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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF CALIFORNIA
/
SECURITIES AND EXCHANGE Case Nf):
COMMISSION, 03CV 02230  K(RBB)
o COMPLAINT FOR VIOLATIONS OF THE
Plaintiff, FEDERAL SECURITIES LAWS
V.
JOHN J. TODD, ROBERT D.
MANZA, and JEFFREY WEITZEN,
Defendants.
Plaintiff Securities and Exchange Commission ("Commission") alleges as
follows:
JURISDICTION AND VENUE
1. This Court has jurisdiction over this action pursuant to Sections
20(b), 20(d)X(1) and 22(a) of the Securities Act of 1933 ("Securities Act"), 15

U.S.C. §§ 77t(b), 77t(d)(1) & 77v(a), and Sections 21(d)(1), 21(d)(3)(A), 21(e)
and 27 of the Securities Exchange Act of 1934 ("Exchange Act"), 15 U.S.C. §§
78u(d)(1), 78u(d)(3)(A), 78u(e) & 78aa. Defendants directly or indirectly made
use of the means or instrumentalities of interstate commerce, of the mails, or of the
facilities of a national securities exchange, in connection with the transactions,

acts, practices and courses of business alleged in this Complaint.
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2. Venue is proper in this district pursuant to Section 22(a) of the
Securities Act, 15 U.S.C. § 77v(a), and Section 27 of the Exchange Act, 15 U.S.C.
§ 78aa, because certain of the defendants reside, and certain of the transactions,
acts, practices and courses of conduct constituting violations of the federal
securities laws occurred, within this district.

SUMMARY

3. This case involves a fraudulent earnings manipulation scheme to meet
Wall Street analysts' expectations by San Diego-based computer manufacturer
Gateway, Inc. ("Gateway" or the "Company") and certain of its senior
management during the second and third quarters of 2000. Through this scheme,
and by making false statements and concealing from the investing public
important information about its financial performance and the success of its
personal computer ("PC") business, Gateway gave the false and misleading
impression that, unlike many of its competitors, it was outpacing an industry trend
of decreasing sales of personal computers. In fact, throughout 2000, Gateway's
sales growth from personal computers was declining significantly — a trend that
Gateway's senior management went to great lengths to conceal from the public.

4.  The Company's Chief Financial Officer, defendant John J. Todd
("Todd"), was the architect of a plan to "close the gap" between analysts'
expectations and the Company's anticipated revenues through a variety of
improper and extraordinary transactions and sales efforts. Gateway's Controller,
defendant Robert D. Manza ("Manza"), assisted in the scheme by, among other
things, initiating certain unusual transactions and then preparing financial
statements knowing that these transactions failed to comply with generally
accepted accounting principles ("GAAP"). Gateway's Chief Executive Officer,
Jeffrey Weitzen ("Weitzen"), knew that Gateway's third quarter 2000 reported
revenues were inflated as a result of certain extraordinary one-time transactions,

knew that Gateway was resorting to increasingly desperate measures to boost its
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revenues to meet analysts' expectations, ignored red flags about the earnings
manipulation scheme, failed to take any action to ensure that Gateway's
disclosures to the public were complete and accurate, and misled the investing
public as to the true state of Gateway's business.

5. In 2000, Gateway's internal sales projections showed that the
Company would not meet the expectations of Wall Street analysts who followed
its stock. Starting in the second quarter of 2000, Todd took steps to prop up sales
with a scheme to offer pre-approved financing to individuals whose credit
applications had previously been denied by the Company. This effort continued
into the third quarter with even riskier credit candidates and became known within
Gateway as the "DDS program," which stood for "deep, deep sh[--]." As a result,
Gateway misleadingly announced that its consumer sales had increased |
substantially without disclosing that sales were made to a far riskier credit class of
consumers.

6.  The fraudulent actions became more aggressive in the third quarter of
2000, when defendants recognized that they could not "close the gap" simply by
increasing the amount of PC sales to high-risk customers. Todd authorized a
wider variety of improper accounting actions, including improperly reducing
certain reserves, improperly recognizing revenue on several one-time transactions,
improperly recognizing revenue from Gateway's relationship with America
Online, Inc. ("AQOL"), and improperly making additional undisclosed accounting
adjustments.

7. Despite defendants' knowledge of and participation in this scheme, in
Gateway's Forms 10-Q, earnings press releases, and conference calls with analysts,
defendants misrepresented or failed to disclose significant trends in Gateway's
business and that revenue and earnings included various one-time transactions.

