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SECOND CONSOLIDATED AMENDED CLASS ACTION COMPLAINT

Plaintiffs, through their attorneys, bring this action on behalf of themselves and all othef
persons similarly situated, on personal knowledge as to themselves and their own activities, and
as to all other matters, based upon the investigation of Plaintiffs’ counsel, which included,
among other things: (i) interviews of former employees of Tellabs, Inc. (“Tellabs™ or the
“Company”) and other persons with knowledge and information concerning the matters alleged
herein, including Confidential Sources 1 through 27, described below; (ii) review and analysis of
the public filings of Tellabs, including its filings with the Securities and Exchange Commission
(“SEC”); and (ii1) review and analysis of news articles, press releases, and analysts’ reports by or
relating to Tellabs. Plaintiffs believe that further evidentiary support for the allegations set forth
below will exist after a reasonable opportunity for discovery.

CONFIDENTIAL SOURCES

Confidential sources (also referred to as “CS-_ ) who provided information for
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Plaintiffs’ counsel’s investigation included the following:
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. CS-1:  Confidential Source 1 is a former Tellabs marketing manager, from several
months prior to the Class Period through substantially after the Class Period.

. CS-2: Confidential Source 2 is a former Tellabs executive account manager and regional
manager, from substantially prior to the Class Period through several months after the Class
Period.

. CS-3: Confidential Source 3 is a former high-level Tellabs sales executive, from many
years prior to the Class Period through shortly prior to the Class Period.

. CS-4: Confidential Source 4 is a former Tellabs shipping supervisor, from many years
prior to the Class Period through shortly after the Class Period.

o CS-5: Confidential Source 5 is a former mid-level Tellabs employee involved in
distribution, from well prior to the Class Period through substantially after the Class Period.

. CS-6: Confidential Source 6 is a former Tellabs senior business manager, from prior to
the Class Period through well after the Class Period.

. CS-7: Confidential Source 7 is a former Tellabs sales director, from prior to the Class
Period through most of the Class Period.

. CS-8: Confidential Source 8 is a former Tellabs marketiﬁg manager, from well prior to
the Class Period through well after the Class Period.

L CS-9: Confidential Source 9 is a former Tellabs project manager, from close to the
beginning of the Class Period through after the Class Period.

. CS-10: Confidential Source 10 is a former Tellabs customer accounts representative,
from substantially prior to the Class Period through well after the Class Period.

. CS-11:  Confidential Source 11 is a former Tellabs regional sales director, from

substantially prior to the Class Period through shortly after the Class Pertod.
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. CS-12: Confidential Source 12 is a former Tellabs installations supervisor, from the
beginning of the Class Period through after the Class Period.

. CS8-13: Confidential Source 13 is a former Tellabs sales manager, from substantially
prior to the Class Period through the end of the Class Period.

. CS-14: Confidential Source 14 is a former Tellabs materials manager, from substantially
prior to the Class Period through the end of the Class Petiod.

. CS-15; Confidential Source 15 is a former Tellabs manager in the business development
area, from prior to the Class Period through after the Class Period.

. CS-16: Confidential Source 16 is a former Tellabs marketing strategy executive, from
prior to the Class Period through after the Class Period.

. CS-17: Confidential Source 17 is a former Tellabs market analyst, from well prior to the
Class Period through shortly after the Class Period.

. CS-18: Confidential Source 18 is a former high-level SALIX/Tellabs operations
executive, from prior to the Class Period through the end of the Class Period.

. CS-19: Confidential Source 19 is a former high-level Tellabs sales executive, from
before the Class Period through after the Class Period.

. CS-20: Confidential Source 20 is a former high-level Tellabs sales executive, from well
before the Class Period through shortly after the Class Period.

. CS-21: Confidential Source 21 is a former Tellabs sales director, from well before the
Class Period through well after the Class Period. |

. CS-22: Confidential Source 22 is a former Tellabs operations manager, from shortly

prior to the Class Period through after the Class Period.




. CS-23: Confidential Source 23 is a former Tellabs enginecer who held a variety of
management positions at Tellabs, from well prior to the Class Period throngh well after the Class
Period.

° CS-24: Confidential Source 24 is a former Tellabs senior designer, from prior to the
Class Period through well after the Class Period.

. CS-25: Confidential Source 25 is a former Tellabs customer manager, from prior to the
Class Period through well after the Class Period.

. CS-26: Confidential Source 26 is a former Tellabs team project manager for a product
distributor to Tellabs, from prior to the Class Period through after the Class Period.

. CS-27. Confidential Source 27 is a former Tellabs consultant who worked for value
added resellers (“VARS”), before and throughout the Class Period. VARS are third parties that
work along with Tellabs to handle customer services, including engineering site surveys,
installations, and testing services. VARS also act as distributors of Tellabs’ products and
provide other services.

NATURE OF THE ACTION

1. Plaintiffs bring this securities class action on behalf of themselves and on behalf
of all persons who purchased the common stock of Defendant Tellabs during the period from

December 11, 2000 through June 19, 2001, inclusive (the “Class Period”).

2, During the relevant period, Tellabs designed, manufactured, marketed, and
serviced optical networking, broadband access, and voice-quality enhancement solutions. The
Company also provided professional services that supported its solutions. Tellabs’ products and
services were used worldwide by providers of communications services. The Company’s

products were sold in the domestic and international marketplaces through the Company’s field



sales force and selected distributors. The Company’s customer base included incumbent local
exchange carriers, independent telephone companies, interexchange carriers, local ielephone
administrations, other local exchange carriers, original equipment manufacturers, cellular and
other wireless service companies, cable operators, alternate service providers, competitive local
exchange carriers, internet service providers, system integrators, govemment agencies, and
business end-users. During the Class Period, Tellabs counted as customers telecommunications

giants SBC Communications, Inc. (“SBC”) and Verizon Communications, Inc. (“Verizon”).

3. By early- to mid-2000, the Intemet and telecommunications sectors were
contracting significantly. In the face of this dramatic slowdown and consolidation in the
telecommunications sector, Defendants falsely reassured public investors, in a series of
statements made during the Class Period, that Tellabs was continuing to enjoy strong demand for
its products and earning record revenues. These unqualified, positive statements, for which
Defendants had no reasonable basis, had the effect of artificially inflating and maintaining the
trading price of Tellabs stock. At the same time they were falsely assuring the investing public
concerning the Company’s performance and prospects, Tellabs insiders profited by selling tens
of thousands of shares of their personally-owned Tellabs common stock at artificially inflated

prices, reaping proceeds of over $8 million.

4, In truth, and unbeknown to the investing public, by no later than the beginning of
the Class Period, Tellabs’ performance was being adversely affected by the same difficult
telecommunications business environment that its competitors had been facing for several
months, Tellabs’ customers, which were telecommunications-related companies, were suffering
from a severe deterioration and consolidation of their businesses. Accordingly, demand for

Tellabs’ products was slowing.




5. In addition to issuing a series of deceptive statements and inflated eamings
guidance, Defendants sought to falsely assure investors as to Tellabs’ performance and prospects
by means of a number of deceptive practices that artificially inflated the Company’s reported
revenues and concealed the rapidly falling demand for the Company’s key products. Such
fraudulent practices included channel stuffing, which artificially boosted revenues in earlier
periods at the expense of subsequent periods; phony sales; and offering customers excessive and
unusual discounts, rebates, payment terms, rights of return, and other incentives that went
beyond ordinary business practices, none of which were disclosed to the investing public.
Channel stuffing is the deceptive business practice of building inventories of distributors and
customers, before they would have purchased such products in the ordinary course, to artificially
inflate sales and earnings. Stuffing the channel has the effect of robbing future quarters to boost

sales in the current quarter.

6. As a result of Defendants’ deceptive conduct during the Class Period, the price of

Tellabs stock climbed as high as $67.125 per share (on February 5, 2001).

