to industry practice, but that it operated to conceal

8

losses and prevent the mark-down of the value of non-performing repurchased

9

loans.”

10

525. Fourth, as set forth in paragraphs 231-32 above, KPMG failed to

11

conduct its audit of New Century’s Residual Interest valuations in accordance with

12

GAAS for multiple reasons.

13

significant deficiency in internal controls surrounding Residual Interests, noting

14

that New Century did not have adequate documentation supporting its valuation of

15

residual interests. The same deficiency, among others, was documented in 2005.

16

Nonetheless, in “a clear departure from GAAS,” KPMG repeatedly accepted New

17

Century’s assumptions for the Residual Interest calculations without supporting

18

evidence.

19

(notwithstanding repeated and increasingly strong warnings from KPMG’s own

20

internal SFG specialists which “seemed to have little impact on KPMG’s

21

engagement team”); (ii) par value assumptions which unrealistically assumed that

22

remaining loans would be sold at par on the collapse of a securitization; and (iii)

23

prepayment assumptions that KPMG’s internal SFG specialists warned were low in

24

comparison to New Century’s peers, industry trends and New Century’s own

25

historical experience. Also, “KPMG personnel knew that the models used by

26

Management to calculate residual interest valuations were flawed and generated

27

errors.”

28

developed models . . . .”

These included:

During its 2004 audit, KPMG documented a

(i) discount rates well below industry peers

Yet, KPMG “never challenged the continued use of the internally
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526. Fifth, as set forth in paragraph 233 above, the Examiner revealed

2

numerous other GAAS violations by KPMG in other audit areas and acquiescence

3

by the KPMG engagement team in the Company’s aggressive accounting policies

4

and practices. These included that: (i) KPMG commented at various times in

5

2004 through 2006, in both the general audit workpapers and those related to

6

internal controls, that New Century did not adequately document its methodology

7

for calculating its Allowance for Loan Losses reserve, “and yet KPMG allowed the

8

same deficiencies to remain unremediated each year;” (ii) KPMG’s engagement

9

team failed to insist that New Century update its ALL (Allowance for Loan Losses)

10

models that “KPMG knew were incorrect which resulted in inaccurate amounts for

11

ALL;” (iii) KPMG’s engagement team ignored KPMG’s internal specialist SFG’s

12

recommendation in February 2006 that New Century obtain at least one

13

independent third-party valuation to support is internal valuation of MSRs

14

(mortgage servicing rights); (iv) KPMG’s engagement team also was aware of

15

another related departure from GAAP concerning New Century’s amortization of

16

the net gains or losses from its MSRs “which was mentioned in a draft audit

17

assistance memorandum from SFG relating to the 2005 audit,” but KPMG’s

18

engagement team never calculated the impact of that GAAP violation; (v) KPMG

19

internal specialist Klinge had “informed the engagement team that New Century

20

had failed to account for at least some of its IRLC derivatives, which represented a

21

departure from GAAP,” but the engagement team failed to identify the discrepancy

22

in the Company’s public disclosure; and (vi) KPMG’s engagement team failed to

23

test or question New Century’s revenue or discount rate assumptions used to

24

generate cash flows for testing goodwill impairment.

25

527. Sixth, KPMG failed to audit New Century’s internal controls in

26

accordance with the standards of the PCAOB in significant respects and, in 2005,

27

engaged in an inappropriately less rigorous internal control audit given the limited

28

experience of the senior associate primarily responsible for the review. In violation
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of AS 2, KPMG’s engagement team failed to compare year-over-year deficiencies

2

findings with the 2004 SOX audit or to communicate with the members of that

3

prior audit team. Many deficiencies noted in the subsequent 2006 workpapers as

4

both material weaknesses and significant deficiencies existed at the time of the

5

2005 audit, but were missed by the very junior and completely inexperienced

6

auditor assigned with primary responsibility for the 2005 internal control audit.

