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DENI SE COTE, District Judge:

Worl dCom Inc. ("WrldConf), once a giant of the
t el econmuni cations industry, is now the subject of col ossal
litigation. On July 21, 2002, WrldComfiled the | argest
bankruptcy in United States history. WrldCom executives have
pl eaded guilty to violating the securities |laws; WrldCom s stock
and bondhol ders, including nunerous state and private pension
funds, have |l ost hundreds of mllions of dollars in investnents;
state and federal governnents have conducted investigations into
Worl dCom s ascent and col | apse; and those associated with the
conpany have been sued in venues across the country. This
Opi ni on addresses the notions to dismss the consolidated class
action conplaint filed in the nmulti-district securities
litigation.

Plaintiffs contend that WrldCom officers, directors,
auditors, underwiting syndicates, and its nost influential
out si de anal yst dissem nated materially false and m sl eadi ng
information. The false information appeared in analyst reports,
press rel eases, public statenments, and filings with the
Securities and Exchange Commi ssion ("SEC') from April 1999
t hrough May 2002, including registration statenents issued in

conjunction with Wirl dComi's May 2000 note offering ("2000
Ofering") and May 2001 note offering ("2001 O fering," together



the "Oferings"). Plaintiffs allege that as Wrl dCom faced
growi ng pressure to satisfy increasingly unrealistic earnings
expectations, the conpany engaged in a series of illegitimte
accounting strategies in order to hide |losses and inflate
reported earnings. By concealing |osses to exaggerate reported
earnings, plaintiffs argue, WrldCom affected the price of its
securities and misled investors regarding the true value of the
conpany. !

On April 30, 2002, the first securities class action in
connection with these events was filed in this district. At
| east twenty related class actions had been filed here by the end
of the summer. By Order dated August 15, 2002, the actions were

consol i dat ed under the caption In re WrldCom Inc. Securities

Litigation ("Securities Litigation"). The New York State Common

Retirement Fund ("NYSCRF"') was appointed |lead plaintiff, and

! This Court has already issued a nunber of opinions and orders
inthis litigation. See Inre WrldCom Inc. Sec. Litig., Nos.
02 Civ. 3288, 03 Civ. 167, 03 Gv. 338, 03 Gv. 998 (DLC), 2003
W. 21031974 (S.D.N. Y. May 5, 2003) (remand); In re WrldCom Inc.
Sec. Litig., No. 02 Cv. 3288 (DLC), 2003 W. 1563412 (S.D.N.Y.
Mar. 25, 2003) (severance); In re WrldCom Inc. Sec. Litig.,
Nos. 02 Civ. 3288, 02 Gv. 8981 (DLC), 2003 W. 716243 (S.D.N. Y.
Mar. 3, 2003) (remand); In re WrldCom Inc. Sec. Litig., Nos. 02
Civ. 3288, 02 Civ. 8981, 02 Cv. 9520 (DLC), 2002 W. 31867720
(S.D.N.Y. Dec. 23, 2002) (individual actions); In re WrldCom
Inc. Sec. Litig., No. 02 Cv. 3288 (DLC), 2002 W. 31729501
(S.D.N. Y. Dec. 5, 2002) (stays); In re WrldCom Inc. Sec.
Litig., 234 F. Supp. 2d 301 (S.D.N. Y. 2002) (discovery); Inre
WrldCom Inc. ERISA Litig., No. 02 Gv. 4816 (DLC), 2002 W
31599531 (S.D.N. Y. Nov. 18, 2002) (lead plaintiff); In re
WrldCom Inc. ERISA Litig., No. 02 Gv. 4816 (DLC), 2002 W
31095170 (S.D.N. Y. Sept. 18, 2002) (consolidation); Albert Fadem
Trust v. WrldCom Inc., No. 02 Cv. 3288 (DLC), 2002 W. 31059859
(S.D.N. Y. Aug. 15, 2002) (consolidation and | ead plaintiff);

Al bert Fadem Trust v. WrldCom Inc., No. 02 Cv. 3288 (DLC)

2002 W 1485257 (S.D.N. Y. July 12, 2002) (stay).
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filed a Consolidated Amended Conpl aint on Cctober 11
("Conmplaint") adding three nore naned plaintiffs. Plaintiffs
filed suit on their own behalf and as a class action on behal f of
all persons and entities who purchased or acquired publicly
traded Worl dCom securities between April 29, 1999 and June 25,
2002, including those who acquired shares of comon stock in the
secondary nmarket or in exchange for shares of acquired conpani es
pursuant to a registration statenent, and those who acquired
Wor |l dCom debt securities in the secondary market or pursuant to a
registration statenment. Plaintiffs allege violations of Sections
11, 12 and 15 of the Securities Act of 1933 ("Securities Act")
and of Sections 10(b) and 20(a) of the Securities Exchange Act of
1934 ("Exchange Act") and Rul e 10b-5 pronul gated thereunder.

Drawing fromthe allegations in the Conplaint, Part | of
this Opinion identifies the parties and Part |l describes the
all eged fraud. Part |1l describes the |egal standards that apply
to the notions to dismss. Part |V addresses the nerits of each
defendant's nmotion.? The defendants' notions are addressed in
the following order: (1) Bernard J. Ebbers; (2) directors; (3)
underwiters; (4) Jack G ubman, Salonon Smth Barney, and
G tigroup, Inc.

The Conplaint is |lengthy and detailed. The descriptions
that follow summarize the allegations that are nost relevant to

the notions addressed in this QOpinion.

2 Arthur Andersen LLP, Andersen Worl dwi de SC, Andersen UK, and
Mar k Schoppet have al so noved to dism ss the clains agai nst them
in the Securities Litigation. Their notions will not be fully
submtted until May 30, 2003, and are not addressed in this

Opi ni on.




I. The Parties
A. Plaintiffs

Lead Plaintiff

NYSCRF invests the assets of the New York State and Local
Enpl oyees' Retirenent System and the New York State and Local
Police and Fire Retirenent Systemand is the second | argest
public pension fund in the United States. During the class
period, NYSCRF purchased Wirl dCom st ock and Worl dCom MCl tracking
stock, and lost over $300 million in its investnents.

