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“They cheated their clients out of rebate revenue, kept it for themselves and 

 overstated value-added revenue. . . . Any executive at ModusLink who tells you they didn’t 

know what was going on with rebates is lying to you.” 

—Former Business Unit President of the Americas,  

ModusLink Global Solutions, Inc. 

 

“It was a fundamental practice at ModusLink to hide our savings. . . . This money never 

flowed back to the client.  That was the whole beauty of this, it was a revenue source. . . . if 

they tell you they do not know about rebates, that is not true.  All direction about rebates came 

from the top down.  That was their strategy, to hide margins and hide rebates.” 

—Former Senior Director of Global Supply Chain Solutions, 

ModusLink Global Solutions, Inc. 

 

I. INTRODUCTION
1
 

1. For over half a decade, ModusLink and its senior executives portrayed the 

Company as a stable and steady market participant, consistently touting ModusLink’s internal 

controls and procedures and emphasizing a lofty profit margin goal in an industry with 

historically low margins.  Throughout the Class Period, Defendants were under pressure to 

improve the Company’s performance, and consistently posted financial results and profit 

margins that just barely met or slightly outperformed the expectations that ModusLink 

executives had fostered.  The Individual Defendants nevertheless spoke glowingly of the 

                                                           
1
 Lead Plaintiffs Richard Nicoll and John Sabath (“Lead Plaintiffs”) allege upon personal 

knowledge as to allegations specifically pertaining to Lead Plaintiffs and, as to all other matters, 

upon the investigation of counsel.  Many of the facts related to Lead Plaintiffs’ allegations are 

known only by the Defendants, or are exclusively within their custody or control.  Lead 

Counsel’s investigation included, among other things, (a) a review and analysis of public filings 

issued by ModusLink Global Solutions, Inc. (“ModusLink” or the “Company”) and other related 

parties and non-parties with the U.S. Securities and Exchange Commission (“SEC”); (b) review 

and analysis of press releases and other publications disseminated by certain of the Defendants 

and other related non-parties; (c) review of media reports, news articles, shareholder 

communications concerning the Company’s public statements; and (d) interviews of confidential 

witnesses (“CWs”), each of whom was a former employee of ModusLink.  Lead Plaintiffs 

believe that substantial additional evidentiary support for their allegations will be developed after 

a reasonable opportunity for discovery. 
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Company’s financial stability, and supplemented this positive portrayal with repeated assurances 

regarding the integrity of the Company’s operations and customer relations, as well as the 

strength of the Company’s purportedly robust internal controls. 

2. However, unbeknownst to ModusLink’s investors and clients, the Company and 

its senior executives perpetrated an accounting scheme whereby they booked illegitimate 

revenue from proceeds obtained through volume discount rebates that should have rightfully 

been passed along to ModusLink’s customers.  As a global supply chain service company, 

ModusLink procured raw materials for its clients and charged a percentage mark-up to make up 

its profit margin.  In most cases, this mark-up was supposed to be imposed on the Company’s 

actual cost of goods.  Since in many cases ModusLink aggregated its clients’ orders, the 

Company’s suppliers provided it with significant volume discount rebates.  In turn, ModusLink 

was supposed to treat these discounts in accordance with its clients’ contracts, which in many 

cases called for the savings to be passed along to the customer.  

3. Indeed, Defendants disregarded the fact that many of the Company’s contracts 

with its clients—including nearly all of the larger customers that represented a significant 

majority of ModusLink’s annual revenue—contained clauses that required transparency in the 

Company’s operational reporting so that the mark-up charged to the client is based on 

ModusLink’s actual cost of goods, rather than an inflated, pre-discount number.  Indeed, former 

ModusLink employees have confirmed that “it was a fundamental practice at ModusLink to hide 

our savings.”  These employees explained that “ModusLink was hiding the rebate costs and not 

passing that along to clients because client contracts had cost-plus models and we should have 

shared that information.”  By improperly retaining the rebate revenue, “this resulted in inflated 

costs and mark-ups.”  If a client would inquire whether it was receiving the correct pricing 
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structure from ModusLink, “the standard reply was that we do not do specific rebates on client 

material,” and “if a client came to us and asked if we were getting a rebate, we said no.”  In so 

doing, ModusLink and its senior executives “cheated their clients out of rebate revenue, kept it 

for themselves and overstated value-added revenue.”  See ¶¶42, 44, 47. 

4. Due in part to the pressure to improve ModusLink’s performance, and in blatant 

disregard to the Company’s contractual obligations to its customers and responsibilities to its 

shareholders, ModusLink’s Chief Executive Officer and Chief Financial Officer, Individual 

Defendants Joseph Lawler and Steve Crane, orchestrated this drive to improperly hide and retain 

ModusLink’s volume discount rebate revenue rather than rightfully pass along the savings to the 

Company’s clients.  Former executives of the Company confirm that “all direction about rebates 

came from the top down.  That was their strategy, to hide margins and hide rebates.”  The 

Individual Defendants would instruct lower executives not to “tell sales the real cost of our 

materials because they will try to give it back to the client.”  If a client scheduled an audit to 

determine whether it was receiving the contractually-agreed upon transparency in pricing, the 

Individual Defendants would instruct lower executives to “mak[e] sure that the purchase orders 

are matching the invoices” and would inquire whether “we have any gaps here that they are 

going to find because we don’t want them to know about the rebates.”  See ¶¶57, 58.   

5. Failure to abide by the Individual Defendants’ instructions—even if such 

directions were inconsistent with the Company’s contractual obligations to its customers—could 

mean significant consequences for lower-ranked ModusLink personnel.  For instance, a former 

ModusLink executive who learned about the Individual Defendants’ revenue manipulations in 

2010—years before their public exposure—brought the issue directly to the attention of 

Defendants Lawler and Crane.  Rather than remedying these “inconsistencies” in internal 
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documents, the Individual Defendants instead terminated this employee for speaking out against 

these abuses.  ModusLink’s accounting manipulations thus went completely unchecked and ran 

rampant throughout the upper levels of the Company’s organization.  Defendants’ fraudulent 

scheme had the direct effect of artificially bolstering the Company’s financial results and 

inflating ModusLink’s common stock price, thus allowing the Individual Defendants to foster a 

fabricated image of the Company as financially and operationally sound. 

6. In truth, however, Defendants’ representations were nothing more than a public 

façade that began to crumble in 2010 and 2011, when the Company’s clients slowly started to 

realize that they were getting short-changed and either demanded concessions or terminated their 

contracts.  The Individual Defendants were left with few options to mask the disappointing 

financial results that had been simmering beneath the surface for years.  Indeed, as depicted in 

the following chart, while earlier in the Class Period ModusLink was barely meeting its targeted 

profit margin range, ModusLink’s profit margins dropped precipitously in 2011: 
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7. Despite the disconcerting drop in profit margins, Defendants refused to disclose 

their accounting scheme, instead blaming the Company’s financial problems on issues “related 

to the procurement and re-sale of materials” on behalf of its clients.  As ModusLink struggled in 

a historically low margin business and its stock price lagged, however, pressure from 

disillusioned investors only intensified.  Indeed, even without knowing of ModusLink’s 

accounting improprieties, several of the Company’s major shareholders, including major private 

institutions, demanded the ouster of Defendant Lawler and other Board members.  These 

shareholders’ dissatisfaction culminated in a public outcry and proxy battle in late 2011, which 

resulted in the appointment of a new independent director to the Board and an implicit 

referendum against the Company’s management. 

8. Defendants were well aware that the revelation and correction of their accounting 

fraud would only fuel the opposition and would likely lead to the replacement of one or all of the 

Company’s high-level executives, as well as a reshuffling of ModusLink’s Board.  Such an 

outcome was unacceptable to the Individual Defendants, who enjoyed numerous lavish perks at 

ModusLink and, rather than give up these benefits, entrenched themselves in their positions and 

continued to withhold the truth regarding the Company’s long-running fraudulent scheme. 

9. Defendants’ accounting fraud did not escape the eye of government authorities, 

however.  On March 12, 2012, buried in a single sentence in ModusLink’s quarterly filing with 

the SEC, the Company stated that, “[i]n response to an inquiry by the Securities and Exchange 

Commission, we are currently evaluating [the Company’s rebate retention] practice, to determine 

the extent to which such rebates should be shared with certain of our clients.”  Defendants failed 

to disclose that they had known for years that ModusLink’s policy of hiding rebate revenue from 

its customers ran afoul of its contractual obligations to its customers, and that by improperly 
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claiming these savings as revenue, Defendants were violating accounting rules and providing a 

materially false depiction of the Company’s finances. 

10. By mid-2012, Defendants could no longer sustain their fraudulent accounting 

scheme.  On June 11, 2012, the Company issued a press release in which it made several 

stunning announcements.  First, the Company announced the immediate departures of its 

President and Chief Executive Officer, Defendant Joseph C. Lawler, as well as another high-

level executive, William R. McLennan, President of Global Operations.  Second, the Company 

announced that the Audit Committee of the Company’s Board of Directors, in connection with 

the previously-announced SEC inquiry, initiated an internal investigation into the Company’s 

accounting practices, including improprieties in the Company’s accounting treatment of volume 

discounts and customer contracts.  Lastly, ModusLink announced a wide-ranging restatement of 

its financials in which the Company’s previously-issued financial statements from fiscal years 

2007 through the first two quarters of 2012 should no longer be relied upon.  Immediately after 

ModusLink’s announcements, the Company’s stock price plummeted $1.48 from its prior trading 

day close of $4.26, to close on June 11, 2012 at $2.78—a massive decline of over 34% on 

unusually heavy trading volume of over 10 times its usual volume, and a far cry from the Class-

Period high of $15.39 reached on June 5, 2008. 

11. Investors were furious following ModusLink’s announcements.  Despite the 

damage inflicted upon the Company and its shareholders, Defendants remained steadfast in their 

refusal to consider alternatives to maximize shareholder value and their entrenchment within the 

Company’s ranks.  Indeed, in a November 2012 letter to the ModusLink Board of Directors, one 

of the Company’s largest shareholders expressed outrage that, in light of the accounting 

irregularities that plagued the Company for years and necessitated the restatement, Defendant 
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Crane and General Counsel Peter Gray—the two most senior corporate officers who oversaw 

ModusLink’s accounting and disclosure practices—were still working for the Company and 

“continue to receive massive bonuses.”  This shareholder stated in the letter that “[t]here is no 

aspect of ModusLink’s current state of affairs that would indicate there is any form of serious 

leadership in the management ranks or at the Board level, which is totally unacceptable.” 

12. After repeatedly postponing the date on which it would finally release its restated 

financial results, on January 11, 2013, ModusLink belatedly filed with the SEC its restatement of 

the Company’s financial statements for the affected five-year Class Period, including a 

cumulative downward adjustment to revenue of $32.9 million and an acknowledgment that the 

Audit Committee’s investigation of ModusLink’s accounting improprieties “revealed 

deficiencies in the Company’s accounting and financial control environment, some of which 

were determined to be material weaknesses.” 

13. Defendants tried their best to manage the impact of the restatement.  However, 

when the dust settled and the ramifications of the restatements were fully exposed, a glaring truth 

emerged: despite billions of dollars in purported revenue during the Class Period, ModusLink 

hardly made any money at all, posting a mere $500,000 in operating profit.  Indeed, as a result of 

the restatement, ModusLink’s total operating loss during the affected periods was adjusted lower 

by 17.1%, from $206 million to $241 million, and the Company’s total net loss was adjusted 

lower by 8.4%, further demonstrating the materiality of ModusLink’s false and misleading 

financial results during the Class Period and the material effects of the restatement.  This stark 

reality further underscores the thin line between success and failure in ModusLink’s low-margin 

industry—a pressure which led Defendants to conceal a securities fraud that inflicted millions of 

dollars in losses and damages on Lead Plaintiffs and the Class. 
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II. NATURE OF THE ACTION 

14. This is a federal securities class action against ModusLink and certain of its 

officers and/or directors for violations of the federal securities laws.  Lead Plaintiffs bring this 

action on behalf of all persons or entities that purchased ModusLink securities between 

September 26, 2007 and June 8, 2012, inclusive (the “Class Period”), seeking to pursue remedies 

under the Securities Exchange Act of 1934 (the “Exchange Act”).  The Exchange Act claims 

allege that Defendants engaged in a fraudulent scheme to artificially inflate the Company’s stock 

price. 

15. Lead Plaintiffs allege that, throughout the Class Period, Defendants made 

materially false and misleading statements regarding the Company’s business, operational and 

accounting practices, including the Company’s accounting for rebates associated with volume 

discounts provided by vendors, as well as the integrity of its internal controls.  Specifically, 

Defendants made false and/or misleading statements and/or failed to disclose, among other 

things: (i) that the Company’s accounting for rebates associated with volume discounts provided 

by vendors was improper and misleading; (ii) that the Company’s financial statements during the 

Class Period did not provide a fair presentation of the Company’s finances and operations; (iii) 

that, as a result, the Company’s financial results were not prepared in accordance with Generally 

Accepted Accounting Principles (“GAAP”); (iv) that the Company lacked adequate internal and 

financial controls; and (v) that, as a result of the above, the Company’s financial statements were 

materially false and misleading at all relevant times.  Defendants’ wrongful acts and false and 

misleading statements and omissions have caused a precipitous decline in the market value of the 

Company’s stock.  Lead Plaintiffs and other Class members have suffered significant losses and 

damages. 
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III. PARTIES 

A. LEAD PLAINTIFFS 

16. Lead Plaintiff Richard Nicoll purchased the publicly traded ModusLink securities 

at artificially inflated prices during the Class Period and has been damaged thereby. 

17. Lead Plaintiff John Sabath purchased the publicly traded ModusLink securities at 

artificially inflated prices during the Class Period and has been damaged thereby.
2
 

B. DEFENDANTS 

1. The Company 

18. Defendant ModusLink is a Massachusetts corporation with principal executive 

offices located at 1601 Trapelo Road, Suite 170, Waltham, MA 02451.  ModusLink, formerly 

known as CMGI, Inc., was founded in 1986 and is headquartered in Waltham, Massachusetts.  

The Company changed its name from CMGI, Inc. to ModusLink Global Solutions, Inc. on 

September 29, 2008.  ModusLink’s common stock trades on the NASDAQ under the symbol 

“MLNK.” 

2. The Individual Defendants: The Orchestrators of the Company’s “Top-

Down” Accounting Fraud 

19. Defendant Joseph C. Lawler (“Lawler”) was, at all relevant times, the President, 

Chief Executive Officer, Chairman and a director of ModusLink.  Defendant Lawler was 

employed at ModusLink from August 2004 until his sudden resignation announced on June 11, 

2012.  Defendant Lawler signed ModusLink’s false and misleading Forms 10-K filed with the 

                                                           
2
 Evidence of Lead Plaintiffs’ transactions in ModusLink securities during the Class Period were 

previously filed with the Court and are incorporated herein by reference.  See Dkt. # 4-2 at Exs. 

B and C. 
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SEC on October 15, 2007,
3
 October 14, 2008,

4
 October 14, 2009,

5
 October 14, 2010

6
 and 

October 14, 2011.
7
  In addition, Lawler falsely certified that the Company’s false and misleading 

Forms 10-Q
8
 filed with the SEC during the Class Period fairly presented ModusLink’s financial 

results, and he falsely certified that the Company’s internal controls were effective and compliant 

with Rule 13a-15(f) or 15d-15(f) promulgated under the Exchange Act. 

20. Defendant Steven G. Crane (“Crane”) was, at all relevant times, the Chief 

Financial Officer of ModusLink.  In addition, Defendant Crane served as the Treasurer of the 

Company from April 2007 through June 2008.  Mr. Crane began his tenure with ModusLink in 

2007.  Defendant Crane signed the Company’s false and misleading Form 10-Qs and Form 10-

Ks filed with the SEC for fiscal years 2007 through 2011, including a Form 10-K amendment for 

fiscal year 2011, and additionally signed the Company’s Form 10-Qs for the first and second 

quarters of fiscal year 2012.  Defendant Crane also falsely certified that these filings fairly 

presented ModusLink’s financial results, and that the Company’s internal controls were effective 

and compliant with Rule 13a-15(f) or 15d-15(f) promulgated under the Exchange Act. 

                                                           
3
 The Company’s annual filing on Form 10-K filed with the SEC on October 15, 2007 for the 

period ending July 31, 2007 (“2007 Form 10-K”). 

4
 The Company’s annual filing on Form 10-K filed with the SEC on October 14, 2008 for the 

period ending July 31, 2008 (“2008 Form 10-K”). 

5
 The Company’s annual filing on Form 10-K filed with the SEC on October 14, 2009 for the 

period ending July 31, 2009 (“2009 Form 10-K”). 

6
 The Company’s annual filing on Form 10-K filed with the SEC on October 14, 2010 for the 

period ending July 31, 2010 (“2010 Form 10-K”). 

7
 The Company’s annual filing on Form 10-K filed with the SEC on October 14, 2011 for the 

period ending July 31, 2011 (“2011 Form 10-K”). 

8
 ModusLink’s Forms 10-Q during the Class Period were filed on December 12, 2007, March 11, 

2008, June 9, 2008, December 12, 2008, March 12, 2009, June 9, 2009, December 10, 2009, 

March 12, 2010, June 9, 2010, December 10, 2010, March 14, 2011, June 9, 2011, December 12, 

2011 and March 12, 2012. 
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21. Defendants Lawler and Crane are collectively referred to herein as the “Individual 

Defendants.”  Both Lawler and Crane were widely regarded as the orchestrators of the 

Company’s scheme to retain rebates and misrepresent the financial statements.   As detailed 

below, these Defendants were part of the “ELT” or Executive Leadership Team which met 

monthly or bi-monthly to approve client contracts. The Company’s Delegation of Authority or 

“DOA” process required the active involvement of these Defendants on pricing and contract 

issues.  Demonstrating their complicity and control over the rebate fraud, former employees 

indicated that Lawler and Crane: lied to clients about profit margins on contracts; were 

responsible for authorizing rebate amounts to clients; directed employees to conceal rebates from 

customers; ordered employees to conceal rebates from sales employees; were provided “forecast 

outlooks” that itemized rebates which were required to be passed along; and were directly 

confronted with revenue inconsistencies.   As one former employee summarized corporate policy 

at ModusLink: “everything came from the top down.”   

22. ModusLink and the Individual Defendants are referred to herein as “Defendants.” 

IV. BACKGROUND AND NATURE OF THE FRAUD AT MODUSLINK 

A. BACKGROUND OF MODUSLINK 

23. ModusLink, through its subsidiaries, provides supply chain business process 

management solutions worldwide.  ModusLink’s revenue primarily comes from the sale of 

supply chain management services performed for its clients.  These services include the 

procurement of the clients’ raw component inventory, as well as the storage, manufacturing and 

distribution of proprietary products for sale by the Company’s clients to their own customers. 

24. ModusLink’s services and solutions cover forward supply chain, aftermarket 

service requirements, and e-business processes.  The Company’s services include sourcing and 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 14 of 98



 

 
12 

supply base management, manufacturing and product configuration, fulfillment and distribution, 

e-business, and aftermarket services, such as returns management and asset disposition; and 

consumer-electronics repair and reverse logistics services.  ModusLink’s clients include 

hardware manufacturers, software publishers, telecommunications carriers, broadband and 

wireless service providers, and consumer electronics companies.  In addition, the Company, 

through its venture capital business, invests in early-stage technology companies. 

25. As discussed in greater detail below, ModusLink operated under an executive-

centric, top-down organizational structure.  An Executive Leadership Team (“ELT”) approved 

all major decisions and client contracts, and the ELT was comprised of Defendants Lawler and 

Crane; Matt Datillo, Chief Information Officer; Scott Smith, President of Sales; William 

McLennan, President of Global Operations; Peter Gray, Executive Vice President and General 

Counsel; David Rile, Executive Vice President of Corporate Development; Jim Herb, Head of 

Human Resources, as well as Confidential Witness 4 (described below).  The ELT would meet at 

a minimum on a monthly basis, but oftentimes bi-monthly. 

26. ModusLink implemented a Delegation of Authority (“DOA”) process that 

delineated specific thresholds for authority and responsibilities for pricing and approvals.  

Generally, the DOA provided that lower level employees only had authority to approve a certain 

level of contract, and anytime a contract exceeded a “reasonable level,” pricing was reviewed by 

regional executives, Defendants Lawler and Crane, and William McLennan.  Any contract with 

material variances had to be approved at the ELT level. 

B. MODUSLINK’S BUSINESS MODEL AND THE COMPANY’S TREATMENT OF 

VOLUME DISCOUNT REBATES IN CLIENT CONTRACTS 

27. Under ModusLink’s business model, the procurement of client raw component 

inventory, including the sale of the Company’s propriety products to its clients for re-sale to the 
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clients’ own customers, is one of the primary drivers of the Company’s revenue.  In order to 

effectuate this model, the Company aggregates client orders for a given product, purchases a 

large quantity of the product from its suppliers, and then, pursuant to the individual client’s 

contract, fulfills its client orders at a mark-up.  Depending on the terms of the client’s contract, 

ModusLink may be required to place the mark-up on the Company’s true cost of materials, rather 

than a pre-determined price.  However, ModusLink’s cost of materials can be significantly 

lowered through periodic volume discount rebates from its suppliers.  Because the Company’s 

clients are shielded from this information, the clandestine nature of ModusLink’s true cost of 

goods creates a situation that is ripe for abuse. 

