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CENTRAL DISTRICT OF CALIFORNIA

WILLIAM A. SOKOLOWSKI,

individually and derivatively on behalf

ofSTEC, INC.,

vs.



SI\C\J\1-                  

Case No. 12-civ-



Plaintiff,



MANOUCHEHR MOSHAYEDI,

MEHRDAD MOSHAYEDI,

RAYMOND D. COOK, RAJAT

BAHR!, ROBERT M. SAMAN,

MASOUD MOSHAYEDI, DAN

MOSES, F. MICHAEL BALL,

MATTHEW WITTE, CHRISTOPHER

COLPITTS, ROBERT M. SAMAN,

MEHRDAD MOSHAYEDI TRUST,

MANOUCH MOSHAYEDI TRUST

and MASOUD MOSHAYEDI

TRUST,



23

24



Z;:lO



UNITED STATES DISTRICT COURT



12



14



1'1'l1'1'l



(Additional Counsel on Signature Page)



11



13



Or-



I



4



9



n



-&lt;



COMPLAINT

FOR VIOLATION OF THE

FEDERAL SECURITIES

LAWS, BREACH OF

FIDUCIARY DUTY, BREAC

OF DUTY OF LOYALTY,

TRADING ON INSIDE

INFORMATION, WASTE OF

CORPORATE ASSETS,

UNJUST ENRICHMENT, and

VIOLATIONS OF

CALIFORNIA

CORPORATIONS CODE



Defendants



DEMAND FOR JURY TRIAL



and

STEC INC., a California Corporation,

Nominal Defendant.







Plaintiff William A. Sokolowski, by his undersigned counsel, alleges the







1

2



following upon personal knowledge as to himself and his own acts, and upon



3



information and belief as to all other matters.1 Plaintiff’s information and belief as



4



to allegations concerning matters other than himself and his own acts is based upon



5



an investigation by his counsel, which included, among other things (i) review of



6



documents filed publicly by STEC with the Securities and Exchange Commission



7



(the “SEC”); (ii) review and analysis of press releases, news articles, earnings



8



conference call transcripts and other public statements issued by or concerning



9



STEC; (iii) review and analysis of research reports issued by financial analysts



10



concerning STEC’s securities and business; (v) review and analysis of news



11



articles, media reports and other publications concerning the computer industry;



12



(vi) review of the Court’s orders and other documents filed of record in In re



13



STEC, Inc., Securities Litigation, No. SACV 09-0103-JVS (MLGx) (C.D.



14



Cal.)(“Securities Litigation”)2 and (vii) review of the SEC’s Complaint in



15



Securities and Exchange Commission v. Manouchehr Moshayedi, Case No.



16



SACV12-1179 JST (MLGx) (C.D. Cal.) (the “SEC Litigation”). Plaintiff believes



17



that substantial additional evidentiary support for the allegations herein exists and



18



will continue to be revealed after he has a reasonable opportunity for discovery.

1.



19



Plaintiff brings this action individually, asserting claims for violation



20



of the federal securities laws against Defendant Raymond D. Cook (“Cook”), Rajat



21



Bahri (“Bahri”), Manouchehr Moshayedi (“Manouchehr”) and Mehrdad



22

23

24

25

26

27

28





1



The three Moshayedi family trusts are the respective alter egos of the three

Moyashedi brothers and their knowledge is imputed to such Trusts and vice-versa

(the “Trust Defendants”).

2

Because of the substantial efforts put into drafting the Complaints in the SEC and

Securities Litigation, Plaintiff has utilized and quoted directly certain allegations

from, inter alia, the Complaint in the SEC Litigation and the Second Consolidated

Amended Complaint in the Securities Litigation, both of which are incorporated

herein by reference.

2











1



Moshayedi (“Mark”)3 (the “Securities Fraud Defendants”), each of whom was a



2



senior officer and/or director of STEC, Inc. (“STEC” or “the Company”). Plaintiff



3



also brings claims derivatively, on behalf of the Company, against the Securities



4



Fraud Defendants and the remainder of STEC’s Board of Directors and General



5



Counsel during the period of the wrongdoing alleged herein including at the time



6



the Board purportedly “investigated” Plaintiff’s pre-suit demands. Such derivative



7



claims on behalf of STEC are based upon, inter alia, the breach of fiduciary duty,



8



breach of duty of loyalty, violation of California Corporations Code §25402, waste



9



of corporate assets, and unjust enrichment against all of the Securities Fraud



10



Defendants, Trust Defendants and the remaining Individual Defendants.

2.







11



This action involves insider trading on a massive scale as part of a



12



fraudulent scheme perpetrated by Defendants Manouchehr and Mark on behalf of



13



themselves, their brother Mike and the Moshayedi family trusts to deceive the



14



investing public by making materially false and misleading statements regarding



15



the true financial and operating condition of STEC, and by intentionally concealing



16



material facts concerning the Company’s violations of, inter alia, SEC rules and



17



accounting principles, all of which caused STEC’s reported revenue and profits to



18



be overstated artificially and by material amounts. The Company’s auditor,



19



PriceWaterhouseCoopers, LLP (“PWC”), although not a defendant, added its



20



imprimatur to the Company’s year-end financial statements when it knew or



21



should have known that they were false and misleading.



22



knowledge of the actual financial and operating condition of STEC as well as



23



industry practices. Despite knowing that the Securities Fraud Defendants had



24



manipulated the Company’s revenue recognition practices and had actual



25



knowledge from “red flags” and specific facts at its disposal demonstrating that



Indeed, PWC had



26

27

28





3



Defendants Manouchehr and Mark are sued herein individually, as agents and

representatives for their brother, Masoud Moshayedi (“Mike”) and three

Moshayedi family trusts, de facto controlled by the respective Moshayedi brothers.

3













1



STEC’s year-end financial statements were not prepared in accordance with



2



Generally Accepted Accounting Principles (“GAAP”), it rendered its opinions



3



otherwise. Indeed, its audits of such statements were not conducted in accordance



4



with GAAS as it had represented. At all times relevant, the Securities Fraud



5



Defendants knew or should have known the material facts that STEC’s financial



6



statements were not prepared in conformity with GAAP and that PWC’s audits of



7



them were not prepared in conformity with GAAS.4



8



I.



3.



9







NATURE AND SUMMARY OF THE ACTION

As detailed below, this case arises principally from the conduct of two



10



brothers, Defendants Manouchehr and Mark Moshayedi who, as co-founders of the



11



Company with a third brother, Mike, and key officers of the Company, using and



12



appropriating to themselves STEC’s proprietary information not available to the



13



public, sold half of their stock in the Company for $267.8 million in a secondary



14



offering (the “Offering”) after they and one of the other senior officers, Defendant



15



Cook, had made a series of knowing misstatements and misleading omissions,



16



including artificially manipulating the Company’s reported revenues and earnings,



17



that artificially doubled the price of STEC stock and/or otherwise kept it at



18



artificially high prices which were unjustified given STEC’s true financial and



19



operating condition.

4.



20



Subsequent to the Moshayedi brothers’ sale of their stock in the



21



Offering in August 2009 and otherwise during 2009, as the falsity of their



22



statements and omissions ultimately became known, the price of the Company’s



23



stock collapsed causing Plaintiff significant damages.

5.



24

25



On July 19, 2012, after the SEC commenced a formal investigation, it



commenced suit against Defendant Manouchehr based upon, inter alia, his



26

27

28





4



The Securities Fraud Defendants typically spoke through Defendant Manouchehr

and all of them were controlling persons with respect to the Company’s filings

with the SEC, press releases and other disseminations to the public.

4













1



violations of the federal securities laws.

6.



2

3



director of the Company during the Relevant Period, upon information and belief,



4



Defendants Manouchehr and Mark shared with their brother Mike material inside,



5



proprietary information which he appropriated and, thereafter, sold directly and/or



6



indirectly more than one million of his STEC shares to an unsuspecting public in



7



addition to the shares sold by his brothers through their respective Trusts in the



8



Offering and otherwise.

7.



9







Upon information and belief, although he was not an officer or



Compounding their individual wrongdoing as set forth herein, the



10



STEC Board and, in particular, its Compensation Committee consisting of



11



Defendants Ball, Bahri and Witte, caused STEC to pay out bonuses for 2009 to



12



Defendants Manouchehr, Mark and Cook in the amounts of $772,500, $273,000



13



and $150,000, respectively, purportedly because they “achieved all of their



14



performance objectives” in 2009. Such bonuses were wholly unjustified and a



15



waste of the Company’s assets since the members of the Compensation



16



Committee, indeed each members of STEC’s Board, knew and did not disclose



17



that Defendants Manouchehr, Mark and Cook had each actively manipulated the



18



Company’s earnings and projections and otherwise deceived the investing public



19



in substantial part, to facilitate the Moshayedi brothers’ ability to unload massive



20



amounts of their STEC stockholdings (directly and through the Trust Defendants



21



controlled by them) at artificially high prices.

8.



22



This is an action brought by the Plaintiff, who purchased 5,000 shares



23



of STEC common stock during the period of the wrongdoing alleged herein and



24



who has owned STEC shares continuously through the present, against the



25



Securities Fraud Defendants to recover his damages from them. This action is also



26



brought by Plaintiff derivatively on behalf of STEC to recover for it the damages



27



caused by and unjust enrichment of the Securities Fraud Defendants, Mike, the



28



members of the Board and the Moshayedi family trusts including, inter alia, the

5











1



failure of STEC’s Board of Directors (the “Board”) to sue the Securities Fraud



2



Defendants, Mike and PWC following Plaintiff’s August 2, 2010 pre-suit written



3



demand (the “Demand Letter”) that they do so, which letter is attached hereto as



4



Exhibit “A”.

9.



5

6



below, subjected to a sham “investigation” by so-called “independent members of



7



the Board” orchestrated by Defendant Robert M. Saman, STEC’s in-house counsel



8



(“Saman”), and ultimately rejected.5 Such “investigation” and its resultant



9



rejection of the demands were scripted by Defendant Saman at the direction of



10



Defendants Manouchehr and Mark, to whom Defendant Saman reported and was



11



subservient.

10.



12





The claims made in the Demand Letter were, as described more fully



In the wake of such bad faith rejection of Plaintiff’s demands and



13



refusal to commence suit against the Individual Defendants and the Trust



14



Defendants to recover STEC’s damages, he asserts herein claims on behalf of



15



STEC.6 These claims arise from, inter alia, the Individual Defendants’ breaches of



16



fiduciary duty, breaches of the duty of loyalty, violation of California Corporations



17



Code §25402, waste of corporate assets, and/or unjust enrichment (including



18



trading on inside information) and against Defendant Mike and the Moshayedi



19



Trust Defendants for unjust enrichment (including trading on inside information).



20



Plaintiff seeks further damages on behalf of STEC from the Securities Fraud



21

22

23

24

25

26

27

28





5



Upon information and belief, the purportedly “independent members of the

Board” did not even have independent legal counsel in “determining the

appropriate action to be taken with respect to the Demand” Letter and were guided

solely by Defendant Saman, who was appointed by, reporting to and serving at the

pleasure

of the Moshayedis.

6

The Demand Letter asserts claims directly and/or indirectly by implication

against each of the Individual Defendants and Trust Defendants. To the extent that

the Demand Letter did not specifically identify each potential Defendant by name

and precise wrongful activity, give the wholesale rejection of the demands

contained in the Demand Letter and the manner in which these claims were

handled by Defendants Saman and Manouchehr, any further identification of the

Individual Defendants and/or particularization of their wrongful acts would have

been futile gestures and, thus, unnecessary.

6











1



Defendants to the extent that their violation of the federal securities laws has led to



2



investors who purchased the Company’s stock between June 16, 2009 and



3



February 23, 2010 (the “Relevant Period”) to sue STEC for their damages, causing



4



the Company substantial defense and reputational expenses as well as the eventual



5



cost of resolving such claims as well as related expenses caused by the SEC’s



6



investigations of the Company and the Moshayedis.