Additional Named Plaintiffs

Three entities have joined the action as naned plaintiffs.
The Fresno County Enpl oyees Retirenent Association ("FCERA"), a
California entity, purchased Wrl dCom stock and debt, i ncl uding
at least $3 million of notes offered in WrldComs 2001 O fering.
The County of Fresno, California ("Fresno") purchased over $6
mllion of notes in WrldComs 2000 Ofering. HGK Asset
Managenment ("HGK") is a registered investnment advisor and acts on
t he behal f of uni on-sponsored pension and benefit plan clients
pursuant to ERISA, 29 U S.C. 8§ 1001 et seq. During the relevant
period, HCGK purchased nearly $130 nillion of Wrl dCom debt
securities, including approximately $43 mllion of notes in the
2000 O fering and over $29 million of notes in the 2001 O fering.
B. Defendants

WorldCom Executives

Four of Worl dCom s forner executive officers are naned as
defendants. Bernard J. Ebbers ("Ebbers") was the President,

Chi ef Executive Oficer and a Wrl dCom Director during the class



period. He resigned fromthe conpany under pressure on April 29,
2002. Ebbers has not been indicted on crimnal charges relating
to WrldCom The Conpl aint pleads clains under Sections 11, 15,
10(b), and 20(a) agai nst Ebbers (Counts I, II, VI, and VII).
Ebbers noves to dismiss all clainms against him

Scott D. Sullivan ("Sullivan") was Wrl dCom s Chi ef
Financial Oficer and a Director during the class period. After
Ebbers's resignation, Sullivan served as Executive Vice President
fromApril 30, 2002 until June 25, 2002, when Wrl dCom t erm nat ed
his enploynment. 1In a crimnal conplaint dated July 31, 2002,

Sul livan was charged with felonies in connection with his
activities at WrldCom including securities fraud, conspiracy to
commt securities fraud and making false filings with the SEC

He was arrested on August 1, and indicted on August 28, 2002.

The Conpl ai nt pl eads Sections 11, 15, 10(b), and 20(a) clains
agai nst Sullivan.?

David F. Myers ("Mers") was WrldComis Controller and a
Senior Vice President. He resigned fromthe conpany on June 25,
2002. On Septenber 26, 2002, Myers pleaded guilty to charges of
conspiracy, securities fraud, and the filing of false docunents
with the SEC. The Conpl aint pleads Sections 15, 10(b), and 20(a)

cl ai ns agai nst Myers.*

® By Order dated Decenber 5, 2002, Sullivan's request for a stay
of litigation against himwas granted, and he does not now nove
to dismss.

“ By Order dated Decenmber 5, 2002, litigation as to Myers was
stayed; he does not now nove to di sm ss.
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Buf ord Yates, Jr. ("Yates") was WrldCom s Director of
General Accounting. On Cctober 7, 2002, Yates pleaded guilty to
securities fraud and conspiracy to comrt securities fraud. The
Conpl ai nt pl eads Sections 15, 10(b), and 20(a) clains agai nst
Yat es. ®

WorldCom Directors

The Worl dCom Directors consist of Cifford Al exander, Jr.
James C. Allen, Judith Areen, Carl J. Aycock, Max E. Bobbitt,
Francesco Galesi, Stiles A Kellett, Jr., Gordon S. Macklin, John
A. Porter, Bert C. Roberts, Jr., John W Sidgnore, and Law ence
C. Tucker ("Director Defendants").® The Conpl aint pleads
Sections 11, 15, and 20(a) clains against all Director
Def endants. Al Director Defendants nove to dism ss the Sections
15 and 20(a) clainms (Counts Il and VII1); none have noved to
di smss the Section 11 claim (Count 1).

Director Defendants Allen, Areen, and Gal esi were nenbers of
the Audit Commttee of the Board, and Bobbitt its Chair, during
the class period ("Audit Comm ttee Defendants"). Count VI pleads
a Section 10(b) claimagainst the Audit Comm ttee Defendants.
They nove to dismss the claim

Director Defendant Kellett was the Chairman of the

Conmpensation Comm ttee of WorldConis Board. Count VI pleads a

®> By Stipulation and Order dated May 6, 2003, litigation against
Yates was stayed. He does not now nove to dism ss.

® The Conplaint identifies Ebbers, Sullivan, Myers, Yates, and
each of the Director Defendants except for Porter as the
"1 ndi vi dual Wor| dCom Def endants. "

8



Section 10(b) claimagainst Kellett. He noves to dismss this
claim

Accountants and Auditors

The Conpl ai nt pl eads cl ai ns agai nst Worl dComl s out si de
audi tors and accountants, Arthur Andersen LLP, Andersen UK,
Ander sen Worl dwi de SC, and Andersen partners Mark Schoppet and
Melvin Dick ("Andersen Defendants”). Plaintiffs claimthat the
Ander sen Defendants are |iable for violations of Sections 11 and
10(b) (Counts 11l and X I1).

Underwriters

The Conpl ai nt pl eads Sections 11 and 12(a)(2) clains agai nst
underwiters consisting of Salonon Smth Barney, Inc. ("SSB"),
J.P. Morgan Chase & Co., Banc of Anerica Securities LLC, Deutsche
Bank Securities Inc., now known as Deutsche Bank Al ex. Brown
Inc., Chase Securities Inc., Lehman Brothers Inc., Blaylock &
Partners L.P., Credit Suisse First Boston Corp., Goldnan, Sachs &
Co., UBS Warburg LLC, ABN AMNRO Inc., Uendahl Capital, Tokyo-
M t subi shi International plc, Wstdeutsche Landesbank
G rozentrale, BNP Paribas Securities Corp., Caboto Holding SIM
S.p.A, Fleet Securities, Inc., and Mzuho International plc
("Underwriter Defendants"”). The Underwriter Defendants nove to
di sm ss both clainms against them (Counts IV and V).

The al | egati ons against the Underwiter Defendants arise
fromtwo bond offerings nmade by WrldCom the 2000 and 2001
O ferings. SSB and J.P. Mrgan served as | ead managers of the
2000 O fering. Banc of Anerica, Chase, Deutsche Bank, Lehnman
Brot hers, Blaylock, Credit Suisse, Goldman Sachs, and UBS Warburg



joined in underwiting the $5 billion 2000 Ofering. The
regi stration statenents and prospectus docunents filed in
connection with the offering ("2000 Registration Statenent") are
al l eged to have included WrldComis materially false financial
statenents for 1999 and to have incorporated by reference other
SEC filings for WirldCom that contained materially fal se
i nformation.

SSB was the | ead underwiter for the 2001 O fering.
Together with J.P. Mrgan, Banc of America, Deutsche Bank,
Bl ayl ock, M tsubishi, Wstdeutsche, BNP Paribas, Bl ayl ock,
Caboto, M tzuho, ABN AWNRO I nc., U endahl and Fleet Securities,
Inc. they underwrote the $11.8 billion 2001 O fering. The
docunents alleged to have constituted the May 2001 registration
statenent ("2001 Registration Statenent," together with the 2000
Regi stration Statenent, "Registration Statenents") contained
false and mi sl eading financial information for WrldCom for the
years 1999 and 2000, and incorporated by reference other SEC
filings with false information about Wrl dCom s fi nances.

