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IN THE UNITED STATES DISTRICT COURT
¥OR THE DISTRICT OF NEW HAMPSHIRE

)} MD1L Docket No. 02-1335-B
INRE TYCO INTERNATIONAL, LTD., ) This Document Relates To:
SECURITIES LITIGATION ) Securities Action

)

)

CONSOLIDATED SECURITIES CLASS ACTION COMPLAINT

Plaintiffs, by their attorneys, on behalf of themselves agnd the class they seek to represent,
for their Coﬁsoﬁdated Class Action Complaint (thé “Comoplaint”), make the following allegations
against defendants Tyco International, Ltd. (“Tyco™ or the “Compan)f’), L. Dennis Kozlowski,
Mark H. Swartz, Mark A. Belnick, Frank E. Walsh, Jr., Michael A. Ashcroft (the “Individual
Defendants™) (Tyco and the Individual Defendants are collectively referred to as the “Tyco
Defendants™), and PricewaterhouseCoopefs LLP (“PwC”) (Tyco Defendants and PwC are
collecti.vely referred to as “dgfendants”), upon information and belief (except as to allegations
specifically pertaining to plaintiffs and their counsel, which are based on personal knowledge)
based upon the thorough investigation conducted by and under the supervision of plaintiffs’
counsel, which included reviewing and analyzing information and financial data relating to the
relevant time period conceming Tyco and obtained from numerous public and proprietary
sources (such as LEXIS-NEXIS, Dow Jones and Bloomberg), including, among other things,
filings with the Securities andrExchange Commission (the “SEC”), publicly available annual
reports, press releases, published interviews, news articles and other media reports (whether
disseminated in print or by electronic media), and reports of securities analysts and mvestor
advisory services, in order to obtain the information necessary to plead plaintiffs’ claims with

particularity. Plaintiffs’ investigation also included interviewing or consulting with numerous



individuals, including former Tyco employees who worked at the Company during the “Class
Period” (December 13, 1999 through June 7, 2002), and are knowledgeable about Tyco’s
business and operations and/or the industry and markets in which Tyco operates. Except as
alleged herein, the underlying information relating to defendants® misconduct and the particulars
thereof are not available to plamtiffs and the public and lie exclusively within the possession and
control of defendants and other insiders, thus preventing plaintiffs from further detailing
_defendants’ misconduct. Plaintiffs believe that further substantial evidentiary support will exist
for the allegations set forth below after a reasonable opportunity for discovery.
JUMSﬁICTION AND VENUE

1. This Court has jurisdiction over the subject matter of this action pursuant to 28
U.8.C. Sections 1331 and 1337, Section 22 of the Securities Act of 1933 (“Securities Act”) [-15
U.S.C. § 77v], and Section 27 of the Securities Exchange Act of 1934 (“Exchange Act”) [15
U.S.C. § 78aa].

2. The claims asserted herein arise under Sections 11, 12(a) and 15 of the Securities
Act [15 U.S.C. §§ 77k, 771(2) and 770], Sections 10(b), 14, 20(a) and 20A of the Exchange Act
[15 U.S.C. § 78j(b), 78t(a), and 78t-1], and Rule 10b-5 promulgated thereunder by the SEC [17
C.F.R. § 240.10b-5].

3. In its Trahsfer Order dated August 14, 2002, the Judicial Panel on Multidistrict
Litigation transferred this action to this District for coordinated or consolidated pretrial
proceedings.

4. In connection with the acts, conduct and other wrongs alleged in this complaint,

defendants, directly or indirectly, used the means and instrumentalities of interstate commerce



inbluding the mail, the intemnet, telepbone communications and the facilities of national securities
exchanges.

PARTIES
A. PLAINTIFFS

5. Lead Plaintiffs. Lead Plaintiffs Plumbers and Pipefitters National Pension Fund,
United Association General Officers Pension Plan, United Association Office Erﬁployees
Pension Plan and United Association Local Union Officers & Employees Pension Fand,
Teachers Retirement System of Louisiana, Louisiana State Employees Retirement System, and
Voyageur Asset Management purchased the securities of Tyco at artificially inflated prices
during the Class Period, as set forth in the certifications that are attached hereto in Exhibit A, and
were damaéed thereby. The Court has previously designated these entities to serve as Lead-
Plaintiffs pursuant to an Order dated November 20, 2002.

6. Additional Plaintiffs. Numerous additional plaintiffs purchased Tyco securities in
the open market during the Class Period and were damaged thereby. Certain of these plaintiffs
have signed appropriate certifications under the PSLRA (see Exhibit A), and, if needed, are
willing and able to serve as class representatives.

B. TYCO DEFENDANTS

7. Defendant Tyco is 2 Bermuda corporation and holds itself out as a diversified
manufacturing and services company.

8. Defendant L. Dennis Kozlowski was Tyco’s Chairman and Chief Executive

Officer throughout the Class Period until June 3, 2002.
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9. Defendant Mark H. Swartz was Tyco’s Executive Vice-President and Chief
Financial Officer during the Class Period. Before his appointment as CFO, Swartz was Tyco’é
Director of Mergers and Acquisitions. Swartz became a Tyco Board member in 2001 and ranked
as the highest paid CFO in the United States that year. According to research firm Equillar Inc.,
Swartz earned nearly $47 million in compensation in 2001, or nearly $15 million more than the
next highest paid CFO, Richard Bressler of Viacom.

10.  Defendant Mark A.- Belnick was Tyco’s Executive Vice-President and Chief
Corporate Counsel throughout the Class Period until June 12, 2002.

il.  Defendant Frank E. Walsh, Jr. was a director of Tyco throughout the Class Period
until February 2002, when he did not stand for re;election to the Board.