7. Defendants’ efforts to obscure and conceal the truth conceming Tellabs’
deteriorating sales and diminishing value continued until, at the earliest, June 19, 2001, when
Tellabs finally conceded that demand for its products had collapsed, and substantially lowered its
second quarter guidance, reducing expected revenues from the $780 million to $820 million
range to only $500 million. In response, on June 20, 2001, Tellabs common stock fell, on record
volume, from a closing price of $21.20 per share the previous day to close at $16.04 per share --
a one-day decline of more than 24%. The overall decline from the inflated Class Period high of

$67.125 per share to the low on June 20, 2001 of $15.87 per share was more than 76%.




8. As a result of the foregoing, Plaintiffs and other purchasers of Tellabs common
stock during the Class Period suffered substantial damages because the market price of the stock
they purchased was artificiailly inflated by Defendants’ material misrepresentations and

omissions and did not reflect the true value of the stock.

JURISDICTION AND VENUE

9. The claims asserted herein arise under and pursuant to Sections 10(b), 20(z), and
20A of the Securities Exchange Act of 1934 (the “Exchange Act”) [15 U.S.C. §8§ 78j(b), 78t(a),

and 78t-1], and Rule 10b5 promulgated thereunder by the SEC [17 C.F.R. § 240.10b-5].

10.  This Court has jurisdiction over the subject matter of this action pursuant to

Section 27 of the Exchange Act [15 U.S.C. § 78aa ] and 28 U.S.C. §§ 1331 and 1337.

11.  Venue is proper in this District pursuant to Section 27 of the Exchange Act, and
28 U.S.C. §1391(b). All or a substantial part of the acts charged herein, including the
preparation and dissemination of materially false and misleading information, occurred in this
District and Tellabs maintains its chief executive offices and principal place of business within

this District.

12, In connection with the wrongs complained of herein, Tellabs, directly or
indirectly, used the means and instrumentalities of interstate commerce, including the United
States mails and interstate telephone communications, and the facilities of the national securities

markets.

THE PARTIES

Plaintiffs

13, On September 27, 2002, the Court appointed Makor Issues & Rights Ltd.

(“Makor”) Lead Plamtiff pursuant to 15 U.S.C. § 78(u)-4. Makor purchased Tellabs common




stock at artificially inflated prices during the Class Period and was damaged thereby.

14.  Additional Plaintiffs are the following individuals who also purchased Tellabs

common stock at artificially inflated prices during the Class Period and were damaged thereby:

a. Chris Broholm
b. Richard LeBrun
C. David Leehey
d. Patricia Morris

15.  Certifications for Plaintiffs previously were submitted to the Court.

Defendants

16.  Defendant Tellabs is a Delaware corporation with its principal executive offices

located at One Tellabs Center, 1415 West Dichl Road, Naperviile, Illinois 60563.

17.  Defendant Michael J. Birck (“Birck™) has been a Tellabs Director since 1975 and
has served as Chairman of the Board since September 18, 2000. Birck served as Tellabs’ Chief
Executive Officer and President from 1975 through September 1, 2000, and was a founder of the
Company. During the Class Period, while in possession of adverse undisclosed information
about the Company, Birck sold 80,000 shares of common stock for $5,183,150 in illegal insider

trading proceeds.

18.  Defendant Brian J. Jackman (“Jackman™) has served as a Tellabs Director since
1993. He served as Tellabs’ President of Global Systems and Technology and Executive Vice
President from 1998 to September 1, 2001. As President of Global Systems and Technology at

Tellabs, Jackman was responsible for all product divisions worldwide.



19.  Defendant John C. Kohler (“Kohler”) served as Tellabs’ Senior Vice President of
Global Business Operations (Global Manufacturing) from February 2000 to March 10, 2003, and
was Tellabs’ Vice President of Global Manufacturing from 1992 - 2000. During the Class
Period, Kohler was in charge of manufacturing, including procurement, manufacturers, repairs,
returns, warehousing, the building and storage of products, and the purchase of parts. During the
Class Period, while in possession of adverse undisclosed information about the Company, Kohler

sold 7,500 shares of common stock for $484,968 in illegal insider trading proceeds.

20.  Defendant Richard C. Notebaert (“Notebaert™) served as a Tellabs Director from
April 19, 2000 to June 17, 2002, and as Chief Executive Officer and President of Tellabs from

September 18, 2000 to June 17, 2002,

21. Defendant Robert W. Pullen (“Pullen”) served as Tellabs’ Senior Vice President
and General Manager of Optical Networking from August 2000 to February 2, 2002, and, in that

capacity, had responsibility with respect to the TITAN series products at issue in this action.

22. Defendant Joan E. Ryan ("Ryan”) served as Tellabs’ Executive Vice President

and Chief Financial Officer from February 2, 2000 to February 7, 2003.

23. The Individual Defendants, as senior executive officers and directors of Tellabs,
were controlling persons of the Company, at all relevant times. Bach exercised his power and

influence to cause Tellabs to engage in the fraudulent practices complained of herein.

24. Tt is appropriate to treat the Individual Defendants as a group for pleading
purposes and to presume that the materially false, misleading, and incomplete information
conveyed in the Company’s public filings, press releases, and other public statements, as alleged

herein, are the collective actions of the narrowly defined group of Defendants identified above,



The above officers and directors of Tellabs, by virtue of their high-level positions with the
Company and “hands on” management style, directly participated in the management of the
Company, were directly involved in the day-to-day operations of the Company at the highest
levels, and were privy to confidential proprietary information concerning the Company. Said
Defendants were involved in the fraudulent activities herein alleged and were also involved in
drafting, producing, reviewing, and disseminating the materially false and misleading statements
and information alleged herein; were aware, or recklessly disregarded, that the materially false
and misleading statements were being issued regarding the Company; and approved or ratified

these statements, in violation of the federal securities laws.

25.  As officers and directors and controlling persons of a publicly-held company
whose common stock was, and is, registered with the SEC pursuant to the Exchange Act, and
govemed by the provisions of the federal securities laws, the Individual Defendants each had a
duty to disseminate promptly accurate, complete, and truthful information with respect to the
Company and to correct any previously-issued statements that had become materially misleading
or untrue, so that the market price of the Company’s publicly-traded securities would be based
upon truthful, complete, and accurate information. The Individual Defendants’
misrepresentations and omissions during the Class Period violated these specific requirements

and obligations.

26.  The Individual Defendants participated in the drafting, preparation, and/or
approval of the various public statements and filings complained of herein and were aware of, or
were severely reckless in disregarding, the misstatements contained therein and omissions
therefrom, and were aware of, or recklessly disregarded, their materially false and misleading

nature. Because of their Board membership and executive and managerial positions with
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Tellabs, and “hands on” management of the Company, the Individual Defendants had access to
the adverse undisclosed information about the Company and knew, or were severely reckless in
not knowing, that these adverse facts rendered the positive representations made, issued, or

adopted by the Company materially false and misleading.

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

contained therein.

28.  Each of the Defendants is liable as a primary participant in a frandulent scheme
and course of business that operated as a fraud and deceit on purchasers of Tellabs common
stock, by disseminating materiallymfalse and misleading statements and concealing material
adverse facts. The scheme: (1) deceived the investing public as to the true value of Tellabs
common stock; and (2) caused Plaintiffs and other members of the Class to purchase Tellabs

common stock at artificially inflated prices that did not reflect its true value.

TELLABS PRODUCTS AT ISSUE

29.  Dunng the Class Period, Defendants’ misleading statements and activities related
to Tellabs’ flagship TITAN 5500 systems, and two purportedly newly-launched products, the

TITAN 6500 and SALIX 7750.
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30.  TITAN 5500: In 2000, optical networking systems accounted for approximately
64% of Tellabs’ sales, and the TITAN 5500 -- Tellabs’ principal seller in this category -- was the
Company’s “flagship,” according to Tellabs’ 2000 Form 10-K. Tellabs’ 2000 Annual Report
explains that its TITAN 5500 systems are “digital cross-connect systems” -- optical networking
products that “help direct different types of communications traffic across wired and wircless
networks.” Tellabs’ 2000 Annual Report describes a “digital cross-connect” as “[a] specialized
high-speed data channel switch, which connects transmission paths based on network needs
(rather than call by call). Digital cross-connects manage and route network traffic, and combine,
consolidate and segregate signals to maximize efficiency.” According to the 2000 Annual
Report, features of the TITAN 5500 include access, transport, and management for fiber optic
networks. Fiber optic networks are a critical part of overall voice and data communications
infrastructures. Tellabs’ 2000 Annual Report identified the TITAN 5500 systems as Tellabs’

“core products.”