28. According to Confidential Witness (“CW”) 1,
9
 the former Senior Director of 

Global Supply Chain Solutions at ModusLink, volume discount rebates are a standard industry 

practice and generally mean that an aggregator such as ModusLink would negotiate with its 

suppliers that it will receive a percentage discount across the board on a component if the 

Company purchased a certain amount of volume.  CW 1 stated that, typically, suppliers would 

give volume discounts to the Company through lower upfront cost of goods or rebates in the 

form of a check at designated intervals, usually on a quarterly or annual basis. 

                                                           
9
 CW 1 served as ModusLink’s Senior Director of Global Supply Chain Solutions and was 

employed at the Company from July 1996 through January 2011.  CW 1 previously held the 

positions of Commodities Manager, Planning and Procurement Manager, and Director of Global 

Supply Chain Planning at the Company.  CW 1 reported to directly to William McLennan, the 

Company’s President of Global Operations, and CW 3, ModusLink’s Business Unit President of 

the Americas, and she frequently interacted with the senior executives of the Company, 

including Defendant Lawler.  CW 1’s responsibilities at ModusLink included all aspects of 

purchasing, sourcing and planning. 
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29. CW 2, the former Senior Vice President of Sales for the Americas at the 

Company,
10

 explained that ModusLink had standard clauses in contracts regarding rebates and 

mark-ups.  CW 2 stated that the Company “had a typical mark-up of 6-8% on outside 

purchases,” and at the end of a given quarter or year, “ModusLink would receive a rebate back 

on those purchases, which lowered the actual cost of goods.”  CW 2 stated that the restatement 

was due in part to “ModusLink’s failure to accurately calculate the mark-up against the actual 

cost of goods.” 

30. Although ModusLink’s contracts with its clients varied on a case-by-case basis, 

most included a tie-in with the Company’s actual cost of goods in determining the ultimate 

purchase price per unit sold.  Indeed, according to CW 1, most of the Company’s larger 

customers had “cost-plus model contracts,” which included a delineated mark-up percentage on 

ModusLink’s cost of raw materials—in other words, ModusLink’s mark-up should be calculated 

as a percentage of the Company’s final cost of raw materials as opposed to the initial contract 

price per unit.  Because of volume discount rebates, ModusLink’s final cost of raw materials was 

often significantly lower than the price listed on the initial client contract.  Once ModusLink 

received the volume discount from the supplier, the Company would re-invoice the client at a 

lower rate after the volume discount had been factored in to the price. 

                                                           
10

 CW 2 served as ModusLink’s Senior Vice President of Sales for the Americas, was employed 

at the Company from the late 1980s until 2004, and then returned to ModusLink from 2008 

through January 2011.  CW 2 reported to Scott D. Smith, ModusLink’s President of Sales and 

Marketing, and regularly interacted with all of the Company’s executives, including Defendants 

Lawler and Crane, as well as William McLennan, the Company’s President of Global 

Operations; Peter Gray, the Company’s Executive Vice President and General Counsel; and CW 

3, ModusLink’s Business Unit President of the Americas.  CW 2 was a member of the North 

America Leadership Team, which was responsible for, among other things, reviewing and 

approving contracts and pricing levels pursuant to the delegation of authority methodology used 

by ModusLink. 
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31. CW 1 stated that, from the client’s perspective, the value of the cost-plus model 

contract was that the Company was supposed to be transparent about the actual cost of materials 

and the mark-up was supposed to be calculated off of the true cost of these raw materials—thus 

providing a lower eventual cost to ModusLink’s clients.  CW 1 stated that, in cost-plus model 

contracts, the Company was required to “roll the finished good up and say to the client ‘this is 

what the true costs are for all of the components.’”  CW 1 confirmed that Intuit, SanDisk, Kodak, 

Magellan and Lexar were all large accounts that had cost-plus model contracts.   

32. Alternatively, in the event that the contract did not specifically include cost-plus 

model contractual language, contracts often contained “most-favored nation language type of 

pricing,” as stated by CW 3, the Company’s former Business Unit President of the Americas and 

After Market Services and a member of its ELT,
11

 which meant that customers should receive 

“the lowest price for these services and if ModusLink got a volume discount, the rebate gets 

passed through to the customer.”  In fact, according to CW 3, the Company had about 10 large 

accounts which accounted for approximately 70% of its revenue, and some contracts actually 

prohibited ModusLink from retaining any rebates.
12

 

33. CW 4, ModusLink’s former Manager of Travel and Commodity,
13

 corroborated 

these accounts, explaining that most contracts allowed for some volume discount to be passed on 

                                                           
11

 CW 3 was ModusLink’s Business Unit President of the Americas and After Market Services 

and was employed at the Company from 1997 until 2009.  CW 3 reported directly to 

ModusLink’s CEO, Defendant Lawler, and was a member of the Company’s ELT alongside 

Defendants Lawler and Crane, as well as other senior executives.  CW 3 was responsible for 

approximately 12 regional sites in the United States and Mexico, with operational and functional 

responsibility for finance, information technology and human resources. 

12
 CW 3 stated that Hewlett Packard, SanDisk, Intuit and AT&T were major accounts, and that 

“the SanDisk business was worth $50 million and over 5 years that’s $250 million dollars’ worth 

of business.” 

13
 CW 4 was ModusLink’s Manager of Travel and Commodity and was employed at the 

Company from May 2006 through December 2010.  CW 4’s responsibilities at the Company 
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to the client, and that some contracts allowed clients to receive a volume discount after 

ModusLink realized a certain amount of profit.  CW 5, ModusLink’s former Senior Vice 

President of Supply Base,
14

 also confirmed that rebate terms were often included in contracts in 

various forms, including as a lower cost against future purchases, a volume discount upfront, a 

certain percentage off of the client’s total contract in rebates, or, in some cases, entitlement to the 

entire discount that ModusLink received from its suppliers. 

34. To illustrate the difference between the Company applying its mark-up to its 

actual cost of goods or the pre-volume discount cost of goods, CW 2 cited as an example the 

scenario where ModusLink would purchase a component at $100 per box and the client cost-plus 

model contract stipulated that the Company’s mark-up was 6%.  Per the terms of the contract, 

ModusLink would invoice the client at $106 per box, which includes the $100 per-box cost of 

goods plus $6, which represented the 6% mark-up.  However, if at the end of the quarter or the 

year, ModusLink received a volume discount of $20 per box, the Company’s actual cost of 

goods was $80, and the 6% mark-up applied to ModusLink’s actual $80 cost per box would yield 

a $4.80 mark-up instead of the $6 mark-up if the Company used the pre-discounted cost of 

                                                                                                                                                                                           

included expense reporting, commodity procurement, coordinating with finance, internal 

technology and audit departments to develop corporate platforms, and developing and 

implementing corporate travel policy.  CW 4 reported to CW 5 who worked on pricing issues 

and who in turn reported directly to William McLennan, President of Global Operations, and 

CW 3.  CW 4 interacted directly with all of the executives in the Company, including Defendants 

Lawler and Crane. 

14
 CW 5 was ModusLink’s former Senior Vice President of Supply Base and was employed at 

the Company from January 2006 through February 2009.  CW 5’s responsibilities included 

directing global logistics and procurement process for ModusLink.  CW 5 had negotiating 

authority for $735 million in purchasing volume for direct and indirect services and goods, 

including, among other areas, commodities, raw materials, inbound and outbound freight, and 

logistics services.  CW 5 reported directly to William McLennan, President of Global 

Operations, as well as CW 3.  CW 5 interacted directly with all of the executives in the 

Company, including Defendants Lawler and Crane, and also participated in some ELT meetings 

that focused on cost reductions. 
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goods, for a total price of $84.80 per box.  In CW 2’s hypothetical scenario, under the typical 

cost-plus model contract that most of ModusLink’s larger clients had with the Company, the 

client should have been invoiced $84.80 per box (the true discounted cost of goods of $80 per 

box plus the 6% mark-up of $4.80), instead of $106 per box (the $100 per box pre-discounted 

cost of goods plus the 6% mark-up of $6.00).  If ModusLink failed to properly invoice the client 

using the true discounted cost of goods, the Company would improperly receive an additional 

$21.20 in revenue to which it was not entitled under a cost-plus model contract. 

35. In terms of the impact on ModusLink’s financials, according to CW 3, the 

Company reported revenue, which is the “top line,” value-added revenue, which is the top line 

minus the cost of materials, and profit, which is the value-added revenue minus the operating 

costs.  CW 3 stated that “volume discount money was an appreciable part of our revenue,” and if 

ModusLink received a volume discount from a supplier, this would decrease the cost of 

purchased materials and add to the value-added revenue, since “contracts generally had a 

material element to them.”  Accordingly, “any costs that you didn’t have to pay for increased 

revenue.” 

36. Although most of ModusLink’s larger contracts called for the Company to pass 

along some or all of its volume discounts to the client, CW 1 explained that, since volume 

discounts were the result of orders from multiple clients, it would be difficult for a single client 

to calculate what portion of the volume discount is attributable to that client’s orders with 

ModusLink.  However, if ModusLink were to retain the volume discount by basing the mark-up 

off of the pre-discounted cost of goods, the Company’s profit margins and revenue could 

increase dramatically, which, as discussed in greater detail below, was particularly important for 

ModusLink givens its dangerously slim margins. 
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C. DEFENDANTS SHORT-CHANGED MODUSLINK’S CUSTOMERS AND DEFRAUDED 

THE COMPANY’S SHAREHOLDERS TO BOLSTER PROFIT MARGINS 

1. ModusLink’s “Fundamental Practice” Was To Hide Rebates From Its 

Customers And Treat Volume Discounts As A “Revenue Source” 

37. The mantra governing Defendants’ fraud was straightforward: hide the volume 

discount rebates from the client so that the Company can retain the cost savings and book the 

increased revenue in its financial statements.  Defendants disregarded the fact that, as discussed 

above, many of the Company’s contracts with its clients, and certainly most of the larger 

accounts that accounted for the majority of ModusLink’s revenue, called for the Company to 

provide transparency to its clients regarding ModusLink’s cost of goods and to pass on all or 

some of the discount to the customers. 

38. As discussed above, ModusLink customers typically had clauses in their contracts 

that provided that they would receive cost-plus model pricing or “most-favored nation” pricing, 

which required an invoice price that reflected the Company’s true cost of goods and accounted 

for volume discount rebates in calculating this cost.  Because ModusLink aggregated client 

orders, however, it was difficult for the Company’s customers to ascertain exactly how much 

they were overcharged.  Defendants exploited this difficulty by hiding rebates and providing 

incomplete and inaccurate information to customers in order to increase the Company’s revenue 

figures and meet margin expectations in a tight-margin industry environment. 

39. CW 1 explained that, when ModusLink signed up a new client, it would price out 

the cost of all of the components and give the true price to the client.  However, as the Company 

learned the business, it was able to better source and negotiate these costs with suppliers, which 

resulted in lower prices.  At this point, ModusLink would not go back and tell the client that it 

had obtained a lower price on the components.  Although client contracts required the Company 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 21 of 98



 

 
19 

to provide transparency in its costs, CW 1 stated that, during her tenure, she
15

 “commonly” and 

on a “global basis” had contracts which were cost-plus model contracts where ModusLink did 

not tell the client the actual cost of goods and did not provide the contractually-required rebate. 

40. CW 1 further expounded on the mechanics of Defendants’ deception, stating that 

“[a]t any time a client could come in and audit us and say I want to see invoices and what the 

prices are on individual components.”   This possibility “drove a different behavior” from the 

Company in order to subvert client scrutiny.  CW 1 explained that, “if we negotiated a better 

price on goods upfront, we would then have to revise purchase orders in the system to reflect that 

price, the dollar amount of the mark-up would be lowered and the savings would be passed on to 

the client because they have a cost plus model contract which specifies a mark-up on the cost of 

goods.”  Therefore, according to CW 1, the “only way to keep that margin” was to categorize it 

separate from the cost of goods, so that, in the event of a client audit, “a client could come in and 

audit purchase orders and invoices and the numbers would match the cost that the client agreed 

to.  They wouldn’t know about the rebate and it wouldn’t appear on the purchase order or invoice 

because the supplier would bill us at the client agreed-upon amount.” 

41. CW 1 provided the following example to illustrate this scenario: if the client 

agrees to pay $1.00 a box and ModusLink was able to lower the unit price to $0.50 a box, the 

supplier would still bill the Company $1.00 and ModusLink would bill the customer $1.00 plus 

the mark-up.  However, because of the rebate, ModusLink’s actual cost per box was $0.50 and 

the mark-up should be off this number.  Thus, according to CW 1, because purchase orders and 

invoices referenced “pre-volume discount or rebate prices,” the Company was able to generate 

higher mark-up revenue than they should have been entitled to on client contracts. 

                                                           
15

 In order to maintain the confidentiality of the witnesses quoted herein, each of the confidential 

witnesses are referenced in the feminine. 
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42. By categorizing cost savings in this fashion, ModusLink avoided having to create 

new purchase orders and invoices that reflected the true cost of goods.  Instead, the Company 

would keep track of the volume sold on a periodic basis and get a rebate from the supplier at the 

end of that period, which ModusLink would keep for itself.  As CW 1 stated, “[a]t the end of the 

quarter, we would do a true-up with the supplier: we purchased X amount of components with a 

rebate discount of Y so you owe us the following amount.  The supplier wrote ModusLink a 

rebate check which flowed to ModusLink’s bottom line margins.  This money never flowed back 

to the client.  That was the whole beauty of this, it was a revenue source.” 

43. CW 1 explained the rationale for implementing this rebate accounting treatment 

as follows: “if a customer saw that we got a lower price for materials they would expect this to 

be passed along in terms of a lower overall contract amount.”  In order to stave off client 

expectations, “[w]e didn’t want the true price to be on invoices and purchase orders.  It was a 

fundamental practice at ModusLink to hide our savings . . . ModusLink was hiding the rebate 

costs and not passing that along to clients because client contracts had cost plus models and we 

should have shared that information. . . . you are negotiating a lower price on a specific 

component and not reflecting that actual cost on the purchase order or invoice.  This resulted in 

inflated costs and mark-ups.” 

44. Describing the scheme in a different manner, CW 1 stated that ModusLink hid 

margins and rebates “by doing it on the backend.  Instead of showing it on purchase orders, we 

just got a check that was lumped on a quarterly basis.”  Consequently, the cost of goods that 

clients saw on invoices and purchase orders was inflated, thereby inflating the mark-up that 

ModusLink booked as additional revenue. 
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45. CW 1 also commented on the fact that discussing rebates with clients was 

discouraged, and Company protocol was to lie about whether or not ModusLink had received a 

volume discount that affected an inquiring client: “As a matter of fact, there was a very limited 

number of people who were allowed to discuss rebates with clients and we always prepped in 

advance for them.  Generally if a client came to us and asked if we were getting a rebate, we 

said no.”  CW 1 recalled that towards the end of her tenure at the end of 2010, SanDisk and 

Intuit, two of ModusLink’s largest customers, came to ModusLink and asked of the Company 

was receiving rebates on their materials.  “We told them no,” CW 1 stated, “any rebates or 

volume discounts that we receive are not tied to a particular client.”
16

  She added, “there were 

drafts of how we were even allowed to communicate to the clients about rebates and volume 

discounts.  It was well known within the procurement department that you do not talk to clients 

about this stuff.”  Indeed, according to CW 1, “if a client had a conversation with us about 

rebates, the standard reply was that we do not do specific rebates on client material.” 

46. CW 2 echoed CW 1’s recollection, recalling an instance where a customer “had a 

real issue” with the Company improperly retaining rebates and “made a big stink that they were 

not getting their appropriate share of the volume discount and they were being charged a markup 

on an inflated revenue number.”  CW 2 stated that this customer “questioned the lack of rebates 

and I assume this happened with other customers.  We told the customer, yes we got the rebate, 

but it wasn’t based on your order, it’s from a combination of orders so you don’t really deserve a 

discount.”  CW 2 further stated that ModusLink “could have had this type of conversation with 

multiple clients and then just kept the discount.” 

                                                           
16

 Both SanDisk and Intuit terminated their contracts with the Company thereafter. 
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47. In this manner, if a client questioned a lack of rebates from the Company, 

ModusLink would deny that the customer was entitled to any additional price adjustments, using 

the Company’s status as an aggregator of client orders as a shield against further inquiry.  CW 2 

further stated that retaining rebates in contravention to the terms of client contracts was 

improper, and that ModusLink could overstate revenue by not recalculating prices and mark-ups 

to reflect the volume discounts and actual cost of goods.  “Personally, morally and ethically, I 

think you base the mark-up on the discounted price,” stated CW 2. 

48. CW 3 corroborated these accounts, stating that “the Company enjoyed rebates 

and as a whole looked at that as an area of opportunity to increase profitability.”  CW 3 further 

confirmed that the false information presented to clients regarding the Company’s cost of goods 

was “actually a cost that they did not occur,” and remarked that, although some contracts 

prohibited ModusLink from retaining any rebates, the Company could nevertheless overstate 

revenue by improperly retaining rebates because ModusLink would be showing increased profit 

margin in the value-added revenue line to which it was not entitled.  CW 3 stated that “it was to 

ModusLink’s advantage not to talk about rebates.”  “In other words,” CW 3 stated, “they cheated 

their clients out of rebate revenue, kept it for themselves and overstated value-added revenue.  

This would be a violation of contract terms.” 

49. CW 3 also confirmed the relative ease with which ModusLink executives could 

use aggregation as a tool to confuse the Company’s customers and hide revenue: “The 

complexity of the process also creates an effective shield against the customer figuring out an 

individual item cost.  If a customer says explain it to me you say well this part also goes with 

this and that and it is not an apple to apple comparison etc. and then the confusion starts pretty 

quickly.” 
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50. While ModusLink’s concerted efforts to hide its true cost of goods violated the 

Company’s obligations to present transparent financial information to its customers, Defendants 

took this deception one step further by manipulating client documentation such as purchase 

orders and invoices in order to avoid triggering contractual clauses that would require the 

Company to give rebate revenue back to its clients.  CW 4 confirmed that she “was aware there 

were issues in this area,” and stated that certain members of the ELT, including Defendants 

Lawler and Crane, lied to clients about the profit margins that the Company was realizing on its 

contracts. 

51. CW 4 recounted that in October 2010 she became aware of various reports, 

budgets and presentations prepared by Defendants Lawler and Crane, as well as Messrs. 

McLennan and Datillo, which showed inconsistent revenue figures on different versions of 

contracts and budgets.  CW 4 explained that the motive for these executives to manipulate 

revenue amounts was that certain contracts would specify that once ModusLink made a certain 

amount of profit on the contract, the client would begin to receive a volume discount.  Thus, 

when profit margins approached the level that would trigger these discounts, CW 4 explained, 

the Company’s executives, including Defendant Crane, would lower profit numbers on the 

contract so that the “trigger number” would not be reached and the client would not be entitled to 

a discount. 

52. CW 4 stated that this could be accomplished by changing the pricing structure in 

ModusLink’s system to numbers that were different from the ones contractually agreed upon, or 

by artificially inflating an ancillary expense on the contract, which would lower realized profit.  

The actual revenue was then transferred on the budget to another revenue generating area of the 

Company.  CW 4 explained that it was unlikely that a client would be able to identify this 
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inflated pricing—even though the client would understand how much money it had spent and the 

amount of product it received—because of the volume involved and the fact that ModusLink was 

hiding the actual costs incurred on a contract.  CW 4 stated that “99% of the time they were 

retaining the discount.  The only time they didn’t was when they were close to losing an 

account.” 

53. CW 5 also remarked that it was “unlikely” that a customer would know if 

ModusLink was purchasing a high enough volume to receive a discount since the Company was 

typically consolidating purchases from multiple customers.  Consequently, the client would be 

unable to parse out its individual purchase volume from the aggregate purchase by ModusLink, 

thus leaving the client to rely on ModusLink’s representations regarding the existence, or lack 

thereof, of rebates on those purchases. 

54. Accordingly, Defendants manipulated ModusLink’s internal documentation and 

actively hid crucial aspects of the Company’s operations from customers in order to improperly 

retain rebate revenue that, pursuant to many of the clients’ contracts, should have flowed back 

ModusLink’s customers and thereby reduced ModusLink’s revenues and earnings.  As discussed 

in greater detail below, this coordinated scheme running rampant through the Company was 

driven at the very highest levels of ModusLink’s corporate structure. 

2. “Problems With Profit Margins”—The Individual Defendants 

Implemented a “Top-Down” “Strategy To Hide Margins and Hide 

Rebates” From ModusLink’s Customers  

55. Defendants Lawler and Crane were the drivers behind ModusLink’s scheme to 

artificially inflate revenue by improperly retaining volume discount rebates that should have 

been passed along to the Company’s clients.  These executives fostered a culture that required 

their explicit approval for nearly every area of financial importance for ModusLink.  The 

reasoning for this heightened level of control, according to CW 1, was that, “at the executive 
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level, they wanted to keep the profit margins as high as possible . . . it was a fundamental 

practice at ModusLink to hide our savings and if we needed to give something back, the 

executives would agree on what those savings were and how they were going to be given back.  

A lot of times we were hiding or holding margins back from sales people.  This way the 

executives could control how much was given back.” 