12,  Defendant Michael A. Ashcroft was at all relevant times a Tyco director.

Ashcroft became a director of Tyco through Tyco’s acquisition of ADT, a security business
purchased by Tyco for $6 billion in 1997.

13, The Indiwidual Defendants were at all relevant times during the Class Period
controlling persons of Tyco within the meaning of Section 15 of the Securities Act and Section
20(a) of the Exchange Act. Because of the Individual Defendants’ pqsitions with the Company, . -
they had access to undisclosed adverse information about its business, operations, balance sheets,
accounting policies, operational trends, financial condition, and present and future business
prospects through, among other \Sfays, access to internal corporate documents (including the
Company’s operating plans, budgets, forecasts and reports of actual operations compared

thereto), conversations and connections with other corporate officers and employees, attendance



at management meetings and meetings of the board and committees thereof, and through reports
and other information provided to them in connection therewith.

14. Tt is appropriate to {reat the Individual Defendants as a group for pleading
purposes and to presume that the false, misleading and incomplete information conveyed in the
Company’s public filings, press releases and other publications as alleged herein are the
collective actions of the narrowly defined group of Individual Defendants identified above. Each
of the Individual Defendants, by virtue of his high-level position with the Company, d:iiectiy
participated in the management of the Company, was directly involved in the day-to-day
operations of the Company at the highest level and was privy to confidential proprietary
information concerning the Company and 1ts business, operatioﬁs, prospects, growth, finances
and financial condition as alleged herein. These defendants were involved in drafting, producing,
reviewing, approving and/or disseminating the materially false and misleading statements and
information alleged herein (including SEC filings, press releases and other publications), were
aware of or recklessly disregarded that materially false or misleading statements were being
issued regarding the Company, andA nonetheless approved or ratified these statements in violation
of the federal securities laws.

15.  Asofficers, directors and controlling persons of a publicly held company whose
common stock was, and 1s, registered with the SEC, traded on the New York Stock Exchange
(*NYSE"), and governed by the provisions of the federal securities laws, the Individual
Defendants each had a duty to promptly disseminate accurate and truthful information with
respect to the Company’s financial condition and performance, growth, operations, financial

statements, business, earnings, management, and present and future business prospects, and to



correct any previously-issued statements that had become materially misleading or untre, so that
the market price of the Company’s publicly-traded securities would be based upon truthful and
accurate information. The Individual Defendants’ misrepresentations and omissions during the
Class Period violated these specific requirements and obligations.

16.  The Individual Defendants participated in the drafting, preparation and/or
approval of the various public and shareholder and investor reports and other communications
concerning Tyco that are complained of herein and were aware of, or recklessly disregarded, the
misstatements contained therein and the omissions therefrom, and were aware of their materially
false and misleading nature. Because of their positions with Tyco, each of the Individnal
Defendants had access to adverse undisclosed information about Tyco’s business prospects and
financial condition and performance as particularized herein, and knew (or recklessly
disregarded) that these adverse facts rendered the statements complained of herein materially
false and misleading.

17.  The Individual Defendants, because of their positions of control and authority as
officers and controlling persons of the Company, were able to and did control the content of the
various SEC filings, press releases and other public statements pertaining to the Company during - -~
the Class Period. Each of the Individual Defendants was provided with copies of the documents
alleged herein to be misleading prior to or shortly after their issnance and/or had the ability
and/or opportunity to prevent their issuance or cause them to be corrected. Accordingly, each of
the Individual Defendants is responsible for the accuracy of the public reports, releases and
statements detailed herein and is therefore primarily liable for the representations contained

therein.



The Individual Defendants' Guidance To Securities Analysts

18.  The Individual Defendants also provided guidance to secunties analysts and used
analysts as a conduit (particularly through analyst conference calls) to provide materially false
and misleading information to the securities markets. Tyco was followed by securities analysts
employed by brokerage firms that throughout the Class Period reported information provided to
them by the Individual Defendants and made recommendations concemning the Company’s
securities based on the information provided by the Individual Défendants. Among the securities
firms that followed the Company during the Class Period were J.P. Morgan, Deutsche Bank,
Alex Brown and UBS Warburg. In writing their reports, analysts reflected information proﬁded
by the Individual Defendants and the Individual Defendants' confirmation that information in the
analysts’ reports did not materially vary from the Individual Defendants’ internal knowledge of
the Company’s current operations and future prospects.

19.  Prior to and during the Class Period, it was the Company’s frequent practice to
have its top officers and key members of its management team, 'including the Individual
Defendants, communicate regularly with securities analysts at the firms identified above (among
others) on a regular basis to discuss, among other things, the Company’s financial results, and tb
provide detailed guidance to these analysts with respect to the Company’s business. These
communications included, but were not limited to, conference calis, meetings, analyst briefings
and investor conferences where the Individual Defendants discussed relevant aspects of the
Company’s operations and financial prospects on, among others, the following dates: January 18,
2000, April 18, 2000, June 28, 2000, July 19, 2000, October 24, 2000, November 14, 2000, |

January 17, 2001, March 13, 2001, April 18, 2001, May 30, 2001, July 18, 2001, August 3, 2001,



September 11, 2001, October 18, 2001, November 15, 2001, January 15, 2002, January 22, 2002,
February 6, 2002, February 13, 2002, February 26, 2002, March 5, 2002, March 12, 2002, March
19, 2002, April, 2, 2002, Apnl 25, 2002, Apnl 30, 2002, May 16, 2002, and June 7, 2002. The
Individual Defendants knew that by participating in these regular and direct communications
with analysts, the Company disseminated information to the in\éésting community, and that
investors relied and acted on such information by purchasing and selling the Company’s
securities. |

20.  Many of the analyst reports issuf._ad during the Class Period were remarkably
stmilar or reported substantially the same facts after meetings with the Company. This confirms
that the information contained in analyst reports came from Tyco and the Individual Defendants.