11.



7

8



devices for computer systems. STEC’s customers included original equipment



9



manufacturers (“OEMs”) such as EMC, IBM, Hitachi, Hewlett-Packard (“HP”)



10



and Sun Microsystems (“Sun”), who, in turn, manufactured high performance



11



storage and server systems for large enterprises.

12.



12





During the Relevant Period, STEC was a manufacturer of data storage



STEC claimed that it manufactured the industry’s most



13



comprehensive line of solid-state drives (“SSDs,” also known as “flash drives”). A



14



solid state drive is used for storing information in a computer system. Whereas



15



older hard disk drive (“HDD”) technologies stored information on



16



electromechanical spinning disks, an SSD has no moving parts, but instead retains



17



information on static computer chips. Because SSDs have no moving parts, they



18



have certain performance advantages over HDDs; they are faster, more energy



19



efficient and have longer service lives. However, SSDs are significantly more



20



expensive than HDDs.

13.



21



STEC’s flagship product, the ZeusIOPS, was, during the Relevant



22



Period, a high-performance SSD advertised by the Company as being able to



23



access stored data at much faster speeds than both HDDS and other SSDs, due to



24



the Company’s proprietary architecture.

14.



25



The Company was founded by the three Moshayedi brothers in 1990.



26



Thereafter, the Moshayedis continued as STEC senior officers and directors. At all



27



relevant times, Defendant Manouchehr was STEC’s Chief Executive Officer



28



(“CEO”) and Chairman of the Company’s Board of Directors. At all relevant

7











1



times, Defendant Mark was the Company’s Chief Operating Officer (“COO”),



2



Chief Technical Officer (“CTO”), President and Secretary, as well as a member of



3



STEC’s Board of Directors and Equity Awards Committee. Defendant Mike,



4



formerly the Company’s President, retired in 2007, but retained at that time an



5



8.99% ownership interest in the Company and was kept by his brothers fully



6



informed as to STEC’s true financial and operating condition including “inside



7



information” not available to the public at large. Mike is a Defendant solely with



8



respect to the claims asserted derivatively on behalf of STEC.

15.







9



The Moshayedis are also the controlling shareholders of the Company



10



and were, at all relevant times, “control persons” of STEC under and pursuant to



11



§20 of the Exchange Act. At the beginning of and before the Relevant Period, they



12



collectively held at least 45% of the Company’s stock (and, together with Mike,



13



over 50%) and caused the appointment of all of the members of STEC’s Board of



14



Directors and determined their compensation in the form of directors’ fees, stock



15



options and otherwise. In addition, together with the members of the Board, they



16



were all “control persons” with respect to STEC’s Registration Statements and



17



other documents filed with the SEC in 2009 and later, as well as other documents



18



disseminated to the public before and during the Relevant Period.

16.



19



As detailed herein, before and during the Relevant Period, the



20



Securities Fraud Defendants issued or caused to be issued materially untrue



21



statements and omissions in the name of the Company that, among other things,



22



overstated the revenues and earnings of STEC by material amounts, created an



23



inflated impression of STEC’s revenue growth and with respect to conditions that



24



supposedly assured a near and long term continuation and even acceleration of that



25



growth.



26



17.



27



included:



In summary, these materially untrue statements and omissions

(a) a misrepresentation that an agreement signed by STEC with its



28



8















1



largest customer, EMC, in the middle of 2009 for a huge volume of



2



purchases to be made in the second half of 2009 (the “EMC



3



Agreement” or “Agreement”) was an ordinary course contract whose



4



size was determined solely by an increase in the customer’s supply



5



requirements such that a similar volume of purchases by the same



6



customer could be expected on a regular recurring basis;



7



(b) a misrepresentation that, as of August 2009, STEC was expecting



8



the volume of purchases by its other large customers (the “Other



9



OEMs”) to increase during the second half of 2009;



10



(c) a misrepresentation that, as part of the expected increase in



11



purchases by the Other OEMs during the second half of 2009, STEC



12



was expecting IBM to transition to a much larger volume of purchases



13



during that period;



14



(d) a misrepresentation that, as of September 2009, one or more of



15



the Other OEMs would have been willing and able to replace EMC as



16



the purchaser under the EMC Agreement, or to purchase a similar



17



amount of ZeusIOPS under a similar agreement;



18



(e) the failure to disclose that, during the 2009 second quarter,



19



STEC’s reported revenue would grow, and then did grow, by an



20



amount that – unknown to investors – had been artificially inflated;



21



and



22



(f) the failure to disclose that STEC’s year-end and quarterly financial



23



statements were materially deceptive and false due to, inter alia, the



24



Securities Fraud Defendants’ manipulative revenue recognition



25



practices which resulted in the Company’s reported revenue and



26



earnings to be overstated by material amounts.

18.



27

28



The effect of these false statements and omissions was to inflate the



price of STEC’s stock dramatically before and during the Relevant Period,

9











1



particularly during the second and third quarters of 2009. On June 15, 2009, the



2



already manipulated price of STEC stock closed at $18.02. By August 3, 2009,



3



because of the Officer/Director Defendants’ more recent false and misleading



4



statements, the market price for STEC shares had roughly doubled, to $35.50.

19.







5



On August 3, 2009, when the false impression created by the



6



Securities Fraud Defendants’ more recent misstatements and omissions had



7



resulted in the doubling of STEC’s stock price, STEC was caused by them to



8



announce that it would proceed with a secondary public offering of the Company’s



9



stock, comprised entirely of stock held personally by Defendants Manouchehr and



10



Mark. Each of the Securities Fraud Defendants made or caused to be made false



11



statements and omissions of material facts as alleged herein including causing to



12



be filed with the SEC Registration Statements on Form S-3 signed personally (or



13



authorized others to sign) by each of such Securities Fraud Defendants and



14



intentionally failing to submit material documents as exhibits thereto with



15



knowledge that such omissions would deceive the investing public.

20.



16



Eight days later, on August 11, 2009, Defendants Manouchehr and



17



Mark sold more than 50% of their holdings of STEC stock in the Offering, and



18



received thereby a total of $267.8 million. In breach of their duty of loyalty to



19



STEC and its shareholders, the other Officer/Director Defendants on the



20



Company’s Board put their obeisance to the Moshayedis first and not only signed



21



the material documents that allowed the Offering to take place but actively



22



supported it.

21.



23



The Offering was the biggest insider stock liquidation in the history of



24



STEC, and a departure from the pattern of the Moshayedis’ other recent sales of



25



STEC stock.7 Excluding the STEC shares sold separately by Defendant Mike, the



26

27

28





7



Such shares were sold by them and/or the Trust Defendants. At all times relevant

herein, each of the Moshayedi brothers controlled the Trust Defendants in their

respective names.

10













1



number of shares sold by the Moshayedis in the Offering was collectively more



2



than eleven times the number of shares they sold in the six months before the



3



Relevant Period and nearly twenty times the number of shares they sold in all of



4



2008.

22.



5

6



low, the Company announced that the SEC was conducting a formal investigation



7



involving trading in the Company’s securities, and that the SEC had issued



8



subpoenas to certain of its employees in connection with that investigation,



9



including two of the Company’s top officers: Defendant Manouchehr, the



10



Company’s CEO, and Defendant Mark, the Company’s’ President and COO.

23.



11







Seven months later, as the price of STEC’s stock was hitting a new



(a) Under Counts I and II, which Plaintiff brings under and pursuant



12



to the Exchange Act, Plaintiff alleges that each of the Securities Fraud



13



Defendants violated the anti-fraud provisions of the federal securities



14



laws by making one or more of the alleged materially untrue



15



statements and/or omitting material facts with regard to STEC and its



16



business in the connection with the Offering and otherwise and by



17



doing so with knowledge of the falsity of each such misstatements or



18



omissions.

(b) Under the remaining Counts, which Plaintiff brings derivatively



19

20



under California state law and the common law on behalf of STEC,



21



Plaintiff alleges that each of the Individual Defendants is liable



22



personally for, inter alia, breach of fiduciary duty, breach of the duty



23



of loyalty, violation of California Corporations Code §25402, waste of



24



corporate assets, violation of the federal securities laws and/or unjust



25



enrichment by acting as alleged herein. Plaintiff also alleges that



26



Defendants Manouchehr, Mark, Mike and the Trust Defendants



27



appropriated for themselves material inside information belonging to



28



STEC during the period when its stock prices had been artificially

11











1



manipulated and that they availed themselves of such information and



2



unjustly enriched themselves by, inter alia, Mike’s sale of over one



3



million of his STEC shareholdings in June and July, 2009, the sale by



4



Manouchehr and Mark of millions of additional shares through the



5



Trust Defendants in the Offering and otherwise and that, as a result



6



thereof, they are liable personally therefor to STEC.



7



II.



24.



8



This Court has jurisdiction over the subject matter of this action



9



pursuant to Section 27 of the Exchange Act, 15 U.S.C. § 78aa, and 28 U.S.C. §§



10



1331, 1332, and 1367. There is also supplemental and diversity jurisdiction over



11



the claims brought derivatively.

25.



12





JURISDICTION AND VENUE



Plaintiff is a citizen of the State of New Jersey and each of the



13



Defendants is a citizen of the State of California or states other than New Jersey.



14



The amount in dispute exceeds $75,000, exclusive of interest and costs.



15



Venue is proper in this District pursuant to Section 27 of the Exchange Act, 15



16



U.S.C. § 78aa, 28 U.S.C. § 139(b) and 28 U.S.C. § 1391. Defendant STEC



17



maintains it principal place of business within this District, the Officer/Director



18



Defendants conducted business in this District and many of the acts giving rise to



19



the violations alleged herein, including the preparation and dissemination of



20



materially false and misleading information and omissions of material facts,



21



occurred in substantial part in this District.

26.



22



In connection with the acts alleged herein, the Individual Defendants



23



and Trust Defendants, directly or indirectly, used the means and instrumentalities



24



of interstate commerce including, without limitation, the United States mail,



25



interstate telephone communications and the facilities of the national securities



26



markets.



27

28

12















1



III.



THE PARTIES



2



A.



Plaintiff



3



27.



Plaintiff William A. Sokolowski is an individual who, among other



4



transactions in the Company’s shares, purchased 5,000 shares of STEC common



5



stock on September 16 and September 17, 2009, during the Relevant Period,



6



suffering substantial damages as a direct and proximate result of the Securities



7



Fraud Defendants’ wrongful conduct alleged herein. Since his initial purchase, he



8



has owned STEC shares continuously through the date of this Complaint. The



9



wrongful acts committed by the Defendants were part of a continuing wrong that



10



commenced prior to Plaintiff’s initial purchase of STEC securities and continued



11



thereafter. Plaintiff acquired STEC shares “before there was disclosure to the



12



public or to the plaintiff of the wrongdoing of which plaintiff complains.” Cal.



13



Corp. Code § 800(b)(1).



14



B.



The Nominal Defendant



15



28.



Nominal Defendant STEC is a California corporation with its



16



principal place of business located at 3001 Daimler Street, Santa Ana, California.



17



STEC purported to be a leading global provider of solid-state computer memory



18



drive technologies and solutions tailored to meet the high-performance, high-



19



reliability needs of OEMs, such as EMC, IBM, HP, Hitachi and Sun. During the



20



Relevant Period, STEC’s core business was its enterprise scale SSDs, such as the



21



ZeusIOPS. STEC claimed to manufacture the “most comprehensive line” of SSDs



22



in the storage industry. STEC is a nominal defendant only and no claims for



23



damages are asserted against it.

29.



24



Defendants Manouchehr and Mark Moshayedi and their brother, Mike



25



Moshayedi founded STEC, then named Simple Technology, Inc., in 1990. The



26



Company grew rapidly through acquisitions and expansion both domestically and



27



abroad. In September 2000, the Company went public. In 2007, STEC divested



28



its Consumer Division, and introduced its high-end, flagship product, the

13











1



ZeusIOPS.