7

For example, none of the control deficiencies identified by the 2005 audit

8

engagement team relating to the Residual Interests calculation process were

9

identified as significant deficiencies. The same concerns, however, were raised as

10

significant deficiencies in 2004 and again later in 2006. At least six of the

11

significant deficiencies identified later in 2006 unquestionably existed at the time

12

of the 2005 audit but were not identified by KPMG’s 2005 engagement team,

13

including:

14

assumption adjustments; (2) a failure to have adequate documentation to support

15

the reasonableness of 12-14% discount rates which were below industry peers; (3)

16

a failure to have external bids for Residual Interests; and (4) a failure to

17

independently validate the models used to calculate Residual Interests to ensure

18

mathematical accuracy.

(1) a failure to have a regular, documented process regarding

19

528. Seventh, KPMG failed to cooperate with the Examiner and the

20

Examiner found senior members of the 2005 engagement team (Donovan and

21

Kim) to be incredible witnesses at several times during his interviews of them.

22

“KPMG did not voluntarily cooperate with the Examiner’s investigation, and a

23

number of KPMG witnesses, typically represented by five or six attorneys at their

24

interviews, did not appear forthcoming.” Examiner’s Report at 18. See also id. at

25

485, 486, 489 and 497 (identifying specific instances during the interview process

26

when the Examiner found Donovan and/or Kim to be incredible witnesses).

27

529. All of these facts, viewed collectively, demonstrate a strong inference

28

of scienter, that KPMG acted intentionally or with deliberate recklessness in
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1

publicly stating that its 2005 audits were conducted in accordance with GAAS

2

when, in fact, they were not for multiple reasons.

3

engagement team’s audit practices were so deficient that its 2005 audits amounted

4

to no audit at all and an egregious refusal to see the obvious and to investigate the

5

doubtful, even when KPMG’s internal specialists specifically and repeatedly

6

warned the 2005 audit team members to further question New Century

7

management or request additional support for management’s erroneous positions.

8

The Examiner reported that had KPMG’s 2005 audit team conducted its audits in

9

accordance with GAAS and the standards of the PCAOB (as KPMG specifically

10

represented in its 2005 audit opinions), “the misstatements included in New

11

Century’s financial statements would have been detected long before February

12

2007.”

13

materially deficient repurchase reserve and materially overstated Residual Interests

14

were revealed within just three months after the Company hired a new Chief

15

Financial Officer who immediately observed that the Company’s repurchase

16

reserves were way too low given the size of its operations.

In fact, KPMG’s 2005

Indeed, as set forth in paragraphs 90 and 94 above, the Company’s

17

530. Moreover, as set forth in paragraph 214 above, according to CW 34,

18

when KPMG was asked about its audit work by New Century’s Audit Committee

19

at the time the restatement was already being discussed with the Company’s new

20

CFO in February 2007, KPMG (rather than defend its audit work) repeatedly

21

refused to discuss its audit work with the Audit Committee and eventually resigned

22

in April 2007. As set forth in paragraph 222 above, KPMG’s 2005 senior audit

23

manager Kim also left KPMG in April 2007, at the time KPMG resigned as New

24

Century’s outside auditor.

25

XIII.

LOSS CAUSATION

26

531. Throughout the Class Period, the price of New Century common

27

stock, Series A and B Preferred Stock and call options were artificially inflated

28

(and the price of New Century put options were artificially reduced) as a direct
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1

result of Defendants’ materially false and misleading statements and omissions.

2

When the true facts became known by the market and investors and the

3

materialization of the risks that had been fraudulently concealed by Defendants

4

occurred, the price of New Century common stock and Series A and B Preferred

5

Stock declined precipitously as the artificial inflation was removed from the price

6

of these securities, causing substantial damage to Plaintiffs and members of the

7

Class. Specific dates of adverse disclosures and corresponding declines in the

8

price of New Century securities are set forth above.

9

532. Moreover, the adverse consequences of the New Century Officer

10

Defendants’ end of Class Period disclosures and the adverse impact of those

11

circumstances on the Company’s business going forward, were entirely foreseeable

12

to Defendants at all relevant times.

