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Plaintiffs, on behalf of thenselves and all others simlarly
situated, allege as foll ows:

NATURE OF THE ACTI ON

1. This action is brought on behalf of plaintiffs and
ot her persons and entities who purchased the securities of Legato
Systens, Inc. ("Legato" or the "Conpany") fromApril 22, 1999
t hrough May 17, 2000, inclusive (the "Class Period").

2. During the Class Period, Legato was | ocked in a highly-
conpetitive battle for custonmers and market share with two
principal conpetitors in the enterprise storage and recovery
software market. Throughout its fiscal year ended Decenber 31,
1999 (*“Fiscal 1999"), Legato represented that it was successfully
conpeting in its market, reporting sequential revenue growh in
each of the first three quarters of Fiscal 1999. As the Conpany
has now admtted, these financial results were materially fal se
and m sl eadi ng.

3. During the Class Period, Legato’s revenues were
generated primarily fromtwo sources: (i) product |icensing and
royalty revenues earned from product sales to resellers, end-
users and original equi prent nmanufacturers (“OEMs”); and (ii)
service and support revenues generated from software updates,
support and education, and consulting services to end-users.
Under generally accepted accounting principles (“GAAP’), and as
represented in its own filings with the Securities and Exchange
Comm ssion (“SEC’), Legato could not recognize revenue fromthe
sale of licenses to resellers unless an unconditional contract

existed and the fee was “fi xed and deterni nable.”
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4. Legato has now admtted that the Conpany inproperly

recogni zed $23 million in revenue throughout Fiscal 1999 on bogus

transactions with resellers, and that its net incone and earni ngs

per share for the periods March 31, June 30, and Septenber 30,
anmount s.

1999 had been inproperly overstated by nateri al Legato

also materially overstated its fourth quarter Fiscal 1999

results, as detailed herein. The magnitude of the overstatenents
in each quarter are sunmmarized in the follow ng chart:

FIRST QUARTER FISCAL 1999 RESTATEMENT

As Reported As Restated Amount Overstated
Total Revenue $52,351,000 $43,945,000 $8,406,000
Gross Profit $45,464,000 $37,058,000 $8,406,000
Net Income (L oss) $8,197,000 $2,760,000 $5,437,000
Basic Earnings (Loss) Per Share  $0.10 $0.04 $0.06

SECOND QUARTER FISCAL 1999 RESTATEMENT

As Reported As Restated Amount Overstated
Total Revenue $62,008,000 $51,564,000 $10,444,000
Gross Profit $54,576,000 $44,132,000 $10,444,000
Net Income (L 0ss) $4,438,000 ($1,093,000) $5,531,000
Basic Earnings (Loss) Per Share  $0.06 ($0.01) $0.07

THIRD QUARTER FISCAL 1999 RESTATEMENT

As Reported As Restated Amount Overstated
Total Revenue $71,688,000 $67,931,000 $3,757,000
Gross Profit $63,664,000 $59,907,000 $3,757,000
Net Income (L oss) $3,438,000 $1,396,000 $2,042,000
Basic Earnings (Loss) Per Share  $0.04 $0.02 $0.02
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FOURTH QUARTER FISCAL 1999 REVISION

As Reported As Revised Amount Overstated
Total Revenue $71,221,000 $65,127,000 $6,094,000
Gross Profit $61,787,000 $55,693,00 $6,094,000
Net Income (L 0ss) $3,052,000 ($359,000) $3,411,000
Basic Earnings (Loss) Per Share  $0.03 ($0.00) $0.03
5. The busi ness practices of Legato and its enpl oyees

whi ch gave rise to the financial msstatenents now admtted by

t he Conpany were pervasive and occurred with the know edge and,
in sone cases, the direct participation of senior managenment. As
particul ari zed bel ow, the accounting irregularities admtted to
by Legato were orchestrated and approved by defendants Col e and
Wse, the Chief Executive Oficer (“CEOC), and Chief Financi al
Oficer (“CFO') of the Conpany, respectively. These two senior
of ficers knowi ngly dissem nated the materially fal se financial
information to the market set forth herein, and sold significant
anounts of Legato common stock at prices inflated by the
fraudul ent results.

6. The restatenent of Legato’s results for the first three
guarters of Fiscal 1999, contained in three reports on Form 10Q A
filed with the SEC on June 8, 2000, show that Legato’ s actua
growh in product |icense revenue during the first quarter of
Fiscal 1999 was 12% -- not 38.5% as falsely reported by Legato
during the Cass Period. Gowh product |icense revenue during
t he second quarter of Fiscal 1999 was 19%-- not 59%as falsely
reported by Legato during the Class Period, while growh in

product |icense revenue during the third quarter of Fiscal 1999
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was 51% not 63% as falsely reported. The inpact of the
restatenents on Legato’'s earnings growmh trend is also very

dramatic and is denonstrated by the graph bel ow

Legato Systems
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7. By restating its financial results, Legato has admtted
that the publicly-issued financial statenents for each of the
restated periods were not prepared in conformty with GAAP, and
that Legato materially msrepresented its financial condition and
results of operations. Under GAAP, the restatenent of previously
i ssued financial statenments is reserved for circunstances where
no |l esser renedy is available. Under Accounting Principles Board
Opi nion No. 20, Accounting Changes, restatenents are only
permtted, and are required, to correct material accounting
errors or irregularities that existed at the tine the financi al
statenents were prepared and issued.

8. By restating its financial statenents, Legato has

admtted that each docunent publishing the original financial
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results contained an untrue statenment of material fact. Thus,
the restatenent is an adm ssion that each of the press rel eases
and the quarterly reports filed on Form 10-Q wth the SEC for the
peri ods ended March 31, June 30 and Septenber 30, 1999, contai ned
untrue statements of material fact.

9. The public dissem nation of this materially fal se and
m sl eadi ng financial information caused Legato’s shares to trade
at artificially inflated prices throughout the Class Period. As
the false financial results were reported throughout Fiscal 1999,
Legato’s stock price increased from $42. 125 per share at the
begi nning of the Class Period to a Cass Period high of $82.50
per share on Decenber 23, 1999. As the fraud was reveal ed and
assim |l ated by the marketplace, the price of Legato’s stock
declined to a | ow of $11.00 per share on May 19, 2000.

JURI SDI CT1 ON AND VENUE

10. This Court has jurisdiction over the subject matter of
this action under Section 27 of the Securities Exchange Act of
1934 (the "Exchange Act"), 15 U S.C. 878aa, and 28 U. S.C. 88
1331, 1337, and 1367. The clains alleged herein arise under
Sections 10(b) and 20(a) of the Exchange Act, 15 U.S.C. 8878j(b),
and Rul e 10b-5 pronul gated t hereunder by the SEC

11. Venue is proper in this District pursuant to Section 27
of the Exchange Act and 28 U.S.C. 81391(b). Many of the acts and
transactions giving rise to the violations of |aw conpl ai ned of
herein, including the preparation and di ssem nation to the
investing public of materially false and m sl eadi ng financi al

statenments, occurred in this District. Legato maintains its
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princi pal executive offices in this District at 2350 West E
Cam no Real, Mountain View, California 94040.

12. In connection with the acts, conduct and ot her wongs
conpl ai ned of herein, the defendants, directly or indirectly,
used the neans and instrunentalities of interstate conmerce, the
United States mails, and the facilities of a national securities
mar ket .

THE PARTI ES

13. (a) Lead Plaintiff, The Policeman and Fireman
Retirement Systemof the City of Detroit (“Detroit”), is a public
pensi on fund systemlocated in Detroit, Mchigan, which is
organi zed for the benefit of current and retired policenen and
firemen of the City of Detroit. During the Cass Period, Detroit
purchased 32,800 shares of Legato common stock, and suffered
damages as a result of the violations of |law alleged herein. On
May 10, 2000, the Court appointed Detroit as Lead Plaintiff for
the C ass, as defined in 20, below, pursuant to Section 21D of
t he Exchange Act, 15 U.S.C. §878u-4.

(b) Plaintiff Sovereign Bankcorp, Ltd. (“Sovereign”)
is a California corporation with its headquarters in Newport
Beach, California. During the Cass Period, Sovereign purchased
40, 000 shares of Legato common stock, and suffered damages as a
result of the violations of |aw alleged herein.

(c) Plaintiff Robert B. Rutherford (“Rutherford”) is
an individual who resides in the State of Chio. During the d ass
Period, Rutherford purchased 10,000 shares of Legato comon stock
and suffered damages as a result of the violations of |aw alleged

her ei n.
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(d) Plaintiff Edward Berger (“Berger”) is an
i ndi vidual who resides in the State of New Jersey. During the
Cl ass Period, Berger purchased 14,000 shares of Legato common
stock and suffered damages as a result of the violations of |aw
al | eged herein.

14. Defendant Legato is in the business of manufacturing
and marketing network storage managenent software products. The
Conpany licenses its products through distributors, systens
integrators and val ue-added resellers (collectively,
“resellers”), and directly to end-users located in North Anmerica,
Europe and Asia Pacific. The Conpany also licenses its source
code to OEMs in exchange for licensing fees and royalties from
the OEMs' product sales.

15. (a) Defendant Louis C. Cole (“Cole”) has served as
President, CEO and a director of Legato since 1989. In Apri
1995, he was nanmed Chairman of the Board and continued to hold
that position throughout the Cass Period. Cole is also one of
t he | argest sharehol ders of the Conpany.

(b) By virtue of his positions with Legato as CEO and
Chai rman, and the size of his holdings of Legato conmon st ock,
Col e was a controlling person of the Conpany and exercised his
power and influence to cause Legato to engage in the w ongful
conduct conpl ai ned of herein.

(c) Cole, along with CFO Wse, was responsible for
Legat 0’ s conmuni cations to securities analysts and investors
during the Cass Period. Cole also reviewed and aut horized the
rel ease of Legato’s publicly reported quarterly financial

statenents for Fiscal 1999, the Conpany’s reports on Form 10-Q
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filed with the SEC for each of these periods, and its financi al
press rel eases and ot her group-published corporate reports.

(d) Cole knew or was deliberately reckless in
di sregarding the fact that the Conpany’'s internal controls,
designed to ensure accurate financial reporting by Legato, were
weak or non-existent. For exanple, Cole knew that the Conpany
did not have a functioning Audit Commttee of its Board. |In
fact, Cole was responsible for appointing Philip Wite to the
Legato Board and installing himas a nenber of Legato’ s two-
person Audit Commttee. Cole knew that Wiite had been fired in
July 1997 as CEO and Chairman of Inform x Corporation for his
role in a massive accounting fraud scandal in which Informx
admtted that it had inproperly recogni zed hundreds of mllions
of dollars of revenue on phony sales to resellers, and restated
its financial results for 1994, 1995, and 1996 based upon these
“pervasive” “errors and irregularities.” Cole also knew that
Legato’s Audit Comm ttee, which had responsibility for overseeing
t he Conpany’s accounting practices, failed to hold any neetings
during the fiscal year ended Decenber 31, 1998 (“Fiscal 1998"),
and held only one neeting during Fiscal 1999 -- a period during
which Legato’s reported quarterly revenues increased nore than
100% from $34 nillion to over $70 million.

(e) Further, Cole knew that Legato set aggressive
growh targets and pressured its sal es personnel each quarter to
“make the nunbers.” Cole presided over weekly “executive
managenent” nmeetings held in a conference roomnext to his office
in Legato’s headquarters, which were attended by CFO Wse and top

sal es personnel. The primary purpose of these weekly neetings
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was to update and discuss the financial outlook for the current
quarter and to review | arger enterprise |icense agreenents
anticipated to close during the quarter. Through these neetings,
Cole closely nonitored the progress of these “big deals,” as they
were commonly referred to in the Conpany, as well as Legato’s
progress toward neeting revenue and earnings targets in each
quarter.

