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.  INTRODUCTION

A. Restatements, Earnings Management, and Other Financial Statement
Problems Have Prompted An Ondought of SEC | nvestigative Activity

In the last few years, we have witnessed an enormous number of new and
highly visible accounting debacles visited upon public companies, including
the well-told stories of accounting fraud at Cendant, Waste Management,
Livent, Rite-Aid, Microstrategy, Oxford Health, Informix, McKesson HBOC,
Boston Scientific, and smilar "poster children.”  As reported by the
Financial Executives Research Foundation ("FEI"), the losses in market
capitalization caused by these accounting scandals is staggering. The market
cap loss for Microstrategy alone was $11.9 billion, and for McKesson it was
$8.8 hillion. Boston Scientific was a more modest $1.7 billion. The class
action settlementsin cases involving some of these companies averaged wdl in
excess of $100 million. In Cendant's admittedly unique circumstances, the
settlement was in excess of $3 billion. Thislatest group of " bad" restatement
cases is only the most recent—but by far the most attention-grabbing due in
part to the sheer magnitude of the frauds, and the impunity of some of the
conduct involved.

Not surprisingly, these scandals have led to a rigorous new effort by the
SEC Enforcement Divison to combat accounting fraud. The Commission
has publicly stated that the number of open investigations relating to
financial statement improprieties represents a sizeable increase over prior
years, and that currently there are nearly 260 open accounting
investigations® In 1999 alone, the Commission brought actions against 120
cor por ate officers and employees in cases involving alleged acts of accounting
fraud. In that same year, the Commisson brought 90 financial fraud
enforcement actions, of which 44 involved either improper revenue
recognition, or booking fictitious sales. The Commission also has announced
the creation of a Financial Fraud Task Force, which will focus on companies,
their management and auditors, where the Staff believes that the financial

! "SEC List of Accounting Fraud Probes Grows," Wall Street
Journal, July 6, 2001.



satements may reflect improper earnings managmeent or other GAAP
violations?

To what can we attribute this sudden explosion of enforcement activity?
The major cause and effect seems to be the fact that many companies have
been restating their financial results due to the sudden discovery of serious
accounting manipulations by management and others, sometimes with
catastrophic consequences. FEI reports that the number of public company
financial restatements jumped sgignificantly beginning in 1998, from an
average of 49 restatements per year in the period 1990 to 1997, to an average
of 150 per year in 1999 and 2000. The largest number of these restatements
by far are attributed to revenue recognition problems. Even adjusting for
special circumstances of some of these restatements® the trend of
restatements has been troubling to the SEC. It is beieved that in addition to
continuing to aggressively pursue issuers and their directors and officers who
commit fraud, the Commisson now will begin targetting the customers,
distributors and other third parties who often are involved in the sales or
other activity that is at the heart of these accounting manipulations—and
bring enfor cement actions against them as " aiders and abettors." *

Most recently, Congress has indicated that the House financial services
committee will hold hearings on this topic, with a possble eye towards
expanding the Commission's budget and resources by 200-300% in order to
further combat financial fraud. As well, at the request of Rep. John Dingell,
the General Accounting Office will study whether there needs to be a full-
time self regulatory organization for the accounting profession.®

2 Remarks of Lynn E. Turner, SEC Chief Accountant, 39th
Annual Corp. Counsel Institute (Oct. 12, 2000)

In 1999, for example, the SEC initiated amajor inquiry into
alleged financia statement manipulations in the form of write-downs of
in-process research and development costs ("IPRD"). Inresponseto the
SEC'sinitiative, many companies determined to restate their prior period
financial results, and add back some of the amounts that had been
previously written down. In 1999, this accounted for 57 known
restatements, in addition to the 150 "other" restatements reported that
year.

4 E., McDonald and D. Kruger, "Aiding and Abetting", Forbes
Magazine (April 2, 2001)

° "SEC List of Accounting Fraud Probes Grows,", Wall Street
Journal (July 6, 2001)
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With this upsurge in enforcement activity comes many perils for public
companies, ther officers and directors, and in some cases for these
companies non-officer personnel. As the Enforcement Divison has declared
on more than one occason, the Divison is particularly focussed on
wrongdoing by senior management personnel, and on stuations where senior
management has aggressively pushed subordinates to violate accounting rules
in order to achieve analysts expedtations, or to mask adverse trends in the
business, or to otherwise manage earnings. As well, the possbility of a
criminal investigation has become more prevalent, as the Commission not
infrquently carries out its investigations in paralld with the U.S. Attorney's
office.

Invariably, a publicly disclosed restatement also triggers the filing of civil
class action lawsuits under the Private Securities Litigation Reform Act.
According to a recent study by PricewaterhouseCoopers LLP, the majority of
recently-filed securities class actions under the PSLRA are accounting
cases—53-54% in 1999 and 2000. In accounting cases brought in 2000, 66%
involved alleged revenue recognition violations. In that same vyear,
accounting cases settled for an average of $20.7 million.”

B. Recent SEC Rulemaking May Give Rise to Yet Another Generation of
Enforcement Inquiries Directed to the Conduct of Audit Committees, and
Companies Rdationshipswith Their Outside Auditors

Besides the new emphasis within the Enforcement Division on combatting
financial fraud, the Commisson also has promulgated new rules and
regulations designed to impose greater accountability on audit committees of
public companies, and to insure the independence of outside auditors. While
this topic is beyond the scope of this paper, these rules are important to
defense counsal, since they may define the standards of conduct by which the
Commisson will judge whether, in addition to punishing a company for
accounting manipulations, it should also punish the members of the audit

6 See, e.g., "SEC Goes Criminal on Fraud", Nationa Law Journal
(May 1, 2001) (reporting on the SEC's efforts to cooperatw with U.S.
Attorneys nationwide)

! PricewaterhouseCoopers LLP 2000 Securities Litigation Study
(June 2001).
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committee for inadequate supervison of the company's accounting policies
and practices. Chief among these new rules are the new rules on audit
committees announced in December 19992 In addition, effective November
15, 2000, the Commission adopted new auditor independence rules, which
include certain required disclosures and procedures to be followed by audit
committees in assessing the independence of the outside auditors® Defense
lawyers will be watching the implementation d these new rules closdly, and
monitoring the degree to which the Commission invokes them as a bass for
future enforcement activity.

C. New Staff Accounting Bulletins May I|mpose Heightened Materiality
Standards on Public Companies, and Tighter Revenue Recognition Policies
and Practices

In the last two years, the Commission's accounting staff also has been
active, and promulgated several important accounting bulletins that are
viewed by many practitioners as "raisng the bar" on public companies in
their efforts to comply with GAAP, and to satisfy increasingly pointed
inquiries by the outsde auditors in connection with quarterly reviews, which
traditionally had been subjected to only limited reviews. Among the new
accounting pronouncementsthat are most noteworthy are:

SAB No. 99—Materiality
SAB No. 100—Restructuring and I mpairment Charges
SAB No. 101—Revenue Recognition

Besides these SEC pronouncements, the AICPA also has issued new
accounting guiddines that will have an impact on public companies that fail
to book adjustments to their financial statements recommended by ther

auditors. Previoudy, many companies would deem these proposed

8 SEA Release No. 34-42266, 17 CFR Parts 210, 228, 229, 240.

° SEA Release N0s.33-7919, 34-43602, 35-27299, |C-24744, | A -
1911, and FR-56. Asan example of recent SEC enforcement activity
challenging auditors' independence, see In the Matter of Arthur Andersen
LLP, SEA Release No. 44444 (June 19, 2001) (imposing sanctions on

AA in connection with its audit of Waste Management).
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adjustments to be immaterial, according to a quantitative "rule of thumb"
that amounts below approximately 5% of earnings were too small to require
booking. Both SAB No. 99 and recent guidance from the AICPA do away
with this notion of quantitative materiality. As well the AICPA now requires
that management must provide the auditors with a written representation that
any "passed adjustments' (i.e, those not booked) are not material under
SAB No. 99—a requirement that will put enormous pressure on management
to make theright accounting call.

In light of these perilsand pitfalls, it isimportant, perhaps, first to
review basic aspects of SEC investigations, and the typical remedies imposed
in SEC enforcement actions. Thispaper also will look at selected recent
enfor cement actionsinvolving " high profile" restatementsand other alleged
financial irregularities. Wethen will offer some practical advice on dealing
with SEC investigations.

SEC INVESTIGATIONS

A. What Promptsan SEC Inquiry

Nothing morethan official curiosty isrequired for the SEC to
start an investigation. Thisisnot to say, however, the investigations are
started for noreason. Usually some event promptsthe SEC to begin an
inquiry. Examples of areaswhich may lead to investigations are the
following:

1 Review of periodic filings and registrations statements
by the Division of Corporation Finance.

2. Review of Forms 8-K. The SEC reviewsevery Form 8-
K dealing with adver se events and with changesin auditors.

3. Referrals from the stock exchanges. Sometimesthe
NASD, the NY SE or AMEX has begun an informal investigation, found
troubling facts, and refersthe matter to the SEC for morerigorous
investigation.

4, Newspaper and other media reports.
9



5. Disgruntled investors and market professonals
frequently complain to the SEC. Sometimesthese complaints come from
professional short-sellers.

6. Anonymous informants or disgruntled employees.
Many of the SEC's cases start with an anonymoustip from an unknown
person, frequently an employee of the company who is dissatisfied with the
manner in which management is accounting for its assets.

7. Competitors. On occasion, corporations believe that
they are competing against a company which has been falsdly stating its
performance. They may complain to the SEC.

8. Plaintiff'sLawyers. It isnot unusual for the plaintiffsin
private civil actionsto assert that the SEC should get involved in the same
iIssues which arethe subject of itslawsuit.

Whilethe SEC staff attemptsto view complaints madeto it
with appropriate skepticism, many of these complaints are taken serioudy
and on occasion are proven to be wdl founded.

B. Types of SEC | nvestigations.

1. Informal I nquiries.

a. Frequently, SEC investigations begin with a
request for informal cooperation by corporation in providing information to
the SEC staff. While a corporation and its employees are under no obligation
to comply with such arequest, it isusually in the company'sinterest to do so.
Firg, voluntary cooper ation will put the company in the best light in the
consider ation of theissues posed by the investigation. Secondly, voluntary
cooper ation may encour age the SEC staff not to seek aformal order of
private investigation and may possibly reduce the company'srequirement to
disclosetheinvestigation in its periodic filings. Third, voluntary cooperation
givestheissuer some greater degree of control over the scope of the
investigation.
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b. In addition, and as mor e fully discussed below,
cooper ation may enable the company to make an earlier presentation to the
staff with regard to the underlying basisfor itsdecisons.

2. Formal | nvestigations.

a. The securities laws permit the SEC to issue
subpoenae to compe the production of documents by company or by
individuals and to compel withessesto appear and to testify under oath in
connection with investigations of possible violations of the federal securities
laws. The commissionersdo not, of course, conduct these investigations
themselves. Thus, they delegate their authority to issue subpoenaeto
identified members of the staff. This delegation isaccomplished by the
issuance of a " formal order of private investigation" which recitesthe factual
predicate for issuing the order, the statutory sections which may have been
violated, and which authorizes designated Commission employeesto issue
subpoenae and compel witnessesto appear under oath.

A formal order isnot afinding of afact nor aform of
adjudication. Itisakin toacorporateboard resolution. Nevertheless, itisa
document which asserts the possibility of a violation of law by theissuer, and
it may include within its scope a wide variety of persons.

b. Typically, SEC investigations commence with a
broad request for the production of documents covering an arbitrarily
selected time period. Thisrequest can be narrowed by negotiation in order to
prevent an undue burden and the production of irrelevant documents.

C. Once documents ar e collected, if the SEC staff
continuesto have questions, it will frequently call witnessesto appear to
testify regarding the mattersat issue. In afinancial disclosure case, witnesses
from a company usually includeits controller, its chief financial officer and
other accounting and finance personndl.

d. Because financial disclosure investigations
frequently turn on the treatment of transactions between theissuer and third
parties, the SEC will likely issue subpoenae to other relevant persons.
Depending upon the natur e of the case, these may include the following:
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Q) The company's independent auditors;
2 customers, vendors, and suppliers:
3 businessor strategic partners, and
(4) financial analysts.

e. The SEC takesthe position that it isnot required
to give the company notice of the per sonsto whom the subpoenae are issued;
thus, one of the frequent side effects of an SEC investigation isthefact that it
will cause per sons with whom the company does businessto recelve a
surprise subpoena in the investigation, with concomitant effects upon the
company's reputation and businessreationships.

3. Concluding | nvestigations.

After gathering documents and taking testimony, the staff
typically makes a collabor ative decision asto whether or not a particular
company or individual should be charged with a violation of the federal
securities laws, which laws are believed to have been violated and the nature
of therelief to be sought. In virtually every case other than those requiring
emergency relief, the staff will contact counsel for the prospective defendant
and advise counsdl of its conclusion and, in summary form, the basisfor the
conclusion. Counsd and the individual then have an opportunity to meet
with the staff to discuss the basisfor its conclusions, attempt to persuade the
staff that the basisis not appropriate, and to submit a brief, usually called a
"Wels' submission, which setsforth thereasons of fact or law asto why an
enfor cement action may not be appropriate.

The ultimate decision of whether or not to ingtitute an
enfor cement proceeding isthe Commission's, based upon the staff's
recommendation. That recommendation isusually a collabor ative one.
Thus, in afinancial disclosure case, attorneys from the SEC's Division of
Enforcement will typically solicit the views of the Office of the Chief
Accountant, the Division of Corporation Finance, and all recommendations
arereviewed for consstency and for compliance with Commission policy and
statute by the Office of the General Counsel.

12



Meetings with and Wells submissionsto the staff are frequently
fruitful. Often times, the staff will not be awar e of significant facts known to
counsel or to theissuer which may changeitsrecommendation. Moreover,
even if therecommendation itself isnot ultimately changed, counsdl and the
issuer may be successful in persuading the staff that some defendants should
be excluded altogether or that the number of charges should bereduced.

If this process of discussion isunsuccessful, then the staff will
send itsrecommendation, which isin the form of a memorandum together
with the Wells submission of the proposed defendant, to the Commissioners
for their decison. The Commissioners meet in a closed meeting, which is
open to the staff but not open to the public or to the prospective defendants,
to determine whether or not an enforcement action should be commenced.
Oncethat decison ismade, counsel isusually advised of that decision and
afforded a brief opportunity within which to determine whether to negotiate
aresolution of the case or to contest it.

Most SEC enforcement proceedings ar e resolved by negotiation
and by settlement. Thereare several reasonsfor thisresult. First, an
adversefinding in ajudicial proceeding against a respondent in a case
brought by the SEC may be held to be binding on the company in connection
with all other litigation dealing with the same matter. Sincetheissuesin SEC
investigations ar e often the same asthosein private actions, this could have a
significant effect on a company'sliability for damages. Second, litigation
against the gover nment can be an expensive and time consuming burden,
bath in out-of-pocket costs and in distraction of management from business
efforts. Therefore, business consider ations may dictate a resolution with the
government rather than litigation. Third, the SEC, like other gover nment
agencies, is dependent upon its ability to resolve cases without litigation in
order to maximizeits enforcement resources. Therefore, in many cases, the
government is prepared to offer lessthan thefull reief it could conceivably
obtain in order to settle a case without litigation.

SEC ENFORCEMENT PROCEEDINGS

If the Staff believesthat securities law violations have occurred, they will
recommend to the Commission that an enforcement action be brought,
following the process described above. |f approved, the Staff will be

13



authorized to commence an efor cement action, usually in a federal district
court.
A. Remedies

1. Civil I njunctions

The SEC may obtain a civil injunction prohibiting any person
or corporation from future violations of the federal securitieslaws based
upon a showing that the person or enterprise hasviolated or isabout to
violate the federal securitieslaws. Injunctionsareissued by afederal district
judge after commencement of a lawsuit by the SEC and atrial pursuant to
the Federal Rulesof Civil Procedure. The standard for issuing an injunction
requiresthat the SEC show areasonable likelihood of future violations.
Courtsusually look to four factors:

a. The nature of the conduct;
b. The degree of scienter (bad intent) involved;

C. The defendant’s ability to violate the lawin the
future; and

d. The degreeto which the defendant has
recognized the wrongfulness of his conduct.

2. Ancillary Relief

Even if a court does not issue an injunction prohibiting future
violations of the law, it may award the SEC " ancillary” relief. Common
formsof ancillary rdief include:

a. Disgorgement. The SEC will frequently seek to
have the defendant " disgorge" or repay money obtained asa result of alleged
violations of the federal securitieslaws. Such improper gains may include,
for example, profitsfrom alleged insder trading; proceeds obtained from
allegedly illegal securities distributions; bonuses based upon allegedly
improperly recognized revenues, and assetsthat were allegedly
misappropriated. The SEC will seek prejudgment interest on these sums.
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b. Corrective Disclosure. The SEC may also seek
an order requiring that theissuer restate previoudy issued annual or
quarterly financial statementsto correct alleged accounting errorsor to
correct other previoudy filed 10K's, 10Q's or disclosure documents.

C. Corporate Governance. On occasion, the SEC
will seek an order requiring a structural change in a business, such asthe
adoption of internal controls, the establishment of an audit or other
committees, or, in extreme cases, the appointment of arecelver to take
control of the enterprise.

d. Civil Money Penalties. Asaresult of the 1990
Securities Law Enforcement and Penny Stock Reform Act, the SEC also has
the authority to obtain civil money penalties from issuers of securities and
per sons associated with issuers. The amountswhich the SEC can obtain are
based upon the nature of the violation and whether or not the defendant isan
individual or a organization.

3. Bar Upon Service as an Officer or Director

The 1990 Remedies Act also permitted the SEC to obtain an
order from adigrict court prohibiting an individual from servingin the
futureasan officer or director of a public company. Such ordersrequirea
showing of egregious misconduct and are generally been sought in
arcumstances wher e the individual has misappropriated cor por ate assets.

B. Administrative Remedies

1 Cease and Desist Orders. Prior to 1990, the SEC had
relatively little jurisdiction in administrative proceedings over public
companies and their officers. In 1990, as part of the Remedies Act, Congress
gave the SEC the authority to seek cease and desist ordersagainst public
companies and their officers. The Remedies Act authorizesthe SEC to issue
itsown order against per sonswho have violated the securitieslaws " a cause"
of another personsviolation. For example, the cease and desist order may
compd an issuer to stateitsfinancial reportsin accordance with GAAP and
forbid the CFO from being a" cause" of theissuer'sviolation. Since 1990,
hundreds of cease and desist orders have been issued. The SEC contendsthat
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it may obtain an order upon alesser showing that a " reasonable likelihood of
futureviolation" aswasrequired for civil injunctions.

a. Cease and desist proceedings aretried before an
administrative law judge, a full-time Commission employee, with a right of
appeal to the Commission and from thereto the United States Court of
Appeals. Thus, thetrial isentirely an "in-house" proceeding with far more
restricted rights of discovery and of appeal than in a standard civil trial.

b. Disgorgement. The SEC may also issue orders
compelling disgorgement of ill-gotten gainsand ancillary relief in
administrative proceedings. It may not, however, obtain a civil order
requiring the payment of a civil money penalty from an issuer or person
affiliated with an issuer.

2. Professional Discipline.

a. In addition to injunctive actions and
administrative proceedings seeking a cease and desist order, the SEC may
also take action against professionals. These actionsarise under the Rule
102(e) of the SEC's Rules of Practice, and which permitsthe Commission to
limit the ability of a professonal who has engaged in improper professional
conduct or who hasviolated the federal securitieslawsto practice and appear
before the Commission.

b. Rule 102(e) proceedings clearly extend to outside
professionals, such asaccountants and lawyers. Rule 102(e) proceedingsin
this context commonly deal with the question of whether previoudy issued
financial statementswere audited in accordance with generally accepted
auditing standards or whether professionals, such aslawyers, violated the
federal securitieslawsin connection with the preparation of prospectuses,
registration statementsor other disclosure documents.