21.  The Individual Defendants engaged in the above-referenced communications with
analysts to cause or encourage them to issue favorable reports concerning Tyco, and used these
comumumnications to present the operations and prospects of Tyco to the marketplace in a falsely
favorable light to artificially inflate the market price of Tyco securities. Tyco also endorsed the
reports of analysts, adopted them as its own, and placed its imprimatur on them as well as on the
projections, forecasts, and statements contained therein, as set forth in more detail below.
Despite their duty to do so, the Individual Defendants failed to correct these statements during
the Class Period.

22.  The investient community, and in turn investors, relied and acted on the
information communicated in these written reports that recommended that investors purchase
Tyco securities. The Individual Defendants manipulated and inflated the market price of Tyco

securities by falsely presenting to analysts, through regular meetings, and during both telephonic



and written communications, the prospects of the Company, as well as by failing to disclose the
true adverse information about the Company that was known only to them.

23.  Each of the Individual Defendants is liable as a participant in the frandulent
scheme and course of business that operated as a fraud or deceit on purchasers of Tyco securities
by disseminaﬁné materially false and misleading statements and/or concealing material adverse
facts.

C. DEFENDANT PRICEWATERBOUSECOOPERS

24, Defendant PwC, which is headquartered in New York City, acted as the
Company’s purportedly independent outside auditor at all relevant times during the Class Period.
PwC audited Tyco’s materially false and misleading financial statements during the Class Period
and issued materially false and misleading opinions on those financial staternents. Additionally,
PwC consented fo the use of its unqualified opinions on Tyco’s financial statements and in
Tyco’s reports and Registration Statements and Prospectuses filed with the SEC and otherwise
disseminated to the investing public.

| DEFENDANTS’ WRONGFUL COURSE OF CONDUCT

25.  Throughout the Class Period, defendants failed to disclose and falsely-denied the .. -~
falsification of Tyco’s financial reporting, reported acquisition costs, and the purported success
of its acquisition strategy. Defendants also failed to disclose the looting of the Company by its
senior executives who were cond.ucﬁng Tyco as a criminal enterprise. Tyco has admitted that
during the Class Period it, among other things:

(1) failed to disclose that it was engaged in “a pattemn of aggressive accounting

which . . . was intended to increase reported earnings above what they would have been if
more conservative accounting had been employed” (Section A below);



(2) misrepresented that growth was “organic,” and failed to disclose that it
engineered financial results through a wide variety of improper accounting procedures,
including the widespread use of undocumented journal entries {Section A.1 below);

(3) failed to disclose that senior management “exerted pressure” on and “provided
incentives” to employees to artificially inflate reported earnings (Sections A.1.b, B.1,B.2,
B.3 and B.4 below);

(4) failed to disclose that it paid off executives at companies to be acquired by
Tyco to incentivize them to manipulate their financial reporting before the acquisition to
create the false appearance of superior earnings for Tyco after the acquisition (Sections
A.1.b, below); A

(5) failed to disclose “a number of accounting entries that were incorrect and
required correction” (Section A.1.a below);

(6) failed to disclose a number of material related party transactions, including (a)
“abuse of [Tyco’s] employee relocation loan program™; (b) *“unapproved bonuses™; (c)
“compensation arrangements”™; (d) “perquisites”; and (e) “self-dealing transactions”
(Sections A.1.b, B below);

(7) failed to disclose that it artificially inflated the Company’s earnings by
engaging in “Financial Engineering” and the improper manipulation of accounting
reserves (Section A.1.d below);

(B) failed to disclose that Tyco’s earnings were inflated as a result of the failure to
timely recognize expenses, including an impairment in the value of reported goodwill
(Section A.1.e below);

(9) failed to disclose that it improperly included excess “reimbursements”
received by its home security business (ADT) in the Company’s earnirigs rather than
recognizing such payments over the life of the contract; Tyco has now admitted that the
cumulative effect of the “reimbursements” recorded in years prior to fiscal 2002 in excess
of costs incurred, net of the effect of the appropriate recognition of such payments, totaled
approximately $186 million (Section A.1.f below);

(10) failed to disclose contingent liabilities and significant risks and uncertainties
(Section A.1.g below);

(11) failed to disclose the effects of Tyco’s numerous (approximately 700)
undisclosed acquisitions (Section A.2 below); and

10



(12) failed to disclose that it improperly withheld incriminating responsive
documents from the SEC during that agency’s 1999-2000 inquiry into Tyco’s accounting
practices (Section A.1.3 below).

A. Material Omitted Information Concerning the Falsification of Tyco's
Financial Reporting, Reported Acquisition Costs, and the Purported Success
of its Acquisition Strategy

26.  Throughout the Class Period, the Tyco Defendants touted Tyco's financial

success, falsely stating that it arose “organically” out of “synergies” created by the management
strategies that Tyco applied to the companies it acquired. In fact, Tyco's financial reporﬁng was
falsified in myriad ways té create the appearance of financial success through an intentiongl and
undisclosed scheme to inflate financial results, as Tyco has now admitted after the close of the
Class Period. The nature of this scheme was never disclosed to investors during the Class
Period. To the contrary, the Tyco Deféndants falsely and repeatedly represented that there Wés
no accounting manipulation at Tyco. As aresult, throughout the Class Period, all of Tyco's
periodic reports of earnings and revenues and its.ﬁnancial projections given to investors and
securities analysts were materially false and misleading and omitted material information.