30.







2



Throughout the Relevant Period, the Company’s stock traded in an



3



efficient market on NASDAQ under the ticker symbol, “STEC.” As of August 24,



4



2012, the Company had nearly 47 million shares of common stock outstanding.



5



C.



The Individual Defendants



6



31.



(a) At all relevant times Defendant Manouchehr was CEO, Chairman



7



of STEC’s Board of Directors and a member of the Equity Awards



8



Committee. During the Relevant Period, Defendant Manouchehr



9



signed and certified STEC’s SEC filings pursuant to Sections 302 and



10



906 of the Sarbanes-Oxley Act of 2002, including, without limitation,



11



the Company’s quarterly report for the second quarter of 2009 and



12



STEC’s 2009 Form 10-K Annual Report. He also signed documents



13



integral to the Offering, including the STEC Registration Statement



14



on Form S-3 and the Prospectus contained in the Registration



15



Statement. Defendant Manouchehr sold 4.1 million shares of his



16



STEC common stock for $133,920,000 in the Offering.



17



(b) At all relevant times, Defendant Mark was STEC’s President, COO,



18



CTO, and Secretary, as well as a member of the Company’s Board of



19



Directors and a member of the Equity Awards Committee. During the



20



Relevant Period, Defendant Mark signed STEC’s SEC filings,



21



including, without limitation, documents integral to the Offering



22



including the Registration Statements, and the 2009 Form 10-K Annual



23



Report. Defendant Mark sold 4.1 million shares of his STEC common



24



stock for $133,920,999 in the Offering.

(c) Defendant Cook was first hired by STEC in November 2008. At all



25

26



times during the Relevant Period, he was STEC’s Chief Financial



27



Officer (“CFO”) and Principal Accounting Officer. Defendant Cook



28



signed STEC’s SEC filings during the Relevant Period, including

14















1



without limitation, its Registration Statements, the 2009 second quarter



2



10-Q, the 2009 second quarter Earnings Release, the 2009 third quarter



3



10-Q, the 2009 third quarter Earnings Release, the 2009 Form 10-K



4



Annual Report, the 2009 fourth quarter Earnings Release and STEC’s



5



September 10, 2009, letter to the SEC.



6



(d) Defendants Rajat Bahri, Robert M. Saman, Christopher Colpitts, F.



7



Michael Ball, Dan Moses and Matthew Witte were, during the Relevant



8



Period, members of the Company’s Board and purported to be



9



independent when, in fact they were not. Although each of them owed a



10



duty of loyalty to STEC and all its shareholders, each was beholden to



11



the Moshayedis and acted as their de facto agents on the Board, in



12



connection with the Offering, their handling of Plaintiff’s pre-suit



13



demands and otherwise. Defendants Colpitts, Ball, Moses, Witte and



14



Saman are named as Defendants solely with respect to the claims



15



asserted derivatively on behalf of STEC.



16



(e) Defendant Mike, although not an officer or director of STEC



17



during the Relevant Period, is alleged to be the recipient of material



18



inside information to unjustly enrich himself and his Trust, one of the



19



Trust Defendants. Defendant Mike is named as a Defendant solely with



20



respect to the claims asserted derivatively on behalf of STEC.

32.



21



Because of their positions with the Company and/or the size of their



22



direct and indirect STEC stockholdings, Defendants Manouchehr, Mark, and Cook,



23



together with the other Individual Defendants, possessed the power and authority



24



to control the contents of STEC’s filings with the SEC, documents provided to



25



STEC shareholders and to the investing public, press releases, and presentations to



26



securities analysts, portfolio managers and institutional investors. They either



27



participated in the preparation and/or were provided with copies of the Company’s



28



reports and press releases alleged to be deceptive prior to or shortly after their

15











1



issuance and had the ability and opportunity to prevent their issuance or cause



2



them to be corrected. Moreover, Defendants Manouchehr, Mark, Cook and Bahri



3



personally signed and vouched for STEC’s Registration Statements on Form S-3



4



filed with the SEC in connection with the Offering and STEC’s 2009 Form 10-K



5



Annual Report. Because of their positions with the Company and their access to



6



material non-public information, these Securities Fraud Defendants knew that



7



material adverse facts specified herein were being concealed from and/or



8



misrepresented to the investing public, and that the positive representations being



9



made in the foregoing documents and otherwise were then materially false and



10



misleading.

33.







11



As officers, directors and controlling persons of a publicly-held



12



company whose common stock was, and is, registered with the SEC pursuant to



13



the Exchange Act, traded on NASDAQ, and governed by the provisions of the



14



federal securities laws, the Securities Fraud Defendants each had a duty promptly



15



to disseminate accurate and truthful information with respect to the Company’s



16



financial condition and performance, growth, operations, financial statements,



17



business, products, markets, management, earnings, and present and future



18



business prospects, and to correct any previously-issued statements that had



19



become materially misleading or untrue, so that the market price of the Company’s



20



publicly traded common stock would be based on truthful and accurate



21



information. The Securities Fraud Defendants’ misrepresentations and omissions



22



of material facts before and during the Relevant Period violated these specific



23



requirements and obligations. The Securities Fraud Defendants are, therefore,



24



liable for the false and misleading statements identified herein including, inter alia,



25



those contained in the Company’s S-3 Registration Statements filed with the SEC



26



in connection with the Offering.



27



D.



The Trust Defendants



28



34.



Each of Defendants Manouchehr, Mark and Mike formed trusts for

16













1



the benefit of themselves and their respective families for tax, estate planning and



2



other reasons. Defendants Mehrdad Moshayedi Trust, Manouch Moshayedi Trust



3



and Masoud Moshayedi Trust (collectively, the “Trust Defendants”) were the



4



vehicles through which each of the Moshayedi brothers typically owned their



5



STEC stockholdings and controlled the Company.

35.







6



The respective Trust Defendants are alter egos of the three Moshayedi



7



brothers and their personal knowledge is thereby imputed to such Trusts and vice



8



versa. The Trust Defendants are named as Defendants solely with respect to the



9



claims asserted derivatively on behalf of STEC.



10



E.



Non-Party PWC



11



36.



PWC , a Delaware limited liability partnership, is registered with the



12



Public Company Accounting Oversight Board (“PCAOB”), pursuant to Section



13



102 of the Sarbanes-Oxley Act of 2002, to prepare and issue audit reports on U.S.



14



public companies. As one of the world’s largest professional services/auditing



15



companies, PWC provides, inter alia, auditing, management consulting, tax and



16



other related services, typically on a fee basis. At all material times, PWC acted as



17



the purportedly Independent Registered Public Accounting Firm (or, as commonly



18



known, “auditor”) of STEC’s financial statements and formally reported upon its



19



year-end statements. PWC, with annual revenues in the billions of dollars, has



20



developed an expertise in the auditing of “high tech” companies such as STEC



21



over many years. PWC has developed proprietary means of carrying out audits of



22



companies such as STEC including addressing certain manipulative practices



23



which manipulate a company’s revenue recognition, reporting on financial



24



statements, and dealing with audit committees of boards of directors. In the case



25



of STEC, PWC knew or should have known from its vast experience auditing



26



“high tech” companies’ financial statements, that the Securities Fraud Defendants



27



had caused STEC to artificially inflate its revenues and earnings at various times



28



during the years 2008 and 2009 by using various illicit techniques including, inter

17















1



alia, “channel stuffing,” improperly making returns of raw materials and



2



otherwise. In this connection, pursuant to the responsibilities PWC had undertaken



3



contractually and otherwise, its partners responsible for the STEC audits knew that



4



its year-end and other financial statements were not prepared in conformity with



5



GAAP and, indeed, concealed STEC’s true financial condition from the investing



6



public. If PWC had "blown the whistle" once it first came to realize that STEC's



7



financial statements were not being prepared in conformity with GAAP (as it had,



8



in fact, learned) and had refused to prepare and allow the public dissemination of



9



its "clean opinions" (i.e. PWC's reports upon the annual financial statements of



10



STEC that were made without qualification), the Securities Fraud Defendants



11



would not have been able to perpetrate the fraud that they did or the Moshayedis



12



and Trust Defendants be able to sell the massive quantities of their STEC



13



stockholdings that they did at the prices they obtained.



14



IV.



15



FACTUAL BACKGROUND AND SUBSTATIVE ALLEGATIONS

RELATING TO THE EXCHANGE ACT CLAIMS

37.



16



Starting prior to the Relevant Period, when STEC’s reported revenues



17



and earnings were materially overstated by, inter alia, “channel stuffing” and other



18



manipulative devices, and continuing through the time of the Securities Fraud



19



Defendants’ misstatements and omissions during the Relevant Period, they or



20



STEC through such officers and/or directors, consistently informed the investing



21



public that because, among other reasons, sales of ZeusIOPS were customized by



22



STEC for each particular OEM customer, purchasing of ZeusIOPS by any given



23



OEM could be expected to pass through a series of phases, with the volume of the



24



OEM’s purchases increasing by quantum leaps as the OEM passed from one phase



25



to the next.



26

27

28
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Defendants’ Misrepresentations and Omissions Concerning

ZeusIOPS and the EMC Agreement
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38.



The Securities Fraud Defendants had Consistently

Described Their ZeusIOPS Business as One that Eventually

Would Produce, in the Ordinary Course, Surging Sales to

Each ZeusIOPS OEM Customer



STEC’s Form 10-K for the year 2008, filed on March 12, 2009, states,



“[p]roducts sold to our customers are typically customized by our design and

engineering teams to meet our customers’ specific design requirements,” and “[w]e

offer our [OEM] customers a comprehensive technology solution from concept to

design to the creation of prototypes through volume production and testing.”

39.



According to STEC, the first stage for any ZeusIOPS customer



involved STEC selling the customer samples for the purpose of testing and

evaluation. If the first phase was successful, it resulted in the OEM “qualifying”

ZeusIOPS for use in one or more “system platforms,” and increasing its purchases

of ZeusIOPS.8

40.



In the second phase – referred to by Defendant Manouchehr during



STEC’s 2009 second quarter earnings conference call as a “pre-production” – the

OEM marketed a system of its own that incorporated ZeusIOPS, by sending its

own samples to multiple end-users, while purchasing an increased volume of

ZeusIOPS from STEC in order to create these samples.

41.



In the third and final phase, the OEM would receive a stream of orders



for its system large and steady enough to justify what STEC’s 2008 Form 10-K

Annual Report referred to as “volume production” of the OEM’s system – also

referred to by Defendant Manouchehr during the Company’s 2009 second quarter

conference call as “production,” “full production,” and “full ramping production”

of the OEM’s system. In this third and final phase, the OEM would purchase a



8



According to STEC, an OEM made at least some purchases of ZeusIOPS even

prior to ZeusIOPS having been qualified for the OEM’s systems. Thus, during

STEC’s 2008 second quarter earnings conference call, Manouchehr stated that

STEC has sold a total of $12.2 million of ZeusIOPS “mostly for qualifications.”

19













1



substantially increased volume of ZeusIOPS to support the OEM’s substantially



2



increased production of its system that incorporated ZeusIOPS.

42.



3

4



storage OEM. During STEC’s earnings conference call on May 14, 2007,



5



Defendant Manouchehr stated that “we are still in the qualification stages [with



6



ZeusIOPS],” and “once this thing is qualified with customers, the volumes will be



7



significant.”

43.



8

9







In 2007, ZeusIOPS had not yet been qualified by any enterprise



On January 14, 2008, STEC announced that, after a year of



“collaborative effort” between STEC and EMC Corporation (described by The



10



Wall Street Journal as “the market-share leader in big computer storage systems”)



11



EMC had “selected Zeus-IOPS” for “deployment” in certain “high-end networked



12



storage systems.” STEC stated “[t]his union signifies the first adoption of our



13



Zeus-IOPS SSDs in the enterprise storage and enterprise computing markets.”