13

proximately caused foreseeable losses and damages to Plaintiffs and members of

14

the Class.

Defendants’ conduct, as alleged herein,

15

533. As set forth above, the Company’s failure to maintain effective

16

internal controls; its substantially loosened underwriting; its failure to report its

17

2005 and 2006 financial statements in accordance with GAAP; and its expected net

18

losses resulting from the required restatements and related financial adjustments

19

not only were material, but they also triggered foreseeable and grave consequences

20

for the Company given its highly leveraged balance sheet.

21

534. At all relevant times, New Century needed to borrow substantial sums

22

of money each quarter to originate and purchase mortgage loans and support its

23

operating activities. The Company entered into credit arrangements to finance its

24

mortgage loans until it aggregated one or more pools of loans for sale or

25

securitization. During the Class Period, New Century maintained credit facilities

26

with, inter alia, Bank of America N.A., Barclays Bank PLC, Citigroup Global

27

Markets Realty Corp., Credit Suisse First Boston Mortgage Capital LLC, Morgan

28

Stanley Mortgage Capital Inc., UBS Real Estate Securities Inc., Goldman Sachs
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Mortgage Company, Guaranty Bank and State Street Global Markets LLC. The

2

Company used these facilities to finance the actual funding of its loan originations

3

and purchases and to aggregate pools of mortgage loans pending sale or

4

securitization. Importantly, all of the Company’s credit facilities contained certain

5

customary covenants, which, among other provisions, required the Company to

6

deliver timely financial statements prepared in accordance with GAAP to its

7

lenders. In addition, 11 of the Company’s 16 financing arrangements required it to

8

report at least $1 of net income for any rolling two-quarter period, a requirement

9

the Company did not expect to meet as a result of the restatements and other

10

adjustments disclosed at the end of the Class Period.

11

535. As a result of these circumstances, after the Company’s February 7,

12

2007 and subsequent disclosures, substantial doubt existed as to the Company’s

13

ability to continue as a going concern and, after the Company was unsuccessful in

14

its discussions with its lenders and other third parties regarding a possible

15

refinancing or other alternatives to obtain additional liquidity, the Company was

16

forced to cease accepting new loan applications from prospective borrowers and to

17

file for bankruptcy protection after its lenders declared the Company in default. As

18

noted by the Examiner’s Report (at 105), “New Century’s previously undisclosed

19

financial and accounting problems created a crisis for the Company with respect to

20

its warehouse lenders, on which New Century depended for financing.” See also

21

id. at 103 (Defendant Morrice noted that on February 7, 2007 he was “very

22

concerned” about loan covenants that were tied to the Company’s profitability and

23

stated in his interview with the Examiner that the Company’s restatement

24

announcement “undermined the confidence of New Century’s warehouse lenders

25

and created credibility issues for the Company.”)

26

536. Further demonstrating that New Century’s demise was entirely

27

foreseeable, Defendant Morrice identified -- approximately one year before the

28

Company’s April 2007 bankruptcy filing, at the Company’s May 10, 2006 annual
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1

shareholder meeting -- running out of capital liquidity as the very reason why

2

mortgage companies go out of business (while claiming New Century was

3

financially sound):

4

Morrice:

5

that companies that run into big trouble and in some cases go out of

6

business don’t do that because they run out of customers. They do it

7

because they run out of money and, again, this is a very, very good

8

business in the long run but you have to be there to enjoy that long

9

run. And so maintaining our capital liquidity basis is an important

10

part of our strategy and an important part of our message to

11

stockholders that this is a financially strong company and while we’re

12

excited and optimistic about what both 2006 and beyond can bring,

13

we’re also confident of doing that with safety and soundness and

14

stability. [Emphasis added.]

The history of the mortgage business generally suggests

15

Defendant Gotschall made similar comments at the September 6-7, 2005 Investor

16

Roundtables described above.

17

537. Similarly, the fact that the Company’s end-of-Class-Period adverse

18

disclosures triggered governmental investigations into the Company’s Class Period

19

statements, reported financial results and insider selling was an entirely foreseeable

20

consequence of the acts complained of herein.

