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© 10 UNITED STATES DISTRICT COURT
c
g 1 NORTHERN DISTRICT OF CALIFORNIA
53
3 o 12 SAN JOSE DIVISION
©g 13 || JAY RALSTON, individually and on behalf of aj Case No.: 08-536-JF (PSG)
B others similarly situated, )
oz 14 ) ORDER GRANTING-IN-PART
= Plaintiff, ) PLAINTIFF'S MOTION TO
=5 19 ) EXCLUDE THE TESTIMONY OF
k= V. ) MICHAEL D’ALONZO; ORDER
59 16 ) GRANTING-IN-PART
2 ° MORTGAGE INVESTORS GROUP, INC., ) DEFENDANTS MOTION TO
5 < 17 MORTGAGE INVESTORS GROUP, a general) EXCLUDE THE TESTIMONY OF
5 partnership, COUNTRYWIDE HOME LOANS, ) LEONARD H. LYONS.
&L 18 || INC., AND DOES 3-10, )
) (Re: Docket Nos. 275, 313)
19 Defendants. )
2 )
’ )
22 In this putative class aom, Plaintiff Jay Ralston (“Raisn”) alleges that Defendants
2 .
3 Countrywide Home Loans, Inc. (“Countrywigleand Mortgage Invgtors Group, Inc. and
24
Mortgage Investors Group (“MIG”) (collectivelfpefendants”), omitted material information in
25
26 their residential loan documents and disctesstatements. In the operative third amended
27 complaint (“TAC”), Ralston asserts state law @laifor fraudulent omissions and violations of
28 California’s Unfair Comptition Law (“UCL").
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Before the court are Ralston and Countrywadedependent motions to exclude expert
testimony and reports submitted in relation to ®als motion for class certification, scheduled
for hearing before Judge Fogel on Decemb@0d,1. Judge Fogel has referred the predicate
motions to exclude expert testimony to the undersigned for disposifiarNovember 15, 2011,
the parties appeared for himgron the instant motions. Having considered the briefs and
arguments presented by each side, thet¢mreby GRANTS-IN-PAR and DENIES-IN-PART
Ralston’s motion to exclude the expert testiy and rebuttal report of Michael D’Alonzo and
GRANTS-IN-PART and DENIES-IN-PART Countryde’s motion to exclde the testimony of
Ralston’s damages expert, Leonard H. Lyons.

|. BACKGROUND

Ralston bases his motion for class certifmaion the “uniform set of loan documents” tha
Countrywide created for its appraleenders “to enable [the lendgts generate and transfer to
Countrywide as many Pay Option Adjustable Rate Mortgages (‘Pay Option ARM Loans’) as
possible.® According to Ralston, a comon feature of the Pay Option ARM Loans is that they
“concealed and failed to disclose that, by makingnments as instructed in the Truth In Lending
Disclosure Statements — the only payment scleegiidvided at closing negative amortization
was certain to occur due to the significant ddfece between the interest rate upon which the

payment amounts were based ... and the sulistarhigher actual interest rate chargéd.”

! SeeDocket No. 305 (Order Referring Motions todlixde Expert Testimony to Magistrate Paul
Grewal).

2 MIG has joined in both Countrywide’s moti to exclude and Countrywide’s opposition to
Ralston’s motion to exclude. The court’s nglithus takes effect as to MIG as well.

3 SeeDocket No. 268 at 2 (Corrected BINot. For Class Certification).

4 See idat 4.
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In support of his motion for class certificatid®alston served two exgeeports that are
directly or indirectly at issuélhese are: (1) the expert repoftrofessor Alan M. White, who
opines on the economic incentives affecting mortdagkers’ disclosure of information regarding
the features of Pay Option ARM Loans, and irtipalar the negative amortization feature (the
“White report”); and (2) the expereport of Leonard H. Lyons, who provides a framework for the

assessment of damages suffered by the putatigs @he “Lyons report”). Although Defendants

have not sought to exclude the testimony of &wedr White, they have submitted in response the

expert rebuttal report of MicheB’Alonzo (the “D’Alonzo report”).Countrywide seeks to exclude

the Lyons report, while Ralston seek exclude D’Alonzo’s rebuttal.
A. THE D’ALONzO REPORT

D’Alonzo is a professionalicensed residential mortgageoker with over 25 years of
industry experience. This includes/ning his own mortgage brokge, teaching best practices to
other brokers through his role as a nationally-certified mortgagguttant (“CMC”) and certified
instructor for continuing educat in Pennsylvania, and participag in workshops, conferences,
and discussions with other mortgage brokeral@izo has been active for over 20 years in the
National Association of Mortgage Brokers (“NAV) and currently serves as NAMB Presidént.
D’Alonzo has not given expetestimony or been deposed as apegt witness in the previous four
years®

D’Alonzo offers his opinions in rebuttal the White report in two areas: the general
practices of mortgage brokersidathe practices of mortgage brokevith respect to Option ARM
loans. On the general practicesndrtgage brokers, D’Alonzo ex@hs the role of the mortgage

broker in loan transactionsi@ the relationship between theker and the borrower-client. He

> SeeDocket No. 314 (Decl. of Jennige Anderson in Support of Plaintiff's Motion to Exclude),
Ex. B 11 1-2 (Expert RebuttRleport of Michael D’Alonzo).

