UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK
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SECURITIES AND EXCHANGE COMMISSION,

Plaintiff, . !I_OQ) C1Cﬂ g 2 3 9 -

V. ¢ 5
VITESSE SEMICONDUCTOR C'ORPORATION, COMPLAINT AND / /

LOUIS R. TOMASETTA, EUGENE F. HOVANEC, JURY DEMAND ~F
YATIN D. MODY, AND NICOLE R. KAPLAN =

Defendants.

SUMMARY

1.- During the period in or about 1995 through April 2006, defendant Vitesse
Semiconductor Corporation (“Vitesse” or the “Comp-any”) engaged in fraudulent revenue
recognition practices and stock options backdating misconduct. This fraud was orchestrated by
certain of Vitesse’s most senior former executives.

2. Starting in or about September 2001 and not ending until April 2006, Vitesse

enéaged in an elaborate éh&imlel stuffing 'schemle in Order to improperly record. revenue on

product shipments. Defendants Louis R. Tom;setta (“To-r';llaéctta”), co-founder and ﬁ)rmer Chief
" Executive Officer (“CEQO”) and director of Vitesse, Eugene F. Hovanec (“Hovanec”), former
Chief Financial Officer (“CFO”) and Executive Vice-President of Vitesse, Yatin Mody, former
Controller and CFO, and Nicole Kaplan, former Manager and Director of Finance of Viteése,

~each knowingly played a significant role in the Company’s execution of this fraud. Specifically,

Tomasetta, Hovanec, Mody and Kaplan caused the Company to immediately recognize revenue



and record invalid accounts receivable for product shipped at period end to its largest distributor,
Nu Horizons Electronics Corporation, even though it had an unconditional right to return all of
the product. The right of return was accbmplishe& through undisclosed side letters and oral
agreements. The effect of this fraud was to materially inflate the revenue that the Company
‘reported m its financial statements in 14 quarters from September 2001 through early 2006.

3. Tomasetta, Hovanec, Mody and Kaplan compounded théir fraudulent revenue
recognition practices by failing to timely record credits that were generated by Nu Horizons’

| return of product tied to the invalid accounts receivﬁble.

4. In order to conceal thé true age of the accounts receivable created by the failure to
timely record credits from the Company’s external auditor (“Auditor”), Hovanec and Kaplan
then directed that cash receipts received by Vitesse from Nu Horizons and other customers be |
misapplied to these aged invalid receivables. .Some of the cash received ﬁ'om Nu Horizons, in.
the form of prepayments, was used to camouflage the aged receivables. Hovanec personally
negotiated the amount of these prepayments.

5. From 1995 to 2006, Tomasetta and Hovanec also enéaged in a scheme to
backdate stock option grant dates for their personal benefit and the benefit of other Vitesse
executives and employees. Toniasetta and Hovanec intentionally selected grant dates that were
days; weeks, anﬁ months in the past. Tomasetta and !—iovanec used option grant dates tbat were
different from the dates on which Vitesse’s (if);llpensétion Comﬂittee had actually approved and
granted the options. Tomasetta and Hovanec diéregarded the Compensation Committee’s
5pproval dates because they wanted to pick trading dates for the grants that o_oincidled with low

points in the Company’s stock price. Those favorable prices were used as the exercise prices for



the options. Tomasetta and Hovanec also used hindsight to reprice option grants as Vitesse’s
stock price declined.

6. Intotal, Tomasetta and Hovanec backdated or repriced 40 option grants to
thousands of employees. These opfions represented over 60% of the total options that Vitesse
awarded from 1995 to 2006 to newly hired and existing employees and officers. Tomasetta and

_ Hpvanec collectively reaped millions of dollars in Iillicit profits from exercising backdated
options. Despite representing in Vitesse’s periodic filings made with the Commission that Ithe
Company did not grant in-the-money optionsland complied with applicable accounting rules,
Tomasetta and Hovanec intentionally manipulated grant dates in order to award in-the-money

~ options and failed to ensure that Vitesse properly recorded compensation expenses for the

backdated grants. As aresult of the backdating, Vitesse failed to record approximately $184
million in compensation expense, overstating its pretax income or understating its pretax loss by

as much as 45% annually for its fiscal years 1996 through 2005.

8 In addition, after the Wall Street Journal (“Journal’’) questioned Vitesse in
November 2005 about the legitimacy of its option granting practices, Tomasetta and Hovanec
ehgaged in a cover up to hide some of their prior option backdating misconduct. Between
~ November 2005 énd April 2006, Tomasetta and Hovanec lie(i to Vitesse board members and to -
--Vit_&sse’s Aﬁ'ditor by falsely telling them thatpast opti;)n grants wefe proper and correctly
accounted for in the Company’s books. -

8. | Iﬁ furtherance of their cover-up, Tomasetta and Hovanec also faBricated minutes
‘of two non-existent 2001 meetings during which Vitesse’s Compensation Committee purportedly
granted stock options. ‘Tomasetta and Hovanec inserted these fabricated minutes into the stock

option administrator’s computer and turned back the clock on the computer thereby creating the



false appearance that the minutes had been written at the same time as when the purported

meetings occurred. During an interview of Tomasetta by Vitesse’s attorneys, who had begun an
internal investigation, Tomasetta admitted to these lawyers that hé had told Hovanec and Mody
that this conduct “is the Martha Stewart thing, this is dumb, we need to stop - we’re going to go
to jail.” |

9. Tomasetta also inserted the dates of these two fictional meetings into his Palm
Pilot thereby creating the fagade that these two phantom meetings had actually happened. -
Additionally, on or about December 2005, Hovanec directed his assistant to create a third set of
fabricated Coﬁlpensation Committee meeting minutes to falsely substantiate -another.backdated
grant date froﬁ'x 2003.

10.. Based on its conduct, Vitesse engaged in acts, practices and courses of business
that violated Section 17(a) of the Securities Act of 1933 (“Securities Act”) [15 U.S.C. § 77q(a)],
Sections 10(b), 13(a), 13(b)(2)(A), 13(b)(2)(B), and 14(a) of the Securities Exbhange Act of
1934 (“Exchange Act”) [15 U.S.C. §§. 78j(b),- 78m(a), 78m(b)(2)(A) and 78m(b)(2)(B), 78n(a)]
émd Exchange Act Rules 10b-5, .13a-1, 13a-13, 12b-20, and Rule 14a-9 [17 C.F.R. §§ 240.10‘5-5,
240.13a-1, 240.13a-13, 240.12b-20, 240.14a-9].

11.  Based on their coflduct, defendants Tomaseﬁa and Hovanec each engaged in ﬁcts,
practices and courses of business that violatqg_l_._Seqtion;l'?(a). of the Securities Act [15 U.S.C. §
77q(a)], Sections 10(b), 13(b)(5), and 16(a), and of the Exﬁhange Act [15 U.S.C. _§§ 78j(b),
78m(b)(5), and 78p(a),]_ and Exbhange Act Rules 10b-5, 13a-14, 13b2-1; 13b2-2, and 16a-3 [17
C.FR. §§ 240.1 0b-5, 240.13a-14, 240.13b2-1, 240.13b2-2, and 240.16a-3]. Tomasetta also
violated Section 14(a) of the Exchange Act [15 U.S.C. § 78n(a)] and Rule 142-9 thereunder [17

C.F.R. § 240.142-9].



12.  Based on their misconduct, defendants Mody and Kaplan engaged in acts,
practices and courses of business that violated Section 17(a) of the Securities Act [15 U.S.C. §
77q(a)], Sections 10(b) and 13(b)(5) of the Exchange Act [15 U.S.C. .§§ 78j(b) and 78m(b)(5)],
and Exchange Act Rules 10b-5, 13b2-1, and 13b2-2 [17 C.F.R. §§ 240.10b-5, 240.13b2-1, and
24:0.13b2-2]. Mody also violated Exchange Act Rule 13a-14 [17 C.F.R. § 240.13a-14].

13. In addition, Tomasetta, Hovanec, Mody, and Kaplan e#ch aided and abetted
Vitesse’s violations of Exchange Act Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B) [15 U.S.C. §§
78m(a), 78m(b)(2)(A), and 78m(b)(2)(B)] and Exchange Act Rules 12b-20, 13a-1 and 13a—13
[17 C.F.R. §§ 240.13b-20, 240.13a-1 and 240.13a-13].

14.  Unless enjoined, defendants Vitesse, Tomasetta, Hovanec, Mody and Kaplan are
likely to commit such violations in the future. Vitesse, Tomasetta, Hovanec, Mody and Kaplan
should be permanently enjoined from doing so. In addition, defendants Tomasetta, Hovaneb,
Mody and Kaplan should be ordered to disgorge any iil—gottén gains or benefits derived as a
result of these violations and prejudgment interest thereon, and be orderéd to pay civil monetary
penalties. Further, defendants Tomasetta, Hovanec, and Mody respectively should be prohibited
from acting as an officer or director of any issuer that has a class of securities registered pursuant
to Exchange Act Section 12 [15 U.S.C. § 781] or that is required to file reports pursuant to |
Exchange Act Section 15(d) [15 US.C. § 780(d)) |

he

JURISDICT_ibN AND VENUE

15.  The Court has jurisdiction over this action pursuant to Sections 20(b) and 22(a) of
the Securities Act [15 U.S.C. §§ 77t(b) and 77v(a)] and Sections 21(d), 21(e) and 27 of the
Exchange Act [15 U.S.C. §§ 78u(d), 78u(e), and 78aa]. The defendants, directly or indirectly,

have made use of the means and instrumentalities of interstate commerce, of the mails, or of the



facilities of a national securities exchange in connection with the acts, tlransactions, practices and
courses of business alleged in this Complaint.

16.  Venue is proper pursuant to Sec_tion 22 of the Securities Act [15U.S.C. § 77v]
and Section 27 of the Exchange Act [15 U.S.C. § 78aa] because certain ofthe acts alleged herein
constituting violations of the Securities Act and the Exchange Act occurred in this District,
including trading in the shares of Vitesse on the Nasdaq National Market and because certain
shareholders of Vitesse were located in this District.

DEFENDANTS

17.  Vitesse Semiconductor Corporation is a major.producer of high-performance
integrated circuits for use primarily by systems manufacturers in the storage and communications
industries. Vitesse was incorporated in Delaware in 1987, is headquartered in Camarillo,
Califomia, and maintains a September 30" fiscal year-end. Vitesse’s quarters respectively end
on December 31", March 31%, June 30", and September 30™. During the relevant period, the
Company’s common stock was registered with the Commission pursuant to Section 12(g) of the
Exchange Act and traded on the Nasdaq National Market under the symbol VTSS. The
Company’s common stock is currently traded on the Pink Sheet System of Quotation under the
symbol “VTSS.PK.”

lé. | Vitesse was unable to restate_ )_i:tsthistoﬁ‘cal financial statements to reflect the
impact of the misconduct described in this (;;I(;l:llplaillt. In Sepi:ember 2008, in its first periodic
report filed with the Commission after discovering the fraud, Vitesse filed a Form 10-K for its
ﬁscal. years eﬁded'September 30, 2006 and 2007. Although its ﬁsc'al 2006 financial statementé
contain one restated quarter (the first quarter of 2_006), Vitesse rcported that it wa;s unable to

restate its financial statements prior to September 30, 2005, or estimate the financial impact of



the improper accounting and sale practices, because it could hot rely on poor or non-existent
accounting records and because key accounting controls were circumvented by managemeﬁt or
did not exist. Vitesse includéd in this ﬁli'ng a “stock options restatement” (“Stock Options
Restatement”), which recorded $268 million of adjustments for unrecorded compensation
expenses from the Company’s inception in 1987 through 2005: The Company’s Form 10-K
d_isclosed that its inability to provide audited financial statements for fiscal years prior to 2006
meant that it was not current in its Exchange Act reporting obligations. As set forth below,
Tomasetta, Hovanec, Mody and Kaplm had all ceased working at Vitesse by May 2006.

19. Louis R. Tomasetta, age 62, is a resident of Ojai,‘ .Califorl.lia. Tomasetta co-

. founded Vitesse in 1987. From 1987 until May of 2006; Tomasetta served as President, Chief
Executive Officer, and as a Director of the Company; Tomasetta took the Company public in
December 1991. On May 17, 2006, the Board of Directors of Vitesse terminated Tomasetta
because of ﬁoncems regarding the integrity of documents evidcncing the Company’s stock
option grant practices. In testimony during the Commission’s investigation in this matter,
Tomasetta asserted his Fifth Amendment privilege against self-incrimination.

20. Eugene F. Hovanec, age 59, is a resident of Westlake Village, California.
Hovanec became licensed as a Certified Public Accountant (“CPA"’) in 1976 in New York. His
(I:urrent license expires in 2011. At Vitesse,__ﬁbin December 1993 through April 2005, Hovanec
served as Vice President of Finance and Chi;ijFinancial Officer. In April 2005, Hovanec was
named Executive Vice President, relinquishing his role as CFO to Yatin Mody. Hovanec served
as Executive Vice President until May 17, 2006 when he was terminated by the Board of

Directors due to concerns regarding the integrity of documents evidencing the Company’s stock



option grant practices. In testimony during the Commission’s investigation in this mafter,
Hovanec assqied his Fifth Amendment privilege against self—.igcrimination. '

21. | Dﬁring his tenure at Vitesse, Hovanec also seﬁed from 1994 fluough 2007;' asa
(.iirec_tor.at Iﬁterlink- Electronics, Inc., a U.S. public company. He served on botﬁ Interlink_’s '
Audit Committee and Combensatioh Committee throughout these ycars.- For Interlink’s fiscal
yeafs 2003 through 2006, Interlink’s Board of Directors determined and disclosed ﬂlat Hovanec
_Wés an audit cofnmitteé financial expert within the meaning of the Commissiqn ruig pr'oﬁl'ulgatedl
under Section 407 of the Sarbanes-Oxley Act of 2002, Item 401(h) of Reg'ulatic;n S-K. |

| 22." From 1989 to 1993, Hovanec sérved as Vice President Finance & Adﬁ_lmistration,

Chief Financial Oﬁi_cer, and Corporate Secretary and T_reasﬁrer at publiéa-lly traded Digital
Sound qupor_ation. Prior to that, from 1984 through 1989, he se;ved as Vice Pte#ic}cni,
Controller -and Corpofate Con-trollef af Micropolis Corporation,-a pﬁvatc oompany F'rom. 1980 |
through 1984, Hovanec was a Division Controller at Eocom Electronic Systems, a (iivisiqn of
Hoechst Cele-a;iese Corporation, and from 1976 through 1980, Hovanec’s title was Corporate |
Special Projects at Hoechst Celanese Corporation, a German public company not listed in the

' Umted States. From 1972 until 1976, Hovanec worked as a senior accounfant at Arthur
Andersen in New York.

| | 23 Ygtil'l D. Mody, age4"?, isa (é_s_i_dent O.f Westlake ‘_Village, California. Mody
Began soikist V_if&ssé in 1992 and sefved as Controller from 1993 through Noyembér 1998, at

' which time he was prbmoted to Vice President and Controller. Mody’s job title changed slightly
in 2002 to Vice Presideﬁt, F inénce and Controller. ‘In April 2005, he was ﬁron_'ndted to Chief |
Financial (Ficer and tivarsaiés served d Vice President, inmicis and Chief Financial Officer.