56. CW 1 confirmed that she presented rebate numbers and received directions 

concerning rebates, financials and margins directly from Defendant Lawler and McLennan.  

Indeed, CW 1 emphasized that the Individual Defendants and McLennan were solely responsible 

for decisions regarding if and when rebates were passed along to ModusLink clients.  Notably, 

CW 1 stated that she did not change purchase order figures or invoices, or give back any volume 

discount rebates to clients, without the direct instruction from and approval of Defendant Lawler, 

Mr. McLennan or Ms. Venable. 

57. Reflecting on the two large ModusLink customers that inquired at the end of 2010 

whether the Company was improperly holding back rebate revenue, CW 1 stated that both 

SanDisk and Intuit conducted audits and asked to view all purchase orders, invoices from 

suppliers and bills of materials.  CW 1 and her department were responsible for producing all of 

the invoices, purchase orders and bills of materials for the audits.  CW 1 stated that all of these 

items matched up with each other and appeared to show the agreed-upon cost of materials and 

mark-up because they did not reflect the rebates that ModusLink had received on these accounts.  

CW 1 confirmed that these large clients were not given any information about rebates that the 

Company had subsequently received.  After these audits, SanDisk and Intuit again inquired 

whether ModusLink was receiving rebates on these materials and, according to CW 1, they were 

told “no, we only receive volume discount rebates which can’t be tied back to specific clients.”  
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After the audits, sensing improprieties, both SanDisk and Intuit terminated their contracts with 

ModusLink. 

58. These audits were major events at ModusLink, and Defendant Lawler was 

intimately involved in attempts to conceal improperly retained rebates from the customer.  CW 1 

further revealed that “SanDisk and Intuit were huge accounts.  When they did an audit everyone 

knew about it at the corporate level.  There were meetings about it to make sure we were doing 

the right thing about it, having the right conversations with them and developing a strategy on 

how to deal with it.”  CW 1 further stated that she participated in a conference call with 

Defendant Lawler, Mr. McLennan and possibly Ms. Venable concerning the SanDisk audit 

during which Defendant Lawler asked, “are we covered and are we making sure that the 

purchase orders are matching the invoices? Do we have any gaps here that they are going to 

find because we don’t want them to know about the rebates.”  CW 1 stated that she told Lawler 

that the rebates would not be discovered in the course of the audit because the purchase orders 

and invoices reflected the pre-rebate price. 

59. Further confirming the Individual Defendants’ direct participation in the rebate 

scheme, CW 1 confirmed that she had quarterly meetings between May 2008 and January 2011 

with Defendant Lawler, Mr. McLennan and Ms. Venable where rebates were discussed: “they 

were drawn out on the profit and loss statements and we talked about what we were saving.”  

During these meetings, Defendant Lawler would tell CW 1 that “‘we are not making enough 

margin, you need to get more rebates to decrease the cost of goods.  Don’t tell sales the real 

cost of our materials because they will try to give it back to the client.’  They asked me for 

forecast outlooks that broke out my rebates.  These forecasts were submitted to them, if they tell 
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you they do not know about rebates, that is not true.  All direction about rebates came from the 

top down.  That was their strategy, to hide margins and hide rebates.” 

60. CW 1 cemented the fact that Defendant Lawler was the driving force behind the 

rebate manipulation: “Mr. Lawler, his thing was he wanted to own it all.  We had problems with 

profit margins and he wanted to control things because sales people would give it all away.  

Rebates were an easy way to control this given the animosity and tension between sales and 

operations.  Mr. Lawler used this as a tool.  Rebates gave us a better forecast outlook.  When 

we negotiated rebates, we knew what our real cost of goods was.” 

61. In regards to the tension between sales and operations over the actual cost of 

goods, CW 1 stated that “this was handled at the Joe Lawler level.  If a client questioned costs, 

business managers had to go talk to Joe.  Everything came from the top down, if they wanted 

money released from rebates, the approval had to come from Joe Lawler.”  CW 1 confirmed that 

she could not release any rebate money without Defendant Lawler’s explicit approval.
17

 

62. CW 2 corroborated CW 1’s account, recalling that “there were leadership issues 

which started at the top.”  Regarding Defendant Lawler’s role in the rebate accounting scheme, 

CW 2 stated that she was not surprised about these problems because Lawler did not have a 

strong strategic vision for the Company: “There were major strategy changes on an annual basis 

and nothing was kept in place long enough to measure if it was working. . . . if you didn’t meet 

your goal, you were out of there unless you were Joe Lawler.” 

63. Regarding Defendant Crane’s role in the rebate accounting scheme, CW 2 stated 

that the Company was plagued by “poor accounting and internal controls.”  She further 

                                                           
17

 CW 1 also stated that at the end of her tenure, there were rumors within the Company that a 

ModusLink employee was a whistleblower who told clients about the impropriety with rebates 

and cost-plus model contracts, which was the catalyst for the Company’s eventual restatement. 
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recounted that there was a very limited number of people who could have implemented the 

scheme: “the problems had to occur at the CFO level because junior people didn’t have the 

authority to do this stuff.  Steve Crane set the policy on rebates and the people below him were 

just ‘yes’ people.  There was quite a drop off with employee authority once you dropped below 

Steve Crane.  Regional finance people like Cathy Venable don’t have a ton of authority.  They 

are not policy makers.  They take direction from Steve.” 

64. CW 2 further recounted that customers started realizing that they were being 

short-changed by the Company around mid-2010.  During this period, according to CW 2, “there 

was a mass collection of all of our contracts by corporate and I think that was the beginning of 

oh-oh maybe we have an issue here.”  CW 2 explained that this was an unusual request.  

Previously, corporate might have asked for an updated version of a single contract but during her 

tenure they had never asked for all of them. 

65. CW 3, a member of the Company’s ELT, also corroborated the Individual 

Defendants’ tight control over ModusLink’s operations, stating that “I didn’t even have the 

authority to approve a good fraction of contracts of the big ten accounts, they had to go to Joe 

Lawler.  There was ELT participation and awareness of all of these contracts.”  CW 3 remarked 

that the ELT held weekly meetings where profitability and important clients were discussed, and 

some additional meetings were scheduled to specifically approve contracts.   

66. CW 3 further remarked that the “financial wrongdoing” and the ModusLink 

rebate accounting scheme were “mishandled at the very top level,” and that “there were no 

controls in place” at the Company.  With regard to Defendants Lawler and Crane, as well as 

William McLennan, CW 3 stated that “the pressure to make targets would have been passed 
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down thoughtlessly through McLennan’s organization and people would say how the heck am 

I going to do this and the monkey business would start.” 

67. CW 3, who left ModusLink in 2009, stated that manipulation of cost of goods, 

rebates and pricing took place at the ELT level.  Indeed, CW 3 confirmed that at the ELT level, 

“rebates were not a hush-hush topic.  So given its importance, rebates are something that should 

have been subject to regular audits and due diligence.  Any executive at ModusLink who tells 

you they didn’t know what was going on with rebates is lying to you.” 

68. CW 4, who was responsible for, among other things, commodity procurements, 

stated that manipulations of the profit margins on client accounts, including through pricing 

changes and artificially inflating ancillary expenses, emanated from Defendant Crane and 

received approval from Defendant Lawler.  CW 4 remarked that very few people within the 

Company had the ability and authority to authorize price changes and move around revenue, and 

that this select group of executives included Defendants Lawler and Crane.  CW 4 stated that Mr. 

Dattilo, ModusLink’s former Chief Information Officer, mentioned on several occasions to CW 

4 that he was concerned about how Crane moved money around in his budget.  CW 4 also 

recalled that Mr. Gray, ModusLink’s General Counsel, often stated “that his job was to keep 

these guys out of jail.” 

69. Notably, in October 2010, CW 4 directly informed Defendants Lawler and Crane 

about reports, budgets and presentations prepared by these Defendants, as well as McLennan, 

which showed inconsistent revenue figures on different versions of contracts and budgets.  CW 4 

told Defendants Lawler and Crane that this changing revenue “didn’t look right and they told 

[CW 4] to mind her own business.”  CW 4 stated that she considered informing the Company’s 

Board of Directors about this information but decided against it because she believed the Board 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 32 of 98



 

 
30 

consisted of people who were loyal to Defendant Lawler.  Shortly after her conversation with 

Defendants Lawler and Crane regarding the improper revenue variations, CW 4 was stunned to 

learn that the Company had hired her replacement and that she would be terminated as of 

December 31, 2010.  On December 8, 2010, CW 4 was told to work at home and not to come 

into the office anymore or have any further contact with any ModusLink employees. 

70. Prior to her exit from ModusLink, however, CW 4 learned that an outside auditor 

was brought in to review the Company’s accounting treatment.  According to CW 4, the auditor 

prepared a letter and financial report that went to Defendants Lawler and Crane, which stated 

that the auditor’s findings in regard to pricing did not match Defendant Crane’s numbers and 

which forced the Company’s financial restatement. 

71. Similar to CW 1’s account regarding Defendant Lawler’s preoccupation with 

ModusLink’s “problems with profit margin,” CW 5 also reflected that this topic often arose 

during ELT meetings.  CW 5 stated that she attended approximately 40% of ELT meetings, 

particularly when they focused on cost reductions as she “was the largest contributor of cost 

reductions because [CW 5] negotiated the purchasing of goods and services.”  According to CW 

5, when a client demanded cost reductions or rebates on its contract with the Company, the ELT 

needed to approve a client rebate since providing such a reduction could impact the overall 

corporate profit margin. 

72. In confirming the intentional nature of ModusLink’s rebate accounting scheme, 

CW 5 stated that improper rebate retention “should not appear in the revenue line unless 

someone purposely took that cost savings and booked it as revenue to inflate the sales line.  

For example, if you normally buy a part for $1.00 and through volume discounts you can get it at 

$0.75, the $0.25 reduces the costs of goods sold, which increases the gross margin.”  CW 5 also 
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confirmed the limited number of people within the Company that possessed the power to switch 

cost savings onto a revenue line or make other changes in the financial system, including 

Defendants Lawler and Crane.  CW 5 stated that she did not have the ability to make changes in 

the financial system, and that lower sales and operation personnel could only see “read only” 

parts of limited corporate financial data. 

73. CW 6, the former ModusLink Director of Information Technology, Audit and 

Compliance,
18

 also corroborated that “only a handful of individuals within the finance group, 

maybe 6-7 had full access to all of the company’s financial information.”  CW 6 also stated that 

her department did not have direct involvement in the rebate process but they defined and 

controlled who had access to rebates and what they could do with them.  CW 6 stated that the 

“direction of what to do with rebates had to come from Joe Lawler.”  CW 6 further stated that 

she had multiple conversations with CW 4 during her tenure at the Company during which CW 4 

mentioned that she was unhappy with what she was being directed to do with credits/rebates and 

that she was “just following orders.” 

74. Accordingly to CW 6, in approximately the fall of 2010, CW 4 told CW 6 that she 

“was unhappy with some of the things that Joe Lawler was instructing her to do with rebates and 

finances.”  CW 6 stated that CW 4 “was being instructed to use them in a particular manner that 

she didn’t necessarily agree with.  CW 6 stated that what she was being told by CW 4 “sounded 

funny” so CW 6 immediately called Jason Harlow, the Director of Internal Audit, to report the 

                                                           
18

 CW 6 was a former ModusLink Director of Information Technology, Audit and Compliance 

and was employed at the Company from February 2007 through May 2011.  CW 6 handled all 

compliance and regulatory matters for the IT Department, and her department supported the 

software and business applications system used by the Finance Department and directed the 

access controls that determined which individuals in the Company had access to various modules 

of financial information.  CW 6 reported directly to Matt Dattilo, ModusLink’s Chief 

Information Officer. 
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conversation.  CW 6 stated that Mr. Harlow thanked her for the information “but had no 

responsibility to come back and follow up with me so I never heard anything further about it.”  

According to CW 6, CW 4 went to her boss, Defendant Crane, and told him that she “did not 

agree with the instructions she was being given.”  However, CW 6 never heard anything else 

regarding the incident since CW 4 left the Company in December 2010. 

75. Accordingly, throughout the Class Period, the Individual Defendants controlled 

nearly every meaningful aspect of ModusLink’s operations as they related to rebate revenue, 

pricing and profit margin, and they directed an intentional scheme to withhold volume discount 

rebates from the Company’s clients in violation of customers’ contracts.  The rationale for this 

scheme?  As discussed below, ModusLink operated under exceptionally slim profit margins, and 

every dollar saved helped the Company meet the profit margin expectations set by the Individual 

Defendants. 

D. MODUSLINK’S RAZOR-THIN PROFIT MARGINS 

76. Because of ModusLink’s razor-thin profit margins—which Defendant Lawler 

alluded to when he instructed CW 1 to hide rebate revenue from inquiring clients—the additional 

revenue derived through the Company’s improper retention of volume discount rebates often 

meant the difference between meeting margin expectations or falling short of projections.  

Indeed, despite reporting billions of dollars in revenue during the five-year Class Period, after the 

Company completed the restatement and released adjusted financial results, ModusLink did not 

actually make any money.  The Company reported a loss of $213.2 million prior to the 

restatement, which increased to a loss of over $231.1 million after the restatement.  The restated 

losses included impairments related to goodwill and intangible assets of $231.6 million.  

Stripping out the impairments, ModusLink actually had net income from operations of just $18.4 
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million prior to the restatement and, after the restatement, the Company barely broke even, 

reporting net income from operations of a mere $500,000. 

77. So, in actuality, the restatement caused ModusLink’s net loss over the restated 

period to increase by a significant 8.44% and, even more tellingly, completely wiped out what 

little operating profit the Company was able to generate.  Accordingly, the restatement had a 

profound effect on ModusLink’s profitability and gross margins—metrics that, as the Individual 

Defendants were well aware, are of utmost importance to the investing public rather than a 

revenue number taken in isolation. 

78. As a supply chain management business in an intensely price-competitive 

technology products marketplace, ModusLink operated in a low gross margin industry.  In its 

Annual Reports on Form 10-Ks filed with the SEC on during the Class Period, ModusLink stated 

that “the gross margins in the supply management business are low,” and that these low gross 

margins “magnify the impact of variations in revenue and operating costs on our financial 

results.”  See, e.g., Form 10-K, filed October 15, 2007 at 10.  Gross margin is the difference 

between revenue and cost before accounting for certain other expenses.  Generally, it is 

calculated as the selling price of an item, less the cost of goods sold. 

79. As shown through the accounts of former employees of the Company, margins 

represent a key factor in ModusLink’s pricing, earnings forecasts and analyses of customer 

profitability.  Since ModusLink had razor-thin margins, large amounts of revenue would only 

result in a small percentage of profits.  For this reason, retaining every dollar possible from the 

Company’s customers was critical to ModusLink to try to remain profitable and meet margin 

expectations.  Indeed, throughout the Class Period, the Individual Defendants emphasized their 

goal of maintaining a profit margin within a range of 12-14%.  This overriding concern drove the 
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Individual Defendants to improperly retain volume discount rebate revenue in violation of client 

contracts.  When clients learned of ModusLink’s scheme, they either demanded concessions to 

make up for the lost revenue that the Company should have passed to them, or they terminated 

their contracts with ModusLink, which ultimately led to the restatement itself. 

80. The Individual Defendants’ desire to meet profit margin expectations is further 

highlighted when examining the financial effects of the restatement.  Throughout the Class 

Period, ModusLink experienced a decline in revenue in every reported fiscal year.  Simply put, 

the Company was having a difficult time making money as customers themselves were looking 

to cut costs.  As a result, ModusLink was forced to look for ways to keep its margin within its 

own stated range of 12-14%.  Unfortunately for ModusLink’s customers and shareholders, the 

Company resorted to improperly retaining rebates rightfully owed to customers in a desperate 

attempt to adhere to its overstated margin targets. 

81. The Individual Defendants refused to lower the Company’s lofty margin targets 

as they worried that investors would punish the stock, especially given that management was 

already under heavy scrutiny from large outside investors publicly demanding the removal of 

ModusLink top management (as discussed below).  As a result of the restatement, ModusLink’s 

margins were even lower than reported in each fiscal year.  For example, for fiscal year 2009, the 

Company’s reported gross margin was 12.1% prior to the restatement and, after the restatement, 

the gross margin fell to 11.6%, comfortably below the Company’s expected margin range of 12-

14% that it touted in the previous years.   If not for the Company’s blatant manipulation of rebate 

revenue, the Company would not have met its targeted margin range of 12-14%, and investors 

would have known the truth about how badly ModusLink was actually performing. 
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V. THE TRUTH BEGINS TO EMERGE 

A. OUTRAGED INVESTORS CALL FOR REFORM WITHIN MODUSLINK 

82. Investor outrage over ModusLink management’s performance has been boiling 

over in recent years.  Beginning in September 2011, Peerless Systems Corporation (“Peerless”), 

one of the largest shareholders of ModusLink’s common stock, launched a bid to appoint two of 

its nominees to the Company’s Board of Directors prior to the 2011 annual meeting of 

stockholders.  Citing as reasons for its course of action in a September 29, 2011 press release, 

Peerless stated that over the previous five years, the Company’s Board had overseen 

ModusLink’s “misuse of its balance sheet” and that they had “chronically failed” in their 

obligations to the Company’s shareholders. 

83. On October 3, 2011, LCV Capital Management, LLC (“LCV”), another large 

shareholder of the Company that beneficially owned 3.5% of its common stock, issued a press 

release containing an open letter to the independent directors of ModusLink, which announced 

its support for Peerless’ two nominees to the Company’s Board.  In its letter, LCV demanded 

that the Board remove Defendant Lawler as Chairman, President and Chief Executive Officer of 

the Company, and urged shareholders “[p]lease, by no means interpret our longstanding 

ownership of ModusLink common stock as an indication of confidence or support for the current 

management team.  In fact, we are writing to express our profound disappointment with Joseph 

C. Lawler and his management team, as well as the Board, for their abject failure to safeguard 

shareholder value.” 

84. On December 22, 2011, Peerless issued a press release entitled, “Peerless Systems 

Corporation Criticizes the ModusLink Board for Recklessly Spending Stockholders’ Money on 

Efforts to Entrench Themselves.”  In the press release, Peerless stated that the ModusLink Board 
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was spending $2.6 million to defend themselves in the proxy contest, which is ten times the 

amount that Peerless planned to spend on the contest.  Peerless stated that the $2.6 million 

expense “that ModusLink is wasting on this proxy contest is more than its aggregate net income 

for the past five years.” 

85. On January 3, 2012, Peerless issued a press release announcing that it was issuing 

an open letter to ModusLink shareholders regarding the proxy contest.  In the letter, Peerless 

noted that it was “absolutely remarkable” that “the Board over the past decade bought a de 

minimis amount of ModusLink common stock,” with some directors failing to purchase a single 

share of the Company’s stock during this timeframe. 

86. On January 13, 2012, Peerless issued a press release announcing that it had issued 

another open letter to the Company’s shareholders in which it stated that “ModusLink has 

shamelessly resorted to issuing false and misleading statements and accusations simply because 

they are in danger of losing the upcoming election for two board members.  In addition to 

spending an unlimited amount of YOUR money to entrench themselves, we are very concerned 

that they have offered certain stockholders a sweetheart deal in exchange for their votes.”  

Peerless further stated that they “are certainly not surprised by the actions taken by 

ModusLink—after all, management has a long history of misleading stockholders.”
19

 

87. The shareholder outcries over ModusLink’s management continued into 2012.  

Indeed, on March 7, 2012, months after the Peerless proxy fight, Handy & Harman Ltd. 

(“HNH”), which together with certain of its affiliates owned approximately 14.3% of the 

outstanding shares of the Company, launched a bid to enable HNH and its affiliates to purchase 

                                                           
19

 Peerless, supported by other large ModusLink shareholders—including LCV Capital 

Management, LLC and Lloyd I. Miller, III, who combined owned approximately 6.2% of the 

Company’s outstanding common stock—was ultimately successful in appointing one of its 

nominees, Jeffrey S. Wald, to the ModusLink Board of Directors beginning in 2012. 
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in the open market up to 19.9% of the Company’s outstanding shares.  Two weeks later, on 

March 22, 2012, ModusLink announced that it had adopted a stockholder rights agreement, more 

commonly known as a “Poison Pill,” to thwart HNH’s bid.  In responding to ModusLink’s 

announcement on the same day, HNH stated that “it should be beneath the level of a corporate 

board of directors to play such games,” and that the action was “equivalent to complete 

entrenchment of the Board without any regard for the Company’s stockholders.” 

88. After the restatement was announced, investor outrage reached a fever pitch.  On 

November 7, 2012, Evermore Global Advisors (“Evermore”), a large shareholder of 

ModusLink’s common stock owning approximately 1.8% of the Company’s outstanding shares, 

sent a letter to Defendant Jules, the Chairman of ModusLink following Defendant Lawler’s 

departure, regarding the Company’s lack of action and communication since the restatement was 

announced.  In the letter, Evermore’s Chief Executive Officer, David E. Marcus, expressed 

outrage that in light of the accounting irregularities disclosed by the Company, Defendant Crane 

and General Counsel Peter Gray—the two most senior corporate officers who oversaw 

ModusLink’s accounting and disclosure practices—were still working for the Company and 

“continue to receive massive bonuses.”  Mr. Marcus stated in his letter that “[t]here is no aspect 

of ModusLink’s current state of affairs that would indicate there is any form of serious 

leadership in the management ranks or at the Board level, which is totally unacceptable.” 