27.  Asthe Company has feéently admitted in its Form 8-K filed on December 30,

2002 (the “December Report™), during at least the five years preceding defendant Kozlowski’s
resignation in June 2002, Tyco pursued a “pattern of aggressive accounting” that was “intended”
to “increase current earnings above what they would have been if a more conservative accounting
approach had been followed.” The Company has also admitted that there were instances when.
senior management “exerted pressure and provided incentives which had the purpose and effect

of encouraging unit and segment officers to achieve higher eamings, including in some cases by

their choice of accounting treatments.”

11



28.  The admissions in the December Report were largely based on the findings of
Boies Schiller & Flexner (the “Boies firm™), a law firm retained by Tyco to conduct an internal
investigation. As described in the December Report, the investigation by the Boies firm was
limited. Thus, the material admissions that Tyco has made in the wake of the investigation
represent the proverbial “tip of theiceberg.” The December Report states that the investigation |
was principally restricted to “the integrity of the company’s financials and the possible existence

_ of systemic or significant fraud, or other improper accounting that would materially adversely

affect the Company’s reported earnings or cash flow from operations in 2003 or thereafter”
(emphasis added). Thus, the Company’s past financial statements were not examined to see
whether they were false, and indeed the adjustments that did result from the investigation were
largely recorded in fiscal year 2002, which ended on September 30, 2002. As Tyco admits: “the
Company has not sought to go back and identify every accounting decision and every corporate
act over a multi-year period that was wrong or guestionable, or whether there was a preferable
accounting treatment among the alternative accounting treatments available under generally
accepted accounting principles (GAAP).” Such an examination was deemed “impossible” in the
December Report, which stresses that “documentation was not always available; the - -
docwmentation that was available was often dispersed.”

29.  The investigation was also limited because of the “Company’s past failure to

document many decisions contemporaneously.” Journal entries' were apparently used to

! Journal entries are records made to change numerical account balances in a company's
accounting system. Standard internal control practices and procedures require that journal entries
include: (1) an explanation as to why account balances are being changed; (2) the date of the
journal entry; (3) the identification the preparer of the journal entry; and (4) the identification of
management who approved the recording of the journal entry.

12
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engineer desired financial results and in many cases to lack any documentation, without any
description of the entry, who made it, prepared it, or approved it.

30. In addition, according to the December Report:

the accounting for fifteen large transactions, the selection of which was made after

consultation with the SEC staff, has been reviewed in detail. Of the fifteen, three

of the transactions (AMP, Surgical, and Keystone) were accounted for under the

pooling of interests method. The remaining twelve (Sherwood, Mallinckrodt,

Carlisle Plastics, Thomas & Betts, SSI, Raychem, Central Sprinkler, AFC Cable,

Scott Tech, Simplex, Sensormatic, and Wells Fargo) were accounted for under the

purchase accounting method.

Although it states that “[d]uring the period 1999-2002, Tyco completed more than 700
acquisitions,” the December Report considered only 15 of those deals “where there was sufficient
documentation on the nature of the reserve to reach a conclusion.”

31.  Moreover, at least with respect to the Company’s purchase accounting, the
December Report concludes that there was “a notable lack of documentation supporting the
establishment and utilization of reserves and a pattern of aggressive purchase accounting.”

32. Even as to this circumscribed subset of transactions for which “sufficient
documentation” was available to permit examination, virtually all of the conclusions in the
December Report are phrased as follows: “On the basis of information currently available,the - -
Company with the concurrence of its auditors has concluded that the accounting treatment . . .
should not be revised.” Or: “there is not now sufficient evidence to warrant changing” the
accounting treatment previously given (emphasis added).

33.  Indeed, the December Report acknowledges that “the Company in general

suffered from poor documentation; inadequate policies and procedures to prevent the misconduct:

of senjor executives that occurred; inadequate procedures for proper corporate authorizations;

13 | {



inadequate approval procedures and documentation; a fack of oversight by senior management at
the corporate level; a pattern of using aggressive accounting that, even when not eitoneous, was
undertaken with the purpose and effect of increasing reported resulis above what they would
have been if more conservative accounting were used; pressure on, and inducements to, segment
and unit managers to increase current earnings, including by decisions as to what accounting |
treatment to employ.” The December Report also acknowledges that Tyco’s Form 8-K filed on
Séptember 17, 2002 (the “Septembér Report”) contained admissions of “evidence of intentional
fraud.”

34..  The December Report admits the existence of pay-offs to executives at companies
to be acquired by Tyco, and that the financial reporting of the to-be-acquired companies was
manipulated by Tyco in advance of the acquisitions to create the false appearance of superior
earnings and management by Tyco a.ﬁér the acquisitions. Moreover, the December Report
concludes that there were “instances” where Tyco’s prior management paid off executives at
acquired companies “to influence the management of an acquisition target into adopting
accounting treatments that ‘over-accrued’ expenses prior to an acquisition’s consummation or
otherwise exceeded what was permitted by GAAP.”

35.  Despite their limitations, the September and December Reports amply document
1\1umerous instances of a previously undisclosed pattern of company-wide accounting fraud. For
example, the December Report states that:

in 1999 a controller for one of [ Tyco’s] Fire & Security business units prepared

and gave a presentation to the subsidiary’s operating managers relating to what

was entitled “Acquisition Balance Sheet Opportunities.” [The controller] urged

[the managers] to “be aggressive in determining exposures; determine reserves
with worst case scenario; have a strong story to tell regarding each reserve;

14



book the reserves on the acquired company’s financial system; use the owner

for ideas; improve on your estimates.” [The controller] also told [the] audience

to “be aggressive in determining the reductions of the asset,” and “create

stories to back the reductions.” [Emphasis added.]