On May 17, 2006, the Board terminated Mody due to concerns regarding the integrity of



documents evidencing the Company’s stock option grant practices. Mody is a licensed CPA. He
obtained a California CPA license in November 1990; hlS license is currently inactive and is set
to expire on March 31, 2011. Prior to his work at Vitesse, Mody worked as an auditor at |
Deloitte & Touche. |

24.  Nicole R. Kaplan, age 39, is ﬁ resident of Agoura Hills, California.. Kaplan
began work at Vitesse in1998 as Manag_er of Finance, and in 2004 she became Dire_ctor of
Finance. Kaplan obtained a California CPA licensé in 1996; her license expired in Februér’y
2005 and the Califdmia Boérd of Accountancy identifies her license as canceled. Prior to |
workix_lg at Vitesse;_Kaplan. was employed as an auditor with KPMG LLP for approximately four
years Kaplah was a ﬁlember- of the audif team with the Auditor that conducted the 1995 and
1996 audits of Vitesse’s financial stafements. In the fall 0f 2005, Kaplan left Vitesse on
maternity leave. Kaplan officially resigned from Vitesse on April 14, 2006. |

RELATED ENTITY

25, ﬂu Horizons Electronics Corporation (“Nu Horizons”) isa public company
incorporated in Delaware and loczited inNew York. Nu Horizons and its subsidiaries are
engaged in the distribution of, and providc supply chain services for, high technology electrqnic
mniponents.- ‘Since rﬁid-2001 , ‘Nu Horizons has been, and continues to be, the exéllisive Ndrth_
Amencan &istributor for Vitesse products. Dming the relevant pen'bd, the company’s coﬁﬁnoh
stock was registcred with the Comi_ssidn pursuant to Section 1z(g) of the Exchange Actand

traded on the Nasdaq National Market under the symbol NUHC.



A. - IMPROPER REVENtJE RECOGNITION
26. Like many semiconductor companies, Vitesse was part of the technology bubble
that burst in 2000. Despite reporting over $28 million of net income for fiscal year 2b00, Vitesse
posted both.a loss from operations and a net loss in each fiscal year from 2001 through 2005.
The company’s losses from Qperafions during this period ranged frorﬂ approximately $33 million
. to as. much as $ 167 million. During this time, the amount of revenue Viteése reported each
period became an increasingly important measure of the Company’s perceived health. As such,
Tomasetta, Hovanec, Mody, and Kaplan orchestrated a multi-year fraudulent scheme to give
investors the false impression that Vit&sse’s‘revenués were better than they were in reality. .From
at least Septembér.2001 through Aprﬂ 2006, T(__)masetta, Hovanec, Mody aﬁd Kaplan e_ngaged in
a wide array of fraudulent a@unthg practices to inflate répor_ted revenue.

1. The Relevant GAAP Revenue Recognition Criteria
And Vitesse’s Disclosures

27. ¢ Under Generally Accepted Accounting Principles (“GAAP”), revenue is generally
recognized when it is realized or realizable and earned. Revenue is considered earned when a
company has substantially accomplished what it must do to be entitled to the benefits represented
by the revenues. Thes_e two oondit.ions, realized and earned, ai'e ordinarily met by the timé the

_ : 4 . . Ca
product is delivered o customers. When a rlght of return exists, GAAP requires that certain
conditipns be met befor;e a company can recognize revenue. The required conditions include that
- the buyer’s obligation to pay the seller is not contingent on resale of the product and thata
company be a‘ble to reasonably forecast thé amount of product returns. GAAP presumes that

when the return period is long, a company cannot reasonably forecast product returns, and thus

revenue reodgnition is generally precluded. GAAP also presumes that when the product is
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susceptible to significant external factors, such as techno logical obsolescence or changes in
demand, a company is unable to forecast product returns, and thus revenue recognition is
precluded.

28.  Ineach of its annual reports filed on Forms 10-K up to and including its 2001
Form 10-K, Vitesse disclosed its revenue recognition policy as a pelicy where “prodﬁction
revenue is recognized when product_e are shipped to custemers, which is when title and risk of
loss transfers fo the customer.” Beginning in 2002, and continuing through 2005, Vitesse
disclosed"thﬁt its “production revenue is recognized when persuasive evidence of an arrangement.
exists, the sales price is fixed, pfoducts are shipped to customers, which is when title and risk of
loss transfers to the customer, and collectability is reasonably assured.”. This language is similar
to the language of Staff Accounting Bulletin (“SAB™) 1 Ol', which Vitesse adopted in the fourth
quarter of its 2001 fiscal year.

2. Vitesse Improperly Recognized Revenue upon Shipment
Of Product to Nu Horizons from 2001 to 2006

29.  In August of 2001, Tomasetta and Hovanec, among others, engaged in
discussions with Nu Horizons cohcenﬁng the eﬁecution of a product distribution agreement
between the two companies. After several weeks of negotiations, Vitesse and Nu Hofizees
executed an Authorized Preferred Distributor Agreement (_“Distribution A_greement"). Under the
Distribution Agre_emeﬁt, Vitesse wa'Ls to smpto;m Hdﬁzoes certain product for which Vitesse
had already identiﬁed customer demand. Vitesse actually shipped, however, whatever product it
had manufactured without any consideration for Nu Horizons’ existing or forecasted demand.

Vitesse, moreover, granted Nu Horizons an unfettered right of return on this inventory. From

September 2001 through April 2006, Vitesse routinely used its relationship with Nu Horizons to
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wrongly record revenue on such shipments and correspondingly failed to reduce revenue and
accounts receivable when product was returned.

30.  Vitesse did not disclose in its periodic filings made with the Commission the
existence of the Distribufion Agréement with Nu Horizons until more than 15 months after the
relationship began. In fabt, Vitesse did not disclose the distributor relationship with Nﬁ Horizons
until Decemb_er 2002 when it filed its Form 10-K for the fiscal year 2002 with the Commission.
The Company’s 2002 Form IQ—K stated that “certain of the Company’s productidn revenue are
made to a maj.or distributor under an .agreément allowing for price protection and right of return
on products unsold. Accordingly, the Company defers récognition of revenue on such products
until the products are sold by the distributor to the end user.” This practice was commonly
referred to as a “sell-through” modél. Similar language appears in each Form I.O-K filed by
Vitessé with the Commission through December 200.5 L

31.  Inor about September 2001, Vitesse management, including Tomasetta and
Hovanec, intentionally withheld information about the Distribution Agreement with Nu Horizons
from its Auditor. When Vitesse finally disclosed information about the Distributor Agreement in
its 2002 Form 10-K, it did.so' in the form of a misrepresentation. Vitesse falsely informed
investors that it “defers reoognitioﬂ of ré\«;enue on such products .[shipped to the dis;cributor]' until
such produéts are sold by the distributor to theend usgehr.”

a.  The September 2001 ”I‘I;itial Stocking Package
32 | The Distribution Agreémént with Nu Horizons contained an undisélosed side
letter that included purchase orders and unconditional return righté referred to as the initial
stocking package (“ISP”). At the beginning of the agreement in 2001, Hovanec suggested to fhe ;

President of Nu Horizons that the dollar amount of the ISP be approximately $40 million. The

12



Vitesse side letter explicitly granted Nu Horizons “the right to a one time credit and return for all
unsold products against” the ISP. Hovanec knew of the existence of this side letter.

33.  Because Nu Horizons had an unconditional right to return all the product from the
ISP, the risk of loss on the ISP inventory never passed from Vitesse to Nu Horizons. In fact, Nu
Horizons began returning ISP inventory almost as soon as it was received and continued
returning product as many as 18 months after shipment. Notably, in February 2002 alone, Nu
Horizons returned nearly $8.2 million of ISP inventory to Vitesse.

34. | On November 18, 2002, approximately 13 and Y2 months after Vitesse had
already recognized the ISP revenue, Nu Horizons returned more than $2 million of ISP
inventory. Tomasetta personally approved Nu Horizons’ refu‘rn of more than $2 million of ISP
inventory 1n November 2002.

35. _.At September 30, 2001, Vitesse had already -improperly recorded approximately
$40 million of revenue from the ISP even though Nu Horizons had sold to end-use customers
only $425,000 of ISP inventory. As a result of Vitesse’s recognition of the entire ISP as revenue
in fiscal year 2001, it had overstated its revenue by approximately $40 million.

36. ThelSP trgnsaction represented 10.4% of Vitesse’s 2001 reported revenue of
$384 mill_ion',' and 108% of its reported f(;urth quarter 2001 revenue of $37 million. The
additional revenue provided by the ISP also allowed V-'itesse to record $34 millibn in old
unrecorded credits in.the fourth quartf;r of 2001 The fraud related to-unreoo_rded credits is fully
alleged in § 42-46.

b. The 2002 through 2006 Quarterly Stocking Packages
With Nu Horizons

37.  Near the end of each quarter, beginning on or about December 2002, Vitesse

routinely shipped large amounts of inventory to Nu Horizons. As the close of each quarter
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approached, Tomasetta and Hovanec directed Vitesse employges to ship product to Nu Horizons
in order to close the gap between Tomasetta’s internally forecasted revenue targ.et. and Vitesse’s
actual quarterly revenue. During weekly revenue meétings, Tbmasetta and Hovanec instructed
members of the sales staff to maximize the amount of inventory Vitesse shipped to Nu Horizons.
_ Tomasetta, Hovanec, Mody, Kaplan and others then discussed in smaller, closed-door meetings,
specific product shipments to Nu Horizons that would bé made in order to close the revenue gap
identified by Tomasetta and Hovanec. The defendants sometimes referred to these quarterly
shipments as quarterly stocking packages (“QSPs”).

38. At the outset of the QSPs, it was common practice to include a side letter that
gave Nu Horizon’s an “unfettered right” to return all inventory within six months of the date of
the QSP.

39.  Beginning in 2004, Vitesse and Nu Horizons ceased documenting this return
arrangement with side letters. Instead, Vitesse and Nu Horizons relied on “handshake”
agreements between Hovanec and a Nu Horizons executive. This change oorréspohded'with
Hovanec’s increased involvement in the negotiation of the QSPs. Beginning at least as early as
2004, Hovanec made quarterly visits to Nu Horizons in order to negotiate the QSPs, which often

ocenteslil New York City. In total, Vitesse entered o QSPS with Nu Horizons for 15 of 16

quarters between March 2002 -and March 2006+ A summary of the QSPs appears in the

following table.
: _ Stocking % of Stocking
Month | Vitesse | Stocking Package | Reported Quarterly | Package as % | Package Inventory
Quarter Amount Revenue of Reported Ultimately
: Revenue Returned to Vitesse
Mar 2002 | 2Q02 $ 942464 $42,089,000 2.2% 0%
Mar 2003 | 2Q03 $ 871,645 $40,172,000 2.2% 0%
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Jun 2003 | 3Q03 $ 6,608,657 $39,738,000 16.6% 10%
Sept 2003 | 4Qo3 $ 3,578,832 $38,249,000 9.4% 5%
Dec 2003 | 1Q04 $ 7,613,422 $50,312,000 15.1% 12%
Mar 2004 | 2Q04 $ 9,176,108 $56,034,000 16.4% 12%
Jun 2004 | 3Q04 $22,503,570 $60,417,000 37.3% 45%
Sep 2004 | 4Q04 $21,509,965 $52,012,000 41.4% 44%
Dec2004 | 1Q05 $16,958,239 $44,459,000 38.1% 25%
Mar 2005 | 2Q05 | . $17,075076 $47,158,000 36.2% 10%
Jun2005 | 3Q05 |  $16,038,692 $50,071,000 315% 9%
Sep 2005 | 4Q05 | $17,021,809 $48,190,000 353% 12%
Dec2005 | 1Q06 $14,487,474 $53,011,000 273% 8%
Mar 2006 | 2Q06 |  $21,247.217 No filingmade | - - 13%

40.  The target amount for each QSP was first determined by Hovanec and then
discussed with Tomasetta. After that the final dollar amount was oLsmmunicated to Kaplan who
worked on assembling the necessary inventory mix for the QSP to match its dollar amount.
Often times, Vitesse, through Hovaneé, Kaplan, and top sales ménagers, pressured Nu Horizons
into taking product that if neither wanted nor thought it could sell.

41.  Tomasetta, Hovanec, Mody, and Kaplan knew that immediately reco iniZi.llg
revenue from the ISP and the QSPs violated GAAP because of Nu Horizons’ unconditional right
to return all of-'.the product. oontajned in the ISPiand QSPs to Vitesse.

3.  Vitesse’s Failure to Record Credits for Returned Product

42, From 2001 to 2006, Torﬁasetta, HbVanec, Mody, and Kaplan routinely instructed
sales and finance staff to delay recording credits on returned Vitesse product. Both Tomasetta
and Hovanec knew that this delay in timely recording credits would cause revenue to be

overstated.
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43.  Tomasetta instructed thé finance staff to take fewer credits eaph quarter. Both he
knew that this practice would result in revenue being inflated. In addition, Tomasetta and_
Hovanec agreed to “bleed-out” credits over time instead of recording credits in the proper
periods. Both Tomasetta and Hovanec knew this violated GAAP.

44, In order for a customer to return product to Vitesse, the Company had to first
issue a Return Merchandise Authorization number (“RMA”) to the éustomcr. The customer was
instructed to use the RMA when shipping product back to Vitesse; the RMA number was .used
by Vitesse to identify tﬁe corresponding customer credit. Vitesse’s finance departxﬁent needed to
keep track of the large quantity of returns, but Tomasetta and Hovanec did not want the returns
recorded in the Company’s genéral ledger. Outside the Company’s normal accounting system,
the finance department maintained an Excel spreadshéet of unrecorded credits organized by
RMA. Tomésetta., Hovanec, Mody, and Kaplan knew of the eﬁistence of the Excel spreadsheet.
The Auditor, however, did not have access to this Excel- spreadsheet during its audit field work.

45.  The balance_of unrecorded customer credits was discussed during revenue
meetings. Tomasétta and Hovanec did not allow any of the finance staff to record credits in the |
~ ordinary course of the Company’s business. Instead, the recordation of credits was considered
an exceptional event that required appro;al by Tomasetta, Hovanec or Mody. : Tomaset_t.a’;s |
message during revenue meetings was to alway:s “avo_i‘d tzﬁ:—ing the nega{ive;” in other wérds,
avoid recording credits in the current qualterl-gl;d instead push the recording of cré_:dits offuntil a
later period.

46.  For example, Tomasetta. and Hova_méc agreed to accept large returns f'rom Nu
Horizons on of about September or October 2004. At about t_hat time, Hovanec directed a

Vitesse employee to obtain blank RMA forms which later became RMA numbers 10001 and
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10002. In the first and second quarters of fiscal year 2005, Nu Horizons returned a total of $21.8
million in product to Vitesse. These returns were authorized by Hovanec on out-of-sequence
RMAs numbered 10001, 10002, and 10003. The defendants failed to record these credits in the

periods that Nu Horizons returned the product as summarized below.

RMA 10001 RMA 10002 RMA 10003

Quarter Amount Amount Amount Amount Amount Amount

Returned Credited Returned - Credited Returned Credited
1Q05 | $5,000,000 | $2,940,000 | $7,000,000 L
2Q05 $668,917 $2,013,043 | $11,800,000 $399,462
3Q05 $1,187,800 $732,830 . L E
4Q05 $12,015 $192,701 $50,833
1Q06 $811,417
2Q06 $283,640 $114,974
3Q06 $2,461,256 $5,602,435
Total | $5,000,000 | $4,808,732 | $7,000,000 | $5,683,470 | $11,800,000 | $6,979,121

After the defendants were eithér terminated or had resigned by May 2006, Vitesse’s new
management d.irected that all previously unrecorded credits be recorded, including the éredité
- above in 3Q06. The Company’s failure to timely record these credits resulted in a material
overstatement of revenue and accounts receivable in the corfesponding periods.

