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Alan G. Heves, Comptroller of the State of New Y ork, as Adminigtrative Head of the
New York State and Loca Retirement Systems and as Trustee of the New Y ork State Common
Retirement Fund (the “NY SCRF’ or “Lead Plaintiff”), respectfully submits this memorandum of law in
opposition to the motions to dismissfiled by Defendants Sdlomon Smith Barney Inc. (“Sdomon”), Banc
of America Securities LLC, Deutsche Bank Alex. Brown Inc. (nk/a Deutsche Bank Securities, Inc.),
Chase Securities Inc. (/k/a J.P. Morgan Securities Inc.), Lenman BrothersInc., Blaylock & Partners,
L.P., Credit Suisse First Boston Corporation, Goldman, Sachs & Co., UBS Warburg LLC, ABN
AMRO Incorporated, Utendahl Capita Partners, L.P., BNP Paribas Securities Corp., Fleet Securities,
Inc. and J.P. Morgan Chase & Co. (together, the “ Underwriter Defendants’);* Citigroup, Inc.,
Sadomon and Jack Grubman (together, the “ Sdomon Defendants’); Clifford Alexander, Jr., James
Allen, Judith Areen, Carl Aycock, Max Baobbitt, Francesco Gaed, Stiles Kdlett, Jr., Gordon Macklin,
John Porter, Bert Roberts, Jr., John Sidgmore, and Lawrence Tucker (together, the “Director
Defendants’); Arthur Andersen LLP (*Andersen”) and Méelvin Dick (“Dick”) (together, the “ Andersen
Defendants’);? and

Bernard Ebbers?

! Lead Plaintiff isin the process of serving four non-moving underwriters named in its complaint
-- Caboto Holding SIM S.p.A., Mizuho Internationa plc, Tokyo-Mitsubishi Internationd plc, and
Westdeutsche Landesbank Girozentrde (nk/aWestLB AG) -- through the Hague Convention.
Counsd for the Underwriter Defendants have indicated that they have asked these Defendants for
permission to accept service on their behdlf.

2 Lead Plaintiff has yet to locate and serve former Andersen partner Mark Schoppet, and
Andersen’s counsel has refused to accept service on this Defendant’ s behdf. Counsdl for Defendants
Arthur Andersen UK and Andersen Worldwide SC have recently accepted service and requested
extensons of their time to respond to the complaint. The NY SCRF agreed to those requests, and the
parties will submit a proposed briefing schedule to the Court shortly.

3 On December 5, 2002, the Court granted the motions of Defendants Scott Sullivan and
David Myersfor agtay of further proceedings againgt them in both this litigation and the parale
WorldCom ERISA litigation until the crimina charges pending againgt them in this Didtrict have been



PRELIMINARY STATEMENT

With one notable exception, the motions to dismiss ask this Court to conclude, &t this
preiminary stage, that none of the gatekeepers on whom the investing public relied should be required
to answer for ther role in the largest corporate debacle in history. Rather than answer the detailed
dlegations of the NY SCRF s Class Action Complaint (“Complant”), the moving Defendantsraise a
host of legd and technica chalenges intended to deny the victims of this multi-billion dollar fraud their
day in court -- to deny those who invested in WorldCom, Inc. (“WorldCom” or the “ Company”) the
opportunity to fully illuminate in a public forum what occurred at WorldCom and why, and to show
how those who participated in, knew of, or recklesdy and/or negligently disregarded what took place
at the Company should be made to answer to the victim investors. As described more fully below,
these chalenges to the Complaint are unavailing, and the motions to dismiss should be denied in thair
entirety.

The exception referred to above is a substantial concession by the Director Defendants. They
have not challenged Count I, and thereby concede that the Complaint adequately pleads that they
violated Section 11 of the Securities Act of 1933 (* Securities Act”) in connection with WorldCom
bond offerings in May 2000 and May 2001 (together, the “ Offerings’). That clam -- and thislitigation
-- will therefore proceed to discovery, notwithstanding the five motions to dismiss.

With regard to the other claims against them, the Director Defendants assert various legd

arguments about why those claims should be extinguished at the pleading stage. None of those

resolved. Despite being served on November 27, 2002, Defendant Buford Y ates, Jr. has not yet filed
an gppearance in this action or responded to the Complaint. WorldCom is not a defendant in these
proceedings because it filed for bankruptcy protection on July 21, 2002.
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arguments withstands scrutiny. They argue that Count V1, which dlegesthat certain of the directors
violated Section 10(b) of the Securities Exchange Act of 1934 (“Exchange Act”), should be dismissed
because the Complaint fails to comply with the pleading standards of the Private Securities Litigation
Reform Act of 1995 (“PSLRA”) and Fed. R. Civ. P. 9(b). Specificdly, they contend that the
Complaint improperly engagesin “group pleading” rather than trace any fdse satement to the directors
named in Count V1, and dso fallsto dlege that they acted with scienter. As demongrated below (Point
11.B.), their arguments are without merit. The *group pleading” argument has no gpplication here
because each of the directors personally sgned the regigration statements and other WorldCom filings
a issue. Asfor scienter, the Complaint amply aleges that Defendants Allen, Areen, Bobbitt and Gaes
-- members of the Audit Committee specificaly responsble for safeguarding the integrity of the
Company’sfinancid statements -- were, at the least, reckless, and that the conduct of Gales and
Kdlett, the only other Director Defendant charged with violating Section 10(b), was tainted by “motive
and opportunity” aswell asrecklessness. The Director Defendants aso contend that WorldCom’'s
directors should be given a pass from any responghbility as “control persons’ under Section 15 of the
Securities Act (Count 11, in connection with the Offerings) and Section 20(a) of the Exchange Act
(Count V11, in connection with the fraud claims). As explained below (Point 111), the notion that this
board of directors (the “Board”) lacked either control or *culpable participation” in the meltdown at
WorldCom is aso without meit.

The Underwriter Defendants, like the Director Defendants, do not dispute that the Complaint
properly dleges a Section 11 claim against them in connection with the Offerings (Count 1V). Nor do
they chalenge the viahility of the Section 12(a)(2) clam brought againgt them in connection with those

same Offerings (Count V). Rather, they contend that these Securities Act clams must be dismissed
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because this Court gppointed alead plaintiff that did not purchase bonds on the Offerings.
Unfortunately for the Underwriter Defendants (and the Salomon Defendants, Andersen, and Ebbers,
who adopt this argument as well), this point rests on a fundamenta misgpprehension of the lead plaintiff
provisons of the PSLRA, which was never intended to excise from a consolidated class action dlams
that the lead plaintiff does not itself possess -- particularly where, as here, the consolidated complaint
specificdly identifies named plaintiffs who do have those clams (Point 1.B.). Asthe Underwriter
Defendants are constrained to concede, the very argument they make here was emphaticaly rejected in
this Didtrict just afew weeks ago, when Judge Scheindlin issued her ruling on the mations to dismissin

In re Initid Pub. Offerings Sec. Litig., No. 21 MC 92, 2002 U.S. Dist. LEX1S 23823 (S.D.N.Y. Dec.

12, 2002) (hereafter, “1PO Sec. Litig.”). After reviewing the history and congtruction of the pertinent
PSLRA provisons, Judge Scheindlin observed,

The fact that the lead plaintiff isto be sdected in accordance with objective criteria that
have nothing to do with the nature of the claims. . . srongly suggests the need for
named plaintiffsin addition to any lead plaintiff. Courts are congtrained to choose a
lead plaintiff who has, among other things, the largest financid stake in the outcome of
the case. It stands to reason that in many cases, the ingtant cases included, the plaintiff
with the largest financid interest may not have standing to sue on dl causes of action.
There is nothing to suggest that, in those cases, Congress intended that plaintiffs must
file an entirdly separate class action lawsuit when, in any other context, a subclass
would suffice.

Id. a *14 (citing Newby v. Enron Corp. (In re Enron Corp., Securities Litigation), 206 F.R.D. 427,

451 (S.D. Tex. 2002) (heresfter, “Enron Sec. Litig.”).

The standing arguments proffered by the Underwriter Defendants againg the plaintiffs who did
purchase bonds in the Offerings are dlso ill-founded. As explained below (Point I.C.), the County of

Fresno (“Fresno”), the Fresno County Employees Retirement Association (*FCERA”), and HGK



Asset Management, Inc. (“HGK”) (together, the “Named Plaintiffs’) do not suffer from any of the
various incapacities aleged by these Defendants. Accordingly, Counts IV and V must be sustained.

In the course of its investigation into the collgpse of WorldCom, the NY SCRF concluded that
one of the Underwriter Defendants, Sdlomon, was in position well before the Offerings to know that
WorldCom' s regigtration statements did not reflect the Company’ s actud condition. As recounted
more fully below (Point 11.D.), no one on Wall Street was better qudified to see through financia
chicanery in atedlecommunications company than Salomon’s superdar andyst, Jack Grubman -- and no
one had his finger more firmly on the fisca pulse of WorldCom. Former senior Sdomon indders --
including one source who had routine contact with Grubman and senior officers a WorldCom
(including CFO Sullivan) -- confirmed that Grubman’s access to Sullivan and Ebbers (and vice versa)
was extraordinary. More ominoudy, the NY SCRF learned that Grubman had abandoned the long-
time andytica modd he had used to vaue telecommunications companies a just the point in time when
continued use of that modd would have flagged WorldCom' s fading business for the investing public
(and in particular, purchasersin the May 2000 Offering). Significantly, when Grubman changed
models, he did it for one company only -- WorldCom -- yet continued to use his long-time modd for
the other companies he covered for another two years.

Further, in addition to gathering additiona evidence concerning two issues drawing widespread
scrutiny as the WorldCom scandd broke -- Grubman’ s incessant touting of the Company in his andyst
reports and Salomon’'s campaign to ddliver lucrative sharesin “hot” 1POs to senior WorldCom decison
makers -- Lead Plaintiff so discovered the previoudy undisclosed fact that Sdomon’s corporate

sbling, The Traveers Insurance Company (“Travders’), loaned severad hundred million dollarsto an




Ebbers-controlled entity shortly before Sdomon was sdected to underwrite the $5 hillion Offering in
May 2000.

None of these facts -- or the fact that Grubman’'s $20 million salary was directly affected by
how much business the Company he was praising would send to Salomon -- had been disclosed to the
investing public. In light of Sdomon’s reckless disregard of financid information Grubman was uniquely
positioned to access and andyze, and because Slomon faled to inform investors of its deeply
conflicted relationship with senior WorldCom executives, the Complaint aleges that this particular
underwriter is liable to bond purchasers not only under Sections 11 and 12(a)(2) of the Securities Act
(Counts 1V and V, discussed above), but aso -- together with Grubman -- for fraud under Section
10(b) of the Exchange Act (Count 1X). The fraudulent satements and omissons that infected the
registration statements for the Offerings dso pervaded Grubman's andyst reports, which thus form the
basis for a Section 10(b) claim for open-market stock and bond purchasers (Count X).

Sdomon and Grubman move to dismiss Counts X and X on three primary grounds. (1) the
Complaint failsto alege that anyone at Sdomon “knew” of the fraud & WorldCom; (2) the Complaint
falsto plead loss causation; and (3) Sdomon had no duty to disclose to investors any of the highly
materid conflicts described a length in the Complaint. As demonstrated below (Point 11.D.), these
arguments are without merit.

With respect to the accounting fraud, Sdomon and Grubman fail to acknowledge that it is

aufficient if the Complaint alleges that they recklessly disregarded evidence that fraud was afoot, and the

Complaint amply demongirates that Grubman and Salomon did so. The Complaint dso shows that the
fdse and mideading statementsin both the regidtration satements and Grubman’s andyst reports

contributed to the investors osses because those statements helped artificialy boost the prices of
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WorldCom’s stock and bonds. Moreover, contrary to what the Salomon Defendants contend, the
conflicts between Grubman, Salomon and WorldCom did in fact surface savera months before
WorldCom filed for bankruptcy -- and those disclosures had a dramatic impact on the price of
WorldCom securities. Findly, both the statutory framework and well-settled securities jurisprudence
required Salomon to disclose the various conflicts described in the Complaint.*

Andersen’s chdlenge to Count 111, which charges it with violating Section 11 in connection with
the Offerings, islimited to adopting the Underwriter Defendants argument that Securities Act clams
may not be prosecuted in this consolidated class action because the NY SCRF is the Lead Plaintiff.
Andersen does not dispute that the Complaint properly pleads a Section 11 clam againgt it and, as
mentioned above, the standing argument it incorporates by reference fails. With regard to the Section
10(b) claim against them (Count V111), Andersen and its audit partner on the WorldCom account,
Dick, suggest that, if only the Court would (8) ignore the fact that their audits missed at least $9 billion
in fictitious earnings (over fifteen times the amount restated in Enron); (b) ahost of “red flags’
concerning the accounting fraud; and (c) an e-mail which confirms that Andersen was on actua notice
of fraudulent accounting a WorldCom more than two years -- and $17 hillion in bond sales -- before
the scanda broke, then there would be no basisto keep them in this case. As demondtrated in Point

[1.C., Andersen’ s arguments that it should be dismissed from this case are meritless.

4 The Sdomon Defendants sole challenge to the Section 20(a) “ control person” claim against
Citigroup and Salomon (Count X1) isthat Plaintiffs have faled to plead an underlying violation of the
securities laws in either Count IX or X. They do not dispute that, if these violations were adequately
pled (asthey were), Citigroup is acontrol person of Slomon and Salomon is, in turn, a control person
of Grubman (or a least it was, until Grubman resigned and subsequently agreed to alifetime ban from
the securities indudtry).

-7-



Findly, WorldCom's founder and long-time CEO Ebbers argues that, as a matter of law, he
cannot be held lidble for the $9 billion fraud at WorldCom on the basis of the dlegationsin the
Complaint. Ebbers argument is essentidly that the fraud implemented by his hand-picked CFO may
not be ascribed to him, even though Sullivan told investigators that Ebbers was fully aware that
hundreds of millions of dollars of expenses had been moved into capitd expenditures accounts to inflate
the Company’ s earnings. Ebbers argument runs directly contrary to the well-established principle that
dlegationsin acomplant are to be viewed most favorably to the plantiff (Point 11.A.). Hisrelated
argument that the facts dleged in this Complaint are somehow not credible or reliable must likewise be
rgected. Indeed, when offered the opportunity to put his own credibility on the line and explain to
Congress last summer how he could have been oblivious to the fact that his management team was
orchedtrating the largest corporate fraud in history, Ebbers invoked the Fifth Amendment.

As shown below, the Complaint amply satisfies the requirements of the Federd Rules of Civil
Procedure and the PSLRA. The motions to dismiss should be denied.

STATEMENT OF FACTS®

TheFraud at WorldCom

By now, the world is painfully aware of the fraud that engulfed WorldCom, bringing what was
once the second largest telecommunications company in the world to its knees. Between early 1999

and June 2002, WorldCom overgtated its publicly reported earnings by an amost incomprehensible $9

5 OnaRule 12(b)(6) motion to dismiss, the Court must presume that the Complaint’s
dlegaions are true and give Lead Plaintiff the benefit of every favorable inference that can be drawn
fromitsdlegations. See Taylor v. Vermont Dept. of Educ., 313 F.3d 768, 776 (2d Cir. 2002);
Cromer Fin. Ltd. v. Berger, 137 F. Supp. 2d 452, 468 (S.D.N.Y. 2001) (Cote, J.).
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billion. 5.8 The accounting fraud, by far the largest in history, plunged the Company into bankruptcy,
catapulted public outrage over duplicity within corporate Americato heights never before seen, and
resulted in numerous investigations, Congressond inquiries and, ultimately, the most extensive overhaul
of the nation’ s securities laws since enactment of the Exchange Act in 1934. 111, 7, 8, 105, 253, 295.

What is as notable as the magnitude of the fraud is that it was accomplished through accounting
gimmicks that were smple to perpetrate and, had the gatekeegpers on whom the investing public relied
not looked away, just as Smpleto uncover. Essentialy, some of WorldCom's most senior officers,
including its Chief Financid Officer and Controller, would St down at the end of each quarter, compare
the Company’ s actud financid results with the consensus estimates of Wall Street analysts and, when
they determined that the actud results missed those estimates (usudly by awide margin), employ naked
accounting chicanery to erase hundreds of millions of dollars of expenses, thereby engineering phony
profits and ensuring that the Company would report “results’ which met expectations. [ 3, 89-95, 98-
101. The mechanics of the fraud were so rudimentary that a KPMG audit partner who later reviewed
the
accounting manipulations at WorldCom concluded that this was *an open and shut case;” another
accounting expert stated that “[t]hisis basic suff.” 194, 318.

The admitted accounting manipulations were accomplished in two ways. Firgt, WorldCom

inflated reported income by drawing on reserves that had supposedly been established to cover

¢ References to the paragraphs of the Complaint are cited to hereinas“Y__.” AsWorldCom
has admitted, the Company overstated its pretax earnings by at least $209 million in 1999; $3.257
billion in 2000; $3.382 hillion in 2001; and $835 million in the first quarter of 2002. §322. There are
reports that an additiond $2 billion in restatements may be forthcoming. 5. The Company has not
filed restated financia statements or quantified the find sze of the restatement, however, and the various
investigations of the fraud are continuing. Thus, it is quite possible, if not likely, that the restatement will

be even larger.
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“merger-related” codts. 1184. Specificaly, by no later than the third quarter of 2000, WorldCom's
senior management began to ingtruct employees to make unsupported journa entries in the Company’s
generd ledger which credited, or reduced, the Company’ s line cost expenses by an amount necessary
to meet estimates.” {3, 90. These instructions were made at the end of the quarter, after
WorldCom' s books for the quarter had closed, when WorldCom knew the precise amount by which
its earnings would miss Wall Street estimates. 3. Then, to make these entries balance on
WorldCom's generd ledger, the Company’s CFO, Sullivan, ordered that various reserve accounts be
debited in amounts equivaent to the line cogt credits. 191(c). Sgnificantly, there was no
documentation to support these massive “adjustments,” nor was there any legitimate business rationde
for these machinations. 3. Instead, the adjustments were made to camouflage the marked
deterioration in WorldCom' s business and to make it appear that WorldCom was a strong, profitable
company, when in fact the opposite wastrue. 68. AsWorldCom'sformer Controller ultimately
admitted, “1 was ingtructed on a quarterly basis by senior management to ensure that entries were made
to falsfy WorldCom' s books to reduce WorldCom'’ s reported actua costs and therefore to increase
WorldCom'’sreported earnings.” 3. Through these fraudulent acts, WorldCom' s management
improperly inflated its earnings by $1.235 billion during the third and fourth quarters of 2000 done.
193.

AsWorldCom' s business continued to deteriorate, it became clear that WorldCom’s merger
reserves had become so depleted that management could not continue to draw upon them to cover up

WorldCom'’ s true financia condition. §94. Thus, the Company turned to a second, abeit related,

" Line cogts are the fees that WorldCom pays local telephone companiesto carry the cals of
WorldCom'’s customers. 1/ 88.
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method of committing financia fraud to meet the Street’ s expectations. Beginning no later than the first
quarter of 2001, WorldCom'’ s senior management began instructing WorldCom employees to
fraudulently account for line cost expenses as capitd expenditures. 95(c). Again, these accounting
adjustments were made without any supporting documentation or legitimate busnessrationde. 3.
Over the next five quarters, WorldCom treated a substantia portion of its line cost expenses as “cepitd
investments,” and recorded them as an asset on the Company’ s balance sheet, where they would be
depreciated over time, rather than being recorded as expenses, which would have had a huge and
immediate adverse impact on WorldCom' s reported profits. 94. Thiswas ablatant and egregious
violation of generdly accepted accounting principles (“GAAP’), which specificaly provide that line
costs are to be accounted for as expenses, and cannot be capitalized. 1d. Indeed, prior to 2000,
WorldCom had aways accounted for line cogts, which -- as Defendants such as Grubman and the
Andersen Defendants surely knew -- condtituted its Single biggest operating expense, as an expense
and had reported line costs as a separate line item on its income statements as part of its operating
expenses. §188. Through these fraudulent acts, WorldCom improperly inflated its reported income
from 2001 through the first quarter of 2002 by a staggering $3.8 hillion. 3.

On June 25, 2002, WorldCom issued a press release announcing that an interna audit had
discovered approximately $3.8 billion of improperly reported earnings for 2001 and the first quarter of
2002 and that it would retate its financid satements for thistime period. 104. Immediately after this
announcement, numerous governmenta entities launched invedtigations into WorldCom' s financid
datements. 1105. The Securities and Exchange Commission (“SEC”) filed its civil fraud complaint
againg WorldCom (the “SEC Complaint”) the very next day. 7. The President of the United States

cdled the sunning disclosure “outrageous,” and the Chairman of the SEC labdled it “fraud, not a
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mistake” [d. On July 8, 2002, Ebbers and Sullivan were summoned to testify before the House
Committee on Financid Services where, in front of the nation, they refused to offer any explanation for
what had occurred a WorldCom, ingtead invoking their Fifth Amendment rights againgt self-
incrimination. 117, 106. Two weeks later, WorldCom filed the biggest bankruptcy in history. 6.

As was subsequently disclosed, the fraud began long before the third quarter of 2000. In fact,
interna WorldCom e-mails show that WorldCom senior management was cooking the books by
improperly recording line cost expenses by no later than the first quarter of 2000. 196. Moreover,
while the find restatement has not been announced, the Company has since admitted thet its earnings
for 1999 were materidly overstated by hundreds of millions of dollars, and that as aresult the
Company will be required to retate its results for 1999 in addition to those for 2000, 2001 and the first
quarter of 2002.