31.  TITAN 6500: According to Tellabs’ 2000 Annual Report, the TITAN 6500 is a
new “multiservice transport switch” that “emerged from [Tellabs’] laboratories in 2000.”

“Multiservice” means capable of simultaneously transporting a variety of signal types.

32. SALIX 7750: According to Tellabs’ 2000 Annual Report, the SALIX 7750
(“SALIX™) is a “next-generation switch” that “enables service providers to move voice traffic
seamlessly onto data networks while supporting voice services such as three-way calling and
messaging.” Tellabs’ 2000 Annual Report, describes a “next-generation switch” as one that
“performs advanced data switching in addition to the same features as local central office and

tandem long-distance switches.”
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TELLABS’ CUSTOMERS

33. During the Class Period, Tellabs’ largest customer for its “flagship” Titan 5500,
and largest customer overall was Verizon. SBC was also one of Tellabs’ most significant

customers. Tellabs’ 2000 Form 10-K stated:

In 2000, sales to Verizon Communications, Inc. (Verizon) accounted for approxi-
mately 19.1% of consolidated net sales. In 1999, sales to SBC Communications,
Inc. (SBC) and sales to Verizon accounted for approximately 11.5% and 11.0% of
consolidated net sales, respectively. In 1998, sales to Verizon and SBC accounted
for approximately 13.9% and 12.6% of consolidated net sales, respectively. No
other customer in 2000, 1999, or 1998 accounted for more than 10% of
consolidated net sales.

CS-11, CS-12, CS-14, and CS-22 confirmed that Verizon was Tellabs’ largest customer for the
TITAN 5500 in 2000 and 2001. Tellabs often sells its products through distributors., CS-11
confirmed that Tellabs’ largest distributors, during the Class Period, were Telcobuy.com,
Lexicom, and Walker Communications, Inc.

TELLABS’ DEMAND AND PRODUCT PROBLEMS -- AND DEFENDANTS’
DECEPTIVE PRACTICES TO CONCEAL THOSE PROBLEMS

Demand For The TITAN 5500 And Other
Tellabs Products Fell In 2000-2001

34.  Contrary to Defendants’ public representations during the Class Period, as
detailed below, and unbeknown to investors, by the beginning of the Class Period, at the end of
2000, demand for Tellabs’ key products, including the TITAN 5500 -- Tellabs’ “best seller” --

was slowing substantially. Thus:

35, A Tellabs installations supervisor, CS-12, related that, in late 2000, there was a
significant reduction (roughly 25%) in orders for the TITAN 5500 from Verizon (Tellabs’

largest customer). Moreover, CS-22, a former Tellabs operations manager, reported that, in
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January 2001, orders from Verizon significantly declined by roughly 50%, because Verizon was

overloaded with TITAN 5500 products.

36.  According to CS-13, a Tellabs sales manager, customers in Latin America and

Central America did not want the TITAN 5500,

37. CS-14, a Tellabs materials manager who was at Tellabs throughout the Class
Period, reported that orders from every single TITAN 5500 customer declined while CS-14 was

at Tellabs.

38.  (C8-15, a Tellabs manager in the business development area, related that sales of
Tellabs’ products were declining by early 2001. CS-15 also reported that customers believed

Tellabs products to be of poor quality.

39. A former Tellabs marketing strategy executive, CS-16, reported that a study
performed for Tellabs by an independent research firm, Probe Research, which cost Tellabs
$100,000, and was completed in or about early 2001, showed a steep drop in the number of T1
circuits required in the market. CS-16 explained that T1’s were the main source of demand for
Tellabs’ TITAN 5500 systems. In or about early 2001, an internal report was prepared by
Tellabs’ marketing strategy department that accurately concluded that, as a result of the decline
in T1’s, Tellabs’ revenue from the TITAN 5500 would decline by approximately $400 million (a
huge and extremely significant decline given that, in the same time frame, the TITAN 5500
accounted for approximately $1.8 billion to $2.0 billion of Tellabs” approximately $3.4 billion of
reported revenue in 2000 and that Tellabs had no other products to take up the slack). According
to CS-16, this report was discussed at marketing strategy meetings, and was widely circulated to
at least 10 executives, including individuals who reported directly to Defendants (such as Harvey

Scull, the head of the marketing strategy department, who reported directly to Defendant Birck).
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40.  Tellabs’ internal quarterly reports -- prepared by Tellabs’ finance department and
viewed by CS-23 -- showed declining demand in the third and fourth quarters of 2000 for a
variety of Tellabs’ products, including the TITAN 5500, Tellabs’ most significant product.
Quarterly reports concerning the profitability of Tellabs’ 4merchandise, which could be accessed
on the Tellabs database system, showed a decline in customer demand for the TITAN 5500 in

March 2001, according to CS-17.

41.  According to a former Tellabs customer manager, CS-25, Tellabs’ customers
were not buying as early as November 2000 and Tellabs was not busy throughout the Class

Period. According to CS8-25: “it got slower and slower.”

42.  Former Tellabs marketing manager CS-1 confirmed that Tellabs had excess
TITAN 5500s on hand in late 2000 / early 2001 due to lack of customer demand because Tellabs

had overloaded its customers.

43.  Former Tellabs executive account manager CS-2 confirmed that, due to Verizon
budget cuts, including cuts in capital expenditures and other expenditures affecting network
equipment purchases from companies such as Tellabs during the fourth quarter of 2000 and
throughout 2001, Verizon failed to execute millions of dollars of projected TITAN 5500 orders,

including new systems, plugs, and cards.

44.  The decline in demand also was confirmed by a major distributor of parts to
Tellabs. According to CS-26, a Tellabs team project manager for a product distributor to
Tellabs, Tellabs suddenly stopped taking parts for its products in the beginning of 2001. The
parts distributor thought Tellabs knew it was in trouble by about February 2001. By early April
2001, the distributor started having problems obtaining payment from Tellabs, resulting in a

mounting debt that reached $10 million over the next six months.

15




45, According to CS-1, Tellabs had “tons” of excess TITAN 5500s and other
products on hundreds of racks in Tellabs’ Bollington warehouse. Some systems were there for
six months to a year. Former Tellabs marketing manager CS-1 also confirmed that Tellabs had
excess TITAN 5500s on hand in late 2000 / early 2001 due to lack of customer demand, resulting

from Tellabs overloading its customers.

Contrary to Defendants’ Portrayal, the TITAN 6500
Suffered From Weak Demand, Weak Customer Acceptance,
Severe Development Delays, and Failed Customer Trials

46.  As detailed below, during the Class Period, Defendants touted Tellabs® TITAN
6500 while failing to disclose to investors that these products were not being accepted or
purchased by customers, were way behind in development, were failing evaluations, had defects
that would not be resolved until well after the Class Period, and were not even close to being
saleable products until significantly after the Class Period. Individual Defendants were directly
involved with these issues, including visiting customers to deal with the TITAN 6500’s

problems. For example:

47. CS-16, a former Tellabs marketing strategy executive, related that customers
thought that Tellabs” TITAN 6500 products had “too big a footprint” (took up too much space)
in comparison to the amount of bandwidth capacity the products had. Customers explained that
competitor Ciena’s product provided more bandwidth for the amount of floor space Tellabs’
TITAN 6500 took up. CS-16 related that Tellabs repeatedly attempted, without success, to sell

its TITAN 6500 to major customers Verizon, BellSouth, and SBC.

48, According to CS-19, a former high level Tellabs sales executive, Tellabs did not
do much with the TITAN 6500, and, by October 2001, some four months after the close of the

Class Period, there had been only a couple of trials in a couple of locations. According to CS-5,
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who was involved in Tellabs distribution, Tellabs did not make actual sales of the TITAN 6500
or even have the product in its warehouse until after mid-September 2001. Similarly, according
to a former Tellabs project manager, CS-9, Tellabs played up the TITAN 6500 when it had not
actually sold one yet; and the TITAN 6500 was still not a released, saleable product even two
months after the end of the Class Period. Former Tellabs consultant CS-27 also confirmed that

the TITAN 6500 was not approved by the RBOCs (Regional Bell Operating Companies).