Citigroup, Inc. SSB, and Jack Grubman

The Conpl ai nt pl eads clains against Ctigroup, Inc.
("Citigroup"), a financial services conpany; SSB, a Citigroup
subsi diary; and Jack Gubman ("G ubman"), the high-profile SSB
t el ecomuni cati ons anal yst (together "SSB Defendants”). In
addition to the two clainms in Counts IV and V agai nst SSB as one
of the Underwiter Defendants, the Conplaint alleges that SSB and
G ubman vi ol ated Section 10(b) in connection with the 2000 and

2001 O ferings (Count 1X), and, in a separate Count, in
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connection with G ubman's anal yst reports (Count X). The
Conpl ai nt al so pleads a controlling person claimpursuant to
Section 20(a) against SSB and GCitigroup for G ubman's anal yst
reports (Count XI). Citigroup, SSB and G ubman nove to dism Ss
all counts agai nst them

Il. The Fraud

For many years, WrldCom grew by acquisitions. By 1998, it
had acquired nore than sixty conpanies in transactions val ued at
over $70 billion. Its largest acquisition was of M on
Sept enber 14, 1998, a transaction valued at $40 billion. In
early 2000, however, its attenpt to acquire Sprint coll apsed.
During this period of acquisition-driven expansion, Wrl dCom had
used accounting devices to inflate its reported earnings. Senior
Wor | dCom managenent instructed personnel in the conpany's
controller's office on a quarterly basis to falsify WrldCom s
books to reduce Wirl dCom s reported costs and thereby to increase
its reported earnings. Wen the pace of acquisitions slowed, it
added new strategies to disguise a decline in its revenues. In
2002, however, the schene coll apsed.

On June 25, 2002, Worl dCom announced that it had inproperly
treated nore than $3.8 billion in ordinary costs as capita
expenditures in violation of generally accepted accounting
principles ("GAAP") and woul d have to restate its publicly-
reported financial results for 2001 and the first quarter of
2002. WorldCom | ater announced that its reported earnings for
1999 through the first quarter of 2002 had been affected by

mani pul ati on of various reserves and had overstated earnings by
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$3.3 billion. WrldCom al so announced that it would likely wite
of f goodwi Il of $50 billion. The inpact of those disclosures on
the price of WirldCom shares and the value of its notes was
catastrophic. Its comon stock dropped froma high of $65 per
share to pennies.

A. Accounting Irregularities

Wor | dCom mani pul ated its books in two main areas: (1) its
charges to inconme and cl assification of assets in connection with
acqui sitions, and (2) its accounting for "line" costs. In each
of these areas, WrldComfailed to foll ow GAAP, and instead
freely reworked its nunbers in order to nmeet narketpl ace earnings
proj ections.

1. Acquisitions

Part of the acquisition process involves identifying costs
incurred in connection with each nmerger and taking correspondi ng
charges to income. WorldCominproperly recorded expenses at the
time of the acquisition that should not have been included. The
effect was to inflate earnings in |ater periods when the expenses
were actually incurred and shoul d have been recorded.

In addition, at the time of acquisitions, WrldComtook
overly large and unjustified charges to inconme, creating inflated
nmerger reserves that it would later tap into when it needed to do
so to boost reported earnings. Enornous charges were typical of
the mergers and acquisitions in the 1990s and "WrldComand its
senior officers knew that Wall Street would not be concerned with

the size of the charges."”
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Wor |1 dCom used the acquisition of MCI in particular to
mani pul ate its earnings statenents by inproperly classifying the
assets it obtained. WrldCom understated the book value of MI's
property, plant and equi pnent assets and overstated the val ue of
the goodwi || acquired. By classifying MCI's value in terns of a
slowy depreciating asset |ike goodw Il rather than hard assets,
whi ch depreciate in one-tenth of the tinme, WrldCom i nproperly
inflated its earnings during the years imediately follow ng the
MCI acqui sition.

2. Line Costs

Wth a decline in its revenue, and further pronpted by the
failure of its attenpt to acquire Sprint, WrldCom began a new
accounting fraud, no later than 2000, in connection with its
single | argest operating expense: |ine costs. WrldCom had
entered into long-term | ease agreenents with ot her
t el ecomruni cati ons conpanies for the use of their networks.
Pursuant to these | eases, WrldCom was obligated to make fi xed
mont hly paynments for the use of the networks, or |ines,
regardl ess of whether WorldComor its custoners in fact used the
| eased |ines. Wen demand did not grow as Wrl dCom had hoped,
t he conpany found itself with substantial fixed |line costs for
networ ks that were not generating any incone.

Under GAAP, |ine costs nust be reported as an expense. In
Cct ober 2000, and without any justification in fact or under
GAAP, Sullivan instructed Yates, Myers and others in Wrl dConi s
accounting departnment to nmake journal entries crediting

Worl dComi's |ine cost expense accounts, and instructed Myers and
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others to make correspondi ng reductions in various reserve
accounts so that the general |edger woul d bal ance.

In 2001, Worl dCom changed its nethod for disguising the
i mpact of line costs on its revenues. Sullivan directed that
line costs sinply be reclassified as capital expenditures that
coul d be depreciated over time. The effect of the
reclassification was to inflate WrldCom s reported earnings.
B. The Defendants
Bernard J. Ebbers

Ebbers's position in the conpany, his statenents, his close
relationship with Sullivan, his reputation for acting as a "hands
on" manager, the size of the fraud, and certain decisions he made
regarding WrldCom s internal audit departnent provide evidence
t hat Ebbers was aware of Worl dConml s fraudul ent accounting
practices. Key allegations include the foll ow ng.

Wor| dCom s General Counsel has admitted that Sullivan
i nformed Ebbers that hundreds of mllions of dollars had been
transferred into capital expenditure accounts. [In 2000, Ebbers
assured the assenbl ed senior staff that the conmpany "won't have
to worry about earnings for years" because it could use cash
reserves to boost revenue if necessary. As reflected in e-nui
correspondence, at a dinner attended by Ebbers, Sullivan, and
Wor | dCom enpl oyees Ron Beaunont and Tom Bosl ey, Bosley agreed to
do whatever was necessary to get WorldComi s "margins back in
line" before the financial results for the fourth quarter of 2000
were disclosed. In March 2002, Ebbers sought to curtail the work

of WorldComi's internal auditors by cutting the departnent's
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budget in half. Ebbers repeatedly represented to the public that
he was famliar with WrldCom s accounting policies and
practices, that they were reliable, and that they conplied with
SEC requirenments. On February 7, 2002, only a nonth before the
SEC began its investigation of WrldCom Ebbers stated in an
earnings conference call with analysts that "we stand by our
accounting. "