Sullivan wasindicted in this Didtrict for securities fraud and related charges on August 28,
2002. 118. Four other senior WorldCom employees have pled guilty to multiple felonies, including
securities fraud and conspiracy to commit securities fraud. In pleading guilty, each of these employees
admitted that the fraud had been committed at the behest of WorldCom's senior management. 1d.

The Fraud Occurred Because of a Corporate Culture That
Condoned Fraud, and Because the Gatekeepers Were Complicit

A fraud this large and this brazen does not happen overnight, and it does not occur in avacuum.
Rather, it occurred because WorldCom' s corporate culture condoned subterfuge and because the
gatekeepers -- the auditors, the Board, and the underwriters -- were either complicit or adeep at the

switch. As The Washington Post reported following an extensve investigation of the fraud, there was
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rampant “interna chicanery and corruption” a WorldCom in the years preceding the restatement.

337(a).

The Washington Post determined that WorldCom employees routinegly booked orders for
services and equipment to meet revenue targets regardless of whether these items had actudly been
ordered and that employees often falsfied sales to boost their commissons. Id. Moreover, for years,
WorldCom had fraudulently used “cookie ja” merger reservesto atificidly inflate earnings. The
Company’s growth was predicated on aggressively pursuing acquisitions, and by 1998, WorldCom
had acquired more than sixty companies vaued at more than $70 billion. §80. With each acquistion,
WorldCom would take huge charges to account for merger-related costs. §83. However, WorldCom
would include in the charges the costs of the acquired company’ s expenses in the future, so that they
would not have to be recorded in the periods in which they were actualy incurred. 1d. WorldCom
would aso tap into these reserves when necessary to boost income. §84. The fact that WorldCom
was engaging in these machinations was well known at the Company; in fact, in early 2000 Ebbers
assured WorldCom employees that “we won't have to worry about earnings for years,” precisay
because he knew the Company would be able to make up for any shortfdl in its results by dipping into
its reserves when necessary. 1 296(b).

Ebberswaswrong. By late 1999 and early 2000, the fundamentals in the telecommunications
industry had started to deteriorate markedly, at the same time that WorldCom' s fixed expensesin the
form of line costs wereincreasing. 1182, 275. WorldCom's senior executives recognized that
business was rapidly deteriorating, and its improper accounting began to attract attention within some
quarters of the Company. 189. In March 2000 -- two years before the fraud was disclosed and

before some $17 billionin WorldCom bonds were sold to the unsuspecting public -- Steven Brabbs,
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then WorldCom's Director of Internationa Finance & Control, sent an e-mail to WorldCom executives
and Andersen, the Company’ s purportedly independent auditor, notifying them that, after the books for
the Internationa Divison had closed for the first quarter of 2000, an entry had been made on the books
that reduced the Internationa Divison'sline cost expenses by $33.6 million. 196(a). When Brabbs
questioned the entry, he discovered that Sullivan had directed the entry be made, but Brabbs never
received any judtification for this accounting trestment. 1d. Shortly theresfter, in April 2000, Brabbs
reviewed his divison'sfirg quarter results and the questionable transfer with a“high level” Andersen
UK partner in the United Kingdom. 1 96(b). Brabbstold the Andersen UK partner that the increase
in margin trend as aresult of the fraudulent transfer was *“obvious’ and urged him to consult with
Andersen in the United States. 1d. Shortly theresfter, Brabbs received an email from Myers, who
expressed anger that Brabbs had raised the issue with Andersen. 1196(c). The entry was never
corrected; to the contrary, to try to hide the adjustment, WorldCom established afictitious entity and
placed the costs on the books of that sham entity, where it remained until the fraud was disclosed more
than two years later. 96(d).

The first gatekegper had thus become complicit in the fraud. AsWorldCom' s independent
auditor, Andersen was required to exercise professona skepticism in conducting the WorldCom

audits. Despite having actua knowledge that WorldCom' s management was fraudulently capitalizing

line costs that should have been treated as regular operating expenses, none of the Andersen entities
ever investigated WorldCom' s practices of accounting for these line costs or corrected the accounting
treatment. 196, 317. Indeed, these phony journa entries remained on WorldCom'’ s books until after
Andersen was replaced as WorldCom' s auditor in May 2002. 1 317. Had the Andersen entities ever

brought the required leved of “professona skepticism” to areview of WorldCom's generd ledger, they
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would have seen hillions of dollars worth of entries that had no supporting documentation. 432.
Instead, they turned a blind eye and alowed the fraud to continue.

As 2000 continued, the telecommunications industry continued to deteriorate. 1 88. By July
2000, WorldCom's most senior officers were well aware that WorldCom' s revenues were faling
precipitoudy and that this decline “ crested a substantia risk that WorldCom' s publicly reported income
would fail to meet the expectations of Wall Street anadlysts.” /89 (quoting SEC Complaint). In
October 2000, only days before the Company was to announce its third quarter results, Sullivan told
Sidgmore -- then the Vice Chairman of the Board -- that WorldCom wasin a“redly scary” stuation of
escdating costs and declining revenue. §338. Sidgmore responded “Wow! | had no ideathat the
revenue growth had deteriorated that much,” and added that “it's going to take some pretty fancy

explaning” Id. (quoting an e-mail described by The Washington Post). Sullivan agreed, and told

Sidgmore that, to make sure WorldCom would meset its earnings targets for the third quarter, Sullivan
would make some accounting manipulations, reclassfying what should have been booked as revenue as
“cost reductions.” Id. Asaresult, on October 26, 2000, WorldCom reported results that, while
faling short of revenue estimates, nonetheless met or exceeded andysts earnings expectations. { 339.
Once again, another supposed gatekeeper -- the Vice Chairman of the Board -- had acquiesced to
Sullivan’s manipulaions.

Despite the accounting machinations, WorldCom' s business continued to fade, and Ebbers and
his colleagues became increasingly desperate. In January 2001, Ebbers had dinner with, among others,
Sullivan, Myers, Ron Beaumont (WorldCom's Chief Operating Officer), and another senior
WorldCom employee, Tom Bodey, to discuss the state of the Company’sbusiness. 199. Aslater

recounted in aMyers e-mall, at that dinner, with Ebbers looking on, Bodey volunteered “to do
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whatever necessary” to get WorldCom's margins back in line. 199(b). Sullivan later ingtructed
Myersto tel Bodey tha “he needs to get to work now” on ensuring the fictitious numbers were input as
soon aspossible. 99. At the same time, WorldCom' s internal audit department was instructed not to
do any auditing or review of the Company’sfinancid statements. §102. Almost Smultaneoudy,
WorldCom began to fraudulently capitadize billions of dollars of line cost expenses, radicdly inflating
earnings. 1 107.

Despite various Defendants' efforts to inflate the Company’ s financid results, WorldCom's
stock price had fallen from a Class Period® high of $65 (] 6) to $27 by the end of September 2000 (1
299). Asareault, Ebbers, who had secured huge loans using his WorldCom stock as collaterd, faced
margin cals from his lenders, which would have required him to sall material amounts of his WorldCom
stock. 1297(a). Accordingly, from September through December 2000, the Board “loaned” Ebbers
$100 million of the shareholders money and guaranteed an additiona $100 million of Ebbers loans
from Bank of America. 297(c). Since these corporate loans were aso secured by Ebbers
WorldCom stock, Ebbers and every member of the Board knew that, if WorldCom did not make its

numbers, WorldCom' s stock would collgpse and its high-profile CEO would face financid ruin. 297.

AsThe Wdl Street Journd later reported, the Board and WorldCom'’ s senior management felt
enormous pressure to report strong earnings, a“horrible, miserable environment because the CEO was
margined out of hismind.” Id.

Y et another gatekeeper, the Audit Committee of the Board, composed of Defendants

Max Baobbitt, Judith Areen, James Allen, and Francesco Galed, dso failed to discharge its heightened

8 Asdefined in the Complaint, the Class Period encompasses the period between April 29,
1999 and June 25, 2002.
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respongibilities to investors. By the end of 2000, WorldCom had taken over $1.2 billion from merger
reserves with no supporting documentation, yet the Audit Committee failed to question this clear fraud.
1191-93, 325, 380. The Audit Committee (and the rest of the Board) similarly falled to question the
massive re-classfications of line cost expenses as capital expenditures in 2001 and 2002,
notwithstanding that such capita expenditures had not been approved by the Board. {1 383-85; see
aso 7194

Further, athough the Audit Committee was specificaly responsible for ensuring that WorldCom
had adequate interna controls to deter management fraud, the Audit Committee’ s own notes reved
that, by no later than June 2001, it was aware of serious problems with the internd controls at
WorldCom, yet did nothing meaningful to address these deficiencies. §314. For example, the Audit
Committee was informed that sales personnel throughout the Company were shifting accounts from one
billing system to another to create fictitious sales, which alowed them to receive commissons on these
purported sales. 1d. The Audit Committee aso knew that WorldCom employees were routingly
booking sales when customers had not even ordered the product, solely to meet revenue targets. 1d.
The Audit Committee -- those members of the Board specificaly charged with ensuring the integrity of
the financia statements -- knew that there were materia wesknesses in WorldCom'sinterna controls,
knew that the Company’ s business was deteriorating, but that somehow the Company was continuing
to report strong earnings; and knew that Ebbers was under enormous pressure to make sure
WorldCom's stock did not drop. The Audit Committee did nothing. Aswas ultimately reveded, and
as might be imagined at a company where a fraud of this magnitude occurred, WorldCom had no

meaningful internd fraud controls. { 314.
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Grubman and the Banks

Thefind gatekeeper -- the Underwriter Defendants who marketed billions of dollarsin
WorldCom bonds -- dso failed the investing public. In May 2000 and May 2001, WorldCom
borrowed a staggering $17 billion from investors who purchased bonds issued by the Company and
underwritten by the Underwriter Defendants. 1 196, 203. The May 2001 Offering done, for nearly
$12 billion, was by far the largest corporate bond offering in the history of the financia markets. 1 203.
The sze and prestige of each of these dedls -- and the lucrative investment banking fees to be pocketed
by the underwriters -- attracted some of Wall Street’ s largest and most prestigious investment banks,
including Salomon and J.P. Morgan Chase, who served as co-lead underwriters in each of the
Offerings. 1198. Theinvesting public looked to the expertise, experience and financid savvy of the
Underwriter Defendants to conduct the reasonable due diligence investigation that the securities laws
required them to do.

The Complaint further demonstrates that one of the lead underwriters for the Offerings was
uniquely poditioned to detect that the financial sate of affairs at WWorldCom was not what it seemed, yet
took steps to camouflage WorldCom's deteriorating financid condition in order to regp huge fees from
its relationship with WorldCom and its senior officers. At dl relevant times, Grubman was Sdomon’'s
key tdlecommunications andys -- the most influentid telecom andyst on Wall Street -- and was
renowned as the one man in that sector who could make or break a company. 1236. Grubman,
whom Salomon represented to be an *independent” research andy<, issued dozens of analyst reports
on WorldCom, invariably extolling the virtues of the Company and its management. 1249. Grubman

urged investors to “load up the truck” with WorldCom stock, pronounced Ebbers a“visonary,” and
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even went so far asto ridicule investors who did not buy stock in WorldCom, telling them they should
“serioudy think about another vocation.” ] 258.

Far from being an independent andyst, however, Grubman was a de facto WorldCom insder.
11246. In effect, Grubman functioned as WorldCom' s financia advisor. 11250, 271. He attended
important meetings of the Board and fostered close persond relationships with WorldCom's
executives, Ebbersin particular. 245. Grubman arranged for one of his“boys’ a Sdomon to handle
adgnificant brokerage account for Ebbers. §280. Grubman played arole in setting up loans for
severd hundred million dollars that Sdlomon’s corporate sibling, Travelers, made to an Ebbers-
controlled entity just before WorldCom was to select the underwriters for the May 2000 Offering.
279-85. Grubman displayed a breathtaking familiarity with the financid facts and figures a WorldCom
-- and was able to publish voluminous reports andyzing Company releases immediatdy on the heds of
WorldCom releasing those figures to the public at large. 274. Grubman'’s relationship with
WorldCom's senior financia officers was atwo-way street; for example, Sullivan was aware of
Grubman’s decison to change his vauation mode for WorldCom at or before the time Grubman
informed the Sdlomon retail salesforce of the change, and was pleased with that change. {1 277.

Through Grubman's favored status, and given his vaunted grasp of the financid detalls of the
then-declining telecommunications sector, Grubman ether knew or recklesdy disregarded that the
Company was a house of cards about to topple. As noted above, as WorldCom'’ s financid Stuation
was rapidly deteriorating, Grubman changed his method of anayzing WorldCom, which helped to hide
thisfact from investors. 1Y275-78. Thiswas ahdlmark of Grubman’s andyst reports about
WorldCom: whenever a negative event occurred that Grubman knew the market would view as an

adverse development for WorldCom, Grubman would issue areport either neutraizing the event or
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recasting it as positive news. 263. For example, Grubman told investors that massive layoffs at
WorldCom were a 9gn that the management team was properly focused on “achieving results” thet the
nationd tragedy of September 11 was an opportunity for the Company, that the failure of the Sprint
merger was a poditive event (even though he had earlier touted the dedl), and that the SEC' sinquiry
into WorldCom' s accounting was “general” and “boilerplate.” Y] 261, 263, 267, 269. However, each
of the andyst reports was materidly fase and mideading, made more so by Grubman's knowledge of
WorldCom' s deteriorating financia condition (which Grubman, like WorldCom's officers, directors
and auditors, helped hide from the investing public) and, as discussed below, by the falure to disclose
the materid conflicts of interest that existed between and among WorldCom, Ebbers, Sdomon and
Grubman.

Unbeknowngt to investors, Sdlomon and WorldCom entered into anillicit, quid pro guo
relationship in which, in order to obtain WorldCom' s lucrative investment banking business, Sdlomon
and Grubman agreed to provide WorldCom’'s most senior officers with millions of dollars worth of de
facto kickbacks, hundreds of millions of dollarsin loans, and effusve analyst reports that they knew full
well would inflate the price of WorldCom securities. 1113, 222. This clandestine arrangement was
likened by New Y ork State Attorney Generd Eliot Spitzer to “commercid bribery.” 222.

To attract WorldCom as a client, Sdlomon provided Ebbers, Sullivan and &t least one Director
Defendant (Kdlett) with millions of dollars of risk-free shares of “hot” initid public offerings, which
Salomon knew would put easy money into the pockets of key decision-makers at WorldCom. 9 222.
While Sdomon provided this remuneration to a number of executives in the telecom indusiry, no one
benefitted like WorldCom and, in particular, Ebbers. 229. On at least twenty-one occasions,

Salomon alocated to Ebbers hot 1PO shares, which Ebbers sold for a handsome profit of $11.5
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million. 1228. Salomon often dlocated Ebbers Sgnificant percentages of Sdlomon’ stotd retall
alotment. 231. For example, Ebbers was awarded two-thirds of Sdomon’s entire retail dlocation
of McLeod sinitid public offering -- 200,000 shares vaued a $20 million. §231. |d. Ebbersaso
received 10.5% of Sdomon’s entire alotment of Nextlink Communication and 12.4% of Qwest. Id.

Ebbers was not the only WorldCom executive to benefit from Sdlomon’slargesse. Sullivan
recaived at least 32,300 hot PO shares in nine companies, and Kellett -- Ebbers close friend who
served as Chairman of the Compensation Committee of the Board -- received at least 31,550 hot 1PO
shares from Salomon. 228. Once the details of this scheme were brought to light, the spokesperson
for the House Committee on Financid Services stated that it was an “inescapable conclusion that the
[1PO] shares were offered in order to leverage investment banking business.” ] 226.

The Complaint describes how it was, at times, difficult for Salomon to satiate WorldCom
management’ s desire for hot PO shares. After Sullivan was given 2,000 shares of the Rhythms
NetConnection IPO in April 1999, he called a Sdlomon broker to ingst that he receive more. [ 291-
92. To pacify Sullivan, Sdlomon gave him 5,000 additiona shares after the stock had dready started
trading in the secondary market. 1292. Moreover, Ebbers often shared his profits on the IPOs with
Sullivan, providing Sullivan with a check drawn on Ebbers persona checking account. 293
Salomon processed four to seven such checks for Sullivan -- for six-or seven-figure amounts -- and
Sullivan told his broker that these checks were a®bonus’ from Ebbers. 1d. Grubman was the
gatekeeper to the exclusive and profitable club of those who obtained these shares -- he helped decide
who would receive shares of any given public offering, and how big an dlotment they would recaeive.

239.
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As noted above, the NY SCRF s investigation uncovered another prong of this nefarious gquid
jpro quo relaionship. Unbeknowns to investors, in late 1999, Salomon and Grubman arranged for

Ebbers to receive ahdf hillion dollar loanfrom Travders, which is, like Salomon, a unit of Defendant

Citigroup. 1281. Thisloan was made only afew months before WorldCom was to select the lead
underwriters on the $5 billion bond offering in May 2000. 1d. To conced the identity of the borrower,
the loan was not made to Ebbers himself, but to ashell corporation caled Joshua Timberlands LLC,
which Ebbers created for the purpose of receiving the loan proceeds. 1d. Ebbers then took this money
and bought approximately haf amillion acres of timberland of questionable vaue in three southern
states. 1d. Sources say that Grubman likely received a“finder’ sfeg’ for brokering this vauable dedl.

11 289.

Asthe third and fina prong of the scheme, Sdlomon agreed to continue providing WorldCom
with the currency that every telecommunications company coveted -- glowing analyst reports issued by
Grubman. These reports were criticd to artificidly inflating the price of WorldCom securities. 1] 256.

The “trifecta’ offered by Salomon -- hot PO shares, hundreds of millions of dollars in persona
loans, and congstently bullish andlyst reports -- worked, at least from Sadlomon’s perspective. As
noted above, shortly after Ebbers received ahdf billion dollar loan from Citigroup’s Traveers,
Citigroup’s Salomon landed the choice spot as co-lead underwriter for the two Offerings at issue in this
litigation. 112. All told, between October 1997 and February 2002, WorldCom retained Salomon for
amost two dozen investment banking dedl's that generated more than $107 miillion in fees for Sdlomon.
145. For that period, the fees generated by this one client done accounted for more than 10% of the
investment banking fees Salomon received from services it provided to the entire telecom sector.

11, 221. Further, dthough Grubman consstently and stridently told investorsto buy every share they
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could of WorldCom, he never informed them that his compensation -- approximately $20 million per
year (1111,13) -- depended on whether they took his advice, or that his “independent”
recommendation had been purchased as part of an investment banking package of services that had
been marketed to WorldCom. 273.

These facts -- and the materid conflicts of interest they created -- were well known to Sdlomon
and Citigroup. Indeed, even as Sdlomon represented to the investing public that Grubman was an
independent andyg, it was widely acknowledged within Salomon that Grubman was not an andyst, but
an investment banker. 1/ 243. Grubman’s compensation depended on the amount of investment
banking business he generated for Sdomon. 1111, 13. In 2001, for example, Grubman judtified his
income by ligting on his persond evauation ninety-seven investment banking transactions in which he
was involved, which generated totd investment banking revenues of $166 million. 244. When
Grubman attended Ebbers wedding in 1999, he billed the costs of the trip to Sdlomon’ s investment
banking divison, not to the research department. ] 246.

By December 2000, senior Salomon officers were privately admitting that there was “legitimate
concern” about the objectivity of their andysts, a“risng issue of research integrity,” and a“basic
inherent conflict” between the research and investment banking departments. 234. In February
2001, the globa head of Sdomon’sretail stock sdling divison proclaimed Sdomon'’s research
“badcaly worthless’ because of the rampant conflicts of interest. 1d. Nevertheess, Sdomon
continued to alow Grubman to churn out report after report on WorldCom, knowing full well that
investors were relying on those reports, but too attracted by the prospect of even more investment

banking fees to have him do otherwise.
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Grubman continued to push WorldCom's stock until he redlized that he could not maintain the
charade any longer. Grubman maintained a*“buy” recommendation on WorldCom until April 21, 2002,
when the stock was trading at only $6 per share and had lost more than 90% of its vaue ($180 billion
in market cap) from its Class Period high. On that day, Grubman downgraded the stock to “Neutra.”
1270. Even then, with WorldCom’s stock at historic lows, the market took note of what Grubman
had to say. Upon his downgrade the price of WorldCom stock dropped 43% over the next two
trading days.

Even before WorldCom announced on June 25, 2002 that it would restate its financia
Satements, numerous governmenta entities had launched investigations into the conflicts of interest in

Salomon’ s research and investment banking. On April 12, 2002, The Wall Street Journal reported that

New York Attorney Generd Spitzer, who for months had been investigating such conflicts a Merrill
Lynch & Co., had turned his sights to Sdlomon and Grubman, issuing a subpoena for documents and e-
mails related to Grubman’ s research. On April 25, 2002, Spitzer announced a formal investigation of
Salomon, and one day later the SEC announced that it too had opened a“forma inquiry” into research
practices at Sdlomon and other large securities firms. By September 30, 2002, Spitzer had uncovered
enough evidence of wrongdoing by Ebbers and executives at other telecommunication companies with
respect to the alocation of hot PO sharesthat he filed a civil suit in New Y ork State Supreme Court
seeking to recover the profits these executives redlized from the sde of those shares. 1228. That
complaint reveded numerous internd e-mails authored by Grubman, in which he privately derided a
number of tedecommunications companies on which he publicly maintained “buy” and * strong buy”

recommendations. 1240. Infact, Grubman referred to one such company asa“pig,” and in another
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e-mail admitted that he maintained inflated ratings on companies because he received “huge pushback
from his investment banking colleagues a Sdlomon.”