8.  Asaresult of defendants' improper accounting actions, Gateway

announced that it had exceeded analysts' expectations for revenue and had met
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analysts' expectations for earnings per share ("EPS") for the third quarter 2000. In
October 2000, just after Gateway's third quarter earnings press release, the
Company's stock price increased, in stark contrast to the Company's competitors’
falling stock prices during the same period. In early 2001, after defendants’
departure from the Company, Gateway reversed most of its "close the gap"
transactions, resulting in large reductions in reported revenue for the period and a
dramatic decrease in Gateway's stock price.

9.  Asalleged more specifically below, Todd and Manza each violated
the antifraud, record-keeping, lying to accountants and internal controls
provisions, and aided and abetted Gateway's violations of the reporting and
record-keeping provisions, of the federal securities laws. Weitzen violated the
antifraud and lying to the accountant provisions and, as a control person of
Gateway, also is liable for Gateway's third quarter 2000 violations of the antifraud
and reporting provisions. B)} this complaint, the Commission seeks to enjoin each
of the defendants from future violations of the federal securities laws, to obtain
disgorgement of all benefits received by defendants from their violations, to obtain
civil penalties, and to prohibit them from serving as officers or directors of
publicly-traded companies.

THE DEFENDANTS
10.  John J. Todd, age 43, resides in Rancho Santa Fe, California. Todd

served as Senior Vice President and Chief Financial Officer of Gateway from
October 1998 to January 2001. As CFO, Todd was responsible for Gateway's
financial disclosures throughout 2000. He signed Gateway's 1999 annual report
on Form 10-K as CFO and Principal Accounting Officer. In the second and third
quarters of 2000, he reviewed, edited and signed Gateway's Forms 10-Q as CFO
and Chief Accounting Officer. Todd reviewed and edited Gateway's earnings
press releases, and personally made representations about Gateway to investors

and analysts in Gateway's earnings conference calls.
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I1. Robert D. Manza, age 42, regides in Plano, Texas. Manza obtained
his certified public accountant ("CPA") license, which is currently inactive, in
Michigan in 1985. Manza served as Gateway's Controller from October 1999 to
June 2001, and as the CFO of Gateway's Business Division from June 2001 to
February 2002. During 2000, Manza was responsible for the preparation of
Gateway's financial statements as well as the Management's Discussion and
Analysis ("MD&A") section of Gateway's Forms 10-Q.

12. Jeffrey Weitzen, age 47, resides in Rancho Santa Fe, California.
Weitzen served as President and Chief Operating Officer of Gateway from January
1998 until January 2000, when he became Chief Executive Officer. He resigned
from Gateway in January 2001. Weitzen signed Gateway's 1999 annual report on
Form 10-K as President, Chief Operating Officer, and Director. As CEO during

2000, Weitzen ultimately was responsible for Gateway's public disclosures. He

also was involved in the day-to-day running of the Company. He held weekly
meetings with his direct staff (including Todd) in which financial results were
discussed. He also held weekly meetings with the consumer team and monthly
meetings with the business team. Weitzen knew how the consumer and business
teams were performing as compared to company plans and what actions had to be
taken to make up any difference between the two. During the year 2000, Weitzen
reviewed and edited Gateway's quarterly earnings press releases, and personally
made representations about Gateway to investors and analysts in Gateway's
earnings conference calls.

RELATED ENTITIES

13.  Gateway, Inc. is incorporated in Delaware and headquartered in San
Diego, California. Gateway is a direct marketer of PCs and related products. Its
stock is registered with the Commission pursuant to Section 12(b) of the Exchange
Act and trades on the New York Stock Exchange.

14.  PricewaterhouseCoopers LLP ("PwC" or the "outside auditor") has
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been Gateway's independent auditor from the mid-1980s through the present.

PwC conducted quarterly reviews of Gateway's financial results. With respect to

the second and third quarters of 2000, PwC conducted its reviews after the close of

each quarter but before Gateway made its public earnings announcements.
BACKGROUND

A.  Gateway's Reporting Qbligations and Public Announcements

15.  As a public company, Gateway was required to comply with federal

statutes, rules and regulations to maintain public trading of its stock and to sell its
securities to the public.