D The Commission takesthe position that
practice before the Commission includes advice by a lawyer on the
application of the federal securitieslaws.
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(2 The Commission has also taken the
position that Rule 102(e) extends to inside management professionalswithin a
cor por ation, such as chief financial officers, controllersand in-house counsel.
Thus, an order prohibiting a professonal from practicing and appearing
before the commission may preclude a professional from assisting in the
preparation of financial statementsto be filed with the Commission, even if
the professional isnot associated with an outside firm.

3 Rule 102(a) proceedings are also decided
by administrative law judges.

C. Criminal Cases

The SEC does not have independent authority to prosecute
criminal cases. On the other hand, any willful violation of the federal
securities laws can be prosecuted asa crime. Because of thelargedollars
often involved, securities offenses are popular among federal criminal
prosecutors. Thus, the SEC has a close working relationship with federal
prosecutor s and frequently refers mor e egregious violations of the federal
securities lawsto them.

1 I'n addition to securities law offenses, prosecutors
frequently will char ge the following:

a. Mail and wire fraud;

b. False statements to the gover nment, such asthose
contained in SEC filings, under 18 U.S.C. § 1001;

C. Money laundering; and
d. RICO cases.

2. The most commonly prosecuted areas of securitieslaws
violationsareinsder trading, financial fraud, unregistered securities
offerings. While not always pursued for garden variety financial disclosure
cases, criminal prosecutions ar e frequent wher e ther e has been wide-spread
misappropriation of assetsor the sale of stock by insderswho know that the
financial statementsarefalse.

17



L egal Bases For Enfor cement Actions And Penalties | nvolving Accounting
Fraud

1 Enfor cement actionsinvolving accounting disputes or
financial statement manipulations almost alwaysinvolve one or both of three
types of conduct:

a. causing accounting improprietiesthat render a
company'sfinancial statementsfalse and mideading (and thereby also
rendering public statements by the company to the investment community
false and mideading);

b. failing to implement an adequate system of
inter nal accounting controls, and

C. making false and mideading statements the
company and/or its officersto the company'sindependent auditor.

2. The Commission hasa variety of statutory and/or
regulatory weapons in its arsenal which frequently areinvoked in
enforcement actions involving accounting issues.

a. Section 10(b) of the Securities Exchange Act of
1934 (" Exchange Act" ) and Rule 10b-5 promulgated thereunder prohibit any
person from knowingly or recklesdy making any material misstatement or
omission in connection with the purchase or sale of securitiesregistered
under Section 12 of the Exchange Act.

b. Section 17(a) of the Securities Act of 1933
(" Securities Act") prohibitsthe use of any " device, scheme, or artificeto
defraud” in the offer or sale of any securities (Section 17(a)(1)), aswell asany
" untrue statement of material fact or any omission to state a material fact
necessary in order to make the statements made, in thelight of the
circumstances under which they were made, not mideading” (Section
17(a)(2), (3)). Scienter isan element only of claims based on the " device,
scheme, or artifice to defraud language of Section 17(a)(1), and isnot a
required element of claims brought under other provisions of Sections
17(a)(2) and 17(a)(3).

18



C. Section 13(b)(2)(A) of the Exchange Act requires
that each issuer of securitiesregistered pursuant to Section 12 of the
Exchange Act make and keep books, records, and accountsthat accurately
and fairly reflect the dispositions of its assets.

d. Section 13(b)(2)(B) of the Exchange Act requires
that each issuer of securitiesregistered pursuant to Section 12 of the
Exchange Act to devise and maintain a system of sufficient internal
accounting controls.

e. Section 13(b)(5) of the Exchange Act prohibits
any person from knowingly circumventing or knowingly failing to implement
a system of internal accounting controlsor knowingly falsifying any book,
record or account.

f. Rule 13b2-1, promulgated under Section 13(b)(5)
of the Exchange Act, prohibits any person, whether directly or indirectly,
from falsfying or causing to be falsified any book, record or account.

g. Rule 13b2-2, promulgated under Section 13(b)(5)
of the Exchange Act, statesthat " [n]o director or officer of an issuer shall . ..
[m]ake or causeto be made a materially false or mideading statement, or
[o]mit to state, or cause another person to omit to state, any material face
necessary in order to make statements made, in the light of the circumstances
in which they were made, not mideading to an accountant in connection with
(1) any audit or examination of the financial statementsof theissuer .. . or
(2) the preparation or filing of any document or report required to befiled
with the Commission. . . ."

h. Section 20(a) of the Exchange Act states that
" [e]very person who, directly or indirectly controls any person liable under
any provision of [the Exchange Act] . . . shall also beliablejointly and
severally with . . . such controlled person, unless the controlling person acted
in good faith. ..." Thisprovision generally has been interpreted to mean
that a " controlling person,” such asa senior cor porate executive, can be
liable for violations committed by subordinates either wherethe controlling
person caused the subor dinate to commit the violation or knew of the
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subordinate's propensity to violate the securities laws and failed to take
reasonable stepsto prevent future violations by that subordinate.

I Section 21C of the Exchange Act prohibits any
person from causing a violation of any other provision of the Exchange Act to
occur. Under Section 21C, a person isa cause of a violation of the provisions
of the Exchange Act if the violation occur s because of an action or omission
that the person knew or should have known would contributeto such a
violation.

j. Rule 12b-20 requiresthat, " [i]n addition to the
information expressly required to beincluded in a statement or report, there
shall be added such further material information, if any, as may be necessary
to makethe required statements, in the light of the circumstances under they
are made, not mideading.”

3. Penaltiesfor violations of one or mor e of these sections
frequently include:

a. civil and criminal finesand penalties;

b. injunctions and/or cease and desist orders
against future violations of the securities laws;

C. ordersrequiring theissuer to restateitsfinancial
statements;

d. ordersbarring individualsfrom serving asan
officer or director of any company whose securitiesaretraded over a
national securities exchange; and

e. ordersbarring individualsfrom serving asan
accountant beforethe Commission (that is, barring an accountant from
serving in any position requiring that person to makeor certify statements by
a corporation or accounting firm to the Commisson).
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V. RECENT SEC ENFORCEMENT ACTIONS

Following arejust a few of the recent high profile financial fraud cases
launched by the Commission in thelast two years. In the Appendix, we set
forth anumber of additional cases involving accounting fraud claims against
technology companiesin recent years.

A. Livent, Inc. Admin. Proc. No. 3-9806, January 13, 1999

Between fiscal year 1990 through thefirst quarter of 1998, for mer
senior management of Livent allegedly engaged in a complex accounting
fraud scheme designed to misappropriate fundsfor their own use, disguise
production costs of certain theatrical productions, and inflate revenue. Fund
misappropriation allegedly was achieved through the payment of inflated
invoice amounts for servicesrendered to Livent, with the overpaid amounts
then returned in substantial part to members of Livent's management.

Livent management inflated revenue by transferring production costs
for certain theatrical performancesinto fixed-asset accounts, increasing the
time frame over which those costs wer e expensed. Livent management
augmented thisprocess at the end of each fiscal quarter by removing certain
expenses and liabilities from the company's books. Further, Livent entered
into a series of licensing transactions that essentially obligated Livent to
return all moniespaid. In order to conceal their activities, Livent
management routingly lied to the company's auditors, providing them with
falsified records.

In August 1998, new membersof Livent's senior management
discovered the existence of certain side lettersrelating to licensing
transactions. A rapidly-conducted investigation uncover ed additional
evidence of accounting irregularities, and on August 10, 1998, Livent
disclosed the accounting irregularitiesto the public, the SEC, NASDAQ, and
the Toronto Stock Exchange. Following a more-thorough investigation,
Livent issued restated financial statementson November 18, 1998.

Therestated financial reportsreduced net incomefor the covered
period by over $98 million (Cdn). Livent'sstock dropped 95 percent in post-
restatement trading, resulting in a market-value loss of $100 million (US).
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An SEC investigation followed Livent'srestatement. Livent settled
the Commission's claims by agreeing to a cease-and-desist order. The SEC
filed a civil action against former Livent Chairman and CEO Garth
Drabinski, seeking a cease-and-desist order, assessment of monetary
penalties, and a permanent bar againgt serving as an officer of a public
company. TheU.S. Attorney also filed a criminal action against Drabinski,
alleging 16 felony violations of securitieslaws. Identical actions were brought
against Myron Gottlieb, the company'sformer President.

Gordon Eckstein, Livent'sformer Senior Vice President of Finance
and Administration, and Maria Messina, Livent's Chief Financial Officer,
settled the SEC's claims against them by agreeing to cease-and-desist orders,
and both pleaded guilty to one count of felony violation of the securitieslaws.
Former Livent General Counsel Jerald Banks entered into a cease-and-desist
agreement and paid a $25,000 fine.

B. Informix Corp., Admin. Proc. No. 3-10130, January 11, 2000

Between fiscal years 1994 through 1996, and the first quarter of 1997,
employees of Infor mix, including salesper sons and member s of management,
allegedly engaged in a series of fraudulent activities designed to inflate the
company'searningsin order to meet analysts expectations.

Attempting to recognize revenue within a given quarter, Infor mix
employees wer e allegedly to have routinely backdated software licensing
agreements, despite the fact that those agreements were not signed until the
following quarter. Informix employees also allegedly entered into side
agreements with software resellersthat negated a substantial amount of the
revenue for Informix's softwar e licenses. On occasion, | nformix employees
allegedly paid resdllersfictitious consulting or licensing fees, which would
then bereturned to Informix as payment for software licenses.

The SEC alleged that asit became increasingly difficult to meet
analysts' expectations, Informix’'sreliance on side lettersincreased, and
Informix employees continued to improperly booked the revenue from these
sales. Additionally, according to the Commission, Informix employees
improperly recognized revenue from a variety of other questionable
transactions. Informix's periodic financial reports between fiscal years 1994
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through 1996, and thefirst quarter of 1997, werefalsely inflated dueto these
alleged accounting improprieties.

On March 31, 1997, Infor mix filed its Form 10-K for 1996, which
included disclosures concer ning some of theimproper salestransactions. The
following day, Informix announced that revenuesfor thefirst quarter of 1997
would be $59 million to $74 million below revenuesfor the same quarter of
1996. Thisannouncement caused a substantial drop in Informix stock price,
resulting in adrop in market capitalization from $2.3 billion to $1.5 billion.
Acting on atip from a former employee, | nformix began an investigation into
some 20 suspect transactions. Informix management allegedly attempted to
limit the scope of the inquiry in an attempt to prevent arestatement. Their
attempts wer e unavailing, accor ding to the Commission, and on November
18, 1997, Informix restated itsfinancial statementsfor fiscal years 1994
through 1996.

Thefollowing day, Informix restated itsfinancial statementsfor each
interim quarter of 1996 and thefirst quarter of 1997. Therestatements
identified $114 million of accounting irregularities, mostly involving resellers.
Dueto the pervasiveness of resdller irregularities, Informix and itsauditors
determined that all such transactionsfor the three-year period ended 1996
should be restated to defer revenuerecognition until the softwarewasresold
to end-users.

Informix'srestated financial figuresreduced net income for the
covered period by approximately $236 million. Informix's stock price
dropped 60 percent in post-restatement trading, leading to a market-value
loss of over $1.5 billion.

Following I nfor mix'srestatement, the SEC conducted an investigation
into the accounting irregularities. Informix entered into a cease-and-desist
order with the SEC, and agreed to provide the SEC with requested
information regarding the suspect transactions.

The SEC filed a separate civil action against former Informix Vice
President Walter Konigseder, charging him with directing Informix's
revenue over statements. The U.S. Attorney also filed a criminal action
againgt Konigseder, charging him with wire fraud and criminal securities
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violations. On May 23, 2001, the Commission obtained a default judgment
and permanent injunction against further violations of the Exchange Act
after Konigseder, a German national, failed to respond to the SEC's
complaint. Thecriminal action against Konigseder hasyet to be resolved.
The SEC'sinvestigation asto other unnamed individuals and entitiesis
continuing.®

C. Cendant (formerly CUC), Admin. Proc. No. 3-10225, June 14, 2000

During atweve-year period, certain membersof CUC's senior and
middle management engaged in a complex scheme to inflate the company’s
oper ating income, with the goal of always meeting Wall Street analysts
ear nings expectations. Beginning in the mid-1980s, CUC management would,
at the end of each fiscal quarter, compar e the company's actual financial
resultswith analysts expectations. If the actual resultsfell short of
expectations, management directed mid-level financial reporting managersto
add whatever amounts wer e necessary to raiseresultsto the expected levels.
These transactions wer e maintained independently from CUC's accounting
records, and wer e used asthe basisfor consolidated financial reports.

Asthedifference between actual and reported revenues grew, CUC
management turned to manipulating recognition of the company'srevenues
toincreasereported earnings. This practice was augmented by the improper
maintenance of inadequate balancesin two sales-related liability accounts. In
addition to under stating liabilities from certain sales, CUC management
would occasionally rever sethese liability accounts directly into revenue.

AsCUC'ssalesgrew, it became increasingly difficult to manufacture
the necessary increasesin revenueto meet previousyears levelsand
expectations. In the mid-1990s, CUC began a series of mergersand
acquidgtions, providing management with the opportunity to tap reserves
associated with these transactionsin order to further inflate revenues.
Reserves associated with any given transaction wereartificially inflated
without regard to actual liabilities, and CUC management subsequently
reversed these reservesinto income at the end of thefiscal year.

10 One of the former officers of Informix is represented by the

author in connection with the Commission's on-going investigation.
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Additionally, in fiscal years 1996 and 1997, CUC management inflated
income by ignoring the impairment of certain CUC assets.

The CUC management scheme was eventually uncover ed following
CUC'smerger with HFS Incorporated. Managemert of the surviving
company (Cendant) discovered thefraud in April 1998. Cendant announced
the need for restatement of financial reportson April 15, 1998. In thethree
days following the April 15, 1998 announcement, Cedant lost over $11 billion
in market value.

Predictably, the SEC responded vigoroudy to Cendant's
announcement. Cendant entered into a cease-and-desist agreement with the
SEC. The Commission brought civil actions against former CUC CEO
Forbes and former CUC President and COO Shdton, seeking cease-and-
desist orders, disgorgement, civil money penalties, and permanent bars
against either person serving as officers of public company.

Criminal actions were commenced against CUC'sformer CFO
Corigliano, former Controller Pember, and former Vice President of
Accounting. All three pled guilty to wirefraud and conspiracy to commit
wirefraud. Sabatino also entered into a cease-and-desist agreement with the
Commission, aswell asa permanent bar against hisacting as an officer or
director of a public company. In February 2001, the Grand Jury also
indicted the top two officers of Cendant, Walter Forbesand Kirk Shelton ,
the CEO and COO repsectively.

Mid-level financial reporting manager s wer e subject to cease-and-
desist orders, disgorgement of any ill-gotten gains, payment of civil penalties
in the $35,000-40,000 range, and a minimum five-year ban against appearing
before the Commission as an accountant.

SEC actions against lower-level financial reporting CUC employees
generally involved cease-and-desist agreements, three-year banson
appearing before the Commission as an accountant, and payment of a
$25,000 civil penalty.
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D. Boston Scientific, Admin. Proc. No. 3-10272, Auqust 21, 2000

During fiscal years 1997 and 1998, Boston Japan (a wholly-owned
subsidiary of Boston Scientific), recognized over $75 million dollars of
revenue from fraudulent sales. Boston Japan sales manager s recor ded false
salesto digtributors, and shipped the " sold" goodsto leased commercial
war ehouses. The sales managers concealed these false sales from Boston
Japan management, and then "resold" the same goodsto other distributors.
The sales manager s also colluded with distributorson certain transactions,
booking revenue upon shipment of goods, with the under standing that these
goodswould eventually bereturned to Boston Japan. Theseimproper
revenues wer eincluded in Boston Scientific's period financial filingsfor all of
1997 and thefirst three quarters of 1998.

Boston Scientific discovered the false sales activities at Boston Japan
in thefall of 1998, after a new management information system uncovered
cash flow problems and a high rate of returnsat Boston Japan. A subsequent
outside audit by Boston Scientific confirmed the fraudulent nature of these
transactions. On February 23, 1999, after determining extent of the fraud,
Boston Scientific restated itsfinancial resultsfor all of 1997 and the first
three quartersof 1998. In thethree-day period following the restatement,
Boston Scientific lost $1.7 billionin market value.

Following the restatement and disclosure of the fraudulent sales, the
SEC conducted an investigation into Boston Scientific's accounting
procedures. The Commission concluded that Boston Scientific failed to
maintain accurate books and records, and failed to maintain an adequate
system of internal accounting controls. Boston Scientific agreed to a cease-
and-desist order, and the SEC declined to seek additional penalties against
the company or itsofficers.

Of the cases summarized here, Boston Scientificistheonly casein
which senior management was not sued. Therestatement was prompted by
the discovery that managers at that company's Japanese subsidiary had
recognized revenue from a significant number of fraudulent transactions.
Therestatement resulted in a $1.7 billion lossin market value. Despitethis
sizable amount, and the SEC's conclusion that inadequate inter nal
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accounting controls prevented timely discovery of the false sales, the
Commission was satisfied with a cease-and-desist order against the Company
only.

E. McKesson HBOC, Inc., 126 F.Supp.2d 1248, Sept. 28, 2000

In October 1998, M cK esson announced a pending merger with HBO
& Company (HBOC), a healthcar e softwar e company. In November 1998,
M cK esson registered sharesfor the combined company, M cK esson-HBOC,
with the SEC. Aspart of theregistration process, M cK esson filed a
registration statement that included information from HBOC' sfinancial
statements. On November 27, 1998, the two companies solicited proxies
through a joint proxy statement and prospectusin order to obtain the
necessary shareholder approval to consummatethemerger. Thisjoint
prospectus contained the same HBOC financial information included in
McKesson's SEC registration statement. Shareholder approval was
obtained, and the merger was effectuated on January 12, 1999, at which time
the M cK esson-HBOC stock traded at $89.50 per share.

On April 27, 1999, M cK esson-HBOC announced the discovery of
more than $42 million in improper ly-recognized revenue that needed to be
reversed. Theseaccounting errors, all originating from HBOC, involved the
improper booking of contingent salestransactions. Certain HBOC executives
concealed contingencies in softwar e sales contractsin side letters, which were
hidden from HBOC'’ s accounting staff. Certain transactions wer e backdated,
to allow them to be booked within the preceding fiscal quarter. Additionally,
these HBOC executives made fraudulent journal entriesdesigned to
under state expenses and inflate HBOC' s net income.

At thetime of the April 27, 1999, announcement, M cK esson-HBOC
disclosed a pending audit, and the possibility that other improperly booked
contingent sales might be discovered. Within 24 hours of thisdisclosure,

M cK esson-HBOC stock dropped from the previous day’s close of $65.75 to
$35.50, resulting in aloss of $9 billion dollarsin market value.

On July 14, 1999, M cK esson-HBOC issued a pressrelease detailing
the audit’sresults. Disclosed were over $327 million in improperly-recor ded
transactions, of which at least $50 million were not likely to become
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recognizable sales. M cKesson-HBOC then filed restated financial statements
with the SEC on July 16, 1999.

In October of 2000, the SEC commenced civil actions against two
former HBOC executives who participated in theimproper revenue
recognition. The Commission charged HBOC’s Co-Presidents and Co-CFOs
Jay Gilberston and Albert Bergnozi with directing in the above-described
fraudulent activities, aswell asunjustly enriching themselves with bonuses
tied to HBOC'sfinancial performance, and sales of HBOC stock at prices
inflated by their fraud. The Commission is seeking cease-and-desist orders,
disgor gement, possible civil monetary penalties, and permanent bar s against
either person serving asan officer of a public company. Criminal actions
also have been commenced. Asof thiswriting, these civil and criminal
actions have not been resolved.