4. Vitesse Misapplied Cash Receipts to Hide the Age of
Its Invalid Accounts Receivable

- 47.  As aresult of its failure to timely record customer credits, Vitesse’sl accounts
receivable balances grew and aged. In order fox Yit&ée to:hide its improper revenue recognition
practices -related to the ISP and QSPs from 1ts _Auditor, Vitessé needed cash fo conceal the true
age of its old accounts receivable balances.

48.  Inorder to conceal the aged balances of Nu Horizons’ invalid-accounts receivable
ﬁom the Auditor during its field work, Hovanec and Kaplan routinely instructed lﬁwer-level

finance employees to improperly post cash receipts from other customers to the oldest of Nu

Horizons® accounts receivable. After the Auditor’s field work was completed, Kaplan instructed
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the lower-level finance staff to reverse these entries and apply the cash to thé proper customers’
accounts receivable balances. Both Hovanec and Kaplan knew this violated GAAP.

49.  This practice of misapplying cash receipts grew dramatically in scale when, in
later periods, Hovanec ‘soli_cited large cash payments from Nu Horizons at quarter-end. As part
of his quarter-end trips to negotiate the QSPs, Hovanec also requested large cash pfe-payrﬁents
from Nu Horizons.

50. At times, the clash prépayment solicited by Hovanec. was equal to or greater than
the simultaneously negotiated QSP. For example, in Vitesse’s second quarter of 2003, Nu
Horizons made a $7 million prepayment to Vitesse at the séme time it provided an $871,000
QSP to Nu Ho_rizons. The prepayments from Nu Horizons continued for each of Vitesse’é
quarters from March 2003 through March 2006. The prepayments rénged from a low of $2
million to a high of $16 million. The-prepayments ranged from 11.8% to 803% of the dollar
amount of the QSPs. The average dollar amount of the quarterly lmp sum cash payments was
over $7 million.

51. Upon his return from Nu Horizons, Hovanec, and at times Kaplan, instruéted the
lower-level finance staff to post the cash payrﬁént .to the oldest and largest of Nu Horizons’
outstanding invoices. After completion of the Auditpr’s field work, the lower-level finance staff

was instructed to reverse the entries. Bk,

o -

52. Asa result.of the numerous di-;s‘c;bunts, returns, and side deals between Vitesse and
Nu Horizons, the amounts due to Vitesée from Nu Horizons were difficult to rcconcilé. For
example, on September 15, 2005, at the request of the Auditor, Vitesse sent four letters to Nu
Horizons asking it to oonﬁnn that 39 specific invoices listed as outstanding in Vitesse’s records

were, in fact, outstanding. The 39 invoices totaled more than $7.6 million and were dated
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between February 2005 and September 2005. Nu Horizons’ records, however, indicated that all
39 invoices were no longer outstanding.

53. fn September or October 2005, Nu Horizons told Kaplan in a phone conversation
that it would not confirm these invoices as outstanding because they were indeed not
outst.anding. At Kaplan’s request, however, Nu Horizons agreed not to return the confirmation
letters to the Auditor. In its 2005 Form 10-K, Vitesse reported $30.4 million of accounts.
receivable at September 30, 2005. The $7.6 million of the Nu Horizons invoices represent more
than 25% of Vitesse’s reported accounts receivable balance.

B. THE FRAUDULENT MANIPULATION OF STOCK 0P’I‘iON GRANT DATES

1. The Relevant Vitesse Stock Option Plans and Disclosures

54.  Vitesse regularly granted stock options to employees, including officers, under
three shareholder approved plans, the 1989 Stock Option Plan, the 1991 Stock Option .Plan and
the 2001 St_ock Incentive Plan (collectively, the “Option Plans”), which were generally effective
in consecutive 10 year periods. With the exception of non-statutory options granted under the
2001 and 1989 Plans, these plans required that Vitesse grant éll options with exercise prices.at no
less than 100% of the fair market value of the Company’s stock 611 the “date of grant,” which the
1991 and 2001 plans define as “the date on which the Administrator makes the detenm'natioﬁ
granting such thion, or such other later dateas is det.ermiried by thé Administrator.” The 1989
Plan provides that the “date of grant” is _“the.&_zite on which the Board rnakes-. the determination
granting such_ Option. ” For non-statutory options awarded under the 2001 Plan, the plan
provided that the exercise price is determined by the plan’é Administrator, which was in pra(;tiée

the Compensation Committee of Vitesse’s Board of Directors. For non-statutory options
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awarded under the 1989 Plan, the plan provided that the exercise price could not be less than
85% of the fair market value of the stock on the date of grant.

. 55.  Vitesse disclosed in evcry annual report.on Form 10-K for its fiscal years 1996
through 2005 that under the Option Plans the exercise price of all stock options must be at least
equal to the fair market value of Vitesse’s common stock on the date of grant. Thus, Vitesse

| cdnsistentl& disclésed to investors that the Option Plans prohibited the grant of in-the-money
options.

56.  Additionally, Vitesée’s annual reports on Form 1.{)-K for its fiscal years endéd
September 30, é002 through September 30, 2005 affirmatively stated, in su'bstahtially similar
terms that, other than certain grants made in connection with certain companies Vitesse acquired,
all option grants made by Vitesse to employees were granted at the fair market value at the time
of grant. Vitesse’s quarterly reports on Form 10-Q filed from May 2004 to February 2006 -

similarly stated that the Company did not grant in-the-money options.

2. Accounting for Emnloxee Stock Options and Vitesse’s Disclosures

57.  During the period described herein, GAAP, and in particular Accounting
Principles Board Opin-ion No. 25, Accounting for Stock Issued to Employees (“APB 25”), did not
require a company to record any compehsation expense for employ-'ee stock options so long as -

" the option exercise price was set: at the qupdémarke\th price of the company’s stock on the date
of the grant (i.e., an “at-the-money” optibﬁ), or above the quoted market price of the company’s
stock on the d.ate of the grant (ie., an"‘o.ut—o-f—the-money' ’ oﬁtion)‘

58.  Under APB 25, an employee option granted with an exercise price lower than the
quoted market price of the company’s stock on the date of grént (i.e., an “in-the-money” option)

has “intrinsic value.” The “intrinsic value” of a fixed stock option is the difference between the
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exercise pricé and the quoted market price of the company’s stock on the date of grant or the
“measurement date.” During the period described herein, employers were required to record as
aﬁ expense on their ﬁnancial statements the “intrinsic value” of a fixed stock option on its
“measurement date.” The measurement date, as defined by APB 25, is the first date on which
the following information is known: (i) the numher of options that an individual is entitled to
receive, and (ii) the exercise price. Under APB 25, the intrinsic.value of a fixed stock option
must be recogﬂizcd over the vesting period of the option. Options that are at-the-money or out-
of-the-money on their grant or measurement date have no intrinsic value and therefore nee;d not
be expensed.

59.  Beginning on December 15, 1998 and oontinqiné through the period described
herein, FASB Interpretation No.. 44, Accounting for Certain Transactions Involving Stock
Compensation, an Interpretation of . APB Opinion N;o. 25 (“FIN 44?’), required the app]jcqtion of |
variable accounting under APB 25 when an employee’s stock option is repriced unless a six-
month waiting period requirement is met. Variable accounting requires that cbmpcnsation
expenses be adjusted from period to period, based on variations in the market price of the
company’s stock as compared to the exercise price of the option grant.

60.  Vitesse’s Forms 10-K for fiscal jrears énded September 30, 1996 through
Séptember 30, 2005 stated that the Companyjp;_:épared -its financial statements in accordancé with
- GAAP, and that.Vitesse accounfed' for stock fl)iJ‘tion grants in accordance with APB 25. Vitesse
also disclosed in its Forms 10-K for fiscal years 2000 through 2005 that it complied with FIN 44.
Vitesse’s Forms 10-Q filed frdm May 2003 to February 2006 also state thﬁt the Company

applied, or accounted for stock option grants in accordance with, APB 25.
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3. The Stock Option Granting Process at Vitesse

61.  Vitesse regularly granted options to employees and officers at the time they were
hired and on an annual (“evergreen”) basis. Vitesse periodically grantéd other types of options
as well, such as performance and retention aﬁmﬂs- Vitesse’s Compensation Committee
comprised of independent directors approved all option grants that Vitesse awarded. The
Committee typically granted options at in-person meetings following regularly scheduled Board
meetings, and at times granted options during telephonic meetiﬁgs or by unanimous written
consent.

62. - Tomasetta approved all grant proposals before he reoommendeﬂ them to the
Compensation Committee. After Tomasetta approved the proposed recipieﬁts and number qf
options, Tomasetta, Hovanec and Mody’s ad;ninistrative assistant -- who also served as tﬁe
Company’s de facto stock option adnﬁnistrator (‘the “Assistant”) -- typiéeﬂly provided a schedule
of these options to the Compensation Committee in advance of the Committee’.s meetings.
Schedules provided to the Committee generally did not include a recommend date or exercise
price, though proposals for new hires at times identiﬁed the employees start date as the intended
grant date. |

63. Tomasetta and Hovanec attended Compensation Committee meetings and
present.ed the option proposals to the Commit‘ggg, and ?he Committee typically considered and
appro?ed grants in their presence without mo“di'ﬁcatidn. Vitesse’s Compensation Committee did
not discuss option exercise prices. Compensation Committee members intended and believed
that, with the exception of new hire grants, the grant datcs\for all options they approved were the
- dates of the meetings where they approved the options, and that the exercise price of the options

would be the close of Vitesse’s stock on the approval dates. For new hires, Compensation
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Committee members believed that the exercise price was set at the closing price of the
Company’s stock on either the date of the Committee’s approval or the employee’s start date.

64. Sometime after the Committee approved a set of grants, the Assistant entered
the options into the Company’s electronic stock options database (Equity Edge) basgd onthe
approved option grant schedule (which included optionee names and ol;tion numbers), and a
grant date and exercise pricé provided by Tomasetta or Hovanec. These lists at times included
options and recipients that Tomasetta had authorized but that the Committee .had not previously
granted. The .Assistant then printed a “Notice of Stock Options and Option Agreement” (“Gra:it-
Notices”) for each individual grant, and asked Hovanec or Tomasetfa to sign them on behalf of
Vitesse. After the Grant Notices were signed, the Assistant forwarded them to Company |
supervisors to distribute to employees.

‘4. The Stock Option Backdating Scheme

65. Between 1995 and 2005, Tomasetta and Hovanec regularly disregarded the dates
the Compensation Committee approved étock option grants and routinely used hindsight to select
grant dates based on low points in the price of Vitesse’s stock. At times, Tomasetta and
Hovanec sought the Assistant’s support in identifying low prices, such as by directing the
Assistant to print a list or chart of ViteSsé’s stock prices covering a one to three month period.
Tomasett.;.n or Hovanec would tﬁen choose a 19w price.;)r ask the Assistant to identify the low
e _ :

66.  Selection of favorable exercise prices occurred at different times relative to the
Compensation Committee’s approval of the grant In some céses, Tomasetta and/or Hovanec

chose a favorable price by looking back days, weeks or months at or around the date of the

Committee’s approval. At other times, they waited to see if the stock price would decline further
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after the Committee’s approval before retroactively selecting the price. In still othér instances,
when Vitesse’s stock price continued to decline in the weeks or months after Tomasetta and/or
Hovanec had selected a price, they used hindsight to regrant or “reprice” the options. Certain
options were repriced multiple times, with Tomasetta and/or Hovanec .using hindsight to select
each neﬁr price.

67.  Through the backdating, Tomasetta and Hovanec caused Vitesse to falsify its
books and records to reflect the chosen date as the pﬁrported grant date instead of the date the
options wére actually approved by the Compensation Committee. After Tomasetta and/or
Hovanec chose a low price for the options, they instructed. the Assistant to record the price and
correspondjng “grant date” in Equitly Edge. In connection with some of the grants that
Tomasetta ahﬂ'for Hovanec repriced, Tomasetta and/or Hovanec af times instructed the Assisfant
to delete the original grant date entries from Equity Edge and to shred all documents associated
with the original grants. They also instructed the Assistant to record the selected price and
“grant date” in the Compensation Committee meeting minutes that the 'Assista.nt prepared from
Hovanec’s handwritten notes. Hovanec signed the final version of the Compensation Committee
minutes as Secretary for each méeting.

68.  For approximately fifteen of the backdated opfions_, the '-Committee minutes a:é
backdated or- misdated on their face, meanin.g,____t_.hat_ﬂie _c-Jorrect meeting date is included in the titIe_
and 'ﬁj;st paragrﬁph, but later in the text or on the attached schedules the minutes disclose the
false grant date that _'I_‘omasetta and/or Hovanec had selected. In addition, the Grant Notices
given to employees reflect the chosen date and price as the grant date and exercise price for the

options.
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69.  As aresult of Tomasetta and Hovanec’s actions, Vitesse backdated the grant dates
for at least 40 option grants during 1995 through 2005. Nearly every annual evergreen grant to
the Coinpany’s employees and officers was backdated. Grants to new hires were backdated, on
occasion, to dates before Vitesse had even hired the employee. | One-off grants to employees
- were also backdated. In total, and as set forth in the charts below, Vitesse backd_ated or repriced
a total of 6,953 individual option grants with 43 fraudulent grant dates covering approximately
49 million options.

70.  Inthe charts below, the “Revised Grant Date” represents the revised measurement
date that Vitesse recorded in its Stock Optioﬁs Restatement.

