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UNI TED STATES DI STRI CT COURT
FOR THE CENTRAL DI STRI CT OF CALI FORNI A

UNI TED STATES OF AMERI CA,

Pl ai ntiff,

[15 U.S.C. 88 78j(b), 78ff,
17 C.F. R 240. 10b-5:
Securities Fraud]

V.
JEFFREY M CHAEL KALI NA,
Def endant .

N N N’ N’ N N N N

The United States Attorney charges:
[15 U.S.C. 88 78j(b), 78ff; 17 C. F.R § 240.10b-5]
l. | NTRODUCTI ON

At all times relevant to this informtion:

1. Honestore.com Inc. (“Honestore”) was a Del aware
corporation headquartered and with its main operations in Wstl ake
Village, California. Honestore was the |argest Internet-based
provi der of residential real estate listings and related content.

2. Honestore was a publicly traded conpany. Honestore’s
stock was traded on the national market of the National Association
of Securities Dealers’ Autonmated Quotation System (“NASDAQ ), an
el ectronic trading system Honestore had sharehol ders | ocat ed
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t hroughout the United States, including in the Central District of
Cal i forni a.

3. As a public conpany, Honmestore was required to conply with
the rules and regulations of the United States Securities and
Exchange Conmission (“SEC’). Those rules and regul ations are
designed to protect menbers of the investing public by, anmong ot her
t hings, ensuring that a conpany’s financial information is
accurately recorded and disclosed to the public.

4. Under those regul ations, Honestore and its officers had a
duty to: (a) nmake and keep books, records and accounts which, in
reasonabl e detail, fairly and accurately reflected the conpany’s
busi ness transactions; (b) devise and nmaintain a system of internal
accounting controls sufficient to provide reasonabl e assurances that
the conpany’ s transactions were recorded as necessary to permt
preparation of financial statenments in conformty with Generally
Accepted Accounting Principles (“GAAP"); and (c) file with the SEC
quarterly reports (on Form 10-Q which included financial statenents
that accurately presented its financial condition and results of its
busi ness operations in accordance with GAAP

5. Honestore’ s outside auditor was Pricewat er houseCoopers
(“PwC") .

6. Def endant JEFFREY M CHAEL KALI NA (" KALI NA") was enpl oyed
in various positions in Honmestore’s Fi nance Departnent from
April 2000 until he was placed on adm nistrative | eave in August
2002. During 2001, defendant KALINA served as Seni or Manager for

Merger and Acquisition Transactions for Honestore.
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1. THE SCHEME TO DEFRAUD

7. Begi nning in or about March 2001, defendant KALI NA,

t oget her with hi gh-ranking corporate officers at Homestore, and
others, participated in and hel ped to execute a schene to defraud
shar ehol ders of Honestore, the investing public, PwC, and the SEC,
by mani pul ati ng Honestore’s reported revenues to nmake them appear
hi gher than they really were.

8. Anmong the goal s of the schenme was to ensure that Honestore
consistently reported that it had net or exceeded projected
quarterly results for advertising revenue and total revenue, when in
truth, Honmestore's financial results were materially overstated.

9. In order to achieve and to attenpt to achi eve the goal s of
t he schene, defendant KALINA, high-ranking corporate officers at
Honestore, and others, caused Honmestore to engage in a conplicated
series of “round-trip” transactions. 1In these “round-trip”
transacti ons, Homestore entered into agreenents with various
internediaries to facilitate the circular flow of noney from
Honmestore to the various internediaries and then back to Honestore.
These “round-trip” transactions and the acconpanying circular flow
of noney enabl ed Honestore to recognize its own cash as revenue in
violation of GAAP. These illegal arrangenents all owed Honestore to
inflate its revenue fraudulently by essentially buying that revenue
in violation of GAAP.

10. For exanple, in the first and second quarters of 2001,
Honestore entered into agreenents with a mgj or nmedi a conpany under
whi ch Honestore agreed to refer advertisers to the major nedia

conpany to purchase on-line advertising fromthe nmgjor nedia




© 00 N oo o B~ wWw N P

NN N RN NN N NN R P R R R R R R R R
oo N o o M WO N P O ©O 0O N o o ON -, O

conpany. The nmjor media conpany, in turn, agreed to purchase
on-line advertising from Honestore. The anmount of advertising

pur chased by the maj or nmedia conpany from Honestore was dependent
on, and correlated to, the amount of advertising purchased through
Honmestore' s referral s.

11. Honestore indirectly paid for the advertising purchases
made by the advertisers Honmestore referred to the major nedia
conpany. Honestore purchased services, including software |icenses,
advertising, and other products, fromthese advertisers. Honestore
generally had no business need to enter into these transactions with
t hese advertisers and al so overpaid for the services it purchased
fromthese advertisers. As an unwitten condition of these
transacti ons, Homestore required these advertisers to purchase on-
line advertisenents fromthe nmajor nmedia conpany with nost or all of
t he noney Honestore spent with the advertisers. Moreover, Honestore
capitalized the paynents nade to these advertisers, thereby reducing
Honestore’s quarterly expenses in “buying” its revenue and the
associ ated inpact to Honestore’s net inconme figure in the quarters
in which the paynents to “buy” revenue were nade.

12. In the first and second quarters of Homestore’'s fiscal
year 2001, Honmestore paid a total of approximately $49.8 mllion to
the advertisers in 16 separate transactions. The advertisers then
paid approximately $45.1 million to the major nmedia conpany to
purchase on-1line advertisenents. Honestore, in turn, recognized
approximately $36.7 million in revenue fromthe major nedia
conpany’s rel ated purchase of on-line advertising at Homestore.