(f) Fromthese weekly executive managenent neetings and
his own direct involvenent in the Conpany’s sales activities,
Col e knew that resellers were unwilling to conmt to |arge
enterprise |icense agreenents unless an end-user commtted to
purchase the product fromthe reseller. Cole also knewthat, to
i nduce resellers to issue purportedly non-reversibl e purchase
orders for these products, Legato typically entered into “side
agreenents” which often nmade paynent contingent upon sale of the
product to the intended end-user. 1In fact, during the third
quarter of Fiscal 1999, Cole becane so concerned that Legato’s
out side auditors woul d di scover these hidden side agreenents, and
force the Conpany to reverse the revenue booked on these
contingent sales, that he directed CFO Wse to prepare a form
|l etter, to be signed by the CFO or CEO of every Legato reseller,
“acknow edgi ng” that the products purchased by the reseller could
not be returned. Cole knew that every reseller who received a
copy declined to sign and return the letter to Legato.
Nevert hel ess, as detailed below, Cole continued to permt Legato
to recogni ze revenue derived fromcontingent sales to these
resellers in violation of GAAP, thereby artificially inflating

t he Conpany’ s revenues and earni ngs.
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(g Cole also directly participated in the negotiation
of the bogus transactions that succeeded in artificially
inflating the Conpany’s revenues and earnings during the C ass
Period. For exanple, as detailed in 7150-51, bel ow, Cole was
directly involved in the negotiation of a transaction with end-
user Storage Networks, Inc. (“SNI”), pursuant to which Legato
attenpted to book mllions of dollars in revenue despite the fact
that SNI's paynment obligation was contingent upon Legato’s
purchase of an equal anount of product from SNI. 1ndeed, Cole
was instrumental in negotiating the terns of this agreenent,
whi ch provided for the sinultaneous execution of two separate
contracts, neither of which referred to the other, in an effort
to hide the contingent nature of the transaction fromLegato’s
out si de auditors.

(h) Col e al so had direct know edge of other
transactions that artificially inflated Legato’ s revenue and
earnings results. For exanple, as detailed in Y145-47, bel ow,
Col e participated in an energency neeting with Legato’s outside
auditors prior to the filing of the Conpany’s Form 10-Q for the
third quarter of Fiscal 1999, during which the auditors warned
Col e and Wse that the Conpany could not record mllions of
dollars in revenue derived froma product |icense agreenent
entered into with reseller Logicon, purportedly on behalf of the
United States Air Force. Cole ignored the auditors’ warning, and
i nstead authorized the Conpany to include the revenue inits
quarterly report on Form 10-Q

(1) During the Class Period, Cole sold 246,000 shares

of Legato stock on the open nmarket at prices ranging from $64. 50
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to $77.88 per share, realizing gross proceeds of nore than $15.9
mllion. Cole sold 75,000 of these shares, for proceeds of $4.8
mllion, in |ate Novenber 1999, shortly after the “energency
meeting” in which Legato’s auditors advised the Conpany not to
record revenues derived fromthe Air Force transaction descri bed
above. Wen selling his stock, Cole either knew or, but for his
del i berate reckl essness, should have known that Legato’s
quarterly results were overstated by mllions of dollars, and
that the Conpany’s outside auditors would force Legato to restate
these results to reverse the Air Force transaction at year-end.

(j) On July 26, 2000, Legato announced that Cole would
st ep-down as President of the Conpany, and that a search was
underway to find a replacenent.

16. (a) Defendant Stephen C. Wse (“Wse”) served as Seni or

Vi ce President and CFO of Legato since 1996. Wse participated
in the day-to-day control of the Conpany and orchestrated the
preparation of Legato’'s false financial statenments. By reason of
his positions as Senior Vice President and CFO Wse was a
controlling person of Legato, and used his power and influence to
cause Legato to engage in the unlawful conduct alleged herein.

(b) As particularized below, Wse orchestrated the
schene alleged herein to inflate Legato’ s reported revenues and
earni ngs throughout Fiscal 1999. During the Cass Period, Wse
approved the booking of revenue on contingent transactions with
resell ers even though he knew that revenue recognition was
i mproper under GAAP and viol ated the Conmpany’s stated revenue

recogni tion policies.

CONSOLI DATED AMENDED CLASS ACTI ON COMPLAINT - 12 -
MASTER FI LE NO. C-00-20111-JF




© 00 N o o b~ w N P

N N D NN N N NN R R R RBP R R R p R R
0w N o OO N W N R O © 0O N O 0o M W N B O

(c) Wse actively participated in weekly “executive
managenent” neetings wth defendant Col e and top sal es personnel
t hroughout the C ass Period. During Fiscal 1999, Wse nonitored
Legato’s total dollar exposure on reseller transactions wth side
agreenents and kept Cole infornmed of the total exposure from such
| mproper transactions.

(d) Wse also was responsi ble for review ng and
approving ternms of all product |icensing agreenments whose terns
varied fromthe standard terns provided to custoners, along with
all “big deals.” For exanple, Wse knew that Legato nmai ntained a
policy of only selling products to resellers who had al ready
desi gnated an end-user to purchase the product. Further,
consistent with this policy, Legato enbedded its software with an
encryption code “keyed” to the particular end-user designated for
the transaction. Despite this policy, Wse knew that sales
personnel were assuring resellers throughout the C ass Period
that they could return product not ultinmately purchased by end-
users. Anong other things, Wse authorized the use of side
agreenents which allowed resellers to “return and rotate” product
if the deal with the end-user fell through, as detailed in fY42-
44, bel ow, pursuant to which Legato agreed to “re-key” the
product to a new end-user when and if it materialized. For the
reasons set forth in §155-60, below, Wse also knew that the
“return and rotate” side agreenents were a subterfuge to disguise
the contingent nature of the contracts, and that revenue
recogni tion on such transactions violated GAAP. Nevert hel ess,

Wse knowingly allowed nmaterial anmounts of reseller deals to be
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booked in each quarter of Fiscal 1999 pursuant to these inproper
agr eenent s.

(e) Wse also knew that, by the third quarter of Fiscal
1999, Col e was concerned about the grow ng nunber of contingent
resell er deals booked earlier in the Cass Period that had not
sold through to end-users, which triggered the resellers’ rights
of return. Thus, pursuant to Cole’s instructions, and in an
effort to hide these contingent sales from Legato’s outside
auditors, Cole prepared the formletter described in 15(f),
above, directing each reseller to “acknow edge” that no right of
return existed. Wse knew that none of the resellers signed the
acknow edgnent, yet he continued to allow Legato to book revenue
fromthese contingent sales and to artificially inflate its
reported quarterly financial results based on these transactions.

(f) Wse also actively participated in negotiating the
terms of the bogus “reciprocal” transaction with SNI described in
1950-51, below, and al so participated in the "energency neeting”
i n Novenber 1999 in which Legato’ s auditors advi sed agai nst
booki ng revenues fromthe Air Force transaction during the third
quarter. Wse not only authorized the recognition of revenue
despite this advice, but also signed and authorized the filing of
the false Form 10-Q which included revenues fromthe Air Force
transaction, as set forth in §186-88, bel ow.

(g0 Wse also caused the Conpany to inproperly
recogni ze revenue on ot her contingent transactions or product
| i cense agreenents in which the reseller retained the right to
return the product. During the Class Period, as detailed in

1945-47, 50-51, below, Wse directly participated in the
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negoti ati on of such transactions with reseller Logicon, as well
as end-user SNI. Wse also participated in the dissem nation of
Legato’s financial results for the first three quarters of Fisca
1999 and signed Legato’s reports on Form 10-Q filed for the
quarters ended March 31, June 30, and Septenber 30, 1999,
al t hough he knew that the financial statenents contained therein
were fal se.

(h) During the Cass Period, Wse sold 111, 968 shares
of Legato stock in the open market, at prices ranging from $37. 25
to $72.82 per share, realizing proceeds of over $6.5 mllion.
W se sold 40, 422 of these shares for proceeds of over $2.6
mllion in | ate Novenber 1999, shortly after the “energency
neeting” at which Legato’s outside auditors advi sed agai nst
booki ng revenues fromthe Air Force transaction described above.
At the time he sold this stock, Wse either knew or, but for his
del i berate reckl essness, should have known that Legato woul d be
forced to restate its financial results at year-end to elimnate
revenues derived fromthe Air Force transaction.

(i) On July 26, 2000, Legato announced that Wse woul d
resign fromthe Conpany.

17. Defendants Cole and Wse (collectively, the “Individual

Def endants”) possessed the power and authority to control the
contents of Legato’s SEC reports and filings, press rel eases and
presentations to securities analysts and knew t hat such
i nformati on was conveyed through the analysts to the investing
public. Because of their positions they were able to and did
control the contents of the various quarterly and annual

financial reports, SEC filings, press rel eases, and presentations
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to securities analysts pertaining to Legato, which the Conpany
has now admtted were materially false and m sl eadi ng when
I ssued.

18. Cole and Wse reviewed each of Legato's press rel eases
and SEC filings, alleged herein to be false prior to their
I ssuance, and had the ability to prevent their issuance and the
authority to cause themto be corrected. They had a duty to
pronptly dissem nate accurate and truthful information with
respect to Legato’s products, operations, financial condition and
future business prospects or to cause and direct that such
i nformati on be di ssem nated so that the market price of Legato’s
shares woul d be based on truthful and accurate information.

19. Cole and Wse knew, or were deliberately reckless in
di sregarding, that the illegal acts and practices and m sl eadi ng
statenents described herein would adversely affect the integrity
of the market for Legato stock and would artificially inflate or
mai ntain the price of Legato stock during the C ass Peri od.

CLASS ALLEGATI ONS

20. Plaintiffs bring this action as a class action pursuant
to Federal Rules of G vil Procedure 23(a) and 23(b)(3) on behalf
of a class (the “Class”) of all persons who purchased Legato
securities on the open nmarket between April 22, 1999 -- the first
day of trading after Legato announced its financial results for
the first quarter of Fiscal 1999 -- through May 17, 2000,
inclusive (the “Class Period”), and who were damaged t hereby.
Excluded fromthe Cass are: the defendants herein; nmenbers of
the famlies of each of the Individual Defendants; any parent,

subsidiary, affiliate, partner, officer, executive or director of
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any defendant; any entity in which any such excluded person has a
controlling interest; and the |legal representatives, heirs,
successors and assigns of any such excluded person or entity.

21. The nenbers of the C ass are so nunerous that joinder
of all menbers is inpracticable. Wile the exact nunber of C ass
menbers is unknown to plaintiff at the present tinme and can only
be ascertai ned from books and records mai ntai ned by Legato and/or
its agent(s), plaintiffs believe that C ass nenbers nunber in the
t housands. As of April 30, 2000, the Conpany had 86, 828, 506
shares of common stock issued and outstandi ng which, at al
rel evant tines, traded on the NASDAQ National Market System an
efficient market. During the Cass Period, Legato was foll owed
and reported on by anal ysts at numerous securities firns,

i ncl udi ng SG Cowen, Hoak Breedl ove, ClIBC Qppenhei ner, Hanbrecht &
Qui st and BancBoston Robertson Stephens.

22. Common questions of |aw and fact exist as to al
menbers of the Cl ass and predom nate over any questions solely
affecting individual nenbers of the Cass. Anong the questions
of law and fact conmon to the Cl ass are:

(a) Wether the federal securities |aws were viol ated
by defendants’ acts and om ssions as all eged herein;

(b) \Whether defendants participated in and pursued the
comon course of conduct and fraudul ent schenme conpl ai ned of
her ei n;

(c) Wether the docunents, reports, filings, rel eases,
and statenments dissem nated to the C ass by defendants during the
Class Period msrepresented material facts about the business,

performance, and financial condition of Legato;
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(d) \Whether defendants acted knowi ngly or with
del i berate reckl essness in msrepresenting material facts;

(e) \Whether the market price of Legato common stock
during the Cass Period was artificially inflated due to the
m srepresent ati ons conpl ai ned of herein; and

(f) \Wether plaintiffs and the other nenbers of the
Cl ass have sustai ned damages and, if so, the appropriate neasure
t her eof .