21

538. KPMG’s material misstatements in its publicly-issued 2005 audit

22

opinions and KPMG’s extensive role in the accounting misstatements and internal

23

control weaknesses that were disclosed, beginning on February 7, 2007 through the

24

end of the Class Period, further demonstrate both the artificial inflation KPMG’s

25

conduct caused in the price of New Century securities and that KPMG’s conduct

26

proximately caused foreseeable losses and damages to Plaintiffs and members of

27

the Class.

28
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1

539. The disclosures beginning on February 7, 2007 specifically concerned

2

accounting and internal control issues with which KPMG was extensively involved

3

in its 2005 audits and areas in which KPMG specifically violated GAAS and the

4

standards of the PCAOB in connection with its 2005 audits, including the

5

repurchase reserves backlog and related internal control weaknesses and the

6

required adjustments to Residual Interests as set forth above.

7

540. Thereafter, the price of New Century securities continued to decline

8

on March 2, 2007, when additional disclosures were made, including, specifically,

9

issues pertaining to the Company’s valuation of Residual Interests in 2006 “and

10

prior periods.” As alleged in this Second Amended Complaint, KPMG’s 2005

11

audits specifically violated GAAS and the standards of the PCAOB in connection

12

with its audit of New Century’s Residual Interests and related internal controls and,

13

as reported by the Examiner (at 329) and set forth in paragraph 480 above,

14

KPMG’s February 2007 report to the Special Investigation Committee of the Audit

15

Committee (the “SIC”) was “[t]he primary reason the SIC looked more closely at

16

New Century’s accounting for residual interests . . .in February 2007.”

17

541. Further, as the Examiner reported (at 105), “New Century’s previously

18

undisclosed financial and accounting problems created a crisis for the Company

19

with respect to its warehouse lenders, on which New Century depended for

20

financing.”

21

financial and accounting misstatements as set forth in this Second Amended

22

Complaint and the liquidity problems experienced by the Company as a result of

23

the accounting-related disclosures were a completely foreseeable consequence of

24

the GAAP, GAAS and PCAOB standards violations complained of herein. Indeed,

25

it was KPMG who identified the “going concern” issue resulting from the

26

Company’s liquidity problems in March 2007, as set forth above.

KPMG was intimately involved in those previously undisclosed

27

542. Finally, consistent with the allegations in this Second Amended

28

Complaint, the Examiner concluded (at 458): “had KPMG conducted its audits
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1

and reviews prudently and in accordance with professional standards, the

2

misstatements included in New Century’s financial statements would have been

3

detected long before February 2007.”

4

XIV.

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

THE INAPPLICABILITY OF THE STATUTORY SAFE
HARBOR AND BESPEAKS CAUTION DOCTRINE
543. The statutory safe harbor and/or bespeaks caution applicable to

forward-looking statements under certain circumstances does not apply to any of
the false or misleading statements pleaded in this Second Amended Complaint.
544. First, none of the statements complained of herein was a forwardlooking statement. Rather the statements complained of herein were historical
statements or statements of purportedly current facts and conditions at the time the
statements were made, including statements of reported financial results and
underwriting practices and loan quality. Given the then-existing facts contradicting
Defendants’ statements, the generalized risk disclosures made by New Century,
including those regarding the Company’s underwriting, loan quality, reserves,
Residual Interests and/or financial condition, were not sufficient to insulate
Defendants from liability for the statements they made because those statements
were materially misstated when made.
545.

Second, the statutory safe harbor does not apply to statements

included in financial statements which purport to have been prepared in accordance
with GAAP.
546. To the extent any of the false or misleading statements alleged herein
can be construed as forward-looking statements, the statements were not
accompanied by meaningful cautionary language identifying important facts that
could cause actual results to differ materially from those in the statements. This is
because, as set forth above in detail, the then-existing facts contradicted
Defendants’ statements regarding the Company’s underwriting practices and loan
quality, its purported compliance with GAAP and the purported effectiveness of its
internal controls.
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1

547. Alternatively, to the extent the statutory safe harbor otherwise would

2

apply to any forward-looking statements pleaded herein, Defendants are liable for

3

those false and misleading forward-looking statements because at the time each of

4

those statements was made, the speakers knew the statement was false or

5

misleading, or the statement was authorized or approved by an executive officer of

6

New Century who knew that the statement was materially false or misleading

7

when made.