Grubman resigned his position on August 15, 2002, in the midst of a nationa controversy over
the WorldCom scandd. ] 236. Sdlomon -- recognizing the benefits Grubman had generated for the
firm -- rewarded him with a $32 million saverance package and forgave a $19 million loan. ] 253.
Since the Complaint was filed, Grubman has agreed to a lifetime ban from the securities industry.

Although the dust has not yet settled from the collgpse of WorldCom, this fraud has dready had
profound effects on the nation. WorldCom, once the juggernaut of the telecommunications industry,
filed for the largest bankruptcy in U.S. history, Congress passed sweeping securities laws reforms and,
most importantly, unsuspecting investors lost billions of dollars. 11 240-42.

ARGUMENT

At this stage in the proceedings, the Court may dismiss the Complaint “only if it is clear that no

relief could be granted under any set of facts that could be proved congstent with the alegations.”

Hishon v. King & Spaulding, 467 U.S. 69, 73 (1984) (citation omitted); see dso In re Scholagtic Corp.

Sec. Litig., 252 F.3d 63, 69 (2d Cir. 2001). “A pleadingisnot atria and plaintiffs are not required to

marshd their evidence and sustain averdict a this stage.” Gabriel Capital, L.P. v. Natwest Fin., Inc.,

122 F. Supp. 2d 407, 411 (S.D.N.Y. 2000). The Complaint must be read “asawhol€’ in determining

whether it sates aclam for which relief may be granted. Y oder v. Orthomolecular Nuitrition Ing., Inc.,

751 F.2d 555, 562 (2d Cir. 1985); Scholadtic, Inc. v. Stouffer, 124 F. Supp. 2d 836, 841 (S.D.N.Y.

2000).

Applying these well-settled principles here, each of the chalengesto the Complaint fails.
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POINT I

THE COMPLAINT STATESCLAIMSUNDER
SECTIONS 11 AND 12(a)(2) OF THE SECURITIESACT

Under Section 11 of the Securities Act, purchasers of registered securities may sue an issue,
its directors, every underwriter of such security, and any person who signs the corresponding
registration statement, if the regigtration statement contains a materia misstatement or omisson. See 15

U.S.C. § 77k(a); Milman v. Box Hill Sys Corp., 72 F. Supp. 2d 220, 227-28 (S.D.N.Y. 1999).

Section 12(a)(2) of the Securities Act imposes liability upon any person who offers or sells a security
by means of a progpectus that contains amateria misstatement or omisson. See 15 U.S.C. 8
771(3)(2); Milman 72 F. Supp. 2d at 228. Scienter is not an element of a Section 11 or Section

12(8)(2) clam. See Herman & Macl ean v. Huddleston, 459 U.S. 375, 382 (1983) (holding that the

pleading burden for such dlamsis“rdatively minima” and that “[i]f a plaintiff purchased a security
pursuant to aregidration statement, he need only show a materid misstatement or omission to establish
hisprima fadie case”). In this case, no one disputes that the registration statements and prospectuses
issued in connection with the May 2000 and May 2001 Offerings contained untrue statements of
materia fact and omitted to State materia facts required to be stated therein or necessary to make the
gatements therein not mideading.

The Complaint names the following as having violated Section 11 with respect to the Offerings.
the Director Defendants and Ebbers, each of whom signed the regidtration statements (Count 1);
Andersen, which authorized the incorporation of its audit opinions into the registration statements

(Count 111); and the Underwriter Defendants, each of whom underwrote one or both of the Offerings
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(Count 1V). The Complaint o dleges that the Underwriter Defendants violated Section 12(a)(2) in
connection with the prospectuses they distributed to investors during the Offerings (Count V).°

A. With One Exception, All of the Section 11 Defendants Concede That the Complaint
Adequately Pleads the Elements of a Section 11 Claim

None of the Defendants named in Counts |, 111, and 1V, save Ebbers, disputes that the
Complaint adequately states claims againgt them under Section 11. The Director Defendants make no
challenge whatsoever to Count |, thereby conceding its adequacy. The Underwriter Defendants seek
to dismiss Count IV, but not on the ground that it fails to state a Section 11 clam againgt them. Rather,
they make the technical (and as discussed in the next section, unavailing) argument that neither this
clam, nor the Section 12(a)(2) claim, can be asserted in this litigation because the Court-gppointed
Lead Plaintiff did not purchasein either of the Offerings.'®

Only Ebbers argues that there is some pleading defect to the Section 11 clam. He contends
that Count | fails asto him because it does not comply with Fed. R. Civ. P. 9(b), which requires

plaintiffs to plead fraud with particularity. EbbersBr. a 391! Ebbers overreaches. Section 11 claims

® The sole remaining Securities Act claim, which charges Ebbers and the Director Defendants
with violaions of the Section 15 *control person” provision in connection with the Offerings (Count I1),
isaddressed in Point 111 below.

19 The Sdomon Defendants, Ebbers and Andersen likewise challenge the ability of the
NY SCRF to bring Securities Act claims againgt them, but since they merely incorporate by reference
the standing argument asserted by the Underwriter Defendants (Salomon Br. at 34-35; Ebbers Br. a
39; and Andersen Br. at 20), their chalenges fare no better.

1 References to “Ebbers Br.” are to the Memorandum of Defendant Bernard J. Ebbersin
Support of His Motion to Dismiss. References to “Andersen Br.” are to the Memorandum of Law in
Support of Arthur Andersen LLP sMotion to Dismiss. Referencesto “ Directors Br.” areto the
Memorandum of Law in Support of the WorldCom Directors Motion to Dismiss. Referencesto
“Sdlomon Br.” areto the Citigroup Defendants Memorandum of Law in Support of Their Mation to
Dismiss the Consolidated Amended Class Action Complaint. Referencesto “Underwriters Br.” areto
the Moving Underwriter Defendants Memorandum of Law in Support of Their Motion to Dismiss
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are negligence-based, rather than fraud-based, and need not satisfy the Rule 9(b) requirement that
fraud claims be stated with particularity. In recognition of the dements that a plaintiff must plead to
date a Section 11 claim, 1345 of the Complaint (and other paragraphs relating to the Securities Act
clams) satesin rlevant part: “This clam does not sound in fraud, and plaintiffs do not incorporate
herein any dlegations of fraud in connection with this Count.” Asaresult, plaintiffs were not required to
plead their Section 11 claims as though they were fraud clams covered by Rule 9(b). See, eq., Lone

Star Ladies Inv. Club v. Schlotzsky's Inc., 238 F.3d 363, 368-69 (5th Cir. 2001); In re NationsMart

Corp. Sec. Litig., 130 F.3d 309, 314-15 (8th Cir. 1997); accord In re AnnTaylor Stores Sec. Litig.,

807 F. Supp. 990, 1003 (S.D.N.Y. 1992) (Motley, J.) (“Because proof of fraud is not necessary to
prevall on aSection 11 clam. . . courts have long held that Rule 9(b) does not apply to a Section 11
clam. ... The same holds true when plaintiffs have raised a separate clam for fraud under Section
10(b).”) (citations omitted).> Accordingly, the Section 11 claimsin Countsl, 111, and IV must be
sustained as to al Defendants named therein.

B. The Complaint Properly Asserts All Securities Act Claims on Behalf of the Class

After the news of problems at WorldCom began to bresk, severa dozen class actions were
filed in federd courts throughout the country, including nineteen casesfiled in this Digtrict. Severd of

these actions were initiated by purchasers of WorldCom bonds who alleged, among other things, that

Counts 1V and V of the Consolidated Complaint.

2 In any event, even if one were to apply Rule 9(b) to Count I, the Complaint more than
adequately asserts facts sufficient to support the clam againgt Ebbers. The Complaint setsforth in
detall the materidly fase and mideading statements and omissions that form the basis of the Section 11
clam, why those satements and omissons were fase and mideading, the documents in which the
statements and omissions appeared, who made the statements and failed to state the materia
information omitted, and the reasons the statutory defendants are liable under Section 11 for the
specificaly identified fase statements and omissions.
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various of the Underwriter Defendants had violated Sections 11 and 12(a)(2) in connection with the
Offerings. Pursuant to this Court’s August 15, 2002 order, and without objection from any
Underwriter Defendant, dl of the casesfiled in this Didtrict -- including two class actions asserting
Securities Act claims -- were consolidated into the present action. Order of August 15, 2002 (Nos. 02
Civ. 4990 (DLC) and 02 Civ. 5285 (DLC)). A few weeks later -- at the specific request of the
Underwriter Defendants -- the Judicia Panel on Multidigtrict Litigation transferred al of the class
actionsfiled in other didricts to this Didtrict for consolidetion into this action, including those asserting

class dams on behdf of investors who purchased bondsin the Offerings. 1n re WorldCom, Inc. Sec.

& “ERISA” Litig., No. 1487, dip op. (JP.M.L. Oct. 8, 2002).13

On August 12, 2002, acting in accordance with the leed plaintiff provisons of the PSLRA, this
Court gppointed the moving investor with the largest loss in the WorldCom debacle -- the NY SCRF --
as lead plaintiff to prosecute, on a consolidated basis, dl of the claims that had been, or could
reasonably be, brought on behdf of dl of the injured WorldCom investors, including those who had
purchased bonds. See Order of August 15, 2002 at 8. The Court directed the NY SCRF tofilea
consolidated pleading by October 11 (id. at 116), which it did. Fulfilling its statutory and fiduciary
obligations as Lead Plaintiff, the NY SCRF included Section 11 and Section 12()(2) claims on behalf
of bond purchasers. In doing so, the Complaint named two public pension funds (Fresno and FCERA)
and a private asset management fund (HGK) as Named Plaintiffs. Fresno and HGK purchased bonds
in WorldCom’s May 2000 Offering. 120, 21. FCERA and HGK purchased bonds in the May 2001

Offering. 1 19, 21.

13 All told, at least seven of the actions now consolidated in this matter assert claims under
Section 11 on behdf of investors who purchased bonds pursuant to the registration statementsissued in
connection with the Offerings. At least three of the actions assert clams under Section 12(a)(2).
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The Underwriter Defendants assert that the Court must now dismiss the Section 11 and Section
12(8)(2) claims againgt them from this consolidated action on the ground that the party gppointed by the
Court as Lead Plaintiff, the NY SCRF, did not purchase the debt securities issued on those Offerings,
even though Named Plaintiffs Fresno, FCERA and HGK did. Defendants argument -- never
accepted by any court -- isunavailing.

According to the Underwriter Defendants, under the PSLRA, alead plaintiff’s consolidated
pleading may assert only those daims that the lead plaintiff personaly possesses, notwithstanding the
fact that there are other plaintiffs specificaly named in the consolidated complant who do have sanding
to assert those clams. In other words, these Defendants argue that the PSLRA swept aside the notion
of class representatives or named plaintiffs for securities class actions -- that Congress actudly intended
that, if the lead plaintiff did not possess every clam that the class had, those damswould ether have to
be (a) asserted in asecond, or perhaps third or fourth separate cass action, dl of which relate to the
same fraud but nevertheess required a different lead plaintiff, or (b) prosecuted in one action with a
multi-headed leadership Structure that had as many lead plaintiffs as there were potentia clams.

Neither can be reconciled with principles of judicial economy or, more on point, the PSLRA that

governsthisvery question. See Aronson v. McKesson HBOC, Inc., 79 F. Supp. 2d 1146, 1151

(N.D. Cd. 1999) (“onelead plaintiff can vigoroudy pursue dl available causes of action againg al
possible defendants under dl available legd theories’). Perhaps not surprisingly, this argument has
never been accepted by any other court and was, in fact, decisively rgected only afew weeksago in
this Didtrict by Judge Scheindlinin |PO Sec. Litig.

In that case, defendants raised the same issue, arguing that, if alead plaintiff were unable to

assart aparticular dam itsdf, then it could not assert that claim in a consolidated securities class action
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brought on behdf of other class memberswho did have such aclam. The court rgected this argument,
holding that “in order for a clam to be asserted on behdf of aputative class, only the named plantiffs --
but not necessarily the lead plantiff -- must have sanding.” 1d. at * 13 (emphasis added). As Judge
Scheindlin explained:

[T]he operdtive question is whether the concept of a“named plaintiff” survivesin securities
class actions digtinct from the PSLRA-defined “lead plaintiff.” It does.

The purpose of the lead plaintiff section of the PSLRA was never to do away with the notion of
class representatives or named plaintiffsin securities class actions. Rather, the purpose was to
ensure that securities litigation was investor-driven, as opposed to lawyer-driven. See S. Rep.
No. 104-98 at 4 (1995) (finding that the purpose of the PSLRA is*to empower investors so
that they -- not their lawyers -- exercise primary control over private securities litigation™).
Indeed, the lead plaintiff provison “isintended to permit the plaintiff to choose counsd rather
than having counsd choose the plaintiff.” 1d. at 11. SeedsoH.R. No. 104-369 at . . . 32-35
(2995) . . . Accordingly, the only respongibility explicitly given to lead plaintiffs by the PSLRA
is the power to sdlect and direct class counsd. See 15 U.S.C. § 78u-4(a)(3)(B)(v). Nowhere
isit suggested that the concept of “lead plaintiff” was intended to be coterminous with *named
plantiffs’ or “class representatives.”

Moreover, the fact that the lead plaintiff isto be selected in accordance with

objective criteria that have nothing to do with the nature of the daims (as

described above) strongly suggests the need for named plaintiffs in addition to any lead
plaintiff. Courts are congtrained to choose alead plaintiff who has, among other things,
the largest financid stake in the outcome of the case. It stands to reason that in many
cases, the ingant casesincluded, the plaintiff with the largest financid interest may not
have stlanding to sue on al causes of action. Thereis nothing to suggest that, in those
cases, Congress intended that plaintiffs must file an entirely separate class action lawsuit
when, in any other context, a subclass would suffice. See Newby v. Enron Corp. (Inre
Enron Corp., Sec. Litig.), 206 F.R.D. 427, 451 (S.D. Tex. 2002) (refusing to certify
subclass representatives as lead plaintiffs).

The only other possibility -- that the court should cobble together alead plaintiff group
that has standing to sue on al possible causes of action -- has been regjected repeatedly
by courtsin this Circuit and undermines the purpose of the PSLRA. . . .

Id. at *14-16 (emphasis added). Accord In re Oxford Hedth Plans, Inc. Sec. Litig., 191 F.R.D. 369,

378, 380-81 (S.D.N.Y. 2000) (“[r]eading the PSLRA in accordance with its plain meaning, the Court
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concludes that being a Lead Plaintiff under the PSLRA is not the same as being a Class Representative
under Rule 23. . . [t]he Court believes on reflection that it probably has the power to designate a Class
Representative under Rule 23 who is not a Lead Plaintiff, amply because there is nothing in the statute
which preventsit”).

The Underwriter Defendants argument should aso be regjected for another reason. From a
practical standpoint, it would spawn amultiplicity of WorldCom-related securities class actions, each
involving a different security, with a different leed plaintiff, but al relaing to the same fraud. The didrict
court currently handling the Enron litigation saw the dangers of that proposition when recently
consdering an argument Smilar to the one made here:

Taken toitslogica extreme, [the] argument that each group of notes issued pursuant to
adifferent Regigration Statement and Prospectus requires a different class or subclass
and separate Lead Plaintiff would fracture this litigation into hundreds of classes or
subclasses and obstruct any efficient and controlled progress. . . . Asthe primary basis
for its decison, the Court’ s reading of the Lead Plaintiff provisons of the PSLRA,
especidly 8 78u-4(a)(3)(B)(ii) (‘the court shal gppoint the most adequate plaintiff for
the consolidated actions), leads it to conclude that at this stage the statute authorizes
the gppointment of one Lead Plaintiff or smal cohesve group for asingledlass. . ..
Indeed the centra reasons for the consolidation of these suits are that they arise out of a
common core of facts, legal issues, ded with overlgpping or intertwined Defendants,
named or implied, and they attack various aspects of an adleged scheme and course of
conduct to defraud Enron investors and the public by artificidly inflating the price of
Enron securities through a number of materidly false and mideading satements and
omissions about the financia condition of Enron. Some complaints share clams of
insder trading. Moreover, it is centrally important to the litigants on both Sdes and to
this Court, especialy because there are so many parties involved and al are entitled to
equa accessto the evidence, that the discovery process not disntegrate into chaos and
harassment. At the same time diligent and efficient prosecution of the causes of action
must be encouraged.

Enron Sec. Litig., 206 F.R.D. at 451.

Asthe andyss st forth above demondtrates, the course taken by this Court -- gppointing the

Nation's second largest public pension fund as Lead Plaintiff for dl securities purchasers -- and the
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Complaint filed by the NY SCRF -- assarting Exchange Act and Securities Act clams and identifying
Named Plaintiffs who have slanding to assert the latter -- is not only sound, but completely consstent
with the PSLRA, principles of judicid economy, and the two most recent court decisions on point.
Conseguently, the Underwriter Defendants argument that Counts 1V and V should be dismissed smply
because Lead Plaintiff did not purchase bonds in the Offerings should be rgected.

C. The Named Plaintiffs Have Standing to Assert Claims under Both Sections 11
and 12(a)(2) of the Securities Act

Turning to the Named Flaintiffs, the Underwriter Defendants argue that the Section 11 and
Section 12(a)(2) clamsfail “to the extent that the named plaintiffs did not buy their bondsin the
offerings” Underwriters Br. a 16. But the Complaint makes clear that the Named Plaintiffsdid, in
fact, purchase bonds directly in the Offerings, so this argument isbasdess. And if by the phrase “to the
extent” the Underwriter Defendants contend that the Named Plaintiffs after-market bond purchases do
not give rise to Section 11 claims, their argument is at odds with the substantia weight of authority
which holds that secondary market purchasers have standing to bring such claims.

1. Each Named Plaintiff Has Standing under Sections 11 and 12(a)(2) Because It
Purchased Bonds Directly in the Offerings

The Complaint alleges that Named Paintiff FCERA purchased 136,900 shares of WorldCom

stock and $8,198,295.50 worth of WorldCom debt securities, including over $3,000,000 of Notesin

the May 15, 2001 Note Offering. . . .” 119 (emphasis added). The Complaint alleges that Named

Paintiff Fresno “purchased $6.352,697.37 worth of Notes in the May 24, 2000 Note Offering.” 120

(emphasis added). The Complaint alleges that Named Plaintiff HGK purchased $129,486,989 of

Notes, including approximately $43,000,000 of Notes in the 2000 Offering, and over $29,000.000 in

the 2001 Offering. 121 (emphasis added). Since Fresno purchased al of its Notes in the May 2000
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Offering, HGK purchased over fifty percent of its Notesin the May 2000 and May 2001 Offerings,
and FCERA purchased over $3 million of its Notesin the May 2001 Offering, there can be no dispute
that each of the Named Plaintiffs has standing to assert clams arisng under Section 11 and Section

12(a)(2). See, eg., Inre Ultrafem Sec. Litig., 91 F. Supp. 2d 678, 694 (S.D.N.Y . 2000) (plaintiffs

who purchased sharesin the Offering have standing pursuant to Section 12(a)(2).4

2. Named Plaintiffs Have Standing to Assert Section 11 Claims on Behalf of
After-Market Purchasers

The Underwriter Defendants argument that secondary market purchasers have no standing to

sue under Section 11 fares no better.

The Underwriter Defendants rely on asingle decison from this Circuit, In re WRT Energy Sec.
Litig., Nos. 96 Civ. 3610 (JFK), 96 Civ 3611 (JFK), 1997 WL 576023 (S.D.N.Y. Sep. 15, 1997)
(Keenan, J.), apped pending, No. 02-7829 (2d Cir., filed Sep. 25, 2002), and severa district court
cases from other jurisdictions. Underwriters Br. at 17. Since WRT was decided, however, every
judge in this Digtrict who has considered this issue has held that secondary market purchasers have

standing to assert Section 11 clams®®

14 The fact that FCERA and HGK also acquired Notes in the secondary market does not
deprive them of standing to assert clams arising under the Securities Act. See In re Ultrafem Sec.
Litig., 91 F. Supp. 2d at 694 (plaintiffs who aleged that they purchased Ultrafem shares * pursuant to
the Offering and in the after-market during the Class Period” have standing under Section 12(a)(2)
because they purchased shares in the offering); see also In re Am. Bank Note Holographics Sec. Litig.,
93 F. Supp. 2d 424, 436 (S.D.N.Y. 2000) (McMahon, J.) (“Because the co-lead Plaintiffs group
includes those who purchased their shares directly in the 1PO, the class has Section 11 standing as well
as Section 12(a)(2) standing. It is therefore unnecessary to decide here whether those Plaintiffs who
can ‘trace’ their purchases to the PO have standing under Section 11.”).

5 See Inre Turkedl lletism Hizmetler, A.S. Sec. Litig., 209 F.R.D. 353, 358 (S.D.N.Y.
2002) (Buchwald, J); In re AMF Bowling Sec. Litig., 2002 U.S. Dist. LEXIS 4949 (S.D.N.Y. 2002)
(Chin, J); In re Sterling Fogter & Co. Sec. Litig., 222 F. Supp. 2d 216, 246 (S.D.N.Y. 2002) (Spatt,
J.); Dorchester Investorsv. Peak Trends Trust, 2002 U.S. Dist. LEX1S 3067, at *19 (S.D.N.Y. Feb.
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The Underwriter Defendants assert that the Supreme Court’sruling in Gustafson v. Alloyd Co.,
513 U.S. 561 (1995), mandates aruling in their favor.’® As recognized by Judge Buchwald in
Turkedl, however, every circuit court to congder the issue since Gustafson has held that aftermarket
purchasers who can trace their purchases to statements made in the registration statement can sue

under Section 11. Turkeell, 209 F.R.D. at 359 (citing Leev. Erngt & Young, LLP, 294 F.3d 969, 978

(8th Cir. 2002); Joseph v. Wiles, 223 F.3d 1155, 1160 (10th Cir. 2000); Hertzberg v. Dignity

Partners, 191 F.3d 1076, 1080-81 (Sth Cir. 1999)).