23. Lead Plaintiff and the other naned plaintiffs wll
fairly and adequately represent and protect the interests of the
menbers of the Class. Lead Plaintiff has retai ned conpetent
counsel experienced in class and securities litigation and
intends to prosecute this action vigorously. Plaintiffs are
menbers of the Class and do not have interests antagonistic to,
or in conflict with, the other nenbers of the C ass.

24. Plaintiffs’ clainms are typical of the clains of the
menbers of the Class. Plaintiffs and all nenbers of the O ass
purchased Legato securities during the Cass Period at
artificially inflated prices and have sustai ned damages ari sing
out of the wongful course of conduct alleged herein.

25. A class action is superior to other avail abl e net hods
for the fair and efficient adjudication of this controversy.
Since the damages suffered by individual class nenbers nay be
relatively small, the expense and burden of individual litigation
make it virtually inpossible for the Cass nmenbers individually
to seek redress for the wongful conduct alleged. Plaintiffs

know of no difficulty that will be encountered in the nmanagenent
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of this litigation that would preclude its nmaintenance as a cl ass
action.

THE FRAUDULENT ACCOUNTI NG SCHEME

26. Legato devel ops, markets, and provides technical
support for a wi de range of data storage managenent products
desi gned to support diverse conputer networks. The Conpany’s
products are designed to work on a variety of operating systens,

i ncl udi ng Net Ware, Wndows NT, and UNI X, and provi de the neans
for custonmers to back-up and archive conputer data efficiently,
wi t hout placi ng excessive strain on the networKk.

27. Beginning in 1998, Legato began to focus its sales
efforts on large, “enterprise-level” |icense transactions, in
whi ch t he Conpany provides an enterprise-w de suite of data
storage and di saster recovery products designed to fulfill the
end-users’ total data managenent needs. These transactions are
often very large, ranging from hundreds of thousands to mllions
of dollars in value per transaction.

28. Legato’'s focus on obtaining enterprise-level |icense
contracts has fueled substantial growth in the Conpany’s business
in recent years. Product |icense sales were not only the nost
significant contributor to the Conpany’s operating performance in
Fi scal 1998, accounting for 63.8% of revenues, but also were
Legato’s nost profitable business area during this tinme frane.

By focusing on high margin product |icense sales, Legato was able
to grow profits at a faster rate than revenues. This, in turn,
fuel ed a substantial increase in the price of Legato common
stock, which rose to a high of $65.94 per share during the final
guarter of Fiscal 1998.
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29. The dramatic rise in the price of Legato common st ock
provi ded the neans for the conpany to pursue strategic
acqui sitions of conplenentary businesses, while using its stock
as currency for these purchases. For exanple:

(a) On August 6, 1998, Legato entered into a
definitive agreenent for the acquisition of Software Mguls,
Inc., a devel oper of advanced backup-retrieval products for the
W ndows NT and UNI X environments, in exchange for 250,000 shares
of Legato conmon st ock;

(b) On Cctober 25, 1998, the Conpany entered into a
definitive agreenent to acquire Qualix Goup, Inc. (dba FullTime
Software, Inc.) (“Full Time”), a devel oper of distributed,
enterprise-w de, cross-platform adaptive conmputing solutions, in
exchange for 1,721,000 shares of Legato common stock; and

(c) On January 28, 1999, Legato entered into a
definitive agreenent to acquire Intelliguard Software, Inc.
(“I'ntelliguard”), a devel oper of standards-based storage
managenent solutions for Storage Area Networks (“SAN’), in
exchange for $9, 112,500 in cash and 720,000 shares of Legato
common st ock

30. Al though Legato maintains a direct sales force for the
pur pose of marketing its large, highly profitable enterprise
| i cense agreenents, the custom zed nature of the software
packages subject to these agreenents often requires on-site
custom zation and integration that the Conpany is not equipped to
provide. Further, the relatively small size of Legato’ s direct
sales force |imts its ability to penetrate the enterprise

| i cense market and secure | arge product |icense sales.
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31. To broaden the reach of its marketing efforts while
al so providing “one-stop” sales and support shopping for its end-
user custoners, Legato relies heavily upon val ue-added resellers,
such as third party integrators, for the magjority of its
revenues. As detailed in the Conpany’'s annual report on Form 10-
K for Fiscal 1998 (the “1998 Form 10-K"), these resellers
purchase the product |icenses fromLegato, and then resell the
| icense to a specified end-user through Legato’s Enterprise
Sol ution Partners program

The Enterprise Solution Partners program enabl es
third-party integrators specializing in storage
managenent and client/server network solutions to
provi de end user custoners with conplete

sol utions, including systenms and storage hardware,
conpl ementary software and our software. The
reseller is responsible for managi ng the sal es and
installation process in each custoner situation.
In | arge, conplex opportunities, our support
personnel work with the reseller to provide
techni cal support. This approach enables us to
cost effectively achi eve broader market coverage,
whi l e mai ntai ning close contact with end user
custoners in order to obtain input on product
direction and to nonitor custoner satisfaction.

32. Despite the expectation that resellers would sel
Legato’s products to end-users, GAAP prohibits recognition of any
revenue froma sale to a reseller that is contingent for paynent
upon the reseller’s subsequent sale of the product to the end-
user. Therefore, Legato represented in its filings with the SEC
bot h before and during the O ass Period that the Conpany
recogni zes revenue from product |license sales to resellers only
if the transaction is not contingent upon resale to the end-user.
Indeed, in its 1998 Form 10-K, Legato contrasted these reseller

transactions with contingent sales to distributors, where the
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Conpany purported not to recogni ze revenue until the distributor
sold the product to the end-user:

[ T] he Conpany recogni zes product revenue upon
shiprment if a signed contract exists, the fee is
fi xed and determ nable, collection of resulting
recei vabl es i s probable and product returns are
reasonably estinmabl e, except for sales to donestic
di stributors which are recogni zed upon sale by the
distributor to end-users. The Conpany has
recogni zed revenue from donestic distributors upon
sale by the distributor to end users since these
distributors have unlimted rights of return and
t he Conpany historically has not been able to nmake
reasonabl e estimates of product returns fromthese
di stributors.

33. Legato reiterated these representations concerning its
revenue recognition policies in each of its quarterly reports
filed wwth the SEC during the Cass Period for the quarters ended
March 31, June 30, and Septenber 30, 1999, as set forth bel ow

W recogni ze product |icense revenue upon

shipnment if a signed contract exists, the fee is

fi xed and determ nable, collection of resulting

recei vabl es i s probable and product returns are

reasonably estinmabl e, except for sales to donestic

di stributors, which are recogni zed upon sal e by

the distributors to end-users. W recogni ze

revenue from donestic distributors upon sale by

the distributor to end-users since these

distributors have unlimted rights of return and

we historically have not been able to nmake

reasonabl e estinmates of product returns fromthese

di stributors.
Thus, Legato assured the readers of its SEC filings during the
Class Period that its revenues and earnings were not inproperly
i nflated through the inproper recognition of revenue from
contingent sales fromwhich Legato m ght never receive paynent.

34. Nevertheless, as the size of the enterprise |icense
agreenents pursued by Legato grew, the Conpany’s difficulty in
closing these transactions al so i ncreased, as purchase

commtnents from end-users required approval at the top echel ons
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of managenent. Further, w thout a purchase commtnent from an
end-user, Legato’'s resellers were unwilling to enter into

I rrevocabl e, non-contingent “big deal” software |icensing
agreenents and unconditionally obligate thensel ves to purchase
the product with uncertain sell-through prospects. Instead, the
resellers required significant inducenents to accommbdat e
Legato’s pressure to enter into such transactions as the Conpany
neared the end of each reporting period.

35. Faced with these obstacles to revenue and earni ngs
grow h, defendants enbarked upon a schene in which they know ngly
violated their own revenue and recognition policies, as set forth
I n §715-16, above, and instead caused Legato to inflate its
reported revenue and earnings through the use of side agreenents

with resellers to induce themto enter into “big deals,” the term
used within the Conpany to describe enterprise software |icense
agr eenent s.

36. In these transactions, Legato know ngly recogni zed
revenue fromsoftware licensing deals with resellers despite the
fact that one or nore conditions for proper recognition of
revenue under GAAP were never net, including the follow ng: (i)
the product was never delivered to the reseller; (ii) the fees
owed to Legato on the sale were not fixed and determ nable; (iii)
collectability of the fee was not probable; or (iv) the
reseller’s obligation to pay for the product was contingent upon
subsequent sale of the product to the end-user. |In addition,
Legato provided certain resellers with side paynents, deep

di scounts on future product offerings, and rebate arrangenents to

i nduce themto enter into enterprise |license agreenents where no
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end-user had commtted to purchase the product. |Indeed, as
detail ed bel ow, defendants caused Legato to recogni ze revenue
based upon these transactions even after being infornmed by the
Conpany’s outside auditors, the international accounting firm of
Pri cewat er houseCoopers LLP (“PWC’), that recognition of revenue
fromcertain of these transactions was prohibited under GAAP.
Exanpl es of such transactions during the Cass Period include the
fol | ow ng:

QL 1999 Transactions

37. In March 1999, Legato inproperly recognized $1.4
mllion in product |icense revenue based upon a purported sal e of
its Networker and Smart Media products to the Internal Revenue
Service (“IRS"), despite the fact that the IRS did not agree to
purchase the products until June 1999 — three nonths |ater.
| ndeed, Legato never shipped any products “keyed” for the IRS
during the first quarter. Instead, in March 1999, Legato entered
into a side agreement with one of its resellers, DLT, pursuant to
whi ch DLT agreed to “hold” the products targeted for the IRS in
return for a $150,000 paynent from Legato once a purchase
comm t ment had been secured fromthe IRS. It was explicitly
agreed that DLT had no obligation to purchase the product if a
purchase conmtment fromthe IRS never materialized. |In return
for this assurance, DLT issued a non-cancell abl e purchase order
and Legato recogni zed revenue on the contract. DLT, however,
never took delivery of the products keyed for the IRS. |Instead,
when the IRS finally commtted to the purchase in June 1999,
Legato altered its internal accounting records to show that the

product had been transferred fromDLT to Storage Tech, another
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Legato reseller, even though the product had never been delivered
to DLT. Legato then shipped the products directly to Storage
Tech, who conpleted the transaction with the IRS. In return for
Its participation in this shamtransaction, Legato paid DLT

$150, 000.

38. Anot her bogus transaction booked during the first
guarter was a $500, 000 reseller deal for products keyed for end-
user Dow Industrial. Dow Industrial never agreed to purchase any
products from Legato during the first quarter. Instead, in |late
March 1999, Legato induced reseller Vanguard to issue a purchase
order for the products keyed for Dow Industrial in return for,
anong ot her things, extended paynent terns of 90-days, well
beyond the customary 30-day paynent terns provided to resellers
in their contracts with Legato, and assurances that Vanguard
woul d not be required to pay for the products if Dow Industrial’s
purchase conmitnent failed to materialize. Legato never
delivered the Dow Industrial products to Vanguard as required to
recogni ze revenue, even though it booked $500,000 in revenue from
the transaction during the quarter.

39. By the end of June 1999, Dow Industrial still had not
commtted to purchase the products held by Vanguard. Legato did
not require Vanguard to pay $500,000 for the goods. Instead, it
arranged to substitute MIl for Vanguard, as the ostensible
reseller of the goods. Like Vanguard, MIl never accepted
delivery of the underlying products, nor did it assune any
obligation to pay for the goods until they were resold to end-

user Dow I ndustri al .
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40. By Septenber 1999, Dow Industrial still had not
commtted to purchase the goods now held by MIl. Again, Legato
did not require MIl to pay for the goods. |Instead, Legato
arranged to substitute Storage Tech for MIl as the ostensible
resell er of the goods keyed to Dow I ndustrial, again wth a side
agreenent that nmade Storage Tech’s obligation to pay contingent
upon sell-through to the end-user. Finally, in Cctober 1999 -
seven nonths after Legato recogni zed $500,000 in revenue on this
transaction through its original agreement with Vanguard — Dow
I ndustrial commtted to purchase the goods and Legato finally
recei ved paynent.