B. MODUSLINK SHOCKS THE INVESTING PUBLIC 

89. ModusLink stunned the financial markets on June 11, 2012.  On this date, prior to 

the opening of the markets, ModusLink issued a press release in which it announced the 

immediate resignations of Defendant Lawler and William McLennan.  In addition, the Company 

also announced that the Audit Committee of the Company’s Board of Directors, in connection 
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with an SEC inquiry into ModusLink’s accounting practices, initiated an internal investigation 

which uncovered improprieties in the Company’s accounting treatment of volume discounts and 

customer contracts. 

90. In addition, ModusLink announced a wide-ranging restatement of its financials in 

which the Company’s previously-issued financial statements from fiscal years 2009 through 

2011, as well as the first two quarters of fiscal 2012 and its unaudited selected financial data for 

fiscal years 2007 and 2008, should no longer be relied upon.  In addition, ModusLink admitted 

that it expected to conclude that the Company had a “material weakness in its internal control 

over financial reporting,” and that it would not be able to timely file its financial results with the 

SEC.  More specifically, the press release provided in pertinent part as follows: 

WALTHAM, Mass.--(BUSINESS WIRE)--Jun. 11, 2012-- ModusLink Global 

Solutions
(TM)

, Inc. (NASDAQ: MLNK) today announced the retirement of 

Joseph C. Lawler from his role as President and Chief Executive Officer of the 

Company, effective immediately upon the appointment of a new chief executive 

officer.  Mr. Lawler is stepping down from the Board of Directors, effective 

immediately.  The Company also announced the departure of William R. 

McLennan, president, global operations for ModusLink, effective immediately.  

 

*** 

ModusLink received an inquiry from the SEC regarding the Company’s 

treatment of rebates associated with volume discounts provided by vendors.  

ModusLink leverages its aggregated volume purchasing power with vendors and 

uses volume discounts to manage the costs of materials used in client programs 

over time, which it believes leads to improved and stable pricing for its clients.  

Concurrent with the inquiry, the Audit Committee of the Company’s Board of 

Directors initiated an internal investigation and has determined that certain 

client contracts have not been aligned consistently with ModusLink’s practice 

of retaining volume discounts.  In the course of this investigation, the Audit 

Committee also identified limited instances where vendor costs incurred were 

marked-up to clients in a manner not consistent with client contracts.  

ModusLink is communicating with its clients and working closely with them to 

review these issues.  

 

Where such volume discounts and mark-ups were retained by ModusLink 

consistent with client contracts, the Company continues to believe that the 

accounting remains correct, as previously stated in its Form 10-Q filed for the 
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second quarter of fiscal 2012.  Based on the preliminary results of the 

Company’s accounting evaluation done in connection with the investigation, 

however, the Company believes it is no longer able to conclude that amounts 

from such volume discounts and mark-ups, where now found to be inconsistent 

with client contracts, were correctly accounted for as revenue.  As soon as 

practicable, the Company expects to restate its audited financial statements 

from fiscal years 2009 through 2011, as well as the first two quarters of fiscal 

2012 and its unaudited selected financial data for fiscal years 2007 and 2008.  

As a result of the restatement, the Company expects to report downward 

adjustments to revenue of approximately $20 million to $30 million over a period 

in which aggregate reported revenue was $5.4 billion and aggregate reported net 

loss was $213 million, inclusive of $232 million of impairments related to 

goodwill and intangible assets.  In addition, the Company expects that the 

restatement will negatively impact net income, by a lesser amount.  

 

As a result of the accounting evaluation conducted to date, the Audit Committee 

has assessed the impact of errors in the Company’s financial statements from 

fiscal years 2009 through 2011, as well as the first two quarters of fiscal 2012 and 

its unaudited selected financial data for fiscal years 2007 and 2008 and, on June 9, 

2012, concluded that those previously issued financial statements should no 

longer be relied upon.  

 

Management is continuing to assess the Company’s internal control over financial 

reporting and its disclosure controls and procedures, and expects to conclude that 

the Company has a material weakness in its internal control over financial 

reporting.  Management will report its conclusion on internal control over 

financial reporting and disclosure controls and procedures upon completion of the 

restatement process.  

 

* * * 

 

In conjunction with the Company’s inability to timely file its Form 10-Q, 

ModusLink expects to receive a letter from NASDAQ notifying the Company that 

it is non-compliant with NASDAQ Listing Rules, which require listed companies 

to timely file all required periodic financial reports with the SEC.  (emphasis 

added) 
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91. After the Company’s announcement, ModusLink’s stock price plunged 34.74% to 

close at $2.78 on June 11, 2012.  As a result of Defendants’ materially false and misleading 

statements and omissions during the Class Period, Lead Plaintiffs and the Class have suffered 

millions of dollars in damages. 

92. Finally, on January 11, 2013, ModusLink filed with the SEC its annual report on 

Form 10-K for the fiscal year ended July 31, 2012, which included the Company’s restatement of 

its financial statements for fiscal years 2009 through 2011 and unaudited selected financial data 

for fiscal years 2007 and 2008, as well as the first two quarters of fiscal 2012.  In its filing, the 

Company noted that the restated periods from fiscal 2007 through the first two quarters of fiscal 

2012 include cumulative downward adjustments to revenue of $32.9 million.  These restated 

periods included cumulative downward adjustments to net income of $18.0 million on a restated 

aggregate net loss of $231.1 million, inclusive of $231.6 million of impairments related to 

goodwill and intangible assets.  As a result of the restatement, ModusLink’s total operating loss 

during the affected periods was adjusted lower by 17.1%, from $206 million to $241 million, and 

the Company’s total net loss was adjusted lower by 8.4%, further demonstrating the materiality 

of ModusLink’s false and misleading financial results during the Class Period and the material 

effects of the restatement.  Thus, as previously noted, ModusLink barely broke even over the 

course of the Class Period, reporting net income from operations of a mere $500,000. 

93. Notably, ModusLink admitted that, during the Class Period, the Company 

suffered from material weaknesses in its internal accounting and financial controls: 

The Audit Committee, together with its independent legal and accounting 

advisors, investigated the manner in which Company personnel interpreted and 

sought to comply with the terms of client contracts, and the processes by which 

costs for materials were calculated and presented to clients.  The errors identified 

in the course of the Audit Committee’s investigation revealed deficiencies in the 

Company’s accounting and financial control environment, some of which were 
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determined to be material weaknesses. These included a failure of effective 

controls to track and reconcile the Company’s belief that it was entitled to 

retain rebates and pricing mark-ups against the specific terms of the 

contractual pricing models and cost disclosure obligations required by client 

contracts. (emphasis added) 

 

94. Accordingly, Defendants’ fraudulent accounting scheme brought ModusLink to 

the precipice of ruin.  The Company’s two top operational executives were quickly ushered into 

immediate departures, ModusLink had to restate nearly five years’ worth of financial statements, 

and the SEC launched an inquiry into the Company’s improprieties.  The full extent of the 

penalties that ModusLink will pay for Defendants’ fraud remains unclear as the SEC’s 

investigation remains pending as of the time of this filing. 

VI. DEFENDANTS’ FALSE AND MISLEADING STATEMENTS 

95. As discussed above, ModusLink operates in a low-margin industry that provides 

little room for error in terms of financial results.  For this reason, every dollar of revenue earned 

is magnified, and Defendants looked at creative, and ultimately fraudulent, ways to increase the 

Company’s profit margins.  During the Class Period, as large shareholders began to voice 

increasing concerns over ModusLink’s financial direction and the quality of the Company’s 

leadership, ModusLink and the Individual Defendants carried out a scheme to conceal the 

Company’s true financial position from the marketplace by artificially inflating its revenue.  

Indeed, Defendants’ fraudulent rebate retention scheme inflated ModusLink’s financial results 

during the Class Period and directly led to the Company’s restatement.  As this scheme gradually 

collapsed, ModusLink’s financials correspondingly suffered. 

96. In regular press releases, conference calls and filings with the SEC, ModusLink 

and the Individual Defendants repeatedly made false and misleading statements and omissions 

concerning the Company’s: (i) financial results; (ii) operational policies and metrics, including 
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ModusLink’s improper retention of volume discount rebate revenue in violation of its customer 

contracts and the effect of these improper policies on the Company’s profit margin; (iii) internal 

controls; and (iv) accounting for rebate revenue.  These false and misleading statements created 

the false impression that ModusLink was meeting target profit margin percentages and other 

financial metrics, while artificially inflating the Company’s stock price. 

97. Defendants’ false and misleading statements are set forth below, organized 

topically, along with explanations for their falsity.  The portions of each statement that Lead 

Plaintiffs allege are materially false and misleading are bolded and italicized.  Defendants Lawler 

and Crane signed each of the Company’s Form 10-Ks and 10-Qs discussed herein. 

A. FALSE STATEMENTS REGARDING MODUSLINK’S FINANCIAL RESULTS 

98. Throughout the Class Period, the Company and the Individual Defendants 

regularly made statements concerning the state and expectation of ModusLink’s finances and 

operations.  Because Defendants’ fraudulent rebate accounting scheme artificially inflated the 

Company’s financials, Defendants reported false financial results and made false assurances 

concerning such metrics.  The originally false financial results, the restated financial results, and 

Defendants’ false assurances concerning the Company’s operations and finances, are presented 

below. 

99. Defendants ModusLink, Lawler and Crane certified the accuracy of the 

Company’s financial results during the Class Period and certified that the Company had 

presented these results in compliance with GAAP.  However, each of these statements was false 

and misleading because ModusLink was improperly retaining revenue derived from volume 

discount rebates that should have been passed along to the Company’s clients according to 

ModusLink’s contractual obligations with these customers.  ModusLink booked these savings as 
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revenue in violation of GAAP and SEC regulations.  Indeed, the Company’s restatement 

confirms that ModusLink overstated important operational metrics such as profit margin and net 

revenue during the entirety of the Class Period. 

100. In ModusLink’s quarterly and annual reports on Forms 10-K
20

 filed with the SEC 

during the Class Period, the Company reported materially false and misleading financial results, 

including the following annual figures (in millions): 

Reporting 

Time Period 

Reported Net 

Revenue (MM) 

Reported Gross 

Profit (MM) 

Reported Gross 

Profit Margin % 

2007
21

 $1,143.00 $131.10 

 

11.47% 

 

2008
22

 $1,068.20 

 

$137.60 

 

12.88% 

 

2009
23

 $1,008.60 

 

$122.40 

 

12.14% 

 

2010
24

 $924.00 

 

$116.60 

 

12.62% 

 

2011
25

 $876.50 $83.60 

 

9.54% 

 

6 months ended 

January 31, 

2012
26

 

$384.70 $41.60 

 

10.81% 

 

                                                           
20

 For the same reasons that the financial results presented below and contained in ModusLink’s 

annual SEC filings were false and misleading, ModusLink’s financial results presented in the 

Company’s quarterly SEC filings were also false and misleading.  For ease of presentation of the 

financial results issued during the five-year class period, Lead Plaintiffs have presented such 

results on an annual basis. 

21
 2007 10-K at 16, 71, 20; September 25, 2007 Q4 and Year 2007 Press Release.   

22
 2008 10-K at 16, 72, 20; September 29, 2008 Q4 and Year 2008 Press Release. 

23
 2009 10-K at 17, 41, 21; September 29, 2009 Q4 and Year 2009 Press Release. 

24
 2010 10-K at 17, 40, 21; September 28, 2010 Q4 and Year 2010 Press Release (did not discuss 

gross profit in monetary value but instead only as a percentage). 

25
 2011 10-K at 17, 40, 21; September 27, 2011 Q4 and Year 2011 Press Release (did not discuss 

gross profit in monetary value but instead only as a percentage). 

26
 2012 Q2 10-Q at 4, gross margin percentage for the six months ended January 31, 2012 was 

calculated based on net revenue and gross profit values provided on page v of the January 11, 
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101. ModusLink’s financial results reported during the Class Period, including the 

Company’s net revenue, gross profit and gross profit margin, were each materially false and 

misleading because, as set forth above: 

(a) Defendants caused ModusLink to wrongfully retain volume discount 

rebates in violation of client contracts, including by implementing a 

“fundamental practice” at the Company to “hide margins and hide 

revenue” from its clients and members of ModusLink’s sales operations, 

as well as manipulating purchase orders and invoices to ensure that clients 

would not learn of Defendants’ rebate scheme (see ¶¶39-59); 

(b) Defendants and ModusLink improperly and “purposely took that cost 

savings and booked it as revenue to inflate the sales line,” all in violation 

of GAAP and SEC regulations, (see ¶¶37, 42, 48, 69, 72; Sec. VII); 

(c) The Audit Committee’s investigation of ModusLink’s accounting 

practices as they concern the accounting treatment of volume discount 

rebates “determined that certain client contracts have not been aligned 

consistently with ModusLink’s practice of retaining volume discounts” 

and identified “instances where vendor costs incurred were marked-up to 

clients in a manner not consistent with client contracts” (see ¶90); 

(d) As a result of these improper practices, ModusLink was unable “to 

conclude that amounts from such volume discounts and mark-ups, where 

now found to be inconsistent with client contracts, were correctly 

accounted for as revenue” (see ¶90); 

(e) Because of this improper revenue recognition, ModusLink was forced to 

conclude that the financial statements issued during the Class Period 

“should no longer be relied upon” (see ¶90); and 

(f) As a further result thereof, ModusLink was forced to restate the 

Company’s financial results issued during the Class Period (see ¶¶90, 92-

93). 

102. Indeed, ModusLink’s restated financial results demonstrate the materiality of the 

Company’s false and misleading financial results, including, among others, net revenue, gross 

profit and gross profit margin percentage: 

                                                                                                                                                                                           

2013 Form 10-K, which restated all of the false and misleading financial results for the Class 

Period.  
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Reporting Time 

Period 

Reported Net 

Revenue (MM) 

Restated Net 

Revenue (MM) 

Amount of 

Revenue 

Inflation (MM) 

2007 $1,143.00 $1,133.70  $9.30 

2008 $1,068.20 $1,059.90  $8.30 

2009 $1,008.60 $1,002.00  $6.60 

2010 $924.00 $918.40  $5.60 

2011 $876.50 $873.80  $2.70 

6 months ended 

January 31, 2012 

$384.70 $384.20  

 

$0.50 

 

Reporting Time 

Period 

Reported Gross 

Profit (MM) 

Restated Gross 

Profit (MM) 

Amount of Gross 

Profit Inflation 

(MM) 

2007 $131.10 $121.20 $9.90 

2008 $137.60 $129.20 $8.40 

2009 $122.40 $115.80 $6.60 

2010 $116.60 $111.00 $5.60 

2011 $83.60 $80.90 $2.70 

6 months ended 

January 31, 2012 

$41.60 $41.30 $0.30 

 

Reporting Time 

Period 

Reported Gross 

Margin % 

Restated Gross 

Margin % 

Amount of Gross 

Profit Margin 

Inflation % 

2007 11.47% 10.69% 0.78% 

2008 12.88% 12.19% 0.69% 

2009 12.14% 11.56% 0.58% 

2010 12.62% 12.09% 0.53% 

2011 9.54% 9.26% 0.28% 

6 months ended 

January 31, 2012 

10.81% 10.75% 0.06% 

 

103. Indeed, as a result of the restatement, ModusLink’s total operating loss during the 

affected periods was adjusted lower by 17.1%, from $206 million to $241 million, and the 

Company’s total net loss was adjusted lower by 8.4%, from $213 million to $231 million, further 

demonstrating the materiality of ModusLink’s false and misleading financial results during the 

Class Period and the material effects of the restatement, as shown in the chart below: 
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104.  In addition to reporting false and misleading financial results in ModusLink’s 

annual and quarterly SEC filings throughout the Class Period, the Company stated that its 

financial reporting complied with GAAP: 

The accompanying condensed consolidated financial statements have been 

prepared by the Company in accordance with accounting principles generally 

accepted in the United States of America (“U.S. GAAP”)….
27

 

                                                           
27

 This statement was repeated in substantially identical form in: 2007 Form 10-K at 31; 2008 Q1 

Form 10-Q at 6; 2008 Q2 Form 10-Q at 6; 2008 Q3 Form 10-Q at 6; and 2008 Form 10-K at 31.  

See also 2009 Q1 Form 10-Q at 6; 2009 Q2 Form 10-Q at 6; 2009 Q3 Form 10-Q at 6; and 2009 

Form 10-K at 31.  See 2010 Q1 Form 10-Q at 6; 2010 Q2 Form 10-Q at 6; 2010 Q3 Form 10-Q 

at 4; and 2010 Form 10-K at 31.  See also 2011 Q1 Form 10-Q at 6; 2011 Q2 Form 10-Q at 6; 

2011 Q3 Form 10-Q at 6; and 2011 Form 10-K at 31.  See 2012 Q1 Form 10-Q at 6 and 2012 Q2 

Form 10-Q at 6. 

6 months ended:

(mm) January 31, 2012 2011 2010 2009 2008 2007 Total

Net revenue

  As Repored $384.7 $876.5 $924.0 $1,008.6 $1,068.2 $1,143.0 $5,405.0

     Adjustment (0.5) (2.7) (5.6) (6.6) (8.3) (9.3) (33.0)

  As Restated $384.2 $873.8 $918.4 $1,002.0 $1,059.9 $1,133.7 $5,372.0

Gross profit

  As Repored $41.6 $83.6 $116.6 $122.4 $137.6 $131.1 $632.9

     Adjustment (0.3) (2.7) (5.6) (6.6) (8.4) (9.9) (33.5)

  As Restated $41.3 $80.9 $111.0 $115.8 $129.2 $121.2 $599.4

Operating income (loss)

  As Repored ($11.3) ($35.0) ($6.9) ($167.7) $0.4 $14.8 ($205.7)

     Adjustment (0.2) (2.7) (6.1) (5.9) (8.6) (11.7) (35.2)

  As Restated ($11.5) ($37.7) ($13.0) ($173.6) ($8.2) $3.1 ($240.9)

17.11%

Other income (expense)

  As Repored $1.4 ($9.2) ($3.4) ($15.1) $23.3 $41.5

     Adjustment 13.6

  As Restated $1.4 $4.4 ($3.4) ($15.1) $23.3 $41.5

Net income (loss)

  As Repored ($11.4) ($49.0) ($17.8) ($193.5) $9.1 $49.4 ($213.2)

     Adjustment (0.3) 14.6 (6.0) (5.9) (8.6) (11.7) (17.9)

  As Restated ($11.7) ($34.4) ($23.8) ($199.4) $0.5 $37.7 ($231.1)

8.40%

Years Ended July 31,

ModusLink Global Solutions Inc

Effects of Restatement
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105. Similarly, in the Company’s annual and quarterly SEC filings throughout the 

Class Period, Defendants Lawler and Crane each falsely certified that the Company’s financial 

statements were accurate and fairly presented the Company’s financial condition, certifying in 

pertinent part: 

1. I have reviewed this…report…; 

2. Based on my knowledge, this report does not contain any untrue statement of 

a material fact or omit to state a material fact necessary to make the statements 

made, in light of the circumstances under which such statements were made, 

not misleading with respect to the period covered by this report; 

3. Based on my knowledge, the financial statements, and other financial 

information included in this report, fairly present in all material respects the 

financial condition, results of operations and cash flows of the registrant as of, 

and for, the periods presented in this report;
28

 

106. The Individual Defendants additionally certified the following in the Company’s 

SEC filings during the Class period: 

In connection with the…Report… the undersigned… hereby certifies, pursuant to 

18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of 

2002, that to my knowledge: 

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of 

the Securities Exchange Act of 1934; and 

(2) The information contained in the Report fairly presents, in all material 

respects, the financial condition and results of operations of the Company.
29

 

                                                           
28

 This statement was repeated in substantially identical form in: 2007 Form 10-K’s Ex-31.1 and 

Ex-31.2; 2008 Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2008 Q2 Form 10-Q’s Ex-31.1 and kEx-

31.2; 2008 Q3 Form 10-Q’s Ex-31.1 and Ex-31.2; and 2008 Form 10-K’s Ex-31.1 and Ex-31.2.  

See also 2009 Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2009 Q2 Form 10-Q’s Ex-31.1 and Ex-

31.2; 2009 Q3 Form 10-Q’s Ex-31.1 and Ex-31.2; and 2009 Form 10-K’s Ex-31.1 and Ex-31.2.  