®1d. 9 6.
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opines on the personal and economic incentiverokers “to provide adequate and accurate
information to their borrower-clients abdotin products, features, terms and cobtde also
opines on the types of commurticas generally provided by mgdge brokers to borrowers
regarding loan products and dssures about those products Ainzo specifically responds to
Professor White’s comments regarding the appdaehktof financial icentive for a mortgage
broker to provide disclosures beyond the mimm legally mandated. D’Alonzo relies on his
“knowledge and professional experer’ based on his years of work as a mortgage broker, as
as the experience gained by imteractions “with thousands afortgage brokers across the
country” through his participatioand leadership roles in NAMB.

On the subject of Pay Option ARM Loans Albnzo refers to higxperience during the
relevant 2004-2008 period advising “numerous borraslients with respect to the terms, featureg
and costs of payment option loans” asdisting others “in securing such loaf&4ased on his
knowledge and professional exgarce during those years, D’Alonapines that mortgage brokers
typically provided information to their bomar-clients about option ARM loans, costs and
features, including the negative animation features of the products.

B. THE L YONS REPORT

Lyons has over 15 years of experience as an expert witness on damages, lost profit
projections, diminished goodwill, Biness interruption and forensiccounting for a variety of
litigation subjects. He currentlg a partner at an accounting auisory firm. In the banking and

mortgage industry, his experimmincludes past service withe Federal Deposit Insurance

"See idf 11.
8 See idfY 10, 11-13.
°See idf 15.

0 5ee idy 16.
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Corporation (“FDIC”) as the Direot of Investigations for the Vééern United States, as well as

with private firms engaged in investigation atelelopment of damages claims in numerous, high-

profile cases?!

The Lyons report primarily addresses “wheath commonly applicable model can be
created to calculate the proposed Clasmblers’ alleged damages in this actidhl’yons
allegedly has created such a model. The Lynadel assumes that the putative class member
damages will be based on a “benefit of the bargain” measure of recovery, whereby damages
of “the difference between the current assepaacipal balance on each borrower’s loan ... and
the principal balance that would exist, basedhenpayments actually matg those borrowers, if
the initial ‘teaser rate’ were treataed the actual interest rate of the loan during the period from t
loan’s start date until the date on which the Notevides that borrowemsould begin paying the
‘Full Payment’ as their ‘Minimum Payment'®In other words, the model calculates the differeng
between borrower’s current principal balance dasehow the loan actually played out, and the
principal balance that would exist had the |b&haved as Defendantgpresented it would.

In Lyons’ “benefit of the bargal recovery analysis, borrowetare not subject to negative
amortization, since payments made according to the payment schedule provided by the Defe
when the loan was consummated are applieditcipal and interest eaahonth, with interest
paid before principal™ Lyons asserts that his model is qaped to calculate these damages, as
well as to account for differences“origination dates, initial intesérates, index, margin, original

principal balances, monthly payment amountsa@her variables” by making simple changes in

' seeDocket No. 236 (Decl. of Jessica Moy in SupmdrPl.’s Mot. To Certify Class), Ex. CC 1
1-7 (Expert Report of Leonard H. Lyons Retjag Pl.’s Mot. For Class Certification).

125ee idq 18.
Bsee id(y 18, 21.

Y seeidy 21.
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data points® To demonstrate application of the deb, Lyons provides two tables showing
hypothetical loan amortization schedules based on whether the additional payment amounts
years 2 through 5 of the loans (doghe annual payment increaselired in the loan terms) are
applied either to interest only or to principal offly.
. LEGAL STANDARD

A. FEDERAL RULE OF EVIDENCE 702—TESTIMONY BY EXPERTS

Pursuant to Fed. R. Evid. 702, an expert rhesualified by “knowledge, skill, experience
training, or education.” The expartay testify if “(1) the testimny is based upon sufficient facts o
data, (2) the testimony is thegpluct of reliable principles armdethods, and (3) the witness has
applied the principles and methodgately to the ficts of the case"”

Once the proposed witness qualifies as an exp&tthus the respoitslity of the trial
court to ensure that the expert testim admitted is both relevant and reliabi@he court “must
determine whether the testimony has a relibblgs in the knowledge and experience of the
[relevant] discipline.*® This obligation extends not only toisetific testimony, but to all expert

testimony requiring “technical” dother specialized” knowledg®.The court has “broad latitude”

5 see id (9 20, 22.
18 5ee idq 25.

" Fed. R. Evid. 702. A proposed amendment to Rule 702 will become effective as of DecemH
2011, absent contrary Congressional action.rlifteeas amended will include as a fourth
requirement that the “expert’s scientific, techhioa other specialized knowledge will help the
trier of fact to understand the evidermrdo determine a fact in issue.”

18 See Daubert v. Merrell Dow Pharmaceuticals, J&€9 U.S. 579, 589 (1993).

19See In re Aftermarket Auto. Lighting Prods. Antitrust LitigF.R.D. --, 2011 WL 3204588, at
*6 (C.D. Cal. July 25, 2011) (quotirfgumho Tire 526 U.S. at 149)).

20 See Kumho Tire Co., Ltd. v. Carmicha&26 U.S. 137, 147 (1999).

6
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in deciding how to measure reliityi, as well as in making the ultimate reliability determinafibn.
Where the admissibility of testimony is based oacsgized as distinguigidl from scientific
knowledge, “Rule 702 generaliy construed liberally®

The Supreme Court recently indicated that so-cd@dadbertreview of the reliability and
relevance of expert testimony under Fed. RAEYD2 is appropriate #te class certification
stage® Courts in this district have embraced thislerstanding to apply the Rule 702 standards in
reviewing the admissibility of expetestimony on class certification issifés.