8

XV. THE PRESUMPTION OF RELIANCE

9

548. The market for New Century common stock, Series A and B Preferred

10

Stock and options was, at all relevant times, an efficient market that promptly

11

digested current information with respect to the Company from all publicly-

12

available sources and reflected such information in the price of these New Century

13

securities.

14

549. New Century common shares and Series A and Series B Preferred

15

Stock were traded on the New York Stock Exchange, a highly efficient market.

16

New Century options were traded on the Chicago Board of Options Exchange, also

17

a highly efficient market. The Company was consistently followed, before and

18

throughout the Class Period, by the media, which issued over 1,000 news stories

19

regarding the Company during the Class Period and by securities analysts who

20

published over 100 analyst reports regarding New Century during the Class Period.

21

The price of New Century securities reacted promptly to the dissemination of new

22

information regarding the Company, as set forth above. New Century securities

23

were actively traded throughout the Class Period, with substantial trading volume

24

and average weekly turnover and high institutional investor participation.

25

550. Accordingly, Plaintiffs and other members of the Class did rely and

26

are entitled to have relied upon the integrity of the market price for New Century

27

securities and to a presumption of reliance on Defendants’ materially false and

28

misleading statements and omissions during the Class Period.

Additionally,
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1

Plaintiffs are entitled to a presumption of reliance because the claims asserted

2

herein against Defendants also are predicated upon omissions of material fact

3

which there was a duty to disclose.

4

XVI.

CLAIMS FOR RELIEF UNDER THE EXCHANGE ACT

5

COUNT FIVE

6

For Violations Of Section 10(b) Of The Exchange Act, On Behalf Of Plaintiffs,
Against New Century Officer Defendants Cole, Morrice, Gotschall And Dodge

7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

551. Plaintiffs repeat and reallege each of the allegations set forth above as
if fully set forth herein, except Plaintiffs expressly disclaim any claim of strict
liability or negligence.
552. This claim is brought pursuant to Section 10(b) of the Exchange Act
and Rule 10b-5 promulgated thereunder, on behalf of Plaintiffs and members of the
Class against Defendants Cole, Morrice, Gotschall and Dodge.
553. As alleged herein, throughout the Class Period, these Defendants,
individually and in concert, directly and indirectly, by the use of the means or
instrumentalities of interstate commerce, the mails and/or the facilities of national
securities exchanges, made untrue statements of material fact and/or omitted to
state material facts necessary to make their statements not misleading and carried
out a plan, scheme and course of conduct, in violation of Section 10(b) of the
Exchange Act and Rule 10b-5 promulgated thereunder. These Defendants intended
to and did, as alleged herein: (i) deceive the investing public, including Plaintiffs
and other members of the Class; (ii) artificially inflate and maintain the price of
New Century common stock, Series A and B Preferred Stock and call options (and
artificially reduce the price of New Century put options); and (iii) cause Plaintiffs
and the members of the Class to purchase New Century securities at artificially
inflated prices or sell New Century put options at artificially reduced prices.
554. The New Century Officer Defendants were individually and
collectively responsible for making the false and misleading statements and
omissions alleged herein and having engaged in a plan, scheme and course of
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1

conduct designed to deceive Plaintiffs and members of the Class, by virtue of

2

having prepared, approved, signed and/or disseminated documents which

3

contained untrue statements of material fact and/or omitted facts necessary to make

4

the statements therein not misleading.