Backdated Evergreen Grants

. Exercise . .
Purported Rgvlssid Exercise Price on 'l:::fg:’e':ze Total Shares
Grant Date Dr:tr; Price Revised Pri a Granted
; Grant Date : i
- 1/27/11995 4/19/1995 $4.50 $4.56 $0.06 400,500
1/23/1996 9/17/1996 | $11.256 $41.12 $29.87 275,000
3/19/1997 4/15/1997 $22.50 $30.50 $8.00 913,700
1/1/1998 4/21/1998 | $37.75 $56.63 $18.88 1,280,600
10/5/1998 1/26/1999 | $18.06 $48.75 $30.69 2,112,050
4/6/2001 7/12/2001 | $17.44 $18.85 $1.41 5,668,900
10/2/2001 1/29/2002 $7.27 $12.46 $5.19 6,952,450
12/17/2003 | 4/17/2004 $5.69 $5.77 $0.08 4,204,500
10/16/03; $7.32 $0.35 _
10/20/2003 | “"P:rf?d $6.97 | repriced 1,600,000
1/26/2004 s $874 | $1.77
10/27/2004 | 1/24/2005 | $2.58 ~-|. $3.18 - $0.60 10,821,100
Total _ 34,228,800
Backdated New Hire Grants
' : Exercise . .
Purported Revised | Exercise Price on Di:fggeanrze Total Shares
Grant Date | Grant Date | Price Revised Price Granted
: Grant Date
2/24/1997 4/15/1997 | $28.91 $30.50 $1.59 96,750 -
3/31/1997 4/15/1997 $27.62 $30.50 $2.88 12,500
4/21/1997 7/19/1997 | $27.75 $41.00 $13.25 4,000
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10/5/1998 | 10/17/1998 | $18.06 $28.44 $10.38 18,500
10/1/1998 '$20.44 $48.75 $28.31 12,500
11/2/1998 $33.00 $48.75 $15.75 111,000
12/1/1998 Vaatiees $35.75 $48.75 $13.00 11,000
1/4/1999 $44.31 $48.75 $4.44 135,500
4/18/2000 $62.56 $11.93
4/24/2000 repriced on $50.63 repriced 125,200
7/18/2000 $73.56 $22.93
4/24/2000 | 7/18/2000 | $50.63 $73.56 $22.93 28,200
7/18/2000 $73.56 $27.81 74,100
5/10/2000 9/21/2000 #4575 $86.00 $40.25 10,000
5/23/2000 | 7/18/2000 | $41.38 $73.56 $32.18 25,000
7/18/2000 $73.56 $17.06 28,300 -
6/1/2000 | 5/51/2000 $56.50 $86.00 $29.50 300,000
6/30/2000 | 7/18/2000 | $73.56 $73.56 $0.00 61,500
' 7/18/2000 $73.56 $4.31 27,700
77572000 9/21/2000 $69.25 $86.00 $16.75 3,100
7/28/2000 | 9/21/2000 | $56.56 $86.00 $29.44 300
7/5/2000 : $69.25 $86.00 $16.75 100
7/28/2000 $56.56 $86.00 $29.44 21,100
8/3/2000 $54.81 $86.00 $31.19 152,400
gier000 | 212000 | e7794 | $86.00 $8.06 25,600
9/12/2000 $78.75 $86.00 $7.25 43,600
9/18/2000 | - $80.19 $86.00 $5.81 14,000
2/13/2001 | 7/12/2001 | $20.00 $18.85 ($1.15) 39,088
_ 1/23/2001 . $75.88 $58.44
4/6/2001 repriced on | $17.44 repriced 134,200
4/12/2001 $25.70 $8.26
~ 4/6/2001 4/12/2001 | $17.44 $25.70 $8.26 560,150
7/10/2001 7/12/2001 | $15.78 $18.85 $3.07 589,700
9/20/2001 $8.92 $1.65
repriced on $7.27 repriced 311,700
10/2/2001 | 40/25/2001 $11.35 $4.08 |
10/25/2001 | $7.27 $11.35 - $4.08 183,300
10/30/2001 | 1/29/2002 $8.84 - $1246 $3.62 2,000
11/2/2001 1/29/2002 $2.98 % $1246 - $2.48 - 90,900
12/3/2001 | 1/29/2002 | $11.11 |- $12.46 $1.35 168,400
- 1/29/2002 | $11.62 $12.46 $0.84 93,900
1/23/2002 | 111812002 | $11.62 $7.94 ($3.68) 38,200
4/18/2002 $7.94 $3.32
5/6/2002 repriced on $4.62 repriced 219,500
| "7/18/2002 $3.18 ($1.44)
7/18/2002 $3.18 $1.92
8/15/2002 repriced on $1.26 repriced 178,800
9/19/2002 $0.99 ($0.27)
Total “ 3,951,788
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Backdated Other Grants

. Exercise .

Purported Ré‘:::ﬁd Exercise Price on - %Tg:::? Total Shares
Grant Date Date Price Revised Price Granted
- ; Grant Date
9/13/1995 | 9/14/1995 $10.75 $11.25 $0.50 75,000
3/19/1997 4/15/1997 | . $22.50 $30.50 $8.00 136,500
1111998 | 4/21/1998 | $37.75 $56.62 $18.87 2,000

5/14/1998 | 7/14/1998 $26.75 $33.75 $7.00 6,000
10/5/1998 | 1/26/1 999 - $18.06 $48.75 $30.69 40,000
1/1/1999 ' 45.63 59.25 13.62 1,000
7/20/1999 $ $ $
5/24/1999 | $52.63 $59.25 - $6.62 139,000
1/26/2000 | 4/18/2000 $46.63 $62.56 $15.93 19,100
412412000 | 7118/2000 | $50.63 $73.56 $22.93 34,000
9/18/2000 | 9/21/2000 $80.19 $86.00 $5.81 1,500
4/6/2001 7/12/2001 $17.44 - ‘ $18.85 $1 .4'1 1,273,644
71 0!2001 7112/2001 $15.78 $18.85 $3.07 609,591
; 10/25/2001 $7.27 $11.35 $4.08 230,876
10/2/2001 1/29/2002 $7.27 $12.46 $5.19. 7,438,741
4/18/2002 $7.27 $7.94 $0.67 © 195,000
10/30/2001 | 1/29/2002 $8.84 $12.46 $3.62 2,950
11/2/2001 1/29/2002 $9.98 . $12.46 $2.48 5,350
12/3/2001 | 1/29/2002 $11.11 $12.46 $1.35 3,500
1/23/2002 | 1/29/2002 $11.62 $12.46 $0.84 6,350
4/18/2002 $7.94 $0.58 ;
4/22/2002 | repriced on $7.36 repriced 125
7/18/2002 |y .$318 = | ($4.18)
4/18/2002 cy $7.94 _ $3.32
5/6/2002 | repricedon | $4.62 repriced 24,400
7/18/2002 : $3.18 ($1.44)
7/18/2002 $3.18 $1.92
8/152002 | "°Proed | g1 repriced 7,475
9/19/2002 $0.99 ($0.27)
4/1/2003 4_1’ 17/2003 $2.18 $2.40 $0.22 15,000
12/17/2003 | 4/17/2004 $5.69 $5.77 _ $0.08 72,500
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10/27/2004 | 1/24/2005 $2.58 $3.18 $0.60 226,000
Total 10,565,602
71.  Vitesse, through the knowing or reckless actions of Tomasetta and Hovanec,

failed to record compensation expense for any of these options in the financial statements it filed

with the Commission in annual, quarterly, and other reports during the fiscal years ended

September 30, 1996 through the first quarter of 2006, which ended December 31, 2005. These
unrecorded expenses, which are contained within the Stock Options Restatement included in
Vitesse’s Form 10-K filed in September 2008, overstated Vitesse’s annual pretax income or

understated it annual pretax loss by between approximately 1.7% and 45.7% during the fiscal

years 1996 to 2005, as identified in the chart below.

Fiscal | ‘:}l:lpr':;?:::;e ‘Previously Approximate
Year Stock Comp Reported Pretax Unr:corded Stock Comp
Expense Income (Loss) as % of Pretax Results
1996 $ 233,791 $ 14,050,000 1.7 %
1997 $ 4,708,512 $ 36,540,000 12.9 %
1998 $ 7,349,285 $ 65,951,000 11.1 %
1999 $ 23,393,202 $103,890,000 22.5%
2000 $ 22,489,536 $ 81,678,000 27.5%
2001 $ 28,723,399 ($159,062,000) 18.1 %
2002 $ 46,047,137 ($823,719,000) 5.6 %
2003 $ 24,625,010 ($131,179,000) 18.8 %
2004 $ 15,362,456 ($ 33,613,000) - 45.7 %
2005 $ 11,293,558 ($1‘§@81 1,000) 8.9 %
Total | $184,225,887 -
5. Tomasetta and Hovanec Knew or Recklessly Disregarded

The Pricing Requirements of the Option Plans and the
Applicable Stock Option Accounting Rules

72. . Tomasetta and Hovanec knew or were reckless in not knowing that Vitesse’s
shareholder-approved Option Plans prevented in-the-money grants for most options during the

period from 1995 to 2005. Tomasetta reviewed, signed, and in certain years certified Vitesse’s
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fiscal 1_996 - 2005 Forms 10-K, and Hovanec re\?iewed, signed, and in certain years certified

| Vitesse’s 1996 — 2004 Forms 10-K, containing the above identified disclosures that the 0pﬁor1
Plans prohibited the grant of in-the-money options and/or that all option grants made by Vitesse

| to employees were granted at the fair market value at the time of grant. Tomasetta also reviewed
and certified the above identified Forms 10-Q filed from May 2004 to February 2006 that sfated
Vitesse did not grant in-the-money options, and Hovanec reviewed, signed, and certified the
Forms IQ-Q filed from May 2004 to February 2005.

73.  In éddition,_ during their attempt to cover-up certain of their stock option
backdating misoondﬁct during late 2005 to April 2006 following media inquiries of possible
backdating at the Company (discussed below in Y 112-118), they told Vitesse directors in early
2006 that the Company lﬁstoricﬁlly priced options at the market value of the stock on the date the
Compensation Committee approved the grants.

74. T.omasg:tta and Hovanec also knew 6r recklessly disregarded the accounting rules
governing in-the-money and repriced option grants. Both of them reviewed, signed, and in
certain years certified the above identified Forms 10-K that stated Vitesse prepared its financial
statements in accordance with GAAP and accounted for stock option grants in accordance with
APB.25 and FIN 44. They also reviewed, signed, and certified various Vitesse Forms 10-Q ﬁled
from May 2003 through fiscal 2005 that contain similér disclosurés. Further, they reviewed and
signed various management fepr&sentation letters provided to the Company’s Auditor (identified
below in 156-158) that stated that stock option grants were accounted-fqr in accordance with l

APB 25.
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75.  Hovanec, as a Certified Public Accountant, was trained in accounting, worked as
an auditor for five years (1972 to 1976) at Arthur Andersen rising to the level of senior
accountant, and served in various accounting positions at other public companies.

76.  Tomasetta and Hovanec knew the accolunting ramifications of granting in-the-
money options at least as early as April 1999. In mid-1999 Vitesse acquired a software company
called XaQti. To induce XaQti to agree to the acquisition, Tomasetta and Hovanec agreed to
grant in-the-money options to certain XaQti employees after they joined Vitesse. In connection
with these grants, Mody explained to Tomasetta and Hovanec that when the exercise price of an
option is less than the fair market value of the underlying stock on the date of grant, a registrant
must expen.se the difference between the exercisé pricg and the grant date fair market value.
Mody informed Tomasetta and Hovanec that Vitesse would have to expense the in-the-money
portion ;:)f the options (approximately $5 million) over the life of the options, as long as the
employees remained with Vitesse. Consistent with Mody’s statements, Vitesse recorded
compensation expense for these options in its Forms 10-K for the fiscal years 2000 through
2002, which Tomasetta and Hovanec reviewed and signed.

77. In addition, in late 2005 during Tomasetta’s and Hovanec’s attempt to cover-up-
certain of their backdating, the law firm that served as Vitesse’s long-timg outside counsel
(“Out.side Cbﬁﬁsel”) reminded Tomasetta and __Hovane_:-c about the accounting ramifications of
grantiﬁg in-the-money optioﬁs. In this same ij’t;riod, Mddy also represented to the Audit
Committeé of Vi_t&sse’s Board of Directors and Vitesse’s Auditor, at an Audit Committee
meeting which Tomasetta and Hovanec attended, that Vitesse had properly accounted for prior

-option grants in accordance with APB 25. Days later, Vitesse filed its 2005 10-K that Tomasetta
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reviewed, sign_ed, and certified, but which failed to record compensation expenses generated by
Tomasetta and Hovanec’s backdating. |

78. By at least July 2002, Tomasetta and Hovanec also knew of the accounting and
disclosure requirements for repriced options. Around this time underwater options were
de‘pressing morale at Vitesse and the Company sought advice from its Outside Counsel about
hdw to reestablish the value of these options. Outside Counsel advised Vitesse management,
including through slides sent to Hovanec that Outside Counsel prepared for a Board presentation,
and via conference calls with Hovanec, that if Vitesse rép'riced existing options then the revised
options would be subject to vaJ:iable accounting. Reissuing new options six months and one day
after the originals had been canceled, however, would not require such accounting. Outside
Counsel further explaineci that shareholders disfavor repricings because they incur real losses
when the price of their own stock declines but receive no special treatment, and further that
repriced grants to named executives in the Company’s proxy statements must be disclosed.

79.  This information was communicated to Tomasetta and both he and HQV&IIE;C
explained to Vitesse’s board of directors the consequences of repricing or canceling options.
Also, at a Juiy 18, 2002 Compensation Committee meeting that Outside Counsel parti;:ipated n -
by phone, Tomasetta discussed with the Committee two.diﬂ'erent proposals for dealing with
-underw'atef dp;tions. Vitesse ulfﬁnately disclosed in ité 2002 proxy statement tﬁat the Committee
'~ had declined to cancel underwater options pfé%/'iously granted to Tomasetta and other executives,

and reissue new ones, because the new options would be subject to variable accounting. This

decision was made jointly with Tomasetta and Hovanec.
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- Examples of Tomasetta’s and Hovagec’s Options Backdating
a. July 10, iOOl N éw Hire and Other Grants

80. Vitesse’s July 10, 2001 grant 0f 1,199,291 options to 141 new hires and _certain
current employees was backdated by two days. On July 12, 2001, Tomasetta and Hovanec
attended a Compensation Committee meetmg where the Committee approved the options. The
stock closed that day at $18.85. On or about this date, Hovanec looked back to select a low price
for the options. A stock price chart from the Assistant’s files dated July 11, 2001 lists Vitesse’s
stock pﬁce from June 15 to July 11. The price next to the July 10 date, which is thé lowest price
on the chart, is circled and next to it Hovanec wrote, “[Assistant] stock price Gene.” The
Compensation Committee meeting minutes dbcurxienting this grant are backdated, stating that the
exercise price shall be 100% of the fair market value of the stock on July iO, 2001.

81.  Based on the closing price of Vitesse’s stock on July 10 ($15.78), these options
were in-the-money on a per share basis by $3.07, and in the aggregate by approximately $3.7
million. Hovanec signed the meeting minutes- documenting the grant, and towards the end of
July through September, both he and Tomasetta signed the corresponding Grant Notices which
contained the false grant date. In its Stock Options Restatémcnt, Vitesse revised the
measurement date for these options to July 12, 2001. |

b. May 6, 20.02 New Hire and Ot;her"()ptions
82.  Vitesse’s May 6, 2002 grant of 5244,025 options to 50 new hires and certain
“current employees was backdated and then repriced as Vitesse’s stock price declined. On April
18, 2002,. Tomasetta and Hovanec aﬁmded a Compensation Committee meeting where the
Committee granted the options. In the fo_l_lowing weeks, Tomasetta and Hovanec twice

manipulated the grant date for these options
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83. ° Hovanec first selected April 22, 2002 as the grant date. On a stock price chart
listing Vitesse’s stock prices from J anuary 30 to April 18, the Assistant wrote, “Gene, Hire dates
(highlighted) for new grants. Last qtr we used the low in each month. [Assistant]”. Hovanec
responded by writing on the chart, “do them as of today Gene 4/22/02 hire date vest”, meaning
that the Assistant should record April 22 as the grant date but use the employees’ hire date to
commence the options’ vesting period. The closing price of Vitesse’s stock on April 22 was the
second to lowest closing price of the Company’s stock between January 30 and April 22.
- 84, Hovanec and Tomasetta thereafter selected a new grant date with a lower price.
In an email chain between the Assistant and a vice president in Vitesse’s European operations,
dated between May 8 and May 10, 2002, the Assistant stated:
The whole group of new hire grants approved at the April 18 Board of Directors
meeting were given a grant date of April 22; option price $7.36. Then, when the
stock price began to fall, Gene Hovanec suggested I wait a week or two before
we finalized everything to send to employees. We talked about it again
yesterday and decided to discuss with Lou on Friday (he’s traveling Wed &
Thur) to make sure we are going to go ahead with the April 22 grant date &
price.
85.  Tomasetta ultimately instructed the Assistant to change the grant date from April
22 to May 6. On a stock price chart listing Vitesse’s stock price from April 18 to May 8, 2002,
the Assistant wrote, “New hires Feb, March, Apnl changc to ” followed by an arrow pomtmg to
the date 5/6/02 and the price $4.62. This date and price are circled, and the Assistant wrote, “per
Lou on 5;10-02(.)” The closing p'rice of Vitesse’s stock on May 6 was the lowest closing price
of the Company’s stock between January 30 and May 10. Based on the closing price on May 6,

the exercise price for these options was $3.32 per share ($809,748 in the aggregate) lower than

the closing price of Vitesse’s stock on April 18, when the options were actually approved.