36.  The December Report also states that one version of the presentation (which has
not yet been made available to the public) has a marginal notation adjacent to this comment as
follows: “Be Careful!! —1 wouldn’t want this to get out.” (emphasis added). In addition,
opposite the comment “Severance — if immaterial, our existing business — include fringe at high
rate,” there is a handwritten notation that states, “I would strongly recommend Never to put
this in writing!!” (Emphasis added).

37.  Withrespectto “traﬂsitioning the acquired company” b-y creating reserves to cover
one-time costs, the presentation stated, “being aggressive in our estimates will allow us to be
aggressive in the cost we apply.” (Emphasis added). It also stated, “keep the reserve
descriptions within the accounting rules but stretch the expenditures that go in.” (Emphasis
added).

38. A similar document cited in the December Report summarizes a September 18,
1§98 Tyco presentation on the US Surgical merger (which document has not yet been_.n?ade
available to the public) that closed on October 1, 1998. In a section called “Synergies
Summary,” the presentation indicated that with “Financial Engineering,” Tyco could recognize
$72 million in 1999, $52 million in 2001 and $52 million in 2002.

39, An August 17, 1998 memorandum cited in the December Report (which

document has not yet been made available to the public) identified similar means to achieve

EBIT (“Eamings Before Interest and Taxes™) goals for US Surgical in the first year after the
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merger. The memo lists numerous cost-savings measures, and reaches a “total savingé before
financial engineering” of $145.4 million. Theé memo also suggests $64.6 million in “ﬁnancia;l
engineering” categories, including plans to “over-accrue expenses in Q3 before closing,” and to
“accrue in advance rebates.” |

40. Another document that has not yet been made available to the public, dated
September 10, 1996, discusses “Carlisle Plastics — Financial Engineering and Purchase
Acbounting.” The memo and attachments define “financial engineenng’ as “pre-merger entries”
and “purchase accounting” items as “post-merger entries.” A “Discussion Items” attachment
states, “we’ll book additional “Financial Engineering’ reserves in July with the objective of
having a break even month. This way we won’t raise any flags with the Lender reporting. The
balance of the reserves will be booked in August.” According to the December Report, the
equity balance sheet attachment for the Carlisle aéquisition conternplates $26,440,000 in
“financial engineering,” thereby reducing pre-merger earﬁngs by that amount. The detailed
schéduie demonstrates thét the overwhelming portion of the financial engineering was to be in
the month just before the consummation of the merger.

4]1.  The December Report also admits:

Tyco’s aggressive accounting in the past was not neutral as to the timing of the

recognition of revenues and expenses. The Company, for example, devoted

considerably less attention to identifying appropriate accounting adjustments that

would reduce reported earnings in the period immediately after an acquisition than

it devoted to identifying appropriate accounting adjustments that would increase

reported earnings after an acquisition.

42.  Moreover, the December Report admits that:

there were instances where prior management appeared to influence the
management of an acquisition target into adopting accounting treatments that
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“over-accrued” expenses prior to an acquisition’s consummation or otherwise

exceeded what was permitted by GAAP. For example, in the month before the

merger, US Surgical accrued $18.7 million for potential legal fees related to

on-going patent defenses and other items. The Company later reduced this amount

by $18.2 million, in the same period, as a result of discussions with the

Company’s external auditors [defendant PwC], because it concluded that the

initial accrual did not represent a reasonable estimate of legal fees. As set forth

below, in a number of instances the accounting treatment applied to certain

transactions in the Company’s reported financials was erroneous.

43.  The Tyco Defendants’ scheme to manipulate Tyco’s financial results is confirmed
by the Company’s recent announcement that first quarter profit fell 32% in fiscal 2003. This is in
stark contrast to the manipulated financial results released by the Company throughout the Class
Peniod.

44, Indeed, the Tyco Defendants continue to manipulate Tyco’s income statement.
According to aJ anuary 21, 2003 article in THE WALL STREET JOURNAL, Tyco “delayed paying
marny annual bonuses that were due to be awarded in its fiscal first quarter ended Dec. 31, amove
that likely boosted its cash flow in the quatter by a significant sum.” In fact, Tyco confirmed that
$200 million in employee bonuses typically paid in the first quarter were in fact delayed, such

that they were not recorded in the first fiscal quarter,

1. Tyeo’s Materially False And Misleading
Financial Statements and Financial Disclosures

45, During the Class Perlod, Tyco represented that each of the financial staternents it
issued to investors was prepared in accordance with GAAP and the rules and regulations of the
SEC. These representations were materially false and misleading because, as Tyco has now

admitted, the Tyco Defendants knowingly or recklessly employed numerous deceptive
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accounting practices over an extended period of time that were intended to artificially increase
reported current earnings.

46.  Despite this admission, Tyco baselessly contends that the Tyco Defendants’
deliberate and long-standing attempts to inflate the Company’s operating results did not result in
a “significant or systematic fraud affecting Tyco’s prior financial statements.” This conclusion is
flatly inconsistent with Tyco’s reéognitiou of the following in the December Report and the
Company’s fiscal 2002 Form 10-K: (1) “a number of accounting entries that were incorrect
and required”; (2) the ;‘aggressive accounting pursued by prior senior management”; (3)
“breakdowns of internal control which occurred during fiscal 20027; (4) “abuse of eur
employee relocation loan programs”; (5) “unapproved bonuses”, (6) “undisclosed
compensation arrangements”; (7) “unreported perquisites”; (8) “self-dealing transactions”,
(9) “a lack of a stated and demonstrable commitment by former senior management to set
appropriate standards of ethics, z'ntegriz:p? accounting, and corporate governance”; and (10}
“other misuses of corporate trust.” (Emphasis added).