44.



14



Two months later, on March 5, 2008, during the Company’s year-end



15



earnings conference call for 2007, a STEC spokesperson, at the direction of



16



Defendant Manouchehr, stated that “[w]e expect production levels to ramp for



17



[EMC] in future quarters.”

45.



18



Two quarters later, in its 2008 third quarter 10-Q, STEC reported that



19



ZeusIOPS had been “qualified” for use on the platforms of “one of the largest



20



Enterprise Storage and Server OEMs.” During STEC’s 2008 third quarter earnings



21



conference call, Defendant Manouchehr stated that sales of ZeusIOPS during the



22



first three quarters of 2008 had already grown substantially compared to sales



23



during 2007, “and this 2008 was just a sampling of what we can do in that type of



24



product [because] we haven’t yet gone into major production9of this product line.



25



Once we do, I think the numbers will be significantly higher than what we are



26

27

28





9



Unless otherwise noted, the emphasis in this and other parts of this Complaint is

added.

20











1



going today based on just eval[uations] and samples.”

46.



2

3



conference call, Defendant Manouchehr stated that ZeusIOPS was not qualified at



4



all five of the largest enterprise storage OEMs, and indicated that EMC was not in



5



“full production” of systems incorporating ZeusIOPS.10

47.



6



One quarter after that, during STEC’s 2009 second quarter earnings



7



conference call, Defendant Manouchehr described EMC as being in “full ramping



8



production,” and added that once the other four OEMs – described by him as being



9



in “pre-production” – “start kicking in we will see huge ramps in sales of



10



ZeusIOPS going forward.”

48.



11







Another two quarters later, during STEC’s 2009 first quarter



According to STEC, although the volume of a given OEM’s



12



purchases of ZeusIOPS would increase by quantum leaps as the customer passed



13



from pre-qualification, to pre-production, to volume production, an OEM’s



14



purchases could increase – although more gradually – at other times as well,



15



because, as stated in STEC’s 2008 10-K Annual Report, “the SSD market will



16



continue to expand over the next few years, aided by the continuation of the



17



decline in Flash components pricing,” and because the continuous development of



18



new applications for SSDs would increase the variety of possible OEM systems



19



and interested end users.11
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10



The statements of Defendant Manouchehr during 2008 and 2009 quoted in this

Complaint are, de facto, attributable as well to the other Securities Fraud

Defendants, Defendant Mike and the Trust Defendants, all of whom were aware or

should have been aware of Defendant Manouchehr’s deception and the true state of

STEC’s true revenues, earnings and business condition.

11

During the Company’s May 14, 2007, earnings conference call, Defendant

Manouchehr noted that “everybody in every industry that we are seeing, small or

large products that they build they are not trying to integrate Flash into it.” As

explained by The Wall Street Journal on January 14, 2008, EMC originally

expected that its systems incorporating ZeusIOPS would only be purchased by

financial institutions needing to “handle hundreds of transaction a second,” and,

during STEC’s 2008 first quarter conference call, Defendant Manouchehr stated

that systems incorporating ZeusIOPS had not yet been sent by the OEMs “to

anybody else besides the financial institutions.” However, Defendant Manouchehr

21











49.



1

2



conference call, Defendant Manouchehr noted that one ZeusIOPS customer that



3



was still in the qualification stage “wants a much larger volume for qualification



4



across their platforms,” and that “customers like that will pick up significantly.”

50.



5







Thus, as early as during the Company’s May 14, 2007, earnings



According to STEC, the achievement of volume production by a



6



specific OEM did not mean the end of the growth in the volume of its purchases



7



from STEC, because the volume of its requirements was likely to continue growing



8



as ZeusIOPS was integrated into more and more of the OEM’s systems for sale to



9



an increasing variety of end users – which is why, on August 3, 2009, during the



10



second quarter earnings conference call, with knowledge that what he was saying



11



would be deceptive, Defendant Manouchehr interchangeably used the terms “full



12



production” and “full ramping production.”

51.



13



In sum, it was made clear to the investing public, principally by the



14



Moshayedis, that in the ordinary course of STEC’s ZeusIOPS business, total sales



15



of ZeusIOPS were likely to grow over time and, not only were sales of ZeusIOPS



16



to any given customer likely to grow over time, but also, they were likely to exhibit



17



great spurts of growth as the customer transitioned from one phase of purchasing to



18



the next.

52.



19



As reported by STEC and Defendant Manouchehr during quarterly



20



earnings conference calls, from the time of STEC’s first collaborative efforts with



21



EMC during 2007 to create EMC systems incorporating ZeusIOPS, through the



22



second quarter of 2009 when EMC achieved “full ramping production” of such



23



systems, STEC’s revenues from ZeusIOPS sales increased from quarter to quarter,



24



and year to year by dramatic amounts. These reported results appeared to confirm



25



the scenario depicted principally by the Moshayedis of steadily increasing total



26

27

28







immediately added, “I think as we go forward during the year[,] in the second half

of the year, we will see more and more applications coming up.”

22











1



ZeusIOPS sales, driven by the transition of purchasers – up to this point, especially



2



EMC – from pre-qualification, to pre-production, to volume production of systems



3



incorporating ZeusIOPS.

53.



4

5



collaboration with EMC – STEC reported ZeusIOPS revenues of $11 million, with



6



just the last quarter of 2007 accounting for $7 million of that total.

54.



7



For the next year – 2008 – STEC reported ZeusIOPS revenues of



8



$52.7 million – making for a year-over-year increase of almost 400%. During the



9



Company’s year 2008 earnings conference call, Defendant Manouchehr stated that



10



“[o]ur ZeusIOPS business is growing through the roof.”

55.



11







For the year 2007 – the year when STEC reportedly began its



During the Company’s year 2008 earnings conference call, Defendant



12



Manouchehr predicted that STEC’s ZeusIOPS revenues for just the first half of



13



2009 would match STEC’s ZeusIOPS revenues for the entire year 2008. An



14



analyst for Capstone Investments commented that “STEC’s guidance [for the first



15



half of 2009] should be viewed as nothing short of spectacular.”

56.



16



Halfway through 2009, STEC reported ZeusIOPS revenues of $57.7



17



million for just the second quarter alone – exceeding in that one quarter the total



18



ZeusIOPS revenues reported for the entire previous year – and reported even larger



19



ZeusIOPS revenues -- $83.4 million – for the first half of 2009.

57.



20



These spectacular reported increases in ZeusIOPS revenues were



21



driven by spectacular reported increases in ZeusIOPS sales to EMC. Thus, during



22



the first quarter of 2009 – the last quarter prior to the Relevant Period – reported



23



ZeusIOPS sales to EMC totaled $7.55 million; while during the second quarter of



24



2009, reported ZeusIOPS sales to EMC totaled $33.6 million – an increase of more



25



than 300%.12
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12



The amounts of EMC’s ZeusIOPS purchases here alleged are derived from the

following facts: During the 2009 third quarter earnings conference call, Defendant

Manouchehr confirmed an analyst’s suggestion that EMC had purchased “$25
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58.
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On July 16, 2009, early in the third quarter and shortly before the



Offering, STEC was caused by the Securities Fraud Defendants to issue a press

release announcing an agreement with “one of its largest enterprise storage

customers” – later revealed to be EMC – to purchase $120 million worth of

ZeusIOPS SSDs “in the second half of 2009.”

59.



The EMC Agreement provided for average quarterly purchases of $60



million of ZeusIOPS by EMC during each of the quarters in the second half of

2009. Compared to EMC’s ZeusIOPS purchases during the 2009 second quarter –

approximately $33.7 million – the EMC Agreement provided for an increase in

average quarterly increase over the already high level of EMC’s purchases during

the 2009 second quarter, it was consistent with the scenario of increasing

ZeusIOPS sales to a customer in full production as consistently communicated by

the Individual Defendants, and was actually a much smaller percentage increase

than already had happened in the 2009 second quarter, when EMC’s ZeusIOPS

purchases had increased by 300%.

60.



19

20



During the 2009 Third Quarter, the Securities Fraud

Defendants Misrepresented the Nature of a New Agreement

with EMC, STEC’s Largest Customer.



Integral to the Securities Fraud Defendants’ (principally by







million” of ZeusIOPS during the 2009 second quarter. However, that number can

be made more precise: According to STEC’s Form 424B3 filed on August 3,

2009, EMC’s total purchases from STEC during the 2009 second quarter

accounted for 38.9% of STEC’s total revenues for that quarter. Because STEC’s

2009 second quarter reported revenue was $86.4 million, the precise amount of

EMC’s 2009 second quarter purchases of ZeusIOPS cannot have been more than

$33.7 million. Defendant Manouchehr’s statement demonstrates that, during this

period, essentially all of EMC’s purchases from STEC were for ZeusIOPS. The

amount of EMC’s purchases of ZeusIOPS during the 2009 first quarter can be

derived by subtracting the amount of EMC’s purchases from STEC during the

2009 second quarter from the amount of EMC’s purchases from STEC during the

entire first half of 2009. EMC’s purchases from STEC during the entire first half

of 2009, can in turn, be derived from the fact that, according to STEC’s second

quarter 10-Q, EMC accounted for 27.5% of STEC’s total revenues during the first

half of 2009. STEC’s reported revenues during the first half of 2009 totaled

$149.9 million.
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1



Defendants Manouchehr and Mark) conditioning the market in anticipation of the



2



Offering, they caused to be issued false and misleading information that would



3



inflate public perceptions of STEC’s business prospects. Significantly, STEC’s



4



July 16, 2009 press release communicated that the increased size of the average



5



quarterly purchases promised by EMC under the EMC Agreement resulted not



6



from any extraordinary circumstances or terms of the contract, but rather, from the



7



asserted fact that “sales of [EMC’s] enterprise storage systems utilizing our



8



ZeusIOPS drives have grown significantly.”

61.







9



STEC’s announcement was intended by the Securities Fraud



10



Defendants, Defendant Mike and the Trust Defendants to be interpreted by the



11



investing public as meaning that the EMC Agreement was a contract signed in the



12



ordinary course of STEC’s business (when each of them knew it was



13



extraordinary), that the size of the contract had been determined solely by a rise in



14



the volume of EMC’s recurring demand for ZeusIOPS, and that, going forward,



15



EMC would be purchasing roughly $60 million of ZeusIOPS every quarter. Thus,



16



on the day of STEC’s press release, an Oppenheimer analyst reported stated his



17



opinion based on such deception:



18



STEC brought out the big gun today (checks suggest

EMC), and announced a $120 M ZeusIOPS contract for

2H. Relative to our prior model [for 2H] that included

[a] $60-$70M contribution from EMC, this news raises

our model by $50M. Looking ahead to ‘10, we now

expect rev from EMC alone of &gt; $250M.
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62.



In other words, based on STEC’s press release, Oppenheimer was



induced to believe that EMC would purchase a bit more than $60 million of

ZeusIOPS in each of the four quarters.

63.



Not only did Oppenheimer understand STEC to be saying that the



level of EMC’s purchases would continue at $60 million per quarter, but also,

Oppenheimer believed based upon STEC’s statements that such purchases would

25











1



be made under subsequent contracts similar to the EMC Agreement. Thus, the



2



Oppenheimer report stated that “[we] believe/suspect that a similar supply contract



3



with EMC for all of ’10 must be in the works.”

64.



4



Following STEC’s July 16, 2009 assertions regarding the EMC



5



Agreement, the price of STEC stock rose another 15.2% or $4.20 per share in a



6



single day, over the previous day’s closing price, to close at $31.790 per share on



7



July 16, 2009, on extraordinary high trading volume. STEC’s stock price thus



8



reached another all-time high.



9



3.



10

65.