See 2010 Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2010 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2; 

2010 Q3 Form 10-Q’s Ex-31.1 and Ex-31.2; and 2010 Form 10-K’s Ex-31.1 and Ex-31.2.  See 

also 2011 Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2011 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2; 

2011 Q3 Form 10-Q’s Ex-31.1 and Ex-31.2; and 2011 Form 10-K’s Ex-31.1 and Ex-31.2.  See 

2012 Q1 Form 10-Q’s Ex-31.1 and Ex-31.2 and 2012 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2. 

29
 This statement was repeated in substantially identical form in: 2007 Form 10-K’s Ex-32.1 and 

Ex-32.2; 2008 Q1 Form 10-Q’s Ex-32.1 and Ex-32.2; 2008 Q2 Form 10-Q’s Ex-32.1 and Ex-
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107. These certifications of GAAP compliance and certifications with regards to the 

fair presentation of Company financial results were materially false and misleading, as set forth 

above: 

(a) Defendants caused ModusLink to wrongfully retain volume discount 

rebates in violation of client contracts, including by implementing a 

“fundamental practice” at the Company to “hide margins and hide 

revenue” from its clients and members of ModusLink’s sales operations, 

as well as manipulating purchase orders and invoices to ensure that clients 

would not learn of Defendants’ rebate scheme (see ¶¶39-59); 

(b) Defendants and ModusLink improperly and “purposely took that cost 

savings and booked it as revenue to inflate the sales line,” all in violation 

of GAAP and SEC regulations, (see ¶¶37, 42, 48, 69, 72; Sec. VII); 

(c) The Audit Committee’s investigation of ModusLink’s accounting 

practices as they concern the accounting treatment of volume discount 

rebates “determined that certain client contracts have not been aligned 

consistently with ModusLink’s practice of retaining volume discounts” 

and identified “instances where vendor costs incurred were marked-up to 

clients in a manner not consistent with client contracts” (see ¶90); 

(d) As a result of these improper practices, ModusLink was unable “to 

conclude that amounts from such volume discounts and mark-ups, where 

now found to be inconsistent with client contracts, were correctly 

accounted for as revenue” (see ¶90); 

(e) Because of this improper revenue recognition, ModusLink was forced to 

conclude that the financial statements issued during the Class Period 

“should no longer be relied upon” (see ¶90); and 

(f) As a further result thereof, ModusLink was forced to restate the 

Company’s financial results issued during the Class Period (see ¶¶90, 92-

93). 

                                                                                                                                                                                           

32.2; 2008 Q3 Form 10-Q’s Ex-32.1 and Ex-32.2; and 2008 Form 10-K’s Ex-32.1 and Ex-32.2.  

See also 2009 Q1 Form 10-Q’s Ex-32.1 and Ex-32.2; 2009 Q2 Form 10-Q’s Ex-32.1 and Ex-

32.2; 2009 Q3 Form 10-Q’s Ex-32.1 and Ex-32.2; and 2009 Form 10-K’s Ex-32.1 and Ex-32.2.  

See 2010 Q1 Form 10-Q’s Ex-32.1 and Ex-32.2; 2010 Q2 Form 10-Q’s Ex-32.1 and Ex-32.2; 

2010 Q3 Form 10-Q’s Ex-32.1 and Ex-32.2; and 2010 Form 10-K’s Ex-32.1 and Ex-32.2.  See 

also 2011 Q1 Form 10-Q’s Ex-32.1 and Ex-32.2; 2011 Q2 Form 10-Q’s Ex-32.1 and Ex-32.2; 

2011 Q3 Form 10-Q’s Ex-32.1 and Ex-32.2; and 2011 Form 10-K’s Ex-32.1 and Ex-32.2.  See 

2012 Q1 Form 10-Q’s Ex-32.1 and Ex-32.2 and 2012 Q2 Form 10-Q’s Ex-32.1 and Ex-32.2. 
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B. FALSE STATEMENTS REGARDING MODUSLINK’S OPERATIONS AND PROFIT 

MARGINS 

108. In addition to ModusLink’s materially false and misleading financial results, and 

the corresponding certifications of such results, the Company and the Individual Defendants 

regularly made materially false and misleading statements concerning ModusLink’s operations 

and profit margins.  For instance, ModusLink’s Form 10-K for fiscal 2007, as well as the Forms 

10-Q for the first, second and third quarters of fiscal 2008, the Company attributed increases in 

gross margins to a decrease in cost of revenue,
30

 stating: 

Cost of revenue decreased… Gross margin improved… This increase is 

primarily attributable to improved client and work mix and incremental 

efficiencies realized as a result of the implementation of the initiatives described 

in the “Overview” section.
 31

 

109. This explanation continued later into the Class Period: 

This increase is attributable to productivity and cost reduction actions that were 

initiated during fiscal year 2009 and a change in customer mix and product mix 

associated with the levels of procurement and re-sale of materials on behalf of 

our customers.
32

 

110. The statements above were materially false and misleading because Defendants 

omitted that their fraudulent account scheme was the true catalyst for ModusLink’s marginal 

improvements in purported operations efficiencies.  Indeed, as discussed above: 

(a) ModusLink’s decreases in cost of revenue and corresponding 

improvements in gross margin, were neither due to “improved client and 

work mix and incremental efficiencies,” nor to “productivity and cost 

reduction actions”;  

                                                           
30

 Throughout the Class Period, ModusLink defined the cost of revenue in its quarterly and 

annual SEC filings in substantially identical form as consisting “primarily of expenses related to 

the cost of materials purchased in connection with the provision of supply chain management 

services….” 

31
 2007 Form 10-K at 20; 2008 Q1 Form 10-Q at 19; 2008 Q2 Form 10-Q at 19; 2008 Q3 Form 

10-Q at 21. 

32
 2009 Q3 Form 10-Q at 21; 2010 Q1 Form 10-Q at 19; 2010 Q2 Form 10-Q at 21; 2010 Form 

10-K at 21. 
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(b) Rather, Defendants caused ModusLink to wrongfully retain volume 

discount rebates in violation of client contracts, including by 

implementing a “fundamental practice” at the Company to “hide margins 

and hide revenue” from its clients and members of ModusLink’s sales 

operation, as well as manipulating purchase orders and invoices to ensure 

that clients would not learn of Defendants’ rebate scheme (see ¶¶39-59); 

(c) Defendants and ModusLink improperly and “purposely took that cost 

savings and booked it as revenue to inflate the sales line,” all in violation 

of GAAP and SEC regulations, (see ¶¶37, 42, 48, 69, 72; Sec. VII); 

(d) The Audit Committee’s investigation of ModusLink’s accounting 

practices as they concern the accounting treatment of volume discount 

rebates “determined that certain client contracts have not been aligned 

consistently with ModusLink’s practice of retaining volume discounts” 

and identified “instances where vendor costs incurred were marked-up to 

clients in a manner not consistent with client contracts” (see ¶90); 

(e) As a result of these improper practices, ModusLink was unable “to 

conclude that amounts from such volume discounts and mark-ups, where 

now found to be inconsistent with client contracts, were correctly 

accounted for as revenue” (see ¶90); and 

(f) As a further result thereof, Defendants artificially enhanced the 

Company’s operational efficiencies and caused ModusLink to report false 

cost of revenue decreases and gross margin improvements. 

111. Near the start of the Class Period in the Company’s Form 10-K filed with the SEC 

on October 15, 2007, ModusLink stated that the Company’s target gross margin percentage was 

“approximately 12% to 14%, compared to approximately 11.5% in fiscal 2007 and 

approximately 10.3% in fiscal 2006.”  However, in the latter half of the Class Period, 

ModusLink began experiencing deteriorating gross profit margins, declining from 15% during 

the quarter ended October 31, 2009 to 9% during the quarter ended July 30, 2011. 

112. For instance, on September 28, 2010, ModusLink issued a press release in which 

it reported financial results for its 2010 fourth quarter and fiscal year ended July 31, 2010.  The 

press release reported the following in connection with gross profit: 

Gross profit for the fourth quarter of fiscal 2010 was $24.4 million, or 10.7% of 

revenue, compared to $29.7 million, or 13.2% of revenue, in the fourth quarter of 
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fiscal 2009.  The decrease in gross margin as a percentage of revenue was 

primarily due to unfavorable revenue mix, impact of pricing concessions, costs 

related to the start-up of new engagements and an increased accrual for bonuses 

in the fourth quarter of fiscal 2010 related to the Company’s incentive plan, 

compared to a reversal of accrued bonuses in the fourth quarter of the prior year. 

113. On the same day, during ModusLink’s earnings call, Defendant Crane stated in 

connection with gross margin the following: 

Steve Crane – CFO 

ModusLink’s gross margin decreased 17.7% in dollar terms to $24.4 million or 

10.7% of revenues in the fourth quarter of fiscal 2010 from $29.7 million or 

13.2% of revenues in the fourth quarter of fiscal 2009. There are many factors that 

impact the gross margin, and for some time we have been working hard to 

improve gross margins through cost reduction programs, and continuous 

improvement initiatives, which have had a very positive effect. However, on 

balance gross margin for the fourth quarter was lower primarily due to revenue 

mix, the cost necessary for on-board and new client programs, pricing, and an 

accrual related adjustment that I will talk about in a moment. 

For the first quarter of fiscal 2011, we expect our gross margins to continue to be 

impacted by drivers such as revenue mix, the cost necessary for on board and new 

client programs, and pricing. For example, a price concession was made in the 

fourth quarter with a client that has a significant program with ModusLink. 

This will have a one-time impact of $4 million to revenue, gross margin and 

cash flow in the first quarter of fiscal 2011. 

114. Defendant Crane also had the following exchange with an analyst concerning the 

Company’s gross margin: 

Jeff Graf - Springhouse Capital 

Hi, guys. I just had a follow-up question on the gross margin that you mentioned 

for the first quarter, next fiscal year you said that there was a one-time $4 million 

impact due to price concessions. Did I get that right, and can you describe why 

that is a one-time impact? 

Steven Crane – CFO 

Hi, Jeff. That is a one-time impact, I will describe why it is. For that one we are 

pointing that out as, it was a one-time with a very significant client. It’s $4 

million as I said it will impact the revenue, the gross margin and then the cash 

flow during the quarter, but it’s not going to be repeated that we see going 
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forward. I don’t know if that answers your question, I mean it was a one-time 

price concession. 

Jeff Graf - Springhouse Capital 

Right. Was there a new contract that was being signed and it was just an upfront 

concession? 

Steven Crane – CFO 

It was Jeff. That’s exactly right. 

Jeff Graf - Springhouse Capital 

What was the length of that contract? 

Steven Crane – CFO 

Three years. 

Jeff Graf - Springhouse Capital 

Okay. Okay, great. I think that is all I had. Thank you. 

115. Similarly, on December 6, 2010, during the earnings call to discuss the 

Company’s financial results for its first quarter of fiscal year 2011 ended October 31, 2010, 

Defendant Crane stated the following concerning the Company’s gross margin, reiterating earlier 

similar comments from Defendant Lawler: 

Gross margin in the first quarter was 9.5% and expectedly lower than what we 

reported during the first quarter fiscal 2010. Primary drivers were unfavorable 

revenue mix and pricing, including the one-time effects of a price concession 

made with a client that has a significant program with ModusLink, which we’ve 

talked about last quarter. 

* * * 

ModusLink’s gross margin decreased to $22.4 million or 9.5% of revenue in the 

first quarter of fiscal 2011 from $36.0 million or 14.6% of revenue in the first 

quarter of fiscal 2010. Gross margin for the first quarter was lower primarily 

due to revenue mix and pricing, as Joe noted. 

116. On March 7, 2011, Defendants held a conference call to discuss the Company’s 

reported financial results for its second quarter of fiscal year 2011 ended January 31, 2011.  
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During this call, the Individual Defendants falsely attributed the decrease in gross margin to an 

“unfavorable revenue mix and pricing as well as inventory charges taken in the second quarter of 

fiscal 2011.”  Also during the call, Defendant Crane stated the following related to the 

Company’s gross margin: 

ModusLink’s gross margin decreased to $23.4 million or 10% of revenue in the 

second quarter of fiscal 2011, from $31.5 million or 13.4% of revenue in the 

second quarter of fiscal 2010. Gross margin for the second quarter was lower 

primarily due to unfavorable revenue mix and pricing, as well as $1.9 million of 

inventory charges taken in the company’s ModusLink PTS and Tech for Less 

operations. We believe those inventory charges are one-time events and will not 

be repeated. 

* * * 

Before I get into a brief discussion on our outlook for second half gross margin, 

let me re-emphasize our commitment to having this business generate a 12% to 

14% gross margin on an annual basis. 

117. Regarding ModusLink’s gross margin, Defendant Lawler stated the following: 

Also affecting gross margin was price pressure due to after effects of the 

recession. Although the current pricing environment is better than 12 to 24 

months ago, it’s still very challenging. Gross margin was 9.8% of revenue for the 

third quarter and was slightly below our expectations, primarily due to the 

revenue levels in our operations in Asia. 

118. The statements identified above were materially false and misleading because, 

among other things: 

(a) Defendants falsely attributed these numbers as temporary decreases in 

margins due to isolated price concessions, inventory charges, and higher 

costs for startup engagements; 

(b) In reality, ModusLink’s margins were declining because, as discussed 

above, customers started learning of the Company’s improper rebate 

retention practices, and shortly thereafter huge accounts such as SanDisk 

and Intuit performing audits and terminating contracts, resulting in a 

material decline in the Company’s operating performance (see ¶¶31-33, 

45-46, 57-58); 
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(c) As a result of ModusLink’s violations of customer contracts, and after 

customers realized the extent of the improprieties, the Company either lost 

client contracts or was forced to return overcharges (see ¶¶52, 57); 

(d) Indeed, the Company would be forced to comply with customer contracts 

by either returning savings that were improperly retained or providing 

price concessions on contracts moving forward (see ¶¶52, 57); and 

(e) This significant shift in operations drew the Company’s financials closer 

towards ModusLink’s true operational and financial results, which were 

revealed in the restatement since the Company was forced to accurately 

account for rebates and volume discounts according to the terms of the 

customers’ contracts (see ¶¶29-35). 

119. Accordingly, Defendants provided a materially false and misleading depiction of 

the Company’s operations and financial metrics throughout the Class Period—

misrepresentations which were not corrected until the truth concerning Defendants’ accounting 

fraud was revealed at the end of the Class Period. 

C. FALSE STATEMENTS REGARDING INTERNAL CONTROLS 

120. Throughout the Class Period, ModusLink and the Individual Defendants regularly 

made statements concerning the purported effectiveness and adequacy of ModusLink’s internal 

financial controls as defined in Rule 13a-15(f) or 15d-15(f) promulgated under the Exchange 

Act.  In reality, however, the Company’s internal controls were completely ineffective and/or 

nonexistent as the Individual Defendants controlled nearly every aspect of ModusLink’s 

operations and, in turn, directed the Company’s fraudulent accounting scheme. 

121. As an initial matter, in each of ModusLink’s annual and quarterly SEC filings, the 

Individual Defendants certified to the effectiveness of the Company’s internal controls on 

financial reporting, stating in substantially identical language that: 

The registrant’s other certifying officer(s) and I . . . have: 

 

* * * 
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(b) Designed such internal control over financial reporting, or caused such 

internal control over financial reporting to be designed under our supervision, to 

provide reasonable assurance regarding the reliability of financial reporting 

and the preparation of financial statements for external purposes in accordance 

with generally accepted accounting principles; 

 

* * * 

 

5. The registrant’s other certifying officer(s) and I have disclosed . . .: 

 

(a) All significant deficiencies and material weaknesses in the design or 

operation of internal control over financial reporting which are reasonably 

likely to adversely affect the registrant’s ability to record, process, summarize and 

report financial information; and 

 

(b) Any fraud, whether or not material, that involves management or other 

employees who have a significant role in the registrant’s internal control over 

financial reporting.
33

 

 

122. Similarly, in each of the Company’s Form 10-Q and Form 10-K SEC filings 

during the Class Period, the Company made the following representation regarding the 

effectiveness of the Company’s disclosure controls in substantially identical form: 

Our management, with the participation of our Chief Executive Officer and Chief 

Financial Officer, evaluated the effectiveness of our disclosure controls and 

procedures (as defined in Rule 13a-15(e) of the Exchange Act) as of the end of 

the period covered by this report.  Based on that evaluation, our Chief Executive 

Officer and Chief Financial Officer concluded that our disclosure controls and 

procedures as of the end of the period covered by this report were effective in 

ensuring that information required to be disclosed by us in reports that we file 

or submit under the Exchange Act is recorded, processed, summarized and 

reported within the time periods specified in the Securities and Exchange 

                                                           
33

 This certification was signed by Defendants Lawler and Crane and was repeated in 

substantially identical form at the conclusion of: 2007 Form 10-K’s Ex-31.1 and Ex-31.2; 2008 

Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2008 Q2 Form 10-Q’s Ex-31.1 and kEx-31.2; 2008 Q3 

Form 10-Q’s Ex-31.1 and Ex-31.2; and 2008 Form 10-K’s Ex-31.1 and Ex-31.2.  See also 2009 

Q1 Form 10-Q’s Ex-31.1 and Ex-31.2; 2009 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2; 2009 Q3 

Form 10-Q’s Ex-31.1 and Ex-31.2; and 2009 Form 10-K’s Ex-31.1 and Ex-31.2.  See 2010 Q1 

Form 10-Q’s Ex-31.1 and Ex-31.2; 2010 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2; 2010 Q3 Form 

10-Q’s Ex-31.1 and Ex-31.2; and 2010 Form 10-K’s Ex-31.1 and Ex-31.2.  See also 2011 Q1 

Form 10-Q’s Ex-31.1 and Ex-31.2; 2011 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2; 2011 Q3 Form 

10-Q’s Ex-31.1 and Ex-31.2; and 2011 Form 10-K’s Ex-31.1 and Ex-31.2.  See 2012 Q1 Form 

10-Q’s Ex-31.1 and Ex-31.2 and 2012 Q2 Form 10-Q’s Ex-31.1 and Ex-31.2. 
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Commission’s rules and forms and that such information is accumulated and 

communicated to our management, including our Chief Executive Officer and 

Chief Financial Officer, as appropriate to allow timely decisions regarding 

required disclosure.
34

 

 

123. In addition, these SEC filings contained the following assertions concerning the 

Company’s internal control over financial reporting: 

Management is responsible for establishing and maintaining adequate internal 

control over financial reporting for the Company. Internal control over financial 

reporting is defined in Rule 13a-15(f) or 15d-15(f) promulgated under the 

Securities Exchange Act of 1934 as a process designed by, or under the 

supervision of, the Company’s principal executive and principal financial officers 

and effected by the Company’s board of directors, management and other 

personnel, to provide reasonable assurance regarding the reliability of financial 

reporting and the preparation of financial statements for external purposes in 

accordance with generally accepted accounting principles. . . Based on our 

assessment, management concluded that, as of July 31, 2007, the Company’s 

internal control over financial reporting is effective based on those criteria. 

124. The preceding bolded statements were false and misleading at the time they were 

made because, throughout the Class Period, ModusLink’s internal controls suffered from 

significant deficiencies, including the following: 

(a) ModusLink admitted in its Form 10-K filed with the SEC on January 11, 

2013, in which it presented its restated financial results for the five-year 

period between fiscal year 2007 and the first two quarters of 2012, that the 

Company suffered from “a material weakness in its internal control over 

financial reporting” during the Class Period. 

(b) The SEC’s inquiry into the accounting improprieties at ModusLink is 

additional evidence that, contrary to the Company’s assurances, 

ModusLink suffered from material deficiencies in its internal controls over 

accounting throughout the Class Period. 

                                                           
34

 See 2007 Form 10-K at 72; 2008 Q1 Form 10-Q at 27; 2008 Q2 Form 10-Q at 32; 2008 Q3 

Form 10-Q at 35; and 2008 Form 10-K at 73.  See also 2009 Q1 Form 10-Q at 25; 2009 Q2 Form 

10-Q at 30; 2009 Q3 Form 10-Q at 32; and 2009 Form 10-K at 74.  See 2010 Q1 Form 10-Q at 

25; 2010 Q2 Form 10-Q at 32; 2010 Q3 Form 10-Q at 36; and 2010 Form 10-K at 72.  See also 

2011 Q1 Form 10-Q at 26; 2011 Q2 Form 10-Q at 36; 2011 Q3 Form 10-Q at 36; and 2011 Form 

10-K at 70.  See 2012 Q1 Form 10-Q at 27 and 2012 Q2 Form 10-Q at 30. 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 59 of 98



 

 
57 

(c) The reports of former ModusLink executives also show that the Company 

suffered from substantially compromised internal controls.  For instance, 

CW 2, the former ModusLink Senior Vice President of Sales for the 

Americas, stated that the Company was plagued by “poor accounting and 

internal controls.” 

(d) Similarly, CW 3, the former ModusLink Business Unit President of the 

Americas and After Market Services, stated that the Company’s rebate 

accounting scheme was “mishandled at the very top level,” and that “there 

were no controls in place” at the Company. 

125. Accordingly, Defendants’ statements during the Class Period that ModusLink had 

in place effective internal controls over financial reporting was patently false and materially 

misleading when made.  On the contrary, as discussed above, the Company suffered from 

material deficiencies in its internal controls, which allowed Defendants’ fraudulent accounting 

scheme to occur in the first place and continue unabated for years. 

D. FALSE STATEMENTS REGARDING MODUSLINK’S ACCOUNTING FOR REBATES 

126. From the start of Class Period, Defendants engaged in a practice of retaining 

rebates or mark-ups inconsistent with client contracts.  The Company improperly recognized the 

overcharges from the retention of volume discounts and mark-ups as revenues.  As discussed 

above, as the Class Period progressed, customers became aware that ModusLink was violating 

its client contracts in this regard.  In turn, such clients would either demand concessions or 

terminate their contracts, causing decreases in the Company’s financial results.  ModusLink and 

the Individual Defendants consistently attributed decreases in net revenue to several factors 

while failing to discuss the effects of its wrongful retention of rebates. 