47. In addition to the foregoing, Tyco has also admitted: (1) instances in which
senior management “exerted pressure” and “provided incentives” to report higher earnings;

(2) the recording and manipulation of “Financial Engineering ” reserves; (3) instances in which
Tyco’s management pressured the management of an acquisition target into adopting accounting
treatments that violated GAAP; and (4) a “pattern” of “aggressive” accounting over a period of
years. [Emphasis added].

48.  Plaintiffs’ securities litigation against Tyco, as well as media coverage of the Tyco |

scandal, have in turn prompted: (1) investigations by the U.S. Attorney, the SEC, the District
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Attorney for New York County, and the State of New Hampshire Bureau of Securities
Regulation; (2) the replacement of Tyco’s entire Board of Directors; (3) the termination and
criminal indictment of Tyco’s former Chief Executive Officer, Chief Financial Officer, and
Chief Corporate Counsel, and (4) the guilty plea of one of Tyco’s former outside directors in
New York County in connection with accepting an improper $20 million payment. See
December Report; 2002 Form. 10-K.

49.  The undisputed facts that constitute a pattern of acts of corporate misconduct at
the Company belie Tyc.o’s current representation that there “was no significant or systemic frand
affecting Tyco’s prior financial statements.”

a, Tyco’s Admission That It Isswed Materially False and
Misleading Fipancial Statements During The Class Period

50.  Atall relevant times during the Class Period, each of Tyco’s financial statements
was represented to have been prepared in accordance with GAAP.? These representations were
materially false and misleading because Tyce’s financial statements artificially and improperly
inflated the Company’s operating results and failed to disclose numerous acts of selfldealirlg,
which are currently being prosecuted as violations of U.S. and state criminal laws.

51. By failing to file ﬁnahcial statements with the SEC that conformed to GAAP (and
the rules and regulations of the SEC), the Tyco Defendants repeatedly disseminated financial

statements that are “preswmed to be misleading or inaccurate.”™ In fact, Tyco’s actual financial

2 GAAP are those principles recognized by the accounting profession as the conventions,
rules and procedures necessary to define accepted accounting practice at a particular time.

3 Regulation S-X (17 C.F.R. § 210.4-01(a)(1)) states that financial statements filed with
the SEC that are not prepared in conformity with GAAP are presumed to be misleading and
inaccurate.
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performance was materially distorted and its Class Period financial statements were materially
false and misleading, as defendants knew or recklessly ignored.

52.  In an apparent attempt to shield itself and defendant PwC from Hability, Tyco has
also now concluded that:

[tlhe incorrect accounting entries and treatments are not individually or in the
aggregate material to the overall financial statements of Tyco. [Emphasis
added.]

53. Contrary to this assertion, the “incorrect accounting entries and treatrnent” are
indeed material. First, Tyco’s restatements have been limited by a lack of documentation and by
an internal investigation into the Company’s accounting matters that was “selected” in scope. By
the Company’s own admission, these factors “limited the conclusions that could bé drawn
concerning individual accounting treatments in any event.” Second, Tyco’s restatements of its
interim 2002 financial statements are admissions, in and of themselves, that those financial
statements were materially misstated. GAAP provides that the retroactive restatement of
previously-issued financial statements is appropriate only when ﬂlOSG statements were materially
misstated when issued.*

54, In fact, Tyco has admitted that during the quarter ended December 31, 2001,
Tyco’s pre-tax income was overstated by more than 21%. During the quarter ended March 31,
2002, Tyco understated, its reported loss by more 71%, and for the quarter ended June 30,

2002, Tyco’s reported pre-tax income of $150.6 million was restated to a loss of 3236.1

million.

* See generally Accounting Principles Board (“APB’") Opinion No. 20, J{ 13, 38.
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55.  Forexample, Tyco’s actual net loss %or the quarter ended March 31, 2002 was
$3.22 per diluted common share, not $0.96 as originally reported. Accordingly, Tyco’s March
31, 2002 Form 10-Q filed witﬁ the SEC, which represented that “in the opinion of management,
such financial statements include all adjustments, consisting only of normal recurring
adjuétments, necessary to summarize fairly the Company’s financial position and results of
operations,” was materially false and misleading. |

56.  Concerning the false financial statements that Tyco issued before fiscal 2002,
Tyco’s 2002 Form 10-K disclosed:

As aresult of the Phase 2 Review, the Company identified certain adjustments
relating to years preceding fiscal 2002. Such adjustments were recorded in the
first quarter of fiscal 2002, and are discussed further below.

CHARGES RELATING TO PRIOR YEARS RECORDED IN FISCAL 2002--

During the fourth quarter of fiscal 2002, the Company identified various
adjustments relating to prior year financial statements. Management concluded
the effects of these adjustments, as well as any unrecorded proposed audit
adjustments, were not material individually or in the aggregate to the current
year or any prior year. Accordingly, prior year financial statements have not
been restated. Instead, these adjustments, which aggregate $261.6 million on a
pre-tax income basis or $199.7 million on an after-tax income basis, have been
recorded effective October 1, 2001. The nature and amounts of these adjustments
are principally as follows: The Company determined the amounts reimbursed.. .
from dealers under ADT’s authorized dealer program exceeded the costs actually
incurred. The cumulative effect of reimbursements recorded in years prior to
fiscal 2002 in excess of costs incurred, net of the effect of the deferred credit,
which would have been amortized as described further in Note 1, is $185.9
million. [Emphasis added.]

57.  Tyco’s conclusion —~ that the effects of the adjustments in question were not

material individually or in the aggregate —is untrue. For example, $98.8 million of the $185.9
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million “adjustment” for ADT reimbursements related to fiscal 2001.°> During fiscal 2001, Tyco
reported that the operating income of its Fire and Security Services segment, after restructuring
and other charges, totaled $1,207.7 million.% Accordingly, the operating income of Tyco’s Fire
and Security Services segment for fiscal 2001 was overstated by approximately 9%.’