33



86. On or about May 13, 2002, H(‘)vanec signed the Grant Notices for these grants
which contained the false May 6 grant date.

87.  The minutes documenting the Compensation Committee’s April 18 meeting are
backdated and state that the exercise price for the options shall be 100% of the fair market value
ofthe ;stock on May 6. Hovanec signed the minutes.

88.  Inits Stock Options Restatement, Vitesse concluded that these options were first
grantéd on April 18, 2002 and then repriced on July 18, 2002-, the date of t_he.next board meeting
when the Compensation Committee minutes were final and signed. As a result of the repricing,
Vitesse applied variable accounting to the optiohé, recording approximately $89,869 in
‘compensation expense.

c¢. . October 2, 2001 Fiscal 2002 Officer/Employee Evergreen Options

89.  Tomasetta and Hovanec manipulated Vitesse’s October 2, 2001 grant of _
approximately 6.9 million evergreen options to 1,057 émployees and various officers on three
separate occasions, backdating the final grant by approximately four months. In the first
instance, it appears that at the July 12, 2001 Compensation Committee meeting, which
Tomasetta and Hovanec attended, the Committee considered a preliminary total evergreen option.
nuxﬁber. At that meeting the Committee was not provided with any option grant schedules
containing specific proposals for ideﬂtiﬁed eg}pioye&e; and it did not ap-prove the fiscal year
2002 evergreens at that time. The Assistant;;'ﬁandwﬁtten notes on a summary sheet of gfanté to
be oonsidered at the meeting state “grant da't.e TBD?” for the employee evergreens and certain
other options, énd the minutes of the July 12 meeting make no mention of the everéréens-. _
Nevertheless, at Tomasetta’s or Hovanec’s direction, and using the same July 10,. 2001

backdated grant date that Hovanec had selected for the new hire and other options that were
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~ actually granted at this meeting (discuséed above), the Assistant recorded a grant date and
exercise price of July 10, 2001 and $15.78 in various Company reoérds for these evergreen
options.

90. As the Company’s stock price declined, Tomasetta and/or Hovanec instructed the
Assistant to change the grant date to August 21, 2001 and a price of $13.23. The Assistant ty;)ed
draft minutes of a purported August 21 telephonic meeting of the Compensation Commitfcee
where the Committee allegedly grantéd the evergreens. In fact, no _such meeting occurred, and
these minutes were never signed. The Assistant uﬁimately deleted the August 21 date and the
corresponding price from Equity Edge at Tomasetta’s and/or Hovanec’s difection.

91.  Tomasetta and/or Hovanec instructed the Aséistant to change the grant date and
exercise price for the option.é fqr a t_hird and final time to October 2, 2001 and $7.27. This grant
is identified in minutes of a niecting of the Compensation Committee held on October 25, 2001,
which Tomasetta and Hovanec attended. The minutes are ba_ckdated and state that the cxércise
price of the optio.ns shall be 100% of the fair market value of the stock on October 2, 2001.
Vitesse’s Compensation Committee, however, did not meet on October 2, 2001 or otherwise take
any actions to grant the options on this date.

92. The Cctobc_er 2 “grant” was not finalized until four months after the purported
grant date, as evidencéd by various do cumeyl,tﬁ_and Tqénasetta and Hovanec’s approval. The
Assistant included a draft of the October 25 égnmﬁt';ee minutes in the board book for the next
board meeting, which occurred 6n January 29, 2002; the dréﬁ contains total evergreen options
that differ slightly from the final version of the minutes that Hovanec signed on or after that date.

In a January 30, 2002 inter-office memo, the vice president of Vitesse’s Human Resources

department (“HR Department”) distributed “this year’s final approved evergreen stock option
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list” to various supervisors noting the October 2 “grant date” and price, and.i.nfomling them that
they “can now advise your employees” of the grant and that thg Assistant will distribute the
option paperwork in the next 60 days. A chart the Assistant prepared after the January 29
Compensation Committee meeting identifies the tyﬁe, vesting periods, and backdated grant dates
for both options the _Comnﬁttee approved on January 29 as well as -fbr the fiscal year 2002
evergreen and certain other opﬁons. For the evergreen and certain other options the chart states,
“Grant date is 10/2/01.” The Assistant wrote on the chart, “OK’d by Lou & Gene 2-11-02.”
Finally, in March 2002 Hovanec and Tomasetta signed the Grant Notices for the evergreen |
options which the Assistant then distributed to emﬁloyees.

93. | The closing price of Vitesse’s stock on October 2 was the second to iowest
closing price of the Compahy’s stock between July 2001 and January 29, 2002; Vitesse’s stock
closed just $0.I 24 lower on Septel-nber 27, | |

94.  Inits Stock Options Restatement, Vitesse revised the measurement date for these
options to January 29, 2002. Based on the closing price of the stock on this date ($12.46), the
options were in-the-money by $5.19 per share, or approximately $36 million in the aggregate.
Tomasetta’s 1.2 million options were in-the-money by approximately $6.2 nﬁ!liﬁ)n and
Hovanec’s 300,000 options were in-the-money by $1.5 million.

95.  Inaddition, as alleged below, during N;)vcmber 2005 — April 2006, faced with
media inquiries concerning possible backdaﬁlﬁg at Vitesse, Tomasetta and Hovangc attempted to
cover up the fact that they had backdated the fiscal year 2002 evergreen grants. Tomasetta and
Hovanec fabricated board of director minutes that falsely documented a telephonic meeting of
the Compensation Committee on October 2, 2001, which never occurred. Tomasetta also

inserted an entry for an October 2, 2001 meeting into his Palm Pilot.
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d. March 19, 1997 Fiscal 1997 Officer/Employee Evergreep Option;

96.  Tomasetta and/or Hovanec backdated Vitesse’s fiscal year 1997 officer and
employee evergreen grant from April 15, 1997 to March 19, 1997. This grant included
approximétely 913,700 optidns awarded to 216 employees and officers.

97.  Tomasetta and Hovanec attended a meeting of Vitesse’s Compensation
Committee on April 15, 1997 at which time the Committee approved a nearly final list for the
fiscal year 1997 evergreen options for officers and employees. The board book for Vitesse’s
next quarterly board meeting, which occurred on July 15, 1997, which Tomasetta and Hovanec
also attended, includes an unsigned &raﬁ ofthe April 15, 1997 Compens.ation Committee
meeting minutes. This draft states that on April 15% “Dr. Tomésetta reviewed the procéss used
to determine additional stock option awards to current employees based on current performance
and 10ng—term contribution to the Corporation.” The draft further states that the Committee
approved the employee and officer evergreens on April 15th, and that m accordance with the
terms of the company’s option plans, the exercise price for these options is “the clbsing price of
the company’s stock on the date of the Compensation Committee meeting.”

98.  The signed version of the April 15, 1997 Compensation Committee meeting
mhutes,.hoWever, discloses an exercise price that is different from the exercise price _discloséd in
the unsigned version of the minutes included}___imthe Ju'iy 15th Board book. These signed minutes
state that the exercise price for the options gl;;':{rited at the meeting is the closing price of the -
compényfs stock on “the date of the telephonic meeting of thé Compensation Committee, March
19, 1997.” Vitesse’s Cﬁmpensation Comrﬂittee, however, did not approve the fiscal year 1997

evergreen options at a telephonic meeting on March 19, 1997.
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99.  Moreover, Vitesse’s Compensation Committee did not even approve the final
ver;.ion of the officer evergreens until after April 15, 1997. On April 22, 1997, Tomasetta
submitted a ﬁnai proposal for the officer evergreené to the then Chair of the Compensation
Committeé. In that proposal, Tomasetta noted that one of the other directors suggested
increasing Tomasétta’s evergreen grant by an additional 50,000 options.

100. | The closing price of Vitesse’s stock on March 19, 1997 was $22.50, which was
the lowest closing price of the Company’s stock during all of 1997. In its Stock Options
Restatement, Vitesse revised the measurement date for these evergreen optibns to April 15, 1997.
Based on the closing price of Vitesse’s stock on this ciate ($30.50), these options were in-the-
money on a pér shar¢ basis b); $8, émd in the aggregate by approximately $7,309,600.
Tomasetta’s 600,0000 options_(split—adjusted) were in-the-money by apﬁroximately $1.2 million,
and Hovanec’s.120,000 options (split-adjusted) were in-the-money by approximately $240,000.

101. Hovanec signed the. April 15, 1997 Compensation.Committee meeting minutes,
Tomasetta signed Hovanec’s corresponding stock option Grant Nofice, and Hovanec signed the
remaining stock option Grant Notices to employees and officers.

e.  August 15,2002 New Hire and Other Grants

102. On 'July 18, 2i}02, Tomasetta and Hovanec attended a Compensation Committeé
meeting where the Corhmit\‘:ee gfanted 1'?8,8_90.«9’3pti0n§ to ‘48 new hires and certain current
employees. \_fitesse’s stock price declined thé:?eaﬂer, and on Augﬁst 20, 2b02, Hovanec repriced
these options and gavé them a revised grant date of Aﬁgust 15,2002. A copy of the option grant’
schedule that managerhent submitted to .the Compensation Committee at the July 18 meeting
contains handwritten notations that state “$2.42” and “grant as of July 31, 2002.” The July 31

date is crossed out and on top of this date there is another handwritten date of “8-15-02.” The
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handwritten phrase thus reads “grant as of 8-15-02.” This notation is signed by Hovanec and
there is another handwritten notation stating “(revised 8-20-02 by Gene.)”

103.  The closing price of Vitesse’s stock on August 15, 2002 was $1.26. This price
represents the second to lowest closing price of the Company’é stock between July 18th and
August 20, 2002. (Vitesse’s stock clbsed just $0.01 lower on August 12, 2002.)

104.  On or about August 23 2002, Hovanec signed the Grant Notices for these grants
wi'ﬁch oonta_il-led the false August 15, 2002 grant date. The minutes documenting the
Compensation Committee’s July 18, 2002 meeting are backdated and state that the exercise price
for these options is 100% of the fair market value of the company’s stock on August 15, 2002..
Hovanec signed the minutes. ’

105. In its Stock Options Restatement, Vitesse concluded that these options were first
granted on July 18, 2002, and then repriced on September 19, 2002, the date of the next board
meeting when the Compensation Committee minutes were final and signed. ' As a result of the
repricing, Vitesse applied variable accounting to the options, recording approximately $455,825
in compensation expense in 2003, and reversing approximately $207,335 of this expense in 2004
and $35,346 of this expense in 2005 to give eﬁ'ect to subsequent declines in Vitesse’s stock
price.

f.  December 17, 2003 Employee Evéigreen and Outstanding Performer
~ Grants £ e

106. Tomasetta and or Hovanec backdated Vitesse’s fiscal year 2004 employee _
evergreen and outstanding performer option grants from April 17, 2004 to Depember 17, 2003..
| This grant included approximately 4,277,000 options that went to approximately 655 employees.
107. Tomasetta and Hovanec attended a meeting of Vitessé’s Compensation

Committee on October 16™, 2003 at which time the Committee reviewed preliminary proposals
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for outstanding performer and officer and employee evergreen grants. Eight days later, Vitesse’s
HR Department forwarded preliminary employee evergreen option proposals to Company
managers (including Tomasetta and Hovénec) requesting that they review, edit, and return the
réviséd proposals by November 21 so that Tomasetta could approve the grants. Vitesse’s
managers were still submitting revisions to the HR Department through the end of J anuary-2004.
On December 22, 2003, an employee in the HR Department sent an email to a Vitesse vice
president stating that the graiit date and exercise price for the evergreen and outstanding
performer grants had not yet been determined.

108. After Tomasetta approved the revised employee evergreen proposals, the
Assistant included schedules for the evergreens, as well as for pi‘oposal_s for outstanding
performer grants, in the board book that the Assistant prepared for the Board’s next meeting 6n
Ja‘riua:y 26, 2004. At that meeting, which Tomasetta and Ho_vanec attended, Vitesse’s
Compensaf.ion'Committee- reviewed and granted the option proposals that were presented. On
February 5, 2004, an employee in the HR Department sent an email to Vitesse mahagers
(including Tomasetta and Hovanec) informing them that Tomasetta had approved the
outstanding performer grants with a grant date of December 17, 2003.

109. Vitesse’s January 26, 2004 Compensation Committee meeting minutes are
backdated. They state that the Committee granted the employee evergreens and outstanding
performer options on January 26th, and then they further state that the exercise price for the
options is the fair market value of Vitesse’s stock “on the date of grant, Deceﬁlber 17, 2003.;’
The closing price of Vitesse’s stock on Decembe( 17" was $5.69. This price is the lowest

closilig price of the Company’s stock between September 2003 and March 2004.
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110.  As alleged below, during November 2005 through April 2006, faced with media
inquiries concerning possible backdating at Vitesse, Tomasetta and Hovanec attempted to cover |
up the fact that they had backdated option grants. To this end, Hovanec drafted and signed
minutes that document a telephonic meeting of the Compensation Committee on December 17,
2003 that never occurred. Hovanec made it appear as though these minutes had been created |
contemporaneously with the December 17% meeting date.

111. Inits Stock Options Restatement, Vitesse revised the measurement date for these
grants to April 17, 2004, the date of the next Board meeting where the January 26"
Compensation Committee meeting minutes were final and signed. Based on the clbsing price of
Vitesse’s stock on April 17™, these options were in the money on a per share basis by $0.08, and
in the aégregate by $336,000. Hovénec signed the January 24™ minutes, and Hovanec and
Tomasetta signed the corresponding Grant Notices which contained the false grant date.

6.  Tomasetta’s and Hovanec’s Attempt to Conceal Their Backdating Scheme in
The Face of Media Inquiries During November 2005 to April 2006

112. In early November 2005, the Journal contacted Vitesse about the legitimacy of it§
_option granting practices. After the Journal's inquiries, Mody contacted Vitesse’s Outside
Counsel. Outside Counsel told Mody not to destroy or create any documents, and then it
reviewed some of the Conipany’s Compensatiﬁn Committee meeting minutes. In mid-
November, Outside Counsel informed ModY';h;f it was concerned because some of the minutes
wére backdated on their face, meaning that the option grant dates disclosed in the text were
different from the meeting dates. During different phone calls, Outside Counsel repeated this
concern to Hovanec and Tomasetta, and it speciﬁcally advised Tomasetta and Mody that Vitesse

should conduct an independent investig‘atioh into the Company’s option grant practices. In late

November 2005, Outside Counsel informed Tomasetta that there might be very significant
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charges to the Company’s financial statements because certain stock option Qr"ants were not
properly accounted for, and it warned him against signing Vitesse’s upcoming filing of its Form
10-K for fiscal year ended September 30, 2005 unless he was certain that the Company’s
financial statements were accurate.

113.  Rather than follow Outside Counsel’s advice, Tomasetta and Hovanec attempted
to cover up their backdating practice by lying to Vitessé’s board members and its Auditor, by
creating and signing three bogus Compensation Committee meeting minutes to document grants
at meetings that did not occur, and By Tomasetta recording two of these phantom meétings in his
Palm Pilot.