127. For instance, in ModusLink’s quarterly and annual filings for 2010 and 2011, and 

the first two quarterly filings for 2012, the Company stated that problems in its lagging financial 
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results, including net revenue, were “related to the procurement and re-sale of materials on 

behalf of … clients.”
35

 

128. The above statement was false and misleading because the Company omitted that 

as a result of its business of procurement and re-sale of materials on behalf of clients, the 

Company was required to reimburse certain of its clients for overcharges as a result of mark-ups 

that were inconsistent with client contracts, which in turn led to a decrease in Company net 

revenue figures.  Defendants never disclosed this fact and instead blamed the net revenue 

decrease on factors other than the Company’s improper retention of rebate revenue. 

129. Additionally, in the Company’s Form 10-K for fiscal 2010,
36

 ModusLink 

provided the following false and misleading statements regarding the Company’s revenue 

recognition policies for the evaluation of client contracts in reporting gross and net revenue: 

The Company’s revenue primarily comes from the sale of supply chain 

management services to our clients. Amounts billed to clients under these 

arrangements include revenues attributable to the services performed as well as 

for materials procured on our clients’ behalf as part of our service to them. Other 

sources of revenue include the sale of products and other services. Revenue is 

recognized for services when the services are performed and for product sales 

when the products are shipped assuming all other applicable revenue 

recognition criteria are met. 

 

The Company recognizes revenue when persuasive evidence of an arrangement 

exists, title and risk of loss have passed or services have been rendered, the sales 

price is fixed or determinable and collection of the related receivable is 

reasonably assured in accordance with the provisions under the Accounting 

Standards Codification (“ASC”) Topic 605, “Revenue Recognition” (“ASC 

Topic 605”). The Company’s standard sales terms are FOB shipping point, which 

means that risk of loss passes to the customer when it is shipped from the 

ModusLink location. The Company also evaluates the terms of each major client 

contract relative to a number of criteria that management considers in making its 

determination with respect to gross versus net reporting of revenue for 

                                                           
35

 See 2010 Q1 Form 10-Q at 18; 2010 Q2 Form 10-Q at 20; 2010 Q3 Form 10-Q at 23; 2010 

Form 10-K at 20; 2011 Q1 Form 10-Q at 19; 2011 Q2 Form 10-Q at 22; 2011 Q3 Form 10-Q at 

22; 2011 Form 10-K at 20; 2012 Q1 Form 10-Q at 20; 2012 Q2 Form 10-Q at 19. 

36
 This statement was repeated in the Company’s 2011 Form 10-K at 32.  
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transactions with its clients. Management’s criteria for making these judgments 

place particular emphasis on determining the primary obligor in a transaction and 

which party bears general inventory risk. The Company records all shipping and 

handling fees billed to clients as revenue, and related costs as cost of sales, when 

incurred, in accordance with ASC Topic 605.
37

 

 

130. The statements identified above were materially false and misleading Defendants 

were well-aware that as a result of their improper retention or rebate revenue, the Company was 

recognizing revenue in contravention to GAAP and SEC regulations (as discussed below) and in 

violation of client contracts.  Indeed, confidential witnesses established that it was a 

“fundamental practice” at ModusLink, and a financial “strategy” of the Individual Defendants, to 

hide rebates from customers in order to enable the Company to book those savings as revenue. 

131. Similarly, in ModusLink’s Form 10-Q for the second quarter of fiscal 2012 

changed the Overview section of Management’s Discussion and Analysis of Financial 

Conditions and Results of Operations to address the rebates as part of the Company’s pricing 

practice: 

[W]e receive improved pricing on materials, as well as rebates based on aggregate 

volumes of purchases or other criteria established by the vendor. . . In response to 

                                                           
37

 Defendants’ representations were a change in the revenue recognition under the Company’s 

previous accounting policies, which were stated in prior annual reports: 

The Company recognizes revenue when…reasonably assured in accordance 

with the SEC Staff Accounting Bulletin No. 104 (“SAB No. 104”). The 

Company’s standard sales terms are FOB shipping point, which means that risk of 

loss passes to the customer when it is shipped from the ModusLink location. The 

Company also follows the guidance of the FASB Emerging Issues Task Force 

(“EITF”) Issue No. 99-19, “Reporting Revenue Gross as a Principal versus Net 

as an Agent.” The Company’s application of EITF 99-19 includes evaluation of 

the terms of each major client contract relative to a number of criteria that 

management considers in making its determination with respect to gross versus 

net reporting of revenue for transactions with its clients. Management’s criteria 

for making these judgments place particular emphasis on determining the primary 

obligor in a transaction and which party bears general inventory risk. The 

Company records all shipping and handling fees billed to clients as revenue, and 

related costs as cost of sales, when incurred, in accordance with EITF 00-10, 

“Accounting for Shipping and Handling Fees and Costs.” 
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an inquiry by the Securities and Exchange Commission, we are currently 

evaluating this practice, to determine the extent to which such rebates should be 

shared with certain of our clients. Based on our operating practices, including 

our ongoing periodic pricing negotiations with our clients, we believe the 

benefit of these rebates is effectively shared with our clients and that our 

accounting for such practices is correct. 

 

132. These statements were materially false and misleading in that the Individual 

Defendants knew that the Company was improperly retaining volume discount rebate revenue in 

violation of client contracts, and therefore the statements highlighted above omitted the truth 

regarding ModusLink’s fraudulent rebate revenue scheme.  As discussed above and in Section 

VII below, the Individual Defendants led a drive within the Company to do everything in their 

power to hide and retain additional revenue in order to bolster the Company’s financials, despite 

the fact that this practice would run ModusLink afoul of its contractual obligations owed to its 

clients, and all of which violated GAAP and SEC regulations. 

VII. MODUSLINK’S VIOLATIONS OF GAAP AND SEC REGULATIONS 

A. THE COMPANY’S GAAP VIOLATIONS 

133. During the Class Period, Defendants represented that ModusLink’s financial 

statements were prepared in conformity with GAAP, which are recognized by the accounting 

profession and the SEC as the uniform rules, conventions and procedures necessary to define 

accepted accounting practice at a particular time.  However, in order to artificially inflate the 

price of ModusLink’s stock during the Class Period, Defendants used improper accounting 

practices in violation of GAAP and SEC reporting requirements to falsely inflate the Company’s 

revenues, gross margin, earnings, assets, and stockholders’ equity. 

134. ModusLink’s materially false and misleading financial statements resulted from a 

series of deliberate senior management decisions designed to conceal the truth regarding 

ModusLink’s actual financial position and operating results.  Defendants caused the Company to 
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violate GAAP and SEC rules by, among other things, improperly overstating the Company’s 

revenues and gross profit. 

135. As set forth in Financial Accounting Standards Board (“FASB”) Statements of 

Concepts (“Concepts Statement”) No. 1, one of the fundamental objectives of financial reporting 

is to provide accurate and reliable information concerning an entity’s financial performance 

during the period being presented.  Concepts Statement No. 1, paragraph 42, states: 

Financial reporting should provide information about an enterprise’s financial 

performance during a period.  Investors and creditors often use information about 

the past to help in assessing the prospects of an enterprise.  Thus, although 

investment and credit decisions reflect investors’ and creditors’ expectations 

about future enterprise performance, those expectations are commonly based at 

least partly on evaluations of past enterprise performance. 

 

136. SEC Rule 4-01(a) of SEC Regulation S-X provides that: “Financial statements 

filed with the [SEC] which are not prepared in accordance with [GAAP] will be presumed to be 

misleading or inaccurate.”  17 C.F.R. § 210.4-01(a)(1).  Management is responsible for preparing 

financial statements that conform to GAAP.  As stated in the professional standards adopted by 

the AICPA: 

[F]inancial statements are management’s responsibility . . . .  [M]anagement is 

responsible for adopting sound accounting policies and for establishing and 

maintaining internal control that will, among other things, record, process, 

summarize, and report transactions (as well as events and conditions) consistent 

with management’s assertions embodied in the financial statements.  The entity’s 

transactions and the related assets, liabilities and equity are within the direct 

knowledge and control of management . . . .  Thus, the fair presentation of 

financial statements in conformity with Generally Accepted Accounting 

Principles is an implicit and integral part of management’s responsibility. 

 

137. Defendants violated GAAP and SEC regulations by engaging in improper revenue 

recognition practices as a result of recording revenue of volume discounts and mark-ups in 

contravention of the Company’s signed contracts with customers, thus overstating ModusLink’s 

revenues, gross profit and earnings during the Class Period. 
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138. GAAP permits the recognition of revenue only if the following criteria are met: 

(i) persuasive evidence of an arrangement exists; (ii) delivery has occurred; (iii) the vendor’s fee 

is fixed or determinable; and (iv) collectability is probable.  SEC Staff Accounting Bulletin 

Topic 13: Revenue Recognition.  Moreover, in order for revenue to be recognized, it must be 

earned and realized or realizable.  Concepts Statement No. 5, Recognition and Measurement in 

Financial Statements of Business Enterprises, ¶ 83, ASC § 605-10-25-1(a).
38

 

139. Revenues are earned when the reporting entity has substantially accomplished 

what it must do to be entitled to the benefits represented by the revenues.  Id.  Revenues are 

realizable when related assets received or held are readily convertible to known amounts of cash 

or claims to cash.  Id.  If collectability is not reasonably assured, revenues should be recognized 

on the basis of cash received.  Concepts Statement No. 5, ¶ 84g; see also Accounting Research 

Bulletin No. 43 (“ARB 43”), Ch. 1A, ¶ 1 (June 1943); ASC § 605-10-25-1; Accounting 

Principles Board Opinion No. 10 (“APB 10”) Omnibus Opinion-1966 ¶ 12 (Dec. 1966).  If 

payment is subject to a significant contingency, revenue recognition is improper.  Statement of 

Financial Accounting Standards (“SFAS”) No. 5, Accounting for Contingencies (Mar. 1975); 

ASC § 450-30-25-1. 

140. Defendants represented that the Company’s accounting for revenue recognition 

was consistent with GAAP.  For example, in the Company’s Fiscal 2010 10-K filed on October 

14, 2010, Defendants represented the following: 

Revenue Recognition 

 

                                                           
38

 With the issuance of FASB Statement No. 168, The FASB Accounting Standards 

Codification
TM

 and the Hierarchy of Generally Accepted Accounting Principles, the FASB 

approved the Codification (“ASC”) as the source of authoritative US GAAP for non-

governmental entities for interim and annual periods ending after September 15, 2009.  The 

FASB Accounting Standards Codification, hereinafter cited as “ASC __.”  
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The Company’s revenue primarily comes from the sale of supply chain 

management services to our clients. Amounts billed to clients under these 

arrangements include revenues attributable to the services performed as well as 

for materials procured on our clients’ behalf as part of our service to them. Other 

sources of revenue include the sale of products and other services. Revenue is 

recognized for services when the services are performed and for product sales 

when the products are shipped assuming all other applicable revenue recognition 

criteria are met. 

 

The Company recognizes revenue in accordance with the provisions under the 

Accounting Standards Codification (“ASC”) Topic 605, “Revenue Recognition” 

(“ASC Topic 605”). Specifically, the Company recognizes revenue when 

persuasive evidence of an arrangement exists, title and risk of loss have passed or 

services have been rendered, the sales price is fixed or determinable and 

collection of the related receivable is reasonably assured. The Company’s 

standard sales terms are FOB shipping point, which means that risk of loss passes 

to the customer when it is shipped from the ModusLink location. The Company 

also evaluates the terms of each major client contract relative to a number of 

criteria that management considers in making its determination with respect to 

gross versus net reporting of revenue for transactions with its clients. 

Management’s criteria for making these judgments place particular emphasis on 

determining the primary obligor in a transaction and which party bears general 

inventory risk. The Company records all shipping and handling fees billed to 

clients as revenue, and related costs as cost of sales, when incurred. 

 

141. The SEC’s Staff Accounting Bulletins, Topic 13: Revenue Recognition defines an 

“arrangement” as “the final understanding between the parties as to the specific nature and terms 

of the agreed-upon transaction.”  Concepts Statement 2, paragraph 63 states “Representational 

faithfulness is correspondence or agreement between a measure or description and the 

phenomenon it purports to represent.”  Defendants violated GAAP by improperly recognizing 

revenue of volume discounts and mark-ups in contradiction of the Company’s signed contracts 

with customers. 

142. In addition, pursuant to GAAP, revenues and gains are realizable when related 

assets received or held are readily convertible to known amounts of cash or claims to cash. 

Concepts Statement No. 5, ¶ 83(a); ASC § 605-10-25-1.  Readily convertible assets have (i) 

interchangeable (fungible) units and (ii) quoted prices available in an active market that can 
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rapidly absorb the quantity held by the entity without significantly affecting the price.  Id.  

However, by engaging in the recording of revenue from volume discounts and mark-ups in 

contradiction of the Company’s signed contracts with customers, Defendants improperly 

recognized revenue and earnings because, among other things, the foregoing transactions were 

not readily convertible to known amounts of cash or claims to cash due to the uncertainty of 

collectability.  Accordingly, as a result of improperly recording revenue from volume discounts 

and mark-ups in contravention of ModusLink’s signed contracts with customers, Defendants 

overstated the Company’s revenue and gross profit during the Class Period. 

143. The improper revenue recognition had a material impact on ModusLink’s 

financial statements.  According to GAAP, a retroactive restatement of financial statements is 

reserved for material accounting errors “resulting from mathematical mistakes, mistakes in the 

application of GAAP, or oversight or misuse of facts that existed at the time the financial 

statements were prepared.”  SFAS No. 154, Accounting Changes and Error Corrections, ¶ 2h 

(May 2005); ASC § 250.  Since GAAP allows only for correction of errors that are “material,” 

resulting from “mistakes in the application of GAAP . . . that existed at the time,” by restating 

the Company’s financial statements, Defendants have admitted the materiality of the errors in its 

previously-issued financial statements. 

144. In this regard, on June 11, 2012, the Company disclosed that it had “concluded 

that [its] previously issued financial statements should no longer be relied upon” for “fiscal years 

2009 through 2011, as well as the first two quarters of fiscal 2012 and its unaudited selected 

financial data for fiscal years 2007 and 2008 and, on June 9, 2012.”  In the 8-K, the Defendants 

also disclosed that: 

As previously disclosed in its Form 10-Q filed for the second quarter of fiscal 

2012 ended January 31, 2012, the Company received an inquiry from the 
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Securities and Exchange Commission regarding the Company’s treatment of 

rebates associated with volume discounts provided by vendors. Concurrent with 

the inquiry, the audit committee of the Company’s Board of Directors initiated an 

internal investigation and has determined that certain client contracts have not 

been aligned consistently with the Company’s practice of retaining volume 

discounts. In the course of this investigation, the audit committee also identified 

limited instances where vendor costs incurred were marked-up to clients in a 

manner not consistent with client contracts. 

 

Based on the preliminary results of the Company’s accounting evaluation done in 

connection with the investigation, the Company believes it is no longer able to 

conclude that amounts from such volume discounts and mark-ups, where now 

found to be inconsistent with client contracts, were correctly accounted for as 

revenue. 

 

* * * 

 

Management is continuing to assess the Company’s internal control over financial 

reporting and its disclosure controls and procedures, and expects to report a 

material weakness in its internal control over financial reporting. Management 

will report its conclusion on internal control over financial reporting and 

disclosure controls and procedures upon completion of the restatement process. 

 

145. The adjustments materially reduced the Company’s previously reported year-end 

results.  For example, the adjustments reduced, among other things, previously reported gross 

profit margin.  For example: 

 

146. As depicted in the chart below, the restatement resulted in the Company’s either 

failing to meet its often-touted target profit margin range of 12-14%, or just barely meeting this 

target, prior to the major fall-off in 2011: 

6 months ended:

(%) January 31, 2012 2011 2010 2009 2008 2007

Gross profit margin (%)

  As Repored 10.81% 9.54% 12.62% 12.14% 12.88% 11.47%

     Adjustment -0.06% -0.28% -0.53% -0.58% -0.69% -0.78%

  As Restated 10.75% 9.26% 12.09% 11.56% 12.19% 10.69%

Years Ended July 31,
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147. Not only was the restatement quantitatively material, reducing gross profits was 

also qualitatively material.  According to the SEC’s Staff Accounting Bulletins, Topic 1: 

Financial Statements: 

Among the considerations that may well render material a quantitatively small 

misstatement of a financial statement item are — 

 

Whether the misstatement arises from an item capable of precise measurement or 

whether it arises from an estimate and, if so, the degree of imprecision inherent in 

the estimate. 

 

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

 

Whether the misstatement hides a failure to meet analysts’ consensus expectations 

for the enterprise.  (Footnote omitted) 

 

148. Throughout the Class Period, Defendants touted the Company’s gross margin.  

For example, when the Company announced its results for the fourth quarter and fiscal year 

ended 2007, Defendants stated in pertinent part, the following: “Gross margin was $131.1 

million or 11.5% of revenue for fiscal 2007, compared with $118.2 million, or 10.3% of revenue 
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in fiscal 2006.”  Defendants also represented the improved operating income was “positively 

affected by improved gross margin performance.”  As reflected in the restatement, gross margin 

was not 11.5% as originally reported, but a flat 10.7% compared to fiscal 2006, masking the fact 

that the Company’s gross margin was not growing at the pace asserted by Defendants.  Indeed, in 

each fiscal year during the Class Period, Defendants improperly and materially overstated the 

Company’s gross margin. 

149. Accordingly, the Company’s financial statements and results during the Class 

Period were false and misleading, as such financial information was not prepared in conformity 

with GAAP, nor was the financial information a fair presentation of the Company’s operations 

due to the Company’s improper accounting for, and disclosure about, its rebates associated with 

volume discounts provided by vendors, in violation of GAAP rules. 

B. THE COMPANY’S VIOLATIONS OF ITEM 303 

150. Defendants violated Item 303 of Regulation S-K, 17 C.F.R. §229.303, by 

providing incomplete and materially misleading disclosures in its Fiscal 2010 and Fiscal 2011 

Forms 10-K concerning ModusLink’s gross margins. 

151. The instructions to Item 303(a) state the following: 

The discussion and analysis shall focus specifically on material events and 

uncertainties known to management that would cause reported financial 

information not to be necessarily indicative of future operating results or of future 

financial condition. This would include descriptions and amounts of (A) matters 

that would have an impact on future operations and have not had an impact in the 

past, and (B) matters that have had an impact on reported operations and are not 

expected to have an impact upon future operations. 

 

152. Additionally, Item 303 of Regulation S-K requires MD&A sections to disclose 

“known trends or uncertainties that have had or that the registrant reasonably expects will have a 

material favorable or unfavorable impact on net sales or revenues or income from continuing 
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operations.” Item 303 of Regulation S-K, 17 C.F.R. § 229.303(a)(3)(ii); Exchange Act Release 

No. 34-26831 (“Interpretative Release”), 43 SEC Docket 1577 (May 18, 1989) (“Required 

disclosure is based on currently known trends, events, and uncertainties that are reasonably 

expected to have material effects.”). 

153. The Fiscal 2010 Form 10-K, in ModusLink’s cost of revenue section, stated the 

following: 

Gross margins for the fiscal year ended July 31, 2010 were 12.6% as compared to 

12.1% for the fiscal year ended July 31, 2009. This 50 basis-point increase is 

attributable to increased productivity and cost reduction actions that were initiated 

during fiscal year 2009 and a change in customer mix and product mix. 

 

For the fiscal year ended July 31, 2010, the Company’s gross margin percentages 

within the Americas, Asia and Europe regions, were 3.8%, 27.5% and 7.5% as 

compared to 3.2%, 23.9% and 8.7%, respectively, for the prior fiscal year. The 60 

basis-point increase in gross margin within the Americas region is attributed to 

increased productivity, a change in product mix and the impact of cost reduction 

actions initiated during fiscal year 2009. Within the Asia region, the 360 basis-

point increase in gross margin is primarily attributed to a change in customer mix 

and product mix. Within the Europe region, the 120 basis-point decrease in gross 

margin is primarily due to a decline in volumes and a negative impact of foreign 

currency translation, partially offset by increased productivity, changes in product 

mix, the reversal of a liability due to satisfaction of conditions under a prior 

agreement and the impact of cost reduction actions initiated during fiscal year 

2009. 

 

154. The disclosures were materially false and misleading in that they omitted any 

reference to ModusLink’s improper revenue recognition of volume discounts and mark-ups in 

contravention of the Company’s signed contracts with customers, a decision which forced the 

Company to correct the prior period overcharges, reducing ModusLink’s anticipated gross profit 

margin for Fiscal 2011.  The omissions were material because they concerned ModusLink’s 

future gross profit margins, an important financial metric.  A disclosure of ModusLink’s 

improper recognition of volume discounts and mark-ups, resulting in future corrections of the 
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prior period overcharges, and thus adversely impacting gross margins was necessary to make the 

Form 10-K not materially false and misleading. 

155. ModusLink’s MD&A in its Fiscal 2010 Form 10-K failed to discuss the 

Company’s improper revenue recognition of volume discounts and mark-ups or the 

consequential corrections of the prior period overcharges, events that ModusLink management 

knew during the Class Period—and, at the latest, in late 2010 when many of the Company’s 

customers realized that ModusLink had been violating client contracts by improperly retaining 

volume discount rebates—would have a material unfavorable impact on the Company’s gross 

margin in Fiscal 2011.  Accordingly, the improper revenue recognition of volume discounts and 

mark-ups in contravention of the Company’s signed contracts with customers and the nature of 

the corrections of the prior period overcharges should have been discussed in the 2010 Form 10-

K MD&A. 