Q2 1999 Transacti ons

41. During the second quarter of Fiscal 1999, Legato
inflated its reported revenues by over $10 million by engaging in
nore i nproper transactions in contravention of the assurances
provi ded by the Conpany set forth in Y31-33, above, and in
viol ation of GAAP. For exanple, Legato booked revenues from at
| east five product |icense agreenents with reseller Vanguard
during the quarter, despite the fact that Vanguard could return
the product to Legato if a subsequent transaction with the end-
user did not materialize. Wth respect to four of these
transactions intended for end-users Richardson School District,
CLR, | XC and Bl ockbuster, Legato entered into side agreenents
wi th Vanguard providing that the reseller could return the
product for full refund if the end-user did not agree to purchase
the goods. In return for these side agreenents, Vanguard issued

purportedly “non-cancel | abl e purchase orders for each product
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| i cense agreenent, and Legato inproperly recognized revenue for
the full amount of each purchase order

42. Legato al so inproperly booked revenue during the second
gquarter on another |icense agreenent wth Vanguard keyed for end-
user MCI/UUNET, despite the fact that Legato provi ded Vanguard
wWith “return and rotate” rights if the end-user failed to
consummat e the transaction. Specifically, as discussed in {32-
33, above, Legato’s internal policies contenplate sal es of
products to resellers only when an end-user has commtted to
purchasi ng the product. Accordingly, Legato encrypts software
provided to its resellers, and also supplies the reseller with
the “key” that permts the designated end-user to install and use
the software. Once the software is encrypted, only the specified
end-user may use the software that is the subject of the
transacti on.

43. “Return and rotate” terns were devised to avoid this
control on transactions with resellers where no end-user had
commtted to purchase the product. Thus, in the MC/UUNET
transaction, Legato assured Vanguard in a side agreenent that, if
the end-user did not conmt to purchase the product, Vanguard
could return it, and Legato would change the key so that Vanguard
could “rotate” the product to a new end-user if one materialized.

44. Legato al so booked revenues in the second quarter from
transactions with reseller Applied Digital Systens (“ADS"),
despite the fact that ADS had a right of return if the end-user
did not conmt to purchase the product. For exanple, in late
June 1999, ADS issued a purchase order for a $250, 000 licensing

agreenent al though no end-user had commtted to purchase the
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product. To induce ADS to sign the standard purchase agreenent,
whi ch purported to unconditionally obligate the reseller to pay
wi thin 30 days, Legato entered into a side agreenent that allowed
ADS, anong ot her things, 90-day extended paynent terns and
assurances that if it could not close the deal with the keyed
end-user, ADS had no obligation to pay for the product, or could
exercise “return and rotate rights.” As an additional incentive,
Legato al so agreed to increase the credit limts offered to ADS
to purchase Legato products, despite the fact that an increase
was not permtted under Legato’'s internal credit criteria, and
collectability of the license fee was therefore not probable.

Q3 1999 Transacti ons

45. Legato inproperly recognized mllions of dollars in
revenues from contingent sales to resellers during the third
guarter despite having been warned by its auditors, PWC against
recogni zi ng revenues on one such transaction that PWC di scovered
in early Novenmber 1999. Specifically, PW |learned that Legato
had booked $5.8 million in revenues during the third quarter of
Fi scal 1999 on the sale of Networker and Smart Media products to
the United States Air Force through governnent contract reseller
Logicon. Pursuant to the terns of this transaction, Logicon
agreed to issue a purchase order for the products keyed to the
Air Force, in return for Legato’ s agreenent to substitute another
end-user if the Air Force failed to commt to the purchase.

46. On or about Novenber 8, 1999, prior to the filing of
the Conpany’s third quarter Form 10-Q with the SEC, Larry De
Bower, a PWC partner, convened an “energency neeting” with Cole

and Wse at Legato’s executive offices, at which he stated that
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PWC bel i eved revenue shoul d not be recognized on the Air Force
contract in the third quarter. De Bower further infornmed them
that PWC s concl usion was based prinmarily upon Legato’s agreenent
to find a substitute end-user for the products if the Air Force
did not commt, rendering Logicon's obligation to pay contingent
and precl udi ng revenue recognition.

47. Legato booked $5.8 mllion in revenue fromthis
transaction, despite the fact that PWC warned defendants Col e and
Wse that recognition of revenue under these circunstances was
I mproper under GAAP, and would require restatenent at year-end if
recor ded.

48. As detailed in 1110, below, defendants Cole and W se
sold mllions of dollars in Legato stock shortly after this
nmeeting, knowi ng or deliberately disregarding the fact that PWC
woul d require Legato to reverse this transaction and restate its
third quarter results at year-end.

4 1999 Transacti ons

49. As the year-end approached, Col e and Wse becane
concerned that the Conpany’ s average days sal es outstandi ng
(“DSCs”), (i.e., the average anmount of tinme it takes for the
Conpany to receive paynent on its receivables), had materially
i ncreased due to the anmount of undiscl osed, contingent sales to
resellers, and the lack of paynent fromthese sales. They
worried not only about the market reaction to a sharp increase in
DSCs, but also that PWC woul d di scover that the increase was
attributable to revenues booked on contingent reseller deals.
Col e and Wse al so were concerned about an expected shortfall in

fourth quarter results, the effects of which would be exacerbated
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If PAWC required Legato to restate the Air Force transaction at

year - end.
50. In |late Decenber 1999, to cover the quarterly revenue
shortfall, Cole and Wse directly participated in negotiating a

$10 mllion bogus transaction with end-user SNI, a data storage
provider. The SNI deal ostensibly required SNI to purchase $10
mllion in software from Legato that SNI woul d then package with
its own software and sell to SNI's custoners. Under the
contract, Legato would receive $30,000 for each package SN sold
to its customers, and SNI was given three years to pay the $10
mllion. |In addition, Legato agreed to provide SNI with
personnel to assist SNI with sell-through and service to SN

custoners. The quid pro quo for this transaction, which Col e and

Wse directly participated in negotiating with SNI, was that
Legat o woul d sinultaneously enter into a reciprocal agreenent
with SNI to purchase $10 mllion of SNI data storage over a four
year peri od.

51. Cole and Wse knew that GAAP prohi bited upfront revenue
recognition on this transaction since the reciprocal nature of
the agreenent, along with Legato’s continuing obligation to
provi de personnel to SNI, rendered the agreenment a conti ngent
sale. Initially, SNI's CEQ, Peter Bell, refused to nenorialize
the understanding in a side letter and insisted that the
reci procal obligation be reflected in the primary contract. Wse
and Col e knew that the inproper revenue recognition would be
easily discovered if this were done, so they suggested a
conprom se whereby Legato and SNI woul d execute two separate

stand al one agreenents, neither of which would reference the
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reci procal nature of the “true” agreenent. The purpose of this
subterfuge was to hide the true substance of the transaction from
PWC. Wth this subterfuge in place, Wse and Col e caused $10
mllion in revenue for this transaction to be inproperly booked
as revenue in the fourth quarter.

52. In addition to the SNI transaction, Legato booked
mat eri al anmounts of contingent |icense sales agreenents with
resellers during the fourth quarter, despite the fact that the
resellers’ paynment obligations were fully contingent upon resale
to the end-user. For exanple, in Decenber 1999, Legato booked
revenues from product |icense sales to reseller CMC for goods
keyed to the University of Pennsylvania Medical Center, despite
the fact that CMC s paynent obligation was contingent upon sell -
through to the end-user. |Indeed, the side agreenent entered into
bet ween Legato and CMC further provided that the reseller could
return the products to Legato for a full refund if no end-user
purchased the |license. Legato’s inproper booking of revenue
based upon this transaction contributed to the artificial
inflation of its revenues and earnings during the fourth quarter
of Fiscal 1999.

GAAP VI OLATI ONS

53. SEC Regulation S-X (17 C F. R 8210.4-01(a)(1)) provides
that financial statenents filed with the SEC which are not
prepared in conpliance with GAAP are presuned to be m sl eadi ng
and inaccurate, despite footnote or other disclosure. Regulation
S-Xrequires that interimfinancial statenents nust al so conply
with GAAP, with the exception that interimfinancial statenents

need not include disclosure which would be duplicative of
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di scl osures acconpanyi ng annual financial statenents. 17 C. F. R
8§210.10-01(a). The responsibility for preparing financi al
statenents that conformto GAAP rests with corporate nanagenent
as set forth in Section 110.02 of the Al CPA Professional

St andar ds:

The financial statenments are nanagenent’s
responsibility. . . . Mnagenent is responsible
for adopting sound accounting policies and for
est abli shing and maintaining internal control that
wi ||, anmong other things, record, process,
sumari ze, and report transactions (as well as
events and conditions) consistent with
managenent’ s assertions enbodied in the financial
statenents. The entity’s transactions and the
rel ated assets, liabilities, and equity are within
the direct know edge and control of nanagenent.
Thus, the fair presentation of financial
statenents in conformty with [ GAAP] is an
implicit and integral part of managenent’s
responsibility.

54. Pursuant to these requirenents, Legato represented in
its quarterly reports on Fornms 10-Q for the quarters ended March
31, June 30, and Septenber 30, 1999, filed with the SEC during
the Cass Period, that its financial results were presented
appropriately, in accordance with GAAP

In the opinion of managenent, the
acconpanyi ng unaudi ted condensed consol i dated
financial statenents contain all adjustnents
(all of which are normal and recurring in
nature) necessary to present fairly the
financial position, results of operations and
cash flows of Legato Systens, Inc. and its
subsi di ari es.

55. Despite these assurances, Legato inflated its revenues
and net incone during the Class Period by inproperly recognizing
revenue on the types of transactions set forth in Y37-52, above.
Al CPA Statenent of Position (“SOP’) 97-2, entitled Software

Revenue Recognition, which governs the accounting for the product
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| i cense sal es consummated by Legato during the O ass Period, sets
forth the criteria under which a software vendor is permtted to
recogni ze revenue derived fromsoftware |icense agreenents.
Specifically, T .08 of SOP 97-2 precludes recognition of revenue
fromlicense sales, where the contract “does not require
significant production, nodification, or custom zation of
software”, unless all of the following criteria are net:

--Persuasi ve evidence of an arrangenent exists.

--Delivery has occurred.

--The vendor’s fee is fixed or determ nable.

--Collectability is probable (i.e., is likely to occur).

56. Each of these requirenents for revenue recognition nust
be net regardl ess of whether the software is sold directly to the
end-user, or through a reseller. For exanple, § .18 of this SOP
expressly provides that the delivery requirenment “applies whether
the customer is a user or a reseller.” Further, SOP 97-2
expressly precludes recognition of revenue from product |icense
sales to resellers where the fee is not fixed and determ nabl e,
or collectability is not likely to occur. In such circunstances,
the sale to the reseller is not final but, inreality, is
contingent upon the reseller’s subsequent sale of the product to
t he end-user.

57. Thus, ¥ .30 of SOP 97-2 requires consideration of the
foll owi ng factors, anong others, to eval uate whet her product
license sales to resellers are legitimate, final sales, and
recognition of revenue fromthe agreenent is appropriate:

i. Business practices, the reseller’s

operating history, conpetitive pressures,
i nformal communi cati ons, or other factors
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I ndi cate that paynment is substantially
contingent on the reseller’s success in
di stributing individual units of the product.