114.  Specifically, in late November 2005, Tomasetta instructed Mody to draft two sets
of Compensé.tion Committee minutes, dated April 6 and October 2, 2001, which were the
backdated grant dates for two large evergreen grants to employees and officers. In fact, as

| Tomasetta later admitted to counsel for Vitesse’s Special Committee .(“Special Committee
Counsel”), Tomasetta had only recently signed the former, Hovanec the latter, and on November
22, Tomasetta arranged for the former head of Vitesse’s Compensation Committee to sign both.
On or about December 13, 2005, Hovanec directed the Assistant to draft another set of
Compensation Committee minutes, which Hovanec signed, for a purportéd December 17, 2003
meeting that never occurred. December 17, 20Q3 reprc-isent-s the backdated grant date for another
" evergreen grant. All three of these minutes purport to document the granting of obtions on their
respective dates. Vitesse’s Conipensation Committee, however, did not grant any options on
these dates.
115. After creating the two false 2001 Committee miﬁutes, Tomasetta and Hovanec

attended a December 6, 2005 Audit Committee meeting that was also attended by Mody, three

42



Vite-:sse directors, and Vitesse’s Auditors. At this meeting, Mody presented a memo that Mody
had prepared to document management’s review of option grant practices during fiscal years
1996-2005. This memo, which all of the meeting participants discussed, assesses whether the
Company’s evergreen option grants were pfoperly approved and accounted for in conformity
with APB 25. The memo conéludes that with the exception of the Company’s fiscal year 1998
evergreen grant, all of Vitesse’s other evergreen grants conformed to APB 25. The memo
concludes that the 1998 evergreen grant had been inadvertently misdated to the same grant date
as that year’s directors’ grant, and that the resulting unrecorded oompensat‘ibn expense was
immaterial. Six days later, Tomasetta signed and certified Vitesse’s fiscal 2005 Form 10-K
which failed to properly record or disclose the oorripensation costs from the grants he and
Hovanec had previously backdated. The following day, on December 13, Vitesse filed its 2005
Form 10-K with the Commission. |

116. During February and March 2006, the Journal began contacting Vitesse’s
directors to discuss the Company’s option grant practices. In-a series of emails between
Tomasetta, Hovanec, Mody and several of Vitesse’s directors, Tc')masetta and Hovanec both
falsely stated, in substance, that Vit_esﬁ: set the exercise pﬁce of the Company’s stock options
according to the closing price of the stock on the datc_é the directors appfoved the options. On
March 18, 2006, the .foumal published an artlcle r_aisiﬁg q.uesﬁons of pdssible backdating of
CEO option grants at a number of public coi;iianies, i;lcluding Vitesse.

117. Inearly April 2006, a Special Committee of Vitesse’s board hired the Special
- Committee Counsel to investigate the Company’s prior stock option grants. Early in the
investigation, Tomasetta and Hovanec. tried to make it aﬁpear as though the two 2001

- Compensation Committee meeting minutes they had created in November 2005 had been
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prepared conterhporaneously with their purported meeting dates. On April 12, Hovanec typed
these two sets of minutes on Tomasetta’s computer. Tomasetta and Mody copied them to a disc,
and then from this disc Tomasetta copied them onto tﬁe Assistant’s computer. With Mody and
Hovanec watching, Tomasetta turned back the clock on the Assistant’s computer so that the
creation dallte for these two documents would match the oldest creation date associated with other
meeting minutes found on the Assistant’s computer. Tomasetta admitted to Special Committee ‘
Counsel thai b had 1o} Hovanse avd Modsrthut this conduct “s the Marths Stesvast dilnp, this
is dumB, we need to stop - we’re going to go to jail.”

118.  Tomasetta eventually admitted to Special Connﬁittee Counsel the above facts
concerning the recent creation and si_gning of'the April 6 aﬁd October 2, 2001 minutes, including
inserting them on the Assistant’s computer and his comment about Martha Stewart and going to
jail. Despite his admissions, Tomasetta falsely maintained thht Vitesse had actually held
Compensation Committee meetings on April 6 and October 2, 2001. Tomasetta also failed to
acknowledge to Special Committee; Counsel that he had entered the April 6 and October 2, 2001
Committee meeting dates in his Palm Pilot in November 2005.

C. | THE INDIVIDUAL DEFENDANTS CAUSED VITESSE TO FILE MATER_IALLY

FALSE AND MISLEADING FINANCIAL STATEMENTS AND OTHER

FILINGS

1.  Annual Reports, Quarterly Reports, Registratlon Statements,
. and Sarbanes-Oxley Certlfieatmn s ;

119. Asapublic company, Vitesse filed annual reports with the Commission that
included audited financial statements certified by th(t Company’s Auditor. As a result of the .
revenue and options backdating schemeé allequ above, and in furtherance of such schemes;
each of Vitesse’s 10 annual reports on Forms 10-K for fiscal years ended September 30, 1996 to

September 30, 2005 was false and misleading, as set f_orth.below. Each of these annual reports



failed to include oémpensation expense for backdated and/or repriced stock option grants, and
contained false and misleading accoimting and other disclosures related to stock option grants.
Further, each of Vitesse’s five Forms 10-K for fiscal years 20[)1 to 2005 improperly reported
revenue resulting from the revenue recognition fraud, and contained false and misleading
disclosures related to Vitesse’s revenue recognition practices.
 120. In each of its annual reports on For;n 10-K for Vitesse’s ﬁscal-yéars ended

September 30, 1996 through Septelhber 30, 2005 filed on IOctober 25, 1996, December 29, 1997,
December 23, 1998, December 23, 1999, December 19, 2000, December 17, 2001, December
18, 2002, December 16, 2003, December 10, 2004, and December 13, 2005, Vitesse disclosed
that it accounted for stock options in accordance with APB 25. In each of its annual reports on
Form 10-K ﬁled on December 19, 2000, Decembe;r 17, 2001 , December 18, 2002, December 16,
2003, Décember 10, 2004, and Decembelf 14, 2005, Vitesse disclosed that it complied with FIN
44 and that it records compensation éxpens_e for stock options only if the market price of the
company’s stock exceeds the exercise price on the date of grant. In each of these annual reports,
Vitesse did not report any compensation expense for stock optioﬁs that it granted to employees,
under the company’s shareholder approved stock option plans,. with an exercise price below the
company’s stock price on the date of grant. |

121, Inits annual report on Form lO-K filed ‘on Gctobér 25,1 996, Vitésse disclosed
that under the Compahy’s shareholder appro;éii 1991 Stock Option Plan the -e)_(.ercise price for all
stock options must be equal to the fair market value of its stock on the date of_grant. This Form
10-K also discloses that under. the Coﬁlpansz’s shareholder approved 1989 Stock Option Plan the
exercise price for all incentive stock options must be equal to the fair market value of its stock on

the date of grant and the exercise price for nonstatutory stock options must be at least 85% of the
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fair market value of the Company’s stock on the date of grant. In its annual reports on Form 10-
K filed on December 29, 1997, December 23, 1998, December 23, 1999, December 19, 2000,
December 17, 2001, December 18, 2002, December 16, 2003, Decemberllo, 2004, and
December 13, 2005, Vitesse disclosed that under all of the Company’s shareholder approved
stock option plans, “The exercise price of all stock options must be at least equal to the fair
market values of the shares of common stock on the dé_ltg of grant.”

122.  In its annual reports on Form 10-K filed on December 19, 2000 and December 17;
2001, Vitesse discldsed that it recorded deferred compensation expense for stock options in
connection with certain acquisitions. In its annual reports on Form 10-K filed on December 18,
2002, Decémber 16, 2003, and Decem_ber 10, 2004, Vitesse disclosed that it incurred
compensation expense as a result of assuming the stock option plans, and related option grants,
of certain companies that it had acquired. Vitesse disclosed in substantially similar words that,
asa resﬁlt, when reviewing such disclosed expense, "it appears that certain options were granted
at less than fair market value, but which really represent granfs given to employees of the
acquired companies prior to theirlrespcctive acquisitions by Vitesse. Other than the foregoing,
all of the options grants made by Vitesse to employees and directors are granted at fair market
value at the tﬁne of grant.” Further, Vitesse disclosed in its annual report on Form 10K filed on
Decembér 10, 2004 and December 13, 2005 thdt, “We have no options granted to employees in
which the market price of the underlying stoél-c— exceeded the exercise price on the date of grant.”

123; - Contrary to the representations t.hat it made in paragraphs Y 120-122, Vitesse,
through the actions of Tomasetta and Hovanec, was incurring substantial compensation expens.e
as a result of granting in-the-money employee stock options under ?he Company’s shareholder

approved 1989 Stock Option Plan, 1991 Stock Option Plan and 2001 Stock Incentive Plan. In
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the financial statements of each of Vitesse’s Forms 10-K for fiscal years ended September 30,
1996 through September 30, 2005, Vitesse failed to record approximately $184 million in
compensation expénses resulting from backdated and repriced option grants. These unrecorded
expenses overstated Vitesse’s annual pretax income or understated it annual pretax loss by
between 1.7% and 45.7% in fiscal years 1996 through 2005, as identified specifically above,
| rendering the financial statements materially false and misleading.

124. Inits annual i‘eport on Form 10-K filed on December 17, 2001 for the fiscal year |
ended September 30, 2001, Vitesse also disclosed that its revenue reco gnitioﬁ policy for product
sales was: “Production revenue is recognized when products are shipped to customers, wh@ch is
when title and risk of loss transfers to the customer.” Vitesse’s annual reports on Form 10-K for
the subsequént fiscal years 2002 through 2005 filed with the Commission on December 18,
2002, December 16, 2003, December 10, 20d4, and December 14, 2005 state that Vitesse
accounted for revenue from product sales as follows: “Production reve.nue is recognized when
persuasive evidence of an arrangement exists, the sales price is fixed, products are shipped to
customers, which is when title and risk of loss transfers to the customer, and collectability is
reasonably assured.” Each of Vitesse’s annual reports for fiscal years 2001 through 2005 also
state in substantially similar terms related to product sales to Nu Horizons, “Certain of the
Company’s production revenue are made to a major d_i‘stributor under an agreement allowing for
price protection and right of return on produ;t's' unsold. Accordingly, the Company defers
recognition of revenue on such products until the products are sold by the distributor to the end
user.” |

125. Contrary to the representations that it made in ¥ 124, Vitesse improperly recorded

revenue in material amounts in each of the financial statements included in these annual reports
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on Form 10-K for its fiscal years 2001 through 2005, reﬂdering the revenue and income reported
in those financial statements, and the revenue recognition policies included in those reports for
product sales and for sales to its major distributor, materially false and misleading. Vitesse also
materially misstated the accounts receivable balances in the financial statements for certain of
these years.

126. Tomasetta reviewcd and signed each of Vitesse’s annuﬁl reports on Form 10-K
_for the fiscal j/ears 1996 through 2005 referenced in Y 120-124. Hovanec reviewed and signed
each of Vitesse’s annual reports on Form 10-K for fiscal years 1996 through 2004. Mody
participated in preparing and reviewed each of Vitesse’s annual reports or; Form 10-K for fiscal
yeérs 2001 through 2005, and he signed the annual report on Form 10-K for fiscal year 2005.
Kaplan participated in preparing and reviewed each of Vitesse’s annual reports on Fonn 10-K for
| fiscal years 2001 through 2005.

127. Tomasetta and Hovanec knew, should have known, or were reckless in not
knowing that each of the forégoing annual repofts that they signed and reviewed materially
‘misrepresented Vitesse’s revenues, étock—based compensation expense, income, and in certain
years accounts receivable, and made materially false and misleading disclosures and omitted
material information about Vitesse’s revenue reco gﬁition and stock option practices and policies.

128. Mody and Kaplan knew, should_ Me kﬁow—n, or were reckless in not knowing that
each of the forégoing annual reports that the); i;anicipated in preparing, reviewed, andfof signed
materially misrepresented Vitesse’s revenues, income, and accounts feoeivable, and made

materiaﬁy_false and misleading disclosures and omitted material information about Vitesse’s

revenue recognition practices and policies.
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129. In addition, Vitesse filed 30 quarterly reports on Forms 10-Q be_twéen June 24,
1996 aﬁd February 8, 2006, which falsely reflect that Vitesse. incurfed no compensation expense
for options granted to employees with exercise prices below the company’s stock price on the
date of grant and for options that were repriced. Nine of Vitesse’s Forms 10-Q, filed from May
13, 2003 to February 8, 2006, falsely state that the Company applied APB 25 during the releifant
time, and six of its Forms 10-Q, filed from February 13, 2004 to August 9, 2005, falsely state
that Vitesse did not grant in~the-m0ney options.

130. Thirteen of Vitesse’s Forms 10-Q, filed from February 2002 to February 2006,
falsely reflect oversiated revenue, and thus income, and certain of these reports also contain
overstated accounts receivable balances as a result of Vitesse’s improper revenue recognition
practices. Ea_lch 01“ the 12 quarterly reports filed during March 31, 2002 through February 2606
also contain false and misleading revenue recognition policy disclosures that state in
substantially similar terms that Vitesse recognizes product revenue when “products are shipped
to customers, wlﬁch is when title and risk of loss transfers to the customers.” The four quarterly
reports filed between February 2005 and February 2006 also contain the following false and
misleading disclosure related to product sales to Nu Horizons: _“Certain of the Company’s
production revenue are made to a major distributor under an agreement allowing for price
protection and ﬁght of return on products m_1§o_1;'l. - Acéordingly, the Company defers recognition’
of revenue on such products until the produc;s_ —are sold by the distributor to the endl user.”

131. Tomasetta reviewed all 30 of these quarterly reports on Form 10-Q. Hovaneé
reviewed and signed each of the 27 Vitesse quarterly feports filed with the Commission between
June 24, 1996 and February 8, 2005'. Mody participated in preparing and reviewed each of the

quarterly reports that Vitesse filed with the Commission from February 14, 2002 through
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February 8, 2006, and he signed the quarterly reports filed from May 2005 througﬁ Februafy 8,
2006. Kaplan participated in preparing each of the quarterly reports filed with the Commission
from February 14, 2002 through February 8, 2006.

132. Tomasetta and Hovanec knew, should have known, or were reckless in not
knowing that each of the foregoing quarterly reports that they signed and/or reviewed materially
misrepresentéd Vitesse’s revénues, stock’-based compensation exj)ense, income, and in certain
quarters accounts receivable, and made materially false and misleading disclosures and omitted
@tﬂal information about Vitesse’s revenue recognition and stock option practices and policies.

133. Mody and Kaplan knew, should have known, 6r were recl_dess in not knowing that
each of the foregoing quarterly reports that they pafticipa;;ed in preparing, reviewed, and/or
signed materially misrepresented Vitesse’s revenues, income, and m certain periods accounts
receivable, and made materially false and misleading-disclosures and omitted material
information about Vitesse’s revenue recognition practices and policies.

134. Tomasetta signed Sarbanes—Oxléy 302 certifications for the annﬁal reporfs on.
Form 10-K for fiscal years 2002, 2003, 2004 an:d 2005, and for ten quarterly reports on Form 10-
Q filed on February 14, 2003 through Febrhary 8,2006. Hovanec signed Sarbanes-Oxley 302 |
certifications for the annual reports on Form iO-K for fiscal years 2002, 2003, and 2004, and for
seven q.uartcrly reports on Form 10-Q filed on _Februalr‘y 14; 2003 through February 8, 2005. -
Mody signed Sarbanes-Oxley 302 certiﬁcatic;h:s for the annual report on Form IOfK for ﬁscal
year 2005, and for three quarterly reports on Form 10-Q filed between May 10, 2005 through
February 8, 2006.