Agang this great weight of authority, the Underwriter Defendants argue that WRT isthe
better-reasoned decison. Underwriters Br. at 18. However, the courts in this Circuit have found that
the decision Judge Swest rendered in Adair ayear later to be the far better-reasoned decision, as
evidenced by the fact that no other court in this Didtrict has followed WRT. See Sterling Fodter, 222
F. Supp. 2d at 246 (WRT notwithstanding, the mgority of courtsin this Circuit have followed the

reasoning and conclusion of Judge Sweet in Adair); DeMariav. Andersen, 153 F. Supp. 2d at 310

(Adair “has emerged as asemind case applying Gustafsonto Section 11 clams’).*’

26, 2002) (McKenna, J.); DeMariav. Andersen, 153 F. Supp. 2d 300, 309-10 (S.D.N.Y. 2001)
(Pauley, J.), appeal docketed, No. 01-7505 (2d Cir. Apr. 30, 2001); Milman v. Box Hill Sys. Corp.,
192 F.R.D. 105, 109 (S.D.N.Y. 2000) (Scheindlin, J.); In re Ultrafem Sec. Litig., 91 F. Supp. 2d 678,
694 (S.D.N.Y. 2000) (Preska, J.); Sdlomon Smith Barney v. Asset Securitization Corp., 1999 U.S.
Dist. LEXIS 19030, a *9 (S.D.N.Y. Dec. 3, 1999) (Jones, J.); Adair v. Bristol Tech. Sys., Inc., 179
F.R.D. 126, 130-33 (S.D.N.Y. 1998) (Swest, J.). Inview of this overwhelming weight of authority, it
is an overstatement to assart, as the Underwriter Defendants do, that “[a]uthoritiesin thisdigtrict . . .
aresplitontheissue. . ..” Underwriters Br. at 18.

16 As discussed more fully below, the Supreme Court in Gustafson held that a purchase
agreement issued in connection with a private secondary transaction was not a“prospectus’ for the
purposes of Section 12(8)(2). 513 U.S. at 589.

7 Thisissueis currently before the Second Circuit in the DeMariav. Andersen case. See
Turkcdl, 209 F.R.D. at 358.
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Adarr rgected the very arguments put forth by the Underwriter Defendants here. Citing Barnes
V. Osofsky, 373 F.2d 269 (2d Cir. 1967) (Friendly, J.), Judge Sweet observed that for more than
thirty years, it has been the law in the Second Circuit that a plaintiff who can trace his or her securities
to aregistered offering has a cause of action under Section 11. 179 F.R.D. a 130. In Barnes, the
Second Circuit concluded that a class action settlement properly limited benefits to those who could
trace their purchases to the registration statement, as opposed to a broader class congsting of dl
holders of the issuer’s securities. 373 F.2d at 272. In concluding that the class properly included those
who could trace their shares to the regidtration statement, the court reviewed the legidative history of
Section 11, including a House Report stating that Section 11 remedies were accorded to purchasers
“regardless of whether they bought their securities at the time of the origind offer or at some later date.”
Id. at 273 (quoting H.R. Rep. No. 73-85 at 22 (1933)).

Contrary to the Underwriter Defendants contention here, nothing in Gustafson changed this
rule. AsJudge Sweset observed, Gustafson involved neither a Section 11 claim nor a public offering.
Adar, 179 F.R.D. a 131. Nor for that matter did Gustafson even address the issue of standing under
the securities laws. Rather, theissue in Gustafson was whether a private agreement to sell securities,
executed twenty years after the issuance of the stock, congtituted a “ prospectus’ under Section 12.

The Supreme Court held that because the purchase agreement was a private secondary transaction
rather than a public offering, it was not a*“ progpectus’ for purposes of Section 12. See Gustafson, 513

U.S. at 584.'8

18 Here, asin Adair, the Underwriter Defendants cite to language in the dissenting opinions of
Judtices Ginsburg and Thomas in Gustafson as support for their argument. However, as explained by
Judge Swest, the statements were relied upon merely for the saf-evident and undisputed proposition
that Section 11 does not extend to private offerings.
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The plain language of Section 11 establishes that standing extends to those whose purchases

are traceable to the regigration statement. See Landreth Timber Co. v. Landreth, 471 U.S. 681, 685

(1985). AsJudge Swest explained, Section 11(a) appliesto “any person acquiring such security” and
further providesthat if a“person acquired the security after the issuer has made generdly avalableto its
security holders an earnings statement covering a period of at least twelve months beginning after the
effective date of the regigtration statement,” then the right of recovery is conditioned upon proof thet the
person actualy relied on the false statement in the regisiration statement. Congress therefore explicitly
contemplated that a plaintiff could purchase aregistered security well after an offering and till have a
remedy under Section 11. See Adair, 179 F.RD. a 132. To limit sanding, as these Defendants urge,
would render portions of Section 11 superfluous and meaningless, aresult obvioudy not intended by
Congress.'®

Thus, after-market purchasers have standing to assert Section 11 claims.

3. HGK Has Standing to Assert Federal Securities Claims

The Underwriter Defendants dso argue that HGK lacks standing to bring Section 11 and
Section 12(a)(2) clams because HGK is a professiond investment manager that purchased WorldCom
bonds for its clients and not “on its own account.” Underwriters Br. at 15. As set forth below, HGK

has standing to bring these clams on its clients behdf.

19 Section 11(e)'s damages provision further supports this conclusion. 179 F.R.D. at 133.
Under Section 11(e), damages are calculated based on the difference between the amount paid for the
security, not exceeding the price a which it was offered to the public, and, inter dia, its vdue as of the
time suit isbrought. See 15 U.S.C. 8 77k(€). Asexplained in DeMariav. Andersen, “If Section 11
goplied only to initid purchasers, dl sdes would be at the offering price and the statutory language
capping damages at the price ‘ the security was offered to the public’ would be surplusage. To give
meaning to this clause, Section 11 must apply to secondary market transactions.” 153 F. Supp. 2d at
310 (citing Milman, 192 F.R.D. at 108, and Adair, 179 F.R.D. at 133).
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An overwheming mgority of courts have held that investment managers are not required to
purchase securities on their own account to have standing in securities fraud suits because the
determinative factor in terms of standing is not the source of funds used for purchase of the security, but

“Ithe] levd of [plantiff’s] involvement in the decison to purchase [the] sock.” Medline Indus. v. Blunt

Ellis& Loewi, Inc.,, No. 89 C 4851, 1993 U.S. Dist. LEXIS 581, at * 5-6 (N.D. Ill. Jan. 20, 1993)

(rgjecting defendants argument that plaintiff lacked standing to sue for securities fraud violation because

stock purchases were paid for by plaintiff’s husband); Ezra Charitable Trust v. Rent-Way, Inc., 136 F.

Supp. 2d 435, 442 (W.D. Pa. 2001) (rejecting argument that because [investment manager] had not
purchased on its own account it does not qualify as a“purchaser” under the federa securitieslaws, and
holding that investiment manager’ s unrestricted decison-making authority was sufficient to find it was a

“purchaser” with standing to sue in its own name); Alfaro v. CapRock Communications, No. 1613,

2000 U.S. Digt. LEXIS 21743, a *10 (N.D. Tex. Dec. 8, 2000) (investment manager had standing to
sue because it had decision-making authority and made purchase of CapRock stock on behdf of itssix
clients).

Indeed, most recently, courts have gppointed investment advisors as lead plaintiffs, reasoning
that thistype of investor “fits the profile of the kind of investor Congress had in mind when it enacted

the Reform Act.” InreRazorfish, Inc. Sec. Litig., 143 F. Supp. 2d 304, 311 (S.D.N.Y. 2001); see

as0 In re Cendant Corp. Litig., 182 F.R.D. 144, 146 (D.N.J. 1998) (appointing investment manager

as 0le lead plaintiff on behdf of purchasers of Feline Prides securities).
Here, likein Ezra and the other cases cited above, HGK had unrestricted decison-making
authority to purchase the WorldCom notes. HGK isaregistered “investment advisor” under the

Investment Advisors Act of 1940, 15 U.S.C. § 80b, and an “investment manager” under the Employee
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Retirement Income Security Act (“ERISA”), 29 U.S.C. §1002(21). 1121. The ERISA datute defines

the term “investment manager” as “any fidudiary . . . who has the power to manage, acquire, or dispose

of any asset of aplan . ..” 29 U.S.C. § 1002(38) (emphasis added). HGK serves asa“fiduciary”
under ERISA vis-a-vis its union sponsored pension and benefit fund clients. §21. Consequently,
because HGK was an investment manager and fiduciary under the ERISA gatute with exclusve
authority to manage, acquire and dispose of its clients assets -- including the WorldCom bonds -- it
has standing to bring securities cdamsin its own name.

In response to this overwhelming lega authority, the Underwriter Defendants cite cases that are

ether digtinguishable or support HGK’ s pogition. The pertinent holdingsin Turkcell, 209 F.R.D. 353,

and Smith v. Suprema Specidties, 206 F. Supp. 2d 627 (D.N.J. 2002), are easily distinguishable from

the case at bar, because the investment managers in those cases did not have full authority to manage

their clients accounts, as HGK did here. Smilarly, Hanna Mining Co. v. Minn. Power and Light Co.,

573 F. Supp. 2d 1129 (C.D. Cal. 1999), is not relevant because the issue there was whether an agent

could assart aprincipd’s breach of contract clam. The holding in Takedav. Turbodyne Tech., Inc.,

67 F. Supp. 2d 1129 (C.D. Cal. 1999), actualy supports HGK’ s position. In Takeda, the court found

that an investment manager had standing to prosecute securities fraud claims and indeed gppointed it as
alead plantiff, specificaly observing that the manager’ sincluson would add sophigtication to the [lead
plantiff’s| overdght of counsd, and [would] further the gods of the Reform Act.” 67 F. Supp. 2d at
1135-36 n.18.

In light of the foregoing, HGK, afiduciary that exercised its unrestricted decision-making

authority to purchase WorldCom bondsin each of the Offerings, has standing to assert the
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Securities Act claims dleged in Counts 1V and V. %°

D. The Named Plaintiffs Have Stated a Claim under Section 12(a)(2)

The Underwriter Defendants dso argue that the Named Raintiffs Section 12(8)(2) clamsfail
because they do not alege that each Named Plaintiff purchased bonds from, or was actudly solicited
by, eech Underwriter Defendant. Underwriters Br. at 20-24. Thisargument is Smilarly without merit
because the Complaint adequately pleads that the Underwriter Defendants are “ sdllers’ within the
meaning of Section 12(a)(2).

As noted above, Section 12(8)(2) attaches liability to “[any person . . . who offersor sdlsa
Security . . . by means of a prospectus or oral communication.” While the statute itself does not define
the term “sdller,” the Supreme Court interpreted that term in the context of Section 12(1) in Pinter v.

Dahl, 486 U.S. 622, 642-47 (1988), and the Second Circuit adopted that definition as applicable to

clams under Section 12(2) (which is now Section 12(a)(2)). See Capri v. Murphy, 856 F.2d 473,
478 (2d Cir. 1988).

Asddfined in Pinter, a sdller is anyone who either (1) “passed title, or other interest in the
security to the buyer for vaue’ or (2) “who successfully solicits the purchase [of securities], motivated
at least in part by adesire to serve his own financid interests or those of the securities owner.” 486
U.S. a 646-47. Contrary to the Underwriter Defendants contention (Underwriters Br. at 21-22), the
Supreme Court specifically rejected the propogition that contractua privity between sdler and

purchaser is required to establish liability under Section 12, finding that such a requirement would be

20 Even if this Court were to find that HGK does not have standing here, the effect on Counts
IV and V would be anullity. Between them, the other Named Plaintiffs, FCERA and Fresno, each
purchased WorldCom Notes directly in both of the Offerings (111 19-20) and, as explained above, have
gtanding to bring Section 11 and 12(8)(2) clams on behdf of the Class. There are other indtitutiona
investors as well who purchased WorldCom bonds, and are available to serve as named plaintiffs.
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incongstent with the overal purpose behind the securities laws: “to promote full and fair disclosure of
information to the public in the sdle of securities” 1d. AsJudge Spatt later observed, “Pinter
established that collaterd participantsto asde can il be liable under Section 12, even in the absence
of privity with the actua sdler, if the participant solicited the sdes for financid gain.” In re Twinlab

Corp. Sec. Litig., 103 F. Supp. 2d 193, 204 (E.D.N.Y . 2000).

Following the Supreme Court’ s guidance in Pinter, courts in this and other digtricts have held
that underwritersin a*“firm commitment underwriting,” which took place here, are sdlersfor purposes
of Section 12(a)(2), even where, like here, the complaint only aleges“ solicitation of unspecified

investors” Inre Am. Bank Note Holographics, Inc. Sec. Litig., 93 F. Supp. 2d 424, 438-39

(S.D.N.Y. 2000) (emphasis added); see aso In re Unicapital Corp. Sec. Litig., 149 F. Supp. 2d 1353,

1366 (S.D. Fa 2001) (“[u]nderwriters are plainly subject to . . . Section 12(8)(2) liability”); Abdl v.

Potomac Ins. Co., 858 F.2d 1104, 1114 n.8 (5th Cir. 1988) (“Just as Ford and General Motors never
| directly to consumers, many issuers never sell their securities directly to investors. ... Tothe
extent that issuers and underwriters use an andogous system to distribute securities, they too may be
sdlers from whom one buys products.”).

Indeed, the decison in American Bank isdirectly on point. There, as here, the underwriter
defendants argued that plaintiffs failure to alege that they purchased stock directly from the
underwriters, or that the underwriters directly solicited plaintiffs purchases of stock, required dismissd
of the Section 12(a)(2) claim. 93 F. Supp. 2d at 437. Judge McMahon expressly reected this
argument and held that, because the offering in question involved a firm commitment underwriting where
the underwriters, not the issuers, directly passed title to the securities to public investors, the

underwriters were sellers under the first prong of the Pinter test. 1d. at 438-39 (citing Jackson Nat'|
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Lifelns. Co. v. Merill Lynch & Co., Inc., 32 F.3d 697, 701 (2d Cir. 1994)). Here, asin American

Bank, the Underwriter Defendants entered into firm commitment underwriting arrangements with
WorldCom in connection with the 2000 and 2001 Offerings, and therefore were sellers within the
meaning of Section 12(a)(2).

Moreover, the Complaint sufficiently aleges that the Underwriter Defendants solicited Class
members to purchase WorldCom' s bonds, as required by the second prong of the Pinter test. The
Complaint aleges that the Underwriter Defendants

solicited the purchase of the Notes by plaintiffs and other members of the Class,

motivated & least in part by the desire to serve the Underwriter Defendants own

financid interest and the interest of WorldCom, including but not limited to commissons

on their own saes of the Notes and separate commissions on the sale of the Notes by

non-underwriter broker-dealers.

11399. The Complaint also dleges that the Underwriter Defendants “actively solicited the sde of the
Notes by participating in ‘road show’ mestings in furtherance of the Note Offerings.” 400.
These dlegations are sufficient for the purposes of pleading Section 12(a)(2) liability against the

Underwriter Defendants. See, e.g., In re Opus 360 Corp. Sec. Litig., No. 01 Civ. 2938, 2002 WL

31190157 (S.D.N.Y. Oct. 2, 2002) (dlegationsthat defendants signed registration statement,
participated in preparation of registration statement and hel ped promote the PO through various “road
show” presentations were sufficient for purposes of pleading that defendants were sdllers within
meaning of Section 12(g)(2)). Contrary to the Underwriter Defendants contention, Plaintiffs are not
required to plead details about each road show. Allegations asserted pursuant to Section 12(a)(2) do

not require the same type of specificity as dlegations asserting fraud clams. See Billet v. Storage Tech.

Corp., 72 F.R.D. 583, 585 (S.D.N.Y. 1976) (“Plaintiffs. . . need not alege fraud in actions brought

under Section 11 and 12 of the Securities Act . . . and, to that extent, Rule 9(b) isinapplicable.”);
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Pollack v. Laidlaw Hold., Inc., No. 90-5788, 1995 WL 261518, at *14 (S.D.N.Y. May 3, 1995)

(Cote, J.).

The Underwriter Defendants mideadingly direct this Court to Judge Stein’ s recent decisonin In
re Deutsche Telekom AG Sec. Litig., 2002 WL 244597, at *4 (S.D.N.Y. 2002). To support their
nove propostion that the Complaint must plead that each Underwriter Defendant solicited each
Named Plaintiff, the Underwriter Defendants argue that Judge Stein dismissed a Section 12(8)(2)
againg the underwriter defendants in Deutsche Telekom because there were “no factud alegations that

[any Underwriter Defendant] had direct contact with any [specific Plaintiff], no factud alegation of

specific conduct on the part of [any Underwriter Defendant] to solicit purchases of the security other

than the fact that [their names| appear on the prospectus, discussing Section 12 clam against
Underwriter Defendants.” Underwriters Br. a 23 (dlegedly quoting Deutsche Telekom 2002 WL
244597, a *5) (brackets and emphagisin brief). Judge Stein held nothing of the sort. To the contrary,
in Deutsche Telekom, Judge Stein did not dismiss a Section 12(8)(2) clam against the underwriter,
partly because the offering at issue was afirm commitment offering in which the underwriters were

gatutory sdllers within the meaning of Section 12(8)(2). Id. at *4. Thus, Deutsche Telekom actudly

supports the propostion that the Underwriter Defendants are sellers, and, therefore, appropriate

Section 12(a)(2) defendants.?

21 Other cases cited by the Underwriter Defendants are equally inapposite. In Moarin v. Tripin,
747 F. Supp. 1051, 1064 (S.D.N.Y. 1990), the complaint made generd solicitation alegations against
dl of the defendantsin the dass action. Here, the Complaint makes dlegations specificdly againg the
Underwriter Defendants. In Xomo Corp. Secs Litig., No. C-91-2252, 1990 WL 357807 (N.D. Cal.
Dec. 27, 1991), the complaint failed to adlege that the underwriter defendants solicited the purchases of
the securities, and in any event, the court gave plaintiffs leave to amend the complaint after discovery.
Here, the Complaint aleges that the Underwriter Defendants solicited the purchases of the securities.
111 399-400.
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Finaly, it is not necessary, as the Underwriter Defendants contend, for plaintiffs to have sold or

tendered their bonds prior to the commencement of this action. The language of the statute does not

Specify atime for tender. See Wigand v. Flo-Tek, Inc., 609 F.2d 1028, 1034 (2d Cir. 1980) (the
“language of the section gives no hint as to the time, place or manner of such tender”). Indeed, courts
have held that tender can be accomplished at any time prior, to or even during, trid of the action. See

Jubran v. Musikahn Corp., 673 F. Supp. 108 (E.D.N.Y. 1987)

(“neither the statute nor the cases specify the time for tender” and “the failure to allege atender of
securities in the Second Amended Complaint does not require dismissd of plaintiffs Section 12(2)

dam’); Gridley v. Cunningham, 550 F.2d 551, 554 (8th Cir. 1977) (“as no time for tender is

prescribed by Section 12 . . . atender prior to or during tria satisfies the purpose for the tender”). In
sum, the Complaint adequately aleges claims under Sections 11 and 12(a)(2) of the Securities Act.?2
For dl these foregoing reasons, the Securities Act clamsin Countsl, 111, 1V, and V should not

be dismissed.

22 |n what can only be considered athrowaway argument, the Underwriter Defendants
contend that certain Underwriter Defendants should be dismissed from claims asserted by FCERA and
other Underwriter Defendants should be dismissed from claims asserted by Fresno. Underwriters Br.
a 14-15. Thisargument, which would result in an order of no practica effect, misunderstands both the
Complaint and the nature of notice pleading under the Federd Rules of Civil Procedure. The
Complaint clearly identifies those Defendants who acted as underwriters for the 2000 Offering and
separatdly identifies the Defendants who acted as underwriters for the 2001 Offering. 1111 45, 48-65,
196-211. Nowhere doesthe Complaint allege that the underwriters of the 2000 Offering are liable to
FCERA or any other purchaser of securities pursuant to the 2001 Offering, nor does the Complaint
adlege that the underwriters of the 2001 Offering are liable to Fresno or any other purchaser of the
2000 Offering. Rather, Counts 1V and V arelogically organized not by the year the securities were
offered but by the section of the Securities Act under which they are brought (i.e., Section 11 and
Section 12(a)(2)). Each count states claims againg dl the Underwriter Defendants and, when read in
light of the earlier description of each Underwriter Defendant’ s participation, adequately gives notice of
the claims asserted againgt each underwriter. Thus, the“clams’ that Defendants seek to dismiss are
non-existent and their motion should be denied on this ground as well.
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POINT 11

THE COMPLAINT STATESCLAIMSUNDER
SECTION 10(b) OF THE EXCHANGE ACT

This case involves an admitted fraud perpetrated for over three years which resulted, anong
other things, in massive overstatements of earnings -- over $9 billion -- in WorldCon' s financia
statements for the years 1999, 2000, 2001 and the first quarter of 2002, and, eventually, the largest
bankruptcy filing in United States history. That the fraud occurred is not in dispute. Nor can it be
disputed that the fraudulent financid statements were integra to WorldCom raising nearly $17 hillion
through the sale of publicly-traded debt securitiesin May 2000 and May 2001
-- pursuant to registration statements that were signed by each of the Director Defendants, underwritten
by Sdomon and the other Underwriter Defendants, and that included certifications by Andersen that
the financid statements in the regidration satements had been audited in compliance with generaly
accepted auditing standards (* GAAS’), and fairly presented in dl materia respects the financia
condition of WorldCom. That the fraud caused billions of dollars of lossesto public investors of
WorldCom is likewise uncontrovertible. In such aStuation, involving amassive securities fraud, “there

are likely to be multiple violators” Central Bank of Denver, N.A. v. Fird Interdate Bank of Denver,

N.A., 511 U.S. 164, 191 (1994); see dso SEC v. U.S. Environmentd, Inc., 155 F.3d 107, 112 (2d

Cir. 1998); Cromer Fin. Ltd. v. Berger, 137 F. Supp. 2d 452, 481-82 (S.D.N.Y. 2001) (Cote, J.).