49. CS-6 confirmed that, at least since September 2000, Sprint network traffic had
been dropping, and thus demand for the TITAN 6500 product was dropping. According to CS-6,
the TITAN 6500 was meant for very high bandwidth, and the customers needed to have growth
to support it; consequently, Sprint decreased its orders after an initial deal that Defendants

touted.

50. In addition, according to CS-1, a former Tellabs marketing manager, senior
management, including Defendant Pullen (then Senior Vice President of Product Development),
was aware of TITAN 6500 production problems and that the product was failing evaluations.
Moreover, as CS-1 reported, Pullen made numerous visits to TITAN 6500 customers in

connection with failed evaluation problems.

51. According to former Tellabs executive account manager, CS-2, Tellabs
executives got very aggressive with trying to push the TITAN 6500 (including pushing sales
personnel to do everything they could to sell the product) and they just did not have a product.
CS-2 never closed any sales of the TITAN 6500. CS-2 also explained that Tellabs was having a
very difficult time testing the TITAN 6500; and that, in the fourth quarter of 2000 and first
quarter of 2001, Tellabs product managers stated they were in the process of fixing the TITAN

6500’s defects and hoped to release the product in the first quarter of 2002.
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52, As CS-3, a high-level Tellabs sales executive, explained, the TITAN 6500 was
almost two years late to market, which annoyed customers and .resulted in Tellabs probably
losing $50 million to $60 million of initial sales that it would have had if the product had been on
time. Due to the lateness of Tellabs’ product, it lost business to a French competitor, Alcatel,

even though Alcatel had an inferior broadband cross-connect product, according to CS-3.

53. According to CS-3, the slow pace of development of the TITAN 6500 was
evident throughout the entire development process in 1998, 1999, 2000, and 2001, and thereafter.
Defendants Jackman and Pullen, who were both actively involved in product development, and
other development personnel knew that the TITAN 6500 was not ready for disbursement despite
Defendants’ public announcements, according to CS-3. = As explained by CS-3, Tellabs
introduced the TITAN 6500 in 2000 prior to its being ready; however, customers realized that
the TITAN 6500 “was not even close to being ready” when they evaluated it in their labs.

According to CS-3, Notebaert also knew about the TITAN 6500 problems.

Defendants Misleadingly Portrayed To The Public
Tellabs’ Sprint/TITAN 6500 Deal To Give A Misleading
Impression Of Demand For Its TITAN 6500 Product

54.  Defendants touted a $100 million deal with Sprint for the TITAN 6500 to foster a
false impression that there was demand for the product. Defendants concealed that Sprint had
made this deal only to fulfill a pre-existing financial obligation concerning a different product,

and that further orders would not be forthcoming.

55. According to two former Tellabs marketing managers, CS-1 and CS-8, and a
former Tellabs market strategy executive, CS-16, Sprint entered into the TITAN 6500 agreement

to satisfy an already-existing $100 million commitment, which arose when Sprint backed out of

a previous deal to purchase Tellabs’ AN-2100 media gateway. In truth, Sprint was not planning
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to buy any more TITAN 6500 products from Tellabs once Sprint satisfied its pre-existing open
commitment. Yet, Defendants deceptively presented the Sprint sale as an indication that there

was a growing market for the TITAN 6500.

Tellabs’ SALIX Technology Could Not Be Commercialized

56. Defendants glowingly portrayed Tellabs’ supposed “launch” of its new “leading
edge” SALIX technology in 2000 when, in fact, the SALIX technology was both unfinished and
outmoded. The technology required massive infusions of cash and personnel to commercialize --

which Tellabs did not provide, and was in any event outmoded technology.

57.  According to a high-level SALIX/Tellabs operations executive, CS-18, there were
serious technical defects with the SALIX product -- and Tellabs knew from “day one™ that
SALIX’s staff of 50 would need to be increased to at least 300 to successfully commercialize the
SALIX product. However, CS-18 explained that Tellabs did not invest more money and
personnel in the product (as Tellabs originally committed to do), and thus the product cquld not
be commercialized. CS-18 explained that SALIX failed because of the downturn in the market
and because the product could not be commercialized, According to CS-18, Level 3 was the
only SALIX customer of significance. The same source explained that Defendant Kohler knew
exactly what was being purchased by customers, because Tellabs had to buy material for the
product and because Kohler attended meetings at the Level 3 customer site in Colorado and
made presentations to the customer. According to CS-18, the “bottom line” was that Tellabs
executives knew exactly what was going on concerning SALIX’s customer. According to the
same source, Tellabs executives were well aware of the customer’s business potential, and had

“first hand” knowledge from attending meetings at the customer’s site.
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58. CS-19, a former high level Tellabs sales executive, also confirmed that Level 3
was virtually the only customer for the SALIX product, and that Tellabs reversed the revenue
from the one or two deals it had for the SALIX product (which were with Level 3) when Tellabs

discontinued the SALIX business.
59. (CS-16 reported that the SALIX technology was not suitable for the market.

60. In a “town hall” meeting in or about late April 2001 at Tellabs’ Lisle office
attended by roughly 50 to 100 employees, Notebaert conceded that the SALIX technology was
not current technology, and that there were other technologies that superceded it, according to
CS-9, a former Tellabs project manager. CS-6 confirmed that Notebaert made the decision to

kill the SALIX product.

61. Moreover, CS-6 explained that the SALIX product required “second party
software” that Tellabs did not own and that the software supplier was purchased by a competitor,

causing problems for Tellabs.

Defendants Engaged In Undisclosed
Illegitimate Sales and Channel Stuffing
Practices To Falsely Portray Product Demand

62.  To falsely portray substantial and growing revenues and demand, Defendants
knowingly engaged in undisclosed extraordinary and illegitimate sales practices and “channel
stuffing” of Tellabs’ primary product, the TITAN 5500. As Defendants knew would occur, this
resulted in drastically reduced sales and huge customer returns of unwanted merchandise in early
2001 and thereafter. Other illicit (and undisclosed) sales practices used by Defendants to create a
false picture of robust demand included writing orders for customers for products that the
customers did not want, and back-dating sales. Defendants also gave customers significant

“incentives” to take merchandise, which belied Defendants’ false portrayals of strong demand
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for Tellabs” products. Such incentives, which were concealed from the investing public, were
excessive, unusual, and departed from ordinary business practices. Defendants’ reliance on such
deceptive devices to foster an illusion of demand provide further confirmation that demand for
Tellabs’ products was, in fact, declining and operated to deceive the investing public concerning

the true state of Tellabs’ business.

63. According to CS-3, a high-level Tellabs sales executive, Tellabs employees
actually wrote purchase orders for customers for products that the customers had not ordered.

Moreover, according to CS-3, Tellabs’ Verizon team used channel stuffing as a strategy.

64.  Teilabs’ channel stuffing of the TITAN 5500 product in late December 2000 was

of an “extraordinary” magnitude, according to CS-6, a former Tellabs senior business manager.

65. CS-21, a former Tellabs sales director, noted that sales of the TITAN 5500
reached a peak in 2000 (when Tellabs shipped off premises absolutely everything it could get out
although nobody needed the product), then noticeably declined in early 2001, and continued to

plummet through 2001,

66. A former Tellabs marketing manager, CS-8, also stated that Tellabs definitely
channel-stuffed and loaded up distributors “big and fat” at the end of the fourth quarter 2000
(especially in December). According to CS-8, distributors were upset and later returned the

inventory.