Concurrent with thefiling of actions against Gilber son and Bergnozi,
the SEC settled its complaint with HBOC’s Vice President of Enterprise
Sales Dominick DeRosa, who agreed to a per manent injunction against
future violations of SEC regulations and the disgor gement of $361,528 in ill-
gotten gains, aswell asa civil penalty of $50,000. DeRosa also agreed to be
barred from serving as an officer or director of a public company for five
years.

F. MicroStrategy, Admin. Pro. No. 3-10388, Dec. 14, 2000

MicroStrategy began operationsin 1989, providing software
consulting services and custom-designed database management software. As
the company's business matured, MicroStrategy began concentrating on the
development and sale of data-mining and decison-support software.

By 1996, softwar e license sales made up the majority of
MicroStrategy’ srevenue. MicroStrategy licensed its softwar e through its
salesdepartment, resdlers, and original equipment manufactures. Overall,
MicroStrategy’srevenues derived from three sources: 1) product licenses; 2)
maintenance and technical support fees; and 3) consulting services.

MicroStrategy went public in June 1998. Soon after its1PO,
MicroStrategy entered into a series of larger and more complex transactions
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involving softwar e sales and softwar e development and consulting services.
By the end of 1998, MicroStrategy began to develop an infor mation network
(Strategy.com), designed to provide personalized news, weather, traffic, and
financial information to subscribers.

During the development and licensing of Strategy.com, MicroStrategy
improperly recognized revenue from certain types of softwar e sales.
MicroStrategy delayed signing of several softwarelicensing arrangementsin
order to apportion revenue between fiscal quarters. Additionally,
MicroStrategy improperly booked revenue from complex service agreements
when these agreements were entered into, rather than recognize revenue as
the services were provided.

On March 20, 2000, MicroStrategy announced that it would restate its
reported financial resultsfor fiscal years 1998 and 1999. Therestated results,
which eventually included fiscal year 1997, reduced revenues by almost $66
million. In the weeksfollowing the March 20 announcement and the
subsequent restatement of fiscal year 1997, MicroStrategy’s stock dropped
from a high of $333 per shareto $33 per share. Overall, the restatements
resulted in an overall market loss of over $11 billion.

In the wake of the restatements and the precipitousdrop in
MicroStrategy’s stock price, the SEC conducted an investigation into the
company’s accounting procedures. MicroStrategy entered into a cease-and-
desist agreement with the SEC, and agreed to establish several internal
accounting provisions designed to prevent future violations.

MicroStrategy'stop three officers, Michael Saylor, co-founder and
CEO; Sanjeev Bansal, co-founder and COO; and Michad Lynch, former
CFO; agreed to cease-and-desist orders, disgorgement totaling $10 million,
and the payment of $350,000 each in civil penalties. Antoinette Parsons,
MicroStrategy's Controller, Director of Finance and Accounting, and Vice
President of Finance, entered into a cease-and-desist order, asdid her
subor dinate accounting manager Stacy Hamm.
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G. Sunbeam Corp., Admin. Proc. No. 3-10481, May 15, 2001

From the last quarter of fiscal 1996 until June 1998, Sunbeam senior
management engaged in fraudulent accounting practices designed to create
theilluson of a successful restructuring of that company. Sunbeam
management sought to inflate the company's stock price and improveits
value as an acquisition tar get.

To achieve that end, management improperly created $35 million in
restructuring reserves as part of a 1996 restructuring. Thesereserveswere
then reversed into income the following year. 1n 1997, Sunbeam
management booked revenue from guar anteed sales, improper " bill and
hold" sales, undisclosed acceleration of sales, and other fraudulent practices.

Unableto find an acquirer by the end of 1997, and faced with a
deteriorating financial condition, Sunbeam management increased the use of
improper accounting practices. Sunbeam recognized revenue from
additional accelerated sales, deleted certain cor porate recordsto conceal
pending mer chandise returns, and misrepresented Sunbeam's performance
and future prospectsto the public, financial analysts, and lenders.

Negative statements about the company's sales practices promoted
Sunbeam's Board of Directorsto begin an internal investigation in June 1998.
Theinvestigation resulted in the termination of Sunbeam's CEO Al Dunlap,
CFO Russdl Kersh, and other members of senior management. Sunbeam
then issued revised financial statementsfor the fourth quarter of 1996
through thefirst quarter of 1998, reducing fiscal 1997'sreported income by
50 percent. After therestatement'sreease, Sunbeam's stock fell from a
March 1998 high of $52 to approximately $7.

An SEC investigation resulted in Sunbeam entering into a cease-and-
desist order. The Commission hasfiled a civil action against both Dunlap
and Kersh, seeking a permanent injunction againgt further violation of the
securitieslaws, and a permanent bar against either person serving asan
officer of a public corporation. The SEC settled an administrative action
against former Executive Vice President, General Counsel, and Secretary
David Fannin, who agreed to a cease-and-desist order. The Commission also
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has sued one of the outside audit partnersof Sunbeam from Arthur
Andersen.

H. In the Matter of Waste Management Inc., SEA Release No. 34-42968,
June 1, 2000

Waste M anagement, now known as WM X Technologies, was alleged
to have entered into a fraudulent schemeto inflate its financial statements
during the period 1993 to 1996. The aggregate effect of the false inflation was
to increase Waste Management'sreported pre-tax earnings by $1.4 billion,
and to under state its associated tax expense by hundreds of millions. The
company allegedly used improper accounting to inflate income and other
aspects of itsfinancial statements, primarily by deferring recognition of
current period operating expensesinto the future.

In February 1998, Waste M anagement announced that it was
restating itsfinancial statementsfor thefive-year period 1992 to 1996, and
thefirst three quartersof 1997. According to the SEC, thisrestatement
represented thelargest restatement in the Commission's history. The
restatement came about after top management left the company in late 1997,
and new management commissioned a review of the company'sprior period
financials.

Asaresult of itsinvestigation, the SEC brought enfor cement actions
against top officersof Waste Management, including; [describe individual
resolutions]

In recent related proceedings, In the Matter of Arthur Andersen LLP,
SEA Release No. 44444, June 19, 2001, SEC v. Arthur Andersen LLP, et al,
Release No. L R-17039, June 19, 2001, Robert G. Kutsenda, Walter
Cercavschi, Edward G. Maier, and Robert E. Allgyer, Lit. Release No. 17039,
June 19, 2001, the Commission announced cease-and-desist resolutions
against Waste Management's outside auditors. In those settlements, the
Commission imposed sever e sanctions againg the accounting firm and four
of itsindividual audit partners, which it characterized asthefirst antifraud
injunction against an accounting firm in morethan 20 years, and the largest
ever civil penalty ($7 mil) against a Big % accounting firm. Besidesthe civil
penalty, the sanctionsinclude: 1) an injunction and cease-and desist against
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the accounting firm, including express findings of violations of the anti-fraud
provisonsof the 1934 Act by thefirm and itsindividual audit partners, 2)
formal censure (i.e, afinding that AA was" lacking in character or integrity
or...engaged in unethical or improper professonal conduct™); and 3)
prohibition against practicing as a CPA before the Commission, for periods
ranging from oneto five years. The Commission made expressfindingsthat
AA had "failed to stand up to management to prevent the issuance of
materially misstated financial statements.”

l. In reAuroraFoods, Admin. Proc. No 3-10407, January 24, 2001

Aurora Foods, themaker of such retail brand-name foods as Duncan
Hines, Aunt Jemima, Mrs. Pauls, and Celeste Pizza, announced a $100
million restatement in April 2000, following the for ced resignations of its
senior management team. Therestatement was prompted by the discovery
by Aurora Foods outside auditors of deliber ate efforts by the Company's
senior management to " cook the books' by concealing and/or mis-booking
certain trade promotion expenses, with the effect of under-accruing those
expenses over an eighteen month period in 1998-1999. Senior management
concealed these expense manipulations from both the Board of Directorsand
the outside auditors.

In January, 2001, the SEC entered into a cease-and-desist with the
Company, involving injunctive relief and many significant new corpor ate
gover nance requirementsto remedy perceived inadequacies in the company's
system of internal controls. In addition, the SEC brought a civil enforcement
action against the former CEO, lan Wilson, the former Executive V.P., Ray
Chung, and thefomer CFO, Laurie Cummings, and other lower-level
employees at the company. The U.S Attorney for the Southern District of
New York also brought criminal charges against these same former officers,
one of whom has subsequently pled guilty. The criminal cases against the
former CEO and CFO are till pending.!*

J. Conclusions?

1 The author of this paper represented Aurora Foods in the related

securities class action and derivative litigation brought by the company's
investors and bondholders, and worked with the independent counsel to
the company's Special Committee to help resolve the SEC matter.

32



Clearly, these examples should give pause to any public company, or
any officer of a public company, who believesthe SEC isnot serious about
combatting financial fraud The aggressive enfor cement efforts now
underway should serve as awar ning that financial satement manipulations
will be met with the most sever e penalties.

V. WHAT TO DO WHEN THE SEC CALLS

A. TakeYour Time

The SEC'sinitial contact with an issuer or individual isoften
out of the blue and without warning. Many issuersand individualsfed a
compulsion to provide answer singtantly without reflection or research. This
isalmost invariably a mistake.

It iscrucial when giving information to the gover nment to
insurethat the information is accurate and complete. Hasty decisionsto
provide information frequently cause issuers or individuals to make
assumptions about key facts and to inadvertently provide the gover nment
with erroneousinformation. Mistakes are devastating to credibility. No one
iscompelled to provideinformation on the spot. It isalwaysworthwhileto
pause, to reflect, to consult with counsel and then to decide on a cour se of
conduct.

B. HirealL awyer

Securities compliance, accounting and related legal and factual
issues ar e frequently complex, and companies are well advised to retain
counsdl to advise them on the consequences and implications of an SEC or
securities exchange request for information. In addition, involving outside
counsd can insurethat businessinfor mation remains confidential, and
candid communicationswith a lawyer are protected from disclosure by the
attorney-client privilege.

C. Assess the Natur e of the Problem
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Whilethe SEC will not usually disclose why it isasking for
information or its source of concern, one can usually find the cause of the
inquiry from other businessissuesthat have arisen or other sour ces of
information. Usually, thereis some underlying reason why the SEC requests
information. It iscrucial to understand at an early stage what the underlying
problem isand to under stand whether it creates a bigger business problem
for the company, such asinaccurately reported financial statements, difficult
business conditions, employee or other misconduct or third party litigation.
Prompt and thorough internal investigation, preferably done under the
supervision of counsd, isa valuable investment.

In afinancial misstatement situation, it will beimportant to
have extremely competent consulting experts who arefamiliar with the
financial and accounting mattersthat areinvolved in the invetigation.
Forensic experts can mobilze quickly and provide invaulable early guidance
on the natur e of the acocunting issues, and the potential magnitude of the
problem. They also may serve asimportant contributorsin interviews of key
personnel, and in discussions with the audit committee and the outside
auditors.

D. Fix the Problem

If, in fact, thereisan underlying business or financial
statement problem to which the SEC inquiry relates, such as a potential
misstatement, a misleading disclosure, or potential " tipping" by corporate
insders, then it isimportant to correct that problem at the earliest possible
time. Such corrections not only make good business sense, they may insulate
the corporation from several forms of liability to the government asa
" controlling person.” Officersand directorsof public companies owe a duty
to their shareholdersto take such corrective action.

Moreover, early corrective action will be a demonstration of
the issuer's good faith and may negate an inference by the gover nment that
enfor cement action against the company iswarranted in order to prevent
futureviolations. Early corrective action also may blunt the Commission's
ultimate demandsfor injunctive or other ancillary relief—in effect, the
company will bein a better position to argue that sweeping remediesare
unnecessary since the company took prompt remedial action already.
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In fixing the problem, defense counsdl would be well advised to
make early contact with the outside auditorsto request their assistancein the
evaluation of and adoption of various remedial efforts, particularly if the
SEC inquiry relatesto accounting issues that might implicate the integrity of
any auditedfinancial statement—and perhapseven if it implicatesareview
engagement. Very frequently the Staff will request documents from the
outside auditor in any event, so thereislittle reason to believethan in a
financial statement investigation, the audit firm will not become apprised of
theinvestigation at some point in any event.> The Big 5 audit firms have
gained enor mous experience in dealing with financial restatements, and their
active participation in many circumstances helps solve the problem. By
contrast, not much good normally will come by attempting to shield the
auditorsfrom what isgoing on.

E. Decide on a Str ateqy

Oncethe problem is understood and, if necessary, corrective
actions aretaken, it isimportant to develop the strategy for deding with the
investigation. In those circumstances where all of the relevant facts may be
gathered quickly, a thorough factual investigation is conducted, and it
appearslikey that thereisno liability, then an early presentation of the
corporation'sviewsto the SEC may enable the government to make a
decison more quickly, reduce the cost of the investigation, and lead it to a
prompt and confidential conclusion. Moreover, if the company isin
registration for a new issue of securities or hasan important transaction,
then an early resolution may also be desirable.

Such presentations carry significant risks. The government
may not agree with the conclusionsthat theissuer hasreached. Moreover,
voluntary disclosure of information to the gover nment may acceler ate the
investigation and lead to an adver se outcome mor e quickly than would

12 In casesinvolving alleged illegal acts, Section 10A of the

PSLRA aready imposes a statutory duty on the outside auditor to satisfy
itself that the company has taken, or is taking, prompt remedial action to
solvethe problem. Thus, acompany's early efforts also may avoid the
risk of a Section 10A report being lodged with the SEC by the outside
auditors.
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otherwise bethe case. Other tactical issuesreating to the attorney client
privilege, discussed below, also may comeinto play.

A second alter native may beto be more reactive than
proactive. The personswho are subject to an SEC investigation need to
under stand that, in some circumstances, they cannot " push on a string” and
obtain an early resolution of theinvestigation. The SEC is professionally
skeptical and will not necessarily " take the corporation'sword for it".
Rather, the staff will want to independently test and verify facts given by
corporation and cometo its own conclusion asto the nature of the conduct
and the potentially responsible persons. Thismay take time, and patienceis
essential.

F. Worry About the Attorney-Client and " Joint Defense”" Privileges

1. IsThereaPrivilegeto Begin With?

Not infrequently, an SEC investigation will delve into issues
related to the adequacy of SEC disclosures, or disclosures made in conference
callswith analysts, and thelike. The Staff may argue that such didosure-
related issues do not afford any attor ney-client privilege asto lawyer
communicationsin connection with a matter that isto be publicly disclosed.

In general, the Staff has shown mor e willingnessto push hard on companies
blanket assertions of privilege, and refuse to acquiesce in a claim of privilege.
In at least one pending investigation, the Staff took the extraordinary position
that communications between lawyers and a forensic consultant hired by the
law firm to help investigate an accounting problem may not be privileged,

and insisted on taking the testimony of the consultant asto the investigative
steps he pursued at the request of counsel. Clearly thereisno guarantee that
the SEC with what defense counsel believesis” off limits' toitsinvestigation.

2. Arethe Individual Officers and Employees Protected by
the Privilege?

Any seriousinquiry by the Commission will cause counsd to
interview many company employeesin order to understand thefacts. The
casual belief that these communications are all privileged needsto be
critically examined. Counsel may not have clearly communicated with and
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agreed with the affected individual that an attor ney-client relationship exists,
and any resulting memoranda or other work product may not be privileged.
Conversdly, counsel may have determined that a particular individual may
have engaged in wrongdoing, and would have a conflict in purporting to
represent that individual. Counsdal may also find him/her self disqualified
later on for having purported to jointly represent the individual, only to later
conclude that that individual needs separ ate counsel—only after having
received highly confidential communications with the nowformer client.

3. Even if the Privilege Attaches, Will |t Be Waived?

Increasingly, the Commission has sought to have the company
waiveits applicable privileges as part of any voluntary resolution of an
investigation or enforcement action. This putsboth the company and
individual officers and employeesin some jeopardy, sSince lawyer memaos or
other work product may have been generated that, if handed over to the
Enforcement Division, will increase the potential exposure of one or more
individuals. Defense counsel should consider the possibility that otherwise
privileged documents at some point may be handed over to the gover nment,
and act appropriately.

4. How Will Disclosuresto the SEC Affect Discovery in
Related Civil Proceedings?

Often, an SEC investigation takes placein paralld with a
securities class action case. Documents disclosed to the SEC, except inrare
situations, are discoverablein the civil action. Thus, defense counsel need to
consider how far the company's cooper ation with the Staff should extend
where, for example, the Staff asksfor specially-prepared summaries, indices,
or smilar documents. Counsel need to be awarethat in the name of
cooper ation, they may be creating a" roadmap” for plaintiffs counsd in the
civil cases.

5. The" Joint Defense" Privilege May Give Riseto a
Disgualifying Conflict if One of the Participants Becomes a Witness for the
Government
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The company and its officers, some of whom may be separ ately
represented, sometimes enter into formal or informal " joint defense”
agreementsfor the purpose of exchanging facts and infor mation during the
course of an investigation. Recently, thisprivilege hasled to unforeseen
difficulties when one of the participants decidesto settle with the government,
and in exchange agreesto testify against the remaining members of the " joint
defense.” See, e.g., United Statesv. Henke, 222 F.3d 633 (Sth Cir. 2000)
(holding that defense counsdl properly concluded that he must withdraw
from representation of hisclient where, by virtue of a joint defense
agreement, he obtained confidential infor mation from another former
defendant who became a gover nment witness. The court agreed that a
conflict of interest was created, due to counsd'sinability to use the
confidential information to cross-examine the former defendant when he
testified at trial). Defense counsel need to proceed with caution in entering
intoa"joint defense agreement”, and consider the later complicationsit will
creat if thematter islikely togototrial.

G. Securethe Company's Records, For Better or For Wor se.

While sometimes unfor tunate documents will have been
generated, it would be potentially as damning in the eyes of the Enfor cement
Divison for the company to have allowed important evidence to have been
lost or destroyed. Take stepsto secure both paper and electronic evidence as
soon as practicable. Besureto havea procedurein placeto deal with
departing employeesinvolved in the subject matter of the investigation, so
that their computer files (including hard drives) are not inadver tently wiped
clean. And keep a clear record of where critical documents—good or bad—
are coming from, since the question of who within the company may have
been awar e of certain factsat particular times may have an enormous impact
on the disposition of theinvestigation.

H. Cooper ate, Cooper ate, Cooper ate

Except in therarest of cases, the better adviceisalwaysto
cooper ate with the Commission and meet the Staff's reasonable requests for
information. An important asset of the company in resolving any SEC
inquiry on favorable—or at least neutral—termsisto establish credibility,
honesty and integrity. Asssting the Staff in providing summaries or
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overviews of the facts sometimes will earn " bonus points’ with the Staff in
building credibility.

l. Admonish Key Employees Not to Engage in Uncontrolled Discussions
Regarding the M erits

One of the questionsthe SEC will ask of each testifying witness
iIswhether they have had communicationswith other individualsinvolved in
theinvestigation. Thereisusually no need for potential witnessesto
" compare notes’ on the underlying events and circumstances, and counsel
usually will be able to do thisin a more controlled and privileged manner.
Defense counsel only puts hisor her witnessesin harm'sway by not strongly
advising these individuals to cease all such communicationswhile the
investigation is pending.