156. On October 14, 2011, the Company filed its 10-K for the 2011 fiscal year ended 

July 31, 2011.  The Company’s MD&A had the following disclosures concerning gross margin: 

Gross margins for the fiscal year ended July 31, 2011 were 9.5% as compared to 

12.6% for the fiscal year ended July 31, 2010. This decrease is attributable to 

price concessions, changes in geographical mix, customer mix and product mix 

associated with the levels of procurement and re-sale of materials on behalf of our 

clients combined with a $2.8 million increase in inventory impairment related 

charges. Also, in the prior year there was a $1.8 million reversal of a liability due 

to satisfaction of conditions under a prior agreement which was not present during 

the fiscal year ended July 31, 2011. 

 

157. ModusLink’s MD&A in its Fiscal 2011 Form 10-K failed to discuss the 

Company’s improper revenue recognition of volume discounts and mark-ups or the 

consequential corrections of the prior period overcharges, events that ModusLink management 

knew prior to its dissemination.  Accordingly, the improper revenue recognition of volume 

discounts and mark-ups in contravention of the Company’s signed contracts with customers and 
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the nature of the corrections of the prior period overcharges should have been discussed in the 

Company’s 2011 Form 10-K MD&A. 

158. Similar to the deficiencies in the Company’s Form 10-Ks, the MD&A in 

ModusLink’s Forms 10-Q for the first, second and third quarters of Fiscal 2011 also failed to 

make required disclosures concerning ModusLink’s deteriorating gross margins that resulted 

from forced corrections of the prior period overcharges to customers.  Item 303 of Regulation S-

K requires registrants to disclose “any known trends or uncertainties that have had or that the 

registrant reasonably expects will have a material favorable or unfavorable impact on net sales or 

revenues or income from continuing operations.”  Item 303 of Regulation S-K, 17 C.F.R. 

§229.303(a)(3)(ii).  The section also requires a description of “events that will cause a material 

change in the relationship between costs and revenues (such as known future increases in costs 

of labor or materials or price increases or inventory adjustments).”  Item 303 of Regulation S-K, 

17 C.F.R. § 229.303(a)(3)(ii).  Finally, Instruction 3 for Item 303(a) states that “[t]he discussion 

and analysis shall focus specifically on material events and uncertainties known to management 

that would cause reported financial information not to be necessarily indicative of future 

operating results or of future financial condition.  This would include descriptions and amounts 

of (A) matters that would have an impact on future operations and have not had an impact in the 

past . . . .” 

159. On December 10, 2010, the Company filed its 10-Q for the first quarter of fiscal 

2011 ended October 31, 2010.  The Company’s MD&A had the following disclosures 

concerning gross margin: 

Gross margins for the first quarter of fiscal 2011 were 9.5% as compared to 

14.6% in the prior year quarter.  This decrease is attributable to a non-recurring 

$4.0 million price concession, a change in geographical mix and a change in 
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customer mix and product mix associated with the levels of procurement and re-

sale of materials on behalf of our clients. 

 

For the three months ended October 31, 2010, the Company’s gross margin 

percentages within the Americas, Asia and Europe regions were 2.4%, 19.8% and 

8.3%, as compared to 6.0%, 29.1% and 8.3%, respectively, for the same period of 

the prior year. The 360 basis-point decrease in gross margin within the Americas 

region is attributed to a change in product mix. Within the Asia region, the 930 

basis-point decrease in gross margin is primarily attributed to the non-recurring 

$4.0 million price concession and a decline in client volumes. Within the Europe 

region, gross margin was consistent with the prior year. The decrease in cost of 

revenue in the Europe region was primarily due to a positive impact of foreign 

currency translation. 

 

160. On March 14, 2011, the Company filed its 10-Q for the second quarter of fiscal 

2011 ended January 31, 2011.  The Company’s MD&A had the following disclosures concerning 

gross margin: 

Gross margins for the second quarter of fiscal 2011 were 10.0% as compared to 

13.4% in the prior year quarter. This decrease is attributable to price pressure, 

adverse changes in geographical mix and product mix and a $1.5 million increase 

in inventory related charges. Also, in the prior year there was a $1.8 million 

reversal of a liability due to satisfaction of conditions under a prior agreement 

which was not present during the three months ended January 31, 2011. 

 

* * * 

 

For the six months ended January 31, 2011, the Company’s gross margin 

percentages within the Americas, Asia and Europe regions were 2.8%, 21.5% and 

7.9%, as compared to 4.6%, 29.9% and 7.5%, respectively, for the same period of 

the prior year. The decrease in gross margin within the Americas region is 

attributed to a change in product mix. Within the Asia region, the decrease in 

gross margin is primarily attributed to the non-recurring $4.0 million price 

concession and a decline in client volumes. Within the Europe region, gross 

margin was consistent with the prior year. Gross margin for TFL for the three 

months ended January 31, 2011 was (0.1) % compared with 18% in the prior year 

quarter. The decrease in gross margin is primarily attributed to a decline in client 

volumes, pricing and an increase in inventory related charges during the six 

months ended January 31, 2011 compared to the prior year period. 
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161. On June 9, 2011, the Company filed its 10-Q for the third quarter of fiscal 2011 

ended April 30, 2011.  The Company’s MD&A had the following disclosures concerning gross 

margin: 

Gross margins for the second quarter of fiscal 2011 were 9.8% as compared to 

11.5% in the prior year quarter. This decrease is attributable to price pressure and 

adverse changes in geographical and product mix. 

 

* * * 

 

For the nine months ended April 30, 2011, the Company’s gross margin 

percentages within the Americas, Asia and Europe regions were 2.4%, 21.9% and 

7.2%, as compared to 3.7%, 29.2% and 7.3%, respectively, for the same period of 

the prior year. The decrease in gross margin within the Americas region is 

attributed to a change in product mix. Within the Asia region, the decrease in 

gross margin is primarily attributed to the non-recurring $4.0 million price 

concession and a decline in client volumes. Within the Europe region, gross 

margin was consistent with the prior year. Gross margin for TFL for the nine 

months ended April 30, 2011 was 3.0% compared with 17.4% in the prior year 

quarter. The decrease in gross margin is primarily attributed to a decline in client 

volumes, pricing and an increase in inventory related charges during the nine 

months ended April 30, 2011 compared to the prior year period. 

 

162. ModusLink’s MD&A in its Forms 10-Q for the first, second and third quarters 

represented that the Company’s gross margin included, among other things, impacts of “one-

time” events.  The MD&A for each quarter failed to disclose, however, that the deteriorating 

gross margin trends for the first, second and third quarters, resulted not from one-time events, but 

from corrections of prior period overcharges in connection with the Company’s past improper 

revenue recognition of volume discounts and mark-ups to customers.  Such ongoing corrections 

of prior period overcharges would “cause a material change between costs and revenues,” events 

that required explanation in the MD&A of ModusLink’s Forms 10-Q for the first, second, and 

third quarters of 2011. 

163. Further, the MD&A sections for these quarters failed to explain the “events or 

uncertainties known to management” such as “matters that would have an impact on future 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 75 of 98



 

 
73 

operations” attributable to ongoing corrections of the prior period overcharges in connection with 

the Company’s past improper recognition of volume discounts and mark-ups to customers.  

Defendants’ failure to disclose such matters were materially misleading to investors, and 

amounted to violations of GAAP and SEC regulations that resulted in the ModusLink 

restatement. 

VIII. SUMMARY OF SCIENTER ALLEGATIONS 

164. As set forth more fully above, the Individual Defendants each acted with scienter 

in that each knew or recklessly disregarded that the public statements regarding ModusLink’s 

financial results, accounting and operational practices, and internal controls during the Class 

Period were materially false and misleading.  Indeed, as summarized below, the Individual 

Defendants directly orchestrated ModusLink’s rebate scheme at all times throughout the Class 

Period, and were incentivized to do so in order to maintain their positions as officers of the 

Company. 

A. ACCOUNTS FROM FORMER MODUSLINK EXECUTIVES ESTABLISH THAT THE 

INDIVIDUAL DEFENDANTS’ ACTED WITH SCIENTER 

165. The Company’s former employees quoted herein confirmed that they received 

instructions in this regard directly from Defendants Lawler and Crane, and that these Individual 

Defendants instructed lower executives to hide ModusLink’s ill-gotten volume discount rebate 

revenue and, in some cases, to manipulate Company documentation to ensure that ModusLink’s 

clients would not learn about, and ultimately not receive, this revenue. 

166. Specifically, the confidential witnesses provided the following details that 

establish the Individual Defendants’ knowing participation in, or reckless disregard for, 

ModusLink’s fraudulent accounting scheme: 

(a) CW 1, the former ModusLink Senior Director of Global Supply Chain 

Solutions, stated that “it was a fundamental practice at ModusLink to hide 
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our savings and if we needed to give something back, the executives 

would agree on what those savings were and how they were going to be 

given back.  A lot of times we were hiding or holding margins back from 

sales people.  This way the executives could control how much was given 

back.” 

(b) CW 1 further emphasized that (i) she received directions concerning 

rebates, financials and margins directly from Defendant Lawler and 

McLennan; (ii) the Individual Defendants and McLennan were solely 

responsible for decisions regarding if and when rebates were passed along 

to ModusLink clients; and (iii) she did not take meaningful action 

regarding rebates without the direct instruction from and approval of 

Defendant Lawler, Mr. McLennan or Ms. Venable. 

(c) CW 1 recounted that client audits were major events at ModusLink, and 

Defendant Lawler was intimately involved in attempts to conceal 

improperly retained rebates from the customer.  For instance, in a 

conference call held in preparation for the SanDisk audit in 2010—held 

shortly before SanDisk terminated its contract with ModusLink—CW 1 

stated that Defendant Lawler asked “are we covered and are we making 

sure that the purchase orders are matching the invoices? Do we have 

any gaps here that they are going to find because we don’t want them to 

know about the rebates.” 

(d) CW 1 also confirmed that she participated in quarterly meetings 

throughout the majority of the Class Period—from May 2008 through the 

end of CW 1’s tenure at the Company in January 2011—with Defendant 

Lawler, McLennan and Venable where rebates were discussed.  CW 1 

recounted that Defendant Lawler told her that “we are not making enough 

margin, you need to get more rebates to decrease the cost of goods.  

Don’t tell sales the real cost of our materials because they will try to give 

it back to the client.”  CW 1 also stated that, “if they tell you they do not 

know about rebates, that is not true.  All direction about rebates came 

from the top down.  That was their strategy, to hide margins and hide 

rebates.” 

(e) CW 1 cemented the fact that Defendant Lawler was the driving force 

behind the rebate manipulation, stating that Defendant Lawler “wanted to 

own it all” and, in order to address the Company’s “problems with profit 

margins,” that “he wanted to control things because sales people would 

give it all away.  Rebates were an easy way to control this given the 

animosity and tension between sales and operations.  Mr. Lawler used this 

as a tool.”  CW 1 stated that, when it came to rebate instruction, 

“everything came from the top down.” 

(f) CW 2, the former ModusLink Senior Vice President of Sales for the 

Americas, also identified the Individual Defendants as the drivers behind 
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the fraudulent scheme, stating that “the problems had to occur at the 

CFO level because junior people didn’t have the authority to do this 

stuff.  Steve Crane set the policy on rebates and the people below him 

were just ‘yes’ people.  There was quite a drop off with employee 

authority once you dropped below Steve Crane.  Regional finance people 

like Cathy Venable don’t have a ton of authority.  They are not policy 

makers.  They take direction from Steve.” 

(g) CW 2 recounted that the ModusLink rebate scheme started to unravel 

around mid-2010, when “there was a mass collection of all of our 

contracts by corporate and I think that was the beginning of oh-oh maybe 

we have an issue here.” 

(h) CW 3, the former ModusLink Business Unit President of the Americas 

and After Market Services, confirmed that the Individual Defendants 

maintained tight control over ModusLink’s operations, stating “I didn’t 

even have the authority to approve a good fraction of contracts of the big 

ten accounts, they had to go to Joe Lawler.  There was ELT participation 

and awareness of all of these contracts.” 

(i) CW 3 further stated that, at the ELT level of the Company’s corporate 

structure, rebates were not a hush-hush topic.  So given its importance, 

rebates are something that should have been subject to regular audits and 

due diligence.  Any executive at ModusLink who tells you they didn’t 

know what was going on with rebates is lying to you.” 

(j) CW 4, the former ModusLink Manager of Travel and Commodity, stated 

that Defendants Lawler and Crane were two of only a handful of high-

level executives at the Company with the ability and authority to authorize 

price changes and move around revenue. 

(k) CW 4 also stated that ModusLink’s former Chief Information Officer, 

Matt Datillo, mentioned to CW 4 on several occasions that he was 

concerned with the manner in which Defendant Crane moved money 

around in his budget.  CW 4 also recounted that ModusLink’s General 

Counsel, Peter Gray, often stated “that his job was to keep these guys out 

of jail.” 

(l) In October 2010, CW 4 directly informed Defendants Lawler and Crane 

that reports, budgets and presentations prepared by the Individual 

Defendants showed inconsistent revenue figures on different versions of 

these documents.  CW 4 stated that the Individual Defendants told her to 

“mind her own business.”  Shortly thereafter, CW 4 was informed that she 

would be terminated as of December 31, 2010. 

(m) CW 4 also recounted that, prior to her exit from the Company, she because 

aware that an outside auditor brought in to review ModusLink’s 
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accounting policies found that the auditor’s findings did not match 

Defendant Crane’s numbers. 

(n) CW 5, the former Senior Vice President of Supply Base who was 

frequently present at ELT meetings in which Defendants Lawler and 

Crane participated, stated that rebates and the profit margin problems that 

the Company was experiencing often came up during ELT meetings.  CW 

5 stated that the improper rebate retention “should not appear in the 

revenue line unless someone purposely took that cost savings and 

booked it as revenue to inflate the sales line.” 

(o) CW 5 also confirmed that Defendants Lawler and Crane were among the 

extremely limited number of people with the power to switch cost savings 

onto a revenue line or make other changes in the financial system. 

(p) CW 6, the former ModusLink Director of Information Technology, Audit 

and Compliance, also corroborated the limited number of people with 

access to the financial system, and stated that the “direction of what to do 

with rebates had to come from Joe Lawler.” 

(q) CW 6 also recounted that she had several conversations with CW 4 during 

which CW 4 mentioned that she was unhappy with what she was being 

directed to do with credits/rebates, that CW 4 said she was “just following 

orders,” and that CW 4 said she “was unhappy with some of the things 

that Joe Lawler was instructing her to do with rebates and finances.” 

167. As discussed above, the Individual Defendants acted with scienter in that each 

knew that the public documents and statements issued or disseminated in the name of the 

Company during the Class Period were materially false and misleading; knew that such 

statements or documents would be issued or disseminated to the investing public; and knowingly 

and substantially participated or acquiesced in the issuance or dissemination of such statements 

or documents as primary violations of the federal securities laws. 

B. THE INDIVIDUAL DEFENDANTS WERE INCENTIVIZED TO PERPETRATE THE 

MODUSLINK FRAUDULENT ACCOUNTING SCHEME  

168. The Individual Defendants had an overriding desire to protect their positions with 

the Company, which manifested itself in ModusLink’s fervent push to thwart the attempts from 

the Company’s largest shareholders to enact meaningful corporate reforms within ModusLink, 
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including through the removal of Defendant Lawler and a re-composition of the Board.  As 

Peerless emphasized in its December 22, 2011 press release entitled, “Peerless Systems 

Corporation Criticizes the ModusLink Board for Recklessly Spending Stockholders’ Money on 

Efforts to Entrench Themselves,” the ModusLink Board did not hesitate to spend $2.6 million to 

defend themselves in the Peerless proxy contest, which was ten times the amount that Peerless 

planned to spend on the contest and “more than its aggregate net income for the past five years.” 

169. In addition to their desire to meet financial expectations and pacify increasingly 

vocal activist investors, the Individual Defendants had a separate, personal reason to do 

everything in their power to hide the impact of the improper revenue recognition scheme and 

entrench themselves as management of the Company.  These Defendants were incentivized to 

perpetuate ModusLink’s rebate accounting scheme in order to maintain the lifestyle and luxuries 

that were afforded to them because of their positions at the Company and the level of control that 

they enjoyed over corporate expenses, thus significantly benefited from a “culture of 

wastefulness” that they proliferated. 

170. For instance, CW 4, the former ModusLink Manager of Travel and Commodity, 

stated that she felt there was a culture of lavish spending and financial wastefulness that 

permeated the executive level of the Company.  She explained that Defendants Lawler and 

Crane, as well as Mr. McLennan and Mr. Riley, were inappropriately expensing personal 

expenses to the Company in contravention of corporate policy.  She further stated that these 

executives did not have to provide any backup documentation for expenses charged to 

ModusLink, including some particularly egregious expenses. 

171. Specifically, CW 4 recalled that in 2008, Defendant Lawler charted a jet for a golf 

outing with friends.  Also in 2008, recalled CW 4, Defendant Crane took 15 personal 
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acquaintances on a side trip to see the Taj Mahal while on a business trip to India.  CW 4 also 

recounted that Crane had a son who was in school in Korea and Crane took multiple trips to visit 

him while expensing those trips to the Company, despite the fact that ModusLink had no 

business in Korea.  CW 4 stated that since she handled all of the executives’ expense reporting 

and travel arrangements, she was privy to their schedules.  She stated that throughout Lawler’s 

tenure at ModusLink he spent the majority of his time playing golf, and that all of these golf 

expenses were charged to the Company. 

172. CW 4 also explained that, during her tenure at ModusLink, she repeatedly went to 

Defendant Lawler to report inappropriate expenses by executive staff and was told by Lawler 

that these expenses were none of her concern.  According to CW 4, Lawler told her that “the 

executives have their own budgets and can spend them however they want to.”  She stated that 

“Mr. Lawler knew everything about these inappropriate expenses and let them continue.”  CW 

4 also expressed her concerns about these purported abuses of executive position to Mr. Scherk, 

whom she believed would take the information to the Board of Directors if he agreed with CW 

4’s concerns.  Mr. Scherk told CW 4 that the executives were free to spend their budgets as they 

saw fit. 

173. CW 5 confirmed CW 4’s account, stating that she “would agree that there was a 

culture of financial wastefulness at the executive level.”  CW 5 noted that despite economic 

problems in the Company, quarterly Board meetings were held at lavish off-site locations as 

opposed to locations where significantly reduced expenses and savings could have been realized.  

CW 5 remarked that these expenses were “certainly not in the best interest of the Company or its 

customers.”  Regarding Defendant Crane’s trips to Korea to visit his son, CW 5 stated, “I will 

confirm that the Company did not have any business in Korea.”  CW 5 also confirmed that, 
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during the third or fourth quarter of 2008, ModusLink was in the process of qualifying a new 

supplier in India, and that during this trip Defendant Crane took a side trip along with a number 

of individuals to the Taj Mahal and “there was no business reason to go there.”  CW 5 stated 

that this expense was charged to the Company. 

174. CW 5 stated that any corporate policies regarding travel and personal expenses 

were “not upheld” for Board meetings.  In fact, CW 5 recounted that members of the ELT would 

make requests that violated Company policies and these requests were always granted: “there 

were a number of those instances where an ELT member or a direct report to an ELT member 

made such a request and they were all approved.  There was a different culture with the ELT 

than the rest of Company.” 

175. A separate motivation for the Individual Defendants to implement the ModusLink 

fraudulent scheme during the Class Period was to assist executives in capturing additional 

performance-based compensation.  During the Class Period, the Individual Defendants earned 

over $20 million in total compensation, including over $12 million earned by Defendant Lawler 

and $4 million earned by Defendant Crane.  Tellingly, ModusLink changed the metrics used to 

determine performance-based compensation for its executives on several occasions during the 

Class Period in order to capture bonuses despite middling financial results for the Company. 

176. For instance, at the start of the Class Period during fiscal year 2007, performance-

based compensation was based on a metric called “non-GAAP operating income” or 

“NGOI.”  The Company defined NGOI as operating income excluding net charges related to 

depreciation, long-lived asset impairment, restructuring, amortization of intangible assets and 

stock-based compensation.  At this point in the Class Period, performance payouts were based 

exclusively on NGOI.  Other metrics such as revenue, net income, cash flows, etc., were not 
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used.  Bonus payments were made in 2007 as ModusLink exceeded the NGOI budgets and 

payouts ranged from 161% to 179% of the target. 

177. In 2008, NGOI was again used as the sole determining factor in performance-

based bonuses.  However, the Company did not release any bonus payments in 2008 as NGOI 

came in below the needed threshold.  At this point, due perhaps in part to the lack of payments in 

2008, ModusLink changed the performance-based goals in 2009, adding revenue as a second 

criteria in addition to NGOI.  However, again no bonuses were paid in 2009 as neither of the 

thresholds were met. 

178. Accordingly, in 2010, instead of using NGOI, performance-based bonuses were 

determined on three weighted factors: revenue, operating income and free cash flow, which were 

weighted at 20%, 40% and 40%, respectively.  Thus, revenue was considered the least important 

factor, and operating income and cash flow carried more heft.  For 2010, the thresholds were met 

as there was a 0% payout for revenue, 29% payout for operating income
39

 and 79% payout for 

free cash flow.  In 2011, the same three criteria were used, although this time the Company did 

not meet the thresholds in any of the three categories. 