67.  CS-6, a Tellabs senior business manager, explained that Telcobuy.com (a VARS
that distributed to SBC) and Verizon were two of Tellabs’ customers victimized by channel
stuffing. Channel stuffing in December 2000 involving SBC alone amounted to roughly $20

million in revenuye. According to CS-6, Tellabs paid VARS, including Telcobuy.com, a certain
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percentage, 5% or 10%, to hold inventory, an abnormal practice in the industry. Telcobuy
wanted to return the product because it realized that it could not sell the product to SBC and that
Tellabs had jammed Telcobuy. A lot of the inventory, approximately $10 to $15 million, came
back in 2001. CS-6 also reported that Tellabs® executives approved this channel stuffing; that
Defendant Notebaert worked directly with Tellabs’ sales personnel to channel stuff SBC; and

that Tellabs’ chief financial officer, Defendant Ryan, also knew about the channel stuffing.

68. Similarly, a former Tellabs customer service accounts representative, CS-10,
stated that Tellabs sent customers product (especially the TITAN 5500) that the customers
(including Lexcom, Verizons, and Telcobuy) did not want. According to CS-10, the customers
returned the TITAN 5500 merchandise as soon as it showed up at their door. CS-10 also
reported that often the customer’s site was not ready for product; yet Tellabs delivered the
product anyway to make its revenue numbers. This customer service representative (CS-10) also
reported processing millions of dollars of returns from customers of unwanted product, mostly
the TITAN 5500. CS-10 also stated that returns were so heavy during January and February
2001 that Tellabs had to lease extra storage space to accommodate all the returns; returns in
January, February, and March 2001 were in the millions of dollars. Verizon and Telcobuy were

heavily returning product, according to CS-10.

69. According to another former Tellabs marketing manager, CS-1, Tellabs got
“creative” to make the numbers at the end of the fourth quarter of 2000 and early 2001, including
offering customers discounts of as much as 10% to 20% and other incentives (which were not
disclosed to the investing public), shipping to distributors (including shipping the TITAN 5500

to distributor Lexcom in early 2001) without having agreement by the ultimate customer to
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purchase the product, as is customary in the industry, which resulted in returns the subsequent

quarter.

70.  In addition, according to CS-1, Defendants also engaged in improper practices to
meet earnings expectations, such as backdating sales for the TITAN 5500 -- pulling sales to
larger customers such as SBC and Sprint from the first quarter 2001 into the fourth quarter of

2000 to make the numbers.

71. According to CS-3, a high-level Tellabs sales executive, Verizon unsuccessfully
tried to return a lot of product. Verizon’s Chairman Charles Lee even called Tellabs to complain
about channel stuffing. As CS-3 also maintains, Tellabs distributors Telcobuy.com and Lexcom
were also victimized by Tellabs’ channel stuffing, According to CS-3, Telcobuy.com tried to
return product to Tellabs during late 1999 through late 2000. Tellabs offered Telcobuy very
generous credit terms (90 days net) -- much more than normal (30 days net) -- to induce
Telcobuy to keep the products. Tellabs also gave Telcobuy additional discount incentives to buy

TITAN 5500 plugs in late 1999 through late 2000.

72, CS-5, who was involved in Tellabs distribution, confirmed that Tellabs sent
customers an extraordinarily tremendous amount of product during the last 6 weeks of the fourth
quarter of 2000, requiring Tellabs distribution employees to work 16 hours a day, seven days a
week, and the Company still needed more distribution help. CS-4, a Tellabs shipping supervisot,
also confirmed that at the end of each quarter, particularly the fourth quarter of 2000, Tellabs
distribution personnel worked double shifts to push out product, from 6:00 am. until 12:00
midnight. But as soon as the first quarter of 2001 hit, Tellabs did not have orders, there was no

more work, and Tellabs distribution employees were told to go home early, according to CS-5.
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DEFENDANTS’ MATERIALLY FALSE AND
MISLEADING STATEMENTS DURING THE CLASS PERIOD

73.  On December 11, 2000, the first day of the Class Period, Defendants issued a
press release announcing a multi-year sales agreement with Sprint for the TITAN 6500. The

press release stated:

Tellabs today announced a multiyear agreement with Sprint for the TITAN 6500
multiservice transport switch, which will help the carrier manage exponential
growth of broadband traffic while lowering its costs. The agreement is expected
to be valued at more than $100 million over the life of the contract.

£ k%

The TITAN 6500 system is available now. [Emphasis added.]

74.  Defendants’ representations regarding the TITAN 6500 and the Sprint deal in the

press release quoted in the previous paragraph were materially false and misleading in that:

a. in truth, the TITAN 6500 was not then currently available;

b. production of the TITAN 6500 was far behind schedule and the product
was not ready for release;

c. the TITAN 6500 was failing customer lab evaluations;

d. the TITAN 6500 was inferior to comparable products offered by Tellabs’
competitors; and

e. Sprint’s purchase of the TITAN 6500 was merely to satisfy a pre-existing
purchase obligation that arose when Sprint canceled another product purchase, and would not
result in continued sales.

75. Also, on December 11, 2000, Defendants held a conference with analysts in New

York City.
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76.  Robert W. Baird & Co., Inc. (“Baird”) issued a summary of Defendants’
December 11, 2000 analysts’ conference in a December 12, 2000 “Research Note,” which

reported the following:

* The most significant announcements of the conference were the availability of
[Tellabs’] TITAN 6700 optical switch, its first purchase order for the TITAN
6100, and the announcement of a multi-year $100-+ million contract with Sprint
for the TITAN 6500. They expect this revenue to be accrued linearly over the
next four years.

& Tellabs also reiterated its confidence in the telecom-spending environment and
reconfirmed consensus growth forecasts for Q4 [2000] and 2001.

* New CEO Richard Notebaert presented first during the conference and outlined
the tremendous opportunity for Tellabs in international markets, as well as the
expected continuing growth of the TITAN 5500, as well as its new optical-
networking and next-generation switching initiatives.

* Tellabs believes that these new optical-networking platforms expand its
addressable market by nearly sevenfold to $20+ billion by 2003.

* Tellabs also outlined its outlook for its Salix next-generation soft-switching
platforms where the addressed market is expected to grow to over $1 billion by
2003 and accelerate to $24 billion in 2008.

a* Tellabs also reiterated its growth forecast of 30% in revenue and EPS for 2001.

* Consequently, as a result of these new and developing product initiatives and

Tellabs expanding addressable markets, we expect Tellabs to maintain an above-
average growth rate for at least the next 2 to 3 years.

Baird thereupon reiterated its “strong buy” rating on the Company’s stock,
77.  Other securities analysts following Tellabs common stock also reported on

Defendants’ positive representations at the December 11, 2000 conference:

a. UBS Warburg issued a report describing Defendants” fourth quarter 2000
projections:

Tellabs maintained 1ts guidance for 4Q of 2000 and all of 2001. In doing so, the
company indicated that demand for its TITAN 5500 product line remains solid in
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4Q and there is visibility for at least two years (if not more) of ongoing good
growth for this product.

Estimating sales growth of about 30% in 2001, UBS reiterated its “buy” rating on the Company’s
stock.

b. A Morgan Stanley report focused on the new line of products announced
by Tellabs and Defendant Notebaert’s assertion that there was “strong demand for Tellabs
products despite capital expenditure fears by the carriers.” Morgan Stanley forecasted that new
product sales would contribute about $30 million of revenue in 2000 and at least $100 million in
2001, raised its price targets to $75, and maintained its “outperform” rating on the Company’s
stock.

c. Merrill Lynch’s report on Tellabs® December 11, 2000 analyst meeting
characterized the meeting as “upbeat,” and stated that Tellabs “Management reiterated its
forecast for 30% top and bottom line growth for 2001” and that Tellabs’ “cash engine, the
TITAN 5500, is still humming away.” The Merrill Lynch report also stated: “[T]he strength of
the TITAN 5500 gives us reasonable visibility into the near term outlook, even despite some of
the industry concerns on capital spending.”

d. ABN AMRO, Inc. (“ABN”) reported Defendant Pullen’s comment that

the “TITAN 5500 remains the workhorse of the group and is expected to see strong growth for

the next 2-3 vears.” (Emphasis added.) Relying on Defendants’ statements, ABN raised its price
target and earnings per share and reiterating its “buy” rating on the Company’s stock.
e. Robinson-Humphrey’s report on Defendants’ December 11, 2000
conference stated:
Tellabs’ softswitch has also taken a jump start, with six trials currently underway

at a handful of customers. Management indicated that the trials are progressing
well, especially at one large customer. . . .
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(Emphasis added.} Robinson-Humphrey also reiterated its “buy” rating on Tellabs stock based
on the Defendants’ assurances regarding the TITAN 5500 and the SALIX product lines.