I Resell ers are new, undercapitalized, or
in financial difficulty and nay not
denonstrate an ability to honor a conm t nent
to make fixed or determ nable paynents until
t hey collect cash fromtheir custoners.

iii. Uncertainties about the potential

nunber of copies to be sold by the reseller
may indicate that the anmount of future
returns cannot be reasonably estinated on
delivery; exanples of such factors include

t he newness of the product or narketing
channel , conpetitive products, or dependence
on the market potential of another product
offered (or anticipated to be offered) by the
resel ler.

iv. Distribution arrangenents with resellers
require the vendor to rebate or credit a
portion of the original fee if the vendor
subsequently reduces its price for a product
and the reseller still has rights with
respect to that product (sonetines referred
to as price protection)

58. As detail ed above, defendants knowi ngly or with
del i berate reckl essness caused Legato to recogni ze revenue from
sales to both resellers and end-users where one or nore
conditions for proper recognition of revenue under GAAP were
never met, including the following: (i) the product was never
delivered to the purchaser; (ii) the purchaser’s obligation to
pay for the product was not fixed and determ nable; (iii)
collectability of the fee was not probable; or (iv) the
reseller’s obligation to pay for the product was contingent upon
subsequent sale of the product to the end-user.

59. As detailed in f137-52, above, Legato enployed a
variety of neans to incentivize its custoners to enter into these

transactions, including the following: (i) providing cash
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paynments or substantial extensions of credit to resellers; (ii)
agreeing to transfer the reseller’s obligation to purchase the
products to another reseller if an end-user did not materialize
by the tinme paynent was due; (iii) agreeing to find an end-user
for products already delivered to resellers, to provide a neans
for the reseller to make paynent to Legato; (iv) providing
resellers with “return and rotation” rights to subvert Legato’s
internal requirenent that sales to resellers be conditioned upon
a purchase commtnment froman identified end-user; and (v)
agreeing to purchase equival ent vol unes of products from end-
users in return for their agreenent to purchase identical suns in
Legat o products.

60. As detailed in Y137-47, above, defendants sought to
hi de these ternms fromLegato’s auditors by entering into nultiple
agreenents with respect to each product license sale: (i) a
primary contract, which provided for the reseller to take
delivery of the product, nake paynment within thirty days, and
providing no right of return; and (ii) a verbal or witten side
agreenent, which included one or nore of the terns set forth in
159, above, designed to nmake the sale of the product contingent
upon performance of additional obligations.

61. Further, Legato’s ultimate disclosure that it would
restate its previously reported financial results during the
Class Period constitutes an adm ssion that each of these
statenents, as included in the Conpany’s press rel eases and Forns
10-Q were nmaterially false and m sl eadi ng when issued. | ndeed,
under Statenment of Financial Accounting Standards No. 16, Prior

Period Adjustnments, restatenents are only permtted -- and are
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required -- for material accounting errors or irreqularities.

Section 316 of the Anerican Institute of Certified Public
Accountant's Codification of Statements on Auditing Standards
defines accounting irregularities as

intentional m sstatenents or om ssions of
amounts or disclosures in financial
statenments. Irregularities include
fraudul ent financial reporting undertaken to
render statenments m sl eadi ng, sonetines
call ed managenent fraud. . . . Irregularities
may i nvolve acts such as the follow ng:
mani pul ation, falsification, or alteration of
accounting records or supporting docunents
fromwhich financial statenents are prepared,
m srepresentations or intentional om ssion of
events, transactions, or other significant
information; intentional m sapplication of
accounting principles relating to anounts,

cl assification, manner of presentation, or

di scl osure.

62. Legato’s announced restatenent confirns that the
Company's financial results for the first three quarters of
Fiscal 1999 were materially fal se and m sl eadi ng when
di ssem nat ed.

THE FALSE STATEMENTS DI SSEM NATED DURI NG
THE CLASS PERI OD

QL 1999
63. On April 21, 1999, after the market closed, Legato

announced its results for the first quarter, ended March 31,
1999, reporting “record” revenues of $48.3 mllion, and net
income of $10.1 million. 1In this press release, Wse described
the recently conpleted quarter as “the strongest quarter in
conpany history,” while Cole stated “[t] he nonentum of the
conpany has never been stronger, and our growh reflects broad

cust omer acceptance.”
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64. On or about May 10, 1999, Legato filed with the SEC its
Form 10-Q for the quarter ended March 31, 1999. The Form 10-Q
reported Legato’s false financial results for the quarter, which
were materially overstated as described in 74, above. The Form
10- Q was signed by Wse, and approved by Cole.

65. The Form 10-Q al so highlighted the growth in the
Conpany’s high margi n product |icense sales, which it attri buted
to its success in penetrating the nmarket for enterprise-w de
product |icenses:

Product |icense revenue was $30.5 mllion in
[ i

[
the first quarter of 1999 and $17.5 million
in the first quarter of 1998. Product
| i cense revenue increased 74 percent fromthe
first quarter of 1998 to first quarter of
1999 primarily as a result of the continued
acceptance of our products and increased
product sales to |arge-scale enterprises.

66. Legato has now admtted that its publicly reported
results for the first quarter of Fiscal 1999 were false. The
Conpany’s reported revenues and net incone were overstated by
$8.4 million and $5.4 mllion, respectively, for the reasons
detailed in §137-40, 58-60, above. |If Legato’s financial results
had been reported accurately for the quarter, the Conpany woul d
have been forced to reveal that net incone had declined by nearly
47% from the sane period of the prior year, from$5.195 nmllion
to $2.76 mllion.

67. Legato and its senior officers, Cole and Wse, knew
that the Conpany was reporting false financial results during
this period and that, instead of reaching “record” revenue
| evel s, as represented in the April 21, 1999 press rel ease,

Legato’s revenues actually declined between the fourth quarter of
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Fiscal 1998 and the first quarter of Fiscal 1999. |Indeed, by at
| east March 1999, Wse and Cole knew frominformation presented
by sal es personnel at the weekly executive nanagenent neetings
that the Conpany would fall short of revenue and earni ngs
expectations for the first quarter, based, anong other things, on
its inability to close the IRS Transaction and the Dow I ndustri al
Transaction described in 137-40, above. Cole and Wse also were
concerned that the announcenent of an earnings shortfall in the
first quarter woul d cause Legato’s stock price to fall,

j eopardi zing the recently announced Intelliguard acquisition
described in 129(c), above, and inpairing the Conpany’'s ability
to make other acquisitions for stock.

68. Rather than risk a substantial decline in the market
price of Legato stock, Cole and Wse authorized the use of
I nproper side agreenments and other incentives to induce certain
resellers to “close” transactions before the end of the quarter.
Thi s included booking $1.9 nmillion in revenue fromthe product
| i cense transactions involving the IRS and Dow | ndustri al
Transactions, discussed in 1Y37-40, above, despite the fact that
nei ther custoner had commtted to purchase these products and no
products were ever shipped or delivered to these custoners during
the first quarter of Fiscal 1999.

69. Following the release of the Conpany’ s false results
for the first quarter, securities analysts issued reports on
Legat o which were based on and repeated the fal se financial
i nformati on provided by Legato’s senior managenent. For exanple,
on April 22, 1999, Hoak Breedl ove issued a report in which it

reconmended the purchase of Legato stock follow ng “what we judge
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to have been the best conference call ever held by the Legato
seni or managenent.” In its report, Hoak Breedl ove rated Legato
stock a “Strong Buy” based | argely upon the Conpany’s
representations that its first quarter results represented
I ncreased penetration of the market for large, high-margin
enterprise |icense agreenents contributing $250,000 or nore to
annual revenues, including the IRS and Dow I ndustri al
transacti ons descri bed above:

Legato had the follow ng | arge deal content

in 1QQ9, which was up 15% sequentially in

unit count from 4@8: 100 over $100, 000; 30

over $250, 000; of which “nore than a handful”

[we estimate 6] over $1 million - this total

calculates to an estimate of nore than $15
mllion of revenues.

* * *

Concl usi on: Legato has already begun to
denonstrate contract value growth, even
before the inclusion of the products just
acquired fromthe just conpleted Full Tinme and
Intelliguard transactions.

70. O her analysts echoed the positive reaction to Legato’s
reported first quarter earnings found in the Hoak Breedl ove
report. For exanple, in a report dated April 22, 1999, the
i nvestnment firm ClBC Qppenhei ner reconmended the purchase of
Legat o conmon st ock, based |argely upon the Conpany’s purported
success in obtaining |arge, high-margin enterprise contracts
during the first quarter:

The enterprise story is working as |arge
deal s (those over $250,000) accounted for 25%
of revenue. These deals are being generated

t hrough direct and hi gh-end indirect channel
partners.
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The operating margin inproved to 32%in the
gquarter, significantly ahead of our estinate
of 29% due to the stronger than expected

| icense growh. The upside surprise on

| i censes inproved the gross margin to 88% vs.
our expectation of 87% due to the higher
margi n nature of |icense revenues.

71. Simlarly, the investnment firm Hanbrecht & Quist issued
a report on or about April 22, 1999, in which it al so appl auded
Legato’s ability to win large contracts, noting that “[t] he
Conpany had 100 sal es over $100,000, 30 transactions over
$250, 000, and several deals over $1M” In a report dated Apri
22, 1999, BancBoston Robertson Stephens anal yst John Powers
conment ed:

Strong growth in enterprise |license
agreenents indicated the success of Legato in
provi ding an integrated storage managenent
solution to |arge custoners. 60% of revenue
cane fromtransactions |arger than $250K with
several multi-mllion dollar deals. The fact
is key to realizing Legato’s clear
conpetitive advantage in large nmulti-platform
(UNI X and NT) deal s .

72. The price of Legato conmon stock began to rise
significantly followi ng the rel ease of the Conpany’ s first
quarter financial results. On the first day of the O ass Period,
April 22, 1999, the first day of trading follow ng the Conpany’s
first quarter Fiscal 1999 earnings announcenent, the price of
Legat o conmon stock rose by approxinmately 25% fromits price one
day prior to the announcenent to close at $44.125 per share. The
stock continued to rise during the second quarter, providing the
nmeans for Legato to nake strategic acquisitions in exchange for
Legato stock. For exanple, on June 8, 1999, Legato announced

that it had agreed to acquire Vinca Corp., a provider of data
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availability solutions for workgroup environnents, in exchange
for $18 million in cash and $76 mllion in Legato conmon stock.

Q@ 1999

73. Legato’ s managenent continued to assure the investnent
community during the second quarter of Fiscal 1999 that the
Conpany’ s busi ness remai ned strong, and that it would report
sequential growth in revenue and favorable earnings results. On
May 24, 1999, Robertson Stephens issued a report in which it
upgraded its rating on Legato common stock to “Strong Buy” from
“Buy”, “[Db]ased on extensive conversation wth conmpany managenent

74. On July 21, 1999, Legato announced its results for the
second quarter ended June 30, 1999, reporting “record” revenues
of $62 million and net incone of $12.5 mllion. |In the Conpany’s

press rel ease, Wse again described the second quarter as “our
strongest quarter in conpany history,” while Cole stated that
Legato’s second quarter results “are a direct reflection of the
strong nomentum we are seeing in our business as custoners
continue to demand fully-integrated software solutions to support
their conplex storage environnents.”

75. On or about August 12, 1999, Legato filed with the SEC
its Form 10-Q for the quarter ended June 30, 1999. The Form 10-Q
reported Legato’s false financial results for the quarter which
were materially overstated as described in Y4, above. The Form
10-Q was signed by Wse, and approved by Col e.

76. In addition to containing false financial results for

the quarter, the Form 10-Q al so highlighted the growmh in the

Conmpany’ s high margin product |icense sales, which Legato
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attributed to its continuing success in penetrating the market

for enterprise-wi de product |icenses:
Product |icense revenue was $41.2 nmillion in
the second quarter of 1999 and $25.9 nmillion
in the second quarter of 1998, representing
an increase of 59 percent. Product |icense
revenue was $74.4 mllion in the first six
nmont hs of 1999 and $47.9 million in the first
si x nmonths of 1998, representing an increase
of 55 percent. The increases were prinmarily
attributable to the continued acceptance of
our famly of products, expansion of our
product lines and increased product sales to
| ar ge- scal e enterpri ses.

77. Legato has now admtted that its publicly reported
results for the second quarter were false. The Conpany’s
reported revenues and net incone were overstated by $10.4 million
and $5.5 mllion, respectively. |If Legato’'s financial results
had been reported accurately for the quarter, the Conpany woul d
have been forced to reveal that Legato actually suffered a net
| oss for the quarter of $1.093 mllion.