I1l. DISCUSSION
A. RALSTON’SMOTION TO EXCLUDE D’ALONZO’SEXPERT TESTIMONY AND REPORT

D’Alonzo’s twenty-five years of industrgxperience as a practicing mortgage broker,
including fifteen years running hasvn brokerage, and substantiaperience training, consulting,
and communicating with othersihe field, qualifies him as an expert in his field from the
perspective of a mortgadgeoker and brokerage manag&Nor does Ralston directly challenge

D’Alonzo’s qualifications per se. Instead, Ralstoguees that this experience is insufficient for

1 See idat 142.

?2See U.S. v. Hankeg203 F.3d 1160, 1168 (9th Cir. 2008ke also Jinro Am., Inc. v. Secure
Invest., Inc.266 F.3d 993, 1004 (“Rule 702 is applied conaistéth ‘the liberal thrust’ of the
Federal Rules and their ‘general approach of relaxing the traditional barriers of opinion
testimony.”) (quotingDaubert 509 U.S. at 588)).

3 See Wal-Mart Stores, Inc. v. Duk&64 U.S. ---, 131 S. Ct. 2541, 2553-54 (2011) (disagreeing
with the district court’s determination th2aubertdid not apply to expert testimony at the
certification stage of elss-action proceedings).

24 See Heisler v. Maxtor CorpNo., 06-cv-06634 JF (PSG), 2011 WL 1496114, at *6 (N.D. Cal.
Apr. 20, 2011)See also In re Aftermarket Auto. Lighting Pro@911 WL 3204588, at *6 (“[I]n
order to grant class certificati, this Court must first determine whether it may rely on the
methodology used by Plaintiffs’ expea decide whether the clainrsthis case are amenable to
common proof.”).

%> See Pecover v. Elec. Arts. In€.08-2820 VRW, 2010 U.S. Dist. LEXIS 140632, at *10 (N.D.
Cal. Dec. 21, 2010) (finding proposed expert’s gadrexperience at one video game retailer,
which “does not encompass the entire video gauahastry,” qualified her tdestify only on video
game retail from a retailer’s perspective).
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D’Alonzo to testify on theyeneral practices of mortgage brokansl their practices with respect to
Option ARM loans because he fails to estaldisi reliable foundation fdhis testimony on those
subjects. Because D’Alonzo hiast withessed other brokers conting their business, reviewed
other brokers’ procedures or practices, or pestiempirical evidence tfie basis for his opinions,
Ralston contends that D’Alonzo’s opinions@mt to nothing more than “rank speculatiéh.”
Countrywide responds that D’Alontas satisfied the criteria fapon-scientific, experience-based
expert opinion testimony, espeltyaor the purpose of rebuttiniipe testimony of Professor White.
In evaluating D’Alonzo’s testimony, th@art’s attention must not focus arhatD’Alonzo
says in his report, but rathemn what basi$ie has to say f. There is no indication in Fed. R. Evid
702 or theDaubertandKumhoopinions to suggest that exparce alone is an insufficient
foundation for expert testimony. In fathe opposite appears to be tftiBy relying solely or
primarily on experience, however, D’'Alonzo mestablish how his experience provides a basis
for and leads to the conclusions that he reathB®lonzo’s proffered epert testimony may be

excluded where “foundational facts demonstratligvancy are not suéfiently established®

26 SeeDocket No. 313 at 3-4 (Pl.’s Mot. To Excle Expert Testimony and Rebuttal Report of
Michael D’Alonzo).

" See Pecove010 U.S. Dist. LEXIS 140632, at *11 (quotiDgubert v. Merrell Dow
Pharmaceuticals, Inc43 F.3d 1311, 1319 (9th Cir. 1995) (on remanBgfibert II')). See also In
re Aftermarket Auto. Lighting Prod2011 WL 3204588, at *6.

8 SeeFed. R. Evid. 702, Advisory Committee Notes (2000 Amends.) (“[T]he text of Rule 702
expressly contemplates that aqpert may be qualified on the basisexperience. In certain fields,
experience is the predominant, if the sole, basia fgreat deal of reliable expert testimony.”).

29 See id(citing Daubert I, 43 F.3d at 1319) (“We've been presented with only the experts’
gualifications, their conclusions ancethassurances oéliability. UnderDaubert that's not
enough.”)).

30 See Trevino v. Gate89 F.3d 911, 922 (9th Cir. 1996) (citations omitted).
8
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1. D'’ALONzZO ON THE GENERAL PRACTICES OF MORTGAGE BROKERS

D’Alonzo has established his extensivegmmal experience in the mortgage broker
industry, not only as an individual practice but as amvolved participant ahe state and national
level in mortgage broker education, fiaig and consulting, and agenda setfthghis work
experience, combined with D’Alonzo’s manyays of interacting with mortgage brokers
nationwide through a variety of forums, serves asifficient foundation for D’Alonzo to opine on
the general practices of mortgabrokers. D’Alonzo’s opinions lege to the role “typically”
fulfilled by mortgage brokers and are basediznown knowledge and professional experiefice.
D’Alonzo’s opinion that “theypical mortgage broker also dad#® same things and provides the
same services” as he has in his work doepuniort to be based updacts or data beyond his
personal knowledg®& While this experience is sufficient forAlonzo to testify as to his opinion
of industry practices and the gealepractices of anthcentives affecting nrtgage brokers, it
ultimately will fall to the presiding judge to diee whether D’Alonzo’s testimony is credible and
to assess the strength of his conclusiri¥igorous cross-examinath, presentation of contrary
evidence, and careful instruction the burden of proof are thaditional and appropriate means

of attacking shaky but admissible evidente.”