J. M ake Appropriate Public Disclosure

While an investigation is pending, defense counsal often wrestle
with the issue of when the company needs to disclose the fact of the
investigation. Since the Staff isnot required to reveal that it isinvestigating
any particular claim against a particular person, many companies conclude
that it would be prematur e to make a disclosur e of the investigation until a
mor e formal event, such asa Wells Notice indicating the Commission'sintent
to pursue a claim against the company or one of its officers, occurs. Thereis
no single answer to this question—it isentirely dependent on the factsand
circumstances of the individual investigation. Nevertheless, it isno an
uncommon practice to make public disclosure of the pending investigation, at
least wher e the Commission has decided to take testimony from employees,
and thereare other early indicatorsthat the Staff believes that wrongdoing
has occurred.
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APPENDIX OF REPRESENTATIVE SEC ENFORCEMENT ACTIONS
INVOLVING TECHNOLOGY COMPANIESAND THEIR OFFICERS

1. Violations of Revenue Recognition Provisions of GAAP

a

Inln the Matter of James R. Bryan, Exchange Act Rel. No. 34-39077, 1997
WL 578260 (Sept. 15, 1997), who was Chief Financid Officer for Digitran, Inc.,
engaged in afraudulent scheme with Digitran's Chief Executive Officer to
overdate Digitran's sales, assats, shareholders equity, and earnings for its 1992
fiscd year and portions of 1993. Specificdly, the Commission aleged that Bryan
participated in a schemeto file fase financid satements with the Commission,
misrepresentations of the existence of agreements for the sde or lease of computer
gmulators by Digitran, failures to disclose the cancellation of agreementsto
purchase or lease computer Smulators, and improper recognition of revenue on
several sde and lease transactions. According to the Commisson, this conduct
led Digitran to overdtate its revenue by 46% in 1992 and by 93% in 1993.

The Commission aso aleged that Bryan sold gpproximately 6000 shares of
Digitran stock while in possesson of this materid, nonpublic information
concerning Digitran's sales and finances. Bryan consented to the entry of a
judgment barring him from serving as an officer or director of apublicly traded
company, enjoining future violations of the securities laws, and containing civil
fines and interest of approximately $20,000 in connection with his dleged insder
trading activities. Digitran previoudy consented to the entry of ajudgment
relating to the same conduct, which enjoined Digitran from future violations of the
Securities laws.

Inln the Matter of Scientific Softwar e-Intercomp, Litig. Rel. No. 15485, 1997
WL 561753 (Sept. 11, 1997), the Commission filed and smultaneoudy settled a
financid fraud action dleging, anong other things, that Scientific Software
Intercomp violated Sections 10(b), 13(a), 13(b)(2)(A), and 13(b)(2)(B), and Rules
10b-5, 12b-20, 13a-1, 13a-11 and 13a-13, by materidly overdating its revenue
and earnings for 1993, 1994 and 1995. Specifically, the Commission aleged that
SSI backdated or misdated contracts, booked revenue without contracts,
overaccrued project revenues, and provided side letters to customers modifying
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payment obligations. According to the Commission, as aresult of these practices,
SSl recognized revenues on contracts to resdlers that included confidential Sde-
letters elther excusing payment to SSI until the resdler received payment from a
third-party, or rendering the contract ineffective and cancelable until a specified
future event, normaly the sale of SSI's software to the resdller's customer. SS
consented to the entry of an order permanently enjoining future violations of the
antifraud, reporting, interna control, and books and records provisons of the
federa securitieslaws, and, in addition, agreed to restate its financid statements
for 1993, 1994 and 1995.

Inln the Matter of PM SC, Litig. Rel. No. 15417, 1997 WL 411683 (July 23,
1997), the Commission announced thet it had filed a complaint againgt Policy
Management Systems Corp. and five of its current and former officers, dleging
that each had engaged in a number of improper accounting practices, including the
use of sde letters to modify the terms of contracts granting customers rights of
return, an undisclosed billing arrangement with one customer, undisclosed
prebilling arrangements with other customers, and various practices which had the
effect of holding the books open beyond the end of several reporting periods.
According to the Commission, each of these practices resulted in the recognition
of revenue (1) on the sale of products that had not been shipped, (2) on the sale of
products for which aright of return existed, or (3) on contracts that had been
entered into only after the end of the company’s reporting period. The
Commission's complaint aleges violations of Sections 13(a), 13(b)(2)(A),
13(b)(2)(B), and 13(b)(5) of the Exchange Act, and of Rules 13a-1, 13a-13, and
12b- 20, and seeks an order pursuant to which PMSC would pay a civil pendty of
$1 million, and each individua defendant acivil pendty of $20,000, aswdl as
injunctive relief barring future violaions of certain provisons of the federa
securities laws.

Inln the Matter of Spectrum Information Technologies, I nc., Exchange Act
Rel. No. 34-38774, 64 S.E.C. 2030 (June 25, 1997), the Commission brought and
simultaneoudy settled an enforcement action aleging violations of Sections 5 and
17(a) of the Securities Act and Sections 10(b), 13(a), 13(b)(2)(A), and Rules 10b-
5, 13a-13 and 12b-20. The Commission aleged that between May and October,
1993, Spectrum entered into a series of transactions to cregte theillusion that a
license of its technology was worth millions of dollars. Specificdly, the
Commission aleged that Spectrum persuaded a series of companies to agree to
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pay Spectrum large fees to license its patented technology by promising those
same parties payments that would substantidly offset their fees by funnding the
fees back in the form of offsats for advertisng expensesincurred by those parties.
Thus, according to the Commission, Spectrum violated the securities laws by (1)
filing periodic disclosures with the Commission and issuing press releases that
materidly misstated Spectrum's revenue, and (2) failing adequatdly to disclose
meateria information concerning the substance of its licensng transactions and to
discussin the management discusson and andysis section of the company's
periodic reports the effect of those transactions on its cash flows. Spectrum
agreed to the entry of a consent judgment againg it, including a cease and desist
order barring further violations of the federa securities laws.

INnS.E.C. v. Joseph C. Allegra, et al., Litig. Rel. No. 15384, 64 S.E.C. Docket
1951 (June 11, 1997), the Commission announced that it had commenced and
smultaneoudy settled an enforcement action againg the former chief executive
officer, former chief financid officer, former chief operating officer, and former
executive vice presdent of T2 Medicd, Inc., dleging that the four former
executives inflated T2's net income for the quarters ended December 31, 1992 and
march 31, 1993 by engaging, and directing their subordinates to engage, in
fraudulent accounting practices. These fraudulent practices included prematurely
recognizing revenue, deferring bad debt write-offs past the end of thefiscal

quarter in which the write-offs were required to be recorded, recorded revenue
from an asset sde that actualy occurred in the following quarter, reclassfying as
asts certain period expenses, and making fictitious accounting entriesin
connection with T2's acquisition of certain companies that had the effect of
pushing some bad debt expense back to prior periods. In addition, the
Commisson's complaint aleges that the former COO engaged inillegd indder
trading. Each of the defendants agreed to the entry of an order permanently
enjoining them from future violaions of the securities laws, and each agreed to

pay acivil fine, ranging from $20,000 to $150,000.

Inln the Matter of Ronald H. Hoffman, Exchange Act Rel. No. 34-38494, 64
S.E.C. Docket 648 (Apr. 10, 1997); In the Matter of Lynn K. Blattman,
Exchange Act Rel. No. 34-38493, 1997 WL 186886 (Apr. 10, 1997); In the
Matter of Richard J. LaJoie, Jr., Exchange Act Rdl. No. 34-38559, 64 S.E.C.
Docket 1186 (Apr. 30, 1997); and In the M atter of Philip S. Present |1 and
William J. Scanlon, Exchange Act Rel. No. 34-38494, 64 S.E.C. Docket 648
(Apr. 10, 1997), the Commission brought and smultaneoudy settled enforcement
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actions againg five persons associated with Structural Dynamics Research
Corporation ("SDRC"): Rondd H. Hoffman (SDRC's Chief Financid Officer),
Richard J. Laloie, Jr. (SDRC's Controller), Lynn K. Blattman (SDRC's Assstant
Controller), and Philip S. Present I and William J. Scanlon (both partners with
SDRC's outside auditor, KPMG Peat Marwick LLP).

In each of these actions, the Commission dleged that the defendants knew or were
reckless in not knowing that SDRC had recognized material amounts of revenue
on the badi's of purchase orders containing conditiona language during 1993 and
thefirg haf of 1994. Specificdly, the Commission dleged that, beginning in

1992 and continuing through September 14, 1994, SDRC had inflated revenues
and earnings by recognizing both premature and fictitious revenue. This

fraudulent scheme dlegedly was carried out by certain SDRC executives.
According to the Commission, amateria amount of the improperly recognized
revenue was based on purchase orders containing conditional language. On
January 17, 1995, SDRC redtated its financid statementsin order to correct for the
improper recognition of revenue. For 1993, revenue was restated downward by
38.7 million (21%).

With respect to each of the SDRC insiders, the Commission aleged that each had
omitted to state cartain materia information to SDRC's auditors in connection
with their audit of SDRC's 1993 financid statements.

The Commission aso dleged that SDRC's outside auditors knew that SDRC
recorded certain revenue based on conditiona purchase ordersin violation of
GAAP, but had not required SDRC to omit amounts attributable to such purchase
orders from revenue reported in its 1993 financid statements, despite the fact that
explanations from SDRC personnd did not address the fact that the purchase
orders were conditiona. Further, the Commission dleged that the auditors were
aware at the time of the 1993 audit that there were materia risk factors associated
with SDRC that increased the risk of materid financid errors, such asthe
adoption of aggressive revenue recognition policies, week internd controls, and
high write offs of accounts receivable. The Commisson dleged, for example,

that the auditors failed adequatdly to verify the underlying cause of the large
write-offs and revenue reversals. As part of the consent judgment, Present
consented to the entry of an order barring him from practicing as an accountant
before the Commission, and Scanlon consented to an order of censure.
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Inln the Matter of Midisoft Corp., Exchange Act Rel. No. 34-37847, 63 S.E.C.
Docket 110 (Od. 22, 1996), the Commission brought and smultaneoudy settled
charges againgt Midisoft Corp. arising out of a scheme by Midisoft's officers
fraudulently to inflate the company's 1994 revenue. Specificdly, the Commission
dleged that Midisoft improperly recognized revenue on goods that the company

did not ship prior to the end of the company's 1994 fiscd year, failed adequatdy

to reserve for product returns, and mided its outsde auditors concerning the level

of both its sles and product returns.

The Commission aleged that Midisoft violated GAAP and materidly overdated
1994 revenues by overstating revenues by approximately 16.8%, mostly asa
result of a scheme whereby Midisoft recognized revenue when the product |eft the
company's premises, rather than when the product actualy was shipped to
digributors. Inthisregard, Midisoft alegedly implemented a"ship and hold”
scheme, pursuant to which product was held by a freight forwarding company
rather than by the company itsdf, thereby creating the impression that the product
had been shipped to customers. The Commission noted that evidence existed that
officers discussad storing inventory in an employee's garage for purposes of
creating an appearance that such inventory had been shipped to customers.

The Commission aso aleged that Midisoft had created contingent purchase
orders (that is, purchase orders based on the understanding that Midisoft would
not ddiver the products ordered unless and until the company received further
ingtructions from the respective customers) and received phony shipping
documents from the freight forwarding company, thereby creating the impression
that the goods held by the freight forwarding company actualy had been shipped
to the customer. In addition to contributing to the publication of materidly fase
financid gatementsin violation of Section 10(b), the Commission found that
these practices reflected afalure by Midisoft to implement appropriate interna
accounting controls, as required by Section 13(b)(2) of the Exchange Act.

The Commission aso brought enforcement actions againg Midisoft's Chief
Executive Officer (In the Matter of Raymond J. Bily, Exchange Act Rel. No. 34-
38296, 63 S.E.C. Docket 2166 (Feb. 18, 1997)), its Chief Financia Officer (In the
Matter of Cavin M. Dyer, Exchange Act Rel. No. 34-37848, 63 S.E.C. Docket
114 (Oct. 22, 1996)), its Controller (In the Matter of Alan G. Lewis, Exchange

Act Rel. No. 34-37879, 63 S.E.C. Docket 242 (Oct. 28, 1996)), and its National
Sales Manager (In the Matter of William D. Kyle, Exchange Act Rel. No. 34-
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38876, 1997 WL 417629 (July 28, 1997)). The Commission found that each of
these persons violated (1) Section 21C of the Exchange Act by causing Midisoft
improperly to recognize revenue relating to contingent purchase orders, (2)
Section 13(b)(2) of the Exchange Act by failing to cause Midisoft to make and
keep books, records and accounts that fairly reflected the materia transactions
relating to those purchase orders, (3) Section 13(b)(5) and Rule 13b2- 1 by failing
to implement a system of accounting controls sufficient to prevent the inclusion of
revenues relaing to contingent purchase orders, (4) Rule 13b2-2 by issuing afdse
management representation letter to Midisoft's outside auditors in connection with
the company'sfiscal year 1994 audit, and/or Section 10(b) of the Exchange Act by
causing Midisoft to file false and mideading periodic reports with the

Commission. Despite the nature of the dlegations, each of the individud
enforcement actions were settled by the Commission pursuant to agreementsin
which defendants agreed only to the entry of a cease and desist order.

Inln the Matter of Cambridge Biotech Corp., Exchange Act Rel. No. 34-
37833, 63 SE.C. Docket 2, (Oct. 17, 1996), the Commission brought -- and
defendant settled -- an enforcement action aleging improper accounting practices.
According to the Commission, between June 1991 and December 1992, CBC
improperly recognized revenue from a series of nine sdes and license transactions
that did not meet the revenue recognition requirements of GAAP. Specificaly,
the Commission alleged that the transactions included shipments of product with
no expectation of payment, premature recognition of license fee revenues, and use
of corporate funds to resolve outstanding receivables by cresting the fase
appearance that CBC had purchased unrelated goods and services when, in fact,
CBC amply had bought its own product back. According to the Commission,
each of these transactions caused CBC to overstate revenue and to understate the
company's net lossin its Form 10-Q and Form 10-K Reportsin violation of
Sections 10(b), 13(a) and 13(b)(2) of the Exchange Act, and Section 17(a) of the
Securities Act. Pursuant to a settlement with the Commission, a cease and desist
order was entered against the company.

Inln the Matter of Aura Systems, Inc., Exchange Act Rdl. No. 34-37776, 62
S.E.C. Docket 2563 (Oct. 2, 1996), the Commission brought enforcement actions
agang Aura Systems, Inc., its Chief Executive Officer, Chief Financid Officer,

and Chief Accounting Officer, dleging that each of the defendants had caused to
be filed with the Commission fase and mideading quarterly and annud reports.
According to the Commission, the defendants made materid fdse and mideading
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gatementsin its Form 10-Q and Form 10-K Reportsin that Aurareported certain
unusua transactions as income, without disclosing that such transactions hed
nothing to do with is proprietary dectromagnetic technology business.
Specificdly, the Commission found that Aura and/or the individua defendants
violated Sections 10(b), 13(a), 13(b)(2), and 13(b)(5) of the Exchange Act and
Section 17(a) of the Securities Act by failing to disclose that it had recorded as
current revenue two transactions that were not related to Auras business. Inthe
firg transaction, Aura purchased and resold computer monitors "under
circumstances [defendants] understood would generate little or no profit." Inthe
second transaction, Aura entered into a sham agreement with adry wall
ingdlation contractor, ostensibly for the provision of "engineering services' to the
contractor, but which in reality were provided by another service provider. The
effect of both transactions was to artificidly inflate Auras reported revenues. The
Commission determined that neither transaction should have been reported as
income, and that both should have been disclosed and discussed in Auras
disclosure documents.

Inln the Matter of 3Net Systems, Inc., Exchange Act Rel. No. 34-37746, 1996
WL 557069 (Sept. 30, 1996), the Commission filed and smultaneoudy settled
clamsthat 3Net's former management, which had been ousted by 3Net's
shareholders only one year after the company's August, 1992 initid public
offering, hed materidly mided investors by (1) meking false and mideading
satements concerning 3Net's primary software product in its offering materids,
and (2) reporting materidly inflated revenue for 3 Net's 1991 fiscd year, aswell
asfor certain portions of 1992. Specificdly, the Commission aleged that 3Net
fadsdy represented in its offering materias that 3Net had successfully inddled its
software for a specific customer, and dso mideadingly had faled to disclose that
it had encountered sgnificant problems and delays in developing the same
software product.

In addition, the Commission aleged that 3Net improperly recognized over $1
million of revenue in both 1991 and 1992, resulting in overstated revenue of 57%
and 48%, respectively, by misrepresenting to its outside auditors the degree to
which certain work had been completed under existing contracts. In this regard,
the Commission noted that GAAP outlines two different methods for recognizing
contract revenue. According to the Commission, the "percentage of completion
method" applies "only when management can reiably estimate progress toward
completion of the contract. Thus, management must be able to reliably estimate
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the total costs required to complete the contract.” The "completed contract”
method is required when management cannot reliably estimate progress toward
completion, and requires the company to postpone recognizing revenue until the
contractua obligations have been met. Although 3Net's outside auditors had
determined that 3Net could recognize revenue for certain contracts under the
percentage of completion method, the Commission dleged that the auditor's
approval was based on fase statements by 3Net concerning the costs associated
with each contract and, in fact, "lacked the systems necessary to estimate and
track progress' under the contracts.

See ds0 In the Matter of William T. Manak, Exchange Act Rdl. No. 34-38251, 63
S.E.C. Docket 1910 (Feb. 6, 1997) (consent judgment ordering defendant, the
former Presdent and Chief Executive Officer of 3Net, to cease and desist from
further violations of the reporting requirements of the federd securitieslaws); In

the Matter of Lawrence M. Gress, Exchange Act Rel. No. 34-37745, SEE.C.
Docket 2543 (Sept. 30, 1996) (consent judgment ordering defendant, a consultant
to 3Net and then its Chief Financia Officer, to cease and desist from further
violaions of the reporting requirements of the federal securities laws).

Inln the Matter of Cypress Bioscience, Inc., Exchange Act Rel. No. 34-37701,
62 S.E.C. Docket 2286 (Sept. 19, 1996), the Commission smultaneoudy brought
and settled an action againgt both Cypress and its Chief Financia Officer. The
Commission aleged that Cypressfiled afase and mideading Form 10-Q Report
for the third quarter of its 1993 fisca year by: (1) including financia statements
that materidly overstated revenue and materidly understated |osses by improperly
recognizing revenue from purported "bill and hold" transactions; (2) failing to
disclose that Cypress had changed its accounting policies to recognize revenue on
goods that had not been shipped; (3) failing to disclose that the increase in
revenues between the third quarter of 1992 and the third quarter of 1993 was
primarily attributable to the purported bill and hold transactions; and (4) failing to
discuss the impact the purported bill and hold transaction were likely to have on
future revenue.

These violations resulted from two events. Firdt, the company had moved to new
manufacturing fadilitiesin November, 1992, but had not yet received approval
from the Food and Drug Adminigtration and, therefore, could not legdly fill
customer orders under FDA regulations. During this period, Cypress nevertheless
recognized revenue on product that had been ordered by its customers and that
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would have been shipped but for the FDA prohibition. Second, in the spring of
1993, Cypressimplemented a volume discount program pursuant to which
customers were not required to accept immediate delivery of goods, but could take
ddivery at any timewithin 11 months, with afull right to return unopened goods
within 14 days of recelving delivery. Cypress dlegedly recognized revenue to be
received pursuant to volume discount sales, despite the existence of the right of
return. According to the Commission, both practices violated GAAP and resulted
in thefiling by Cypress of fase and mideading financid satementsin the
company's periodic reportsin violation of Sections 10(b), 13(a) and 13(b)(2) of
the Exchange Act, and Rules 10b-5, 12b-20 and 13a-13 promulgated thereunde.
Similarly, the Commission dleged that Cypress CFO violated Sections 10(b) and
13(b)(5) of the Exchange Act, and Rules 10b-5, 13b2-1 thereunder, and aided and
abetted Cypress violation of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B). Both
Cypress and its CFO consented to the entry of a cease and desist order and, in
addition, Cypress CFO consented to the entry of an order barring him from
practicing before the Commission as an accountant.