Notwithstanding that WorldCom represents the largest securities fraud in the history of the United
States, each of the movants against whom Section 10(b) fraud claims are asserted seeksto have the
camsdismissed. They dl say: “not me!” But, as more fully described below, the clams asserted in the

Complaint againgt each of the fraud claim Defendants should be upheld.
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To establish liability under Section 10(b) of the Exchange Act, and Rule 10b-5 promulgated
thereunder, a plaintiff must dlege that in connection with the purchase or sde of securities, the
defendant, acting with scienter, made afalse materia representation or omitted to disclose materia
information and that plaintiff’s rdiance on defendant’ s action caused the plaintiff injury. See, eg.,

Rothman v. Gregor, 220 F. 3d 81, 89 (2d Cir. 2000); Cromer Finance, 137 F. Supp. 2d at 468. A

plantiff aleging securities fraud must dso comply with the requirements of Fed. R. Civ. P. 9(b) and the

relevant provisons of the PSLRA. See, eq., Cromer Finance, 137 F. Supp. 2d at 468. In order to

comply with those requirements, a plaintiff must specify: (1) the satements the plaintiff believes are
fraudulent; (2) the spesker; (3) where and when the statements were made; and (4) why the plaintiff
believes the satements are fraudulent. Seeid. Further, when pleading scienter pursuant to the
PSLRA, with respect to each act or omission dleged to have violated the securities laws, the complaint
must “ state with particularity facts giving rise to a srong inference that the defendant acted with the
required state of mind.” 15 U.S.C. § 78u-4(b)(2).

In this Circuit, plaintiffs may establish a“srong inference’ of scienter in one of two ways
“(a) by dleging facts to show that defendants had both motive and opportunity to commit fraud, or (b)
by dleging facts that congtitute strong circumstantial evidence of conscious misbehavior or

recklessness.” Ganino v. Citizens Utils Co., 228 F.3d 154, 168-69 (2d Cir. 2000). Either method is

aufficient for pleading the requisite intent under Fed. R. Civ. P. 9(b). 1d. at 170. Conscious
misbehavior or recklessness is adequately pled by dleging that the defendants (1) deliberately engaged
inillegd behavior; (2) knew facts or had access to information suggesting thet their public Satements

were not accurate; or (3) failed to check information they had a duty to monitor. Elliott Assocs., L.P.

v. Hayes, No. 00 Civ. 4483 (SAS), 2000 WL 1886585, at *5 (S.D.N.Y. Dec. 29, 2000) (citation
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omitted); see also Cromer Finance, 137 F. Supp at 468-69 (“ Recklessness has been sufficiently pled

where there are specific alegations that a defendant knew of facts or had access to information
contradicting his public statements, or where he failed to review information that he had aduty to

monitor, or where he ignored obvious Sgns of fraud”); Novak v. Kasaks, 216 F.3d 300, 308 (2d Cir.

2000) (securities fraud clams typicaly upheld where there are dlegations that the “ defendants
knowledge of facts or access to information contradict[ed] their public statements. Under such
circumstances, defendants knew or, more importantly, should have known, that they were
misrepresenting materiad facts related to the corporation.”). Where a complaint dleges that defendants
“knew or had access to non-public information contradicting their public statements, recklessnessis
adequatdly pled for defendants who knew or should have known they were misrepresenting materia

facts with respect to the corporate business.” In re Scholastic Corp. Securities Litigation, 252 F.3d 63,

76 (2d Cir. 2001).

To plead facts supporting a strong inference of the requiste scienter by showing motive and
opportunity, a plaintiff must alege facts “ showing concrete benefits that could be redized by one or
more of the false satements and wrongful nondisclosures dleged, and the means and likely prospect of

achieving the concrete benefits by the means dleged.” Cromer Finance, 137 F. Supp. at 469

(quotations and citations omitted); accord Scholadtic, 252 F.3d at 74 (motive focus is on “a concrete

benefit defendant would redize by his conduct”).

The Complaint asserts three sets of Section 10(b) clams: Count VI is against Ebbers, certain
other WorldCom executives and five WorldCom Directors, including Kellett, Bobbitt, Allen, Areen,
and Gaes (collectivey, the " Section 10(b) Director Defendants’); Count V111 is againgt the Andersen

Defendants, and Counts IX and X are againgt Sdomon and Grubman.
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A. The Section 10(b) Claim Against Ebbers Must Be Sustained

Ebbers fingerprintsare dl over the fraud a WorldCom. Asreported in Business Week
on September 23, 2002, a pokesman for the House Committee on Energy and Commerce
investigating WorldCom noted that areview of the evidence “led the Committee to think Bernie Ebbers

isup to hiseyebdlsin. . . [WorldCom's accounting fraud].” 295 (emphasis added). Moreover,

pokespersons for the House Committee on Financid Services, which had aso been investigating the
fraud, stated that Sullivan, who had direct persona knowledge of the accounting improprieties, told
WorldCom'sinterna investigators that “ Ebbers was aware that hundreds of millions of dollars had been
moved” into capital expenditures to avoid having an impact on the Company’searnings. 1d.

Ebbers own statements reveded that he knew precisely how WorldCom' s financia results
were being manipulated. By no later than early 2000, WorldCom's senior officers were well aware
that WorldCom'’ s revenues were faling precipitoudy and thet this decline “ created a substantid risk thet
WorldCom's publicly reported income would fal to meet the expectations of Wall Street andysts” 1
89. WorldCom's management also knew that, if the Company failed to meet expectations, it would
have a disastrous impact on the price of WorldCom'’ s stock and publicly traded debt. 1d. To avoid
this outcome, WorldCom began to manipulate its earnings by tapping into itsreserves. 111 89-91.
Ebbers had direct knowledge of these accounting manipulations; a a senior staff meeting in 2000,
Ebbers assured his senior executives that WorldCom “won’t have to worry about earnings for years’
because, if necessary, the Company would tap into reserves to boost itsresults. 296(b).

Similarly, before the Company announced its results for the fourth quarter of 2000, Ebbers
attended a meeting with Sullivan and other senior WorldCom executives, where they decided to “do

whatever [was] necessary” to report marginsin line with andysts' expectations. Ebbers and Sullivan,
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his hand-picked CFO, then ordered that WorldCom’sinterna auditors be prohibited from reviewing
the Company’sfinancia reporting and internd controls (see 11433(8)). In March 2002, when the SEC
investigation was announced and the noose began to tighten, Ebbers sought to dash the budget for the
internd audit function in half. 296(b).

Ebbers had an opportunity to respond to questions about what he did or did not know about
the fraud when he testified before Congress on July 8, 2002. Rather than explain to the nation how a
fraud of such staggering proportions could occur on hiswatch, he invoked the Fifth Amendment,
refusing to testify because he did not wish to incriminate himsalf. ] 106.

Ebbers -- the “visonary” who transformed WorldCom into the world's second largest
telecommuni cations company, who condstently made bullish satements in press releases and andyst
conference cdls extolling WorldCom's “record” financid results and defending its accounting practices
(1171 112-91), and who was known to be a“hands-on manager” who kept a close eye on expenses (1
296 () -- now asks this Court to dismissthe clams agangt him, arguing that the Complaint failsto
plead scienter. His arguments have a hollow ring.

Ebbers does not dispute that the Complaint’ s dlegations, if taken astrue, are sufficient to
establish a strong inference of scienter. Rather, he makes a series of arguments that the Court may not
consder when deciding this motion to dismiss. For example, Ebbers argues that the statements
attributed to Sullivan and Congressiond investigators which directly link him to the fraud are based on
“wholly unreliable’” sources who have “their own agendas.” Ebbers Br. at 19. However, it isnot the

province of acourt on amotion to dismiss to weigh the credibility of witnesses or facts presented in the

Complaint. See, eq., Jackson Nat'| LifeIns v. Merrill Lynch & Co., 32 F.3d 697, 699-700 (2d Cir.

1994) (in congdering motion to dismiss, court must take “as true the facts dleged in the complaint and
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draw . . . dl reasonable inferences in the plaintiff’ sfavor”). Moreover, Lead Plaintiff submits that these
sources can hardly be deemed unrdiable. Sullivan was aprincipa architect of the fraud, and had direct
persond knowledge of the fraudulent reductions of merger reserves and line cost transfers. Similarly,
the statements made by Congressiond investigators were made after they had conducted an extensive
investigation into the aleged misconduct.

Ebbers dso takes issue with the source of these dlegations, complaining that they are taken
from newspaper articles and other periodicads. However, it iswell-established that plaintiffs may rely
on facts derived from articles in reputable newspapers and business periodica s when pleading a
complaint -- especidly where, as here, the fraud has been subject to so much scrutiny. See, eg.,

Lewisv. Curtis, 671 F.2d 779, 788 (3d Cir. 1982) (“Reliance on an articlein The Wall Street Journal

is not reliance on an insubstantia or meaningless investigation. Plaintiffs and ther atorneys need not
make further expenditures to prove independently that which may be read with some confidence of

truthfulness and accuracy in arespected financia journd.”); Cerasani v. Sony Corp., 991 F. Supp.

343, 354 n.3 (S.D.N.Y. 1998) (taking judicia notice of widespread newspaper coverage and
collecting cases on the propriety of taking such notice in cases involving “ substantid media coverage”’

and “widespread publicity via newspaper and television news’).??

22 Ebbers also argues that the alegation that he sought to Sash the budget for interna auditors
in hdf isimmateria because it shows only that Ebbers was “ concerned” about the Company’s overdl
expenses and that, in any event, the Board thereafter decided to cut the internd auditors budget by
only 10 percent. See EbbersBr. a 24. Even if the Court were to accept Ebbers invitation to grant
himthe least damning inference (which it should not do), in view of the enormity of the fraud, and the
fact that it was ultimately the interna audit department that reveded the fraud, the more plausible
inferenceis that what he was actudly “concerned” about was this department’ s ability to discover the
multi-billion dollar fraud.
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In addition, Ebbers contends that this Court may not consder the fact that he invoked the Fifth
Amendment as probative of scienter, becausein acivil proceeding, a party’ s assertion of the Fifth
Amendment cannot, standing aone, support afinding of ligbility, and because plaintiffs have supposedly
not been prgudiced by hisrefusd to testify. EbbersBr. at 12. Firgt, Lead Plaintiff does not clam that
the invocation of the Fifth Amendment aone establishes Ebbers liability for securities fraud in this case;
rather, thisis but another fact that the Court can consider when assessing the sufficiency of the
pleadings. At this stage of the litigation, Lead Plantiff is entitled to have its inference credited, that is,
that Ebbers refused to testify because his answers would have confirmed he had culpable knowledge of

the fraud. See Baxter v. PAmigiano, 425 U.S. 308, 318 (1976) (“[T]he Fifth Amendment does not

forbid adverse inferences againgt partiesto civil actions when they refuse to tetify.”).? Ebbers cannot

use hisslence asasword and ashidd in this civil action, by invoking the Fifth Amendment and then

daming that the Court may not consider that fact when ng the sufficiency of the pleadings®*
Ebbers dso argues that the size of the fraud at his company -- no matter how large -- provides

no support for the clams of fraud against him. Ebbers Br. a 11-12. While Lead Plantiff deas with

23 Moreover, contrary to what Ebbers contends, the Class has been prejudiced by his refusal
to testify before Congress. In the context of federa securities litigation, where plaintiffs must plead facts
warranting a strong inference of scienter without the benefit of any discovery, Ebbers testimony to
Congress would have dearly advanced plaintiffs investigation and shed light on hisinvolvement in the
fraud. Asthe Third Circuit explained, “invocation of the Fifth Amendment poses substantid problems
for an adverse party who is deprived of a source of information that might conceivably be determinative
inasearch for thetruth.” SEC v. Graystone Nash, Inc., 25 F.3d 187, 190 (3d Cir. 1994).

24 Ebbers reliance on Fujisawa Parmaceutical v. Kapoor, No. 92 C 5508, 1999 WL
543166, a *9 (N.D. Ill. duly 21, 1999) is misplaced. In Fujisawa, the Court held that it would be
improper & atria to draw an adverse inference from the defendant’ s assertion of his Fifth Amendment
privilegein a Congressond hearing when he had subsequently withdrawn that assertion and testified a
adeposition. 1999 WL 543166, at *9. In contrast, here, the Court is asked merely to draw an
adverse inference in the context of assessng the sufficiency of Lead Plaintiff’ s pleading, when Ebbers
refusal to testify has not been superceded by any other testimony.
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this argument in greater detail below, we note here that Ebbers argument is directly contrary to the law

in this Circuit. See, eq., Scholadtic, 252 F.3d a 73 (“ The $13 million pre-tax specia charge taken by

Scholagtic in February 1997 lends yet more support to the notion that defendants had knowledge of
increasng returns.”); Rothman, 220 F.3d a 92 (“we deem significant the amount of the write-off GT
eventudly did take for the fina quarter of 1997"). Significantly, in these cases, the accounting
improprieties paed in comparison to the $9 billion of phony earnings WorldCom reported. Indeed, if
there was ever a case where the magnitude and egregiousness of the fraud adone should create a strong
influence of scienter, thisis undoubtedly that case. The Sze of the fraud is especidly telling with respect
to Ebbers, whom news reports have stated kept a very close eye on expenses, and whose office

adjoined Sullivan's. 1296(d). Asobserved by The Wall Street Journd on July 1, 2002, it is

inconcelvable that a CEO with the eye for numbers and expenses that Ebbers had could have missed
the improper transfers of billions of dollars on WorldCom' s books. 1d.

Findly, Ebbers argues that scienter may not be inferred because he is not familiar with the
supposed intricacies of GAAP. EbbersBr. at 20-21. The facts belie thisargument. When
WorldCom' s accounting practices came under scrutiny in early 2002, Ebbers vehemently defended the
Company’ s accounting practices in public. For example, when questions were raised about
WorldCom'’ s accounting during a February 7, 2002 analyst conference cal -- based on the
announcement that WorldCom would likely write-down good will by between $15 and $20 billion --
Ebbers stated without equivocation: “we stand by our accounting.” 1180. Smilarly, when WorldCom
became the subject of an SEC inquiry in March 2002, Ebbers assured investors that WorldCom's
accounting policies and practices were fully compliant with SEC rules. 184. These are not the

gatements of a person unfamiliar with WorldCom' s accounting, but a CEO who professed to be very
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much in charge and knowledgeable about every aspect of his company. Moreover, as set forth above,
the accounting improprieties that occurred were not complicated and did not involve difficult
interpretations of GAAP. Rather, in the words of one accounting expert, thiswas “basic Suff.”
318.%

The Complaint also sufficiently pleads that Ebbers had ample motive and opportunity to commit
the fraud. By the end of the Class Period, Ebbers had borrowed approximately $300 million from
various lenders -- including WorldCom and Travelers -- much of which was secured by his holdings of
WorldCom stock. 1111129, 297. Ebbers loans from WorldCom, which were al secured by his
WorldCom stock, amounted to approximately $400 million, by far the largest corporate loans to an
executive in higory. Id. Thus, as WorldCom'’ s stock price was faling, Ebbers was under tremendous
pressure to satisfy the margin cals from hislenders and avoid persond bankruptcy. In 2000 and 2001,
Ebbers was under such pressure from his lenders that one of Sullivan’s close confidants observed that
“[Ebbers] was margined out of hismind.” Id.

During the Class Period, Ebbers dso sold millions of shares of WorldCom's stock through a
hedging transaction. In early fal of 2000, after government officials blocked WorldCom's merger with
Sprint, Ebbers effectively sold approximately $70 million of stock. §298. Ebbers structured the
transaction as aforward contract to disguise the obvious effects on WorldCom' s share priceif he, the
visgonary CEO, dumped severd million shares on the market immediately following the collgpse of this

ded. 1d. Asaresult, Ebberslocked in asure $70 million to protect himsdlf once the stock price

> Ebbers dso suggests that heis not liable in this civil suit because he has not yet been
indicted. EbbersBr. at 20-21. Lead Plaintiff is not aware of any case that holds that a defendant must
be indicted for a Section 10(b) claim to be sustained.
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dropped while, at the same time, he sought to protect the inflated value of WorldCom’ s stock.

Ebbers argument that his loans and hedging transactions are not sufficient to plead motive
because they do not make economic senseis without merit. Ebbers Br. a 14-18. The scheme made
perfect economic sense. So long as WorldCom' s stock remained inflated, Ebbers' lenders would be
kept a bay, WorldCom could continue its acquigition binge and hide its earnings deficiencies, and
Ebbers could continue to regp millions of dollarsin profits from being one of the most powerful CEOs
in corporate America

Ebbers dso argues that the fact he continued to hold substantia portions of his WorldCom
stock negates his scienter. Ebbers Br. a 15. This argument is disingenuous because Ebbers could not
sl his stock, and did not need to in order to line his pockets with cash. As described in detall in the
Complaint, when in the fal of 2000 Ebberstried to sel tens of millions of dollars worth of his stock to
satisfy margin cdls, the Board, fearing the impact this would have on the stock price, told him not to sell
the stock and instead provided him with loans of $400 million to cover hisdebt. 297(a)-(e). Those
loans were at a much lower interest rate than the market rate, and both Ebbers and the Board knew
that the Board would never ask Ebbers to repay them as long as Ebbers remained CEO. Thus Ebbers
had the best of both worlds -- he could keep his stock and till obtain hundreds of millions of dollarsin

cash from a Board that was utterly derdlict in fulfilling its responsihilities to WorldCom' s sharehol ders?®

% For the same reason, Ebbers' reliance on Coates v. Heartland Wireless Communication,
Inc., 26 F. Supp. 2d 910 (N.D. Tex. 1998) ismisplaced. Contrary to Ebbers contention, the court in
Coates did not hold thet avoidance of margin cals may never conditute motive within the meaning of
Section 10(b). Rather, the court held that where defendants could have easily sold stock to satisfy their
lenders and did not do so, scienter was not sufficiently alleged. As noted above, unlike the defendants
in Coates, Ebbers had close to $900 million in loans, and as WorldCom’s CEO, he could not smply
dump hundreds of millions of dollars of stock on the market to stisfy hislenders. As Ebbers himsdlf
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Ebbers moative to artificidly inflate the price of WorldCom’'s stock may be further derived from
the fact that Ebbers vison for WorldCom' s growth strategy was fueled by the Company’ s stock-for-
stock acquisition binge. During the Class Period, Ebbers sought unsuccessfully to consummeate his
largest acquisition ever -- the $129 hillion Sprint transaction announced in October 1999 which was
vaued a $129 billion -- and acquired Sky-Td and Intermedia using WorldCom stock as the
purchasing currency. 1Y 87, 212, 216. Indeed, this acquisition strategy was crucid to WorldCom's
survival, because with each acquistion WorldCom established huge reserves which Ebbers knew could
be drawn down when needed to cushion WorldCom'’ s reported earnings. 11 80-84. Numerous
courtsin thisand other digtricts have held that specific dlegations that a Company inflated its stock
price to pursue acquisitions that were critical to its business prospects are sufficient to plead scienter.

See, e..0., Burstyn v. Worldwide Xceed Group, No. 01 Civ. 1125, 2002 WL 31191741, at *5

(SD.N.Y. Sept. 30, 2002) (acquisition program provided “ specific god” that could satisfy motive and

opportunity pleading requirement); In re Complete Mgmt. Sec. Litig, 153 F. Supp. 2d. at 328

(plantiffs alegation that defendants sought to maintain artificialy high stock price so that defendant
company could use stock as currency for acquisitions sufficiently aleged concrete motive to support

grong inference of scienter); RMED Int’l, Inc. v. Soan’s Supermarkets, Inc., 207 F. Supp. 2d 292

(SD.N.Y. 2002) (defendants had motive to artificidly inflate value of stock in order to useit to acquire

other companies).

has admitted (1 297(a)), such amove would have caused WorldCom's share price to take a huge dive,
to Ebbers detriment as a shareholder and as the architect of WorldCom’s growth by acquisition

Srategy.
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In sum, the NY SCRF has clearly pled sufficient facts -- by showing Ebbers knowledge,
recklessness, and motive and opportunity -- to support a strong inference that Ebbers acted with
scienter.?’

B. The Section 10(b) Claims Against the Section 10(b) Director Defendants Must Be
Sustained

The Complaint smilarly asserts viadble fraud clams againgt Defendants Allen, Areen, Bobhitt,
Gdes (the“Audit Committee Defendants’) and Kéellett (together with the Audit Committee
Defendants, the “ Section 10(b) Director Defendants’). In their motion, these Defendants make two
basic arguments: (1) they cannot be held liable because they did not make any fase and mideading
gatements; and (2) the Complaint fails to plead that they acted with scienter. Neither of these
arguments withstands scrutiny. 2

Firgt, the Complaint sets forth numerous materialy fase and mideading satements that each
Section 10(b) Director Defendant made. While these Defendants go on at great length about how they
cannot be held liable under the “group pleading” doctrine (Directors Br. at 8-11), thisargument isa
sdeshow; the Complaint does not alege that these Defendants are liable under the group pleading

doctrine®® Rather, the Complaint alleges that these Defendants are lidble only for those statements that

2! Ebbers other argument -- that neither he nor the Company had a duty to disclose the
materialy conflicted relationship between WorldCom, Ebbers and Sdomon in the regidration

gatements issued in connection with the Offerings -- isdiscussed in Point 11.D. As discussed there, this

argument is dso without merit.