179. So, in 2012, ModusLink again changed the criteria for determining performance-

based bonuses.  Revenue was again no longer part of the mix, and the criteria ultimately used 

were increasing operating income, reducing costs and generating cash from operations.  The 

weightings were now 70% for operating income and 30% to “business-related goals having 

objective measurement,” which were split 15% each to cost reductions and free cash flow. 

180. Accordingly, during the Class Period, every year that performance-based 

compensation criteria were met, the next year the criteria stayed the same.  However, in the years 

                                                           
39

 Of note, as a result of the restatement, operating income was restated lower for ModusLink in 

fiscal 2010 and the payout ratio would have been lower than the 29% payout ratio. 
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that performance-based compensation thresholds were not met, the following year ModusLink 

changed the criteria to make them more attainable.  Thus, the Individual Defendants tried various 

creative ways to capture additional compensation despite mediocre financial results for the 

Company, and they displayed this same level of creativity in their attempts to boost revenue 

through their fraudulent accounting scheme. 

IX. UNDISCLOSED ADVERSE INFORMATION 

181. The market for ModusLink’s securities was an open, well-developed and efficient 

market at all relevant times.  As a result of the materially false and misleading statements and 

failures to disclose described herein, ModusLink’s securities traded at artificially inflated prices 

during the Class Period.  Lead Plaintiffs and the other members of the Class purchased or 

otherwise acquired ModusLink’s securities relying upon the integrity of the market price of 

ModusLink’s securities and market information related to ModusLink and have been damaged 

thereby. 

182. During the Class Period, Defendants materially misled the investing public, 

thereby inflating the price of ModusLink’s securities, by publicly issuing false and misleading 

statements and omitting to disclose material facts necessary to make Defendants’ statements, as 

set forth herein, not false and misleading.  Such statements and omissions were materially false 

and misleading in that they failed to disclose material adverse non-public information and 

misrepresented the truth about the Company, as well as its business, accounting, and financial 

operations, as alleged herein. 

183. At all relevant times, the material misrepresentations and omissions particularized 

herein directly or proximately caused or were a substantial contributing cause of the damages 

sustained by Lead Plaintiffs and the other members of the Class.  As described herein, during the 
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Class Period, Defendants made or caused to be made a series of materially false and misleading 

statements about ModusLink’s financial condition and accounting. 

184. These material misstatements and omissions had the cause and effect of creating 

in the market an unrealistically positive assessment of ModusLink and its financial condition, 

thus causing the Company’s stock to be overvalued and artificially inflated at all relevant times.  

Defendants’ false and misleading statements during the Class Period resulted in Lead Plaintiffs 

and other members of the Class purchasing the Company’s securities at artificially inflated 

prices, thus causing the damages complained of herein. 

X. STATUTORY SAFE HARBOR 

185. The federal statutory safe harbor provided for forward-looking statements under 

certain circumstances does not apply to any of the allegedly false statements pleaded herein.  

Furthermore, many of the statements pleaded herein were not identified as “forward-looking 

statements” when made, or indicated that actual results “could differ materially from those 

projected.”  Nor were there any meaningful cautionary statements identifying important factors 

that could cause actual results to differ materially from the statements made therein.   

186. Defendants are liable for the statements pleaded because, at the time each of those 

statements was made, Defendants knew the statement was false and the statement was authorized 

and/or approved by an executive officer of ModusLink who knew that such statement was false 

when made. 

XI. LOSS CAUSATION 

187. During the Class Period, as detailed herein, Defendants engaged in a scheme to 

deceive the market and a course of conduct that artificially inflated the prices of ModusLink’s 

securities and operated as a fraud or deceit on Class Period purchasers of ModusLink’s securities 
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by failing to disclose to investors that the Company’s financial results were materially 

misleading and misrepresented material information.  When Defendants’ misrepresentations and 

fraudulent conduct were disclosed and became apparent to the market, the prices of ModusLink’s 

securities fell precipitously as the prior inflation came out of the Company’s stock price.  As a 

result of their purchases of ModusLink’s securities during the Class Period, Lead Plaintiffs and 

the other Class members suffered economic loss. 

188. By failing to disclose the true state of the Company’s financial statements, 

investors were not aware of the true state of the Company’s financial status.  Therefore, 

Defendants presented a misleading picture of ModusLink’s business practices and procedures.  

Thus, instead of truthfully disclosing during the Class Period the true state of the Company’s 

business, Defendants caused ModusLink to conceal the truth. 

189. Defendants’ false and misleading statements had the intended effect and caused 

ModusLink’s common stock to trade at artificially inflated levels throughout the Class Period.  

Indeed, after the truth regarding Defendants’ fraudulent scheme was finally revealed to the 

market on June 11, 2012, ModusLink’s stock price plummeted $1.48 from its prior trading day 

close of $4.26, to close on June 11, 2012 at $2.78—a massive decline of over 34% on unusually 

heavy trading volume of over 10 times its usual volume, and a far cry from the Class-Period high 

of $15.39 reached on June 5, 2008.  The devastation of ModusLink’s stock price as a result of 

Defendants’ fraud caused real economic loss to investors who purchased the Company’s 

securities during the Class Period. 

190. The decline in the price of ModusLink’s common stock after the truth came to 

light was a direct result of the nature and extent of Defendants’ fraud finally being revealed to 

investors and the market.  The timing and magnitude of ModusLink’s common stock price 
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decline negates any inference that the loss suffered by Lead Plaintiffs and the other Class 

members was caused by changed market conditions, macroeconomic or industry factors or 

Company-specific facts unrelated to the Defendants’ fraudulent conduct.  The economic loss 

suffered by Lead Plaintiffs and the other Class members was a direct result of Defendants’ 

fraudulent scheme to artificially inflate the prices of ModusLink’s securities and the subsequent 

decline in the value of ModusLink’s securities when Defendants’ prior misrepresentations and 

other fraudulent conduct were revealed. 

XII. APPLICABILITY OF PRESUMPTION OF RELIANCE: FRAUD ON THE 

MARKET DOCTRINE 

 

191. At all relevant times, the market for ModusLink stock was an efficient market for 

the following reasons, among others: 

a. ModusLink  securities met the requirements for listing, and were listed 

and actively traded on NASDAQ, a highly efficient market; 

b. As a regulated issuer, ModusLink filed periodic public reports with the 

SEC and NASDAQ; 

c. ModusLink securities were followed by securities analysts employed by 

major brokerage firms who wrote reports which were distributed to the sales force and certain 

customers of their respective brokerage firms.  Each of these reports was publicly available and 

entered the public marketplace; and 

d. ModusLink regularly issued press releases which were carried by national 

newswires.  Each of these releases was publicly available and entered the public marketplace. 

192. As a result, the market for ModusLink securities promptly digested current 

information with respect to the Company from all publicly-available sources and reflected such 

information in ModusLink’s stock price.  Under these circumstances, all purchasers of 
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ModusLink common stock during the Class Period suffered similar injury through their purchase 

of stock at artificially inflated prices and a presumption of reliance applies. 

XIII. CLASS ACTION ALLEGATIONS 

193. Lead Plaintiffs bring\ this action as a class action pursuant to Federal Rule of 

Civil Procedure 23(a) and (b)(3) on behalf of all persons who purchased or otherwise acquired 

ModusLink securities during the Class Period and who were damaged thereby (the “Class”).  

Excluded from the Class are Defendants, members of the immediate family of each of the 

Individual Defendants, any subsidiary or affiliate of ModusLink and the directors, officers and 

employees of the Company or its subsidiaries or affiliates, or any entity in which any excluded 

person has a controlling interest, and the legal representatives, heirs, successors and assigns of 

any excluded person. 

194. The members of the Class are so numerous that joinder of all members is 

impracticable.  While the exact number of Class members is unknown to Lead Plaintiffs at this 

time and can only be ascertained through appropriate discovery, Lead Plaintiffs believes that 

there are thousands of members of the Class located throughout the United States.  Throughout 

the Class Period, ModusLink securities were actively traded on NASDAQ (an open and efficient 

market) under the symbol “MLNK.”  As of January 4, 2013, the Company had approximately 44 

million shares outstanding.   Record owners and other members of the Class may be identified 

from records maintained by ModusLink and/or its transfer agents and may be notified of the 

pendency of this action by mail, using a form of notice similar to that customarily used in 

securities class actions. 
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195. Plaintiff’s claims are typical of the claims of the other members of the Class as all 

members of the Class were similarly affected by Defendants’ wrongful conduct in violation of 

federal law that is complained of herein. 

196. Lead Plaintiffs will fairly and adequately protect the interests of the members of 

the Class and have retained counsel competent and experienced in class and securities litigation. 

197. Common questions of law and fact exist as to all members of the Class and 

predominate over any questions solely affecting individual members of the Class.  Among the 

questions of law and fact common to the Class are: 

a. whether the federal securities laws were violated by Defendants’ acts and 

omissions as alleged herein; 

b. whether Defendants participated in and pursued the common course of 

conduct complained of herein; 

c. whether documents, press releases, and other statements disseminated to 

the investing public and the Company’s shareholders during the Class Period misrepresented 

material facts about the business, finances, financial condition and prospects of ModusLink; 

d. whether statements made by Defendants to the investing public during the 

Class Period misrepresented and/or omitted to disclose material facts about the business, 

finances, value, performance and prospects of ModusLink; 

e. whether the market price of ModusLink common stock during the Class 

Period was artificially inflated due to the material misrepresentations and failures to correct the 

material misrepresentations complained of herein; and 

f. the extent to which the members of the Class have sustained damages and 

the proper measure of damages. 
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198. A class action is superior to all other available methods for the fair and efficient 

adjudication of this controversy since joinder of all members is impracticable.  Furthermore, as 

the damages suffered by individual Class members may be relatively small, the expense and 

burden of individual litigation make it impossible for members of the Class to individually 

redress the wrongs done to them.  There will be no difficulty in the management of this suit as a 

class action. 

XIV. JURISDICTION AND VENUE 

199. This action arises under Sections 10(b) and 20(a) of the Exchange Act (15 U.S.C. 

§§ 78j(b) and 78t(a)) and Rule 10b-5 promulgated thereunder (17 C.F.R. § 240.10b 5). 

200. This Court has jurisdiction over the subject matter of this action pursuant to 28 

U.S.C. §§1331 and 1307, and Section 27 of the Exchange Act (15 U.S.C. § 78aa). 

201. Venue is proper in this Judicial District pursuant to 28 U.S.C. §1391(b) and 

Section 27 of the Exchange Act.  ModusLink maintains its corporate headquarters in this 

District, and many of the acts charged herein, including the preparation and dissemination of 

materially false and misleading information, occurred in substantial part in this District. 

202. In connection with the acts and omissions alleged in this complaint, Defendants, 

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

not limited to, the mails, interstate telephone communications, and the facilities of the national 

securities markets. 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 90 of 98



 

 
88 

XV. COUNTS AGAINST DEFENDANTS UNDER THE EXCHANGE ACT 
 

FIRST CLAIM FOR RELIEF 

For Violations of Section 10(b) of the Exchange Act and Rule 10b-5 Promulgated 

Thereunder Against ModusLink and Individual Defendants Lawler and Crane 

 

203. Lead Plaintiffs repeat and re-allege each and every allegation contained above as 

if fully set forth herein. 

204. During the Class Period, Defendants ModusLink, Lawler and Crane disseminated 

or approved the false statements specified herein, which they knew or recklessly disregarded 

were misleading in that they failed to disclose material facts necessary in order to make the 

statements made, in light of the circumstances under which they were made, not misleading, and 

they contained material misrepresentations. 

205. These Defendants violated Section 10(b) of the Exchange Act and Rule 10b-5 

thereunder in that they: (a) employed devices, schemes, and artifices to defraud; (b) made untrue 

statements of material facts or omitted to state material facts necessary in order to make the 

statements made, in light of the circumstances under which they were made, not misleading; 

and/or (c) engaged in acts, practices, and a course of business that operated as a fraud or deceit 

upon Lead Plaintiffs and others similarly situated in connection with their purchases of 

ModusLink common stock during the Class Period.  As detailed herein, the misrepresentations 

contained in, or the material facts omitted from, these Defendants’ public statements, concerned, 

among other things, the Company’s operational and accounting practices, financial results and 

internal controls. 

206. These Defendants, individually and in concert, directly and indirectly, by the use 

of means or instrumentalities of interstate commerce and/or of the mails, engaged and 

participated in a continuous course of conduct that operated as a fraud and deceit upon Lead 
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Plaintiffs and the Class; made various false and/or misleading statements of material facts and 

omitted to state material facts necessary in order to make the statements made, in light of the 

circumstances under which they were made, not misleading; made the above statements with a 

reckless disregard for the truth; and employed devices, and artifices to defraud in connection 

with the purchase and sale of securities, which were intended to, and did: (i) deceive the 

investing public, including Lead Plaintiffs and the Class, regarding, among other things, 

ModusLink’s financial results, including but not limited to, the Company’s income, revenue and 

profit margin; as well as ModusLink’s improper operational and accounting practices, and 

deficient internal controls; (ii) artificially inflate and maintain the market price of the Company’s 

common stock; and (iii) cause members of the Class to purchase ModusLink stock at inflated 

prices. 

207. Defendant ModusLink is liable for all materially false and misleading statements 

made during the Class Period, as alleged above.  ModusLink is further liable for the false and 

misleading statements made by the Company’s officers in press releases and during conference 

calls with investors and analysts, as alleged above, as the makers of such statements and under 

the principle of respondeat superior.  

208. Defendants Lawler and Crane, as top executive officers of ModusLink, are liable 

as direct participants in the wrongs complained of herein.  Through their positions of control and 

authority as officers of the Company, each of these Defendants was able to and did control the 

content of the public statements disseminated by ModusLink.  These Defendants had direct 

involvement in the daily business of the Company and participated in the preparation and 

dissemination of the false and misleading statements. 
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209. In addition, Defendants Lawler and Crane are liable for, among other material 

omissions and false and misleading statements, the false and misleading statements they made 

and/or signed during the Class Period.  Defendant Lawler signed the Company’s false and 

misleading Forms 10-K filed with the SEC for fiscal years 2007 through 2011.  Defendant Crane 

signed the Company’s false and misleading Forms 10-Q and Forms 10-K filed with the SEC for 

fiscal years 2007 through 2011, including a Form 10-K amendment for fiscal year 2011, and 

additionally signed the Company’s Forms 10-Q for the first and second quarters of fiscal year 

2012. 

210. As described above, these Defendants acted with scienter throughout the Class 

Period, in that they either had actual knowledge of the misrepresentations and omissions of 

material facts set forth herein, or acted with reckless disregard for the truth in that they failed to 

ascertain and to disclose the true facts, even though such facts were available to them. 

211. Lead Plaintiffs and the Class have suffered damages in that they paid artificially 

inflated prices for ModusLink common stock.  Lead Plaintiffs and the Class would not have 

purchased the Company’s common stock at the prices they paid, or at all, if they had been aware 

that the market price had been artificially and falsely inflated by these Defendants’ misleading 

statements. 

212. As a direct and proximate result of these Defendants’ wrongful conduct, Lead 

Plaintiffs and the Class suffered damages in connection with their purchases of ModusLink stock 

during the Class Period. 
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SECOND CLAIM FOR RELIEF 

For Violations of Section 20(a) of the Exchange Act 

Against Individual Defendants Lawler and Crane 

 

213. Lead Plaintiffs repeat and reallege the allegations set forth above as if set forth 

fully herein. 

214. This claim is asserted against the Individual Defendants for violations of Section 

20(a) of the Exchange Act, 15 U.S.C. § 78t(a), on behalf of all members of the Class. 

215. As alleged herein, Defendant ModusLink committed a primary violation of the 

federal securities laws through its knowing and/or reckless dissemination of materially false and 

misleading statements and omissions throughout the Class Period. 

216. During their tenures as officers and/or directors of ModusLink, each of the 

Individual Defendants was a controlling person of the Company within the meaning of Section 

20(a) of the Exchange Act.  By reason of their positions of control and authority as officers 

and/or directors of ModusLink, these Defendants had the power and authority to cause the 

Company to engage in the wrongful conduct complained of herein.  As set forth in detail above, 

the Defendants named in this Count were able to and did control, directly and indirectly, and 

exert control over ModusLink, including the content of the public statements made by the 

Company during the Class Period, thereby causing the dissemination of the false and misleading 

statements and omissions of material facts as alleged herein. 

217. In their capacities as senior corporate officers of ModusLink, and as more fully 

described above, Defendants Lawler and Crane had direct involvement in the day-to-day 

operations of the Company and in ModusLink’s financial reporting and accounting functions.  

Each of these Defendants was also directly involved in providing false information and 

certifying and/or approving the false financial statements disseminated by the Company during 
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the Class Period.  Further, as discussed above, Defendants Lawler and Crane had direct 

involvement in the presentation and/or manipulation of false financial reports included within 

ModusLink’s press releases and filings with the SEC. 

218. Defendant Lawler served as ModusLink’s President, CEO and Chairman during 

the Class Period until his sudden resignation announced on June 11, 2012.  In his dual capacity 

as the senior manager and officer of the Company and as the head of the Board, Defendant 

Lawler had ultimate control over the actions of ModusLink. 

219. Defendants Lawler and Crane both had access to and received various written and 

oral reports from different executives and personnel within ModusLink on a routine basis, and 

thus were privy to the Company’s financial, operational and accounting functions throughout the 

Class Period. 

220. By reason of their positions as officers of ModusLink, and more specifically 

controlling officers—as can be seen by their corresponding ability to influence and control the 

Company—each of these Defendants is a “controlling person” within the meaning of Section 

20(a) of the Exchange Act and had the power and influence to direct the management and 

activities of ModusLink and its employees, and to cause the Company to engage in the unlawful 

conduct complained of herein.  Because of their positions, these Defendants had access to 

adverse nonpublic financial information about ModusLink and acted to conceal the same, or 

knowingly or recklessly authorized and approved the concealment of the same. 

221. Moreover, each of the Defendants was also involved in providing false 

information and certifying and/or approving the false financial statements disseminated by 

ModusLink during the Class Period.  Each of these Defendants was provided with or had access 

to copies of the Company’s reports, press releases, public filings and other statements alleged by 
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Lead Plaintiffs to be misleading prior to and/or shortly after these statements were issued and the 

ability to prevent the issuance of the statements or cause the statements to be corrected. 

222. As set forth above, ModusLink violated Section 10(b) of the Exchange Act by its 

acts and omissions alleged in this Complaint.  By virtue of their positions as controlling persons 

of the Company and as a result of their own aforementioned conduct, the Defendants named in 

this Count are liable pursuant to Section 20(a) of the Exchange Act, jointly and severally with, 

and to the same extent as ModusLink is liable under Section 10(b) of the Exchange Act and Rule 

10b-5 promulgated thereunder, to Lead Plaintiffs and the other members of the Class who 

purchased or otherwise acquired the Company’s securities. 

223. As a direct and proximate result of these Defendants’ conduct, Lead Plaintiffs and 

the Class suffered damages in connection with their purchase or acquisition of ModusLink 

common stock. 

XVI. PRAYER FOR RELIEF 

WHEREFORE, Plaintiff, individually and on behalf of the Class, prays for judgment as 

follows: 

a) Declaring this action to be a class action pursuant to Rule 23(a) and (b)(3) of the 

Federal Rules of Civil Procedure on behalf of the Class defined herein; 

b) Awarding Lead Plaintiffs and the other members of the Class damages in an 

amount which may be proven at trial, together with interest thereon; 

c) Awarding Lead Plaintiffs and the members of the Class pre-judgment and post-

judgment interest, as well as their reasonable attorneys’ and experts’ witness fees 

and other costs; and 

d) Awarding such other relief as this Court deems appropriate. 

XVII. JURY DEMAND 

Lead Plaintiffs demand a trial by jury. 

 

Case 1:12-cv-11044-DJC   Document 29   Filed 02/11/13   Page 96 of 98



 

 
94 

 

  

Dated:  February 11, 2013 By: /s/ Joseph E. White, III 

 

SAXENA WHITE P.A. 

Joseph E. White III (BBO# 648498) 

225 Franklin Street 

26th Floor 

Boston, MA 02110 

Tel: 561 394-3399 

Fax: 561 394-3082 

 

SAXENA WHITE P.A. 

Maya Saxena 

Lester R. Hooker 

Brandon T. Grzandziel 

2424 N. Federal Highway, Suite 257 

Boca Raton, FL 33431 

Tel: 561 394-3399 

Fax: 561 394-3082 

 

Lead Counsel for Lead Plaintiffs 

 

BLOCK & LEVITON LLP 

Jeffrey C. Block (BBO #600747) 

Jason M. Leviton (BBO #678331) 

Scott A. Mays (BBO #663396) 

155 Federal Street 

Suite 1303 

Boston, MA 02110 

Telephone: (617) 398-5600 

Facsimile: (617) 507-6020 

 

Liaison Counsel for Lead Plaintiffs 
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CERTIFICATE OF SERVICE  
 

 I certify that on February 11, 2013, I electronically filed the foregoing with the Clerk of 

Court using the CM/ECF system, which will send a notice of electronic filing to all registered 

users.  

 

/s/ Joseph E. White, III  

Joseph E. White III 

BBO# 648498 
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