Inln the Matter of Advanced Medical Products, Inc., Exchange Act Rel. No.
34-37649, 62 S.E.C. Docket 1964 (Sept. 5, 1996), the Commission alleged that
AMP overdated its revenues in the 18.65%, 29.89%, 5%, and 30.86% in its Forms
10-Q for AMP'sthird and fourth quarters of 1991 and third and fourth quarters of
1992, respectively. Specificaly, the Commission aleged that AMP engaged in
five different practices leading to the improper recognition of revenue: (1) the
recognition of revenue when product had been shipped to AMPsfield
representatives for ingtdlation, rather than when product actualy had been
received by the customer, as required by GAAP; (2) improperly recording in its
books shipments of "soft sdles' (salesfor which customers had expressed interest,
but had not yet committed); (3) improperly holding open accounting periods to
record additiona end-of-the quarter sales; (4) improperly recognizing revenue for
asdethat was not properly shipped during the quarter; and (5) improperly
recognizing revenue on equipment that was on backorder, often with partia
shipments. In addition, in those ingtances in which AMP eventually wrote-off soft
sdlesthat previoudy had been recorded as revenue but thet, in fact, never
materidized, AMP consstently accounted for the write offsin a manner that
resulted in an overstatement of revenue.

The Commission's enforcement action aleged that AMP and two of its officers
violated Section 17(a) of the Securities Act and Sections 10(b) and 13(b)(2) of the
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Exchange Act, aswell as Rules 13b2-1 and 13b2- 2 thereunder by filing false and
mideading periodic reports with the Commission, failing to keep accurate books
and records, and making materialy fase or mideading satementsto AMP's
outside auditor. Each of the defendants consented to the entry of a cease and
desist order.

Inln the Matter of Platinum Software Corp., John F. Keane and William B.
Falk, Exchange Act Rel. No. 34-37185, 61 S.E.C. Docket 2217 (May 9, 1996),
the Commission announced that it had filed and smultaneoudy settled (with some
defendants), and enforcement action aleging that Platinum Software Corp.
("PSC") and certain of PSC's officers violated Sections 10(b), 13(b)(2)(A),
13(b)(2)(B) and 13(b)(5) of the Exchange Act, and Rules 10b-5, 12b-20, 13a-1,
13a-13, 13b2-1 and 13b2- 2, by devising and perpetrating a scheme to overstate
PSC's revenues and cash receipts. In particular, the Commission aleged that
certain officers of PSC made fase accounting entriesin PSC's books and records
that caused PSC improperly to recognize revenue on sales that were unddlivered
or the subject of license agreements that were unsigned, subject to cancellation or
other sgnificant uncertainty about customer acceptance, or that were subject to
sgnificant remaining obligations on the part of PSC. In addition, the Commission
alleged that PSC held its books open past the end of certain reporting periods, in
order to recognize revenue received after the end of such periods and, in this
regard, arbitrarily reclassified accounts receivable as cash.

Although PSC and two of PSC's vice presidents of sales consented to the entry of
orders requiring them to cease and desist violations of the federa securities laws,
PSC's chief financid officer, Jon R. Erickson, was fined $100,000 and

permanently barred from practicing as an accountant before the Commission. See
In the Matter of Jon R. Erickson, Exchange Act Rel. No. 34-37269, 62 S.E.C.
Docket 181 (June 3, 1996). In addition, PSC's controller was temporarily barred
from practicing as an accountant before the Commission. See In the Matter of
Mark S. Tague, Exchange Act Rel. No. 34-37270, 62 S.E.C. Docket 182 (June 3,
1996).

Inln the Matter of Kurzweil Applied Intelligence, Inc., Exchange Act Rdl. No.
34-36021, 59 S.E.C. Docket 2138 (July 25, 1995), the Commission brought, and
Kurzwell Applied Intdligence, Inc. ("KAI") smultaneoudy settled, an

enforcement action aleging violations of Section 17(a) of the Securities Act,
Sections 10(b), 13(a), 13(b)(2)(A), 13(b)(2)(B) and Rules 10b-5, 12b-20, 13a-13
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and 13b2-1. Specificaly, the Commission aleged that four former officers of

KAI devised and carried out a scheme to falsify corporate salesrecordsin order to
report steadily increasing revenues and earnings, both prior to and after KAI's
initid public offering in Augugt, 1993. According to the Commission, as part of

the scheme, KAI routinegly recognized revenue from transactions that had not been
completed.

The Commission explained that in order to create a false gppearance that
transactions were complete, the former executives and certain other employees
forged Sgnatures on sdes quotes, created "side letters’ which negated any
obligation on the part of the purchaser to pay for goods, and recognized revenue
from contingent distributorship agreements where the distributor did not have the
intent or ability to pay absent resales of the goods. In addition, the Commission
alleged that goods were shipped to an off-Ste independent warehouse for storage
to create the fal se appearance that products had been sold and shipped to the
customer. Moreover, the Commission aleged that in order to avoid detection
during the audit of KAI's 1994 financid statements, the former executives and
other employees attempted to deceive the company's outside auditors by forging
and fasfying accounts receivable and inventory audit confirmations, dtering and
shredding documents reflecting sales contingencies and moving gpproximately
twenty pallets of stored inventory to secret locations to evade the auditor's
detection. These practices resulted in overstated revenue of $2.76 million (25%)
for 1993, and $5.74 million (76%) for the first nine months of 1994.

Although KAI agreed to the entry of an injunction againgt future violaions of the
securities laws, the individua defendants received much giffer pendties. Bernard
F. Bradstreet, who had served as KAl's President and Co-Chief Executive Officer,
and Thomas E. Campbell, who had served as KAl's Vice President of Sdles, were
convicted of five counts of conspiracy, securities fraud and fasfication of

corporate books and records in violation of Sections 10(b) and 13(b)(5) of the
Exchange Act and Rule 10b-5. Bradstreet and Campbell were sentenced to 33 and
18 monthsin prison, respectively. In addition, Bradstreet was ordered to pay
redtitution of $2.3 million. Findly, Bradstreet and Campbell, together with Debra
J. Murray, another former KAI executive, agreed to settle the civil enforcement
action brought by the Commission, agreeing to the ertry of injunctions againgt
future violations of the securities laws and barring each of them from serving as

an officer or director of any public company. A fourth executive, David R. Earl,
did not consent to judgment, and the SEC's enforcement action againg himis

50



pending in the United States Didtrict Court for the Didtrict of Massachusetts,
United States v. Braddtreet, Litig. Rel. No. 15187, 63 S.E.C. Docket 1123 (Dec.
16, 1996).

InS.E.C. v. Telematics I nternational, Inc., Litig. Rel. No. 14293, 57 S.E.C.
Docket (Oct. 7, 1994), the Commission announced the entry of a consent
judgment againgt Tdematics, its Chief Executive Officer and its Chief Financid
Officer. According to the Commission, each of the defendants engaged in
violations of Section 17(a) of the Securities Act, Sections 10(b), 13(a),
13(b)(2)(A), and 13(b)(2)(B), and Rules 10b-5, 13b2-1 and 13b2- 2 by employing
Improper revenue recognition practices, resulting in the filing of meteridly fase
and mideading periodic reports with the Commission in 1986, 1987, 1988, and
1989. Specificdly, the Commission dleged that Telematics improperly had
booked and recorded sales (1) without receipt of a purchase order or other sales
authorization, (2) when ultimate acceptance by the customer was contingent upon
afuture event, (3) when product was shipped on consgnment or loan to a
customer, and/or (4) when rights of return existed.

InS.E.C. v. Gupta, et al., Litig. Rel. No. 15097, 1996 WL 565283 (Sept. 30,
1996), the Commission aleged that three senior executives of Cdifornia Micro
Devices Corporetion ("Ca Micro") fraudulently inflated Ca Micro's publicly
reported revenue by directing employees to fasify documentsin order to creste

the appearance that certain goods had been shipped to customers when, in fact, the
goods had not been shipped or, in most cases, even manufactured. The
Commission dleged that, as aresult of this conduct, net sales for the second and
third fiscal quarters were overstated by 95% and 117%, respectively. The
Commission aso dleged that two defendants engaged inillegd insder trading by
sdling Micro Devices stock while in possession of materid, nonpublic

information concerning the true state of Micro Devicesfinances. The

Commission aleged that defendants violated Section 17(a) of the Securities Act,
Sections 10(b), 13(a), 13(b)(2)(A), 13(b)(2)(B), and 13(b)(5) of the Exchange Act,
and Rules 10b-5, 12b-20, 13a-1, 13a-13, 13b2-1, 13b2-2, and/or 16a-3. In
addition, on September 17, 1997, afedera grand jury handed down acrimind
indictment againgt each of the same three defendants. See United States v.
Desaigoudar, No. CR 97 20120 (N.D. Cdl., filed Sept. 17, 1997), discussed below
at Section 11.C.3.a; J. Rae-Dupree, "Ex-execsof Cd Microindicted,” San Jose

Mercury News, Sept. 18, 1997, at C1.
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InS.E.C. v. Network Equipment Technologies, Inc., Litig. Rel. No. 14946, 62
S.E.C. Docket 383 (June 12, 1996), the Commission announced that the United
States Didtrict Court for the Northern Didtrict of California had entered afind
judgment against Network Equipment Technologies, Inc. ("NET") that, among
other things, enjoined NET from future violations of Sections 13(a), 13(b)(2)(A),
13(b)(2)(B) of the Exchange Act and Rules 12b-20 and 13a 13 promulgated
thereunder. The Commission had aleged that NET had materialy misstated
revenues, net income and related items for the periods ended September 31, 1989
and December 31, 1989. Specificaly, the Commission aleged that NET's
meateridly inaccurate financid reports resulted from an inadequate interndl
accounting control system that improperly gave substantia authority and control
over revenue recognition to the company's sales department, dlowing the
company to recognize revenue on shipments for which there were no purchase
orders, no binding contracts, and no authorization for shipment by the customer.

Inln the Matter of Software Toolworks, Inc., Exchange Act Rel. No. 13813, 55
S.E.C. Docket 307 (Sept. 30, 1993), the Commission brought and smultaneoudy
settled (againgt four of five defendants) an enforcement action aleging that
Software Toolworks mided investorsin connection with the company's July 1992
$82 million secondary offering. Specifically, defendants dleged
misrepresentations and omissions concerned, among other things, deteriorating
sdes of Nintendo software, offering of millions of dollars of price concessonsto
the company's customers to simulate sdes, and shipment of millions of dollars of
the company's Nintendo product to certain customers as conditiond or fictitious
sdes. Perhaps mogt significantly, the Commission dleged as abasisfor the
enforcement action the dleged "failure to maintain a functioning audit committee

to monitor the company's financia performance and to safeguard againgt
accounting improprieties. In addition, each of the four individua defendants was
aleged to have sold substantial amounts of Software Toolworks stock during the
same period in which they were dleged to have mided the market concerning the
company'sfinancid condition.

See ds0 In the Matter of Harry C. Berridge, Exchange Act Rel. No. 34-35444, 58
S.E.C. Docket 2456 (Mar. 6, 1996); In the Matter of Ronald A. Romito, Exchange
Act Rel. No. 34-36803, 61 S.E.C. Docket 524 (Feb. 1, 1996); In the Matter of
Fenando Cappuccio, Exchange Act Rel. No. 34-36670, 60 S.E.C. Docket 2757
(Jan. 3, 1996); In the Matter of Florio Fiorini, Exchange Act Rel. No. 34-36669,
60 S.E.C. Docket 2753 (Jan. 3, 1996); In the Matter of Roger D. Gnowles,
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Exchange Act Rdl. No. 34-36244, 60 S.E.C. Docket 652 (Sept. 18, 1995); In the
Matter of Duane V. Midgley, Exchange Act Rel. No. 34-36229, 60 S.E.C. Docket
547 (Sept. 14, 1995); In the Matter of John J. French and Brent Jones, Exchange
Act Rel. No. 34-36053, 59 S.E.C. Docket 2406 (Aug. 3, 1995); SE.C. v. CurtisA.
Younts, J., et d., Litig. Rel. 14547, 59 S.E.C. Docket 1752 (June 27, 1995); In

the Matter of James Edward Palmer and John Louis Thonet, Exchange Act Rdl.

No. 34-35385, 58 S.E.C. Docket 2152 (Feb. 16, 1995); In the Maiter of Thomas
Milo Somers, Exchange Act Redl. No. 34-35386, 58 S.E.C. Docket 63288 (Feb. 16,
1995).

2. Mideading Statements to Auditors

Inln the Matter of PM SC, Litig. Rel. No. 15417, 1997 WL 411683 (July 23,
1997) (discussed in greater detail above), the Commission filed a complaint
againg Policy Management Systems Corp. and certain of its officers, including its
Generd Counsd. The Commission dleged, anong other things, that PMSC's
genera counsd had made fd se satements to the company's outside auditors that
two contracts PM SC had included as revenue in the period ended December 31,
1992, had been completed in December, 1992, despite the fact that the contracts
had not been finaly negotiated and signed until January, 1993. The Commission
seeks a$1 million civil pendty against PMSC, a $20,000 civil pendty against the
Generd Counsd, and injunctive relief barring PMSC and the Generd Counsd
from future violaions of certain reporting provisons of the federal securities laws.

InIn the Matter of William T. Manak, Exchange Act Rel. No. 34-38251, 63
S.E.C. Docket 1910 (Feb. 6, 1997), and In the Matter of L awrence M. Gress,
Exchange Act Rdl. No. 34-37745, 62 S.E.C. Docket 2543 (Sept. 30, 1996), the
Commission brought and smultaneoudy settled enforcement actions againgt 3Net
Systlems, Inc.'s presdent and chief executive officer, and againgt its chief financiad
officer, respectively, dleging that each had violated Rule 13b2- 2 by making
materidly fase and mideading satements to the company's outside auditors
regarding the status of work performed by the company under certain contracts.
(Seediscussion of In the Matter of 3Net Systems, Inc., supra).

INnSE.C.v. Earl V. Young, Litig. Rel. No. 14981, 62 S.E.C. Docket 1033 (July
16, 1996), the SEC announced that it had filed an enforcement action Earl Y oung,
who was amember of the Audit Committee of the ATM's Board of Directors of
Automated Telephone Management Systems, Inc. ("ATM™). InitsLitigation
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Release, the Commission aleged that Y oung either knew or was recklessin not
knowing that ATM'sfinanciad statements materialy misstated ATM's revenues for
the company's 1993 fiscal year, and failed to notify ATM's independent auditors
of the improper revenue recognition. In a previous action, the Commission had
dleged that certain of ATM's officers had engaged in a fraudulent schemeto
inflate ATM's 1993 revenues by arranging for athird party to sign afictitious
sdes contract valued at gpproximately $1.3 million (25% of ATM's 1993
revenue). The Commission further aleged that these ATM officers " conceded
inventory, created fictitious invoices, and backdated ATM internal documentsto
conced thefraud from ATM's auditors™ The prior action resulted in default
judgments againg the officer defendants and the entry of permanent injunctions,
civil and crimind pendties, and orders barring each of the officers from serving as

officers of any reporting company.

See ds0 In the Matter of James R. Bryan, Exchange Act Rdl. No. 34-39077, 1997
WL 578260 (Sept. 15, 1997); In the Matter of Raymond J. Bily, Exchange Act
Rel. No. 34-38296, 63 S.E.C. Docket 2166 (Feb. 18, 1997); In the Matter of Alan
G. Lewis, Exchange Act Rel. No. 34-37879, 63 S.E.C. Docket 242 (Oct. 28,
1996); In the Matter of Cavin M. Dyer, Exchange Act Rel. No. 34-37848, 63
S.E.C. Docket 114 (Oct. 22, 1996); In the Matter of Advanced Medica Products,
Inc., Exchange Act Rel. No. 34-37649, 62 S.E.C. Docket 1964 (Sept. 5, 1996); In
the Maiter of Kurzweil Applied Intdligence, Inc., Exchange Act Rdl. No. 34-
36021, 59 S.E.C. Docket 2138 (July 25, 1995); SE.C. v. Tdematics Internationd,
Inc,, Litig. Rel. No. 14293, 57 S.E.C. Docket (Oct. 7, 1994).

3. Persons Who " Cause" Violations of SEC Regulations

In the Matter of William J. Kyle, Exchange Act Rel. No. 34-38876, 1997 WL
417629 (July 28, 1997).

In the Maiter of Raymond J. Bily, Exchange Act Rel. No. 34-38296, 63 S.E.C.
Docket 2166 (Feb. 18, 1997).

In the Matter of Alan J. Lewis, Exchange Act Rel. No. 34-37879, 63 S.E.C.
Docket 242 (Oct. 28, 1996).
4. Failure To I mplement Adeguate | nternal Controls

In the Matter of James R. Bryan, Exchange Act Rdl. No. 34-39077, 1997 WL
578260 (Sept. 15, 1997).
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In the Matter of William J. Kyle, Exchange Act Rel. No. 34-38876, 1997 WL
417629 (July 28, 1997).

In the Matter of Spectrum Technologies, Inc., Exchange Act Rel. No. 34-38774,
64 S.E.C. Docket 2030 (June 25, 1997).

In the Matter of Alan J. Lewis, Exchange Act Rel. No. 34-37879, 63 S.E.C.
Docket 242 (Oct. 28, 1996).

In the Matter of Mark S. Tague, Exchange Act Rdl. No. 34-37270, 62 S.E.C.
Docket 182 (June 3, 1996).

In the Matter of Software Toolworks, Inc., Exchange Act Rel. No. 13813, 55
S.E.C. Docket 307 (Sept. 30, 1993) (citing as grounds for enforcement action the
company's aleged "failure to maintain afunctioning audit committee to monitor

the company's financiad performance and to safeguard against accounting
improprieties’).

Remedies

OrdersBarring Individuals From Serving AsAn
Officer Or Director Of Any Publicly Traded Company

In the Matter of James R. Bryan, Exchange Act Rel. No. 34-39077, 1997 WL
578260 (Sept. 15, 1997).

S.EE.C. v. Joseph C. Allegra, Inc,, Litig. Rel. No. 15384, 64 SE.C. Docket 1951
(June 11, 1997).

United States v. Bradstreset, Litig. Rel. No. 15187, 63 S.E.C. Docket 1123 (Dec.
16, 1996).

SE.C.v. Eal V. Young, Litig. Rel. No. 14981, 62 S.E.C. Docket 1033 (July 16,
1996).

S.E.C. v. Kendall Square Research Corp., et d., Litig. Rel. No. 14895, 61 SE.C.
Docket 2142 (Apr. 29, 1996).




In the Matter of Software Toolworks, Inc., Exchange Act Rel. No. 13813, 55
S.E.C. Docket 307 (Sept. 30, 1993).

OrdersBarring Accountants From Practicing
Before The Securities And Exchange Commission

In the Matter of Ronald H. Hoffman, Exchange Act Rel. No. 34-38560, 64 S.E.C.
Docket 1187 (Apr. 30, 1997).

In the Matter of Richard J. Laloie, Jr., Exchange Act Rel. No. 34-38559, 64
S.E.C. 1186 (Apr. 30, 1997)

In the Matter of Philip S. Present |1 and William J. Scanlon, Exchange Act Rdl.
No. 34-38494, 64 S.E.C. Docket 648 (Apr. 10, 1997).

In the Matter of Karl G. Wassmann 111, Exchange Act Rel. No. 34-37938, 63
S.E.C. Docket 449 (Nov. 12, 1996).