11



Defendants Continued to Make Misrepresentations

Concerning the EMC Agreement Following the Initial

Announcement



On August 3, 2009, in STEC’s second quarter earnings release, the



12



Securities Fraud Defendants repeated their July 16, 2009 announcement, stating



13



essentially, that the EMC Agreement covered EMC’s requirements for just the



14



second half of 2009. Thus, the earnings release stated that, during the Second



15



Quarter, STEC had signed a “$120 million contract to supply ZeusIOPS SSDs to a



16



major Enterprise-Storage customer for the second half of 2009.”

66.



17



On August 3, 2009, in the Offering Prospectus, included as part of the



18



Form S-3 Registration Statement for the Offering, the Securities Fraud Defendants



19



stated falsely:



20

21

22

23

24

25

26

27

28



“We expect continued growth in the sales of our

Flash-based SSD ZeusIOPS products through 2009

based on the accelerated adoption of our

ZeusIOPS SSDs by most of our major enterprisestorage and enterprise-server OEM customers into

their systems. As part of this expected growth, on

July 16, 2009 we announced an agreement with

one of our largest enterprise-storage customers for

sales of $120 million of ZeusIOPS SSDs to be

delivered in the second half of 2009.” [emphasis

added]



Like the Securities Fraud Defendants’ other statements about the Agreement, on

July 16, 2009, and August 3, 2009, not only did this statement omit the key fact

that the Agreement was not made in the ordinary course of the STEC’s business,

26











1



but also, this statement communicated a contrary impression by describing the



2



EMC Agreement solely as the result of EMC’s “adoption” of ZeusIOPS into its



3



systems and a resulting “growth” in EMC’s purchases. Following consultation



4



among the Moshayedis and the lawyers (who undoubtedly knew of the materiality



5



of the Agreement and its terms) who were drafting the Registration Statements for



6



the Offering, it was decided by them that the EMC contract required to be included



7



as an exhibit to it was intentionally not to be filed, all of which exacerbated the



8



deception of the investing public.

67.







9



On August 28, 2009, again reflecting investors’ intentionally induced



10



understanding that the $120 million EMC contract was made in the ordinary course



11



of STEC’s ZeusIOPS business, and that going forward such contracts with EMC



12



would be repeated every six months, an analyst report published by Needham



13



stated that “[l]ooking forward, we see a high likelihood of a follow-on contract



14



order with at least STEC’s top OEM customer in 1H10 getting signed within the



15



next 3 months.”



16



68.



Eight days after the August 3, 2009, statements about the Agreement,



17



Defendants Manouchehr and Mark sold their stock in the Offering for $267.8



18



million.

69.



19



Three months after the Offering, on November 3, 2009, during



20



STEC’s 2009 third quarter earnings conference call, Defendant Manouchehr



21



admitted that, contrary to the impression created by STEC’s statements on July 16



22



2009, and August 3, 2009, “when we did sign the [EMC Agreement], we did – this



23



was a one-off type of a deal,” and added that “I don’t think we are going to be



24



asking our customer for another commitment.”

70.



25



During the Company’s 2009 third quarter earnings conference call,



26



contrary to the impression created by STEC’s statements on July 16, 2009 and



27



August 3, 2009 that the volume of purchasing under the EMC Agreement would be



28



repeated by EMC going forward, Defendant Manouchehr admitted that “[EMC]

27











1



might carry inventory of our ZeusIOPS at the end of 2009 which they will use in



2



2010.”

71.



3

4



release, also filed on November 3, 2009, which stated that “[w]e recently received



5



preliminary indications that our customer [who placed a $120 million supply



6



agreement with us for shipments covering the second half of 2009] might carry



7



inventory for our ZeusIOPS at the end of 2009 which they will use in 2010.”

72.



8

9







STEC made the same disclosure in its 2009 third quarter earnings



As shown by the following exchange between Defendant Manouchehr



and a securities analyst during the Company’s November 3, 2009, earnings



10



conference call, the November 3, 2009 disclosure contradicted investors’ prior



11



understanding that the EMC Agreement represented a new level of purchasing by



12



EMC, expected by STEC to recur every six months. Moreover, the exchange also



13



shows that Manouchehr knew that investors had been led to believe that the EMC



14



Agreement covered only six months worth of EMC’s requirements. Thus, the



15



analyst asked:

“If indeed EMC does carry some inventory . . . if the sell

through isn’t as great as $120 million, that would imply

the first quarter would most likely be smaller than what

analysts are modeling at right now, is that correct?”

[Emphasis added]
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28



Defendant Manouchehr then responded: “That is true and that is why

we have put that in our release.”

73.



Subsequently, on February 23, 2010, in STEC’s earnings release for



the 2009 fourth quarter and full year, the Company made another disclosure that

lent further clarity to the misleading impression created by the Securities Fraud

Defendants’ statements on July 16 and August 3, 2009 that the EMC Agreement

represented a new increased level of purchasing by EMC that would be repeated

going forward. Thus, the February 23, 2010 earnings release stated, “[W]3 not

anticipate this inventory carryover to continue to negatively impact our sales to this

customer during the first half of 2010, as we do not expect any meaningful

28











1



production orders from this customer during that time.”

74.



2

3



earnings release contradicted the impression that had been created by the Securities



4



Fraud Defendants’ statements on July 16, 2009 and August 3, 2009 is shown by a



5



securities analyst’s report published by B. Riley on February 24, 2010, which



6



stated “STEC’s new guidance indicates that it expects EMC to take at least a whole



7



year to work through its $120MM July 2009 order for ZeusIOPS SSDs; this order



8



was envisioned as meeting six months of demand.”

75.



9







The fact that the information in the Company’s February 23, 2010,



Similarly, a securities analyst’s report published by Oppenheimer on



10



February 24, 2010, stated, “Now that EMC’s supply contract with STEC for



11



$120M is indicative of a full-year run rate v. half year, we are resetting out ‘10E



12



EPS . . . and dropping our PT . . . “

76.



13



Still another securities analyst’s report – this one published by



14



Deutsche Bank on February 23, 2010 – suggested that the analyst had been misled



15



regarding the ongoing level of EMC’s requirements, stating “we had assumed



16



EMC’s demand for SSDs was higher than it now appears . . . We now see EMC



17



revenue of roughly $25M/Q in F2H-10, which we believe has been EMC’s true



18



demand over the past few Qs.” Significantly, a purchase volume of $35 million



19



per quarter – the volume proposed by the Deutsche Bank analyst as EMC’s “true



20



demand” – is only about half of the quarterly volume of purchases under the EMC



21



Agreement, which is just another way of saying that the true period covered by the



22



EMC Agreement was twice as long as investors had been led to believe. Also



23



significantly, an EMC purchase volume of $35 million per quarter is only about the



24



same as the volume that EMC had reportedly purchased during the 2009 second



25



quarter ($33.6 million), the quarter that ended just prior to the announcement of



26



the EMC Agreement – which, in turn, was quickly followed by the Moshayedis’



27



and Trust Defendants’ sale of their stock.

77.



28



Like the Deutsche Bank report, a Thomas Weisel Partners report

29













1



published on February 24, 2010, expressed a belief that investors had been misled.



2



The report lowered the analyst’s price target for STEC stock based on “our loss of



3



confidence in STEC management.”

78.







4



Ultimately, Defendant Manouchehr himself admitted that, although



5



EMC had a certain recurring volume of demand for ZeusIOPS, in the words of the



6



Deutsche Bank analyst, EMC’s “true [quarterly] demand” was only about half of



7



the quarterly volume of EMC’s purchases under the EMC agreement. Thus,



8



during the 2010 first quarter earnings conference call, an analyst asked Defendant



9



Manouchehr “So maybe your normalized quarterly revenue run rate for ZeusIOPS



10



is somewhere between $30 million and $40 million. Is that a fair statement?



11



Defendant Manouchehr answered: “I can speculate, but those numbers seem to be



12



logical.” Since quarterly purchases by the other OEM’s during each of the three



13



quarters from the 2009 third quarter through the 2010 first quarter ranged from



14



$6.7 million to $10.4 million,13 that means the “normalized quarterly”



15



requirements of EMC were [$30 million - $40 million] minus [$6.7 – 10.4



16



million], or, at most, about $33.3 million.



17



B.



18



1.
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20
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23

24

25
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27

28



The Securities Fraud Defendants Knew that Their

Representations Regarding the EMC Agreement Were False.



79.



Defendant Manouchehr Subsequently Admitted That the

Securities Fraud Defendants Always had Known that the

EMC Agreement was a One-Off Contract.



On July 16, 2009, when STEC was caused by the Securities Fraud



Defendants to announce the EMC Agreement, and on August 3, 2009, when the

EMC Agreement was again touted, the Securities Fraud Defendants already knew

or should have known that the $120 million contract was an exceptional, one-time



13



The calculation of ZeusIOPS purchases by the other OEMs during each quarter

of 2009 is explained below. The amount of their purchase during the first quarter

of 2010 is derived from the fact that ENMC made no ZeusIOPS purchases during

that quarter and, according to Defendant Manouchehr’s statement during the 2009

first quarter earnings conference call, STEC’s ZeusIOPS revenues during that

quarter were $10.4 million.
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1



purchase agreement, not indicative of a new ongoing level of demand for STEC’s



2



ZeusIOPS product by EMC, and that, going forward, EMC would not be



3



purchasing similar volumes every six months. Thus, on November 3, 2009, during



4



STEC’s third quarter earnings conference call, when Defendant Manouchehr first



5



admitted that the EMC Agreement was “a one-off type of a deal,” he did not



6



describe this fact as a new discovery. To the contrary, he stated “So when we did



7



sign the [EMC Agreement], we did – this was a one-off type of a deal.”



8



2.

Defendant Manouchehr’s Admission Also Means the

Securities Fraud Defendants Knew that EMC Would Not

Continue Purchasing at the Same Volume



9

80.







10



The Securities Fraud Defendants’ knowledge on July 16, 2009 and



11



August 3, 2009, that the EMC Agreement was “a one-off type of a deal,” also was



12



knowledge that, after the end of the period covered by the Agreement, EMC would



13



not continue buying at the same volume as under the Agreement, because, as



14



Defendant Manouchehr admitted, purchases from STEC at such a volume could



15



not be made by any of STEC’s customers unless they entered into an agreement –



16



such as the EMC Agreement – in advance of the purchases. Thus, during the



17



August 3, 2009, earnings conference call, when asked by a securities analyst



18



whether STEC would sign other agreements similar to the EMC Agreement,



19



Defendant Manouchehr responded, “when you get to a point where the amount of



20



components that you need are extremely large, we can’t or we won’t, at least, go



21



make those commitments to our suppliers and bring the parts in on a whim. We



22



need to have [a] very solid forecast and solid commitments in order to do that.”



23



Because each of the Securities Fraud Defendants always had known that EMC



24



would not be making any more such agreements – because the Agreement was a



25



“one off” contract – they also always had known that EMC would not continue



26



purchasing ZeusIOPS at volumes similar to its purchases under the Agreement.



27
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3.



1

81.



2



The knowledge of the Securities Fraud Defendants on July 16, 2009,



3



and August 3, 2009, that after the term of the Agreement, EMC would not be



4



making recurring purchases of a volume similar to its purchases under the



5



Agreement is also supported by EMC’s subsequent statement, made during its own



6



January 6, 2010, earnings conference call, that the EMC Agreement was not



7



intended to cover EMC’s requirement only for the second half of 2009, but, rather,



8



“was designed to protect ourselves going into first quarter [2010] against what we



9



knew would be a tight supply environment.”

82.



10







STEC’s Intimate Relationship With its OEM Customers

Also Supports the Securities Fraud Defendants’ Scienter



EMC’s statement on January 6, 2010, is indicative not only of EMC’s



11



knowledge, but also, of the Securities Fraud Defendants’ knowledge, but also, of



12



the such Defendants’ knowledge, given Defendant Manouchehr’s statement about



13



STEC’s need for advance warning regarding an OEM’s large supply requirements,



14



and given STEC’s prior statements, described below, that STEC and EMC had a



15



long-running, still ongoing, intensely intimate working relationship.