Ebbers's personal financial situation provided a strong
notive for materially msstating WrldComl s earnings. Ebbers had
significant personal |oans secured by WrldCom stock. 1In the
fall of 2000, as Wirl dCom's stock price fell, Ebbers faced margin
calls on those loans. That fall, after governnent regul ators
bl ocked Worl dCom s proposed nmerger with Sprint, Ebbers sold about
$70 mllion worth of WrldCom stock. The sale was structured as
a forward sales contract in which Ebbers received a guaranteed
price of approximately $70 mllion for stock that was to be
exchanged in April 2002. By selling through the forward
contract, Ebbers disguised the obvious inplications of the sale
of a substantial amount of WorldCom stock by its CEOQ but
recei ved approximately $13 mllion | ess than he would have had he
sold the stock at that tine. Ebbers had planned to sell nore of
his Worl dCom hol dings earlier that fall in order to cover margin
calls but, fearing that a stock sale by the CEO woul d adversely
affect the conpany's share price, WrldCom | oaned Ebbers
sufficient funds to cover the calls. This pattern repeated
itself in Novenmber and Decenber 2000. WorldCom al so | oaned

Ebbers funds to repay certain personal debt. Utimtely, over
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the course of 2000 and 2001, WorldCom | oaned Ebbers approxi mately
$400 million to cover margin calls on personal |oans secured by
Wor |l dCom st ock. During the class period, Ebbers had
approximately $900 mllion in personal |oans secured by Wrl dCom
stock. WbrldComi s board and seni or nanagenment were aware that
Ebbers faced continuous pressure frommargin calls on | oans
secured by Worl dCom stock. Further allegations regardi ng Ebbers
are discussed bel ow in connection with the SSB Def endants.
Director Defendants

Al or nost of the Director Defendants signed each of the
foll owi ng docunents filed by WrldComwith the SEC. the 1999,
2000, and 2001 Forns 10-K, May 2000 and May 2001 Regi stration
Statenents, and the registration statenents filed in connection
with Worl dComi s acqui sition of SkyTel Comrunications, Inc. in
1999 and of Intermedia Communications, Inc. in 2001.°

The Conpl aint alleges that the Director Defendants
participated directly and indirectly in the preparation or
I ssuance of public statements in violation of Section 10(b). By
virtue of their positions on the WrldCom Board of Directors and,
in sone instances, its Audit and Conpensation Comm ttees, the

Director Defendants were able to and did control the false public

"Porter is alleged to have signed only the 2000 and 2001

Regi stration Statenents and the SkyTel registration statenents.
Tucker is alleged to have signed only the 1999 Form 10-K, the
2000 Registration Statenent, and the SkyTel registration
statenment. Alexander is alleged to have signed all of the listed
filings with the exception of the 2001 Form 10-K and, possi bly,
the SkyTel registration statement. The Conplaint is inconsistent
Wi th respect to Al exander's signing of the SkyTel registration

st at enent .
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statenents that constitute the substance of the allegations, are
presuned to have had the power to control the transactions that
gave rise to the violations, and did have the power to direct the
managenent and activities of WirldComand its enpl oyees,
i ncluding the power to cause WrldComto engage in the
vi ol ati ons.

Audit commttees play a critical role in nonitoring
cor porate managenent and a corporation's auditor.® WrldConm s
SEC filings represented that the Worl dCom Audit Committee
reviewed its financial statenents, comrunicated with Wrl dCom s
i ndependent accountants, and reviewed internal accounting
controls. Despite these representations, WrldCon s accounting
controls were "virtually non-existent."” The size of WrldCom s
restatenent al one denonstrates that the Audit Committee
Def endants either knew of the accounting irregularities or
reckl essly disregarded i nformati on which would have led themto
di scover the fraud. The Audit Committee had direct notice that
Worl dComis internal controls were deficient. Fraudulent billing
practices discovered in a Pentagon City, Virginia WrldComoffice
in June 2001, resulted in the overpaynent of alnmost $1 million in

sal es comm ssi ons.

8 The report of a Blue Ri bbon Committee of the New York Stock
Exchange explains that audit conmttees' oversight
responsibilities include "ensuring that quality accounting
policies, internal controls, and independent and objective
auditors are in place to deter fraud, anticipat[ing] financial
ri sks and pronot[ing] accurate, high quality and tinely

di scl osure of financial and other material information. . . ."
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The Conpl ai nt includes allegations that are specific to
i ndi vidual Director Defendants. On January 30, 2002, two weeks
before Wrl dCom took a massive wite-off of goodwi Il, Galesi sold
63% of his WorldCom holdings in return for $27 mllion. As Chair
of the Conpensation Commttee, Kellett played a key role in
securing the Conpany's $400 million in |oans for Ebbers. 1In
exchange, the Conplaint alleges that WrldComleased a jet to
Kellett for one dollar per nonth. Kellett also received from SSB
31,550 shares in "hot" initial public offerings ("IPGs"). In
Novenber 2000, Kellett entered a forward sale of sixty-seven
percent of his WorldCom hol di ngs in exchange for $53 mllion to
be paid in Novenber 2003. Wiile this sale was for | ess than the
shares were worth on the open market, this contract was a hedge
agai nst the inpending collapse in the share price and avoi ded the
negati ve market reaction to an insider's sale of this magnitude.
Kellett sold fifty-percent of his remaining WrldCom hol di ngs in
Decenber 2001, for $11.9 mllion.
Underwriter Defendants

As underwriters of the 2000 and 2001 O ferings the
Underwriter Defendants were responsible for the contents and
di ssem nation of the Registration Statenents, which contai ned
material m srepresentations and upon which plaintiffs relied in
pur chasi ng Worl dCom securities. Although the Underwiter
Def endants were aware that the value of the goodwi Il identified
in WrldCom s books was inpaired, they did not reflect that fact
in the Registration Statenents. 1In order to assess WrldCon s

antici pated sources of revenue in preparation for the Oferings,
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t he Underwiter Defendants should have exam ned Worl dConi s
infrastructure; had they done so, they would have di scovered
Wor | dComi s i nproper capitalization of |ine costs. By conparing
Wor 1 dCom s budgeted capital expenditures to its actual capital
expenditures or its revenues to its revenue producing capital
assets, and by investigating the authorization -- or |ack thereof
-- for the capital accounting, the Underwiter Defendants al so

coul d have di scovered the accounting fraud. Nunerous other "red
flags" should have alerted the Underwiter Defendants to
Wor |1 dCom s fraudul ent accounting practices and shoul d have been
investigated by them including WrldComs interest in using
unusual | y aggressi ve accounting practices, commtnent to
aggressive and unrealistic forecasts, |lack of effective Board
oversi ght over WirldCom executives, inadequate nonitoring of
significant controls, failure to nmake certain corrections in a
timely manner, market saturation and declining margins, and
tendency to base material amounts of assets, liabilities,
revenues, and expenses on estimates invol ving unusually
subj ective judgnments or uncertainties. Gven SSB s significant
and unusual relationship with WrldCom and its executives, the
remai ni ng Underwiter Defendants should have been particularly
alert in conducting their own due diligence prior to the
O ferings.
SSB, Grubman, and Citigroup

In addition to WirldCom s own fraudul ent representations,
investors were msled by material m srepresentations and

om ssions by Jack G ubman and SSB in SSB' s anal yst reports and by
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SSB in WrldComl's Registration Statenents. The SSB Def endants’
anal yst reports and the Registration Statenments issued in
connection with the 2000 and 2001 O ferings were fal se and

m sl eadi ng not only because they m srepresented Wrl dCom s
financial condition, but also because they failed to disclose key
i nformati on regarding the nature and extent of an illicit quid
pro quo arrangemnent that existed between the SSB Def endants and
WorldCom® Had that self-serving arrangenent been adequately

di scl osed, it would have been apparent that G ubman's positive
reports about Worl dCom and recommendati ons to buy Wrl dCom were
not reliable advice from an i ndependent anal yst and trustworthy

br okerage house. The illegal quid pro quo arrangenent was that

t he SSB Def endants woul d i ssue positive analyst reports about
Wor |l dCom provi de Worl dCom seni or executives with val uable | PO
shares, and | oan Ebbers hundreds of mllions of dollars, in
exchange for Worl dComl s investment banki ng business and the
substanti al revenue and personal conpensation that that business
generated for the SSB Def endants.