In the Matter of Aura Systems, Inc., Exchange Act Rel. No. 34-37776, 62 S.E.C.
Docket 2563 (Oct. 2, 1996).

In the Matter of Cypress Bioscience, Inc., Exchange Act Rel. No. 34-37701, 62
S.E.C. Docket 2286 (Sept. 19, 1996).

In the Matter of Mark S. Tague, Accounting Enforcement Act Rdl. No. AE-788,
62 S.E.C. Docket 182 (June 3, 1996).

In the Matter of Mark S. Tague, Exchange Act Rdl. No. 34-37270, 62 S.E.C.
Docket 182 (June 3, 1996).

In the Matter of Jon R. Erickson, Exchange Act Rel. No. 34-37269, 62 S.E.C.
Docket 181 (June 3, 1996).

Civil and Criminal Fines and Penalties

United States v. Desaigoudar, No. CR 97 20120 (N.D. Cal., filed Sept. 17, 1997)
(crimina indictment of three former senior executives of Cdifornia Micro
Devices, Inc., and dleging that defendants conspired to and did fraudulently
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inflate the revenues and earnings of Ca Micro and that two of the defendants dso
engaged inillegd indder trading).

SE.C.v. Joseph C. Allegra, et dl., Litig. Rel. No. 15384, 64 SE.C. Docket 1951
(June 11, 1997) (announcing consent judgments againgt former executives of T2
Medicd, Inc., induding civil fines).

In the Matter of Pierce Lowrey, J. and Richard Edtrin, Litig. Rel. No. 14952, 62
S.E.C. Docket 503 (June 19, 1996) (announcing the entry of consent judgments
againg two officers of Information Management Technologies Corp., including
consent to the entry of permanent injunctions barring future violaions of the
securities laws and the payment of $50,000 and $25,000 civil pendlties,
respectively).

S.E.C. v. Kendall Square Research Corp., €t d., Litig. Rel. No. 14895, 61 SE.C.
Docket 2142 (Apr. 29, 1996) (ordering former president and chief executive
officer of Kendd| Square Research Corp. to pay $1.1 million in civil pendties,
including disgorgement of losses avoided from sales of KSR stock based on
materid nonpublic information of $304,000, with credit for $750,000 aready paid
to plaintiffsin a shareholder class action, $804,000 in civil fines under the Insder
Trading Sanctions Act, and acivil pendty of $242,000).

In the Matter of Thomas J. MacCormack, Exchange Act Rdl. No. 34-37147, 61
S.E.C. Docket 2068 (Apr. 29, 1996) (ordering employee of Kendall Square
Research Corp. to disgorge $26,800 plus prejudgment interest, of profits made
trading in KSR stock on the basis of materia, nonpublic informetion).

In the Matter of Mark S. Tague, Accounting Enforcement Act Rdl. No. AE-788,
62 S.E.C. Docket 182 (June 3, 1996).

In the Matter of James R. Bryan, Exchange Act Rdl. No. 34-39077, 1997 WL
578260 (Sept. 15, 1997).

In the Matter of Jon R. Erickson, Exchange Act Rel. No. 34-37269, 62 S.E.C.
Docket 181 (June 3, 1996).

Orders Requiring Restatement of Financial Statements
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In the Matter of Scientific Software-Intercomp, Inc., Litig. Rel. No. 15485, 1997
WL 561753 (Sept. 11, 1997).

Injunctions And/Or Cease And Desist Orders

In the Matter of James R. Bryan, Exchange Act Rdl. No. 34-39077, 1997 WL
578260 (Sept. 15, 1997).

In the Matter of Scientific Software Intercomp, Inc., Litig. Rel. No. 15484, 1997
WL 561753 (Sept. 11, 1997).

In the Matter of William D. Kyle, Exchange Act Rel. No. 34-38876, 1997 WL
417629 (July 28, 1997).

In the Matter of Spectrum Information Technologies, Inc., Exchange Act Rel. No.
34-38774, 64 S.E.C. Docket 2030 (June 25, 1997).

In the Matter of Lynn K. Blatman, Exchange Act Rel. No. 34-38493, 1997 WL
186886 (Apr. 10, 1997).

In the Matter of Raymond J. Bily, Exchange Act Rel. No. 34-38296, 63 S.E.C.
Docket 2166 (Feb. 18, 1997).

In the Maiter of William T. Manak, Exchange Act Rel. No. 34-38251, 63 S.E.C.
Docket 1910 (Feb. 6, 1997).

In the Matter of Karl G. Wassmann 111, Exchange Act Rel. No. 34-37938, 63
S.E.C. Docket 449 (Nov. 12, 1996).

In the Maiter of Alan G. Lewis, Exchange Act Rel. No. 34-37879, 63 S.E.C.
Docket 242 (Oct. 28, 1996).

In the Matter of Midisoft Corp., Exchange Act Rel. No. 34-37847, 63 S.E.C.
Docket 110 (Oct. 22, 1996).

In the Matter of Cambridge Biotech Corp., Exchange Act Rel. No. 34-37833, 63
S.E.C. Docket 2 (Oct. 17, 1996).




In the Matter of Aura Systemss, Inc., Exchange Act Rel. No. 34-37776, 62 S.E.C.
Docket 2563 (Oct. 2, 1996).

In the Matter of 3Net Systems, Inc., Exchange Act Rel. No. 34-37746, 1996 WL
557069 (Sept. 30, 1996).

In the Matter of Lawrence M. Gress, Exchange Act Rel. No. 34-37745, S.E.C.
Docket 2543 (Sept. 30, 1996).

In the Matter of Cypress Bioscience, Inc., Exchange Act Rdl. No. 34-37701, 62
S.E.C. Docket 2286 (Sept. 19, 1996).

In the Matter of Advanced Medical Products, Inc., Exchange Act Rel. No. 34-
37649, 62 S.E.C. Docket 1964 (Sept. 5, 1996).

In the Matter of Jon R. Erickson, Exchange Act Rel. No. 34-37269, 62 S.E.C.
Docket 181 (June 3, 1996).

In the Matter of Mark S. Tague, Accounting Enforcement Act Rdl. No. AE-788,
62 S.E.C. Docket 182 (June 3, 1996).

S.E.C. v. Kendall Square Research Corp., et d., Litig. Rel. No. 14895, 61 SE.C.
Docket 2142 (Apr. 29, 1996).

In the Matter of Rondd A. Romito, Exchange Act Rel. No. 34-36803, 61 S.E.C.
Docket 524 (Feb. 1, 1996).

In the Matter of Kurzwell Applied Intelligence, Inc., Exchange Act Rdl. No. 34-
36021, 59 S.E.C. Docket 2138 (July 25, 1995).

Orders Requiring | mplementation Of Cor por ate Policies

In the Matter of Software Toolworks, Inc., Exchange Act Rel. No. 13813, 55
S.E.C. Docket 307 (Sept. 30, 1993) (as part of consent judgment entered to settle
enforcement action, company agreed to "maintain a properly functioning audit
committee and . . . take reasonable steps to assure that [company's] officers,
directors and other employees do not purchase or sdll [the company's] securities
whilein possesson of materia nonpublic information concerning [they

company]”).
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Recent Representative Cases Adgaingt Chief Financial Officers

a SEC v. Solucorp Industries Ltd.,, Litigation Release No. 16388, AAER No.
1213, December 13, 1999 (http://www.sec.gov/enforce/litigrel/Ir16388.htm): The
SEC filed acivil injunctive action againgt Solucorp Industries Ltd., a company
which develops, markets and licenses soil decontamination products. Also charged
were severd of the company’s officers and directors, including Victor Herman, the
former CFO of two of Solucorp’s subsidiaries. Herman was also responsible for
preparing Solucorp’s consolidated financid statements. The Commission aleged
that defendants defrauded investors over afour year period by relessing false
information in ten press releases, an annud report, a shareholders letter, and SEC
regulatory filings. Defendants falsdly reported having contracts worth $350 million
when such contracts were either nonexistent or subject to undisclosed
contingencies. Defendants dso overstated revenues from existing contracts by $4
million and failed to announce the termination or postponement of other contracts
in atimely fashion. The company’sfinancid satementsincluded as revenue

license fees which were subject to contingencies, resulting in revenue
overstatements between 28% and 55% in five separate SEC filings. Herman and
others were dso charged with selling Solucorp securities while aware of the
company’sfinancid fraud.

Also named in the complaint were Solucorp itself, the company’s President,
two VPs, and a consultant (former an officer and director of Solucorp). The SEC
seeksto enjoin dl five defendants from violating 810(b) of the Securities Exchange
Act and Exchange Act Rule 10b-5. The Commission asked that Solucorp be further
enjoined from violating 8813(a), 13(b)(2)(A), and 13(b)(2)(B) of the Securities
Exchange Act and Exchange Act Rules 12b-20, 13a-1, 13a-10, and 13a-13. It
requested thet the company’ s consultant be enjoined from violaing 817(a) of the
Securities Act, 816(a) of the Securities Exchange Act, and Exchange Act Rules
16a-2 and 16a-3; be required to pay civil pendties and disgorge funds earned by
ingder trading (plus prgudgment interest); and be barred from serving as an officer
or director of a public company. The Commission seeksto enjoin Solucorp’s
President from violating §17(a) of the Securities Act, 8813(b)(5) and 16(a) of the
Exchange Act, and Exchange Act Rules 13b2-1, 13b2-2, 16a-2, and 16a-3. Civil
pendties, disgorgement and prejudgment interest were also sought, aswell asan
order barring him from serving as officer or director of a public company. The SEC
seeks civil pendties againgt the two Vice Presdents, and an injunction against one
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prohibiting him from violating 816(a) of the Exchange Act and Exchange Act Rules
16a-2 and 16a-3. Two other directors of Solucorp (one a Senior Vice President)
were ds0 named in the complaint; the Commission requested that they be enjoined
from violating 816(a) of the Exchange Act and Exchange Act Rules 16a-2 and 16a-
3. The SEC adso asked that a civil pendty be assessed againgt the Senior Vice
President.

The SEC'sinvedtigation is ongoing, and the matter has not been settled.

b. SEC v. Goldinger and SEC v. Strauch, Litigation Release No. 16347, AAER
No. 1203, November 8, 1999 (http://www.sec.gov/enforce/litigrel/lr16347.htm):
PairGain Technologies, Inc., a designer, manufacturer, and distributor of
telecommunication products, was charged along with its former CEO and CFO with
faling to account for and timely disclose thefts by the company’ s money manager,

S. Jay Goldinger. Goldinger mingled the funds of his clients and then shifted tens

of millions of dallars from some clients to othersin order to generate commissions,
fees and income for himsdlf. In this fashion, he engaged in securities-futures

trading misallocation which cost PairGain $15.9 million over the course of two
years. Although PairGain was aware during this time period that its trading account
statements reveded substantia |osses, it never verified these amounts or

Investigated the Situation; rather, PairGain accepted Goldinger’ s explanations at

face vadue. The company ingtructed Goldinger to attempt to recoup some of its
losses, meanwhile, it failed to account for or disclose these losses in two quarterly
SECfilings. ParGain dso fasdly asserted that its funds were held in investment
grade securities. The Commission charged that PairGain's former CFO knew or
was reckless in not discovering that PairGain had logt significant sums of money in
bad investments and that the company’ s remaining funds had been invested in high-
risk options.

ParGain’s former CFO was charged with violations of §810(b), 13(a),
13(b)(2)(A), 13(b)(2)(B), and 13(b)(5) of the Exchange Act and Exchange Act
Rules 10b-5, 12b-20, 13a-13, and 13b2-1. He was enjoined from violating or
aiding and abetting or causing violations of the above sections and was ordered to
pay $25,000 in civil pendties. Anidentica injunction and order was entered
agang ParGain's former CEO.

Goldinger, ParGain's former money manager, was enjoined from violating
or aiding and abetting or causing violaions of §17(a) of the Securities Act, §810(b),
13(a), 132(b)(2)(A), 13(b)(5), and 15(c)(1))A) of the Securities Exchange Act, and
Exchange Act Rules 10b-5, 12b-20, 13a-13, and 13b2-1. Goldinger was aso
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ordered to pay disgorgement plus prejudgment interest and civil pendties. Hewas
further barred from associating with any securities broker or dedler, and later
charged with commodities fraud and four felony counts of wire fraud in arelated
crimind action.

PairGain itself was ordered to cease and desist from violations of §810(b),
13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and Exchange Act Rules
10b-5, 12b-20, and 13a-13. The company aso plead guilty to felony charges for
failing to maintain internal accounting controls and accurate books and records.

C. SFECv. Q.T. Wiles et al., Litigation Release No. 16250, AAER No. 1152,
August 11, 1999 (http:/Aww.sec.gov/enforcellitigrel/lr16250.htm): The SEC
aleged that the former CFO of MiniScribe Corporation, adisk drive manufacturer,
participated in afinancia fraud scheme and concealed MiniScribe sdire financid
gtuation from investors and outside auditors. No further details regarding the
activities of the former CFO, Owen Taranta, were provided. Taranta consented to
entry of a permanent injunction prohibiting him from violating 810(b) of the
Exchange Act and Exchange Act Rules 10b-5, 13b2-1, and 13b2-2. Tarantaaso
paid acivil pendty of $10,000, apparently reduced because of hisinability to pay
more, and was barred for five years under rule 102(e) from practicing as an
accountant before the SEC. The entry of judgment againgt Taranta concluded this
matter.

Inardated action, Q.T. Wiles, aformer officer of MiniScribe, was
convicted of one count of securities fraud, one count of wire fraud, and one count of
meking false statements to the government. See U.S v. Wiles, 106 F.3d 516 (10"
Cir. 1997).

d. SECv. Kahn et al., Litigation Release No. 16297, AAER No. 1167,
September 28, 1999 (http://www.sec.gov/enforcellitigrel/lr16297.htm); Inre
Zemaitis, No. 34-41924, 1999 WL 766090 (S.E.C. September 28, 1999): The
Commisson filed complaints against two employees and three officers of First
Merchants Acceptance Corporation (“FMAC”), asub-prime auto lender. One
defendant, Thomas Ehmann, was FMAC's CFO. Defendants alegedly orchestrated
efforts to dter payment and baance information on thousands of FMAC's
delinquent and uncollectable accounts to make them gppear current. Ehmann,
athough not origindly party to the scheme, discovered it and took action to further
and conced the fraud.
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The SEC charged that FMAC “vastly understated” the number of delinquent
and uncollectable accountsiit carried, dlowing it to under reserve its alowance for
credit losses and overstate its net incomein SEC filings signed by Ehmann and the
company’s former President/CEO.™® These erroneous figures were disseminated as
apressreease and filed in Forms 8-K and 10-K with the Commisson. Ehmann
and FMAC' sformer CEO were dso aleged to have mided the company’ s outside
auditors in an attempt to concedl the fraud. The SEC deemed the scheme afraud on
the market for FMAC common stock in violation of §810(b), 13(a), 13(b)(2), and
13(b)(5) of the Exchange Act. Defendants were also charged with violations of
Rules 10b-5, 12b-20, 13a-1, 13a-11, 13b2-1, and 13b2-2 promulgated thereunder.

Charged dong with Ehmann were FMAC' s former Presdent/CEO and VP
of Strategic Planning. All three were charged with violations of the statutory
provisons listed above, and the Commission is seeking disgorgement (induding
performance bonuses) and civil penatiesfrom each. The maiter has not yet been
concluded.

In arelated action, the Commission ingtituted cease and desist proceedings
againgt two former employees of FMAC pursuant to 821(c) of the Securities
Exchange Act. The two had dtered customer account balances and payment dates
at the direction of the company’ s officers and were charged with violations of
8810(b), 13(a), 13(b)(2), and 13(b)(5) of the Exchange Act and Rules 10b-5, 12b-
20, 13a-1, 13a-11, and 13b2-1 promulgated thereunder. Defendants were ordered
to cease and desist from al future violations of the above statutory sections.

e SEC v. FastComm Communications Corp., Litigation Release No. 16310,
AAER No. 1187, September 28, 1999
(http:/Mmww.sec.gov/enforcellitigrel/Ir16310.htm): The Commission filed civil
Injunctive actions against FassComm Communications Corporétion, a
telecommunications company, and FassComm’ s former VP of Contracts and
Adminigration. Inarelated action, FastComm’s former CFO and former CEO
were both indicted on charges arising out of the same events. Fastcomm, with the
participation of the individua defendants, improperly recognized $185,000 in
revenue on asde of products that were not fully assembled or functiond as
shipped; severa of these products were shipped after the close of the fiscal quarter
for which they were reported and documents were backdated to conced this fact.

13 1nits 1996 financial statements, FMAC apparently understated credit
losses by $43.4 million (252.6%) and overstated net income by $76.7
million (729%).
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The company aso improperly recognized $579,000 in revenue during a different
quarter, accounting for one-third of its sdesfor that time period. In that
transaction, unfinished product was shipped to a freight-forwarders warehouse
because finished product was not available for shipment to the customer. Some or
al of this product was shipped after the end of the fiscal quarter for which it was
reported. The sale was aso contingent upon aletter of credit from the customer
(which never arrived) and aresale of the product by the customer to an end- user.
FastComm later reversed this transaction.

FastComm'’ s CFO was held responsible for the company’ s violations of the
Exchange Act’ s reporting, books and records and internal controls requirements.
He consented to entry of ajudgment ordering him to cease and desist from future
violations of Exchange Act §8813(a), 13(b)(2)(A), and 13(b)(2)(B), and requiring
him to pay $20,000 in civil pendties.

Also charged were FastComm itself, along with its CEO and former VP of
Contracts and Adminigtration. The company’s CEO consented to entry of a
judgment identica to that entered against the CFO. FastComm was enjoined from
future violations of §810(b), 13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Securities
Exchange Act. Since FastComm had recently emerged from reorganization
proceedings, it was not assessed civil pendties. The company’s former VP of
Contracts and Administration was permanently enjoined from future violations of
810(b) of the Exchange Act, and enjoined from aiding and abetting violations of
Exchange Act §13(a) and Exchange Act Rules 12b-20, 13a-1 and 13a-13. Hewas
a0 assessed acivil pendty of $20,000.

f. SEC v. Ickovics and SEC v. Cankes, Litigation Release No. 16309,
September 28, 1999 (http://Mmww.sec.gov/enforcellitigrel/Irl6309.htm); In re Model
Imperial, Inc., No. 34-41932, 1999 WL 760643 (S.E.C. September 28, 1999); Inre
Schwartz, No. 34-41933, 1999 WL 760642 (S.E.C. September 28, 1999): The
Commission filed charges againgt the Stephen Kesh, former CFO of Modéel
Imperid, Inc., dleging that he and others hed falSfied the company’ sfinancid
gatements and fraudulently inflated its revenues and net income. Model Imperid,
based in Horida, is awholesae digtributor of cosmetics and fragrances. During
1994 and 1995, defendants were said to have recorded $1.3 million in revenues
from a barter transaction which “lacked economic substance,” reported revenues
from consgnment shipments, logged customer returns as purchases of goods, and
created fraudulent receivables through a series of sham sdestransactions. Gross
retail sales profits were overstated, and the defendants paid bribes to a supplier to
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ensure his continued service while recording nonexistent purchases to concedl this
activity. Defendants dso filed fase and mideading reports with the SEC during
1994 and 1995.

Also charged was Modd Imperid’ s Presdent, CEO, and Chairman, Harold
Ickovics. Ickovics and Kesh, the former CFO, consented to afinal judgment which
enjoined each of them from violating or aiding and abetting violations of 810(b),
813(a), and 813(b)(5) of the Exchange Act and Rules 12b-20, 13a-1, 13a-13, 13b2-
1 and 13b2-2 thereunder. Kesh was assessed acivil pendty of $25,000; Iskovics
was fined $200,000. Kesh was aso permanently barred from practicing as an
accountant before the SEC.