78. On January 22, 2001, the day before Tellabs was to announce its fourth quarter
2000 earnings results, citing its high degree of confidence in the demand for Tellabs’ existing
and emerging products, and reflecting Defendants’ guidance, Lehman Brothers issned a
favorable research report forecasting 2001 revenues of $4.368 billion, an increase of 30%, and

earnings per share of $2.25, an increase of 32%.

79.  These and other positive analysts’ reports issued during the Class Period confirm
that the market was, in fact, misled by Defendants’ false and misleading representations and that

those representations were material.

80.  Defendants’ positive representations at the December 11, 2000 analyst
conference, as reported by conference attendees, as set forth above, were each materially false
and misleading for the reasons set forth in paragraph 74 above and for the following additional

reasons, among others:

a. in truth, Tellabs was experiencing a substantial decline in the demand for
its TITAN 5500 products;

b. in an effort to conceal the declining demand for the TITAN 5500,
Defendants were engaging in illegitimate sales practices and a “channel stuffing” scheme,
‘whereby the Company was:

(1) over-supplying customers with unwanted products by “stuffing”
distribution channels;

2) writing orders for products the customers did not want;

(3) improperly backdating orders; and
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(4 capturing revenue from subsequent quarters by offering unusual and
extraordinary discounts and incentives to customers to entice them into purchasing products
during fourth-quarter 2000;

c. These deceptive sales and “channel stuffing” practices, which were
designed to foster a false illusion of demand, resulted in Tellabs’ customers being over-
inventoried with TITAN 5500 products and caused them to decrease orders for those products in
the future;

d. because of an already contracting market for telecommunications
products, customers were reducing and would continue to reduce their orders for Tellabs
products, including the TITAN 5500, throughout 2001;

e. the SALIX technology could not be commercialized and was already
outdated and superceded; and

f. in light of the foregoing, Defendants’ forecasts of revenue and earnings
growth lacked any reasonable basis and were contradicted by adverse facts known to Defendants.

81. On January 23, 2001, Defendants issued a press release announcing Tellabs’

financial results for the fourth quarter of 2000:

Strength in Tellabs’ core business drove record sales and carnings in the fourth
quarter of 2000. Fourth-quarter 2000 sales totaled $1,018 million, up 42% from
$716 million in 1999. ...

Fourth-quarter net income was $232 million, up 41% from $165 million a year
ago, and diluted eamings per share rose to 56 cents, up 44% from 39 cents a year
ago, before one-time items. Including one-time items, fourth-quarter net income
was $238 million and diluted earnings per share were 57 cents.

* * Ed
“To keep up with robust growth in communications traffic, customers are buying

more and more Tellabs equipment-fueling our records results and our first $1
billion quarter,” said Richard C. Notebaert, Tellabs chief executive officer and
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president. “Customers are embracing the five new products we launched last
year, opening new opportunities for Tellabs to grow.”

(Emphasis added.) With respect to the Company’s optical networking division, the press release

stated in pertinent part as follows:

Optical Networking -- For the fourth quarter of 2000, sales of optical networking
products [including the TITAN 5500] amounted to $641 million, up 49% over a
year ago. In 2000, the Tellabs optical networking group shipped more than 14
million DS1-equivalent ports.

During the quarter, Tellabs’ shipped its first TITAN 6100 and TITAN 6500
systems for customer deployment. In December, Tellabs announced that it would
supply the TITAN 6500 system to Sprint under the terms of a $100 million
multivear agreement,

(Emphasis added.)

82,

On the same day, January 23, 2001, Defendants, including Notebaert, Ryan, and

Jackman, held a conference call with analysts to discuss Tellabs’ fourth quarter 2000 results.

Notebaert stated:

This was a great quarter and fitting end to a wonderful year. Tellabs not only
achieved record sales and profits in the fourth quarter {of 2000], we also set the
stage for sustained growth with the successful launches of several products, many
of those long anticipated. First let me hit some of the highlights from our fourth
quarter. For the first time ever, we had sales of over $1 billion. [ mean it’s just
fantastic. All of us at Tellabs are still buzzing about that. It's a great
accomplishment for us. Customers are embracing our products. We announced a
$100 million plus agreement with Sprint for the 6500. Our first customer success
with this new product. We shipped our first TITAN 6500 and our first TITAN
6100 in the forth quarter. [Emphasis added.]

83.

During the same conference call, Defendant Joan Ryan stated:

Now, heading into 2001, we have constructed our forecast by balancing overall economic

conditions against direct input from our customers about the products we sell. All
indications are that Tellabs will continue to sustain our strong record of growth.

[Emphasis added.]

34.

During the same call, in response to questions seeking updates on the TITAN

6500, Defendant Notebaert also stated:
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On the 6500, demand for that product is exceeding our expectations and I’'m just
gonna say a word and pass it to Brian. We had spent and we’ll meet again
tonight, a large amount of time working on our ability to create or manufacture
enough product to meet customer demand. Demand is just, is huge for this
product. [Emphasis added.]

Notebaert further asserted that “[iJt’s not all tied to Sprint although Sprint is obviously the

earliest and most visible customer.”

85. In addition, on the same day, in an interview with Eric Schatzker from the
Bloomberg News, on the Bloomberg Forum, Defendant Notebacrt falsely asserted that Tellabs

was not being seriously affected by the slowing telecommunications economy:

Schatzker: Okay, let’s talk about your fourth quarter earnings. Came in line with
expectations, earnings of 56 cents a share, and I think the big story here, really, is
that’s that a bit of a relief to a lot of investors who’d expected, who were fearful
that the numbers might miss forecast given all the concerns about a slowdown in
telecommunications spending, and I guess they’d also have to be encouraged by a
reiteration or a confirmation of your outlook for 2001, which includes growth and
earnings per share, and revenue of more than 30%. Why is it that you guys seem
to be holding up so well, when some of the other companies that hope to take
your business away, are faltering?

Notebaert: Well, I think it goes back to our customers. I mean, everything starts with your
customer. What Tellabs has is a targeted product set that meets a customer need.
And the customer’s business is growing in units, in traffic, and so our product
helps them be more efficient, helps them in its scalability, and it really provides
them a path to future converged networks. And that’s recognized by the
customer, and they showed that again this quarter, and ’'m a little surprised at the
performance of our stock the last few weeks, because last quarter, this quarter,
we’ve been solid, and we feel very, very good about the robust growth we’re
experiencing. [Emphasis added.]

* * *

Schatzker: Sure. Actually, that leads me to another question, which is, we’ve heard over the
last couple of weeks some companies in the same business you’re in, or at least a
similar business, companics like ABC Telecom, Nortel even, talk about how the
slowing US economy was affecting their outlook and prompting them to pare
back their 2001 forecast. How come that isn’t really affecting you guys?
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Notebaert: You know, the folks at Nortel, John Rothman and his team, have never invited me
into their boardroom. So it would be inappropriate for me to comment about
them, or about ABC.

Schatzker: Okay, fair enough, we can change it then, why don’t you think you guys are, your

company is feeling a pinch at all because of any slowdown that we might be
seeing, or perceiving in the US economy?

Notebaert: I think it goes back to where I started. When you’ve got a product set that really
creates efficiency, scalability, it leads the way to tomorrow’s converged networks,
but what you end up with is sustained growth. What would really -- the only
thing that would really change, really adversely affect a company like Tellabs,
with its outstanding set, is if in fact the utilization of the network, of the Intemnet,
in other words, people stop communicating either computer to computer with
data, or by a voice . . .