31 SeeDocket No. 330-2 (Decl. of Robert BaderSnpport of Countrywide’s Opposition to Pl.’s
Mot. To Exclude), Ex. 2 at 24:122 (D’Alonzo Depo.) (D’Alonzo gplaining his role as President
of NAMB, setting the direction of the Associatiand “protecting the indust’ through legislative
lobbying).

32 seeDocket No. 314, Ex. B 1 9.
33 3Seeidy 10.

3 See Hankey203 F.3d at 1168 (distinguishing determioatof an expert’s credibility from the
preliminary question of law relating to whethbe expert’s methodolod¥its” the conclusion)
(citations omitted).

35 Daubert 509 U.S. at 596.
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Courts frequently accept experience-basgded opinion testimony orelevant aspects of
industry practice that do not offer themselves itgdd scientific or satistical analysis. For
example, irPecover v. Elec. Arts Indhe court allowed proposed expert testimony on the video
game industry regarding various aspects of ratildling and strategy inipmg and selling video
games, based on the expert’'s maagrg as a senior executive atrgdaelectronics retailer, as well
as a private consultafft The court rejected, however, those aspects of the testimony that woulg
have required expertise beyond the proposedrésp@mowledge and experience in the indusfry.
Similarly in Fortune Dynamic v. Victoria’s Secret Stores Brand Mgthe court upheld the trial
court’s decision to exclude testimony by ayeyear advertising and marketing professional
opining that Victoria’s Secret ad a certain phrase as a “trademark,” because “the basis of his
knowledge regarding trademark use is not clé&Buit the court found error in the exclusion of thy

expert’s testimony that it was a standard pcacin the advertising and marketing industry for

companies to perform a trademark search poi@ngaging in a marketing campaign, because th¢

expert’s “forty years of experience” in the industry “suggest[ed] strongly that he is familiar with
what companies within the indugtlo when placing words on a produtt.”
The cases that Ralston relies on are not inconsistenthastbonclusion. Ralston cites

Trevino v. Gate$or the proposition that testimony lanki foundational factsh®uld be excluded.

% 3ee2010 U.S. Dist. LEXIS 140632, at *9, 14-1&n(fing expert’s testimony that game
publishers at some point discoung tltholesale price to stimulateaé sales to have “a reliable
basis in [the expert’s] knowledgad experience of the relevardlfl,” because she “has direct
knowledge of the decision-making strategies of retaiby virtue of having served in that capacity
for many years”).

37 See id. at *17(rejecting expert’s testimony regardiggme publisher’s promotional pricing
strategy for a particular game, part because the opinion requir@ comparison of the publisher’s
revenue and costs, whichlfeutside of the expert'setail sales expertise).

% See618 F.3d 1025, 1040 (9th Cir. 2010).
% See idat 1043.
10
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But in Treving the court merely found that in the distrcourt’s broad discretion, the conclusion
that proffered expert testimony lackieaindation was not manifestly erronedfi¥he court had
reached this conclusion because the testimonydegpa deceased’s future income stream was
based on an unsubstantiated assumption teatebeased was employed when he was Kitled.
Ralston also cite®llie v. Sweetwater Union High Sch. DéandJinro Am., Inc. v. Secure Invest.
Inc.**to support his argument that D’Alonzo’siojpns are speculativend unreliable. I®Dllie, a
gender discrimination case involvisgort programs and facilities a high school district, the
court excluded two experts who each had experience teaching or administering high school s
but neither of whom had undertaken more thanrigpa efforts to visitthe site in question or
view the facilities** Ollie does not address, however, the refeesand reliability of the proposed
experts’ opinions with respect torgeral practices in their fields. hnro, the court found that the
district court had improperly allowed testimony &yurported expert on Korean business culture
because amongst other infirmities, the expedti@background or training in business or as a
cultural expert, but rather had familiarized himself with business practices as part of his job di
investigating Korean companies for commdrsecurity, and his testimony was “extremely
unreliable” because it did not rely on hisropersonal experience or experience with the

companies at issue in the lawstet, alone on any empirical evideriteRalston’s efforts to

9 Treving 99 F.3d at 922.
“Seeid.

42267 F.R.D. 339 (S.D. Cal. 2010).
43266 F.3d 993 (9th Cir. 2001).

* See Ollig267 F.R.D. at 341-42.

4> See Jinrp266 F.3d at 1001, 1004-06. The courdiimro acknowledged that “persons
experienced in a particular field may have aqtical’ expertise or specialized knowledge that
might qualify them to provide relevaméreliable information to a lay jurySee idat 1006.

11
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distinguish D’Alonzo as a met@ndustry participant” and not qualified experin the field®

places undue emphasis on the preference for empmradnce or formal research — factors that
might strengthen the credibility of D’Alonzo’®nclusions, but are not required under Rule 702 §
a basis for the admissibility of opinion testinydsased on his relevant industry experience.