16.  These statutes, rules and regulations, designed to ensure that financial
information is accurately recorded and publicly disclosed, required Gateway to,
among other things: (a) make and keep books, records and accounts, which, in
reasonable detail, accurately and fairly reflected its transactions and dispositions
of assets; (b) devise and maintain a system of internal accounting controls
sufficient to provide reasonable assurances that the transactions were recorded as
necessary to permit preparation of financial statements in conformity with GAAP
or any other criteria applicable to such statements and to maintain accountability
for assets; (c) file with the Commission quarterly reports on the appropriate form
(known as a "Form 10-Q") including a financial statement containing the
company's balance sheet and statements of income and cash flows prepared in
conformity with GAAP; and (d) file with the Commission periodic reports that did
not make any untrue statement of material fact or omit to state a material fact
necessary in order to make the statements made, in the light of the circumstances
under which they were made, not misleading.

17.  As part of the MD&A section of Gateway's Forms 10-Q, Gateway
management was required to discuss and analyze the Company's financial
condition, changes in financial condition, and results of operations, with a specific

focus on material events and uncertainties known to management that would cause




.

oo -1 Ny B W N

o A N S e o T N R G N N N e e T e S S Y
0 ~ N B W N = O D e N N W —, D

Case 3:03-cv-02230-$N-WMC Document1  Filed 14/13/2003 Page 8 of 52

reported financial information not to be necessarily indicative of future operating
results or future financial condition. Gateway's management thus was required
specifically to disclose known trends or uncertainties that have had or that they
reasonably expected would have a material favorable or unfavorable impact on net
sales or revenues or income from continuing operations.

18.  Under GAAP, the Commission's rules and regulations, and Gateway's
own publicly-stated accounting policies, Gateway recorded and reported sales
revenue and 'income for specific periods, L.e., as of the end of each quarter and at
the end of its fiscal year. Gateway used a calendar year as its fiscal year. In 2000,
Gateway's first quarter ended March 31, its second quarter ended June 30; its third
quarter ended September 30; and its fourth quarter ended December 31.

19. Inaddition to filing annual and quarterly reports with the
Commission, Gateway also issued earnings press releases and held conference
calls with analysts and investors to discuss its financial performance on a periodic
basis, usually after the end of a quarter and before Gateway made its filings with
the Commission.

20. Under GAAP and the Commission's rules and regulations, Gateway
could recognize revenue from a sale during a particular reporting period only if:
(1) persuasive evidence existed of a sales arrangement with a customer; (2)
delivery of the product had occurred; (3) the price for the product was fixed or
determinable; (4) collectibility of the sales price was reasonably assured; and (5)
Gateway had substantially performed all of its obligations to the customer. As set
forth in its annual report for 1999 on Form 10-K, Gateway's revenue recognition
policy provided that it generally recognized revenue from product sales at the time
of shipment, provided that no significant obligation remained.

21.  GAAP does not permit companies to recognize revenue for
consignment sales. As used herein, a "consignment sale” refers to a sale in which

a reseller (Gateway's purported customer) does not have an obligation to pay for
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the systems purchased. A consignment sale may arise when a reseller has a right
to cancel a sale before any payment is made, or to delay payment until a final sale
is made to an end-user. Under GAAP, consignment sales may not be recognized
as revenue because, among other things, collectibility of the sales price is not |
assured.

22. Inaddition, under GAAP, to recognize revenue on sales in which
Gateway, as the seller, maintained inventory of the sold goods (called "bill-and-
hold" sales), Gateway had to satisfy the following requirements: (1) the risks of
ownership for the goods had to have passed to the buyer; (2) the customer must
have made a fixed commitment to purchase the goods, preferably reflected in
written documentation; (3) the buyer, not the seller, must have requested that the
transaction be on a bill-and-hold basis and must have had a substantial business
purpose for ordering the goods on a bill-and-hold basis; (4) there must have been a
fixed schedule for delivery of the goods that was reasonable and consistent with
the buyer's business purpose; (5) the seller must not have retained any specific
performance obligations such that the earnings process was not complete; (6) the
ordered goods must have been segregated from the seller's inventory and not have
been subject to being used to fill other orders; and (7) the equipment must have
been complete and ready for shipment.

23. GAAP also does not permit recognition of revenue on a sale with a
right of return, except when there is a history of such sales to provide a basis for
estimating the amount of future returns and if income is reduced to reflect the
estimated future returns through the establishment of a reserve for returned goods.