In related actions, three other individuals were charged and proceedings
wereinitiated againgt Modd Imperid itsdf. In SEC v. Cankes, the president of the
fragrance supplier to which Mode Imperia paid bribes was charged with aiding
and abetting Modd Imperid’ s Presdent/CEO in violations of Exchange Act Rule
13b2-2. Cankesfdsdy clamed to have been unaware of the payoffs made to his
company, failed to disclose the payments to his auditors, and asssted Model
Imperid in mideading its independent accountants. Cankes consented to entry of a
find judgment permanently enjoining him from violaing or aiding and abetting in
violations of Exchange Act Rule 13b2- 2 and requiring him to pay $50,000 in civil
pendties.

A separate case, In re Schwartz, involved two partners of aretail fragrance shop
with whom Modd Imperid did business. The pair, Schwartz and Steinberg, cashed
checksfor Modd Imperid in exchange for athree percent fee. The cash thus
acquired by Mode Imperid was used to make payoffs to Cankes's outfit, but was
fraudulently reported as spent on purchases from Schwartz and Steinberg’ s shop.
Defendants provided Modd Imperid with invoices for these nonexigent. The
Commission found that Schwartz and Steinberg had directly violated Rule 13b2-1
of the Exchange Act and had caused Modd Imperid’ s violations of §810(b) and
13(a) of the Exchange Act and Rules 10b-5, 13a-1 and 13a- 13 promulgeted
thereunder. Defendants were ordered to cease and desist from violating 8810(b)
and 13(a) of the Exchange Act and Exchange Act Rules 10b-5, 13a-1, 13a-13, and
13b2-1. They were dso ordered to pay $14,500 in disgorgement and nearly $7,000
in prejudgment interest.

Inthefina related matter, the Commission indtituted public administrative
proceedings to determine whether to revoke Mode Imperid’s common stock SEC
registration. Model Imperid filed for Chapter 11 protection in July, 1996, and dl

of its common stock was later purchased by a private company. The SEC dleged
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that Modd Imperid, while its common stock was registered, failed to file annua

10-K reports or quarterly 10-Q reports and thereby violated §13(a) of the Exchange
Act and Exchange Act Rules 13a-1 and 13a-13. Modd Imperid, in violation of
§13(a) of the Exchange Act and Exchange Act Rules 13a-1, 13a-13, and 12b-20,
aso overdated the vaue of its revenues and gross profitsin filings with the SEC
during 1994 and 1995. The matter has not yet been concluded, but a public hearing
IS to be scheduled.

o} SECv. C.E.C. Industries Corp., Litigation Release No. 16299, AAER No.
1169, September 28, 1999 (http://mwww.sec.gov/enforce/litigrel/Irl6299.htm): The
Commission filed a securities fraud action againgt Marie Levine, principd financid
officer of C.E.C. Industries Corporation during 1996 and 1997. Although the
SEC's Litigation Release does not specify C.E.C.’s principd line of business, other
information available online indicates that the company provides trangportation
sarvices. See http://www.sec.gov/Archives'edgar/data/54175/0000054175-97-
000016.txt. C.E.C. isdleged to have fraudulently overstated its assets and
revenues in public filings and statements concerning fisca years ending in March
31, 1996 and March 31, 1997. C.E.C. engaged in asset exchange transactions by
acquiring non-cash assets in exchange for company stock or other non-cash assets
previoudy acquired in the same fashion. C.E.C. filed delinquent reports with the
SEC and hasfailed to file any reports since July 1998; the company aso published
fdse and mideading information on the Internet. The SEC has determined that
Levine was directly responsible for the company’s misdeeds.

Charged dong with Marie Levine was Gerdld Levine, CE.C.’sCEO. The
pair were charged with violations of 817(a) of the Securities Act of 1933, 810(b) of
the Securities Exchange Act of 1934, and Rule 10b-5 promulgated thereunder.
C.E.C. was charged with violating the reporting and bookkeeping requirements of
8§13 of the Exchange Act and the rules thereunder; bothindividua defendants were
charged with violations of Exchange Act §13(b)(5) and Rule 13b2-1 for failing to
implement interna accounting controls and falsifying books and records.

The matter has not been concluded, but the SEC is seeking permanent
inunctions againg al defendants, civil pendties againg both individua defendants,
and an order barring either from serving as an officer or director of any other public
company. The Commisson has aso requested a restatement of past financidl
records and seeksto compel C.E.C. to file current information. The caseis il
under investigation.



h. SEC v. Tendler, Litigation Release No. 16298, AAER No. 1168, September
28, 1999 (http://mnww.sec.gov/enforcellitigrel /Ir16298.htm): The SEC initiated
proceedings againg the former CFO of WIZ Technology, Inc, among others, for
financid fraud and ingder trading. WIZ is a software manufacturer and wholesaler
based in Southern Cdifornia. See
http://mww .toydirectory.com/WizTechnology/index.ntm. The SEC dleged that
defendants used accounting gimmicks, sham sdes, and backdated agreementsto
inflate the company’ s publicly reported saes, income and assets. Financid
misrepresentations were made in four reports filed with the SEC and three press
releases made during 1995, 1996, and 1997. The company’sformer CFO, along
with the other defendants, was said to have overstated the company’ s revenue,
income and assets during the 1996 fiscal year.'* WIZ counted barter transactions
involving obsolete products as sales, claimed to have sold a nonexistent
distributorship, backdated agreements, and reported expenses as assetsin an effort
to boost sdes revenuefigures. Defendants filed fase financid datementsin its
Form 10-QSB reports for the first, second, and third quarters of 1996, aswell asthe
second quarter of 1997. The complaint also alleged that defendants engaged in
indder trading by sdling thousands of shares of common stock; Billie Jolson,
WIZ'sformer CFO, earned $63,183 in profit from these transactions.

Also charged in the case were WIZ's CEO/Chair of the Board of Directors
and the company’ s Presdent. The two continued to engage in financid fraud in
1997, after the CFO' s participation ceased.

The Commission charged al three defendants with violations of 817(a) of
the Securities Act of 1933, 8810(b), 13(a), 13(b)(a)(A), 13(b)(2)(B), 13(b)(5), and
16(a) of the Securities and Exchange Act of 1934, and Rules 10b-5, 12b-20, 13a-13,
13b2-1, and 16a-3 promulgated under the same datute. Although the matter is not
yet settled, the SEC has requested that defendants be permanently enjoined from
further violations of the statutory provisions listed above, be required to disgorge
the losses they avoided through insder trading, and be assessed civil perdties. The
SEC is also seeking officer and director bars against each defendant.

I SEC v. Itex Corp., Litigation Release No. 16305, AAER No. 1175,
September 28, 1999 (http://Mmww.sec.gov/enforcellitigrel/Ir16305.htm): Itex

14 W1z was accused of overstating income by $154,214 (63%) in the first
quarter of 1996, $379,855 (31%) in the second quarter, $596,190 (26%)
inthe third quarter, and $450,000 (45%) in the fourth quarter. Losses
were understated by 193% in the third quarter of 1996.
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Corporation, a barter exchange company, and five of its former officers and/or
directors were charged with materidly inflating revenues and earningsin financid
satements filed with the SEC and disclosures made to the public between
December 1993 and February 1998. Although the SEC' s Litigation Release falsto
specify the offices held by individua defendants, it gppears that one of the
defendants, Joseph Morris, was a least nominated to serve as CFO of Itex in 1996.
See http://www.sec.gov./Archivesedgar/data/860518, 0001025894-97-000034.txt.
The complaint aleged that defendants *implemented a broad-ranging fraudulent
scheme” by failing to disclose suspect and sham barter deals between Itex and
offshore entities related to and/or controlled by Itex’sfounder. Defendants were
charged with defrauding investors by bartering worthless assets and by describing
Itex assets and transactionsin “trade dollars’ rather than their lower U.S. dollar
vauesin financid satements. Defendants aso arranged bogus barter dedls by
substantidly inflating the value of goods and services on the Itex Exchange, and
subsequently reported these inflated revenues as income and/or assetsin public
filings. Itex and its subsdiary, the Swiss-based Associated Reciprocal Traders,
reported sgnificant earnings from sham barter transactions; such barter transactions
accounted for 56% of Itex’ s revenue in 1994, 56% in 1995, 43% in 1996, and 60%
in 1997. The SEC dso aleged that nearly al of these barter transactions, typically
involving difficult-to-val ue assets, were ether inside dedl's orchestrated by the
company’s founder or dedlsinvolving patently bogus assets. Had these transactions
not been reported as earnings, Itex would have been forced to report losses rather
than profits during fiscd years 1994 through 1997. During this same time period,
the company’ s stock value rose from $2.25 to $12.50 per share and Morris
exercised stock options to earn $45,000 in profit.

Since Itex was actudly losing money, the company sold its common and
preferred stock to pay operating expenses. Mogt of the shares, the sale of which
generated $11.7 million, were initialy purchased at a substantia discount by
offshore investors controlled by Itex’s founder. The shares were later sold back
into the U.S. stock market, earning Itex and its founder an additiona $10.7 million.

Although Joseph Morriswas indicted by the SE.C. in thisaction, the
primary target seems to have been Terry Nedl, Itex’s founder. The complaint
dleges further wrongdoing that only Ned is said to have participated in. Also
charged were Michael Baer, Graham Norris, and Cynthia Pfdtzgraff; Baer and
Norris served on the Board of Directors. See
http://www.sec.gov./Archivesedgar/data/l860518, 0001025894-97-000034.txt.
Norris may aso have served as Presdent and CEO, athough | could not confirm
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his appointment to either post. Seeid. No specific information was available
concerning Pfatzgraff.

The SEC dleged that dl defendants, including Morris, violated 817(a) of
the Securities Act of 1933, 810(b) of the Securities Exchange Act of 1934 and Rule
10b-5 promulgated thereunder. Defendants were aso charged with violating
unspecified reporting, interna controls, and record-keeping provisons of federd
securities law. Itex and Ned were aso charged with violations of the securities
registration provision of 85 of the Securities Act of 1933. Ned and Baer were
charged with violations of 813(d) of the Securities Exchange Act of 1934, and Nedl
was additiondlly aleged to have violated 816(a) of the same Act.

Although the maiter is not yet concluded, the SEC is seeking injunctive
relief, civil pendities, and disgorgement from and officer and director bars againgt
Ned, Baer and Morris.

j- SEC v. Walker, Litigation Release No. 16300, AAER No. 1170, September
28, 1999 (http:/Amnwww.sec.gov/enforcellitigrel/Irl6300.htm): The SEC filed acivil
Injunctive action againg two former officers of Unison HedthCare Corporation,
owner and operator of more than 50 nursing homes nationwide. Defendants, one of
them the company’ s former CFO and a member of the Board of Directors, were
aleged to have made fal se adjustments to Unison’s quarterly net income throughout
1996 to ensure that the company met publicly announced earnings estimates.
Unison'sformer CFO, Craig Clark, ingtructed the company’s controller to make
subgtantiad false adjustments to the company’ s revenue and expenses for the third
quarter of 1996. These adjustments allowed Unison to meset its own publicly
released earnings estimates, and press releases were issued containing the inflated
earnings figures. The same fdse information was included in two SEC quarterly
reportsfiled in 1996. Unison did not disclose, in either its pressrelease or its Form
10-Q, how its third quarter earnings had been derived; neither the press release nor
Form 10-Q disclosed deficienciesin the company’ s books and records.

The SEC seeks an injunction againgt Clark, prohibiting him from violating
8810(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules 10b-5 and
13b2-1. It has dso requested that Clark be enjoined from aiding and abetting
violations of 813(a) of the Exchange Act and Exchange Act Rule 13a-13. The
Commission isaso seeking civil pendties.

Charged aong with Clark was the company’ s former CEO/President, Jerry
Wadker. Waker both participated in the fraud with which Clark was dso charged,
and ingtructed the company’ s controller to make smilar adjustments to earnings
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reports for the second quarter of 1996. Walker aso led Unison’ s auditorsto believe
that the second quarter’ s financid statements had been prepared in accordance with
generdly accepted accounting principles. The Commisson sought an order
enjoining Walker from violating 8810(b) and 13(b)(5) of the Exchange Act and
Exchange Act Rules 10b-5, 13b2-1, and 13b2-2, and from aiding and abetting
violations of Exchange Act 813(a) and Exchange Act Rule 13a-13. It also sought to
impose civil pendties. Walker consented to entry of afina judgment, consisting of
the proposed injunction described above and acivil pendty of $15,000. Walker
aso consented to entry of an order under Rule 102(€) barring him from appearing
or practicing before the SEC as an accountant, with the right to regpply after five
years. This metter isnot yet settled with respect to Clark, Unison’s former CFO.

In arelated settled proceeding, Lisa Beuche, Unison’s former controller, and
Unison’ s successor corporation were charged with Smilar violations of securities
laws. Raintree HedthCare Corporation, Unison’s successor, agreed to cease and
desist from violating 813(a) of the Exchange Act and Exchange Act Rule 13a-13.
Beuche consented to entry of a cease and desist order prohibiting her from
committing or causing violations of 813(b)(5) of the Exchange Act and Exchange
Act Rules 13b2-1 and 13b2-2. She was aso ordered to cease and desist from
causing any violations of 813(a) of the Exchange Act and Exchange Act Rule 13a-
13. Beuche was barred from appearing or practicing as an accountant before the
SEC pursuant to Rule 102(e) of the Rules of Practice, but will be alowed to apply
for readmission after two years.

K. SECv. Villares, Litigation Release No. 16301, AAER No. 1171, September
28, 1999 (http://Amww.sec.gov/enforcellitigrel/lr16301.htm): The SEC charged
three executives of Peps-Cola Puerto Rico Bottling Company, induding the
company’ s Director of Finance, with accounting fraud. Defendants were said to
have fraudulently overstated the company’ s financia figures by underdating sales
discounts, dlowances and operating expenses during the first two quarters
following Peps-ColaP.R.’s PO in 1995. These false adjustments allowed the
company to report a profit rather than alossin the first quarter of FY 1996 and to
understate the company’ s loss during the second quarter.

Pepsi-ColaP.R.’s Director of Finance consented to entry of afina judgment
permanently enjoining him from future violations of 8810(b), 13(a), 13(b)(2)(A),
and 13(b)(2)(B) of the Exchange Act and Exchange Act Rules 10b-5, 12b-20, 13a
13, and 13b2-1. Hewas aso assessed a $10,000 civil penalty and barred from
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practicing or appearing before the SEC as an accountant, with the right to apply for
reingtatement after five years.

Charged aong with the Director of Finance were the company’s Generd
Manager and Controller, who were additionaly aleged to have organized and
participated in an unsuccessful revenue recognition scheme. Peps-ColaP.R.’s
Generd Manager consented to entry of an order permanently enjaining him from
future violations of §8810(b), 13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange
Act and Exchange Act Rules 10b-5, 12b-20, 13a-13, 13b2-1, and 13b2-2. Because
of hisinability to pay, the Generd Manager was not assessed acivil pendty. The
company’s Controller agreed to entry of an order permanently enjoining him from
future violations of 8813(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and
Exchange Act Rules 12b-20, 13a-13, and 13b2-1.

l. Inre Fink, No. 34-41934, 1999 WL 760647 (S.E.C. September 28, 1999):
The Commission ingdtituted proceedings againgt Fink, the former CFO and later,
CEOQ, of Photran Corporation, a manufacturer of film-coated glass. Photran filed
for Chapter 7 bankruptcy in 1999. Fink is aleged to have violated the antifraud and
books and records provisions of the securities laws by preparing and signing
fraudulent financia statements for Photran and directing thet false informeation be
entered into the company’ s financial records. Fink orchestrated a premature
revenue recognition scheme and instructed other employees to backdate documents
and report false shipment dates. He aso alowed nonexistent and premature
revenues to be recorded without supporting documentation, in violation of

Photran’s interna accounting controls.

Photran is said to have reported fictitious sales and prematurely recognized
revenue initsfinancid statements from December 1995 through the third quarter of
1996. Such fraudulent reporting alowed the company to avoid reporting lossesin
itsfinancia records and financid statements filed with the SEC. The Commission
characterized Photran’s second and third quarter reportsin 1996 as “ materidly fase
and mideading.” Fink, who served as CFO from February 1996 to August 1997,
signed the regidration statement and periodic SEC filings when he either knew or
was reckless in not knowing that earnings and revenues had been substantialy
overdated. The Commission aleged that he “ignored obvious red flags’ and
recurring conduct that indicated that the company’ sinternal accounting controls had
been circumvented. Fink took no steps to determine the vadidity of the fraudulent
transactions or to reingtitute proper accounting procedures. He mided Photran's
outside auditor when he sgned a letter affirming that revenue had been properly
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reported. In at least one instance, Fink himsalf backdated documents to correspond
with the premature revenue recognition scheme.

Photran prematurely recognized revenue in the first quarter of 1996, just
prior to the company’s IPO, on asde that actualy took place in the second quarter.
Documents were backdated by Photran’s employees and freight forwarder and
revenue from the shipment was recorded in March despite the fact that the
transaction was not completed until April. Photran’sfirst quarter 1996 revenues
were thus inflated by $168,000 (15%), and the premature recognition of thissale
enabled the company to show a profit prior to its 1PO.

Revenue was a so reported during the first quarter of 1996 for two fictitious
transactions, notwithstanding the fact that neither was accompanied by supporting
documentation. Both transactions were reversed on the day after quarterly earnings
were posted, and the inclusion of these sdesin quarterly earnings artificidly
inflated revenues by 26%. Fink made no effort to determine why the transactions
were reversed.

A gmilar fictitious sale worth over $300,000 was reported in the third
quarter of 1996, and athough Fink was suspicious of the transaction, he allowed the
revenue to be reported without any documentation. While he declined to sign a
management representation letter for Photran’ s auditors during the company’ s third
quarter review, he did not share his suspicions with Photran’s audit committee or its
externd auditors. Asareault, third quarter revenue was artificidly inflated by 15%.

Photran dso prematurely recognized revenue from consignment inventory
in the second quarter of 1996, dthough the merchandise was not sold until the third
and fourth quarters of the year. None of the consggnment sales had accompanying
documentation, and Fink failed to request any despite later sdles reversdls.

Photran’s quarterly net income and earnings were misstated in financia
datements included in the company’ s registration statement and second and third
quarter periodic SEC filings. Revenue for FY 1995 wasinflated by $951,000
(28%), first quarter 1996 revenue was overstated by $460,491 (40%), second
quarter revenues inflated by $417,944 (25%), and third quarter revenues overstated
by $329,539 (16%). While the company reported a profit of $391,000 during the
firg three quarters of 1996, later financia restatements reveded aloss of over $1
million. Fink was dleged to be respongble (ather intentiondly or through
recklessness) for the company’ s financial misstatements and failure to conform to
generdly accepted accounting practices. He was a0 accused of actively fasifying
financid records, backdating shipping documents, and requesting that Photran's
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freight forwarder backdate its bill of lading to correspond with other falsified
documents.