135. The foregoing certifications that Tomasetta, Hovanec, and Mody signed

referenced in 134, state that they had reviewed the report and that (a) the report did not contain
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any untrue statement of a material fact or omit to state a material fact necessary to make the
statements made, in light of the circumstances under which such statements were mzz.u:leT not
misleading; (b) the financial statements, .and other financial information included in eacfl report,
fairly presented in all material respects the financial condition, results of operations, and cash
flows of Vitesse as of] and for, the period ﬁresented in the report; and that (c) Tomasetta,
Hovanec and Mody had disclosed to Vitesse’s auditors all significant deﬁciénciés in the design
or operatiqn of Vitesse’s internal controls and any fraud, whether or not material, that involved
management or other employees who had a significant role in Vitesse’s internal controls.
Tomasetta, Hovanec and Mody had ample information at th_e time that -they sig’ned-thcse
certifications to know that they were not true.

136. Between October 23, 1996 and March 23, 2006, Vitesse filed a total of 3'_? |
registration étatem‘ents, that iﬁcorporated by reference mateﬁally false and misleading financial
statements, as well as materially false and nﬁsleadiﬁg disclosures from Vitesse’s annual reports
on Form 10-K, quarterly reports on Form 10-Q and proxy statements. Sixteen of these
registratién statements were filed on Forms S-3 or S-3/A, and 21 were filed on Forms S-8 or S-8
POS. Vitesse also filed a prospectus supplement on February 6, 2006, which inoorporétes by
reference Vitesse’s Form 10-K filed on December 10,’2004, and Vitesse’s Forms 10-Q filed on -
February 8, 2005 and May 10, 2005. Toma_s_ﬁt_tﬁ and I_;_Iov%i‘i':lec signed each of th¢ 16 Forms S-3I
01; S-3/A that Vite.ése filed on October 23, 1956, February 19, 1999, April 8, 1999, October 22,
1999, November 4, 1999, November 24, 1999, February 15, 2000, June 7, 2000 (tWo S-3s),
September 5, 2000, December 20, 2000, May 23, 2001, June 11, 2001, May 12, 2003, Decemﬁer '
29, 2004 and March 16, 2005. Tomasetta and Hovanec also signed each of the 19 Forms.S-S or

S-8 POS that Vitesse filed from May 22, 1998 through November 23, 2004. Tomasetta and
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Mody each signed two Forms S-8 _that Vitesse filed on November 30, 2005 and March 23, 2006.
Kaplan participated in preparing various of these registration statements during late 2001 through.
at least 2005.

137. Tomasetta, Hovanec, and Mody knew, should have known, or were reckless in
- not knowing that these registrations statements were false and misleading by their incorporation
of materially false and misleading financial statements and stock option and revenue recognition
disclosures from Vitesse’s annual reports on Form 10-K, quarterly reports on Form 10-Q, and/or

proxy statements.

2. Forms 4 and 5 and-Proxv.Staten_lents

138. In addition, Tomasetta and Hovanec filed Forms 4 and 5 with the Commission in
connection with stock option grants that each received. Tomasetta and Hovanec permitted false
and misleading statements to be made in those filings. The Forms 4 and 5 were false in that they
reported as a “transaction date” the purported dates of stock option grants when in fact options
were never granted on thﬁse transaction dates. The false information with respect to the |
“transaction date” permitted Tomasetta and Hovanec to conceal the compensation that they
received through the grant of in-the-money options. The Forms 4 were also misleading in that
they disclosed an “expiration date,” whi_ch under Vitesse’s various option plans was required .to
be ten years from the date of grant, that sugggsta__ed.a paﬁicular date of grant _for stock option
grants when in fact cltptions were never grantécf on the date implied by the e.xpiration date. The

forms filed were as follows (share totals are adjusted for stock splits in 1997, 1998 and 1999):

False Purported
Filer Date of Filing Form : Option Grant Total
Transaction o e .
Expiration Shares
Date
Date
Tomasetta 10/7/96 4 1/23/96 1/23/06 300,000
Tomasetta 8/8/97 4 3/19/97 3/19/07 600,000
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Tomasetta 5/8/98 4 1/1/98 1/1/08 900,000
Tomasetta 4/9/99 4 10/5/98 10/5/08 760,000
Tomasetta 10/30/01 3 4/6/01 4/6/11 1,200,000
Tomasetta 3/8/02 4 10/2/01 10/2/11 720,000
Tomasetta |  8/14/02 4 10/2/01 10/2/11 1,205,048
Tomasetta 8/28/02 4 10/2/01 10/2/11 1,205,048
Tomasetta 10/22/03 4 10/20/03 10/20/2013 .950,000
Hovanec 9/10/96 4 1/23/96 1/23/06 180,000
Hovanec . 5/8/98 4 1/1/98 1/1/08 210,000
Hovanec 3/10/99 4 10/5/98 10/05/08 160,000
Hovanec 10/30/01 S5 4/6/01 4/6/11 300,000
Hovanec 3/8/02 4 10/2/01 10/2/11 230,000
Hovanec 8/14/02 4 10/2/01 10/2/11 303,245
Hovanec 10/22/03 4 10/20/03 10/20/2013 250,000

139. Tomasetta and Hovanec knew, should have known, or were reckless in not
knowing that they made materially false and misleading'statements and discIo.sures in these
filings that they reviewed and/or signed.

140. Vitesse also filed proxy statements with the Commission on December 18, 2002
and December 10, 2004, wherein it solicited proxies to reelect Tomasetta and other directors to
Vitesse’s Board of Directors. These proxy statements disclose false grant dates for stock options
issued to named executive officers including Tomasetta and Hovanec. The proxy statement filed
on December 18, 2002 falsely states that stock options were granted to named executive officers
on October 2, ._2001 , and the proxy statement i_:'sl_‘gd”on ]f)ecqmber 10, 2004 falsely states that stock
options were granted to named executive ofédérs on 6ct0ber 20, 2003. The information
- relating to executive compensation and stock option gran:ts i‘eported in the proxy statements was
incorporated by reference into the annual reports on Form 10-K signed by Tomasetta and/or
Hovanec and/or Mody during this period.

141. As aresult of the misconduct of Tomasetta and Hovanec, Vitesse’s books and

records falsely and inaccurately reflected, among other things, the grant dates of stock options,
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revenues, stock-based compensation expense, inconhe, and accounts receivable, and the
Company’s financial condition. Additionally, Tomasetta and Hovanec circumvented internal _
accounting controls and, by virtue of their misconduct, failed to maintain a system of internal
accounting controls sufficient to provide assurances that stock option grants, revenues, income,
and accounts receivable w;vere accurately recorded to permit the proper preparation of financial
statements in conformity with GAAP. |

142. As aresult of the miscbnduct of Mody and Kaplan, Vitesse’s books and reoﬁrdé
falsely and inaccurately reflected, among other things, revenues, stqck-based compensation |
expense, income, and accounts receivable, aﬁd the Company’s financial condition. Additionélly,
Mody and Kaplan circumvented internal accounting controls and, by virtue of thgir miscondI-Jct,
failed to maintain a system of internal accounting controls sufficient to provide assurances that
the Compény’s re\;'enues, incoi'ne, and accounts receivable were accixratelj;z recorded to permit
the proper preparation of financial statements in conformity with GAAP.
D.  MISREPRESENTATIONS TO VITESSE’S AUDITOR

143. In addition to the conduct alleged above by which Tomasetta, Hovanec, Mody,
and Kaplan each engaged in conduct to mislead Vitesse’s Auditor and to conceal their ﬁ‘aud
through the falsification of docun;ents, émong other actiohs, each of them also knowingly made |
false and 'nﬁsleadiﬁg representatidﬁs to the zﬂ_gpd-itor in management representations letters that
they signed and provided to the Auditor. Th;:s‘c letters were provided to the Auditor in the course’
if its annual aud.its and quarterly reviews of the Company’s financial statements, among other
reasons.

144. In substantially similar words, the letters Tomasetta, Hovanec, Mody, and

Kaplan signed and provided to the Auditor in connection with audits or reviews of the
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Company’s financial statements during the period from 1996 through 2006 contain the following
acknowledgements:

145. “We acknowledge our reéponsﬂ)ility for the design and implementation of

- programs and controls to prevent, deter and detect fraud. We understand that the term ‘fraud’
includes misstatements arising from fraudulent financial reporting.” and that “[m]isstatements
arising ﬁ'om_ fraudulent financial reporting are intentional misstatements, or omissions of
amounts or disclosures in financial statgments to deceive financial statement users.”

146. “[W]e confirm we are responsible for the fair presentation in the cdnso lidated
financial statements of financial position.”

147. “We accept and acknowledge our responsibility for establishing and méintaining
effective internal control over financial reporting.”

148. Each of these management letters also contains affirmative representations in
respect to the Company’s financial étatemcnts, financial records, transactions, and possible fraud
by management or employees, as follows:

~ 149.  “The consolidated financial statements referred to above are fairly presented in
conformity with accepted accounting principles generally accepted in the United States of

~ America.” |

150. “We have made available to )_(,Qm. al{ﬁnéilcial records and related data”

151. “Thereareno... materiél tra:l-ﬁ;lctions that have not been properly ;ecorde& in the
accounting records underlying the consolidated financial statements”

152. “We have no lmowledge of any fraud or suspected fraud affecting the entity

invoh)ing: (a) management; (b) employees who have significant roles in internal control, or (c)

others where the fraud could have a material effect on the consolidated financial statements.”
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153. These repreéent_ations were false, as Tomasetta, Hovanec, Mody, and Kaplan each
knew as a resujt of the revenue recognition fraud each of them engage& in and as a result of the
stock option backdating ﬁdu_d Tomasetta and Hovanec perpetrated, as détailed in this Complaiht.

154. Tomasetta, Hovanec, Mody, and Kaplan al_So falsely stated in management
representation letters provided -to the Auditor during January 2002 through January 2006 that,
“There have been no false statements affecting the Company’s consolidated financial statements
made to you.”

155. In ma'n-agement representati(_)ﬁ letters for fiscal years 2001 tMugh 2005,
Tomasetta, Hovanec, Mody, aﬁdfor Kaplan represented in substantially similar words that,
“Receivables reported in the consolidated financial statements represent valid claims against
debtors for sales or other chérgcs arising on or before the balance-sheet date and have been
appropriately reduced to their mtimated net realizable .value.” Tomasetta, Hovanec, Mody,
and/or Kaplan knew that this representation wés false as a result of ti1¢ir fraudulent revenue
recognition practices.

156. In management representation letters for fiscal years 1999 through 2005, with the
exception of fiscal year 2002, Tomasetta and/or Hovanec fal'sely represented in substantially
similar words that, “(s)iock-related awards to gmploygeﬁ have been accounted for in accordance
with the provisions of APB Opinion No. 2_5,_'_,Aé"c_ount1_'§g for Stock Issued to Emplajees.

157. Tomasetta knowingly signed f;lse ménagemeht- feprésentation letters for annual
audits coverihg fiscal years 1996 through 1999 and 2005, and for quarterly reviews in 2005 and
2006. The letters for the annual audits are dated December 12, 2005, October 14, 1999, octobér
14, 1998, October 21, 1997, and October 18, 1996. The letters for the qualteﬂy reviews are

dated January 23, 2006 and July 20, 2005.
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158. Hovanec knowingly signed false management representation letters for annual
audits covering fiscal years 1996 through 2004, and numerous quarterly reviews from at least
1999 through 2005. These letters for the annual audits are dated, October 28, 2004, October 23,
2003, October 18, 2002, October 19, 2001, October 16, 2000, October 14, 1999, October 14,
1998, Cctober 21, 1997, and October 18, 1996. The letters for the quarterly reviews are dated
April 21, 2005, January 18, 2005, April 22, 2004, February 11, 2004, July 21, 2003, April 21,
2003, January 24, 2002, July 17,.2002, July 13, 2001, January 19, 2001, August 14, 2000, May
12, 2000, January 7, 2000, and April 7, 1999.

159. Mody knowingly signed false -managément representation letters for annual audits
covering fiscal years 2001 through 2005, and for quarterly reviews during 2002 through January
2006. These letters for the annual audits are dated December 12, 2005, October 28, 2004,
October 23, 2003, October 18, 2002, and October 19, 2001. The letters for the quarterly reviewé
- are dated Jaﬁuary 23, 2006, July 20, 2005, April 21, 2005, January 18, 2005, July 16, 2004, April
22, 2004, February 11, 2604, July 21., 2003, April 21, 2003, July 17, 2002, and January 24, 2002.

160. Kaplan knowingly signed a false management representation letter for the fiscal
2005 annual audit dated December 12, 2005.

161. Each of the defendants also provided false management representation Ietters to
the Auditor that reafﬁrmed certain of these glggyp_ lettsrs ift connection with annual audits. Each
of the defendants also provided such letters m ;:onnection with the Auditors review and inclusion
of their audit reports in Vitesse registration statements for securities offerings.

E. TOMASETTA, HOVANEC, MODY AND KAPLAN PROFITED
FROM THEIR SCHEMES

162. Tomasetta, Hovanec, Mody, and Kaplan proﬁted from their misconduct.

Tomasetta and Hovanec personally benefited from their options backdating scheme by awarding

57



themselves in millions of dollars in potential profit as a result of the in-the-money options that
they received. By exercising backdated options, each of them also actually reaped tangible
financial benefits from their fraud in the amounts of millions of dollars.

163. Tomasetta and Hovanec obtained additional proﬁts through the sale of shares of
Vitesse stock, acquired largely through their exercises of Vitesse stock options, which they sold
into the market at times when the price of the Company’s stock was inflated by the fraud.

164. Tomasetta, Hovanec, Mody, and Kaplan als;) each profited by receiving cash
bonuses during their fraudulent conduct. Bonuses received by Tomasetta and HO\«;anec were in
part based on achieving financial targets, including operating income targets. If Vitesse had
properly recorded compensation expense for the option grants that Tomasetta and Hovanec had
backdated and repriced, then it would have recorded lower operating income results and
Tomasetta and Hovanec would have received smaller bonuses. In addition, bonuses awarded to
or paid to Tomasetta, Hovanec, Mody, and Kaplan during their fraud were based upon bonus
plans that provided that no bonus award was considered earned, but instead was totally
dependent on the officer remaining an employee at the time the bonus payments vested and were
made, which was typically in one or more installments duﬁng subsequent years. Tomasetta’s,
Hovanec’s, Mody’s, and Kaplan’s continued employment during their fraud therefore allowed
each of them to receive their bonus payments. Had Vi-tesse-’s Board of Directors discqvered their

fraud earlier and terminated them, Tomasetta, Hovanec, Mody, and Kaplan would not have

received their bonus payments.
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FIRST CLAIM FOR RELIEF

Violations of Exchange Act Section 10(b) and Exchange Act Rule 10b-5
(All Defendants)

165. The Commission realleges and incorporates by reference Paragraphs 1 through
164.

166. Vitesse, Tomasetta, Hovanec, Mody, and Kaplan, directly or indirectly, by the use
of t.he means or instrumentalities of interstate commerce, or of the mails, or of a fability ofa,
national securiti.es exchange, in connection with the purchése or sale of securities, and with
knowledge or recklessness: (a) employed devices, schemes, or artifices to defraud; (b) made
untrue statements of material fact or omitted to state a material fact necessary to make the
statements made, in light of the circumstances under which they were made, not misleading; and
(c) engaged in acts, transactions, practices or courses of business that operated or would operate
as a fraud or deceit upon other persons.