5

555. As set forth above, these Defendants made their false and misleading

6

statements and omissions and engaged in the fraudulent activity described herein

7

knowingly and intentionally, or in such a deliberately reckless manner as to

8

constitute willful deceit and fraud upon Plaintiffs and the other members of the

9

Class who purchased New Century common stock and/or Series A or B Preferred

10

Stock and/or sold New Century put options during the Class Period.

11

556. In ignorance of the false and misleading nature of these Defendants’

12

statements and omissions, and relying directly or indirectly on those statements or

13

upon the integrity of the market price for New Century common stock, Series A

14

and B Preferred Stock or options, Plaintiffs and other members of the Class

15

purchased New Century securities at artificially inflated prices during the Class

16

Period and/or sold New Century put options at artificially reduced prices during

17

the Class Period. But for the fraud, Plaintiffs and members of the Class would not

18

have purchased New Century securities at artificially inflated prices or sold New

19

Century put options at artificially reduced prices. As set forth herein, when the

20

true facts were subsequently disclosed, the price of New Century common stock,

21

Series A and B Preferred Stock declined precipitously and Plaintiffs and members

22

of the Class were harmed and damaged as a direct and proximate result of their

23

purchases of New Century securities at artificially inflated prices and/or their sale

24

of New Century put options at artificially reduced prices and the subsequent

25

decline in the price of New Century common stock and Series A and B Preferred

26

Stock when the truth was disclosed.

27
28
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1

557. By reason of the foregoing, Defendants Cole, Morrice, Gotschall and

2

Dodge are liable to Plaintiffs and the members of the Class for violations of

3

Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder.

4

COUNT SIX

5

For Violations Of Section 20(a) Of The Exchange Act, On Behalf Of Plaintiffs,
Against New Century Officer Defendants Cole, Morrice, Gotschall And Dodge

6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

558. Plaintiffs repeat and reallege each of the allegations set forth above as
if fully set forth herein, except Plaintiffs expressly disclaim any claim of strict
liability or negligence.
559. This claim is brought pursuant to Section 20(a) of the Exchange Act
against Defendants Cole, Morrice, Gotschall and Dodge, on behalf of Plaintiffs and
members of the Class.
560. Although not named as a defendant herein because of its bankruptcy
filing, New Century violated Section 10(b) and Rule 10b-5 promulgated thereunder
by making false and misleading statements in connection with the purchase and
sale of securities and by participating in a fraudulent scheme and course of
business or conduct throughout the Class Period. This fraudulent conduct was
undertaken with scienter and the Company is charged with the knowledge and
scienter of Defendants Cole, Morrice, Gotschall and Dodge and others who knew
of or acted with deliberate reckless disregarded the falsity of the Company’s
statements and the fraudulent nature of its scheme during the Class Period.
561. Defendants Cole, Morrice, Gotschall and Dodge were controlling
persons of New Century during the Class Period, due to their senior executive
positions therewith; their direct involvement in its day-to-day operations, including
its financial reporting and accounting functions; and their signatures on and
participation in the preparation and dissemination of the Company’s public filings.
562. By virtue of the foregoing, Defendants Cole, Morrice, Gotschall and
Dodge each had the power to influence and control, and did influence and control,
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1

directly or indirectly, the decision making of New Century, including the content of

2

its financial statements and public statements.

3

563. As set forth above, these Defendants acted knowingly and

4

intentionally, or in such a deliberately reckless manner as to constitute willful

5

deceit and fraud upon Plaintiffs and the other members of the Class who purchased

6

New Century securities during the Class Period.

7

564. In ignorance of the false and misleading nature of the Company’s

8

statements and omissions, and relying directly or indirectly on those statements or

9

upon the integrity of the market price for New Century securities, Plaintiffs and

10

other members of the Class purchased New Century common stock, Series A and B

11

Preferred Stock or call options at artificially inflated prices during the Class Period

12

and/or sold New Century put options at artificially reduced prices during the Class

13

Period. But for the fraud, Plaintiffs and members of the Class would not have

14

purchased New Century securities at artificially inflated prices or sold New

15

Century put options at artificially reduced prices. As set forth herein, when the

16

true facts were subsequently disclosed, the price of New Century common stock

17

and Series A and B Preferred Stock declined precipitously and Plaintiffs and

18

members of the Class were harmed and damaged as a direct and proximate result

19

of their purchases of New Century securities at artificially inflated prices and/or

20

their sale of New Century put options at artificially reduced prices and the

21

subsequent decline in the price of New Century common stock and Series A and B

22

Preferred Stock when the truth was disclosed.