Thr oughout the class period, SSB i ssued anal yst reports
aut hored by Grubman that touted WrldCom s val ue and that
vi gorously encouraged investors to buy the purportedly
underval ued stock. These reports were issued despite the
know edge of SSB's managenent that the integrity and objectivity

of its research departnment was conprom sed by the departnent's

°® The simlarity between the allegations regarding

m srepresentations and onissions in the anal yst reports and the
Regi stration Statenents is discussed in this Court's opinion in
In re WorldCom Inc. Sec. Litig., 2003 W. 1563412, at *3-5.

20



decision to serve the needs of the firms investnment bankers at
t he expense of providing investors with independent analysis. 1In
February 2001, the global head of SSB's retail stock selling
division told the head of SSB's d obal Equity Research Managenent
that SSB's "research was basically worthless.™

Far from bei ng an i ndependent anal yst, G ubman's
conpensation was directly tied to SSB' s investnment banking
busi ness. In 2001 al one, G ubman cl ai ned conpensation for his
i nvol venent in ninety-seven investnment banking transactions which
t oget her generated $166 million in revenues. G ubman even
attended two Worl dCom board neetings, neetings concerning the
acquisition of MCl and of Sprint. Wen he attended Ebbers's
weddi ng, G ubman charged the trip to the investnent banking
departnent. Gubman's inportance to SSB is reflected in his

conpensation. Between 1998 and 2002, G ubnman nmade about $20

mllion each year. Wen G ubnman resigned from SSB i n August
2002, he received a severance package of $32 million plus
forgiveness of a $19 million |oan.

There are several exanples of how G ubman's research reports
were conprom sed by his close ties to the investnent banking
departnment. Gubman has adnitted that he had refrained from
downgradi ng his ratings of certain stocks due to pressure from
his firms investnent bankers, and gave several
t el ecommuni cati ons conpani es higher ratings than he believed the
conpani es deserved. Gubnman's reports on WrldComitself are
evidence that he wote themin bad faith. G ubman repeatedly

i ssued positive reports and "buy" ratings in connection with
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announcenents by Wirl dComthat were expected to cause its stock
price to fall. G ubman maintained a "buy" rating until April 21
2002, by which time WrldCom stock was trading at only $4 per
share. Just before the 2000 Ofering for which SSB served as the
co-lead underwiter, G ubnman began to use a new "cash earni ngs"
nodel for evaluating WrldCom Until early 2000, G ubman had
assessed Worl dCom and ot her tel ecomruni cati ons conpani es using a
"di scounted free cash flow' nodel. Wen use of that node
threatened to expose WrldCom's financial deterioration, G ubman
adopted a new nodel designed to omt the influence of capita
expenditures -- a key elenent of WorldConmls accounting fraud.
Over the next two years, G ubman did not apply the cash earnings
nodel to any of the other tel ecommunications conpanies on which
he reported.

G ubman, Ebbers, SSB and Worl dCom thrived through their
synbiotic relationship. During this sanme tinme, G ubman was SSB' s
top tel econmuni cati ons anal yst and one of the nobst powerful nen
on Wall Street. It was said that he could nake or break any
t el ecommuni cati ons stock. G ubman's positive research reports
pl ayed a significant role in assuring that the SSB Def endants
woul d retain Worl dCom's |ucrative investnment banking busi ness.
Wor | dCom was an extrenely desirable client because it engaged in
SO many acqui sitions, generating significant banking business.
Since prem er investnment banks charge simlar underwiting fees,
G ubman' s positive anal yst reports succeeded in giving SSB s
i nvest ment bankers an advantage over their conpetitors. WorldCom

selected SSB to serve as its |lead investnent bank in every major
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acqui sition and debt offering between 1997 and 2001, twenty-three
deals in all. |In conpensation, SSB received $107 mllion. The
deal s included WorldCom's $40 billion nmerger with MCl, the failed
$129 billion Sprint nerger, and, as |lead or co-lead underwiter,
the 2000 and 2001 O feri ngs.

On Wrl dCom s side, Ebbers, Sullivan and Kellett received
val uabl e all ocations of shares in various "hot" IPGs from SSB.
SSB gave significant percentages of its total available retai
all ocation from"hot" 1PCs to Ebbers on nultiple occasions.
Ebbers al one received allocations in at |east twenty-one hot
| PCs, from which he derived profits of $11.5 million. 1In a
letter to the United States House of Representatives Commttee on
Fi nanci al Services, SSB admtted that "sone allocations to
corporate officers and directors . . . were sufficiently large as
to rai se questions about the appearance of conflicts.”

Ebbers al so recei ved hundreds of mllions of dollars in
| oans from The Travel ers I nsurance Conpany ("Travelers"), a
Citigroup subsidiary and a fornmer parent of SSB. These | oans
were never publicly disclosed. They were effectively conceal ed
because they were nmade to Joshua Tinberlands LLC, an entity
controll ed by Ebbers, but held by another entity whose connection
wi th Ebbers was al so obscured. The |oans were secured in part by
Worl dCom st ock, a fact that gave G tigroup an additional
incentive to prop up the price of WrldCom stock to protect its

i nvest ment .
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lll. Legal Standards

Federal Rules of Civil Procedure

The defendants nove to dism ss the Conpl aint pursuant to
Rul es 9(b) and 12(b)(6), Fed. R Cv. P., and the Private
Securities Litigation Reform Act of 1995 ("PSLRA"), 15 U.S.C. 8§
78u4-b. Rule 8 Fed. R Cv. P., is also relevant to portions of
t hese notions.
Rule 8

The Federal Rules of Civil Procedure require that a
conplaint contain "a short and plain statenment of the claim
showi ng that the pleader is entitled to relief.” Rule 8(a)(2),
Fed. R Cv. P. Pleadings are to give "fair notice" of a claim
in order to enable the opposing party to answer and prepare for

trial, and to identify the nature of the case. Sinmmons v.