86.  Defendants’ Januafy 23, 2001 representations, as set forth in the foregoing
paragraphs, were each materially false and misleading for the reasons set forth in 4% 74 and 80

above, and for the following additional reasons, ‘among others:

a. Tellabs’ reported financial results for the fourth quarter and full year-2000
were the result of deceptive sales practices, including false and backdated orders and channel
stuffing, and could not be sustained;

b. a market research study performed by Defendants and an outside research
firm was accurately forecasting a significant additional drop in TITAN 5500 sales;

C. Tellabs was experiencing massive product returns; and

d. contrary to Defendants’ claims, direct input from Tellabs’ customers
indicated that Tellabs could not sustain strong growth.

87.  Following these positive announcements, securities analysts following Tellabs
again issued highly positive reports based on Defendants’ guidance and representations. For

example:

a. On January 23, 2001, Merrill Lynch reiterated its “long term buy” rating.
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b. That same day, Robinson-Humphrey also reiterated its “buy” rating,
noting that “management had upheld year-end guidance for 2001, relieving many investors
apprehensions.”

c. On January 24, 2001, Morgan Stanley issued a report reiterating its
“outperform” rating and establishing a new price target of $90 (up from its previous price target
of $75) for Tellabs’ shares. Noting that the Optical Networking group sales grew 49% to $641

million, up from the $429 million in fourth-quarter 1999, and that “sales of the TITAN products

continued to fuel growth” (emphasis added), Morgan Stanley adjusted its 2001 revenue estimate
to $4.4 billion, up from its previous $4.3 billion estimate and revenue growth greater than 30%.
d. Deutsche Banc also issued a report on January 24, 2001, raising its 2001
estimates from $4.21 billion to $4.37 billion and maintaining its “buy” recommendation on
Tellabs stock.
88. The following week, on January 30, 2001, Defendants issued another press
release, announcing “a new suite of softswitches, the SALIX 7600 softswitch control suite,
which helps carriers increase revenue by building low-cost networks that deliver innovative new

services quickly.” The press release stated:

“Tellabs is committed to delivering new next-generation switching solutions that
will prepare the world’s communications networks for tomorrow,” said Brian
Jackman, president of Global Systems and Technology at Tellabs. “The SALIX
7600 suite brings together voice and data technologies to create a set of telepacket
service applications that can help carriers grow profitably.”

The SALIX 7600 suite is the latest addition to the award-winning SALIX 7000
series of products, which includes the SALIX 7700 gateway service switches and
the SALIX 7400 integrated management suite. With the new SALIX 7600 suite,
Tellabs has redefined the softswitch market and can now offer integrated,
comprehensive solutions to all carriers. [Emphasis added.]
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89.

Defendants’ positive representations concerning the SALIX 7600 suite were

materially false and misleading in that, among other things, the SALIX technology could not be

commercialized and already was outdated and superceded.

90.

On February 14, 2001, Defendants issued Tellabs’ year 2000 Annual Report. The

letter to stockholders contained therein, which was signed by Defendants Notebaert and Birck,

stated:

Dear Fellow Stockholders:

Tellabs’ growth is robust. In 2000 we exceeded our targets of 30% growth in
sales and eamings for the fifth consecutive year. Sales rose 46% to $3.4 billion.
Earnings per share increased 33% to $1.75. Qur results set new records across the
board, as you can see on the facing page.

S

Qur markets and products hold significant potential for sustained growth.

Communications traffic is growing -- that’s no surprise. But you may be
surprised to hear that most telephone calls and Internet sessions in the United
States now flow through Tellabs equipment. That’s how ubiquitous our products
have become, because we bring customers exactly the solutions they need.
Looking through the eyes of our customers, Tellabs is ideally positioned in three
high-growth markets -- optical networking, broadband access and next-generation
switching. Industry analysts forecast that these markets will grow sevenfold by
2003,

& * *

Qur core business is performing well, which reflects customers’ needs to handle
traffic growth, add new services and migrate to future technologies without
stranding assets. For example, sales of our TITAN 5500 digital cross-connect
systems soared 56% in 2000, our third consecutive vear of accelerating growth.

* ok %

The new TITAN 6500 multiservice transport switch emerged from our
laboratories in_ 2000, and customers are embracing it. Sprint, for example,
announced a multivear apreement for more than $100 million. And we’re just
getting started.

In all, we launched five major new products last year -- the TITAN 6100 optical
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transport system, the FOCUS 6200 dense wavelength division multiplexer, the
TITAN 6500 multiservice transport switch, the VERITY 3000 voice-quality
enhancement series and the SALIX 7750 next-generation switch, All around
Tellabs, you hear employees buzzing with excitement as they talk to customers
about the potential of these products and how they will lead the way to
tomorrow’s converged networks.

* & *

Tellabs’ best is yet to come.

(Emphasis added.)

91.

Defendants Birck and Notebaert answered investors’ frequently asked questions

in the Annual Report, including the following:

Q. Your core business is built on the TITAN 5500 -- are you worried that this
product has peaked?

A. No. In 2000, TITAN 5500 revenues grew 56%, its best year so far. Although
we introduced this product nearly 10 years ago, it’s still going strong because we
keep adding new capabilities so it can do more and more for our customers. For
example, last year we introduced a new TITAN 5500 system with 50% more
capacity -- enough to handle 1 million simultaneous Internet sessions. Now
customers want an even larger TITAN 5500 system. That’s why we believe there
are many years of life ahead for this highly successful product.

Q. How are you doing with introducing new products?

A. ... The new SALIX 7750 next-generation switch positions Tellabs in a new
category where we see a lot of opportunities. . . .

(Emphasis added.)

92.

Tellabs’ 2000 Annual Report also contained a list of “reasons to invest in

Tellabs,” including:

High growth markets - As demand for communications expands, the telecom
equipment market is growing 20% to 25% as year. Tellabs is focused on
attacking three market segments that offer major growth potential -- and we’re
delivering the right products to meet customer needs in these market segments.

Optical networking: Analysts foresee the pure optical segment soaring from $810
million in 2000 to $6 billion in 2003, as communications companies carry more
and more traffic through fiber optic networks. To tap this growth, we offer a
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range of end-to-end solutions in our TITAN and FOCUS series that can handle
everything from a single voice circuit to a wavelength of light.

Next-generation switching: Analysts forecast growth from $76 million in 2000 to
$1.2 billion in 2003. Next-generation switches offer communications companies
a way to add new services quickly and incorporate new levels of efficiency into
communications networks. QOur new SALIX next-generation switches have built

an enviable track record in this fledgling market.

(Emphasis added.)

93.  Tellabs’ 2000 Annual Report also discussed Tellabs’ strategies:

We’re building on our robust core business.

We see strong growth in our core business as we help customers meet increasing
demand for bandwidth. QOur core business is the foundation of our strong
relationships with major customers, who rely on Tellabs to help them migrate to
the networks of the future.

* % ok

We successfully launched five new products in 2000,

For 26 years, Tellabs has focused on changing leading-edge technology into
solutions that are viable for our customers. Our aim is to be a focused attacker
that brings best-in-class products to market. We’re furthering that aim with five
major new products we began selling last year -- the TITAN 6100 optical
transport system, the TITAN 6500 multiservice transport switch, the FOCUS
6200 dense wavelength division multiplexer, the SALIX 7750 next-generation
switch and the VERITY 3000 voice-quality enhancement series -- which
complement our core products.

(Emphasis added.)

94, In addition, Tellabs’ 2000 Annual Report contained a “Management Statement of

Financial Responsibility” signed by Defendants Birck, Notebaert and Ryan, that declared:

The financial statements of Tellabs, Inc., and Subsidiaries have been prepared
under the direction of management in conformity with generally accepted
accounting principles. In the opinion of management, the financial statements set
forth a fair presentation of the consolidated financial condition of Tellabs, Inc.,
and Subsidiaries at December 29, 2000, and December 31, 1999, and the
consolidated results of its operations for the years ended December 29, 2000,
December 31, 1999, and January 1, 1999.
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The Company maintains accounting systems and related internal controls which,

in the opinion of management, provide reasonable assurances that transactions are

executed in accordance with management’s authorization, that financial

statements are prepared in accordance with generally accepted accounting
principles, and that assets are properly accounted for and safeguarded.