23

565. By reason of the foregoing, Defendants Cole, Morrice, Gotschall and

24

Dodge are liable to Plaintiffs and the members of the Class for violations of

25

Section 20(a) of the Exchange Act.

26
27
28
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1

COUNT SEVEN

2

For Violations Of Section 10(b) Of The Exchange Act, On Behalf Of Plaintiffs,
Against KPMG

3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

566. Plaintiffs repeat and reallege each of the allegations set forth above as
if fully set forth herein, except Plaintiffs expressly disclaim any claim of strict
liability or negligence.
567. This claim is brought pursuant to Section 10(b) of the Exchange Act
and Rule 10b-5 promulgated thereunder, on behalf of Plaintiffs and members of the
Class against Defendant KPMG.
568. As alleged herein, on or about March 16, 2006, in connection with the
issuance of its unqualified 2005 audit opinions through the end of the Class Period,
Defendant KPMG, directly and indirectly, by the use of the means or
instrumentalities of interstate commerce, the mails and/or the facilities of national
securities exchanges, made and failed to correct untrue statements of material fact
and/or omitted to state material facts necessary to make its statements not
misleading and carried out a plan, scheme and course of conduct, in violation of
Section 10(b) of the Exchange Act and Rule 10b-5 promulgated thereunder.
Defendant KPMG intended to or with deliberate recklessness did, as alleged
herein: (i) deceive the investing public, including Plaintiffs and other members of
the Class; (ii) artificially inflate and maintain the price of New Century common
stock, Series A and B Preferred Stock and call options (and artificially reduce the
price of New Century put options); and (iii) cause Plaintiffs and the members of
the Class, on and after March 16, 2006, to purchase New Century securities at
artificially inflated prices or sell New Century put options at artificially reduced
prices.
569. As set forth above, Defendant KPMG made its false and misleading
statements and omissions and engaged in the fraudulent activity described herein
knowingly and intentionally, or in such a deliberately reckless manner as to
constitute willful deceit and fraud upon Plaintiffs and the other members of the
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1

Class who purchased New Century common stock and/or Series A or B Preferred

2

Stock and/or sold New Century put options during the Class Period.

3

570. In ignorance of the false and misleading nature of Defendant KPMG’s

4

statements and omissions, and relying directly or indirectly on those statements or

5

upon the integrity of the market price for New Century common stock, Series A

6

and B Preferred Stock or options, Plaintiffs and other members of the Class

7

purchased New Century securities at artificially inflated prices during the Class

8

Period and/or sold New Century put options at artificially reduced prices during

9

the Class Period. But for the fraud, Plaintiffs and members of the Class would not

10

have purchased New Century securities at artificially inflated prices or sold New

11

Century put options at artificially reduced prices. As set forth herein, when the

12

true facts were subsequently disclosed, the price of New Century common stock,

13

Series A and B Preferred Stock declined precipitously and Plaintiffs and members

14

of the Class were harmed and damaged as a direct and proximate result of their

15

purchases of New Century securities at artificially inflated prices and/or their sale

16

of New Century put options at artificially reduced prices and the subsequent

17

decline in the price of New Century common stock and Series A and B Preferred

18

Stock when the truth was disclosed.

19

571. By reason of the foregoing, Defendant KPMG is liable to Plaintiffs

20

and the members of the Class for violations of Section 10(b) of the Exchange Act

21

and Rule 10b-5 promulgated thereunder.

22

XVII.

23
24

JURY DEMAND
572. Plaintiffs, on behalf of themselves and the Class, hereby demand a

trial by jury.

25
26
27
28
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