Honestore included this bogus revenue fromthe fraudul ent “round-
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trip” transactions in the financial statenents filed on its
Forms 10-Q for the first three quarters of Honmestore’'s fisca
year 2001.

13. On or about Decenber 21, 2001, Honestore announced t hat
the Audit Conmittee of the Board of Directors was conducting an
inquiry into certain of Homestore’s accounting practices and that
Honmestore woul d restate certain of its financial statenents. NASDAQ
suspended trading in Honmestore's stock on Decenber 21, 2001 at $3. 60
per share. Honestore s stock resuned trading on January 7, 2002,
and cl osed that day at $2.46.

14. On or about April 3, 2002, follow ng an internal
i nvestigation and audit, Honestore reported that during the first
three quarters of its fiscal year 2001, Honmestore had naterially
overstated advertising revenue by $46, 410,000 or 39% of adverti sing
revenue for the period, and 13% of total revenue for the period.

I11. DEFENDANT' S PARTI Cl PATI ON | N THE SCHEME TO DEFRAUD

15. Fromon or about April 17, 2001 and continuing to July 6,
2001, within the Central District of California and el sewhere,
def endant KALI NA knowi ngly and willfully and in connection with the
purchase and sal e of Honestore stock enployed a device, artifice,
and schenme to defraud, and engaged in acts, practices, and courses
of business that operated as a fraud and deceit, through the use of
the means and instrunentalities of interstate commerce and the use
of the mails. The schene operated in the follow ng manner:

(a) Beginning at |least as early as March 2001 and

continuing through at |east July 2001, defendant KALI NA obt ai ned

mat eri al non-public information in the regular course of his duties
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as a Honestore enpl oyee that Homestore was engaging in fraudul ent
“round-trip” transactions in which the conpany inproperly recognized
revenue to neet quarterly revenue expectations as discussed in

par agraphs 9 through 12 of this information.

(b) As a result of neetings, informal conversations,

t el ephone conversations, and enail exchanges w th high-ranking
corporate officers and others at Honmestore, defendant KALI NA was
aware that Homestore inproperly recognized revenue through the use
of “round-trip” transactions.

(c) Defendant KALINA was further aware of the schene to
i nproperly recogni ze revenue through the use of “round-trip”
transacti ons because he participated in the schene, by, anong other
t hi ngs,

(1) hel ping to structure Honmestore's transactions
with the advertisers that Honestore referred to the nmgjor nedia
conpany as di scussed in paragraphs 9 through 12 of this information;

(1i) facilitating the collection of noney fromthe
maj or medi a conpany that Honestore recogni zed as revenue as
di scussed in paragraphs 9 through 12 of this information; and

(ti1) concealing the “round-trip” transactions from
PWC and assisting others in m sleading PwC concerning the nature of
the “round-trip” transactions.

(d) As a result of the fraudulent schenme to inproperly
recogni ze revenue, defendant KALINA was aware that Honestore’s
revenues were materially overstated throughout 2001.

(e) Defendant KALINA knew that this information was

mat eri al and non-public, and that he could not buy or sell Honestore




© 00 N oo o B~ wWw N P

NN N RN NN N NN R P R R R R R R R R
oo N o o M WO N P O ©O 0O N o o ON -, O

common stock before the information had been announced to the
publi c.

(f) Based on the material non-public information in his
possession, fromon or about April 17, 2001 to on or about July 6,
2001, defendant KALINA sol d approximately 5,649 shares of Honestore
common st ock.

(g) During the course of, and as a result of, the schene,
def endant KALINA realized profits of $69,802 through the sale of
Honmest or e st ock.

(h) During the course of the schene, defendant KALI NA
used tel ephones to cause the trading of his Homestore securities,
and caused mailings confirm ng trades of his Honestore securities to
be sent to him

| V. DEFENDANT' S SALE OF HOVESTORE STOCK

16. On or about the following dates, in the Central District
of California and el sewhere, by the use of the neans and the
instrumentalities of interstate commerce and of the mails, defendant
KALI NA caused the followi ng securities trades to be execut ed:

Dat e Sal es of Honestore Stock

4/ 17/ 01 500 shares of Homestore stock
4/ 24/ 01 100 shares of Honestore stock
4/ 24/ 01 400 shares of Honestore stock
4/ 24/ 01 500 shares of Homestore stock
4/ 26/ 01 500 shares of Homestore stock
4/ 26/ 01 500 shares of Homestore stock
5/ 2/ 01 250 shares of Honmestore stock
5/ 7/ 01 250 shares of Honmestore stock
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5/ 22/ 01
5/ 24/ 01
6/ 21/ 01
6/ 21/ 01
6/ 25/ 01
6/ 26/ 01
7/ 6/ 01

500
200
124
500
200
500
625

shares
shares
shares
shares
shares
shares

shar es

of
of
of
of
of
of

of

Honmest ore stock
Honmest ore stock
Honmest ore stock
Honmest ore stock
Honmest ore stock
Honmest ore stock

Honest ore stock

DEBRA W YANG
United States Attorney

JACQUELI NE CHOOLJI AN
Assi stant United States Attorney
Chief, Crimnal Division

GREGORY J. WEI NGART
Assi stant United States Attorney
Chi ef, Mjor Frauds Section