The SEC dlegesthat Fink violated 817(a) of the Securities Act, §810(b) and
13(b)(5) of the Exchange Act, and Exchange Act Rules 10b-5, 13b2-1, and 13b2-2.
It further dleged that Fink engaged in improper professond conduct, as defined in
Rule 102(e) of the Rules of Practice. Proceedings have been indtituted againgt Fink
and a public hearing on the matter was scheduled. The matter has not yet been
Settled.

m. In re Pace, No. 34-41929, 1999 WL 766095 (S.E.C. September 28, 1999);
SEC v. Tarkenton, Litigation Release No. 16306, AAER No. 1179, September 28,
1999 (http://Amww.sec.gov/enforcellitigrel/Ir16306.htm); In re Drews No. 34-
41928, 1999 WL 766093 (S.E.C. September 28, 1999); In re Mathes, No. 34-
41927, 1999 WL 766094 (S.E.C. September 28, 1999); In re Chamberlain, No. 34-
41926, 1999 WL 766089 (S.E.C. September 28, 1999): The Commission indtituted
proceedings against KnowledgeWare, Inc., a software marketing firm'>, and several
of its officersfor violation of the antifraud, periodic reporting, books and records,
and interna accounting controls requirements of the securities laws. Throughout
FY 1994, KnowledgeWare posted atificidly inflated revenue and net income in its
own finanaid records and in filings with the SEC by fraudulently recognizing
revenue from contingent sales transactions secured by secret Sde agreements.
Because of thisimproper revenue recognition, the company filed false information
in Forms 10-Q filed for the third and fourth quarters of 1993 and the first quarter of
1994. KnowledgeWare falsdly reported a profit for the first quarter of 1994 and the
previous nine months, despite the fact that it had been operating a aloss. The
company reported over $8 million in sham software sdes during FY 1994.
KnowledgeWare' simproper revenue recognition ssemmed from sales
transactions with resdlers of computer software. The officers charged either
granted or authorized their subordinates to grant resdlers the right to return their
products, they also agreed or authorized their subordinates to agree to contingent
payment terms, relieving resdlers of their obligation to pay KnowledgeWare until
the products had been resold. The company’ s purchase orders, however, failed to
reflect these modified contractud terms; instead, they contained the company’s
standard unconditiona requirement that resdllers pay for itemsreceived. These

15 Although not indicated in the SEC Litigation Releases,
KnowledgeWare' s Internet homepage suggests that the company isa
technology management consulting group.
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purchase orders were reported as sales revenue in KnowledgeWare sfinancia
records. Separate |etters were sent to resellers confirming the atered terms of
agreement, but such side letters were never sent or disclosed to the company’ s order
adminidration department. Transaction gpprova forms were prepared for certain
resdler transactions, but none of them aluded to the side letters as required by the
company’s palicies. The Sde agreements were never disclosed to the order
adminigtration department or the company’ s accountants, and KnowledgeWare
continued to recognize revenue on these contingent sdes. The resdlers never paid
for their products, and the company was forced to reverse $20 millionin sdes
during July and August, 1994. Even ét this juncture, however, KnowledgeWare
denied any wrongdoing in these events and instead claimed that the restatement was
required because of difficulties encountered when trying to collect from resdllers.

Named in the SEC’' s complaint was Gossett, KnowledgeWare' s CFO.
Gosstt was named as one of the architects of the fraud, and was charged with
making fraudulent statements to purchasers of the company’s stock and to
KnowledgeWare' s auditors. Gossett consented to entry of judgment against him,
permanently enjoining him from violating §17(a) of the Securities Act, 8810(b) and
13(b)(5) of the Exchange Act, and Exchange Act Rules 10b-5, 13b2-1, and 13b2-2.
He was dso enjoining from engaging in conduct as a controlling person that would
subject him to liability under §20(a) of the Exchange Act for violations of §813(a)
and 13(b)(2) of the Exchange Act or Exchange Act Rules 12b-20, 13a-1, and 13a
13. He was ordered to pay $25,000 in civil penalties and disgorge $2,812 plus
prejudgment interest (the amount of his 1994 bonus).

The SEC d 0 filed charges in this matter against Pace, an Area VP,
Tarkenton, the CEO/Chairman of the Board; Addington, the President and Chief
Operating Officer; Fontaine, the Manager of Financid Reporting; Hammerda, the
VP for Direct Sdesin the Northeastern U.S.; Alvarez, a Digtrict Sales Manager;
Welch, another Didtrict Sales Manager; Drews, VP for Resdler Channd Sdles;
Mathes, a Digtrict Sdes Manager; and Chamberlain, an Area VP.

Pace consented to entry of ajudgment againgt him, requiring him to cease and

desg from violations of §8810(b) and 13(b)(5) of the Exchange Act and Exchange
Act Rules 10b-5 and 13b2-1. He was further ordered to disgorge $9,944
(representing his 1994 bonus plus prgudgment interest).

Tarkenton was among those held responsible for orchestrating the fraud and making
fase satements to investors and auditors. He consented to entry of an order
permanently enjoining him from violating 817(a) of the Securities Act, §810(b) and
13(b)(5) of the Exchange Act, and Exchange Act Rules 10b-5 and 13b2-1. Hewas
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aso enjoined from engaging in conduct which would subject him, as a controlling
person, to liability under §20(a) of the Exchange Act for violations of §813(a) and
13(b)(2), as well as Exchange Act Rules 12b-20, 13a-1, and 13a-13. Tarkenton was
assessed $100,000 in civil pendties and was ordered to disgorge $54,187 (the
amount of his 1994 bonus plus prejudgment interest).

Addington was dso among those held responsible for orchestrating the fraud and
making fa se statements to investors and auditors. He consented to entry of an
order permanently enjoining him from violating §17(a) of the Securities Act,
§810(b) and 813(b)(5) of the Exchange Act, and Exchange Act Rules 10b-5 and
13b2-1. Hewas dso enjoined from engaging in conduct that would subject im to
liability, as a controlling officer, under 820(a) of the Exchange Act for violations of
§813(a) and 13(b)(2) of the Exchange Act and Exchange Act Rules 12b-20 and
13a-13. Addington was assessed a civil penalty of $100,000 and was ordered to
disgorge $54,187 (the amount of his 1994 bonus plus prejudgment interest).
Fontaine was charged with preparing the fraudulent financid statements and
quarterly reports. He consented to entry of ajudgment permanently enjoining him
from violating 8810(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules
10b-5 and 13b2-1. Hewas aso ordered to pay $10,000 in civil pendties.
Hammerda was charged with creating the sham software sdes and engaging in
indder trading. He consented to entry of an order permanently enjoining him from
violating 817(a) of the Securities Act, 8810(b) and 13(b)(5) of the Exchange Act,
and Exchange Act Rules 10b-5 and 13b2-1. He was ordered to disgorge $51,356,
representing his 1994 bonus and the losses he avoided through insider trading. He
paid civil pendtiesin the amount of $21,575, including pendtiesfor both financia
fraud and ingder trading.

Proceedings againgt Alvarez and Welsh are dill pending.

Drews was ordered to cease and desist from committing or causing
violations of §810(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules
10b-5 and 13b2-1. Shewas aso ordered to disgorge $45,983, the amount of her
1994 bonus plus prejudgment interest.

Mathes was ordered to cease and desist from committing or causing
violations of §810(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules
10b-5 and 13b2-1. He was aso ordered to disgorge $10,959, the amount of his
1994 bonus plus prejudgment interest.

Chamberlain was ordered to cease and desist from committing or causing
violations of §8810(b) and 13(b)(5) of the Exchange Act and Exchange Act Rules
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10b-5 and 13b2-1. He was aso ordered to disgorge $22,584, the amount of his
1994 bonus plus prejudgment interest.

n. SEC v. Computone Cor poration, Litigation Release No. 16307, AAER No.
1178, September 28, 1999 (http://www.sec.gov/enforce/litigrel/Ir16307.htm); Inre
Montgomery, No. 34-41931, 1999 WL 7690646 (S.E.C. September 28, 1999); Inre
Barkley, No. 34-41923, 1999 WL 760640 (S.E.C. September 28, 1999): Officers of
Computone Corporation, a computer software and hardware
designer/manufacturer/sdller, were charged with intentionaly overgating the
company’sincome from October 1993 to October 1997. Defendants allegedly
improperly recognized revenue in approximately 240 transactions; orders had not

been placed, products were not shipped, products were shipped before customers

had asked for delivery, and orders were contingent on the resdle of the product.

The company aso failed to promptly record product returns or account for

expenses. Computone filed false reports with the SEC, issued false press releases,
maintained inaccurate corporate financia records, and falled to maintain an

effective internal accounting control system.

Among those charged by the Commission was Gregory Alba, Computone's
former Controller and CFO. Albaisdleged to have disregarded the facts of certain
transactions he recorded in Computone sfinancial statements, falsified financid
statements and accounting records, mided the company’ s auditors, and
circumvented internal accounting controls. The proceedings are pending, and the
Commission has requested that a permanent injunction be entered and that Albabe
required to pay civil pendties.

Also charged were Barkley, the company’ s former accounting manager;
Anderson, Computone' s former President/ CEO; Pearce, former VP of Finance and
Principa Accounting Officer; Hume, VP of International Sdes; Kretschman, VP of
Sdes; Montgomery, Director of Sales; Auerbach, Nationa Saes Manager; and
Glaser, President of CYMA Systems, a customer of Computone.

Anderson was the primary target of the SEC' sinvestigation. He was
charged with orchestrating the fraud, directing othersto fasify financia statements
and accounting records, and falsfying records himsdf in some instances. He was
as0 sad to have mided auditors and circumvented interna accounting controls.
Proceedings against Anderson are sill pending, but the SEC is seeking a permanent
injunction, civil pendties, disgorgement plus prejudgment interest, and an officer
and director bar againgt him.
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Pearce disregarded factual issues concerning certain transactions he
recorded; he also dlowed the company to record sales where purchase orders had
not been received, customers were unable to pay, saes were contingent, or
customers retained the right to return the product. Proceedings against Pearce are
pending, and the Commission requested that a permanent injunction be entered
againg him and that he be assessed civil pendlties.

Kretschmann created false documents, altered existing documents,
instructed his subordinates to ater documents, and mided auditors asto the
accuracy of a particular purchase order. Proceedings againgt him are pending, and
the Commission requested entry of a permanent injunction and an order requiring
him to pay aivil pendties

Hume dtered a purchase order to artificidly inflate Computone s income
and then atempted to convince the customer in question to Sgn afdse
confirmation request. He aso mided auditors about the transaction. Proceedings
againg him are pending, and the SEC has asked that a permanent injunction be
entered againgt him and that he be assessed civil pendties.

Barkley, Computone' s Accounting Manager from June 1993 to July 1994,
shared responsbility with the CFO for ensuring that revenues and expenses were
recorded in accordance with generally accepted accounting principles'® During the
second quarter of 1994, Barkley alowed the company to record and include as
revenue three sales for which no purchase orders were issued and no payments were
received. These sdes atificidly inflated Computon€e s second quarter continuing
operations income by $186,459, and dlowed the company to report $465,000 in
profitsin this category instead of $261,141. In the third quarter of 1994, Barkley
included as revenue a consignment sale worth $69,670 to a customer who ws
unable to pay for the product. He failed to conduct any inquiry into the customer’s
financid condition, and the customer returned al products after the end of the
quarter. Barkley was dso aware that Computone had recorded approximately sixty
transactions, worth $189,848, as “hill and hold” sdes on thelast day of the quarter.
Asaresult, third quarter continuing operations revenues were inflated by $259,518,
and the company claimed $62,000 net in this category rather than reporting
$197,518 in losses. During the fourth quarter, Barkley alowed Computone to

16 Given that Barkley shared responsibility with Computone’s CFO
(Alba), the transactions described with respect to Barkley may be the
same as those Albais eventually held accountable for. The SEC's
litigation release specifically referring to Alba does not, however, provide
amore detailed account of hisinvolvement in thisfraud.
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record $158,961 in sales which were not shipped until the following quarter. Inthe
first quarter of 1995, he failed to ensure that the company’s new cost recording
system comported with generaly accepted accounting practices, the new system
allowed Computone to understate its cost of goods sold during this quarter by
$81,261. Also during thefirst quarter of 1995, Barkley alowed the company to
record a sde on the last day of the quarter without a purchase order or shipment of
the product in question. This oversght artificidly inflated first quarter continuing
operations revenues by $159,314 and alowed Computone to report $123,000 in
income from continuing operations instead of aloss of $36,314.

Barkley asssted in the preparation of Computone's quarterly Forms 10-Q, which
included these atificidly inflated figure. He aso Sgned management

representation |etters for the company’ s auditors, averring that Computone's
financid statements had been prepared in conformity with generally accepted
accounting practices.

Barkley was ordered to cease and desist from committing or causing violations of
8813(a), 13(b)(2)(A), 13(b)(2)(B), and 13(b)(5) of the Exchange Act, aswell as
Exchange Act Rules 12b-20, 13a-13, 13b2-1, and 13b2-2.

Montgomery alegedly accepted a contingent purchase order to enable Computone
to meet its quarterly saestarget, causing the company to underdate its first quarter
1996 loss from continuing operations by $544,400. He aso fasely denied
knowledge of this transaction when questioned by the company’ s auditors. The
Commission aleges that Montgomery caused Computone to violate §810(b), 13(a),
13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act, and Exchange Act Rules 10b-5,
13a-13, and 13b2-1. Hewas dso aleged to have personally violated 813(b)(5) of
the Exchange Act and Exchange Act Rule 13b2-1. Proceedings are pending, and a
public hearing has been scheduled.

Auerbach crested afictitious purchase order which was later recognized asavaid
transaction in Computone' sthird quarter 1997 continuing operations income report.
As aresult, income was overdated by $75,830 in this category. The Commission
alleges that Auerbach caused Computone to violate 8810(b), 13(a), 13(b)(2)(A),
and 13(b)(2)(B) of the Exchange Act, and Exchange Act Rules 10b-5, 13a-13, and
13b2-1. He was aso aleged to have persondly violated 813(b)(5) of the Exchange
Act and Exchange Act Rule 13b2-1. Proceedings are pending, and a public hearing
has been scheduled.

Glaser collaborated with Computone to midead the company’ s auditors in regards
to aparticular condgnment order. Asaresult, Computone overstated its FY 1995
continuing operations income by $124,684. The Commission dleges that Glaser
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caused Computone to violate 8810(b) and 13(a) of the Exchange Act, aswdll as
Exchange Act Rules 10b-5 and 13a-1. Proceedings are pending, and a public
hearing has been scheduled.

0. SEC v. American Telephone + Data, Inc., Litigation Release No. 16232,
AAER No. 1148, August 2, 1999
(http:/mww.sec.gov/enforce/litigre/Irl6232.htm): The SEC filed charges for
financid fraud and theft of investor funds againgt two officers and the acting CFO

of American Telephone + Data (“AT+D”), atdlecommunications company. During
1993, the company’ s two controlling officersfiled fase financia statements with

the SEC; these financid statements included nonexistent assets, which led to the of
AT+D’stota assets by between 74% and 87%. The pair dso stole more than
$900,000 in corporate funds, generated by the sales of AT+D warrants and common
stock, to pay personal expenses. From October 1993 to January 1994, the two
engaged in indder trading and redlized $400,000 in profits. During the sametime
period, the company’ s financid statements fraudulently overstated AT+D’s assets.

The two officers were charged with violations of §810(b) and 13(b)(5) of
the Exchange Act and Exchange Act Rules 10b-5 and 13b2-1. AT+D itsdf is
aleged to have violated §8810(b), 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the
Exchange Act, aswdll as Exchange Act Rules 10b-5, 13a-1, 13a-11, 13a-13, and
12b-20. The matter has not yet settled, and the SEC seeksto enjoin dl three parties
from future violaions of the above provisons, to bar the two officers from serving
as officers or directors of public companies, and to require the two to disgorgedl
illegd profits plus prejudgment interes.

Also charged in the complaint was AT+D’s acting CFO, Daniel Kratochvil,
from November 1993 to January 1994. The Commission dleged that the former
CFO had filed fase quarterly reports that fraudulently inflated AT+D’s assets.
Kratochvil consented to entry of ajudgment permanently enjoining him from
violating 10(b) of the Exchange Act and Exchange Act Rule 10b-5.

Adminidrative proceedings have been initiated to determine whether
AT+D’sregigration should be revoked.

p. SEC v. Sutton, Litigation Release No. 16164, May 27, 1999
(http://Mmww.sec.gov/enforeellitigrel/Ir16164.htm): The SEC charged three former
officers of Happiness Express, Inc., including its former CFO, with fraudulently
inflating the company’ s sdes and net income. Happiness Express, before its
bankruptcy in 1996, designed, developed and manufactured toys.
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The Complaint alleged that the company’ s President/CEO/Chairman of the
Board, its Executive VP/Chief Operating Officer, and its CFO falsified sales and
net income figures prior to the company’s IPO and in financid reports filed with the
SEC between March 1995 and February 1996. The three overstated sales and
earnings for the quarter ending June 30, 1994 in order to justify $675,000in
payments made to the Pres dent/CEO and the Executive VP/Chief Operating
Officer. They dso overstated sales and net income for the year ending March 31,
1995 and the subsequent three quarters, enabling Happiness Express to meet
projected earnings. While the company reported earning $7.5 million in profits for
the year ending March 31, 1995, it was actualy operating a aloss of $1 million.

Michael Goldberg, the company’s former CFO, was also charged with
engaging in indgder trading (generating $310,000 in illicit profits) and with
providing nonpublic information about Happiness Express sfinancid condition to
two friends. Goldberg's friends were dso indicted for having shorted the
company’s common stock and sold off other shares to avoid losses. Goldberg
consented to entry of ajudgment permanently enjoining him from violating 817(a)
of the Securities Act, 8810(b) and 13(b)(5) of the Exchange Act, and Exchange Act
Rules 10b-5, 13b2-1, and 13b2-2. Goldberg was dso enjoining from engaging in
conduct which would subject him to ligbility under 820(a) of the Exchange Act for
violations of §13(b)(2) by an issuer of securities. He consented to entry of an order
barring him from serving as an officer or director of a public company for ten years,
requiring him to disgorge $310,350 plus $67,882 prejudgment interest, obligating
him to pay acivil pendty of $150,000, and permanently barring him under Rule
102(e) from practicing as an accountant before the Commission.

Agang the other former officers of Happiness Express, the SEC seeks
permanent injunctions (including a cease and desist order under 820(Q),
disgorgement of illicit profits, civil pendties and officer and director bars. The
Commission aso seeks disgorgement plus prejudgment interest from the two men
who benefited from Goldberg' s insder stock tips.

g. SEC v. Barton, Litigation Release No. 16068, AAER No. 1112, February
23, 1999 (http://www.sec.gov/enforcellitigrel/Irl6068.htm):  The SEC filed charges
againgt Robert Barton, the former CFO of Bio Clinic Corporation (“BCC”). BCC s
asubsdiary of Sunrise Medical Inc., amanufacturer and distributor of medical
devices. Barton was aleged to have fraudulently inflated Sunrise Medicd’s 1994
earnings by 16% and its 1995 earnings by 40% in order to qudify for a

performance bonus worth $25,000. During 1994 and 1995, Barton fraudulently
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understated BCC's expenses by nearly $20 million by reporting nonexistent assets
and fasdy understating liahilities. Barton also avoided losses of $32,000 by insider
trading, sdlling stocks which he was aware that the company’ s publicly released
financid statements were materidly fase.

Barton agreed to entry of an order enjoining him from violating 817(a) of
the Securities Act, 8810(b) and 13(b)(5) of the Exchange Act, and Exchange Act
rules 10b-5 and 13b2-1. Because of hisinability to pay, Barton was not required to
disgorge hisillicit profits and was not assessed acivil pendty.

Barton's plans were aided by BCC' s Controller, Accounting Manager,
Information Systems Manager, and outside computer consultant. The four were
varioudy ordered to cease and desist from committing or causing violations of
817(a) of the Securities Act, §810(b) and 13(b)(5) of the Exchange Act, and
Exchange Act Rules 10b-5 and 13b2-1. One defendant was aso required to
disgorge her 1994 annua bonus.

Sunrise Medica was aso ordered to cease and desist from committing or
causing violations of 813(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and
Exchange Act Rules 12b-20, 13a-1, and 13a-13.
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