167. By engaging in the conduct alleged above, Vitesse, Tomasetta, Hovanec, Mody
and Kaplan, and each of them, directly or indirectly, violated, and. unless restrained and enjoined
will continue to violate, Section 10(b) of the Exchange Act and Exchange Act Rule 10b-5 [15
ﬁ.S.C. § 78j(b); 17 C.F.R. § 240.10b-5].

SECOND CLAIM FOR RELIEF

Vlolatlons of Securltles Act Section 17(a)
(All Defendants)

168. The Commission realleges and incorporates by reference Paragraphs 1 through
164.
169. Vitesse, Tomasetta, Hovanec, Mody and Kaplan, directly or indirectly, by use of

the means or instruments of interstate commerce or of the mails, in connection with the offer or
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sale of securities, and with knowledge, recklessness, or negligence: 1) employed devices,
schemes, or artifices to defraud; 2) obtained money or property by means of untrue statements of
material fact or by omitting to state material facts necessary in order to make the statements
made, in light of the circumstances under which they were made, not nﬁsleading; or 3) engaged
in transactions, practices or courses of business which operated or would operate as a fraud or
deceit upon purchasers of Vitesse securities.

170. By engaging in the conduct alleged above, Vitesse, Tomasetta, Hovanec, Mody,
and Kaplan, and each of them, directly or indirectly, violated, and unless restrained and enjoined
will continue to violate, Sections 17(a)(1), (2), and (3) of the Securities Act [15 U.S.C.§
77q(a)(1), (2), and (3)].

THIRD CLAIM FOR RELIEF

Violations of Securities Act Section 13(b)(5) and Exchange Act 13b2-1
(Tomasetta, Hovanec, Mody, and Kaplan)

171. The Commission realleges and incorporates by reference Paragraphs 1 through

164. | |
-172. By engaging m the conduct alleged above, Tomasetta, Hovanec, Mody, and

Kaplan knowingly falsified books, records and accounts at Vitesse, and knowingly circumvented
or lgnowingly failed to implement a system of internal accounting controls at Vitesse subject to
Section 13(b)(2)(A) of the Exchange Act [ISL;SC § 78§;(b)(2)(A)].

173. By engaging in the conduct alleged above, ITomasetta, Hovanec, Mody, and |
Kaplan, directly or indirectly, falsified or baused to be falsified, books, records or accounts
subject to 15 U.S.C. § 78m(b)(2)(A).

174. By reason of the foregoing, Tomasetta, Hovanec, Mody, and Kaplan, and each of

them, difectly or indirectly, have violated, and unless restrained and enjoined will continue to
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violate, Section 13(b)(5) of the Exchange Act and Exchange Act Rule 13b2-1 [15 U.S.C. §

78m(b)(5); 17 C.F.R. § 240.13b2-1] .

FOURTH CLAIM FOR RELIEF

Violations of Exchange Act Rule 13b2-2
(Tomasetta, Hovanec, Mody, and Kaplan)

175. The Commission realleges and incorporates by reference Paragraphs 1 through
164.

176. Rule 13b2-2 of thé Exchange Act [17 C.F.R. § 240.13b2-2], 1n relevant part,
makes it unlawful for an officer or director of an issuer to, directly or indirectly: (1) make or
cause to be made a ﬁaterially false or misleading statement to an accountant m connection with
any audit, review or examination of financial statements, or the preparation or ﬁling of any
document or report reQuired to be filed with the Commission; or (2) omit or state, or cause
another ﬁerson to omit or state, any material fact necessary in order to make statcmen-tsl made, in
light of the ci.rcumstaﬂces under which they were made, not misleading, to an accountant in |
connection with: (i) any audit, review or examination of the financial statementé of the issuer, or
(ii) the preparation or filing of any document or report required to be filed with the. Commission.

177. By reason of the foregoing, Tomasetta, Hovanec, Mody and Kaplan, and ea&h-of

.them, directly or indirectly, _\.rilo_lslited, and unless restrained and enjoined will co.ntin-u'e .to violate,
Exchange Act Rule 13b2-2[17 CF.R. § 240-:'.{312*-2].'*
FIFTH CLAIM FOR RELIEF

- Violations of Exéhange Act Section 14(a) and Exchange Act Rule 14a-9
(Vitesse and Tomasetta)

178. The Commission realleges and incorporates by reference Paragraphs 1 through

164.
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-179.  Vitesse and Tomasetta, directly or indirectly, by use of the means 6r instruments
of interstate commerce or of the maiis, or of the facility of a national securities exchange,
knowingly, recklessly, or negligently solicited proxies by means of a proxy statement, form of
proxy, notice of méeting or other communication, writtgn or oral, containing statements which,
at the time and in light of the circumstances under which they were made, were false and
misleading with respect to material facts, or which omitted to siate material facts which were
necessary in order to make the statements made not false or misleading or which were necessary
in order to correct statements in earlier false or misleading communications with respect to the
solicitation of proxies for the same meeting or subject matter, in violatiﬁn of Section 14(a) of the
Exchange Act and Exchange Act Rul.e 142-9 [15 U.S.C. § 78n(a); 17 C.F.R. § 240.14a-9].

180. By reasp.n of the foregoing, Vitesse-aﬁd Tomasetta, directly or indirectly, violated,
and unléss restrained and enjoined will continue to vio late, Section 14(a) of the Exchange Act
and Exchange Act Rule 14a-9 [15 U.S.C. § 78n(a); 17 C.F.R. § 240.142-9].

| SIXTH CLAIM FOR RELIEF

Vitesse’s Violations of Exchange Act Sectioﬁs 13(a) and -
Exchange Act Rules 12b-20, 13a-1, and 13a-13,
and Aiding and Abetting These Violations

by Tomasetta, Hovanec, Mody, and Kaplan

181, The Commission realleges and incorporates by reference Paragraphs 1 through

4 .
T

T

164. |

182.- Sectlon 13(a) of the Exchange Act [15 U.S.C. § 78m(a)] and Exchange Act Rules
13a-1 and 13a-13 [17 C.F.R. §§ 240.13a-1 and 240.13a-13] require issuers ofreglstered
securities to file with the Commission factually accurate annual and quarterly reports. Exchange
Act Rule 12b-20 [17 C.F.R. §240.12b—20] further provides that, in addition to the information

expressly required to be included in a statement or report, there shall be added such further
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material information, if any, as may be necessary to make the required statements, in the light of
the circumstances under which they were made, not misleading. |

183. By engaging in the conduct set forth above, Vitesse violated, and unless restrained
and enjoined will continue to violate Section 13(a) of the Exchange Act [15 U.S.C. § 78m(a)]
and Exchange Act Rules 12b-20,13a-1 and 13a-13 [17 C.F.R. §§ 240.12b-20, 240.13a-1, and
240.13a-13].

184. By eﬁgaging in the conduct set forth above, Tomasetta, Hovanec, Mody, and
Kaplan, and each of them, knowingly provided substantial assistance to Vitesse in its failure to
file with Commission factually accurate annual and quarterly reports.

185.  As set forth above, Tomasetta, Hovanec, Mody, and Kaplan aided and abetted,
and unless restrained and enjoined will continue to aid and abet, violations of Exchange Act
Section 13(a) [15 U.S.C. § 78m(a)] and Exchange Act Rules 12b-20, 13a-1 and 13a-13 [17
C.F.R. §§ 240.12b-20, 240.13a-1, and 240.13a-13].

SEVENTH CLAIM FOR RELIEF

Vitesse’s Violations of Exchange Act Sections 13(b)(2)(A) and 13(b)(2)(B)
and Aiding and Abetting These Violations
by Tomasetta, Hovanec, Mody, and Kaplan
186. The Commiission realleges and incorporates by reference Paragraphs 1 through
164. ' _ ot |
187.  Section 13(b)(2)(A) of the Ex;:ﬂange Act [15 U.S.C. § 78m(b)(2)(A)] requires
issuers to make and keep books, records, and accounts which, in reasonable defail, acéurately
;'md fairly reflect the transactions and dispositions of its assets. Section 13(b)(2)(B) of the
Exchange Act [15 U.S.C. § 78m(b)(2)(B)] requires issuers to devise and maintain a system of

internal accounting controls sufficient to provide reasonable assurances that transactions were
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recorded as necessary to permit preparat_ion of financial statements in conformity with GAAP
and to maintain the accountability of assets.

188. Vitesse failed: 1) to n.lakeI and keep books, records, and accounts which, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of its assets; and
2) to devise and maintain a system of internal accounting controls sufficient to provide
reasonable assurances that transactions were recorded as necessary to permit preparation of
 financial statements in conformity with GAAP aﬁd to maintain the accountability of assets.

189. By réason of the foregoing, Vitesse, directly or indirectly, violated, and unless
restrained and enjoined will continue to violate Sections 13(b)(2)(A) and 13(b)(2)(B) of th.e
Exchange Act [15 USC §§ 78m(b)(2)(A) and 78m(b)(2)(B)].

190. By reason of the foregoihg, Tomasetta, Hovanec, Mody, and Kapian knowingly
or recklessly gave substantial assistance to Vitesse in its failure to make and keep accurate
books, reoords; and accounts and its failure to devise and maintain a sufficient system of internal
accounting controls.

191. As set forth above, defendants Tomasetta, Hovanec, Mody, and Kaplan, and each
of them, directly or indirectly, aided and abetted, and unless restrained.and enjoined wili
obntinue to aid-and abet, viqlations of Sections 13(b)(2)(A) and 13(b)(2)(B) [15 U.S.C. §§
78m(b)(2)(A) and 78m(b)(2)(B)] s

.

EIGHTH CLAIM FOR RELIEF

Violations of Exchange Act Rule 13a-14
(Tomasetta, Hovanec, and Mody)

192.  The Commission realleges and incorporates by reference Paragraphs 1 through

164.
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193. Tomasetta, as CEO, signed false certifications pursuant to Rule 13a-14 of the
- Exchange Act that were included in Vitesse’s fiscal 2002, 2003, 2004, and 2005 annual reports,
as well as ten quarterly reports on Form 10-Q filed between Februaryll-’-l, 2003 through February
8, 2006. Hovanec, as CFO, signed false certifications pursuant to Rule 13a-14 of the Exchange
Act that were included in Vit&ese’s fiscal 2002, 2003, and 2004 annual reports, as well as seven
quarterly reports on Form 10-Q filed between February 1.4,_ 2003 through February 8, 2005.

Mody, as CFO, signed false certifications pursuant to Rule 13a-14 of the Exchange Act that were -
included in Vitesse’s fiscal 2005 @uﬂ report, as well as quarterly reports three quarterly
reports on Form 10-Q filed between May 10, 2005 through February 8, 2006.

. 194. By reason of the foregohlg, Tomasetta, Hovanec, and Mody, and each of them,
violated,_ and unless restrained and enjoinéd will-continue to violate, Exchange Act Rule 13a-14
[17 C.F.R § 240.13a-14).

NINTH CLAIM FOR RELIEF

Violations of Exchange Act Section 16(a) and Exchange Act Rule 16a-3
(Tomasetta and Hovanec)

195. The Commission realleges and incorporates by reference Paragraphs 1 through
164.

196. At all relevant times, defendants _Tomasetta and Hovanec were officers of Vitesse
within the meahing of Section 16(a)(1) of théfgxc‘hang“e Act [iS U.S.C. § 78p(a)(1)].

197. Section 16(a) of the Exchange Act [15 U.S.C. § 78p(a)] and Exchange Act Rule
16a-3 [17 C.F.R. § 240.16a-3] require officers, directors and beneficial 6wners of more than ten

percent of any class of equity security registered pursuant to Exchange Act Section 12 [15 U.S.C.

§ 781] to file periodic reports disclosing any change of beneficial ownership of those securities.
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198. Defendants Tomasetta and Hovanec filed Forms 4 with the Commission that
misrepresented the purported grant dates of bacicdatéd options that.they received.

199. By reason of the foregoing, defendant.s Tomasetta an& Hovanec, and eacﬂ of
them, violated, and unless restrained and enjoined will continue to violate, Section 16(a) of the
Exchange Act and Exchange Act Rule 16a-3 [15 U.S.C. § 78p(a); 17 C.F.R § 240.16a-3].

PRAYER FOR RELIEF

WHEREFORE, the Commission respectfully requests that the Court enter a final judgment:
| I
Permanently enjoihing defendant Vitesse from violating, directly or indirectly, .Section-
17(a) of the Securities Act and Sections 10(b), 13(a), 13(b)(2)(A), 13(b)(2)(B), and 14(a) of the
Eichange Act and Rules 10b-5, 12b-20, 13a-1, 13a-13, and 14a-9 thereunder;
II.
Permanently enjoining defendant Toﬁlasetta from violating, directly or indirectly, Section -
17(a) of the Securities Act:and Sections 10(b), 13(b)(5), 14(a), and 16(a) of the Exchange Act
and Rules 10b-5, 13b2-1, 13b2-2, 13a-14, 14a-9, and 16a-3 thereunder, and from aiding and
abetting violations of Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and
Rules 12b-20, 13a-1, and 13a-13 'theréunder;
| .
Permanently enjoining defendant Ho;éilec from violating, directly or indirectly, Section
17(a) of the_Securitics Act and Sections 10(b), 13(b)(5), and 16(a) of the Exchange Act and
Rule; 10b-5, 13a-14, 13b2-1, 13b2-2, and 16a-3 thereunder, and from aiding and abetting

violations of Sections 13(a), 13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and Rules 12b-

20, 13a-1, and 13a-13 thereunder;
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Iv.

Permanently enjoining defendant Mody from violating, directly or indirectly, Section
17(a) of the _Securities Act and Sections IO(b) and 13(b)(5) ef the Exchange Act and Rules 10b-
5, 13a-14, 13b2-1, and 13b2-2 thereunder, and from aiding and abetting violations of Sections
13(a), 13(b)(2.)(A), and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13
thereunder;

V.

Permanently enjoining defendant Kaplan‘from violating, directly or indirectly, Section
17(a) of the Securities Ak il SacBons 10(b) and 13(b)(5) of tile Exchange Act and Rules 10b-
5, 13b2-1, and 13b2-2 thereﬁnder, and from aiding and abetting violations of Sections 13(21),
13(b)(2)(A), and 13(b)(2)(B) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13
thereunder;

| V1.

Ordering defendants Tomasetta, Hovanec, Mody and Kaplan, and each of them, to
disgorge their ill-gotten gains by virtue of the conduct alleged herein, and to pay prejudgment
interest thereon;

VIIL.

Ordering defendants Tomasetta, Hoy@nec,-_Mquy and Kaplan, and each of them, to pay

civil money penalties pursuant to Section 20(6(1) of the Securities Act and Section 21(d)(3) of

the Exchange Act [15 U.S.C. § 77(d)(1); 15 U.S.C. § 78u(d)(3)];
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~ VIIL

Pursuaxit to Section 21(6)(2)'0f the Exchange Act [15 U.S.C. § 78u(d)(2)] bar defendants
Tomasetta, Hovanec, and Mody, and each of them, from serving as officers or directors of any .
issuer that has a class of secuﬁties registered pu;suant to Section 12 of the Exchange Acf {15
U.‘S.C_ § 781] or that is reciuired tohﬁle reports pursuant to Section 15(d) of the Exchange Act [15
U.S.C. § 780(d)]; and

IX.
Ordering such other relief as the Court deems just and pfoper.

DEMAND FOR JURY TRIAL

Under Rule 38 of the Federal Rules of Civil Procedure, the Commission demands trial by
jury in this action of all issues so triable.

Dated: December 9, 2010 Respectfully submitted,
Washington, DC
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