B. Gateway's "Beyond the Box" Strategy as Employed in 1999

24. In 1999, Gateway took steps to diversify its income stream beyond
traditional PC sales by offering other products and services, such as software,
peripherals, Internet access services, training programs, and support programs.

Gateway called this strategy of selling non-PC products and services "beyond the

-8-
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1

box.

25.  As part of this strategy, in April 1999, Gateway expanded into the
business of financing consumer loans by entering into an agreement with a
supplier of consumer financing, pursuant to which the supplier would originate the
loans and Gateway would purchase a 95% participation interest in the loans. As
part of its consumer financing strategy, in June 1999, and again in December
1999, Gateway lowered the credit standards for the consumer loans it purchased,
greatly increasing the risky nature of and potential losses from such loans.

26.  Also in December 1999, Gateway initiated a program to contact
applicants who had been previously declined for credit and offer them a
pre-approved loan. The purpose of this consumer financing program was to sell
Gateway PCs to customers who would not otherwise be able to afford them. This
program was referred to as "outbound," because the loans were generated by
Gateway initiating a call with an offer of pre-approved credit, as distinguished
from the customary "inbound" program where a potential customer contacted
Gateway and applied for credit.

27. By the end of 1999, beyond-the-box income made up 20% of
(Gateway's total pre-tax income.

C. Despite Industry-Wide Declining PC Sales, Gateway Announced

Aggressive Future Performance Targets for 2000 and Beyond
28.  Despite the fact that the PC industry was experiencing a decline in

sales and profit by 2000, Gateway declared at the beginning of 2000 that its
products and market plans were strong and would allow it to deliver results to
shareholders in 2000. Indeed, Gateway, through Todd and Weitzen, not only
confirmed its confidence in meeting analysts' expectations of $1.83 per share in
earnings for 2000, but also announced aggressive future performance targets,
including plans to grow revenue at 21% and EPS at 35% annually to reach a target

of $30 billion in revenue by 2004.
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29.  Gateway also announced at the beginning of 2000 that it anticipated
non-system, or "beyond the box," income to reach 40% of total income by the end
0f2000. During a January 20, 2000 conference call, however, Weitzen assured
analysts that the Company's "bread and butter" was still the PC, which continued
to account for the "lion's share" of Gateway's revenue.

THE FRAUDULENT SCHEME TQO OVERSTATE REVENUE AND EARNINGS IN THE
SECOND AND THIRD QUARTERS OF 2000
A. Gateway Took on High-Risk Debt to Increase PC Sales to Potential
Customers with Bad Credit
30. Inthe second quarter of 2000, Todd authorized Gateway to pursue an

aggressive outbound loan financing program directed to customers whose
applications for credit in Gateway's inbound program had been rejected because
they failed to satisfy the credit standards. Todd initially commenced the second
quarter program as a test, with the intention of financing only $10 million of such
high-risk loans. As sales results began to slip in the quarter and Todd realized that
Gateway might not meet analysts' revenue expectations, however, he continued the
program to bolster sales.

31. Inlate May 2000, Todd authorized Gateway's consumer financing
department to contact customers that Gateway previously had declined for credit
because they failed to satisfy the credit standards and offer them a pre-approved
PC package. Employees from Gateway's subsidiary bank informed Todd to
anticipate loan losses on the program of approximately 38% (which was roughly
equivalent to the profit margin on the PC package included in the program). The
employees also repeatedly warned Todd that there were inherent risks in any new
sub-prime consumer loan program, that management should expect variations
from the loss estimates, and that losses could be as high as 50%.

32. Todd initially authorized the program to continue only until it

generated $10 million in sales. By June 8, 2000, Gateway had generated $10
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million in these high-risk loans, but Todd decided to continue the program with
the revised goal of $20 million.

33.  OnJune 10, the Vice President of Gateway's Consumer Division told
Todd that he was counting on $30 million from the outbound program to meet his
revenue target of $975 million. Accordingly, Todd instructed the consumer
finance team to continue the program until the $30 million sales target was
reached.

34.  On or about June 16, 2000, Todd received a spreadsheet, internally
referred to as a "scoresheet," that compared Gateway's actual financial
performance against Gateway's internal budget and consensus analysts'
expectations. This scoresheet projected that Gateway would not meet consensus
analysts' expectations for revenue by $80 million, due to slow consumer and
business-to-business PC sales. To fill in this gap, Todd authorized the continued
use of the outbound loan financing program to the end of the third quarter 2000.