Abruzzo, 49 F.3d 83, 86 (2d Cr. 1995); Salahuddin v. Cuonp, 861
F.2d 40, 42 (2d Gr. 1988). "Rule 8(a)'s sinplified pleading
standard applies to all civil actions, with limted exceptions."

Swerkiewcz v. Sorema, N. A, 534 U S 506, 513 (2002).

Rule 12(b)(6)

To dism ss an action pursuant to Rule 12(b)(6), a court nust
determ ne that "it appears beyond doubt, even when the conpl aint
is liberally construed, that the plaintiff can prove no set of

facts which would entitle himto relief." Jaghory v. New York

State Dep't of Educ., 131 F.3d 326, 329 (2d Cr. 1997) (citations

omtted). |In construing the conplaint, the court nmust "accept
all factual allegations in the conplaint as true and draw

inferences fromthose allegations in the light nost favorable to
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the plaintiff.” [d. "Gven the Federal Rules' sinplified
standard for pleading, a court may dismss a conplaint only if it
is clear that no relief could be granted under any set of facts

t hat coul d be proved consistent with the allegations.”

Swi erkiewi cz, 534 U.S. at 514 (citation omtted).

Al t hough the court's focus should be on the pleadings, it
may al so consi der

any witten instrunent attached to [the conplaint] as
an exhibit or any statenents or docunents i ncorporated
init by reference, as well as public disclosure
docunents required by law to be, and that have been,
filed with the SEC, and docunents that the plaintiffs
ei t her possessed or knew about and upon which they
relied in bringing the suit.

Rot hman v. Gregor, 220 F.3d 81, 88 (2d Cir. 2000) (citations

omtted); Cortec Indus., Inc. v. SumHolding L.P., 949 F.2d 42,

47-48 (2d Cir. 1991). The court need not credit general
conclusory allegations that "are belied by nore specific

al l egations of the conplaint.” H rsch v. Arthur Andersen & Co.,

72 F.3d 1085, 1092 (2d Cir. 1995).
Rule 9(b)

Rul e 9(b) requires allegations of fraud, including
securities fraud, to be stated with particularity. Ganino v.

Ctizens Uils. Co., 228 F.3d 154, 168 (2d G r. 2000). Under

Rule 9(b), "[malice, intent, knowl edge and ot her conditions of
m nd of a person nmay be averred generally.” Rule 9(b), Fed. R

Cv. P.; Kalnit v. Eichler, 264 F.3d 131, 138 (2d Gr. 2001). To

conply with the requirenents of Rule 9(b), an allegation of fraud
must specify: "(1) those statenents the plaintiff thinks were

fraudul ent, (2) the speaker, (3) where and when they were nade,
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and (4) why plaintiff believes the statenments fraudul ent."”

Koehl er v. Bank of Bernuda (New York) Ltd., 209 F.3d 130, 136 (2d

Cr. 2000).
The Securities Act of 1933

Section 11

"The Securities Act of 1933 was designed to provide
investors with full disclosure of material information concerning
public offerings of securities in commerce, to protect investors
agai nst fraud and, through the inposition of specified civil
liabilities, to pronote ethical standards of honesty and fair

dealing.” Ernst & Ernst v. Hochfelder, 425 U.S. 185, 195 (1976)

(citation omtted). Section 11 of the Securities Act provides
t hat any signer, director of the issuer, preparing or certifying

accountant, or underwiter nmay be liable if "any part of the

registration statenent, when such part becane effective,

contained an untrue statenent of a material fact or onmtted to

state a material fact required to be stated therein or necessary

to make the statenents therein not msleading . . . ." 15 U S C

§ 77k(a) (enphasis supplied).! "The section was designed to

10 Section 11 states in pertinent part:

[i]n case any part of the registration statenent, when such part
becane effective, contained an untrue statenent of a materi al
fact or omtted to state a material fact required to be stated
therein or necessary to make the statenments therein not

m sl eadi ng, any person acquiring such security . . . may sue --
(1) every person who signed the registration statenent;
(2) every person who was a director of . . . the issuer
(4) every accountant . . . who has with his consent been

named as having prepared or certified any part of the
regi stration statenent
(5) every underwiter with respect to such security.
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assure conpliance with the disclosure provisions of the
[ Securities] Act by inposing a stringent standard of liability on
the parties who play a direct role in a registered offering.”

Herman & Maclean v. Huddl eston, 459 U. S. 375, 381-82 (1983).

"[ Alny person acquiring a security issued pursuant to a
materially false registration statenent” has a cause of action
under Section 11 "unl ess the purchaser knew about the false

statenent at the tinme of acquisition.” DeMaria v. Andersen, 318

F.3d 170, 175 (2d G r. 2003) (citation omtted). Purchasers have
standing to sue whether they purchased at the tinme of the initial
public offering or in the aftermarket, and those who purchased
within twelve nonths after the issuance of the registration
statenent need not prove reliance in order to recover. 1d. at
176; 15 U.S.C. § 77k(a).

Al l egations that "material facts have been omtted" froma
regi stration statenent or "presented in such a way as to obscure
or distort their significance" are sufficient to state a claim

for violation of Section 11. |. Mever Pincus & Assocs., P.C. .

Qopenheinmer & Co., 936 F.2d 759, 761 (2d Gr. 1991) (citation

omtted). Material facts may "include not only information

di scl osing the earnings and distributions of a conpany but al so
t hose facts which affect the probable future of the conpany and
t hose which may affect the desire of investors to buy, sell, or

hol d the conpany's securities.”" Kronfeld v. Trans Wrld

Airlines, Inc., 832 F.2d 726, 732 (2d G r. 1987) (citation

15 U.S.C. § 77k.
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omtted). The "central inquiry” in determ ning whether a
statenent is msleading under Section 11 is "whether defendants’
representations, taken together and in context, would have m sl ed
a reasonabl e investor about the nature of the investment." |[.

Meyer Pincus, 936 F.2d at 761 (citation omtted); see also

DeMaria, 318 F.3d at 180.

Section 11(e), 15 U.S.C. § 77k(e), provides an affirmative
def ense for defendants who can prove that the loss in the val ue
of a security is due to sonething other than the all eged
m srepresentati on or om ssion on which the Section 11 claimis
premsed. It states:

That if the defendant proves that any portion or all of

such damages represents other than the depreciation in

val ue of such security resulting fromsuch part of the

regi stration statenent, with respect to which his

l[iability is asserted, not being true or omtting to

state a material fact required to be stated therein or

necessary to nmake the statenents therein not

m sl eadi ng, such portion of or all such danages shal

not be recoverabl e.

15 U.S.C. 8 77k(e). Although "not insurnountable,” defendants
burden in establishing this defense is heavy since "the risk of

uncertainty" is allocated to defendants. Akerman v. O yx

Commun., Inc., 810 F.2d 336, 341 (2d Gr. 1987).