2. D’ALONzO ON BROKER PRrRACTICES OFFERING PAY OPTION ARM LOANS

The link between D’Alonzo’s professional knesge and experience and his proffered
opinion regarding Pay Option ARM loans is mtegauous. D’Alonzo states that he “advised
numerous borrower-clients withgjgect to the terms, featuresdecosts of payment option loans”
during the 2004-2008 time period and “typically expéal interest rate antegative amortization
features of the products, as well as the costiseoproduct as compared to other adjustable and
fixed-rate products? In his deposition, D’Alonzo acknowledged that his firm’s provision of
Option ARM loans during the relevant period ‘regented a very small portion” of the loans
brokered, totaling approximately 50 75 over a seven-year peritd.

There is a marked distinctidoetween years of professioqahctice resulting in knowledge
and experience pertaining to the practiced industry, and experience thfitisrgly specific to a
sub-practicevithin the industry”? Unlike his opinions about thgeneral practices of mortgage

brokers, the court here cannot asaierthe reliability of D’Alonzo’sextrapolations to the “typical”

6 SeeDocket No. 313 at 4-5 (Pl.’s Repily Support of Mot. To Exclude).
*" SeeDocket No. 314, Ex. B 1 16.
8 SeeDocket No. 330-2, Ex. 2 4108:1 — 108:17 (D’Alonzo Depo.).

9 See Certain Underwriters at Lloyds, London v. Inlet Fisheries, 388 F. Supp. 2d 1145, 1154
(D. Alaska 2005)aff'd, 518 F.3d 645 (9th Cir. 2008) (excladiexpert testimony on a specialized
category of insurance policies where, “[d]gspnany years of experience in the insurance
business” that would allow him to testify asexpert on some aspectsinflustry standards, the
expert lacked the “particularized experience” neagdssa qualification to testify as an expert on
the topic of the more specialized insurance policy).

12
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practices of other brokers ififering and explaining Pay Option ARM3Given the small
percentage of his work dedicdt® the provision of Option AR loans and the absence of any
testimony on the extent to which D’Alonzaiational work with NAMB may have focused on
Option ARM loans, D’Alonzo’s opinion that “mortgadprokers typically provided [the same type
of] information to their borrower-clientdacks foundation even based on his own wdikor does
D’Alonzo’s general testimony that he talk&dlot” with brokers about Option ARM loans
“because it was important to make sure tletscmers understood their options,” without more,
form the basis for expert testimony on the tapic.

In sum, the court finds that D’Alonzo’s “dades of experience disesing brokering with
other brokers and interacting with brokers in@tional settings” is sufficient to establish the
relevance and reliability of his opinion testiny regarding the role of the broker, factors
influencing the broker-borrowerlegionship, and the gered practices of mortgage brokers. His
experience and industry knowledge does nopstigeliable opinion testimony on the specific
types of documents, examples, or verbal dsales other brokers provide their clients when

discussing a Pay Option ARM loan package.

*0n contrast, D’Alonzo explaineid deposition the basis for higinions on the general practices
of other brokers, including that through yearsaitending conferences and seminars that talk
about practices and how we do things to nthkecustomer experience the best possible, it
becomes very apparent how other mortgag&dmns act and handle theustomers.” D’Alonzo
also relied on the knowledge gleaned from “contigueducation that | havaught over the years”
and discussions with various brokers, numbeinntpe “hundreds” or “maybe thousands,” and
finally through “calls from other mortgage bea, people ... asking me what | do, what is my
process?'SeeDocket No. 330-2, Ex. 2 at 68t — 70:3, 72:6 — 72:20, 89:3 — 89:13.

1 SeeDocket No. 314, Ex. B 1 16.
52 SeeDocket No. 330-2, Ex. 2 at 115:20-21.
13

Case No.: 08-536-JF (PSG)
ORDER

\"ZJ




United States District Court
For the Northern District of California

© 00 N o o A w N Pk

N N N N DN DN DN NN R R R R R R R Rp R
0o N o 0N WN P O ©OW 0o N O o~ WwWN B O

B. COUNTRYWIDE 'SMOTION TO EXCLUDE L YONS'SEXPERT TESTIMONY AND REPORT

Countrywide challenges the Lyons report and model for calculating damages on two
independent grounds: 1) the repianpermissibly relies on a “bentebf-the-bargain” theory of
recovery that is foreclosed under California lawg 2) the report is riddled with mistakes and
assumptions that undermine its rbllay as a tool for calculatig class-wide damages. Ralston
responds that the measure of recovery is prapé that the Lyons report meets Rule 702 and
Daubertstandards for relevance and reliability, suéfiti to pass muster for class certification.

1. ANALYSIS OF DAMAGES M ODEL FOR PURPOSES OFCLASS CERTIFICATION

To defeat Countrywide’s motion to exclude |$@an must show that the theory and model
of damages is relevant and sufficiently reliableider to satisicommon elements of class-wide
proof, as required by Fed. R. Civ. P. 23. The totmtesof this analysis is reliability of the
methodology, and not a “rigorous” assessmetih@ftheory or calculation of damages on the
merits>® Only to the extent that the merits of the class members’ substantive claims overlap wjith
class certification issues muke court consider the meritsrmurrent with its evaluation under
Rule 23>* Such an overlap is implicated here,am Countrywide’s motion is based largely on
attacking Ralston’s theory of recovery. Howelmcause the present analysis is limited only to
consideration of the admissiiyl of Lyons’ testimony, the court will attempt to assess the
reliability of the Lyons report methodology as a pnahary and predicate step to the trial court’s

rigorous analysis of the evidem supporting class certification.