35. Todd approved use of the outbound loan financing program to
generate more revenue for Gateway despite receiving repeated warnings from
Gateway employees. Weitzen approved the strategy of taking on riskier credits
through offering pre-approved financing to customers who Gateway had
previously declined for credit, and understood that the program materially
contributed to Gateway's revenue.

36. Ultimately, the outbound loan financing program generated $112
million, or 5%, of Gateway's second quarter revenue of $2.14 billion.

B.  Todd Pursues a Sale of Gateway's Best Performing Consumer Loans to
Increase Second Quarter Earnings

37. In addition to recording revenue from the high-risk loans generated

by the outbound financing program, Todd also initiated the idea of selling
Gateway's consumer loans to increase second quarter earnings. In June 2000,

Todd instructed Gateway's Director of Global Financing to pursue a potential sale

-11 -
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of $50 million of the Company's consumer loan receivables. Todd informed
Gateway's Director of Global Financing that Gateway would need this sale "for the
quarter.”

38.  On June 30, 2000, the last day of the second quarter, Gateway
recorded the sale of $54 million in loan receivables to its consumer financing
supplier. To consummate this transaction, however, Gateway loaned the supplier
$50 million at a below-market interest rate to use in purchasing the loan
receivables. Without the loan from Gateway, the consumer financing supplier
would not have agreed to the deal. Gateway made its wire transfer of the $50
million it loaned to the supplier on June 30, at the same time that the supplier
made its wire transfer payment to Gateway for the loan receivables.

39.  As part of this agreement, Gateway also allowed its consumer
financing supplier to cherry pick the loans it purchased from Gateway. Not
surprisingly, the supplier selected the best performing loans, which further
reduced the credit quality of Gateway's loan portfolio.

40. Gateway's sale of the loans receivable made no business sense. Todd
knew that while Gateway made only $4.3 million on the loan sale (without taking
into account the financial effect of the loan Gateway provided the consumer
financing entity), it would have realized an additional $10 million in income
(based on present value) had it kept the loans. Todd nevertheless authorized
Gateway to sell its future stream of income at less than its present value in order to
realize instant income.

41. Gateway recorded an improper gain of $6 million on this purported
sale in the second quarter of 2000. This gain resulted in an increase to EPS of
over a penny, or 3%. Without the inclusion of the improper $6 million gain from
this transaction in the second quarter's financial results, Gateway would not have

exceeded analysts' EPS estimates by a penny, as it reported.
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C. Todd Caused Gateway's Financial Results for the Second Quarter 2000
to Be False and Misleading

42.  On July 13, 2000, Gateway issued a press release announcing "record
earnings” of $.37 EPS, 32% over the second quarter 1999 and exceeding
consensus analysts' estimates by a penny. Gateway further announced revenues of
$2.14 billion, 12% over the second quarter 1999 — missing expectations for
revenue by just $8 million. Gateway-further reported that beyond-the-box income
made up ;10% of overall incorﬁe, meeting its "previously stated goal for the fourth
quarter a half-year ahead of schedule." Todd reviewed, edited, and authorized this
press release. Todd also authorized and signed Gateway's Form 10-Q for the
second quarter, which incorporated these revenue, earnings, and growth claims.

43.  Gateway's Form 10-Q and press release for the second quarter of
2000 were misleading because they failed to disclose to investors the percentage

of Gateway's sales generated by the high-risk outbound campaign. Investors

therefore were not informed that Gateway's revenue and growth would have been
significantly lower without the inclusion of the financing to high-risk credits.
Indeed, to the contrary, Gateway announced that its year-over-year consumer sales
had increased 32%, and unit sales increased 39%, giving the false impression that
Gateway's revenues were increasing via sales to the same credit class of customers
who had purchased PCs in prior periods. Todd's failure to disclose the sales
attributable to the high-risk campaign obscured a material, negative trend in
consumer demand.

44,  Todd also failed to disclose the increasing risk exposure within
Gateway's loan portfolio in the MD&A section of Gateway's Form 10-Q. By the
end of the second quarter 2000, the riskier loans amounted to $153.36 million, or
32% of Gateway's total portfolio, compared to 0% at the end of the second quarter
1999. Because the increased risk exposure in Gateway's loan portfolio was a

significant trend in Gateway's business, Todd's failure to disclose it was
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