78. Legato and its senior officers, Cole and Wse, knew
that the Conpany was reporting false financial results during
this period. Indeed, by at |east June 1999, Wse and Col e knew
frominformation presented by sal es personnel at the weekly
executive managenent neetings that the Conpany would fall short
of revenue and earni ngs expectations due to Legato’s conti nued
difficulty in securing purchase conmtnents from end-users on
various “big deals,” including the MCI/UUNET transaction
described in 142-43, above.

79. As in the prior quarter, rather than risk a substanti al
decline in the market price of Legato stock, Cole and Wse

aut hori zed the use of inproper side agreenents and ot her
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I nducenents to induce certain resellers, including Vanguard and
ADS, to “close” product |icense agreenents before the end of the
quarter, as described in Y41, 44, above, despite the fact that no
end-user had commtted to purchase these products.

80. Legato’s stock price surged after the Conpany reported
Its second quarter results. On July 23, 1999 — two days after
the Conpany issued its materially fal se and m sl eadi ng earni ngs
announcenent, Legato’s conmon stock closed at a new hi gh of
$80. 75 per share, representing an increase of nore than 83% above
its closing price on the first day of the Cass Period. Further,
nuner ous anal yst reports recomended i nvestnent in Legato, based
on its apparent success in securing large, high margin enterprise
| i cense agreenents. For exanple, on July 22, 1999, Hoak
Breedl ove i ssued an anal yst report recommendi ng the purchase of
Legat o conmon stock, in which it described Legato’ s enterprise
| i cense agreenents as “the major new el enent and the fastest-
growi ng elenment in the conpany’s revenue m x for the past seven
quarters.”

81. Simlarly, in a report dated July 22, 1999, CIBC Wrld
Mar kets commented on Legato’s ability to obtain |arger,
enterprise-w de contracts in recommendi ng the purchase of Legato
stock, and noted that “nanagenent said that the nunber of $1
mllion deals grew froma ‘handful’ to ‘nore than a handful.’” On
t he sane day, Robertson Stephens al so i ssued a report
reconmendi ng t he purchase of Legato common stock, noting that
“[s]trong gromh in enterprise license agreenments indicates the
success of Legato in providing an integrated storage nmanagenent

solution to |arge custoners.” The Robertson Stephens report
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stressed the Conpany’s reported increase in product revenues,
whi ch “grew sequentially fromthe prior quarter by an astoundi ng

23%to $46.2 million.” In a report issued by Investor’s Business

Daily on August 16, 1999, David Breiner, an analyst with the
investnent firm Vol pe Brown Whel an & Co., echoed these renarks,
commenting that “[t] he Conpany has proven itself adept in
managi ng and exceedi ng expectations. It has produced an envi abl e
string of upside surprises in both revenue and earnings.”
82. Following the release of Legato’s materially fal se and
m sl eadi ng second quarter results, between July 26 and August 24,
1999, defendants Wse and Col e sold over 177,000 shares of Legato
common stock, at prices approaching its all-time high (adjusting
for the 2 for 1 stock split effective August 16), reali zing
proceeds of $11.8 million, as detailed in 11108-109, bel ow
B 1999
83. After the substantial stock sales set forth in {82,
above, Legato’s nmanagenent continued to assure the investnent
comunity that the Conpany’s prospects remained solid for the
third quarter of Fiscal 1999. On August 27, 1999, SG Cowen
anal yst Drew Brosseau issued a report which cited gui dance given
by managenent that Legato’s third quarter results were in |ine
Wi th expectations:
Qur md-quarter check wi th managenent
suggests the @B is shaping up well, with
solid prospects for neeting or beating our
estimates of $72MM (+ 67% in revenues and
operating EPS of $0.15 (vs. $0.08). July
results were strong and the pipelines
continue to grow a solid pace in line with
recent quarters. As described in nore detai
bel ow, Legato is benefitting from robust

mar ket demand for storage managenent
solutions and its expandi ng product portfolio
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that ties the conpany nore directly to rapid

growh in high availability software

sol utions and storage area networKks.

84. Consistent with this guidance, on Cctober 20, 1999,

Legat o announced its results for its third quarter ended
Sept enber 30, 1999, again reporting “record” revenues of $71.7
mllion and net incone of $16 million. Once again, in the
Conpany’s earnings rel ease, defendant Wse described the recently

conpl eted quarter as “our strongest quarter in conpany history,”
while Cole conmented that Legato’s second quarter results
“reflect the strong nonentum we have seen in our business as
custoners continue to demand conprehensive software solutions for
their data protection and data availability needs.”

85. Followi ng the rel ease of the Conpany’s false third
quarter results, securities analysts issued reports on Legato
whi ch were based on and repeated the false financial information
provi ded by Legato’ s senior managenent. For exanple, on Cctober
21, 1999, Robertson Stephens issued a report reiterating its
“strong buy” rating on Legato stock:

Legato reported revenues above the m dpoi nt
of consensus, and al though revenues cane in
slightly bel ow our estimate, we would like to

enphasi ze that |icense revenues were higher
t han anti ci pat ed.

* * %

Strong growth in enterprise |license
agreenents indicates the success of Legato in
provi ding an integrated storage managenent
solution to | arge custoners. Over 120 deals
signed by the conpany were over $100K, and
over 10 deals signed were over $1 nmillion.

The Robertson Stephens report noted that enterprise |icenses

accounted for 20% of total product revenue, providing “an
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I ndication that Legato is domnating sales to | arger custoners
and fulfilling the myjority of their storage needs.”

86. On or about Novenber 10, 1999, Legato filed with the
SECits Form 10-Q for the quarter ended Septenber 30, 1999. The
Form 10-Q reported Legato’s false financial results for the
quarter which were materially overstated as described in 14,
above. The Form 10-Q was signed by defendant Wse, with the
approval of defendant Cole. The Form 10-Q al so highlighted the
grow h in the Conpany’s high margin product |icense sales, which
Legato attributed to its continuing success in penetrating the
mar ket for enterprise-w de product |icenses:

Product |icense revenue was $47.6 million in
the third quarter of 1999 and $29.0 nillion
in the third quarter of 1998, representing an
i ncrease of 64 percent. Product |icense
revenue was $122.0 million in the first nine
mont hs of 1999 and $76.9 million in the first
nine nonths of 1998, representing an increase
of 59 percent. The increases were primrily
attributable to the continued acceptance of
our famly of products, expansion of our
product lines resulting fromresearch and
devel opnment efforts and integration of
products from acquired conpani es and

I ncreased product sales to | arge-scale
enterprises.

87. Legato has now admitted that its publicly reported
results for the third quarter were false. The Conpany’s reported
revenues and net inconme were overstated by $3.8 nillion and $2.0
mllion, respectively, for the reasons set forth in 145-47,

above. Rather than the “record” results reported to the market,

Legato’ s actual revenues were $67.9 mllion for the quarter, or
at least $3.7 mllion less than previously reported. Net incone
for the quarter of Fiscal 1999 was $13.6 mllion, or $2 mllion

| ess than previously reported.
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88. Cole and Wse knew that Legato’s reported financi al
results for the period were materially false. For exanple, by at
| east Septenber 1999, Wse and Col e knew frominfornmation
presented by sal es personnel at the weekly executive managenent
nmeetings that the Conpany would fall short of revenue and
ear ni ngs expectations due to Legato’s continued difficulty in
securing purchase commtnents from end-users on various “big
deals,” including the Air Force Transaction described in 1Y45-47,
above. Nevertheless, Cole and Wse continued to authorize the
use of inproper side agreenents and other incentives to induce
its resellers, including Logicon, to “close” these transactions
before the end of the quarter, as described in 1115-16, above,
despite the fact that no end-user had commtted to purchase these
products.

89. During these weekly executive managenent neetings, Wse
and Cole also | earned that many of the reseller transactions
booked in earlier quarters had still failed to yield a purchase
commtnent fromthe intended end-user, including the Richardson
School District transaction described in 41, above. Wse and
Col e al so becane concerned that the grow ng nunmber of uncl osed
contingent deals with resellers had caused the Conpany’ s DSCs to
I ncrease significantly, which they feared would attract the
attention of the auditors. Rather than elimnate the revenues
i mproperly recogni zed through these transactions, or risk
detection by the auditors, Cole directed Wse to prepare the form
| etter described in §15(f), above, providing for each Legato
reseller to “acknowl edge” that paynent terns on these outstanding

transactions were net 30 days, and that the products were not
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returnable to the Conpany. Although Wse and Col e knew t hat none
of the resellers agreed to sign the formletter, they continue to
| nproperly recogni ze revenue fromthese transactions during the
third quarter

90. As the price of Legato comon stock clinbed to record
| evel s foll ow ng the Conpany’s earnings rel ease, Cole and Wse
sol d over 115,000 shares of Legato stock in | ate Novenber 1999,
realizing proceeds exceeding $7.5 mllion. This insider selling
was particularly egregi ous because it occurred shortly after the
“enmergency neeting” described in 7Y15(h), 46-47, above, at which
PWC advi sed Wse and Col e agai nst recogni zing revenue on the Air
Force transaction during the third quarter

X and Year-End 1999

91. On Novenber 11, 1999, Legato convened its annual
“Anal yst Day” in Redwood City, California, at which securities
anal ysts covering the Conpany heard presentations from nost
menbers of Legato’ s senior managenent team including Wse and
Cole. At this neeting, Legato’ s senior nanagenent endorsed
prevailing revenue and earni ngs estimtes which were $90 mllion
and $0.19 for the fourth quarter and $275 mllion and $0.62 for
the full-year, respectively.

92. Followi ng Legato’s Anal yst Day, the price of Legato
comon stock rose to new all-tine highs, closing at $76. 78 per
share (split adjusted) on Novenber 17, 1999. On Novenber 18,
1999, Legato announced a deal to acquire Ontrack Data
International, Inc., in exchange for $20 mllion in cash and
1.485 mllion shares of Legato conmmobn stock, for total

consideration of $134 mllion. Cole and Wse knew that a
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substantial drop in the price of Legato stock woul d jeopardi ze
t he Conpany’s announced acquisition of Ontrack, which was
schedul ed to close in January 2000.

93. In an interview reported by Bl oonberg News Service on

January 12, 2000, Wse flatly |lied about the Conpany’s fourth
quarter results, characterizing themas being “wthin the
anal ysts’ expectations” of $85 to $90 million in revenues and
$0.19 to $0.21 in earnings per share:

Both in the revenue and earnings range, the

Conmpany is within the anal ysts’ expectations.

Wre we to be outside of this, we would do a

pre-rel ease of our earnings.

94. This statenent was fal se when made. At the time this
statement was made, Wse knew that the $10 million SN
transacti on booked during the fourth quarter, as described in
1150- 51, above, was a sham Wse al so knew that PWC had advi sed
W se and Col e agai nst recogni zi ng revenue on the Air Force
transaction in the third quarter during the energency neeting
described in 1Y15(h), 46-47, above. Wse al so knew or was
deliberately reckless in disregarding the fact that, at year-end,
PWC woul d require Legato to restate its third quarter results to
reverse the Air Force deal, and would reverse revenue recognition
of the SNI deal when it scrutinized its substance. Together,
these two deal s al one accounted for approximately $16 million in
revenues.

95. In early January 2000, auditors from PWC comenced
field work for the audit of the Conpany’s Fiscal 1999 results at

Legato’s headquarters. During this initial field work, the

auditors di scovered the true substance of the SNl transacti on,
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and informed Legato that revenue could not be recognized on the
sale. PWC also reiterated its earlier conclusion that
recognition of $5.8 million in revenue fromthe Air Force
transaction during the third quarter was inproper, and that the
quarter nust be restated to reverse this revenue.