8 The Section 10(b) Director Defendants also contend that the Complaint fails to plead control

person ligbility pursuant to Section 15 of the Securities Act and Section 20(a) of the Exchange Act.
For the reasons stated in Point 111. below, these arguments should likewise be rejected.

2 The Complaint does alege that it is appropriate to apply the group pleading doctrine to one
“narrowly defined group of defendants’ consisting solely of Ebbers, Sullivan, Myers, Y ates, the four
senior WorldCom officers named as Defendants. 1 66.
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they specificdly made. For example, each of the Section 10(b) Director Defendants signed the
Company’s annud reports for the years 1999 through 2001 on Forms 10-K; each of itsregistration
satements for WorldCom acquisitions between 1999 and 2001; and the registration statements related
to each of the Offerings. 1 26, 27, 29, 30, 33, 132, 154, 185, 197, 204, 215, 220.

It isaxiomatic that, for purposes of imposing Section 10(b) lighility, the Sgning of an issuer’s
SEC filings condtitutes the making of a statement.® This well-settled principle holds true not just for
corporate officers, but for all directors. See, eg., Inre Lernout & Hauspie Sec. Litig., 286 B.R. 33,
37 (D. Mass. 2002) (sgnatures by members of audit committee on various SEC filings which included
fraudulent financid statements “satisfy the requirement that defendants make a fraudulent satement”);

Thomas Kernaghan & Co. v. Globa Intellicom, Inc., 2000 WL 640653, at *5 (S.D.N.Y. May 17,

2000) (Cote, J) (“filing of dlegedly fdse and mideading documents with the SEC which
misrepresented [the company’ ] financid condition cannot be dismissed as ‘ merdly preparatory to the
fraud,’ . . . but rather represent misrepresentations upon which plaintiffs securities fraud clam may be

premised’); Inre WP Inc. Sec. Litig., 928 F. Supp. 1239, 1255 (S.D.N.Y. 1996) (denying summary

judgment for audit committee members with respect to statements made in Form 10-Ks that audit

committee members signed); see dso Howard v. Everex Sys,, 228 F.3d 1057, 1061 (9th Cir. 2000)

(“adirector who has the requisite level of scienter and signs afraudulent Form 10-K can beligbleasa
primary violator of 810(b) for making afase statement”). Thus, the Complaint does not rely upon the

group pleading doctrine with respect to the Section 10(b) Director Defendants, and dl of the cases that

% Thisistrue because “ SEC filings generdly are the type of ‘devices that areasonable
investor would rely on in purchasing securities of thefiling corporation.” 1toba Ltd. Lep Group PLC, 54
F.3d 118, 123 (2d Cir. 1995).
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they cite on thisissue -- which concern cases where plaintiffs were seeking to hold outside directors
liable for publicly-filed documents which they did not sign -- are inapposite.!

Second, the dlegations of the Complaint establish a strong inference of scienter with respect to
these Defendants. The Audit Committee Defendants were specificaly charged with responsibility for
ensuring the accuracy and integrity of WorldCom's publicly-filed financid statements. Indeed, the SEC
has stated that “[a]udit committees play a critica rale in the financid reporting system by overseeing and
monitoring management’ s and the independent auditor’s participation in the financia reporting process.
Audit committees may, and should, be the corporate participant best able to perform that oversight
function.” 311 (quoting Audit Committee Disclosure, Exchange Act Release No. 34-42266, 71 SEC
Docket 787, 1999 WL 1244029, at * 3 (Dec. 22, 1999)) (emphasis added). WorldCom’s own SEC
filings represented to investors that the members of the Audit Committee exercised gtrict oversight over
the Company’ s financid reporting process, including reviewing WorldCom' sfinancid statements,
communicating with Andersen, reviewing the Company’ s internd accounting controls, and making
recommendations to the Board as to the sdlection of the accountants.  313.

Asthe Complaint aleges, the Audit Committee utterly falled to discharge its responghbilities.
The Complaint is replete with specific dlegations sufficient to establish a strong inference that the Audit

Committee Defendants were at least reckless. Asthis Court hdd in Cromer Finance, recklessnessis

adequately dleged when a defendant (a) knew of facts or had access to information contradicting his

31 SeelnreAetna, Inc. Sec. Litig., 34 F. Supp. 2d 935, 939 (E.D. Pa. 1999) (dismissing
10(b) cdlam where outsde director had not signed any alegedly fase and mideading document); In re
Sensormatic Elec. Corp. Sec. Litig., No. 018346 Civ., 2002 WL 1352427, a *5 (S.D. Fla. June 10,
2002) (same); Powersv. Eichen, 977 F. Supp. 1031, 1041 (S.D. Cal. 1997) (same); Klan v.
Goetzmann, 770 F. Supp. 78, 81-82 (N.D.N.Y. 1991) (same).
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public statements, (b) failed to review information he had a duty to monitor, or (c) ignored obvious
sgnsof fraud. 137 F. Supp. 2d at 468-69. Here, each of these eements are dleged, asfollows:

Facts Concerning Capital Expenditures. In the norma course of events, aboard of directors of

apublic company gpproves large capital expendituresin advance. 1385. Typicdly, thereisno
congstent pattern as to when large capita expenditures occur. §383. To the contrary, capital
expenditures are made as needed, such as when a company needs to make improvementsto its
physicd plant or to ingtdl new technology. 1d. At WorldCom, however, capital expenditures that were
not approved by the Board of Directors were booked in huge amounts on a consistent basis to
atifiadly inflate the Company’ sfinancid results.  During each quarter of 2001 and through the first
quarter of 2002, the Company improperly recorded hundreds of millions of dollars of line cost

expenses as capital expenditures after the end of each quarter, in order to meet Wall Street andyst

expectations. 1d. These fraudulent adjustments were made without any legitimate business reason for
doing so and without any supporting documentation. 1d.

The amount of line cogts that were improperly capitdized is staggering: $771 million for the first
quarter of 2001; $610 million for the second quarter of 2001; $743 million for the third quarter of
2001; $931 million for the fourth quarter of 2001; and $797 million for the first quarter of 2002. 1 107.
The line cost expenses classified as capital expenditures were not within the budgets approved by the
Board in advance, nor supported by documentation presented to the Board. 384. Thesefacts, as
well as the manner in which these line cost were improperly capitdized -- after the close of each
quarter, and without any supporting documentation or legitimate businessrationde -- were dl ether
known to, or at least accessible to the Audit Committee Defendants, who had a duty to monitor such

items to fulfill their fiduciary duties to WorldCom and itsinvestors.  94.
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Had the Audit Committee Defendants even come close to exercising the care required of a
director -- especialy an audit committee member of the board of a public company -- they could have
quickly uncovered the fraud with respect to WorldCom’s capital expenditures. Had these Defendants
performed the fundamentd step of comparing WorldCom's actual capital expendituresto its budgeted
capital expenditures, they would have discovered that the Company’ s reported capita expenditures
vastly exceeded budgeted numbers -- by numbers approaching a billion dollars each quarter.  384.
This fact done would have required the Audit Committee Defendants to ask about the nature and
necessity of the expenditures -- knowing that they had not pre-approved such massive capita
expenditures. Had these Defendants merely asked the question, they could have uncovered the truth --
that there were no such expenditures and that WorldCom was improperly capitdizing its ordinary
expenses to make its quarterly earning numbers.

Facts Concerning Reduction of Merger Reserves. One of the key elements of the fraud was

WorldCom' s reduction of line cost expenses during the third and fourth quarters of 2000 in the amounts
of $828 million and $407 million, respectively -- atota of $1.235 hillion -- with corresponding claimed
reductions in the Company’ s merger reserves. 1 91-93, 325, 382. There was no documentation
supporting the reduction of merger reserves. 11325. Asareault, it isclear that the Audit Committee
Defendants, who had a duty to monitor WorldCom' s recording of expensesin itsfinancid statements,
and who represented in SEC filings that they satisfied that duty by exercisng oversight over

WorldCom' sfinancid reporting process and reviewing its financid statements, failed to monitor

information they had aduty to monitor and further ignored obvious sgns of fraud.

Facts Concerning Internal Controls: The Blue Ribbon Committee on Improving the

Effectiveness of Corporate Audit Committees, which was sponsored by the New Y ork Stock
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Exchange and the National Association of Securities Deders (“NASD”), issued areport stating that an
audit committee' s oversght function includes the responsibility for ensuring that the corporation has

internd controls in place specificaly to deter management fraud. That report provides:

[SJuch oversght includes ensuring that quality accounting policies, internd controls, and
independent and objective auditors are in place to deter fraud, anticipate financid risks
and promote accurate, high quaity and timdy disclosure of financid and other materid
information to the board, to the public markets, and to shareholders.

1 312 (emphasis added). Y€, asthe Complaint aleges, the Audit Committee abrogated its
responsihility by failing to take any steps to address what these Defendants knew were materia
weeknesses in WorldCom' sinternd controls, and by alowing Ebbers and Sullivan to redtrict the
Company’sinternd auditors from investigating or reviewing the Company’ s financia reports. {433(a).
In fact, as was ultimately reveded, WorldCom had absolutdly no internd fraud controls a al. Minutes
of ameeting of the Audit Committee on June 6, 2001 reved that the Audit Committee knew that
controls were so deficient that WorldCom employees were able to generate phony sales by smply
moving customer accounts from one billing system to another. 1 340.

Thereisthus no question that the Audit Committee Defendants, contrary to their public
gtatements, did not exercise gtrict oversight over WorldCom' s financid reporting process, financid
reports, and internd controls. To the contrary, the dlegations in the Complaint demongtrate their patent

recklessness in these matters.®

32 These conclusions are shared by former U.S. Attorney General Dick Thornburgh, the
Examiner gppointed by the Bankruptcy Court to probe the WorldCom debacle on the court’ s behdf.
Examiner Thornburgh was highly critica of WorldCom'sinternd audit function and the Board asa
wholein his Firg Interim Report (“Report”), filed with the Bankruptcy Court on November 4, 2002.
He gated that “the interna audit function at WorldCom failed to satisfy reasonably its important
responsbilities,” and that this was a direct effect of a*“lack of adequate support from WorldCom's
senior management, its Board of Directors and the Audit Committee” Report & 52. The Examiner
concluded that the Audit Committee failed to perform such basic and fundamenta tasks as establishing
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Numerous courts have held audit committee defendants liable under Section 10(b) in cases
where the fraud was much less sgnificant and much more difficult to discover. For ingance, in Lernout
& Hauspie, 286 B.R. 33 (D. Mass. 2002) which dso involved a massive accounting fraud, the court
denied the audit committee members motion to dismiss, holding that the plaintiffs had sufficiently
demondtrated a strong inference of recklessness by dleging that the audit committee members knew
that the company’sinternd controls were insufficient and that the company lacked an internd audit
function. 286 B.R. at 38. Rgecting the defendants argument that they were entitled to rely upon the
company’s outsde auditors, the court specificaly held that “the Audit Committee had a duty to oversee

the auditors, that is, to guard the guardians.” 1d. (emphasis added); see dso Greenfield v. Prof’l. Care,

Inc., 677 F. Supp. 110, 114 (E.D.N.Y. 1987); In re WP Inc. Sec. Litig., 928 F. Supp. 1239, 1255

(SD.N.Y. 1996).

an adequate interna audit plan at the beginning of each fisca year; paid only “perfunctory attention to
the audits performed by the Internd Audit Department”; and failed to address “sgnificant and
unresolved interna control weaknesses cited in prior [internal] audits.” Report at 56. In fact, the
Examiner determined that the Audit Committee had known of “material wesknesses’ ininternd controls
snce 1997, and that not only had the Audit Committee failed to take any stepsto correct these
deficiencies, but there was no “ evidence that the senior management of the Company or the Audit
Committee expressed any concern regarding this situation.” Report at 56-57.

3 Defendant Gales’ s scienter is further demonstrated by the fact that on January 30, 2002,
only two weeks before WorldCom announced a $20 billion write-off of goodwill, he sold 2.9 million of
WorldCom' s shares, which congtituted gpproximately 63% of histotal holdings, redlizing proceeds of
goproximately $27 million.  316. While Gdes camsto have suffered a paper loss on his sdes, thet is
besides the point. Had he continued to hold -- as did thousands and thousands of WorldCom' s public
shareholders -- his stock would have been worthless. Thus, the sdle of nearly two-thirds of his stock,
just before the firgt of the partial disclosures of the fraud at WorldCom, satisfies the motive sandard in
this Circuit. See Scholagtic Corp. Sec. Litig., 252 F.3d at 63, 74-75 (sae of 80 percent of individual
defendant’ s stock within two months of curative disclosure sufficient to alege motive and opportunity
on defendant’ s part for concealing facts that ultimately caused the price of company’ s stock to drop
precipitoudy).
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Similarly, the Complaint dleges scienter with respect to Defendant Kellett. Kellett wasthe
Chairman of the Compensation Committee, and the board member who urged the entire Board to
extend to Ebbers hundreds of millions of dollarsin loans during the Class Period -- loans secured by
Ebbers holdings of WorldCom stock. Thisfact done should have put Kdlett, as well asthe other
Director Defendants, on notice that Ebbers had a powerful incentive to commit fraud, because if
WorldCom's earnings fell short of expectations, Ebbers faced persona financid ruin. Indeed, it was
well-known by WorldCom’ s Board and other employees within the Company that Ebbers 1oans
imposed tremendous pressure on senior management to report strong earnings and keep the stock
priceinflated. §297. Kelett, however, had his own powerful incentive -- to look the other way. In
return for his“assstance’ in having the Board approve Ebbers 1oan package, Ebbers had WorldCom
provide Kellett with the use of WorldCom'’ s corporate jet for alease payment of $1 per month. ] 306.
In addition, Kellett was the only WorldCom director other than Ebbersto receive tens of thousands of
shares of hot 1POs from Salomon (] 228) -- something which could only have occurred at Ebbers
insstence®*

Kellett is aso being investigated for severd forward sales of WorldCom's stock in November
2000. 11307. At that time, gpparently redlizing that WorldCom'sfinancid prospects were dim after
the collapse of the proposed merger with Sprint, Kellett, under disguise of aforward contract, sold four

million shares, representing gpproximately 67% of his and his affiliated entities' tota holdings of

3 This conclusion is shared by former SEC Chairman Richard Breeden, who was appointed
as the Monitor by the Bankruptcy Court to among other things, review trade expenses a WorldCom or
the court’s behdf. Monitor Breeden investigated this quid pro quo arrangement and determined that
the cost of the jet should have been roughly $1 million ayear and that the use of the jet may have
influenced Kdlett's consderation of Ebbers compensation; the Monitor caled for Kdlett's resgnation,
claming that he had abused his position as adirector. See Joann S. Lublin and Jared Sandberg,

WorldCom Director Kellett Quits Under Pressure From the Board, Wall St. J., Oct. 29, 2002.
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WorldCom stock, which guaranteed that he would receive $53,566,847 in November 2003. Id. In
addition, on December 4, 2001, Kdlett sold 50% of his holdingsin WorldCom for $11.9 million.

309. Each of these dlegations further supports a strong inference that Kellett acted with scienter.

The sze of the restatement aso supports the inference that each of the Section 10(b) Director

Defendants acted with scienter. Asthe Second Circuit sated in Rothman v. Gregor:

The Appdlants argue that GT’ s $73.8 million write-off supportsits claim of fraudulent
intent. They argue tha the magnitude of this write-off rendersless credible the
proposition that during the GT Class Period, GT believed it likely thet it could recover
those royaty advances through future sales. We agree.

220 F.3d at 92 (emphasis added); see dso Gelfer v. Pegasystems, Inc., 96 F. Supp. 2d 10, 16 (D.
Mass. 2000) (magnitude of revenue overstatements supports strong inference of scienter where
restatement corrected $18 million revenue overstatement and $11 million income overstatement); SEC

v. DCI Tdecomms,, 122 F. Supp. 2d 495, 500 (S.D.N.Y. 2000) (alleged overstatements of assets by

40 to 1408 percent, “if true, do not present a case of ‘misguided optimism,” but rather show a pattern
of knowingly mideading practices that overwhemingly overdated revenues, made with an intent to

defraud”). Asthe court explained in Rehm v. Eagle Fin. Corp., 954 F. Supp. 1246, 1256 (N.D. III.

1997): “The more serious the error, the less believable are defendanty ‘] protests that they were
completdy unaware of [the company’ g true financia status and the stronger is the inference that
defendants must have known about the discrepancy.” Simply put, “the overstatement of significant
revenues can support the claim that the defendants acted in a severely reckless manner.” Haack v.

Max Internet Communications, Inc., No. Civ. A. 3:00-CV-1662-G, 2002 WL 511514, at *7 (N.D.
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Tex. 2002). Sgnificantly, each of the cases cited above involved Stuations where the restatement was
afraction the sze of WorldCom's.

Finaly, the Section 10(b) Director Defendants argument that they took quick corrective action
which eventualy brought the fraud to light is no defense to the fraud daims againgt them. Asaninitid
meatter, the “quick” corrective action taken by WorldCom’s Board was preceded by: (@) questions
raised by andysts at a conference held on February 7, 2002 (1 180); (b) aMarch 7, 2002 request
from the SEC for documents and information concerning awide range of issues (1 182); (c) the March
11, 2002 disclosure by the Dow Jones Newswire about the SEC inquiry (1 183); and (d) aninternd
audit that uncovered the improprieties in the Company’ s capital expenditures and capita accounts (1
102). Clearly, once the directors were put on notice that the SEC, analysts, the media and other
outsders were turning their attention to what was occurring within WorldCom, and once an interna
audit had raised flags that could no longer be ignored, the Board knew that it was only a matter of time
before someone else would reved the existence of the fraud. See, eg., Lernout, 286 B.R. at 38
(taking corrective action once “horse was out of the barn” was too little, too late to defeat inference of
scienter).

Indeed, the fact that an internal WorldCom investigation could so readily lead to a“discovery”
of the fraud smply reinforces the recklessness with which the Section 10(b) Director Defendants had
previoudy acted. Theinternd audit investigation, which began in May 2002, uncovered by mid-June
2002 that the Company had engaged in a massive fraud, amounting to &t least $3.8 hillion in improperly
reported earnings. 111 102-04. The speed with which the fraud was uncovered by this rdatively smal

saff congtitutes further evidence of the recklessness of the Section 10(b) Director Defendants.
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The Section 10(b) Director Defendants' reliance on this Court’sdecison in In re Sotheby’s

Holdings, Inc. Sec. Litig., No. 00 Civ. 1041 (DLC), 2000 WL 1234601 (S.D.N.Y. Aug. 31, 2000) is

misplaced. The complaint in Sotheby’ s contained only “boilerplate dlegations’ asto the scienter of the
financid officer defendants. 1d. a *7. Moreover, the financid officer defendants had no responsibilities
with respect to the aleged price-fixing machinations by Sotheby’s Chairman and CEO. 1d. By
contrast, as demonstrated above, the Complaint provides detailed alegations which demonstrate that
the Section 10(b) Director Defendants (a) had access to information that contradicted their public
datements; (b) “failed to review or check information that they had a duty to monitor,” and (c) ignored
obvious Sgnsof fraud.” Id. (citation omitted). For example, the Audit Committee Defendants never
investigated the reduction of the merger reserves or the extraordinary capitd expenditures, which
routinely exceeded budgeted amounts by hundreds of millions of dollars; they dlowed Ebbers and
Sullivan to wesken the Company’ s interna controls, and they were specificdly aware that WorldCom
employees were taking advantage of flawsin the billing system to book phony orders, earning
commissionsin the process. These specific facts can hardly be deemed “bailerplate,” and thus,

Sotheby’s is distinguishable on its facts®

3 The Section 10(b) Director Defendants argument that their lack of scienter is demonstrated
by the fact that “no less than six directors purchased WorldCom stock at different times during the class
period” (Directors Br. a 23) isillogical and mideading. Many of these purchases gppear to be the
result of exercises of options, which were subsequently disposed of immediately. See Curnin Aff. Ex. 4
(Areen, 102,076 shares acquired and disposed of an June 7, 2001); Ex. 5 (Babbitt, 328,263 shares
acquired and disposed of on June 7, 2001). Thus, these “ purchases’ werereally sdes. Moreover,
even if there were certain purchases, this does not negate a strong inference of scienter. See, eq.,
Holmesv. Baker, 166 F. Supp. 2d 1362, 1378 (S.D. Fla. 2001); In re Complete Mgmit. Inc. Sec.
Litig., 153 F. Supp. 2d 314, 329 (S.D.N.Y. 2001) In re Crown Am. Redlty Trugt Sec. Litig., 1998
WL 777984, a *4 (W.D. Ind. Nov 2, 1998). Adopting such a bright-line approach would enable
corporate ingders to avoid securities fraud liability merely by purchasing stock after initiating securities
fraud. See Holmes, 166 F. Supp. 2d at 1378.
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For dl these reasons, the fraud claims againgt each of the Section 10(b) Director
Defendants should be sustained.