83.



16



Thus, on November 10, 2008, during STEC’s 2008 third quarter



17



earnings conference call, a STEC spokesperson stated, “the largest Enterprise



18



Storage customer we are in production with, it took us over a year of daily and



19



weekly meetings with our engineering teams, and we went through more than 30



20



firmware revisions to optimize the performance of our products with their system.”

84.



21



Indeed, as far back as January 14, 2008, STEC announced that “EMC



22



and STEC [had] collaborated . . . [o]ver the past year” – i.e., starting a full two and



23



a half years before the EMC Agreement was signed, -- declared that STEC was



24



“delighted to partner with EMC,” and described EMC’s selection of ZeusIOPS as



25



a “union” of STEC and EMC.

85.



26



Moreover, STEC’s own statements show that its intimate relationship



27



with its OEM customers constitutes straight through such customers’ production



28



phase. STEC’s 2008 10-K, filed on March 12, 2009, states that “[d]uring our

32











1



customers’ production phase, we provide extensive support which includes



2



training, system-level design, implementation and integration support.” Indeed, as



3



an analyst observed during STEC’s 2009 third quarter earnings conference call



4



without being contradicted by any Defendant, at that late date, a full quarter after



5



the EMC Agreement had been signed, STEC still had its own engineers “co-



6



located with EMC.”
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7



Still further support for the scienter of Defendant Manouchehr and the



8



other Securities Fraud Defendants is provided by the timing of his admission that



9



“when we did sign the [EMC Agreement], we did – this was a one-off type of a



10



deal.” This admission followed rather than preceded not only the initial,



11



misleading explanation of the EMC Agreement, but also, the sale of nine million of



12



their own personal shares of STEC by Defendants Mark and Manouchehr for



13



$267.8 million as well as the shares sold by Defendant Mike and the Trust



14



Defendants. Moreover, the admission followed the misstatements about the



15



Agreement and the sale of the Moshayedis’ stock so quickly that it came at the end



16



of the same quarter in which the misstatements were made and the stock was sold,



17



and did so despite the fact that, at the time of the admission, the EMC Agreement



18



still had another full quarter to run.

87.



19



Indeed, after Defendant Manouchehr’s admissions during the



20



November 3, 2009, conference call, a securities analyst from Thrivent Asset



21



Management indignantly pointed out to Defendant Manouchehr that “in August,



22



you guys are [sic] sold a majority position of your stock,” and then asked “are you



23



considering buying any back?”

88.



24



Also significant is the fact that Defendant Manouchehr uses the term



25



“we” in his admission. From the beginning, Defendant Mark knew as much about



26



the Agreement as Defendant Manouchehr did, because, as stated by a confidential



27



witness who was one of STEC’s regional sales managers at the time when the



28



Agreement was executed and announced, both Defendants Manouchehr and Mark
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1



were heavily involved in the Company’s large deals as indicated by a confidential



2



witness in the Securities Litigation: “nothing happened at that place without those



3



two.”14
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89.



The Securities Fraud Defendants’ Failure To File The EMC

Agreement With Form S-3 Registration Statements, After

Promising The SEC That Any Material One-Off Contracts

With EMC Would Be Filed, Is Additional Evidence Of

Their Scienter With Respect To Their Misleading

Statements About The EMC Agreement



Pursuant to Item 601(b)(10) of Reg. S-K and its instructions, “[e]very



contract not made in the ordinary course of business [such as the EMC Agreement]

which is material to the registrant,” and, even if made in the ordinary course of

business, “[a]ny contract upon which the registrant’s business is substantially

dependent” must be filed with the Form 10-Q or 10-K for the period during which

the contract was executed. Among other justifications for this requirement,

disclosing to investors the terms of the contract protects them from being misled

into believing that a significant one-time contract obtained, for example, by the

registrant having made extraordinary promise, is indicative of an ongoing trend in

the issuer’s results of operations.

90.



Upon information and belief, to this day, the Securities Fraud



Defendants have not caused STEC to file the $120 million EMC Agreement with

the SEC as the Company was and is required to do.

91.



Moreover, no later than the end of August 2009, STEC and the



Securities Fraud Defendants were on notice that failure to file a “one-off” contract

of such central importance to its business as the EMC Agreement would be viewed

as highly questionable by the SEC. By letter dated August 28, 2009, the SEC



25
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14



This confidential witness apparently worked for STEC from February 2006

through July 2009. He was the Company’s Regional Sales Manager for the San

Francisco Bay Areas and Pacific Northwest and reported to Mike Nilsson, STEC’s

Worldwide Vice President of Sales. Plaintiff alleges that to the extent Defendants

Manouchehr and Mark were knowledgeable, Defendant Mike was as well.
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1



wrote to STEC questioning, among other things, the Company’s failure to file



2



other, much smaller agreements with EMC that had been made during the previous



3



year – when EMC accounted for a much smaller proportion of STEC’s business



4



than it accounted for in 2009.

92.



5

6



agreement” with EMC, such as was referred to in STEC’s 2008 10-K Annual



7



Report, had been filed with that Form 10-K, given that, even at that early date,



8



EMC already accounted for 15.2% of STEC’s total revenues.

93.



9







Thus, by letter dated August 28, 2009, the SEC asked why no “master



STEC’s only proffered defense for this earlier failure was an argument



10



that the Company knew could not excuse its failure to file the EMC Agreement,



11



which was of the utmost materiality to the statements made publicly with regard to



12



it, including those made within the Company’s S-3 Registration Statements filed



13



with the SEC in connecting with the Offering. Thus, by publicly filed letter, dated



14



September 10, 2009, signed by Defendant Cook, the Securities Fraud Defendants



15



responded to the SEC that, “STEC’s master agreements typically are non-exclusive



16



and do not contain any binding long-term volume commitments . . . actual sales



17



of STEC products are made through more specific sales agreements such as



18



individual purchase orders.”

94.



19



The SEC was not satisfied with Defendant Cook’s response which



20



was, itself, deceptive. Thus, by letter dated September 30, 2009, the SEC again



21



wrote to STEC, stating

“[I]t remains unclear to us how you have concluded that you are not

substantially dependent upon any of your agreements with . . . EMC

Corporation, such that they are not required to be filed pursuant to

Item 601(b)(10)(ii)(B) of Regulation S-K. We note your statements

that STEC’s master agreements typically are non-exclusive and that

they do not contain any binding long-term volume commitments, and

that actual sales are made through more specific sales agreements

such as purchase order . . . With respect to any individual purchase

order that accounted for a significant amount of the company’s

revenues, please advise how you concluded that any such purchase

order is not required to be filed as a material contract under Item

601(b)(10).” [Emphasis added]
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28



By publicly filed letter dated October 13, 2009, and again signed by
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1



Defendant Cook, the Company responded that:



2



“STEC received over 100 individual purchase orders from EMC

related to 2008 deliveries. The amounts of these purchase orders

ranged from $450 up to approximately $5.2 million for the largest

individual purchase order . . . As a result, STEC believes that none of

the individual EMC purchase orders received for 2008 Shipments

constitutes a material contract under Item 601(b)(10) of Regulation SK.” [Emphasis added]



3

4

5
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6



Thus, the only excuse that Defendant Cook even attempted for the



7



Company’s failure to file any EMC agreement with the 2008 Form 10-K or the S-3



8



Registration Statements was that the largest actual purchase order by EMC during



9



2008 was for only $5.2 million. Obviously, such an argument could not possibly



10



excuse STEC’s failure to file the EMC agreement, since that agreement was for



11



$120 million – an amount 23 times larger than STEC’s largest previous binding



12



commitment from EMC.

97.



13



Moreover, while the SEC expressed concern about STEC’s failure to



14



file any agreement with EMC during a period of 2008 in which EMC accounted



15



for as much as 15.2% of STEC’s revenues, EMC’s importance to STEC



16



subsequently increased, until by the second quarter of 2009, EMC accounted for



17



38.9% of STEC’s revenues, as disclosed in STEC’s Form 424B3 filed on August



18



3, 2009.

98.



19



Significantly, STEC’s September 10, 2009, letter to the SEC ended



20



with a statement that “[g]oing forward, the Company will continue to assess each



21



quarter whether it is depended upon anyone agreement such that an exhibit filing is



22



required under Item 601(b)(10)(ii)(B).” [Emphasis added] Nevertheless, even after



23



making this promise to the SEC, the Individual Defendants, each of whom had



24



signed the Form S-3 Registration Statements, still failed to file the EMC



25



Agreement – as they immediately should have done, attaching it to a Form 8-I.

99.



26



By failing to file the EMC Agreement with STEC’s 2009 second



27



quarter Form 10-Q, or to file the Agreement with a Form 8-K immediately after



28



receiving the SEC’s August 28, 2009, letter, the Securities Fraud Defendants sent a

36











1



misleading message to investors that the EMC Agreement did not need to be filed



2



with the SEC, because it was a contract made in the ordinary course of business.

100. By failing to file the EMC Agreement, the Securities Fraud







3

4



Defendants also sent a misleading message that STEC’s business was not



5



“substantially dependent on” the EMC Agreement. This second misleading



6



message was reinforced by an explicit false statement made in Defendant Cook’s



7



September 10, 2009 letter to the SEC, that “in the unlikely event a customer should



8



default under a purchase order or other sales agreement, including the EMC



9



Agreement.



10



101. The Securities Fraud Defendants’ failure to file the EMC Agreement



11



with the SEC was a material violation of Regulation S-K. Moreover, their failure



12



to so file it even after the Securities Fraud Defendants’ failure to file the EMC



13



Agreement with the SEC subsequent to the Commission’s specific requests raises a



14



strong inference that all of the Securities Fraud Defendants’ false



15



statements/omissions regarding EMC in the Offering Prospectus, in the S-3



16



Registration Statements and otherwise were made with an intention to conceal the



17



full truth about the Agreement from investors.
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During The 2009 Third Quarter, The Securities Fraud Defendants

Made Multiple Misleading Statements And Material Omissions

Regarding Sales Of ZeusIOPS To STEC’s Other OEM Customers.

The Securities Fraud Defendants Falsely Represented That

They Expected The Other OEMS To Increase Their

ZeusIOPS Purchases During The Second Half Of 2009.



102. At the same time that the Securities Fraud Defendants made or caused

to be made misstatements regarding the EMC Agreement, they also stated falsely

that they expected ZeusIOPS sales to increase to most o their order OEM

customers during the second half of 2009 – which, at that time, had five months

left to run. Thus, in the Offering Prospectus, filed on August 3, 2009, they caused

STEC to state:

“We expect continued growth in the sales of our

37











Flash-based SSD ZeusIOPS products through 2009

based on the accelerated adoption of our ZeusIOPS

SSDs by most of our major enterprise-storage and

enterpriser-server OEM customers into their

systems.” [Emphasis added]
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12



103. Based on STEC’s 2009 second quarter earnings release, also

disseminated on August 3, 2009, investors were informed that the reference in the

Offering Prospectus to STEC’s “major enterprise-storage and enterprise-server

OEM customers” included Fujitsu and Compellent, as well as the five OEM

customers previously referenced during the 2009 first quarter conference call –

EMC, IBM, HP, Hitachi and Sun. The Company’s second quarter earnings release

stated that one of the “highlights” of STEC’s 2009 second quarter had been

“accelerated adoption of the ZeusIOPS SSDs into major Enterprise-Storage

Enterprise-Server OEM customers including IBM, Fujitsu, Compellent and HP.”

a.
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Subsequent Analyst Reports Reflected This Statement



104. Securities analysts’ responses to STEC’s assertion demonstrated their

understanding that STEC’s management was predicting continued revenue growth

based on the Other OEMs increasing their ZeusIOPS purchases during the second

half of 2009.