96. On January 19, 2000, Legato announced its results for
the fourth quarter of Fiscal 1999, reporting revenues of $71.2
mllion, well below the $85 to $90 nmillion range endorsed by Wse
just a week earlier. Legato also announced that net incone was
only $9.9 million, nearly 90% bel ow prevailing anal yst estimates.
For the full year, the Conpany reported net inconme of $43 million
on revenues of $251.1 mllion, falling 9% and 22% bel ow
prevailing revenue and earnings expectations of $275 mllion and
$55 million, respectively.

97. Legato al so announced that it would restate its third
quarter results to elimnate $5.8 million in revenue derived from
a single, unspecified contract. 1In the release, Wse stated:

During the | ast few days, in connection with
the audit of the Conpany’s 1999 results,
Legato was infornmed by its auditors that one
contract recorded as revenue in the third
quarter should be recorded as revenue in the
first and second quarters of 2000.

98. In the sane release, Cole attributed both the fourth
quarter shortfall and the third quarter restatenent to a dispute
with Legato’s auditors over the appropriate timng of revenue
recognition:

The shortfall in fourth quarter revenue
resulted primarily fromthe Conpany’s
determ nation, in consultation with its
auditors during the last few days in

connection with the 1999 audit, that revenue
fromtwo contracts signed during the fourth
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quarter should be recogni zed during 2000.
The Conpany believes that these contracts
properly could have been recorded as revenue
In the fourth quarter but has elected to

I npl ement its auditors’ recomrendati on.

99. These statenents were fal se when nmade. Even wth the
adj ustnents, Cole and Wse knew that Legato’s financial results
for Fiscal 1999 were still overstated by tens of mllions of
dollars. Wse and Col e knew that, throughout Fiscal 1999, dozens
of resellers were given side agreenents to induce themto enter
into enterprise license transactions, and were given assurance
that if these deals could not be finalized with the keyed end-
users, they could “rotate and return” the product. Moreover,
Wse and Col e knew that resellers had refused to sign Wse’s form
| etter during the third quarter falsely affirmng the purported
uncondi tional nature of their obligations. Thus, Wse and Cole
knew t hat revenue recognition on these transactions throughout
Fi scal 1999 was i nproper.

100. The narket price of Legato common stock plumeted
foll owi ng the January 19, 2000 announcenent, falling 45%to close
at $29. 75 per share on January 20, 2000, the first trading day
following the release. Further, on or about January 24, 2000,
Ontrack announced that it had canceled its deal to be acquired by
Legato. Legato’'s stock price rebounded, however, over the course
of the follow ng weeks, as the Conpany issued a series of false

assurances to assuage the investnent community. For exanple, in

an interview reported by Dow Jones Newswire on January 21, 2000,

Cole msleadingly stated that Legato's restatenent and purported
deferral of revenues resulted froma decision to adopt “a nore

conservative revenue recognition nmethodology.” Simlarly, on
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March 12, 2000, defendants Cole and Wse net with various

anal ysts to reassure themthat Legato was “on track” to achieve
revenue and earnings growh of at |least 50%in Fiscal 2000. The
foll ow ng day, the investnment firmBear Stearns & Co. issued a
report recommendi ng the purchase of Legato conmon stock based
upon the prior day’s neeting, in which defendants represented
that, “[t]he conpany’s revenues during the first two nonths [of
the first quarter of Fiscal 2000] were on target and there has
been no trouble seen on the horizon for March.”

101. These statenents sparked a rebound in Legato’ s stock
price. On March 27, 2000, the stock closed at $45.68 per share,
representing an increase of 50% above its closing price of $29.75
per share on January 20 — inmmediately followi ng the Conpany’s
initial disclosure of its third quarter restatenent and fourth
quarter revenue and earnings shortfall.

The Schene Beqgi ns To Unravel

102. On April 3, 2000, Legato announced that, in addition to

t he previously announced restatenent of its third quarter Fiscal
1999 results, it was revising dowmmward its previously reported
results for the fourth quarter and full year Fiscal 1999, because
of the Company’s use of “side agreenments” with resellers. Legato
al so revealed that it would be unable to tinely file its 1999
Form 10-K for Fiscal 1999 because its auditors were investigating
t hese transacti ons:

[Qn March 31, 2000, [Legato] filed with the

Securities and Exchange Comm ssion a

Notification of Late Filing with respect to

its Annual Report on Form 10-K for the year

ended Decenber 31, 1999. The Conpany expects

to file its Form 10-K on or before April 14,
2000.

CONSOLI DATED AMENDED CLASS ACTI ON COMPLAINT - 52 -
MASTER FI LE NO. C-00-20111-JF




© 00 N o o b~ w N P

N N D NN N N NN R R R RBP R R R p R R
0w N o OO N W N R O © 0O N O 0o M W N B O

Inits notification, the Conpany reported
that it was unable to file its Form 10-K by
March 30, 2000 because, based on its regul ar
first quarter review of certain fourth
quarter 1999 transactions, it discovered
additional information that related to such
transactions. The Conpany has requested that
its independent auditors eval uate such
transactions in light of this additional

i nformati on.

103. This statenment was false. It was not the Conpany, but
rather PWC during its year-end audit, that “discovered” the

I nproprieties associated with these transactions. The

announcenent also falsely attributed these inproprieties to “a

smal | nunber of its sales representatives, acting outside their

authority,” who had entered into side agreenents involving

approximately $7 million of fourth quarter Fiscal 1999 revenues.
The price of Legato common stock plumreted following the April 3,
2000 announcenent, losing nore than 55% of its value to close at
$19. 875 per share on that day.

104. On April 17, 2000, Legato announced that the filing of
its 1999 Form 10-K, and the release of its results for the first
gquarter of the fiscal year ending Decenber 31, 2000 woul d be
further del ayed:

Wil e the Conpany had previously anticipated
It would file its 10-K by April 14th, the
eval uati on of transactions throughout Fi scal
1999 by the Conpany and its independent

audi tors has not yet been conpleted. It is

t he Conpany's objective to conplete this
revi ew over the next several weeks. As a
result of its ongoing investigation, the
Conmpany will delay the release of its
financial results and tel econference briefing
for the first quarter of fiscal 2000,
previously scheduled for April 26, 2000,
until it has filed its Form 10-K for fisca
1999.
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Three days later, Legato reveal ed that NASDAQ had initiated
delisting procedures due to the Conpany’s failure to file its
1999 Form 10-K in a tinely manner.

105. On May 17, 2000, after the close of trading, Legato
finally reveal ed the magni tude and extent of its restatenments for
the first three quarters of Fiscal 1999, and the revision of its
previ ously announced results for the fourth quarter and year-end,
reveal ing that previously reported revenues had been overstated
by $23 million:

O the $23.0 million total net revision in

Fi scal 1999 revenue, approxinmately $18.2
mllion relates to transactions wth
resellers where, due to the existence of

unaut hori zed si de agreenents and ver bal

prom ses on certain specific transactions,

t he Conpany has determ ned that the fees from
transactions with such resellers are not
fixed or determ nable. Accordingly, the
Conpany has el ected to recogni ze the revenue
fromtransactions with these resellers when
the fees are deened fixed or determ nable,

whi ch generally coincides with the receipt of
paynents fromthese resellers. The remaining
$4.8 mllion of revised revenue relates to
contracts where subsequent events and
additional information required different
accounting treatnent than adopted at the tine
the contracts were originally recorded. O

the total $23.0 nmillion reduction in fiscal
1999 revenue, the Conpany believes it wll
recogni ze approxi mately $16.0 million during
Fi scal 2000.

106. The Conpany al so revealed that a newly fornmed “speci al
comm ttee” of independent directors, consisting of H Raynond
Bi ngham and David N. Strohm after investigating the
ci rcunst ances surroundi ng the m sstatenent of the Conpany’s
Fiscal 1999 results, had concluded that Legato directors Phillip
E. Wiite and Kevin A. Fong (its only 2 nenbers) should be

di sm ssed fromthe Conpany’s Audit Commttee, and that neither
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woul d be re-elected to the Board. Thereafter, on July 26, 2000,
t he Conpany announced that defendant Cole would be relieved of
responsibility for managi ng the day-to-day operations of the
Conpany, and that defendant Wse would be replaced with a new
CFO

107. On May 18, 2000, the first day of trading after the
Conpany announced its restated results for Fiscal 1999, the
Conpany’ s conmmon stock closed at $11.9375 per share, representing
a decline of 85%fromits high during the Cass Period of $79.25
per share.

I NSI DER SELLI NG

108. Notwi thstanding their direct participation in and
knowl edge of the financial fraud as detailed herein, and their
possessi on of material non-public information about Legato, Cole
and Wse sold 357,968 shares of Legato common stock during the
Cl ass Period, for proceeds of over $22.5 nmillion, as set forth

bel ow:
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Def endant Dat e Shar es Price Sal e

Sol d Pr oceeds

Col e 07/ 26/ 99 20, 000 $76. 42 $1, 528, 400. 00
07/ 26/ 99 20, 000 $77. 88 $1, 557, 600. 00

07/ 28/ 99 20, 000 $76. 66 $1, 533, 200. 00

07/ 29/ 99 20, 000 $73. 28 $1, 465, 600. 00

07/ 30/ 99 16, 000 $72.79 $1, 164, 640. 00

08/ 11/ 99 10, 000 $68. 56 $ 685, 600.00

08/ 12/ 99 5, 000 $68. 81 $ 344, 050.00

08/ 13/ 99 10, 000 $71. 49 $ 714, 900. 00

08/ 23/ 99 30, 000 $41. 51 $1, 245, 300. 00

08/ 24/ 99 10, 000 $42. 44 $ 424, 400. 00

08/ 24/ 99 10, 000 $41. 34 $ 413, 400.00

11/ 23/ 99 30, 000 $64. 50 $1, 935, 000. 00

11/ 24/ 99 40, 000 $65. 05 $2, 602, 000. 00

11/ 29/ 99 5, 000 $67. 75 $ 338, 750.00

TOTAL 246, 000 $15, 952, 840. 00

W se 07/ 30/ 99 12, 546 $72. 73 $ 912,470.58
07/ 30/ 99 21, 000 $72. 82 $1, 529, 220. 00

08/ 16/ 99 15, 500 $37. 25 $ 557,375.00

08/ 17/ 99 18, 000 $38. 88 $ 699, 840. 00

08/ 17/ 99 1, 000 $38. 88 $ 38, 880. 00

08/ 17/ 99 3, 500 $38. 75 $ 135,625.00

11/ 24/ 99 5, 822 $65. 00 $ 378, 430.00

11/ 24/ 99 3, 600 $67. 00 $ 241, 200.00

11/ 24/ 99 20, 000 $67. 00 $1, 340, 000. 00

11/ 29/ 99 11, 000 $66. 75 $ 734, 250.00

TOTAL 111, 968 $6, 587, 290. 58
GRAND TOTALS: 357, 968 $22, 540, 130. 58

109. This insider selling by Cole and Wse was unusual and
suspi cious, both in timng and anount. The first round of
i nsi der sales by Cole and Wse cane on the heels of Legato’s July
21, 1999 press rel ease announcing “record” revenues for the
second quarter of Fiscal 1999, which defendants knew was
materially false and m sl eading. Between July 26 and August 24,
1999, Cole sold 171,000 shares for proceeds of over $11 mllion,
and Wse sold over 71,000 shares for proceeds of over $3.8
mllion.

110. The second round of unusual and suspi ci ous insider

CONSOLI DATED AMENDED CLASS ACTI ON COMPLAINT - 56 -
MASTER FI LE NO. C-00-20111-JF




© 00 N o o b~ w N P

N N D NN N N NN R R R RBP R R R p R R
0w N o OO N W N R O © 0O N O 0o M W N B O

selling by Cole and Wse cane just after Legato filed its Form
10-Q for the third quarter of Fiscal 1999, which Cole and Wse
knew contained false financial results for the quarter based upon
the inproper inclusion of revenues fromthe Air Force
transaction, anong others, as described in 1Y49-52, above.
Bet ween Novenber 23 and Novenber 29, 2000, Cole sold 75, 000
shares for proceeds of $4,875,750, and Wse sold 40, 422 shares
for proceeds of $2,693,880. These sales occurred shortly after
t he Novenber 8, 1999 “energency neeting” described in {115(h),
46- 47, above, at which PWC partner Larry De Bower advised Cole
and Wse that recognition of revenue on the Air Force deal in the
third quarter was i nproper

COUNT |

AGAI NST ALL DEFENDANTS FOR VI OLATI ONS COF SECTI ON 10( b)
OF THE EXCHANGE ACT AND RULE 10b-5 PROMULGATED THEREUNDER

111. Plaintiffs repeat and reall ege each of the allegations
set forth in the foregoi ng paragraphs. This Count is brought
pursuant to Section 10(b) of the Exchange Act, and Rule 10b-5
pronul gat ed t hereunder, on behalf of all purchasers of Legato
securities on the open market during the C ass Period.