95.  Defendants’ positive representations in the 2000 Annual Report, as set forth in the
preceding paragraphs, were each materially false and misleading for the reasons set forth in
9974, 80 and 86 above. In addition, the assertion in “Management Statement of Financial
Responsibility,” which was signed by Defendants Birck, Notebaert, and Ryan, that Tellabs’
financials were fairly presented and conformed with GAAP was materially false and misleading
in that the Company’s financials were not fairly presented and did not conform with GAAP.

Among other things, Defendants wrote fictitious orders and recorded revenues for sales

customers never agreed to.

96.  Defendants’ positive announcements in December 2000 and January and mid-
February 2001 had their desired effect -- the price of Tellabs common stock rose from a low of
$58.4375 per share on December 11, 2000 to a Class Period high of $67.125 per share on
February 5, 2001. It was during this period that three Individual Defendants sold personally-

owned Tellabs common stock for proceeds of over $5.75 million:

a. On February 2, 2001, Defendant Kohler sold 7,500 shares of Tellabs stock
at $64.66 per share, receiving proceeds of $484,000;

b. Between February 1, 2001 and February 6, 2001, Defendant Birck sold
80,000 shares of Tellabs common stock at prices ranging from $64.25 to $65.38 per share,
receiving proceeds of $5,180,000; and

C. On February 15, 2001, Defendant Kozik sold 3,220 shares of Tellabs

common stock for proceeds of $187,000.
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97. Based upon the financial information and positive statements reported by
Defendants, analysts maintained their buy recommendations for Tellabs stock. On February 21,
2001, Lehman Brothers analyst S.D. Levy, in response to disappointing results reported by
Tellabs’ competitor Nortel, explained why Lehman Brothers remained comfortable reiterating its

“strong buy” rating on Tellabs:

Halfway into the first quarter, Tellabs’ revenues visibility remains as strong as
when it ended the year with record order backlog. We have spoken with multiple
members of the management team in the past few days and each one said that
after scrubbing the forecasts yet again, there was no change to its near- or long-
term outlook.

(Emphasis added.)
98. Similarly, one week later, on February 28, 2001, in response to a decline in stock
price due to industry trends, Lehman Brothers issued a favorable report on Teliabs, again

reiterating its “strong buy” rating:

The bottom line then is that we do not believe the fundamental situation for
Tellabs has changed and not do we believe is it likely to get any worse because of
the functionality of its products. New customer announcements should get the
stock moving in the right direction and negative sentiment is unwarranted.

Tellabs remains our number one investment idea.

99, Less than two weeks later, on March 7, 2001, Defendants issued a press release
slightly modifying their previous guidance for the first quarter and full year 2001 and falsely
reassuring the investing public that customer acceptance and demand for the TITAN 6500

remained strong and that the Company continued to expect 30% growth, The release stated in

part:

Tellabs announced today that it is lowering its revenue and earnings per share

expectations for the first quarter 2001. Tellabs projects first quarter sales in the
range of $830 million to $865 million, compared with prior guidance of $865

million to $890 million. The company projects earnings per share in the range of
35 cents to 38 cents, compared with prior euidance of 39 cents per share.
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The new guidance stems from continuing below-trend growth in Tellabs’
CABLESPAN® business, In addition, the company is unable to recognize
revenue from shipments of its new TITAN® 6500 system in the first quarter as

originally anticipated, but expects to recognize revenue from shipments of its new
TITAN® 6500 system revenues in the second guarter. Growth in Tellabs’ core

optical networking business remains strong.

*

*

“Given the strong acceptance of the new TITAN 6500, we continue to target 30

percent growth in revenue and earnings for the vear,” said Richard C. Notebaert,

Tellabs president and CEO. ‘“Demand for our new products is strong, and I am
confident we have the right set of solutions to help our customers build

tomorrow’s converged networks.” [Emphasis added.]

100.

The next day, on March 8, 2001, Defendants, including participants Notebaert,

Ryan, and Jackman, held a conference call with analysts. Defendants again reassured investors

that Tellabs was not experiencing the same negative effects of the industry slow-down as its

competitors, and that its core business remained strong. For example, Defendant Notebaert

opened the discussion by stating:

Let me start by saying that our business is quite healthy; in fact, most of the
fundamental trends that we talked about on our January call are intact. That is,
and let me be a little more detailed, demand for our core optical products, or our

core networking products remains strong. . . . Interest in and demand for the 6500
continues to grow. ... We continue to ship the 6100 and 6500 through the first

quarter. We are satisfving verv strong demand and growing customer demand.

We are as confident as ever -- that may be an understatement -- about the

6500. . .. To put this into a bit more perspective, we still expect revenue and EPS

growth for the quarter to_exceed 30%. . .. In summary, demand for our products

remains strong and there will be optimism around the new products that we’ve

infroduced. Tellabs will meet the adjusted revenue and earnings targets. . . .

(Emphasis added.)

101.

In response to a question posed by an analyst at UBS Warburg regarding the

TITAN 6500 and why revenues were not recognized, Defendant Jackman stated:

There’s nothing in the revenue recognition issue that should be construed to imply

that the testing and the customer’s acceptance of these systems are having

difficulty.
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(Emphasis added.)

102. Similarly, in response to a question posed by an analyst from Deutsche Bank as to
whether Tellabs was experiencing “any weakness there at all” as to TITAN 5500, Defendant
Notebaert stated:

No, we’re not. We're still seeing that product continue to maintain its growth

rate; it’s still experiencing strong acceptance. We’'re in_the process of

installing . . . a large number of frames that we shipped in the fourth quarter and
business continues to grow as usual.

(Emphasis added.)

103. Further, when asked if the Company had any concerns related to the lowered
expectations of its competitors Nortel and Cisco, Defendant Notebaert falsely asserted that the
Company was not experiencing the same adverse effects as its competitors:

we haven’t gotten any indication, I haven’t gotten any indication from any of our
major clients, major customers, of a downturn in the segment we'rein. . . .

(Emphasis added.)

104. Defendants’ positive representations and assurances in the March 7 press release
and the March 8 conference call set forth above, were materially false and misleading for the

reasons set forth in 49 74, 80 and 86 above.

105. As a result of Defendants’ positive assurances, securities analysts following the
Company issued favorable reports and maintained their buy recommendations. For example, on

March 8, 2001:

a. Deutsche Banc maintained its “buy” rating on Tellabs stock, noting that
TITAN 5500 sales continue to be strong.
b. UBS Warburg reported that the Company would recognize revenue from

the TITAN 6500 in the second quarter and maintained its “buy” rating on Tellabs stock.
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c. Robinson-Humphrey issued a report maintaining its “buy” rating, stating
that it believed Tellabs’ core growth drivers were strong and that the TITAN 6500 had met
strong market acceptance.

d. Similarly, reiterating its “strong buy” recommendation, Baird noted that
the delay in recognizing revenue from the TITAN 6500 “does not in any way reflect lack of
acceptance of the new product (TITAN 6500).”

106. Defendants’ strong representations regarding the TITAN 5500 and 6500 products
sent Tellabs common stock up from a low of $44.625 on March 7, 2001 to a high of $49.50 on

March 8, 2001.

107. On March 29, 2001, Defendants filed with the SEC Tellabs’ 10-K for the fiscal
year ended December 29, 2000, which was signed by, among others, Defendants Birck,
Notebaert, Ryan, and Jackman. In the section entitled “Management’s Discussion and Analysis

of Financial Condition and Results of Operations,” Defendants falsely represented:

2000 Highlights

The Company achieved record levels in sales ($3,387.4 million), net earnings
($730.8 million) and earnings per share ($1.75) -- puiting it on track to meet its
objective of 86 billion in annual revenues by the year 2003.

* % %

Results of Operations 2000 vs. 1999

Sales for 2000 totaled $3,328.6 million, an increase of 43.3% over 1999 sales of
$2,322.4 million. The growth in overall sales was primarily attributable to
increased sales of optical networking products. Sales of optical networking
products were $2,107.9 million in 2000, a 54.1% increase compared to $1,367.5
million in 1999, The growth in optical networking product sales was a result of

continued strong demand for the Company’s TITAN 5500/5500S and TITAN
5321, digital cross-connect systems.
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