105. On August 3, 2009, a securities analyst’s report by Thomas Weisel

Partners noted that STEC had given an “upbeat outlook as the growth acceleration

driven by the enterprise-SSD ZeusIOPS segment continues to ramp,” and that

“[t]he company expects . . . enterprise storage OEMs [to] continue ramping.”

106. On August 4, 2009, a securities analyst’s report issued by

ThinkEquity, LLC noted that STEC’s product mix had shifted toward ZeusIOPS

and that “[w]e believe 2H09 should see continuing upside to the consensus, with

ramps outside EMC.”

107. On August 4, 2009, a securities analyst’s report issued by Capstone

Investments stated that “STEC’s SSD revenue acceleration over the last 12-months

has been nothing short of phenomenal,” ZeusIOPS revenues grew during the
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1



second quarter “as largest customer EMC continues it appetite for adoption during



2



FY09,” and “[f]urther customer acceleration is likely during 2H09 as IBM, HPQ,



3



[Compellent] and Fujitsu all begin to ramp from sampling orders towards full



4



production.”

108. On August 4, 2009, a securities analyst’s report issued by Needham



5

6



stated “STEC’s string of successes continued in the June quarter, with strong



7



growth in ZeusIOPS and impressive margins. We expect this trend to repeat as



8



STEC’s customers ramp and deploy SSDs into the marketplace.”

109. On August 10, 2009, Wedbush Morgan (“Wedbush”) initiated







9

10



research coverage of STEC, with its securities analyst noting that STEC had



11



“captur[ed] design wins at leading OEM’s and had “secured at $120MM supply



12



agreement with one of its leading customers who we believe to be EMC.” The



13



analyst then added that:

“[w]e expect due to STEC’s monopoly of the fibre channel

SSD market (i.e., with ZeusIOPS] that it will likely secure

similar supply agreements with the company’s other Tier 1

OEMs. We expect these announcements to be positive analyses

in the near term driving shares higher.” [Emphasis added]



14
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17



Although ZeusIOPS’ monopoly of the fibre channel SSD market was a reason why



18



any customer deciding to purchase a fibre channel SSD would buy it from STEC,



19



the timing of the expected supply agreements reported by this analyst:

“in the near term” – clearly reflected STEC’s prediction in the

Prospectus of “continued growth in the sales of our Flash-based

SSD ZeusIOPS products through 2009 based on the

accelerated adoption of our ZeusIOPS SSD by most of our

major enterprise-storage and enterprise-server OEM customers

into their systems.” [Emphasis added]



20

21

22



110. On August 16, 2009, a securities analyst’s report issued by Deutsche



23

24



Bank, titled, “In the lead in a rapidly growing market,” reported that, in addition to



25



the purchases of ZeusIOPS by EMC, “STEC is also ramping new business with



26



IBM, HP, Hitachi and Sun, and we expect these customers’ volumes to grow over



27



the next few quarters.”

111. On September 9, 2009, a securities analyst’s report issued by



28
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1



JPMorgan initiated coverage of STEC, describing it as “the high-growth story in



2



our coverage universe and technology in general,” and reporting as fact “the



3



pending cascade of revenues as multiple OEM customers [of STEC’s SSDs]



4



prepare to ramp.”

112. Although, during the Company’s August 3, 2009, second quarter







5

6



earnings conference call, Defendant Manouchehr did say that STEC’s customers



7



other than EMC were “maybe a quarter or a two away from full ramping



8



production,” this statement did not contradict the statement in STEC’s Offering



9



Prospectus that increased sales were expected from the OEMs other than EMC



10



during the second half of 2009. For one thing, the Securities Fraud Defendants had



11



never said that ZeusIOPS sales would only increase when customers were in full



12



production. On the contrary, the Securities Fraud Defendants had consistently



13



represented that increases in sales of ZeusIOPS could be expected quarter after



14



quarter even in the absence of any OEM being in full production. As early as



15



during the 2008 second quarter earnings conference call, before STEC had



16



announced that any of its five large OEM customers was in full production or that



17



any of the large OEM’s had even “qualified” ZeusIOPS for any system, Defendant



18



Manouchehr had asserted that “we have shown quarter after quarter that Zeus



19



growth is [an] absolute possibility and it is happening.” For another thing, on



20



August 3, 2009, there were still five months – or almost two full quarters – left in



21



2009. Therefore, it would be consistent with the other OEMs being “a quarter or



22



two away from full production” if they began transitioning to full production



23



before the end of the year. This is precisely the message received by the securities



24



analyst at Capstone Investments, who reported on August 4, 2009, that “[f]urther



25



customer acceleration is likely during 2H09 as IBM, HPQ, CML and Fujitsu all



26



begin to ramp from sampling orders towards full production.”

b. The Statement was False



27



113. Contrary to the statement that the Securities Fraud Defendants’ caused



28



40











1



to be made that the other OEMs would increase their ZeusIOPS purchases during



2



the second half of 2009, ZeusIOPS purchases by the other OEMs during the



3



second half of 2009 dramatically shrank, from $42.2 million in the first half of



4



2009, to only $14.7 million in the second half of 2009.15

114. The following table (with number representing millions) shows, for



5

6



each quarter of 2009, (1) total sales of ZeusIOPS, (2) sales of ZeusIOPS to EMC,



7



and (3) sales of ZeusIOPS to the other OEMs:



8

Q1 2009 Q2 2009 Q3 2009 Q4 009



9

10



Total ZeusIOPS Revenues



$25.7



$57.7



$60.7



$74.0



EMC’s ZeusIOPS Purchases



$7.6



$33.6



$54.0



$66.



The Other OEM’s ZeusIOPS Purchases



$18.1



$24.1



$6.7



$8.0



11







12

13

14



115. Moreover, as further explained, infra, at the time when the Securities



15



Fraud Defendants stated that they expected sales of ZeusIOPS to the other OEMs



16



to grow during the second half of 2009, they knew that their statement was false,



17



and knew that, contrary to their statement, such sales would drop – and drop



18



dramatically.



19



c.



20



The Statement was Knowing False When Made



116. As demonstrated, infra, the Securities Fraud Defendants’ knowledge,



21



on August 3, 2009, that sales to the other OEMs would drop during the second half



22



of 2009 is shown by the fact that, as of August 3, 2009, these Defendants already



23



had caused the Company to order almost the exact amount of supplies – i.e.,



24



inventory – that ultimately was needed by STEC in order to sell the amount of



25

26

27

28





15



The amount of ZeusIOPS purchases by the other OEMs has been calculated by

subtracting the amount of ZeusIOPS purchases by EMC from the total amount of

STEC’s ZeusIOPS revenues. The total amount of STEC’s quarterly ZeusIOPS

revenues was disclosed during STEC’s quarterly earnings conference calls.
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1



ZeusIOPS to both EMC and the other OEMs that actually was sold during the



2



second half of 2009, while leaving STEC, at the end of 2009, with the amount of



3



inventory on hand that, according to the Securities Fraud Defendants themselves,



4



was optimal.



5

6



The Securities Fraud Defendants’ Knowledge

Of The Amount Of Future Sales Was Greater

For ZeusIOPS Than For STEC’s Other

Products



117. Starting prior to the Relevant Period, the Securities Fraud Defendants



7







i.



8



made clear to investors that their knowledge of the amount of future sales was



9



greater for ZeusIOPS than for their other products.



10



118. On March 12, 2009, during the Company’s 2008 fourth quarter



11



earnings conference call, an analyst asked Defendant Manouchehr, “[a]s your Zeus



12



product line continues to grow as a piece of your overall mix, is this enabling you



13



with any level of improved visibility positively.” As an example of STEC’s



14



greater knowledge of future sales when those sales are based on ZeusIOPS,



15



Manouchehr then pointed out that, as of March 12, “[w]e already said that the first



16



half this year, we think that we’re going to surpass what we did in last year.”

119. As an example of STEC’s ability to accurately estimate future sales of



17

18



ZeusIOPS, during the Company’s 2008 third quarter earnings conference call,



19



Defendant Manouchehr pointed out that, as much as “6 quarters ago, “ STEC had



20



estimated that sales of ZeusIOPS for the year 2008 would total $50 million. Six



21



quarters – one and a half years – after making that estimate, during the 2008 fourth



22



quarter earnings conference call, the estimate apparently was verified when STEC



23



announced that its ZeusIOPS sales for 2008 totaled $53 million.

120. The Securities Fraud Defendants’ accurate knowledge of future



24

25



demand for ZeusIOPS results from the close collaboration between STEC and its



26



ZeusIOPS customers, as described by STEC in its January 14, 2008 press release



27

28

42











1



regarding EMC, and by Defendant Manouchehr during the Company’s 2008 third



2



quarter earnings conference call – quoted, supra, in paragraphs 51 and 91.16

121. Without this close collaboration with its customers and the resulting



3

4



advance knowledge that STEC had regarding ZeusIOPS demand, the Company



5



would not have been able to implement what its 2008 Form 10-K Annual Report



6



referred to as STEC’s “strategy of closely matching inventory levels with product



7



demand.”



8



STEC Ordered Inventory In Advance In Order

To Fill Expected ZeusIOPS Purchases



122. As disclosed in STEC’s quarterly SEC filings, the majority of its



9







ii.



10



inventory is comprised of the raw materials that the Company needs to build it



11



products. As also disclosed in STEC’s quarterly SEC filings, in order to prepare



12



for expected future sales of ZeusIOPS, STEC makes “non-cancelable inventory



13



purchase commitments.” [Emphasis added] Thus, as stated in STEC’s 2009



14



Form 10-K Annual Report, filed on February 23, 2010, STEC makes such “non-



15



cancellable inventory purchase commitments as a result of the actual and



16



anticipated growth in orders for our ZeusIOPS products.” [Emphasis added]

123. Thus, during the Company’s 2008 second quarter conference call, on



17



20



August 4, 2008, Defendant Manouchehr stated that, for STEC’s SSDs:

“[w]e will see good purchase orders and forecasts from major OEMs

that carry on up to first quarter of 2009 [i.e., through two full future

quarters] and as a result, we locked in all the material that was needed

for all of that purchase order.” [Emphasis added]



21



124. In short, as soon as the Company knows the amount of its future



18

19



22



ZeusIOPS sales, STEC makes non-cancellable inventory purchase commitments



23



sufficient to provide for those sales; and STEC usually knows the amount of its



24



future ZeusIOPS sales at least two quarters in advance of completing the sales.



25

26

27

28





16



As explained by a confidential witness in the Securities Litigation, the former

Chief Technologist for Storage and Data Management at Sun, when an OEM

requires supplies of SSDs, it is to the advantage of the OEM to give its supplier

advance notice of its requirements, in order to avoid any bottlenecks in the chain of

supply.
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125. In addition to calibrating its non-cancelable inventory purchase



1

2



commitments to support its future ZeusIOPS sales, STEC also calibrates its non-



3



cancellable inventory purchase commitment so as to leave STEC with a certain



4



amount of inventory at the end of each quarter. On May 11, 2009, during the



5



Company’s 2009 first quarter earnings conference call, Defendant Manouchehr



6



was asked whether STEC was planning on changing its inventory level. He



7



responded “I think our inventory will remain in the $40 million range. I think that



8



is our goal, to keep it in the $40 million range.”

iii. At The Time When The Offering Prospectus

Was Issued, STEC Had Ordered The Amount

Of Inventory Actually Needed For The Sales

Subsequently Made During The Second Half Of

2009



9

10

11







12

13

14

15

16

17

18

19

20

21

22

23



126. Based on information from STEC quarterly reports for the 2009

second, third and fourth quarters, the following chart shows both the amount of

inventory ordered in a given quarter for future use, and the amount of inventory

actually used in a given quarter to support the sales made in that quarter. The

amount of inventory ordered for future use is the amount of “non-cancellable

inventory purchase commitments.” The amount of inventory actually used in a

given quarter to support the sales made in that quarter is, essentially, the “cost-ofrevenues” for that particular quarter. As shown in the preceding chart, the cost of

STEC’s revenues – i.e., the amount of inventory actually used by the Company in

order to make its sales – in the third and fourth quarters of 2009 was, in turn, $49.5

million and $52 million. Therefore, for the entire second half of 2009, STEC’s

cost of revenues was $101.5 million.