112. Throughout the C ass Period, Legato, Cole and Wse, by
t he use and nmeans of instrunentalities of interstate commerce
and/or of the mails, made a series of false and m sl eadi ng
statenents and om ssions, all of which caused the market price of
Legato securities to be artificially inflated throughout the
Class Period. As detailed herein, defendants' false and
m sl eadi ng statenents during the C ass Period included the

fol | ow ng:
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(a) The statenents contained in each Form 10-Q for
Fiscal 1999 filed by Legato with the SEC during the C ass Period
that, “[i]n the opinion of managenent, the acconpanyi ng unaudited
condensed consol i dated financial statements contain al
adj ustnents (all of which are normal and recurring in nature)
necessary to present fairly the financial position, results of
operations and cash flows of Legato Systens, Inc. and its
subsi di ari es;”

(b) The statenent contained in each Form 10-Q filed by
Legato during the Cass Period that the Conpany “recogni ze[ s]
product |icense revenue upon shipnment if a signed contract
exists, the fee is fixed and determ nable, collection of
resulting receivables is probable and product returns are
reasonably estinmable. . .;”

(c) The statenents contained in Legato’ s press
rel ease, dated April 21, 1999, and in the Conpany’s Form 10-Q for
the first quarter of Fiscal 1999, which was filed with the SEC on
or about May 10, 1999, that the Conpany earned $10.1 mllion on
revenues of $48.3 mllion;

(d) The statenents contained in Legato’ s press
rel ease, dated July 21, 1999, and in the Conpany’s Form 10-Q for
the second quarter of Fiscal 1999, which was filed with the SEC
on or about August 12, 1999, that the Conpany earned $12.5
mllion, excluding various nerger and acquisition costs, on
revenues of $62 mllion;

(e) The statenents contained in Legato’ s press
rel ease, dated October 20, 1999, and in the Conpany’s Form 10-Q

for the second quarter of Fiscal 1999, which was filed with the
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SEC on or about Novenber 10, 1999, that the Conpany earned $16
mllion, excluding various nerger and acquisition costs, on
revenues of $71.7 mllion;

(f) The statenent by defendant Wse, as reported by

Bl oonberg News Service on January 12, 2000 that, for the fourth

quarter and full year Fiscal 1999, “[bJoth in the revenue and
earni ngs range, the Conpany is within the anal ysts’
expectati ons;”

(g) The statenents contained in Legato’ s press
rel ease, dated January 19, 2000, that the Conpany earned $9.9
mllion, excluding various nerger and acquisition costs, on
revenues of $71.2 million; and

(h) The statenents contained in Legato’ s press
rel eases dated April 3, 2000 and May 17, 2000, and the Conpany’s
Form 10-K for Fiscal 1999, filed with the SEC on or about My 17,
2000, that the overstatenment of the Conpany’ s revenues and
earnings during the Cass Period was attributable to “a smal
nunber of its sales representatives, acting outside their
authority. . . .7

113. Legato, Cole and Wse acted with scienter throughout

the Cass Period, in that they had actual know edge of the
m srepresentations and onm ssions of material facts set forth in
1915- 16, above. Specifically, defendant Col e, as Chairman of the
Board and CEO of the Conpany, and Wse, as Senior Vice-President
and CFO of Legato, were directly responsible for each of the
statenents set forth in 7112, above, as evidenced by their
know edge of and direct involvenent in the various inproper

transacti ons detail ed above.
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114. Legato, Cole and Wse nade and/or participated in the
maki ng of the false and m sl eading statenents described in 112,
above, to inflate the price of Legato securities for the purpose
of , anong other things: (i) allowing Cole and Wse to recoup
mllions of dollars in proceeds fromthe sale of Legato common
stock at artificially inflated prices; and (ii) allow ng Legato
to use its stock as currency to nmake various significant business
acqui sitions.

115. As a result of these deceptive practices and fal se and
m sl eadi ng statenents and om ssions, the market price of Legato
securities was artificially inflated during the Cass Period. In
I gnorance of the false and m sl eadi ng nature of the
representations and om ssions descri bed above and the deceptive
and mani pul ati ve devi ces enpl oyed by the defendants, plaintiffs
and the other menbers of the Cass, in reliance on either the
integrity of the market or directly on the statenents and reports
of defendants, purchased Legato securities at artificially
i nflated prices.

116. Had plaintiffs and the other nenbers of the C ass known
of the material adverse information not disclosed by defendants,
or been aware of the truth behind defendants' materi al
m sstatenents, they would not have purchased Legato securities at
artificially inflated prices.

117. By virtue of the foregoing, defendants naned in this
Count have viol ated Section 10(b) of the Exchange Act and Rul e

10b-5 pronul gated thereunder.
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COUNT 11

AGAI NST THE | NDI VI DUAL DEFENDANTS FOR
VI OLATI ONS UNDER SECTI ON 20(a) OF THE EXCHANGE ACT

118. Plaintiffs repeat and reall ege each of the allegations
set forth in the foregoi ng paragraphs. This Count is brought
pursuant to Section 20(a) of the Exchange Act on behal f of al
purchasers of Legato securities on the open market during the
Cl ass Peri od.

119. Each of the Individual Defendants was a controlling
person of the Conpany wthin the meaning of Section 20(a) of the
Exchange Act during the Cass Period. Specifically,

t hroughout the O ass Period, each of the Individual Defendants
had the power and authority to cause the Conpany to engage in the
wr ongf ul conduct conpl ai ned of herein by reason of the follow ng:

(a) Defendant Cole had the power and authority to
cause Legato to engage in the wongful conduct conpl ai ned of
herein by virtue of his positions as Chairman of the Board and
CEO of the Conmpany, and through his substantial ownership of the
Conmpany’ s comon stock outstandi ng; and

(b) Defendant Wse had the power and authority to
cause Legato to engage in the wongful conduct conpl ai ned of
herein by virtue of his positions as Senior Vice President and
CFO of the Conpany.

120. By reason of their positions of control over the
Conmpany, as all eged herein, each of the Individual Defendants is
liable jointly and severally with and to the sane extent that
Legato is liable to plaintiffs and the nmenbers of the Cass as a

result of the wongful conduct alleged herein.
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PRAYER FOR RELI| EF

WHEREFORE, plaintiffs, on behalf of thenselves and the
menbers of the O ass, pray for judgnment as foll ows:

1. Declaring this action to be a proper class action
mai nt ai nabl e pursuant to Rule 23 of the Federal Rules of Cvil
Procedure and declaring plaintiffs to be proper C ass
representatives;

2. Awarding plaintiffs and the other nmenbers of the Cd ass
conpensatory damages as a result of the wongs alleged in Counts
| and Il of the Conplaint;

3. Awardi ng plaintiffs and the other menbers of the C ass
their costs and expenses in this litigation, including reasonable
attorneys' fees and experts' fees and other costs and
di sbursenents; and

4. Granting plaintiffs and the other nenbers of the C ass
such other and further relief as the Court nmay deemjust and
pr oper .

JURY TRI AL DEMANDED

Plaintiffs demand a trial by jury of all issues so triable.
DATED: August 7, 2000

BERNSTEI N LI TON TZ BERGER &
GROSSVANN LLP

By:

ALAN SCHULMAN (128661)
ROBERT S. GANS (Pro Hac Vice)
BLAIR A. NI CHOLAS (178428)
12730 High Bluff Drive, Suite 100
San Di ego, CA 92130
Tel : (858) 793-0070
Fax: (858) 793-0323
- and-
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DOUGLAS M McKEI GE

1285 Avenue of the Anericas
New Yor k, New York 10019
Tel : (212) 554-1400

Fax: (212) 554-1444

Attorneys for Lead Plaintiff The

Pol i cemen and Firenen Retirenent

Systemof the City of Detroit and
Lead Counsel for the d ass

Paul F. Bennett

Steven O Sidener

Joseph M Barton

GOLD BENNETT CERA & SI DENER LLP
595 Market Street, Suite 2300
San Franci sco, CA 94105

415/ 777-2230

415/ 777-5189 (fax)

Marc |. Gross

Susan R Schwai ger

POVERANTZ HAUDEK BLOCK GROSSMAN &
GRCSS LLP

100 Park Avenue, 26'" Fl oor

New York, NY 10017-5516
212-661-1100

212/ 661- 8665 (fax)

Lee Squitieri

Nancy Kabool i an

ABBEY, GARDY & SQUITIERI, LLP
212 East 39th Street

New Yor k, NY 10016

212/ 889- 3700

212/ 684-5191 (fax)

Joseph J. Tabacco, Jr.

R tu Pat el

BERMVAN, DEVALERI O PEASE & TABACCO
P. C.

425 California St., Suite 2025

San Franci sco, CA 94104-2205

415/ 433- 3200

415/ 433- 6382 (fax)

Nadeem Far uqi

Lubna Far uqi

FARUQ & FARUQ , LLP
320 East 39th Street,
3rd Fl oor

New York, NY 10016
212/ 983-9330

212/ 983-9331 (fax)
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Deborah R G oss
LAW OFFI CES OF BERNARD GROSS
Si xt h Fl oor

1500 Wal nut Street

Phi | adel phia, PA 19102
215/ 561- 3600

215/ 561- 3000 (fax)

Marc S. Henze

MARC HENZEL, ESQUI RE

210 West Washi ngt on Square
Third Fl oor

Phi | adel phia, PA 19106
215/ 625- 9999

215/ 440- 9475 (f ax)

David Jarosl awi cz
JARCSLAW CZ & JARCS
150 WIlliam Street,
19t h Fl oor

New Yor k, NY 10038
212/ 227-2780

212/ 732- 6746 (fax)

Ann White

LI EBENBERG & VWH TE
The Pavilion

261 A d York Road
Suite 810

Jenki ntown, PA 19046
215/ 481- 0272

215/ 481- 0271 (fax)

Kl ari Neuwel t

LAW OFFI CE OF KLARI NEUWELT
110 East 59" Street

29" Fl oor

New York, NY 10022

212/ 593- 8800

212/ 593-9131 (fax)

Andrew M Schat z

SCHATZ & NOBEL, PC

330 Main Street
Hartford, CT 06106-1817
860/ 493- 6292

860/ 493- 6290 (fax)
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Curtis V. Trinko

Ti mot hy McFal |

LAW OFFI CES OF
CURTIS V. TRI NKO LLP
16 West 46th Street
Sevent h Fl oor

New Yor k, NY 10036
212/ 490- 9550

212/ 986- 0158 (fax)

Fred Tayl or Isquith

Shane T. Row ey

WOLF HALDENSTEI N ADLER FREEMAN &
HERZ, LLP

270 Madi son Avenue

New Yor k, NY 10016

212/ 545- 4600

212/ 545- 4653 (fax)

Robert S. Schachter

Ri chard A. Speirs

ZVWERLI NG SCHACHTER & ZVWERLI NG, LLP
767 Third Avenue

New Yor k, NY 10017-2023

212/ 223- 3900

212/ 371-5969 (fax)

Al an Fenster

THE LAW OFFI CES OF ALAN FENSTER
9777 W1 shire Bl vd.

Suite 900

Beverly Hills, CA 90212

310/ 273- 3661

310/ 273-1931 (fax)

Attorneys for Plaintiffs
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