58.  An approximately nine percent overstatement of a company’s reported segment’s
operating income is, at least individually, a material overstatement. Nonetheless; Tyco, in
violation of GAAP, failed to restate its fiscal 2001 financial staternents because its managemeﬁt
concluded such overstatement is “not material individually or in the aggregate to the current
year or any prior year” {emphasis added).

59..  Asthe SEC’s Staff Accounting Bulletin (“SAB”) No. 99® provides:

Evaluation of materiality requires a registrant and its auditor to consider all the

relevant circumstances, and the staff believes that there are numerous

circumstances in which misstatements below 5% could well be material.

Qualitative factors may cause misstatements of quantitatively small amounts to

be material; as stated in the auditing literature;

As a result of the interaction of quantitative and qualitative considerations
in materiality judgments, misstatements of relatively small amounts that

come to the auditor’s attention could have a material effect on the financial
statemnents.

® Tyco’s Fire and Security Services segment includes the results of ADT.

§ Tyco’s 2002 Form 10-K indicates the reported $1,289.2 million in operating income for
its Fire and Security Services Segment excludes restructuring, other unusual, and impairment
charges of $81.5 million. Reducing Tyco’s reported $1,289.2 million in operating income for its
Fire and Security Services Segment by the excluded charges yields $1,207.7 million.

7 The Fire and Security Services segment’s purported operating income for 2001 of
$1,207.7 million less the admitted overstatement of $98.8 million totals $1,108.9 million. $98.8
million divided by $1,108.9 million equals an overstatement of approximately 9%.

817 CF.R. Part 211.
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Among the considerations that may well render material a quantitatively
small misstatement of a financial statement item are ~

. Whether the misstatement arises from an item capable of precise
measurement or whether 1t arises from an estimate and, if so, the degree of
imprecision inherent in the estimate. '

. Whether the misstatement masks a change in earnings or other trends.

. Whether the misstatement hides a failure to meef analysts’ consensus
expectations for the enterprise.

. Whether the misstatement changes a loss into inéome or vice versa.
. Whether the misstatement concerns a segment or other portion of the

registrant’s business that has been identified as playing a significant
role in the registrant’s operaiions or profitability.

. Whether the misstatement affects the registrant’s compliance with
regulatory requirements.
. Whether the misstatement affects the registrant’s compliance with loan

covenants or other coniractual requirements.
. Whether the misstatement has the effect of increasing management’s
compensation - for example, by satisfying requirements for the award of

bonuses or other forms of incentive compensation.

. Whether the misstatement involves concealment of an unlawful
trapsaction.

This is not an exhaustive list of the circumstances that may affect the materiality
of a quantitatively small misstatement.

[Footnotes deleted, bolded italics added.]
60. If management’s conduct demonstrates a lack of integrity or candor, that lack of

integrity or candor is relevant to an investor and thus material, even if the conduct itself was not



financially significant to the company.” Accordingly, the nine percent overstatement of operating
income for Tyco’s Fire and Security Services segmeﬁt 1s material.

61.  Indeed, Tyco has admitted that the Tyco Defendants engaged in numerous
“financial engineering” practices that were “undertaken with the purpose and effect of
increasing reported results.” In addition, the December Report concluded that ““[djuring at

least the five years preceding Kozlowski’s resignation, Tyco pursued a pattern of aggressive

accounting that was intended, within the range of accounting permitted by GAAP, to increase
current earnings above what they would have been if a more conservative accouhting approach
had been followed” (emphasis added).

62.  All these facts belie Tyco’s denials that it engaged in fraud or materially misstated
its Class Period financial statements. Tyco’s position in the December Report that “aggressive
accounfing is not necessarily imprqper accounting” — that certain of its accounting practices may
have been “aggressive” but not improper — is untrue.

63.  Because it‘ urgently needed ﬁnaﬁcing in the face of an imminent cash crunch, Tyco
was strongly motivated to minimize reporting of its improper accounting practices prior to and

during the Class Period. According to a November 15, 2002 report on The Street.com: .

Tyco (TYC:NYSE) will be glad to bid farewell to this year. But believe it or not,
2003 could be even worse for the troubled conglomerate.

Next year, Ed Breen, the ex-Motorola (MOT:NYSE) executive who recently
replaced the disgraced Dennis Kozlowski as CEO, must find a way to pay back
nearly 812 billion in debt and other obligations that fall due. If the size of the
debt mountain weren’t problem enough, Breen’s task is made more arduous by
a strict legal provision that could complicate any efforts by Tyco to pledge assets
to secure loans from risk-averse lenders.

? See, e.g., SEC v. Jos. Schlitz Brewing Co., 452 F. Supp. 824, 830 (E.D. Wis. 1978).
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This potential legal thicket is important, because it’s no exaggeration to say that
Tyco’s future now lies in the hands of its banks and bond creditors. Tyco’s cash
crunch was eased after it sold its commercial lender CIT (CIT:NYSE) for $4.4
billion mn July, and the company has $6.5 billion of cash on its balance sheet.

Yet even with that cash on hand, the company’s maturity schedule looks daunting.

ok ok

But a look at the company’s demanding debt-repayment schedule suggests Tyco’s
next bout of trouble may come quite a bit sooner. The company must repay
nearly $3.9 billion of bank debt that comes due in February [2003], the same
month that investors have the right to demand that Tyco repay 32.3 biilion of
convertible bonds — an obligation Tyco can meet in stock or cash.