C. The Section 10(b) Claims Against Andersen and Dick M ust Be Sustained

The Andersen Defendants do not dispute that the largest accounting fraud in U.S. history
occurred on their watch. Rather, Andersen and its audit partner, Melvin Dick, base the bulk of their
motion on the argument that the Section 10(b) claim againgt them (Count V1) does not plead fraud
with particularity. Specificdly, Andersen contends that the Complaint does not adequately dlege why
Andersen’ s unqudified audit reports relating to WorldCom' s 1999, 2000, and 2001 financia
Satements -- in which Andersen certified that it had conducted its audits in accordance with GAAS and
that the Company’ sfinancia statements were presented in accordance with GAAP -- were false.
Andersen Br. at 11-15. Dick dso argues that the Complaint does not adequately plead fase and
mideading Satements that are attributable to him. 1d. at 18-19. Findly, Andersen contends that the
Complaint does not adequately alege that Andersen acted with scienter. 1d. at 15-17. As set forth
below, each of these arguments fails®

1 The Complaint Adequately Alleges That Andersen Made Materially False and
Mideading Statements

Andersen’s argument that the Complaint does not adequately dlege it made materidly fase and
mid eading statements requires little by way of response. WorldCom has admitted that its 1999, 2000,
and 2001 reported pretax income, as st forth in its financial statements audited by Andersen, was

overstated by nearly $9 billion, and Andersen has withdrawn at least one of its audit opinions, stating

% As noted above, Andersen does not specificaly address the claim against it pursuant to
Section 11 of the Securities Act (Count I11) beyond stating that this claim “should be dismissed for
falureto sate aclam” and incorporating by reference the legd authorities cited by the Underwriter
Defendants. Andersen Br. at 20. For the reasons stated in Point |, this argument is without merit.
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that it should no longer be relied upon. 1104. GAAP only permits restatement of prior financia

gtatements based upon information that existed at the time the financid statements were prepared. See

APB Opinion No. 20 at 1 13; see ds0 In re Telxon Corp. Sec. Litig., 133 F. Supp. 2d 1010, 1026
(N.D. Ohio 2000) (defendants had no basis to dispute that company’ s financia statements contained
materia misstatements because “[the company], itself, admitted its prior disclosures were materidly
misstated when it issued the restatements which gaverise to thislitigation”). Thus, Andersen cannot
serioudy deny that WorldCom' sfinancid statements during the Class Period were materidly fase when
issued and, accordingly, that Andersen’s certifications that the financid statements were prepared in
accordance with GAAP were aso fase when made.

In addition, the misstatements in WorldCom'’ s financid statements, the specific GAAP
violaions, and the factua bases thereof are set forth in extensive detail in the Complaint. m
325-42, 370, 427. These allegations meet the particularity requirements of Fed. R. Civ. P. 9(b) and
the PSLRA. Contrary to Andersen’s assertions, the Complaint states with particularity the “who, what,
where, when and why” of the fase satements. See Stevelman v. Alias Research Inc., 174 F.3d 79, 84
(2d Cir. 1999). The Complaint sufficiently identifies the particular fase statements and who made them
-- namely, the fase certifications by Andersen that WorldCom's 1999, 2000 and 2001 financia
satements were presented in conformity with GAAP and that Andersen’ s audits were performed in
accordance with GAAS. 111 133-34, 156-57, 187-88. The Complaint aso identifies where and when
these fd se atements gppeared -- namdly, in the opinion letters accompanying the financid statements
gopearing in, inter dia, WorldCom’ s 1999, 2000, and 2001 Form 10-K's, and incorporated with
Andersen’s consent in the regigration statements for the Offerings, the Sky-Td acquisition and the

Intermedia acquisition. 11 132-33, 154, 156, 185, 187, 199-200, 207-08, 213, 218.
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Further, the Complaint provides great specificity asto why WorldCom'sfinancia statements
were fase and the source of those dlegations. See, eq., 1189-92 (stting forth details from the
indictments for crimina securities fraud of certain former WorldCom executives and employees); 11 96,
100 (setting forth facts from internd WorldCom documents obtained by Congress). The Complaint
quantifies the precise amount of the accounting irregularities that have been disclosed thusfar. § 101.
These dlegations are sufficient under the standards of Fed. R. Civ. P. 9(b) and the PSLRA to establish

that Andersen made materidly fadse satements. See In re Oxford Hedth Plans, Inc. Sec. Litig., 51 F.

Supp. 2d 290, 292-93 (S.D.N.Y. 1999) (denying auditor’s motion to dismiss for falure to plead fraud
with requisite particularity where the complaint aleged “ specific violations’ of auditing standards,
including falsdly reporting that financid statements were prepared in accordance with GAAP, faling to
conduct audit with independent mentd attitude, and failing to assess control risk).

Likewise, the Complaint sets forth with great specificity why Andersen’s representations that it
performed its audits in accordance with GAAS were fdse. The Complaint states the specific auditing
standards violated by Andersen and how Andersen’s audits violated these standards. 1111 432-33.
These dlegations are dso sufficient to satisfy Fed. R. Civ. P. 9(b) and the pleading requirements of the

PSLRA. SeeKinney v. Metro Globa Media, Inc., 170 F. Supp. 2d 173, 179 (D.R.l. 2001) (“At this

dage in the case, the fact that the Plaintiffs specified each Satement they dleged to be mideading and
specified the reasons why the satements were dlegedly mideading is sufficient to sustain their burden

[under Fed. R. Civ. P. 9(b) and the PSLRA].”) (emphasisin origina).*’

3" The cases relied on by Andersen regarding particularity are ingpposite. In Resder v. Liz
Claborne, Inc., 75 F. Supp. 2d 43, 52-53 (E.D.N.Y. 1998), the statements that the plaintiffs alleged to
be false were vague positive expressons about how well the company was doing and its pogitive future
prospects. The plaintiffs aleged that facts existed, and were known to defendants, that contradicted
these satements. However, the complaint did not identify how the plaintiffs knew these facts or why
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2. The Complaint Adequately Alleges Andersen’s Scienter

As dtated above, scienter may be pleaded by dleging facts that congtitute strong circumstantial
evidence of Andersen’s recklessness, or show that Andersen had the motive and opportunity to commit
fraud. The Complaint adequately pleads that both were in play in Andersen’ s engagement when it
came to Andersen’ srole in the fraud.

Andersen cites a number of decisons for the proposition that mere violations of GAAP or
GAAS aone are not enough to plead scienter. Andersen Br. at 12.3  However, dlegations of
violations of GAAP and GAAS “may be one of severd ‘red flags' that support an inference of

scienter.” In re Complete Mgmit. Inc. Sec. Litig., 153 F. Supp. 2d 314, 334 (S.D.N.Y. 2001); see

a0 Oxford Hedlth, 51 F. Supp. 2d at 295; In re Hedth Mqgt., Inc. Sec. Litig., 970 F. Supp. 192, 203

(E.D.N.Y. 1997); Inrethe Ledie Fay Cos., Inc. Sec. Litig., 871 F. Supp. 686, 699 (S.D.N.Y. 1995).

Moreover, contrary to Andersen’s argument (Andersen Br. at 15-16), numerous courtsin this Digtrict
and dsewhere have held that the magnitude of the fraud is rdevant to the inference of scienter on the
part of auditors:

In cases where smdl accounting errors only ripple through the corporate books, a court

may conclude, at times even on the face of the complaint, that an accountant’ s failure to
discovery his client’ s fraud was not sufficiently recklessto sustain a 10b-5 clam. On

the court should believethem to betrue. 1d. a 53. Atissuein Araziev. Mullane, 2 F.3d 1456,
1467-68 (7th Cir. 1993), were predictions that the company made concerning future performance,
which the plaintiffs contended were unreasonable in light of both public information and unspecified
interna documents.

38 Citing Stevelman v. Alias Research, Inc., 174 F.3d 79 (2d Cir. 1999); Chill v. Gen. Electric
Co., 101 F.3d 263, 270 (2d Cir. 1996); SEC v. Price Waterhouse, 797 F. Supp. 1217, 1240
(S.D.N.Y. 1992); Queen Uno Ltd. P ship v. Coeur D’ Alene Mines Corp., 2 F. Supp. 2d 1345 (D.
Colo. 1998).
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the other hand, when tidal waves of accounting fraud are dleged. it may be determined
that the accountant’ s failure to discovery his dient’s fraud raises an inference of scienter
on the face of the pleadings.

In rethe Ledie Fay Companies, Inc. Sec. Litig, 835 F. Supp. 167, 175 (S.D.N.Y. 1993) (emphasis

added); see dso Kinney, 170 F. Supp. 2d at 180; Chu v. Sabratek Corp., 100 F. Supp. 2d 815, 820-

22 (N.D. 1ll. 2000); In re First Merchants Acceptance Corp. Sec. Litig., No. 97 C 2715, 1998 WL

781118, a *11 (N.D. Ill. Nov. 4, 1998) (“[T]he alegations in the complaint, including the magnitude of
the misstatements, the specific GAAP and GAAS violations and the ‘red flags together support an
inference that Ddloitte’ s audit ‘ amounted to no audit at al or an egregious refusal to see the obvious or
investigate the doubtful.””).

Andersen counters that the magnitude of the fraud is not probative in this case because of the
“thoroughness of the concealment” from Andersen. Andersen Br. at 15-16. Asan initid matter, the
fraud was not concedled from Andersen. Andersen knew in March 2000 that WorldCom was

improperly capitdizing line cost expenses. §96. In InreLivent, Inc. Sec. Litig., 78 F. Supp. 2d 194,

217 (S.D.N.Y. 1999), a case on which Andersen relies in support of this propostion, the fraudulent
scheme was actively concealed by hiding rdevant contract termsin Sde letters, id. at 203-04, and
redacting or dtering the company’s books, id. at 206, 208. Here, rather than being concedled, the
unsupported and fraudulent adjustments were readily gpparent, had Andersen bothered to review
WorldCom's generd ledger.

Although Andersen citesto the SEC complaint aganst Myers, Myers guilty plea, and the
indictment againgt Sullivan and Y ates, none of these documents makes any mention of the fraud being
conceded from the auditors. Each merdly recites that the underlying books of the Company were

fddfied and that the facts relaing to the fraud were not voluntarily disclosed to Andersen by
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management, which isafar cry from “conceament.” People who commit fraud typicdly try to hide this
fact from view; that is precisdy why auditors are charged with responsbilities under GAAS and the
PSLRA to take stepsto ferret out fraud. See 15 U.S.C.

§78-1(a)(2002). Thus, evenif it were true that no WorldCom executive revealed the fraud to
Andersen, that would not preclude afinding that Andersen acted recklesdy and, therefore, does not
exculpate Andersen on amotion to dismiss. Ledie Fay, 835 F. Supp. at 175 (rgecting, on motion to
dismiss, accounting firm’s contention that “it was as much the victim of the fraudulent [accounting] a
[the company] aswere plaintiffs. . .”). Regardless of whether certain of the participantsin
WorldCom's scheme tried to hide the fraud from Andersen, the red flags were waving in its face.

Indeed, as discussed more fully below, a senior WorldCom officid specificaly informed Andersenin

March 2000 that the Company was committing accounting fraud. 1 96.

It does not take 20-20 hindsight to conclude that the type of accounting chicanery involved here
would have been easly detected by a GAAS audit. For example, many of the transfers from reserve
accounts to income and from expense accounts to capitalized costs were made by adjusting journa
entries a the direction of senior management after the end of fisca quarters, without any supporting
documentation. 1432. The sheer audacity of the fraud compelled the Chairman of WorldCom's
Board of Directors to comment that Andersen’ s failure to uncover these accounting irregularities was
“inconcaivable” 9 318.

Facts demondrating a virtua abrogation of the duty to investigate, i.e., where the audit

“amounted to no audit at dl,” are sufficient to dlege recklessness. See In re Complete Mgmit. Inc. Sec.

Litig., 153 F. Supp. 2d 314, 333 (S.D.N.Y. 2001) (quotation omitted). This may be shown by

dlegations that the auditors ignored red flags warning them of potential improper accounting practices.
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See Complete Mgmtt. Inc. Sec. Litig., 153 F. Supp. 2d at 334 (auditors aware of red flags supporting

“the critical dlegation that if Andersen were conducting any kind of audit at dl, they would have seen
the potential problemswith the . . . receivables and the need to investigate further”); Oxford Hedlth
Plans, 51 F. Supp. 2d at 295 (S.D.N.Y. 1999).

The Complaint adequately alleges Andersen’s recklessness, if not actua knowledge, based on
its awareness of red flags and its virtudly total abdication of its duty to investigate. In particular, in
March 2000, Andersen received specific warnings from Steven Brabbs, WorldCom' s Director -
International Finance & Contral, that the Company was not only improperly accounting for line costs
but dso was doing so ddiberately. Brabbs' report included details that should have derted Andersen
to the fact that the accounting was part of a fraudulent scheme, including the facts that the improper
accounting for line cost expenses was made by ajournd entry after the Internationa Divison had
closed its books for the first quarter of 2000; the journa entry had been made at the direction of
Sullivan; despite repeated requests, Brabbs was given no support or explanation for the entry; and the
journd entry had the direct consegquence of increasing the Internationa Divison's margins a atime
when they were declining. 196(a). The following month, in reviewing the Internationa Divison'sfirs
quarter results with Andersen’ s audit partner in the United Kingdom and the Company’ s senior
management, Brabbs noted that the increase in margin trend was * obvious’ and told Andersen that they
should “request follow through in the United States to ensure gppropriate accounting trestment wasin
place at the globa consolidated level.” 196(b). Thiswas passed on to WorldCom executives in the
U.S. and Andersen. 1d.

Thisfact doneis sufficient to establish Andersen’s scienter because it shows that Andersen hed

direct knowledge that WorldCom was fraudulently capitalizing line cost expensesin early 2000 -- the
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very fraud that was announced more than two yearslater. See, eg., In re Hedth Mat., Inc., Sec. Litig.

970 F. Supp. 192, 203 (E.D.N.Y. 1997) (dlegation of auditors failure to follow up on letter warning

them of accounting improprieties sufficient to dlege scienter); In re IKON Office Solutions, Inc. Sec.
Litig., 66 F. Supp. 2d 622, 629 (E.D. Pa. 1999) (allegations that auditors were directly informed that
corporate CFO was “ cooking the books’ sufficient to state claim).

Recognizing the obvious implications of Brabbs statements, Andersen attempts to downplay
his revelations by claming that Brabbs “had not said that the entry was incorrect, only that we had no
support for it in Internationa, and that it was appropriate therefore to request justification (or
dternatively a corresponding and reversing entry) fromthe US.” See Andersen Br. a 7. In addition to
ignoring the principle that al reasonable inferences are to be drawn in plaintiffs favor, Andersen’s
explandion isridiculous.

The context of the statement Andersen quotesis Brabbs speaking to a senior executive in
WorldCom'’ s corporate headquarters, Controller Myers, after Myers had expressed that he “was not
pleased” that Brabbs had raised the issue of the unsupported journd entry with Andersen. The fact that
Myerswas critica of Brabbs' divulging this accounting manipulation to Andersen isitsaf suspicious. In
any event, Brabbs' description of his communications with corporate management regarding this journd
entry leaves no doubt as to whether Brabbs considered the transaction to be fraudulent. Brabbs clearly
gatesin the June 26, 2002 e-mail that he had told Andersen over two years earlier that the Company’s
interna controls had been overridden by a post-period journd entry at the direction of the Company’s
senior management, without any supporting documentation or explanation, which had the effect of
causing a sudden increase in the Internationd Divison's gross margin. Brabbs goes on to explain that

he initidly refused to record such ajourna entry on hisdivison’sbooks. However, “pressure was
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exerted” by U.S. senior finance management and Brabbs was “ingructed to make the entry (this

pressure we understood was from Scott [Sullivan]’ s office specificaly).” See Exhibit B to Affidavit of
James R. Banko in Support of Arthur Andersen LLP sMation to Dismiss” (Emphasisin origind).
Bowing to pressure, but Hill refusing to record the entry on the Internationa Divison's books, Brabbs
st up afictitious “ management company” which he pointedly states was “NOT alegd entity.” (Brabbs
emphass). The entry remained on the books of this fictitious company until June 2002.

Andersen dso atemptsto “spin” the Brabbs e-mail by arguing that it “gives no indication that
the $33.6 million of line cost expenses had anything to do with any fraudulent scheme.” Andersen Br.
a 8. That may be Andersen’s preferred view, but it wasn't Brabbs, as areading of the entire e-mail
demongtrates. Brabbs sent hise-mail on June 26, 2002, the day after WorldCom'’ s disclosure that it
would take a $3.8 billion restatement. In that context, Brablbs wrote:

In light of the most serious news that broke yesterday in the U.S,, | would like to bring

the following matter to your atention. The amount involved is much lower, dthough

certainly sufficiently large to warrant this note, and appears directly related in nature to
the accounting irregularities disclosed in the media today.

See Brabbs June 26, 2002 e-mail (emphasis added).

It isdifficult to imagine a clearer red flag than the facts recounted in Brabbs e-mail, and no
amount of bobbing and weaving by Andersen can avoid itsimpact. It isobviousthat if Andersen had
followed up on Brabbs warnings and attempted to see if there was any support for this post-period
journa entry, it would have learned that, in fact, the entry wasfictitious, contrary to GAAP, and part of
amuch larger pattern of fraudulent accounting throughout WorldCom that had been ongoing for more

than ayear. It isworth noting that acting on Brabbs' tip when it was received -- in March 2000 --
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would have put Andersen in a position to expose the fraud before $17 billion in WorldCom bonds were
sold to the investing public.

The Complaint dso aleges Andersen’s clear mative and opportunity to participate in the fraud.
WorldCom was the single most vauable client of Andersen’s Jackson, Mississppi
office. §435. Andersen received $16.8 million for services to WorldCom in 2001 done, including
$4.4 million for financid statement audits and quarterly reviews, $7.6 million for tax services, $1.6
million for “non-financid statement audit services” and $3.2 million for dl other services. 1d. This
compensation, of which nearly three-fourths was for non-financid statement audit and review work,
provided a srong incentive to turn a blind eye to WorldCom' sfinancid statement manipulaions. See
Complete Mqt., 153 F. Supp. 2d at 335 (“[D]uring the class period Andersen was paid over $1 million
for consulting work. . . . The complaint supports the inference that the desire to maintain the
consderable revenues to Andersen’ s Healthcare Practice Group created incentives for the auditors to
seek to please CMI’s management at the expense of accuracy and/or completeness’).

In response to these dlegations, Andersen relies on aline of cases that adopts the hypothes's
that an auditor has no motive to deliberately or recklessy overlook a client’s fraud because it would be
“irrationd” for an auditor to put his or her professond reputation & risk to maintain a valuable client.

See, eg., DiLeov. Erngt & Young, 901 F.2d 624, 629 (7th Cir. 1990).% Recent events have

39 This hypothesis has never been reflected in the accounting literature, which, to the contrary,
demondtrates a serious concern with the possibility that conflicts of interest may compromise an
auditor’ s objectivity. See, eg., SASNo. 1, Sections 220.01 (“In al matters relating to the assignment,
an independence in mentd atitude is to be maintained by the auditor or auditors’) and 220.03 (“To be
independent, the auditor must be free from any obligation to or interest in the client, its management or
itsowners. Independent auditors should not only be independent in fact; they should avoid Stuations
that may lead outsidersto doubt their independence’); AICPA Code of Professiond Ethics, Rule 102
(“In the performance of any professona service, amember shdl maintain objectivity and integrity, shal
be free of conflicts of interest, and shall not knowingly misrepresent facts or subordinate his or her
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discredited this hypothesis. The rash of recent accounting scandals at mgjor United States
corporations, and the role that outside accountants -- in particular, Andersen -- have played in those
scandals was one of the factors that led to the passage of the Sarbanes-Oxley Act in 2002. This Act
was predicated in part on a Congressiond finding that “the issue of auditor independence is o
fundamentd to the problems currently being experienced in our financid markets that statutory
standards are needed to assure the independence of the auditor from the audit client.” S. Rep. No.
107-205, 107 Cong., 2d Sess,, at 18 (2002). Inlight of thisfinding, Lead Plaintiff submitsthat this
Court should not rely on the now-discredited hypothesis that it would be “irrationd” for Andersen to
act recklesdy in order to maintain avauable dient from which it received millions of dollarsin fees
annudly -- especidly in light of the massive fraud in which Andersen was complicit.

3. The Complaint Adequately States a Claim Against Melvin Dick

Dick was Andersen’ s audit engagement partner on its audit of WorldCom's 2001 financia
gatements. 43. As partner-in-charge of the 2001 audit, Dick may be presumed to have issued

Andersen’s audit opinion. See In re Oxford Hedlth Plans, Inc. Sec. Litig., 187 F.R.D. 133, 142

(S.D.N.Y. 1999) (corporate officers presumed to have issued fal se statements attributed to company

under “group pleading” doctrine); see dso Inre SmarTak Teleservices, Inc. Sec. Litig., 124 F. Supp.

2d 527, 545 (S.D. Ohio 2000); InreBaan Co. Sec. Litig., 103 F. Supp. 2d 1, 17 (D.D.C. 2000); In

re Hedth Mdt., Inc., Sec. Litig. 970 F. Supp. 192, 208-09 (E.D.N.Y. 1997). Moreover, asthe

judgment to others’) and Article V1, Section 55, paragraph .01 (“Integrity requires that service and the
public trust not be subordinated to persona gain and advantage. Objectivity and independence require
that members be free from conflicts of interest in discharging professiona respongbilities.”).
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engagement partner, Dick reviewed audit workpapers and either became aware of, or but for his
recklessness would have become aware of, the numerous red flags available to Andersen in connection
with its audits of WorldCom' sfinancid dtatements. For the foregoing reasons, Dick may be
presumed to have been an integra part of Andersen’saudits. Asaresult, the Complaint adequately
aleges both fa se statements and scienter on the part of Dick.