Section 12

Section 12(a)(2) of the Securities Act, known prior to the
1995 PSLRA anendnments as Section 12(2), allows a purchaser of a
security to bring a private action against a seller that “offers
or sells a security . . . by neans of a prospectus or oral
communi cation, which includes an untrue statenent of a materi al

fact or omts to state a material fact necessary in order to make
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the statenments . . . not msleading.” 15 U S.C. 8§ 771(a)(2).
The section entitles the buyer

to recover the consideration paid for such security
with interest thereon, |ess the anount of any incone
recei ved thereon, upon the tender of such security, or
for damages if he no | onger owns the security.

ld.; Commercial Union Assur. Co. v. MIlken, 17 F.3d 608, 615 (2d

Cir. 1994); see also Randall v. Loftsgaarden, 478 U S. 647, 655

(1986) ("8 12(2) prescribes the remedy of rescission except where
the plaintiff no | onger owns the security.").

Section 12 turns on status, not scienter: it inposes
liability without requiring "proof of either fraud or reliance."

Gustafson v. Alloyd Co., 513 U S. 561, 582 (1995). |Instead,

plaintiff nmust show "only sonme causal connection between the
al | eged communi cation and the sale, even if not decisive."

Met romedia Co. v. Fugazy, 983 F.2d 350, 361 (2d Cir. 1992)

(citation omtted).
The PSLRA added an affirmati ve def ense npdel ed after Section

11 of the Securities Act. &ldkrantz v. Giffin, No. 97 Cv.

9075 (DLC), 1999 W. 191540, at *6 (S.D.N. Y. Apr. 6, 1999), aff'd,
201 F.3d 431 (2d Gr. 1999). The statute prohibits recovery to
t he extent that
t he person who offered or sold such security proves
that any portion or all of the anmpunt recoverable ..
represents other than the depreciation in value of the
subj ect security resulting fromsuch part of the
prospectus or oral communication, with respect to which
the liability of that person is asserted...
15 U.S.C § 771(b).
Def endants may be |iable under Section 12(a)(2) either for

selling a security or for soliciting its purchase. First,
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Section 12 creates a cause of action against sellers who "passed
title, or other interest in the security, to the buyer for

value." Pinter v. Dahl, 486 U S. 622, 642 (1988); see also

Wlson v. Saintine Exploration & Drilling Corp., 872 F.2d 1124,

1126 (2d Cir. 1989) (applying Pinter's 8§ 12(1) analysis to what
is now § 12(a)(2)); Capri_v. Mirphy, 856 F.2d 473, 478 (2d Gr

1988) (sane). To be liable as a seller, the defendant nust be
the "buyer's immedi ate seller; renote purchasers are precluded
frombringing actions against renote sellers. Thus, a buyer
cannot recover against his seller's seller.” Pinter, 486 U S. at
644 n. 21.

Second, persons who are not in privity wwth the plaintiff
may be liable if they "successfully solicit[ed] the purchase,
notivated at least in part by a desire to serve [their] own
financial interests or those of the securities owner." 1d. at

647; see also WIlson, 872 F.2d at 1126; Conmmercial Union

Assurance Co., 17 F.3d at 616. In finding that Section 12

included liability for solicitation, the Supreme Court observed

that, “[t]he solicitation of a buyer is perhaps the nost critical

stage of the selling transaction. . . . [and] the stage at which
an investor is nost likely to be injured.” Pinter, 486 U. S. at
646.

Underwiters nmay be |liable as sellers under Section
12(a)(2). In a firmcommtnment underwiting, “the underwiter
agrees to purchase an agreed upon percentage of the offering
irrespective of whether the securities can be sold in the public

mar ket; therefore, the underwiter bears the risk if the offering
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is undersubscribed.” Jackson Nat’'l Life Ins. Co. v. Merrill

Lynch & Co., 32 F.3d 697, 701 (2d GCr. 1994). The underwiter is

thus the owner of any unsold shares and can be liable as a

"seller"” for direct sales to the public for purposes of Section

12(a)(2). In re Anerican Bank Note Hol ographics, Inc. Sec.
Litig., 93 F. Supp. 2d 424, 438-39 (S.D.N.Y. 2000); cf. Inre

Deut sche Tel ekom AG Sec. Litig., No. 00 Cv. 9475 (SHS), 2002 W

244597, at *4-5 (S.D.N. Y. Feb. 20, 2002) (issuer not liable as
seller under 8 12(a)(2) because it had transferred title to
underwiters in accordance with a firmcomm tnment underwiting).
Section 15

Section 15 of the Securities Act attaches liability to
"[e]very person who, by or through stock ownership, agency, or
otherwise, . . . controls any person |liable" under Sections 11 or
12 of the Securities Act. 15 U S.C. § 770. To state a violation
of Section 15, a plaintiff nust plead (1) an underlying primry
violation of Sections 11 or 12 by the controlled person; and (2)
t he defendant's control over the primary violator. [Inre

Deut sche Tel ekom 2002 W. 244597, at *6 (noting intra-circuit

split). Section 15 provides an affirmative defense. It exenpts
fromliability a person who "had no know edge of or reasonabl e
ground to believe in the existence of the facts by reason of
which the liability of the controlled person is alleged to

exist." 15 U S. C. § 770.
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The Securities Exchange Act of 1934

Section 10(b) and Rule 10b-5
The fundanmental purpose of the federal securities |aws "was
to substitute a philosophy of full disclosure for the philosophy

of caveat enptor and thus to achieve a high standard of business

ethics in the securities industry." SEC v. Capital Gains

Research Bureau, Inc., 375 U S. 180, 186 (1963). Section 10(b)

of the Exchange Act in particular is designed to protect
i nvestors by serving as a "catchall provision” which creates a
cause of action for manipul ative practices by defendants acting

in bad faith. Hochfelder, 425 U. S. at 206

Section 10(b) provides that:

It shall be unlawful for any person, directly or
indirectly, by the use of any nmeans or instrunmentality
of interstate commerce or of the mails, or of any
facility of any national securities exchange - .

(b) To use or enploy, in connection with the purchase
or sale of any security registered on a national
securities exchange or any security not so registered,
.o any mani pul ati ve or deceptive device or
contrivance in contravention of such rules and
regul ati ons as the Comm ssion may prescribe as
necessary or appropriate in the public interest or for
the protection of investors.

15 U S.C 8§ 78j(b). Rule 10b-5, the parallel regulation,

descri bes what constitutes a mani pul ative or deceptive device and
provides that it is unlawful for any person, directly or
indirectly:

(a) To enploy any device, schene, or artifice to

def raud,

(b) To make any untrue statenment of a material fact or
to omt to state a material fact necessary in order to
make the statenments made, in the light of the

ci rcunst ances under which they were nade, not

m sl eadi ng, or

(c) To engage in any act, practice, or course of

busi ness whi ch operates or would operate as a fraud or

32



deceit upon any person, in connection with the purchase
or sale of any security.