>3 See Ellis v. Costco Wholesale Cofb7 F.3d 970, 982 (9th Cir. 2011) (distinguishing the
Daubertstandard as “correctly applied” to a pastyhotion to strike expert testimony at class
certification from “the ‘rigorous analysis’ standarda® applied when analyzing” the merits of the
class certification claim, e.ggr commonality or typicality).

>4 See id(citing Wal-Mart, 131 S. Ct. at 2551-52).
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2. “BENEFIT-OF-THE-BARGAIN” M EASURE OF RECOVERY

Countrywide argues that Cal. Civ. Ca818343(b)(1) expressly prohibits the recovery of
“benefit-of-the-bargain” damages iraud actions. Countrywide citégliance Mortgage Co. v.
Rothwell*®> Small v. Frit2° andIn re First Alliance’ in support of its argument that benefit-of-the-
bargain recovery is not availabin the fraud context. Ralstwesponds that Section 3343 is
inapplicable to the claims in this case becausg #éne not brought based on the fraudulent sale g
property, but on the “fradulent inducement dinancingor some other contract that is not for the
purchase, sale or exahge of real property’® Ralston urges that Cal. Civ. Co8l&333, relating to
general tort damages, provides the governiagdsrd for Ralston’s claims. Ralston further
responds that the cases referenced by Courdeydo not address whyettimitation on benefit-of-
the-bargain recovery undee&ion 3343 would apply to asminvolving loan fraud.

Section 3343 sets forth the damages availabbeéo‘defrauded in the purchase, sale or
exchange of property’® The code section does not permité‘tdefrauded person to recover any
amount measured by the difference between thee\aflproperty as repsented and the actual
value thereof® In contrast, Section 3333, governing t&in general” provides broadly for
damages in the “amount which will compensate for all the detriment proximately caused” by t

breach of obligation not sing from contract, é&xcept where otherwise exgsly provided by this

10 Cal. 4th 1226 (1995).
%030 Cal. 4th 167 (2003).
> 471 F.3d 977 (9th Cir. 2006).

%8 SeeDocket No. 288 at 3 (Pl.'s Mem. In Oppte CHL'’s Mot. To Exclude) (emphasis in
original).

*9SeeCal. Civ. Code§ 3343(a) (providing for recovery of “thdifference between the actual valug
of that with which the defraudgukrson parted and the actual vabfi¢hat which he received” as
well as certain additional damages angsfrom the particular transaction).

0 See id§ 3343(b)(1).
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code”® Thus, damages for fraud may be measeitier based on the out-of-pocket restitution
measure or the benefit-of-the-bargain measudesarthe fraud concerns the “purchase, sale or
exchange of property’?

The proper measure of damages for thetmgt@lass turns on whether the Pay Option
ARM loans that are the subjexft Ralston’s claims involve ‘fmperty” under Section 3343. The
pertinent case law teaches that the mortgagfeuments at issue fall under “fraud cases involving
the ‘purchase, sale, or exchange of propénivhereby Section 3343 ‘fpvides theexclusive
measure of damage%'For example, itFirst Alliance a class action involving fraudulently-
induced, sub-prime residential loans, the Ninticdt reversed-in-relevasgart the judgment of
the district court, which had awarded damages based on thergligisce on erroneous, later-
withdrawn jury instructions providinfpr benefit-of-the-bargain damag¥slthough late in the
trial, the court had “recognized, and both palfesl] agreed, that ... only out-of-pocket damages
[were] recoverable in this type of fraud acticime trial had alreadyd®en conducted “with an eye

toward proving damages on anledit-of-the-bargain basi$® In reviewing the claims, the Ninth

®1 SeeCal. Civ. Code§ 3333 (emphasis added).

%2 See Alliance Mortg. Co. v. RothwelD Cal. 4th 1226, 1240 (1995) (“There are two measures
damages for fraud: out-of-pocket and benefitha-bargain. The ‘out-of-pocket’ measure of
damages is directed to restagithe plaintiff to the financiglosition enjoyed by him prior to the
fraudulent transaction, and thus adsthe difference in actual vaat the time of the transaction
between what the plaintiff gave and what heereed. The ‘benefit-of-thedrgain’ measure, on the
other hand, is concerned with satisfying the etquecy interest of #ndefrauded plaintiff by

putting him in the position he would have enjoyfetthe false representation relied upon had beer
true; it awards the difference inlua between what the plaintiff actually received and what he w|
fraudulently led to believe he would receiveQalifornia, a defrauded p# is ordinarily limited

to recovering his ‘out-of-pocket’ loss. In fraud cases involving the ‘purchase, sale or exchangg
property,’ the Legislature has exgsly provided that the ‘out-of-pket’ rather than the ‘benefit-
of-the-bargain” measure of damagghould apply.”) (citations omitted).

%3 See Fragale v. Faulkngt10 Cal. App. 4th 229, 235-36 (Cal. Ct. App. 2003).
% See In re First Alliance Mortg. Co471 F.3d 977, 1001-03 (9th Cir. 2006).

% see id.
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Circuit explained that the propmeasure of damages was oufpotket, calculated as the
difference between “the fees and interest rttas[the defendant heler] charged and those
another lender would have chadgeas opposed to “the differea between what they paid and
what they thought they were payiny.California state court cases similarly have limited damags
in non-real property cases to out-of-pocKet.