There could be as much as $1.85 billion of bond debt coming due in the second
and third quarters of 2003, though the actual sum may have been reduced by debt
repurchases. Then, in the fourth quarter, holders of another convertible issue have
the right to redeem tHeir securities for $3.6 billion in cash. ‘

At the same time, cash from operations looks anemic. All those obligations add
up to $11.7 billion. In fiscal 2003 ending next September, Tyco expects $2.5
billion to $3 billion of free cash flow, which is a company-devised measure of
cash flow that factors in capital spending but excludes other types of cash
outflows. The company hasn’t updated its guidance for the last quarter of
calendar 2003, though in an August regulatory filing Tyco indicated it expected to
bring in cash flow of around $700 million for that period. Previous cash flow
guidance provided by Tyco has proved to be generous, however.

If Tyco were to pay its February convertible back in stock, its cash obligations
would be $9.4 billion, which more or less matches cash flow plus cash in hand.

Lemon Fresh

Clearly, that’s too close for comfort. No surprise, then, that Tyco is talking to its
banks to gain some financial breathing room. On a third-gquarter earnings
conference call in October, Tyco’s Breen said that dealing with the financing
issue “continues to be our top priority,” and added that he hopes to have a deal
with the banks “well in advance of our February maturities.”

The market is eager to see details of a bank deal. “The clock is ticking, as far as I.
am concerned,” says Cynthia Werneth, the analyst at the Standard & Poor’s rating
agency who covers Tyco. I would hope we see something soon.”

® k&

25



The other important factors in the bank negotiations are the status and findings
of the SEC and Manhattan DA investigations of Tyco. These may not be
completed before February. If they're not, the threat that the probes will turn up
evidence of accounting fraud after February is one more argument for why the

banks will be ultracautious when deciding whether to roll over their loans.

The company has itself appointed experts and lawyers to conduct its own
internal accounting investigation, and it is probably hoping that if it finds no
serious fraud, the banks will be placated. However, the banks might doubt the
thoroughness of the probe after the third-quarter conference call, when David
Boies, the outside lawyer overseeing the probe, said “we’re obviously not
reauditing the company and going through every single accounting issue.”

[Emphasis added].
64.  Whatever Tyco’s motivation for minimizing its Class Period restatements, Tyco’s

.pattern of “aggressive” accounting did in fact violate GAAP. For example, the -Compa_ny’s
December Report disclosed that “Tyco’s aggressive accounting in the past was not neutral as to
the tirming of thé recognition of revenues and cxpense;.’; Indeed, as set forth above, the
December Report acknowledges that “the .Company in general suffered from poor
documentation; inadequate policies and procedures to prevent the misconduct of senior
executives that occurred; inadequate procedures for proper corporate authorizations; inadequate
approval procedures and documentation; a lack of oversight by senior management at the
‘corporate level; a pattern of using aggressive accounting that, even when not erroneoﬁé, was
undertaken with the purpose and effect of increasing reported results above what they would
have been if more conservative accounting were used; pressure on, and inducements to, segment
and unit managers to increase current earnings, mcluding by decisions as to what accounting

treatment to employ.”
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65.  Tyco has also admitted (in the December Report) that it is unable to make
judgments about the appropriateness of accounting treatments because of “the Company’s past
failure to document many decisions contemporaneously,” and because documentation supporting
its transactions is “not always available” and is “often dispersed.” These failures of
documentation violate the mandate of Section 13 of the Securities Exchange Act of 1934.%°

66.  Moreover, the December Report admits the existence of pay-offs to executives at
companies to be acquired by Tyco, and that the financial reporting of the to-be-acquired
" companies was manipulated by Tyco in advance of the acquisition to create the false
appearance of superior earnings and management by Tyco after the acquisition.

67. Indeed, in Concepts Statement No. 2, GAAP provides that accounting
information is not useful if it is unreliable, and that reliable accounting information must be
verifiable and neutral. In addition, in Concepts Statement No. 2, GAAP provides that the
convention of conservatism — meaning prudence — is to be applied in financial accounting and
reporting. Similarly, FASB’s Concepts Statement No. 1 states that the role of “financial
reporiing requires it to provide evenhanded, neutral, or unbiased information.”

68.  In addition, GAAP provides that:

a. | financial reporting should provide information that is useful to present and
potential investors and creditors and other users in making rational investment, credit and similar

decisions {Concepts Statement No. 1, § 34);

' Section 13 of the Securities Exchange Act of 1934 and the rules thereunder require
SEC registrants to make and keep books, records and accounts that accurately and fairly reflect
its transactions.
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b. financial reporting should provide information about the economic
resources of an enterprise, the claims to those resources, and the effects of transactions, events
and circumstances that change resources and claims to those resources (Concepts Statement
No. 1, § 40);

c. financial reporting should provide information about how mwagement of
an enterprise has discharged its stewardship responsibility to owners {(stockholders) for the use of
enterprise resources entrusted to it. To the extent that ﬁlanagement offers se(;urities of the
enterprise to the public, it voluntarily accepts wider responsibilities for accountability to
prospective investors and to the public in general (Concepts Statement No. 1, 9 50);

d financial reporting should provide information about an enterprise’s
financial performance during a period. Investors and creditors often use information about the
past to help in assessing the prospects of an enterprise. Thus, although investment and credit
de-cisions reflect investors’ expectations about future enterprise performance, those expectations
are commonly based at least partly on evaluations of past enterprise performance (Concepts
Statement No. 1, §42); |

e. financial reporting should be reliable in that it represents what it purports
to represent. That information should be reliable as well as relevant is a notion that is cenfral to
accounting (Concepts Statement No. 2, 9 58-59);

f. financial reporting should be complete, so that nothing 1s left out of the
information that may be necessary to ensure that it validly represents underlying events and

conditions (Concepts Statement No. 2, Y 79); and
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