17 CF.R § 240.10b-5; see also Press v. Chem |Inv. Servs. Corp.

166 F.3d 529, 534 (2d Cir. 1999). Plaintiffs' clains arise under
Section 10(b) and Rule 10b-5 of the Exchange Act.

To state a cause of action under Section 10(b) and Rule 10b-
5 a plaintiff nust allege that "the defendant, in connection with
t he purchase or sale of securities, nmade a materially fal se
statenent or omtted a material fact, with scienter, and that
plaintiff's reliance on defendant's action caused injury to the

plaintiff." Lawence v. Cohn, 325 F.3d 141, 147 (2d G r. 2003)

(quoting Ganino, 228 F.3d at 161); see also Kalnit, 264 F.3d at
138 (citation omtted). Section 10(b) clainms sound in fraud, and
nmust satisfy the pleading requirenents of Rule 9(b) and the

PSLRA. See In re Scholastic Corp., 252 F.3d 63, 69-70 (2d Cr

2001).
1. Statements and omissions
A statenment is material where there is a substantia
i kelihood that a reasonabl e person would consider it inportant

when deci di ng whet her to buy or sell securities. Halperin v.

eBanker USA. com Inc., 295 F.3d 352, 357 (2d Cr. 2002).

St at enents of opinion and projections are actionable if they are
"worded as guarantees or are supported by specific statenents of
fact, or if the speaker does not genuinely or reasonably believe

them"™ [Int'l Bus. Mach. Corp. Sec. Litig., 163 F.3d 102, 107 (2d

Cir. 1998) (citation omtted). For each statenent or om ssion,
the court nust determ ne whether "defendants' representations or

om ssions, considered together and in context, would affect the
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total mx of information and thereby m sl ead a reasonabl e
i nvestor regarding the nature of the securities offered.”

Hal perin, 295 F.3d at 357; see also Basic v. Levinson, 485 U.S.

224, 231-32 (1988); In re Time Warner, Inc. Sec. Litig., 9 F.3d

259, 267-68 (2d Cr. 1993).

The "bespeaks caution" doctrine instructs courts to consider
the "total mx" of information available to a reasonabl e investor
to determ ne whether cautionary |anguage in a docunent woul d have
prevented an investor frombeing msled. Halperin, 295 F. 3d at
357. To be effective, the cautionary |anguage nust warn of or
directly relate to the risk that brought about the plaintiff's
loss. 1d. at 359; DeMaria, 318 F.3d at 181-82. Conversely,

m srepresentations will be imuaterial as a matter of |aw where
"it cannot be said that any reasonabl e investor could consider
theminportant in |ight of adequate cautionary |anguage set out
in the sane"” docunent. Halperin, 295 F.3d at 357. A conpl aint

fails to state a claimonly if "no reasonable investor could have

been m sl ed about the nature of the risk.”™ |1d. at 359 (enphasis
in original).

The PSLRA added a statutory "safe harbor™ for forward-
| ooking information. It applies only to statenments acconpani ed
by neani ngful cautionary | anguage or which are not proven to have
been made with actual know edge that they were false or

msleading. See In re Nortel Networks Corp. Sec. Litig., 238 F

Supp. 2d 613, 629 (S.D.N. Y. 2003); see 15 U.S.C. 88 77z-
2(c)(2)(A) (i) and 2(c)(1)(B) (1), 78u-5(c)(1)(A)(i) and
5(c)(1)(B)(2) (safe-harbor provisions).
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2. Scienter

"The requisite state of mnd, or scienter, in an action
under section 10(b) and Rule 10b-5, that the plaintiff nust
allege is an intent to deceive, manipulate or defraud." Kalnit,
264 F.3d at 138 (citation omtted). |In the Second Circuit,
plaintiffs alleging securities fraud have | ong been required to
state with particularity "facts that give rise to a strong

i nference of fraudulent intent." Acito v. |IMCERA Goup, Inc., 47

F.3d 47, 52 (2d G r. 1995); see also San Leandro Energency Med.

Gp. Profit Sharing Plan v. Philip Mrris Cos., 75 F.3d 801, 812

(2d Gir. 1996).
When Congress passed the PSLRA it required that

[i]n any private action arising under this chapter in
which the plaintiff may recover noney damages only on
proof that the defendant acted with a particular state
of mnd, the conplaint shall, with respect to each act
or omssion alleged to violate this chapter, state with
particularity facts giving rise to a strong inference
that the defendant acted with the required state of

m nd.

15 U.S.C. §8 78u-4(b)(2) (enphasis supplied). The PSLRA raised

t he nati onwi de pl eadi ng standard for securities fraud but did not
alter the level of pleading previously required by the Second
Crcuit. Kalnit, 264 F.3d at 138; Ganino, 228 F.3d at 170; Novak
v. Kasaks, 216 F.3d 300, 310 (2d Cir. 2000).

The Second Circuit standard provides that "plaintiffs nust
allege facts that give rise to a strong inference of fraudul ent
intent. The requisite 'strong inference' of fraud may be
established either (a) by alleging facts to show t hat defendants
had both notive and opportunity to conmt fraud, or (b) by

alleging facts that constitute strong circunstantial evidence of
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consci ous m sbhehavi or or recklessness.”" Acito, 47 F.3d at 52

(citation omtted); see also Kalnit, 264 F.3d at 138; Rothman,

220 F. 3d at 90.

The Second Circuit also has noted, however, that because
Congress did not nention the pleading of "notive and opportunity”
as a neans to establish the "strong inference" of scienter,
courts "need not be wedded to these concepts in articulating the
prevailing standard.” Novak, 216 F.3d at 310. Nonethel ess, the
Second Circuit has continued to rely on facts denonstrating that
a defendant had both the notive and the opportunity to commt
fraud in evaluating the adequacy of scienter allegations. See,

e.d., Inre Scholastic Corp., 252 F.3d at 74-76. It has

identified four types of allegations that nay support a strong
i nference of scienter:
[Where the conplaint sufficiently alleges that the
defendants: (1) benefitted in a concrete and personal
way fromthe purported fraud; (2) engaged in
deliberately illegal behavior; (3) knew facts or had
access to information suggesting that their public
statenents were not accurate; or (4) failed to check
information they had a duty to nonitor.
Novak, 216 F.3d at 311 (citation omtted).
(a) Motive and opportunity
"Mdtive would entail concrete benefits that could be
realized by one or nore of the false statenents and w ongf ul
nondi scl osures all eged. Opportunity would entail the neans and
i kely prospect of achieving concrete benefits by the neans
al l eged.” Novak, 216 F.3d at 307 (citation omtted).
General allegations that identify the sane notives

"possessed by virtually all corporate insiders"” are not
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sufficient to create a strong inference of fraudulent intent.
Id. Plaintiffs cannot, for exanple, rest solely 