Ralston seeks to distinguish titmeasure of damages here in two ways. First, he argues t
“[a] Pay Option ARM mortgage loan is not a secufdy other type of propey} that can be readily
valued like a share of stock or a parcel of real property. Thus, the legal principle [codified in G
Code§ 3343] has no application her® Second, Ralston argues tha¢ Ninth Circuit's decision
in In re First Alliancerelies solely upon cases/olving the purchase gfroperty, not a financing
instrument like the Option ARMs at issue hermg] ¢hat the court did n@xplain why Section 3343
“has any relevance to fraud involving mortgage lo&ns.”

The court is not persuadedatithe subject Pay Option ARMans can escape designation
as “property” under Section 3348.light of the decision iffrirst Alliance which unambiguously

affirmed the district court’s belated determinatibat its initial jury instruction based on benefit-

% See idat 1002.

®"In Alliance Mortgagethe California Supreme Court revied the claims of a lender who
acquired security property by full credit bid atanrjudicial foreclosure $a. On the plaintiff's

fraud claims, the court held that it had allegelkast out-of-pocket damagibased on what it paid
for the properties and what they actually were wdrtte court addressed benefit-of-the-bargain
damages only in discussing the appropriate measure of damages “for fraud by a fiduciary ung
section 3333.'SeeAlliance Mortg, 10 Cal. 4th at 1249-50. In a&da state supreme court opinion,
Justice Baxter expressed in concurrence thandesure of damages in a case involving a loss i
plaintiffs’ stock share value allegedly caussdcertain fraudulent omissions (because had
plaintiffs been apprised of thauth, they would have sold the shapg®r to the plummet in value)
would be limited by California’s “out-of-pocket loss rul&&e Small v. FritZ30 Cal. 4th 167, 195
(2003) (Baxter, J., concurring).

%8 SeeDocket No. 288 at 3.
% See id.
17
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of-the-bargain recovery was improper, amilly out-of-pocket damageshould have been
considered, the court finds that benefit-of-theglaar will not constitute reliable principle on
which to base the damages calculafibbyons’ testimony cannot be “the product of reliable
principles and methods” where Hadies on a theory that is precluded by law. As a result, Lyons
may not testify based upon a benefit-of-theglaar theory or calculation of damages.

3. THE REMAINING LYONS' TESTIMONY PRESENTS ARELIABLE FRAMEWORK FOR
CALCULATING DAMAGES

Ralston has asserted that the Lyons dasagmdel is flexible enough to accommodate
additional theories of recouershould the court reject the benefit-of-the-bargain m&dehus, the
fact that the model is largebuilt on a benefit-oftie-bargain premise manot at this stage
condemn the entire Lyons report. Regardless of tadlistrict court ultimately determines to be
the appropriate theory of recaydor calculation of damages tatal, for the purposes of this
motion, the court accepts Lyons’ testimony ttiet model can account for out-of-pocket or
restitution damages as well or instedidenefit-of-the-bargain damag&sThe court therefore

turns to Countrywide’s challenge of Lyons’ apptioa of the methodology tthe facts of the case.

9 The court notes that the Ninth Circuitfirst Alliancenot only affirmed that out-of-pocket
damages was the proper measure, but effectiveipmded for a new trial to that effect. The fact
that the circuit court found the digtt court’s correctivenstruction to the jury at the end of trial

notto consider benefit-of-the-bargain damagesaansufficient suggests that the proper measure

of damages must established early on at triah dris case, in developing the damages model.

"L SeeDocket No. 288 at 1 (“This model can be usedalculate any restitution that [Countrywide
is ordered to make to Class memberS&g also idat 4, n.1 (“Since benefit-of-the-bargain
damages are available here, there is no nedeldmtiff to provide a methodology for calculating
out-of-pocket damages. Additionally, as explained below, Lyon’s methodology can be adjuste
accommodate a restitution model and aetgrof other factors if need be.”).

"2 See Ellis 657 F.3d at 982 (finding that in the contekthe class certifiation motion, the court
erroneously “seemed to end its analysis of thenpfts’ evidence after determining such evidence
was merely admissible”). In contrast, here the arfor class certification is bifurcated from the
motion to exclude, and the court presently need only determine admissibility.
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Countrywide argues that Lyons’ model is inqalete and cannot rebdy calculate damages
for the members of the putative class, prinkkyplaecause it fails to account for “the numerous
complex financial events that commonly arise indbitext of residential nitgages, such as loan
payoffs, modifications, forecloses, and default related fe€§.Countrywide also contends that
various assumptions employed by Lyons in tleelel are unfounded and undermine the reliability
of the model. For example, Countrywidatst that Lyons’ methodology assumes all class

members experienced negative amortizatiemen though Lyons himself admits (and the

certification record confirms) thabme borrowers made payments that would not result in negative

amortization.”* Countrywide contends that if not alass members experienced negative
amortization, then Lyons’ statement that “his mMaseribes damages even to a borrower who pa
the full amount of interest due” demonstratesiiodel’s failure to provide reliable results.
Countrywide further challenges the failure to@att for the purported positive value or mitigating
benefit provided by the Option ARM loans iretform of minimum payments that allowed
borrowers to keep additiona&sh on hand for other purposes.