24

25

26

27

28
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1

2



7



STEC Revenues and Inventory ($ 000s)

Reporting

2Q 2009 3Q 2009 4Q 2009

Period

86,350

98,293

106,004

Net revenues

43,177

49,478

52,078

Cost of revenues

Non-cancelable

inventory

103,222

6,859

14,177

purchase

commitments



8



Inventory



3

4

5

6



9

10

11







12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28



37,656



35,555



42,739



127. As also shown in the preceding chart, the non-cancelable inventory

purchase commitments made by STEC in advance of the second half of 2009,

during the second quarter of 2009, was $103 million, almost exactly equal to the

cost of the total sales that STEC actually made during the second half of 2009.

128. Moreover, during the 2009 third quarter when STEC was falsely

announcing that it expected ZeusIOPS sales to the other OEMs to increase during

the second half of 2009, STEC’s non-cancelable inventory purchase commitments

were a de minimis $6.9 million – which was just enough to bring STEC’s total

inventory on hand at the end of 2009 to $42.7, almost exactly equal to the $40

million goal announced by Defendant Manouchehr during the Company’s 2009

first quarter earnings conference call.

129. If, in August, when they made their misstatements, the Securities

Fraud Defendants had really expected ZeusIOPS sales to the other OEMs to

increase during the second half of 2009, they would have ordered inventory

sufficient to support such increased sales. Instead, at the same time when the

Securities Fraud Defendants were publicly stating an expectation that sales to the

other OEMs would increase, they were ordering just enough inventory to provide

for sales of ZeusIOPS to the other OEMs that would drop by more than $27

million during the second half of 2009, as compared to the first half of 2009.

45











d. Investors were surprised when the truth was partially

disclosed on November 3, 2009.



1

2



i.



3

4

5

6

7

8

9

10

11







12

13

14

15

16

17

18

19

20

21

22

23



130. On November 3, 2009, during STEC’s 2009 third quarter earnings

conference call, Defendant Manouchehr not only admitted that the EMC

Agreement was a “one-off type of a deal,” but also, that “the rest of the

[ZeusIOPS] account did not come along as fast as we had anticipated. So,

therefore, their numbers were down.” [Emphasis added]

131. Defendant Manouchehr added that IBM’s purchases of ZeusIOPS

“dropped off significantly in the third quarter” and that Sun’s purchase of

ZeusIOPS were below “normal volumes.”

132. During the Company’s November 3, 2009, conference call, and in

STEC’s 2009 third quarter earnings release – disseminated on the same day –

STEC issued its fourth quarter revenue guidance. The increase in fourth quarter

revenues predicted by this guidance – only $2.7 to $4.7 million – was substantially

less than the expected increase in fourth quarter sales to EMC under the EMC

Agreement -- $12 million. Because any increased sales of ZeusIOPS during the

fourth quarter therefore would be attributable to the EMC Agreement, there would

be no fourth quarter recovery of ZeusIOPS sales to the other OEMs during the

fourth quarter, ZeusIOPS sales to the other OEMs during the entire second half of

2009 were not even going to match the level of such sales during the first half of

2009, much less would there be any increase in such sales as compared to during

the first half of 2009.



24

25

26

27

28



Sales To The Other OEMS Were Down And

Would Not Recover During 2009



ii.



The Other OEMS Had Not Even Started

Building Systems Incorporating ZeusIOPS



133. One securities analyst noted that these results were contrary to the

Securities Fraud Defendants’ prior representations regarding their ability to

forecast ZeusIOPS sales. The analyst stated:

“Your visibility seems to have changed. I don’t want to, I guess, use

any adjectives. Let’s just say it’s changed, but when do you believe

the prior visibility returns. Is it really going to solely revolve around

46











your largest customer or have there been some other dynamics that

have kind of changed your near-term visibility here?” [Emphasis

added]



1

2



134. Responding to this question, Defendant Manouchehr disclosed for the







3

4



first time that the other OEMs had not even started “building in SSDs into their



5



systems,” and that, for practical purposes, they could not even be considered



6



customers. Manouchehr stated, “you really can’t have very good visibility with



7



having one single customer . . . we’ll get to extremely good visibility once the



8



IBMs, the Suns, the Hitachi Data Systems and the HPs of the world come along



9



and start building in SSDs into their systems as well.”



10



135. When another securities analyst suggested that most of the other



11



OEMs “aren’t selling to any degree yet,” Defendant Manouchehr responded,



12



“exactly.” Then he added that “five customers worldwide dominate the whole



13



enterprise storage markets, and that’s EMC, IBM, Hitachi Data Systems, HP, and



14



Sun,” and that STEC would be “back to the races” when these OEM’s “customers



15



start seeing systems with SSDs on board.”



16



136. Given Defendant Manouchehr’s prior statement that STEC and one of



17



its ZeusIOPS customers had needed “over a year of daily and weekly meetings . . .



18



to optimize the performance of our [ZeusIOPS] products with [the customer’s]



19



system,” the Securities Fraud Defendants already knew at the time of their



20



misstatements on August 3, 2009, that, as Defendant Manouchehr admitted three



21



months later, the other OEMs had not yet started to build ZeusIOPS into their



22



systems.17 Nevertheless, on August 3, 2009, not only did the Securities Fraud



23

24

25

26

27

28





17



On November 10, 2008, when a STEC spokesperson described having had “over

a year of daily and weekly meetings . . . to optimize the performance of our

[ZeusIOPS] products within [our customer’s] system, “he was describing what he

considered to be standard procedure for sales of ZeusIOPS. His point was that the

need for such a lengthy and intimate cooperation between the SSD seller and its

customer was a big barrier to the entry,” and as Defendant Manouchehr added,

“one of the reasons why you don’t see too many competitors come into this

market.”
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1



Defendants cause STEC to state falsely that sales of ZeusIOPS to the other OEMs



2



were expected to increase during the second half of 2009, but also, they even failed



3



to warn investors that the other OEMS had not yet begun to build ZeusIOPS into



4



their systems.



5



iii.



6

7

8

9

10



137. Asked by another securities analyst why IBM’s ZeusIOPS “ramp is

slow,” Defendant Manouchehr disclosed for the first time that IBM was only

“selling SSDs as an option” rather than as a standard part of the IBM system. He

stated:



11







12



15

16

17

18

19

20

21

22

23

24

25

26

27

28



“Selling SSDs as an option versus as part of the product is quite

difficult . . . If you’re going out there and SSD is the first thing that

you are offering your customer in terms of an upgrade for your

system, that might change their mind.”

iv.



13

14



IBM Was Only Offering ZeusIOPS as an

Option, Not as a Standard Feature



Analysts Expressed Surprise



138. The November 3, 2009, disclosures that the other OEMs were not

going to increase their ZeusIOPS purchases during the second half of 2009 caught

investors by surprise.

139. Thus, a securities analyst’s report about STEC issued by Oppenheimer

on November 3, 2009, stated that STEC’s “results/outlook” for the third/fourth

quarters were “worrisome,” and that the “Q4 (Dec.) outlook for $101-$103 in rev

[was] even more troubling.” The analyst went on to say “[t]he trouble is twofold:

1) sell-through at primary customer EMC; 2) longer inception in new business at

HPQ/IBM. Both were linchpins of our Outperform thesis; now they go out of the

window.” [Emphasis added]

140. Another securities analyst’s report about STEC issued on November

4, 2009 – this one by Wedbush – was titled “Down for the Count After Last

Night’s Blindsided Knock out Punch; Downgrade to Neutral and Reducing PT to

$18.” In addition to noting the fact that EMC “had likely built inventory of

[STEC’s] flagship ZeusIOPS,” the report described “Q4 guidance” as

48











1



“disappointing,” and stated “we were completely caught off guard by the staff in



2



the adoption rates of SSDs and its negative impact to near-term earnings and



3



revenue.”



4



141. Still another securities analyst’s report about STEC issued on



5



November 4, 2009 – by B. Riley – focused on both the disclosure about EMC and



6



“sputtering demand from STEC’s other enterprise storage customers.” The report



7



noted that



8

9

10



142. Finally, an analyst’s report about STEC by JPMorgan issued on



11







“another stumbling block in the period is IBM, which still is expected

to be the next storage customer to embrace SSDs in volume. IBM . . .

is not generating meaningful revenues yet – in part, STEC stated, due

to the fact that Big Blue is marketing the drives as an option vs.

coming out and leading upgrade sales efforts with SSDs.”

[Emphasis added]



12



November 18, 2009, noted that, during the Company’s November 3, 2009,



13



earnings conference call, “STEC attempted to convey [the] message . . . that



14



enterprise SSD adoption is still in the early days of the adoption phase,” and that



15



“[a]s a result, we think investors are better prepared for more bumps along the



16



way until multiple OEMs beyond EMC take product.” The report added that



17



“STEC’s stock stands to languish pending greater clarity on the EMC and IBM



18



ramps.”



19



e.



20



Investors Were Surprised Again, When The Truth

Was More Completely Disclosed On February 23,

2010



21



143. On February 23, 2010, during its 2009 fourth quarter and year-end



22



STEC earnings conference call, the Company reported its 2009 fourth quarter



23



ZeusIOPS revenues -- $74 million – which confirmed that sales of ZeusIOPS to the



24



other OEMs during the second half of 2009 had sharply declined from what such



25



sales had been during the first half of 2009; and that ZeusIOPS sales to the other



26



OEMs in the 2009 fourth quarter were no more than 33 % of what such sales had



27



been in the 2009 second quarter.

144. On February 23, 2010, in STEC’s fourth quarter/end of year earnings



28



49















1



release, and during the 2009 fourth quarter/end of year earnings conference call,



2



the Company issued is revenue guidance for the first quarter of 2010 -- $33 to $35



3



million. That guidance disclosed that ZeusIOPS sales to the other OEMs would



4



not recover even during the 2010 first quarter, and that the Securities Fraud



5



Defendants’ misstatement regarding expected growth of such sales during the



6



second half of 2009 was a highly material misstatement, and not just an estimate



7



that had been off by a month or two. In fact, on February 23, 2010, STEC also



8



announced that no revenue from EMC was expected in the 2010 first quarter,



9



which meant that the estimate of $33 to $35 million was an estimate of the total



10



amount of 2010 first quarter revenue that STEC was expecting to receive from its



11



non-EMC customers for all of STEC’s products. This was at least $17.8 million



12



less than the amount of non-EMC related revenue that STEC had received during



13



the second quarter of 2009.

145. On February 23, 2010, during STEC’s fourth quarter earnings



14

15



conference call, Defendant Manouchehr acknowledged that the statement in the



16



Offering Prospectus regarding the expected growth in ZeusIOPS sales to the other



17



OEMs had been wrong by at least half a year. Thus, a securities analyst noted that



18



“it sounds like you’re not expecting any [2010 first quarter] revenue from EMC.



19



But do you expect some revenue from some of your other Zeus customer?”



20



Without any apparent basis, Defendant Manouchehr initially responded that “[o]h



21



the rest of the customers, everyone is growing very slowly.” Then, more



22



revealingly, he added, “we put second half of this year as the time to see growth



23



again in this market.”

146. Investors were surprised by both the 2009 fourth quarter results and



24

25



the 2010 first quarter revenue guidance as both of these applied to other OEMs.

147. Thus, on February 24, 2010, a Needham research report on STEC



26

27



stated it was “revisiting estimates lower once more” because, among other reasons,



28



fourth quarter ZeusIOPS revenue was “below our original estimate.” This meant
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