Ralston argues that at this stage of the litayatthe model is necessarily flexible so that it
can incorporate the data pertaigito the many variables likely &rise, depending on “the final
determinants of damages” that tunm the class as ultimately defin€dRalston emphasizes that
the test undeDaubertand Rule 702 is not whether the Lyaeport presents a “complete model

for damages,” but rather if the methodologidgedeupon by the expert meet the requirements for,

"3 seeDocket No. 275-1 at 7.

" See idat 9 (citing Lyons Depo. 147:5 — 148:16).
®See id.

"® SeeDocket No. 288 at 5.
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relevance and reliability/. In response to Countrywide’s indiltial criticisms, Ralston disputes
Countrywide’s characterization of negative atization as a prerequtsi of any claim for
damages. According to Ralston, those classibes who may have been fortunate enough to
avoid negative amortization “were still damdd®y not receiving the loans that they were
promised,” such as by paying a higher interest r&tBslston also point® the testimony of
Countrywide’s own damages expea# evidence that negative atmation was inevitable for any
borrower who made the minimum paymentaikable through the terms of the lo&h.

Having reviewed the assumptions and allegedcuracies present in Lyons’ model, the
court concludes that they do not foreclose its admlggiht this stage, butather go to the weight
of the evidence. The crux of Countrywide’s arguirs that the Lyons report offers nothing more
than a simplistic spreadsheet amortization table that lacks justification for its assumptions, an
furthermore offers only conclusory assurances thissing functionality can be added with ease.
Yet the court finds no basis for dismissingphs’ testimony that the methodology can calculate
damages accurately on a class-wide basis by atfjuste database inputs to integrate individual

loan terms and payment variables as they ariieeitender data. Those factors or variables that

remain unaccounted for — such as a positive value resulting from the minimum payment optign, o

the possibility that some borrowers avoidedate/e amortization — do not dictate whether the
spreadsheet developed by Lyons constitutesasonable method for calculating damages on a

class-wide basis®® To fault the Lyons report for its repergation of negativamortization or the

"See idat 4-5.
8 See idat 7-8.
" See idat 8 (citing Weiss DeclEx. C at 100:9, 106:21-108-14)).

8 See Ewert v. EBay, IncC 07-4487 RMW, 2010 WL 4269259,*&-10 (N.D. Cal. Oct. 25,
2010) (finding it “plausible” that plaintiff's danggs theory could approximate injury to class
members and thus constituted a “reasonatadthod for calculating damages on a class-wide
basis”).
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absence of any positive value for the minimumrpant option would be essentially to adopt
Countrywide’s factual position on those issues tee&yaluating their relevance to the definition of
or certification of the class.dDintrywide’s argument that thep@t should be excluded where
relevant factors are undigssed is unpersuasive where the tchas yet to determine which factorg

are relevant to the class claims. Unlike seveaaks cited by Countrywide in which the expert

report used hypothetical or unfounded assumptions as a basis for determining a final caftulation,

the Lyons report does not pretendeéty upon hypothetical data, buthar presents a structure or
framework to analyze the actual loanalaventually provided to plaintiffs.

The court therefore findsdlhLyons’ testimony is admidse, excluding those aspects
predicated on a benefit-of-the-bargain tlyedor the purpose of demonstrating a method for
assessing class-wide damages. The accuratye aonclusions yet to be drawn and the
persuasiveness of Lyons’ methodology may leestibject of subsequent challenges by

Countrywide through the submission ofdtsn competing calculations or methodoldgy.
V. CONCLUSION
As set forth above, Ralston’s motion to ext# D’Alonzo’s experteport and testimony is

therefore GRANTED-IN-PART and DENIED-IN-PARD’Alonzo may not testify regarding the

81 See, e.g., McPhail v. First Command Financial Planning, 247 F.R.D. 598, 605 (S.D. Cal.
2007) (striking those portions of expert repasing “purely hypothetical assumptions” in the
calculations)Housing Works, Inc. v. Turnegd62 F. Supp. 2d 434, 448 (S.D. N.Y. 2005)
(excluding at summary judgment damages repbere the calculatiofailed to address key
factors and imposed a value on abstractcepts such as first amendment righitBiclerman v.
Enea Teksci, Inc05-cv-1049 BTM(AJB), 2010 WL 546140, at *2 (S.D. Cal. Feb. 10, 2010)
(excluding at trial expert opinion regardingwages where expert based the goodwill value of
allegedly misappropriated trade secrets on assangregarding intangible assets, but did not
know enough about the business to exptae basis for his assumption®yacle v. Santa Cruz
County Planning Dep;tC 09-0373 JF, 2010 WL 4704465, at *5 (N.D. Cal. Nov. 12, 2010)
(excluding at trial expert opinion based on speiton unsupported by expert’'s experience or by
any explanation of the data and methods relied upon).

82 See In re Aftermarket Auto. Lighting Pragd2011 WL 3204588, at *10 (admitting expert report
at class certification stage notwithstanding tlguably flawed regression analysis, because the
type of analysis being used was not in queshod, “the Court is not supposed to decide at the
certification stage which expertalgsis or model is better”).
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specific practices of mortgage brokers withael to Pay Option ARM Loans. Countrywide’s

motion to exclude Lyons’ expert reportcatestimony is GRANTED-INPART and DENIED-IN-

PART. Lyons may not testify regarding the a&sseent of class-wide damages based upon a

benefit-of-the-bargain theory of recovery.
IT 1S SO ORDERED.
Dated:November30,2011
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