D. The Section 10(b) Claims Against Salomon and Grubman Must Be Sustained

As discussed above, to ensure a steady stream of coveted investment banking services and fees
from WorldCom, Sdlomon and Grubman turned their back on what the public was assured was the
integrity of Sdomon’s underwriting process and the independence of Grubman's research by
guaranteeing WorldCom cons stently favorable research reports to bolster WorldCom’ s stock prices,

providing WorldCom'’ s top decision makers with de facto bribesin the form of “hot” 1PO shares; and

extending haf abillion dollarsin loans to an Ebbers-controlled entity for his persona use. 12. Even
before the Complaint first disclosed the existence of the
Travelers loansto Ebbers, the Attorney Genera for the State of New Y ork called this arrangement
nothing less than “commercid bribery” 9§ 222.

In their motion to dismiss, the Sdlomon Defendants do not dispute they knew of, and even
participated in, these conflicts of interest or that investors would have thought the conflicts to be
materid.*® However, relying on a constricted reading of SEC and NASD regulations, they assert that

they had no duty to disclose the conflicts that permeated the relationship -- either in the registration

40" Indeed, any such argument would be futile on this motion, because the “ determination of
meateridity requires ddlicate assessments of the inferences a reasonable shareholder would draw from a
given set of facts” and is“generdly a question of fact for thejury.” SEC v. Texas Gulf Sulphur Co.,
401 F.2d 833, 863 (2d Cir. 1968); see also Basic v. Levinson, 485 U.S. 224, 239 (1988) (same).
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gatements for the Offerings or in Grubman's andyst reports -- even though both the Exchange Act and
the NASD regulations in effect during the Class Period required them to disclose al materid conflicts of
interest between Grubman and the companies he covered. They further argue that Grubman's
satements and buy recommendations were only opinions that are not actionable under the securities
laws. However, it iswell-settled that opinions are actionable when, as here, they are subjectively fase,
made in bad faith, or made without a reasonable basis. Findly, they argue that the Complaint failsto
alege loss causation. However, here again, the Complaint clearly dleges that the Analyst Reports
inflated the price of WorldCom' s securities, and when these conflicts began to be disclosed and
Grubman findly downgraded WorldCom -- months before the Company filed for bankruptcy -- the
price of WorldCom stock fell dramaticaly.*

As st forth below, each of the arguments that the Salomon Defendants have raised is without
merit.

1 Salomon and Grubman Had a Duty to Disclose All Material Conflicts of
Interest with WorldCom

Having chosen to make numerous statements to the investing public about WorldCom designed
to influence investors investment decisions, Salomon and Grubman had an affirmative duty to disclose
al materia facts they knew about WorldCom when they made these statements, including the materia
undisclosed facts regarding their conflicted relationship with WorldCom. It is well-established that
“Rule 10b-5 creates a statutory duty to spesk the full truth when a defendant undertakes to say

anything.” In re Credit Suisse First Boston Corp. Sec. Litig., No. 97-4760, 1998 WL 734365, at *6

4l The Sdomon Defendants aso argue that Lead Plaintiff lacks standing to assert Section
10(b) claims against them with respect to the Offerings because it did not purchase any Notes. For the
reasons = forth in Point |, this argument is unavalling.
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(S.D.N.Y. Oct. 20, 1998) (internal quotation omitted); see also Rubingein v. Callins, 20 F.3d 160,

170 (5th Cir. 1994) (although a defendant is not under a duty to disclose “every fact or assumption
underlying a prediction, he must disclose materid, firm-specific adverse facts that affect the vdidity or

plaughility of . . . the prediction”) (emphasis added); Fird Virginia Bankshares v. Bensons, 559 F.2d

1307, 1314 (5th Cir. 1977) (“ Silence, or omission to state afact, is proscribed only in certain
stuations, first, where the defendant has a duty to speak, secondly where the defendant has reveded
some relevant, materid information even though he had no duty (i.e., a defendant may not ded in haf-
truths)”) (emphasis added).

Contrary to the Sdomon Defendants contention (Salomon Br. a 28-34), this duty extendsto
research andysts and underwriters, and includes the obligation to disclose materid conflicts of interest.
Numerous judicid and regulatory decisions have pecificdly held that the antifraud provisions of the
Exchange Act impose aduty to disclose materid conflicts of interest between andysts and the
companies they cover or their management precisely because such information casts doubt on the

analyss objectivity and is materia to investors. See, e., In re Credit Suisse, 1998 WL 734365, at

*6 (defendants had duty to disclose that they held short positionsin the stocks of companies on which
they issued analyst reports because reasonable investors would have discounted such projections if they

knew about analyst’ s self-interest); In re Enron Corp. Sec, Derivative & ERISA Litig., No. H-01

3624, 2002 WL 31854963, at *112 (S.D. Tex. Dec. 20, 2002) (conceded loan transactions, and
other conflicts, between investment banks and Enron should have been disclosed because they “cast

doubt on the andysts objectivity and honesty in evauation of Enron stock”); In the Matter of Butler,

Admin. Proc. File No. 3-7762, 1992 WL 136636 (SEC Rel. No 34-30788, June 8, 1992) (analyst’s

falure to disclose that he expected to receive compensation from company whose stocks he
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recommended violated anti-fraud provisions of the Exchange Act); see dlso Zweig v. Hearst Corp.,

594 F.2d 1261, 1266 (9th Cir. 1979) (duty to disclose conflict of interest in news report arose because
reasonable investors might have discounted validity of projections if they knew that author of the report
stood to profit if investors heeded the analyst’ s advice).

Judge Kodtl’sdecisgon in Credit Suisseisdirectly on point here. In Credit Suisse, defendants,
an andys and his employer, conspired to profit on their short postions in certain companies. See 1998
WL 734365, at *1-3. Shortly after acquiring the short positions, defendants issued an andyst report
which contained very negative projections about these companies business prospects and vigoroudy
recommended that investors sdll their shares in these companies. 1d. Importantly, the reports failed to
disclose that defendants had short positions in the stock of these companies and stood to benefit
subgtantidly if the investors followed the report’ s recommendation. |d. The court held that defendants
had a duty to disclose that they held short positionsin the companies because (1) they had a duty to
gpesk the full truth when they issued the report and (2) their failure to disclose that market prices were
being artificialy depressed operated as deceit on the market. 1d. a *6 (citing U.S. v. Regan, 937 F.2d
823, 829 (2d Cir. 1991), cert. denied, 504 U.S. 940 (1992)). The court further held that the
complaint sufficiently alleged that the information about the short pogitions was materid, because “a
reasonable fact-finder could find that such information would have *Sgnificantly dtered’ the tota mix of

information avalableto investors” Id. a *7 (relying on Basc Inc. v. Levinson, 485 U.S. 224, 232

(1988) (information is materia when “there is a subgstantid likelihood that the disclosure of the omitted
fact would have been viewed by the reasonable investor as having significantly atered the total mix of

information available)); see dso SEC v. First Jersey Sec., Inc., 101 F.3d 1450, 1466 (2d Cir. 1996)

(same).
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Smilaly, the NASD regulations in effect during the Class Period required disclosure of

Salomon’s and Grubman'’s conflicted relationship with WorldCom. NASD Conduct Rule 2210 sets
out disclosure requirements with respect to certain public communications (including andyst reports) by
aregistered broker-deder like Sdomon.*>  During the Class Period, NASD Manua, Conduct Rule
2210(d)(1)(A) provided asfollows:

All member communications with the public shal be based on principles of fair deding

and good faith and should provide a sound basis for evauating the factsin regard to any

particular security or securities or types of security, industry discussed or service
offered. No materid fact or qudification may be omitted if the omisson, in the light of

the context of the materia presented, would cause the communication to be mideading.

NASD Manua, Conduct Rule 2210(d)(1)(A) (2000) (emphasis added). In addition, NASD Conduct
Rule 2110 in effect during the Class Period required members to observe high sandards of commercid
honor and just and equitable principles of trade. See NASD Manua, Rule 2110. Numerous NASD
regulatory decisons have held that the NASD Conduct Rules referenced above specificaly require
disclosure of conflicts of interest between a broker-dealer and a company, again because such

information is materid to investors. See, eq., In the Matter of Kunz, Compl. No. C31960029, 1999

WL 1022141, at *12 (N.A.SD.R., duly 7, 1999) (failure to disclose a consulting relationship between
the representative of a broker-dealer and the company violated NASD Conduct Rule 2110; “it drans

credibility to suggest that a reasonable investor would not have viewed a potentid conflict of interest

likethat ... as having dtered the totd mix of information’) (emphasis added); 1n the Matter of

Shaughnessy, Admin. Proc. File No. 3-9332, 1998 WL 406823, at *2 (S.E.C. Release No. 34-

40244, duly 22, 1998) (representative of registered broker-deder violated NASD Conduct Rule 2110

42 The Sdlomon Defendants concede that they were required to disclose al information
mandated by the NASD Manua. See Salomon Br. at 30.
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by falling to disclose to his customers, to whom he was recommending certain stock, that he was
receiving compensation from a stock promoter to sl the stock).

Here, asin Enron, Credit Suisse and the other authorities cited above, disclosure of the materia

conflicts of interest that permested the WorldCom-Saomon relationship would have cast doubt on
Grubman’s objectivity and honesty. It clearly would have been materia to WorldCom investors to
know: (8) the reason Grubman was writing such postive reports was that he hoped to land lucrative
investment banking fees for Sdomon (which would, in turn, have adirect effect on hisown
compensation); (b) at the same time they were touting the stock, Salomon and Grubman were further
ingratiating themsalves with the “analyzed” company by dlocating millions of dollars worth of hot 1PO
sharesto WorldCom’'s most senior officers and directors; and (¢) Sdomon, Grubman and Sdomon’s
corporate shbling within Citigroup (Traveers) were focusing particularly lavish attention on the key
WorldCom decison maker, Ebbers, by arranging a hdf-billion dollar loan to Joshua Timberlands, an
entity controlled by Ebbers. Indeed, throughout most of the Class Period, Grubman consstently held a
“buy” or “strong buy” rating on WorldCom (1] 263) without disclosing the most essentia information
necessary for areasonable investor to evauate the strength of Grubman'’ s ratings and investment
recommendations -- the fact that Grubman and Sdlomon were paid tens of millions of dollarsto make
these gatements. Similarly, Grubman extolled the virtues of WorldCom’ s business and management
without disclosing that he wasin effect an investment banker and a WorldCom insder, who sat inon
key strategic meetings of WorldCom's Board and had such a close persond relationship with Ebbers
that he attended Ebbers wedding. 1 246. This ddiberate fallure to disclose the true nature of the

relationship between Saomon, Grubman and WorldCom rendered the statements made in the andysts
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reports materidly fase and mideading. See Credit Suisse, 1998 WL 734365, at *7; Enron, 2002 WL
31854963, at *112.

After contending that they had no duty to disclose the conflicts, Sdlomon and Grubman argue
that, even if they did have such aduty, they sufficiently disclosed these conflicts by including a
boilerplate disclamer at the end of each report which “reveded’ that within the prior three years,
Sdomon had served as a manager of a public offering of WorldCom securities, and that “from time to
time” Salomon had performed investment banking services for WorldCom. See Salomon Br. at 31.
This argument in fact misses the point. The Complaint does not dlege that the andyst reports were
fa se because they falled to disclose that Sdlomon served -- & some unspecified points during the
preceding three years -- as WorldCom' s investment bankers. Rather, the Complaint alegesthat the
andyst reports were fa se because, among other things, they failed to disclose that Grubman was
writing pogtive reports about WorldCom in order to secure additiond investment banking business for
Sdomon and dl the other, undisclosed benefits for himself and Ebbers.

Moreover, the so-caled disclosures that the Sdlomon Defendants tout in their brief were mere
boilerplate. Under the “bespesks caution” doctrine, “the inclusion of generd cautionary language
regarding a prediction does not excuse the alleged failure to reved known material or adverse facts”

Rubingtein v. Cdllins, 20 F.3d 160, 171 (5th Cir. 1994); see dso Credit Suisse, 1998 WL 734365, at

*7 (“if aparty isaware of specific dangers or cause for concern, the party may not rely on ageneric
disclaimer in order to avoid liability under [the bespeaks caution doctring]”); Enron, 2002 WL
31854963, at * 112 (investment bank’ s boilerplate disclosures were insufficient in light of specific
transactions that potentidly gave rise to Sgnificant conflicts of interest). Here, the Sdomon Defendants

do not dispute that the conflicts of interest dleged in the Complaint were facts that were known to them
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at the time the reports were issued and could have been materid to investors. Accordingly, the
“disclamer” -- which does not even address any of the specific conflicts dleged in the Complaint --
does not insulate defendants from liability.

The Sdomon Defendants also had an obligation to disclose the conflicts in the regidtration
datements for the Offerings. An underwriter’s duty to disclose any materid relationship with the issuer
isdictated by (1) Item 508 of Regulaion S-K, which in relevant part provides that aregistration

gatement must disclose materid relationships between an underwriter and aregistrant and state the

nature of such relationship, and (2) an underwriter’ s obligation to ensure and verify the correctness of a

registration statement. See 17 C.F.R. § 229.508 (2002); see aso Chris-Craft Indus. v. Piper Aircraft

Corp., 480 F.2d 341, 370 (2d Cir. 1973) (thereis no greater respongbility in our saf-regulatory

securities system than that given to underwriters to verify the accuracy of published materids); Inre

A.J. White & Co., Admin. Proc. File No. 3-4390, 1975 SEC LEXIS 1564 at *44-45 (SEC Release

No. 11436, May 21, 1975) (“an underwriter has a‘ specia duty to ascertain and disclose the true facts

not only a and during the initid offering but dso in the period theresfter when it was conducting an

active retall sdes campaign.”) (quoting Heft, Hahn & Infante, Inc., File No. 8-7475, 1963 WL 63645

(SEC Release No 34-7020, Feb. 11, 1963) (emphasis added)).

Conggent with thislegd framework, numerous courts have held that a relationship between an
issuer and an underwriter that casts doubts on the integrity of the underwriting process must be
disclosed in the offering documents. See SEC v. Scott, 565 F. Supp. 1513, 1527 (S.D.N.Y. 1983)

(kickback arrangement between issuer and underwriter is materid and should be disclosed because it

“rases an inherent conflict of interest”); SEC v. Softpoint, Inc., 958 F. Supp. 846, 863 (S.D.N.Y.

1997) (same); Jenny v. Shearson, Hammill & Co., No. 74-3526, 1981 WL 1611, at *5 (S.D.N.Y.
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March 20, 1981) (failure to disclose underwriter’ s business relationship with issuer may be materia

omission); In the Matter of Lazard Freres & Co., Admin. Proc. File No. 3-9495, 1997 WL 742097,

at *5 (S.E.C. Release No. 33-7480, Dec. 3, 1997)
(certain payments to financia advisors and outside consultants need to be disclosed in offering
documents because existence of such payments casts doubt on integrity of offering process).
Asdleged in the Complaint, Sdlomon’s materid conflicts of interest vis-a vis WorldCom
certainly cast doubt on the integrity of Slomon’s underwriting process with respect to the Offerings.
Asdleged in the Complaint, there were numerous red flags that should have put al underwriters on
notice of the underlying fraud a WorldCom. See, eq., 11 380-88. Ontop of dl that, Sdlomon’s
underwriting was clearly reckless, given Grubman’sinsder position at WorldCom and Sdomon’s
knowledge of its own serious conflicts with its respongbilities as an underwriter. See, e.g., 1 389-90.
By failing to fallow up on the “red flag” warning sgns, or disclose in any meaningful sense its own
conflicted Stuation, Sdlomon -- either knowingly or recklesdy -- failed to fulfil the expectations of
reasonable investors who looked to Salomon’s supposed integrity, expertise and experiencein
connection with its underwriting process. Such investors clearly would want to know that Sdlomon was
in *“cahoots’ with WorldCom and its executive officers and therefore had an incentive to cover up -- or
a least not to uncover -- WorldCom' s financid problems. Thus, Sdomon may be found ligble under
Section 10(b) for the materidly fdse and mideading satements, as well asthe materid omissons, in the

Offerings registration statements, as well as the andyst reports.®

43 Ebbers dso argues that neither he nor WorldCom, the Company he controlled, had any duty
to disclose these conflicts of interest in the regidration statements issued in connection with the
Offerings. EbbersBr. at 25-27. For the reasons st forth herein, thisisincorrect. Clearly, Ebbers --
as WorldCom’'s CEO and the person who had actua knowledge of, and participated in the conflicted
relationship -- had coterminous disclosure obligations with the Company. See 17 C.F.R. §
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2. Grubman’s Buy Recommendations and Other False Statements Are Actionable

The Sdlomon Defendants aso contend that they cannot be held liable for the “buy”
recommendations and other wildly positive statements touting WorldCom st forth in the false andyst
reports because those statements supposedly condtitute generic statements of optimism and
“expressons of opinion” that as a matter of law are not actionable. See Sdomon Br. a 20. Thisis
incorrect.

Asan initid matter, as noted above, Grubman was the mogt influentia andyst on Wall Street.
236. As st forth below, the price of WorldCom stock typically rose immediately after Grubman
issued his WorldCom reports, and when Grubman finaly downgraded WorldCom in April 2002, the
gock logt nearly hdf its value in just two trading days, on record volume. The notion that his* buy”
recommendations and other satements urging investors to buy WorldCom stock were not materia, too
vague, or not the type of statements upon which investors would rely when making their investment
decisonsisludicrous, and directly contradicted by the facts and law.

The recently decided case of Bamberg v. SG Cowen, No. Civ. A. 02-10304, 2002 WL

31757468 (D. Mass. Dec. 9, 2002), which involves another well-publicized accounting fraud, is

indructive. In Bamberg, plaintiffs were investors who sold their business to Lernout & Hauspie Speech

229.508(a). Ebbers other argument -- that these conflicts were Smply business as usud between a
large company like WorldCom and a prominent investment banker -- isnot only not supported by the
facts, it raises questions of fact which may not be considered on this motion. Indeed, what Ebbers
argues in essence is that, because other companies were violating the securities laws, it was appropriate
for WorldCom to do so aswdll. Findly, Ebbers goesto greet lengths to argue that the Complaint does
not sufficiently alege the e ements of a conspiracy between WorldCom and the SSB Defendants.
Ebbers Br. a 27-36. Thisargument isfrivolous. The Complaint does not attempt to, and does not
need to, plead aclaim of conspiracy. Rather, the Complaint asserts a claim under Section 10(b) of the
Exchange Act and Section 11 premised on the fact that the andyst reports and registration statements
omitted to disclose materid information.
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Products, N.V. (“L&H") in exchange for L&H stock. Shortly after the dedl closed, L& H redtated its
financid statements for athree year period, wiping out nearly three-quarters of the revenue the
company had booked during this period; the senior officers of the corporation were arrested and
charged with fraud; and the company filed for bankruptcy, rendering the stock worthless. Plaintiffs
brought an action dleging violations of Section 10(b) against Cowen, which served asL&H’s
investment banker and had issued a series of analyst reports prior to the transaction promoting L& H as
agood investment opportunity and astrong buy. As these defendants do here, Cowen argued thet its
andys reports describing L& H asa“strong buy” could not give rise to ligbility as a matter of law,
because they were immaterid expressons of optimism and mere opinions upon which investors would
not rely. The court rgected this argument, holding that the strong buy recommendations “ presented by
respected outsde investment andysts are precisaly the kind of hard information that a reasonable
investor could find important to the total mix of information.” Id. at *3 (citations omitted).

In this Circuit, opinions are actionable if they are made in bad faith or lack a reasonable basis.

SeelnrelBM Corp. Sec. Litig., 163 F.3d 102, 107 (2d Cir. 1998); Cromer Fin. Ltd. v. Berger., 205

F.R.D. 113, 128 (SD.N.Y. 2001) (Cote, J.). Here, the Complaint sufficiently allegesthat the
satements made in the analyst reports were made in bad faith and lacked a reasonable basis. Indeed,
the NY SCRF dleges that Grubman issued his reports not because he believed in the merits of
WorldCom as an investment, but because his annua compensation depended on the amount of
investment banking business he delivered to Sdlomon, and WorldCom was his and Salomon’s cash
cow. 111. The Complaint further dleges that, in exchange for WorldCom agreeing to funnd its
investment banking business to Sdlomon, Salomon and Grubman promised WorldCom glowing andyst

reports which they knew would inflate the price of WorldCom securities and dlow the Company to
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continue to pursue the acquigtions that were critica to its business plan and which enabled it to
camouflage the deterioration in its business. 1 11, 247. It wasthis quid pro quo relationship that led
Attorney Generd Spitzer to render his“commercid bribery” comment. 222. Under these
circumgtances, tdlling the investing public that you have reached your “opinion” on the bads of objective
criteriais the epitome of bad faith. See Credit Suisse, 1998 WL 734365, at *5 (statements about
certain companies were made in bad faith because they were made “ as part of a scheme to drive down
the price of [certain companies’] stock and thereby to benefit the defendants’).

The Complaint also dleges ample facts to demongrate that Grubman lacked a reasonable bass
for the opinions he expressed in the andyst reports. In his reports, Grubman stated that he was
recommending WorldCom because it had the best assets and management in the business. ] 261,
262, 263. Lead Plantiff allegesthat thiswasalie and that Grubman actudly recommended WorldCom
because of WorldCom'sinvestment banking business and his own wallet. The Complaint isreplete
with alegations -- citing specific internal e-mails that Grubman wrote -- which show that Grubman
routinely lied about the prospects of the telecommunications companies he followed, referred to
companies on which he publicly had buy recommendations as“pigs’ in private communications, and
maintained “buy” recommendations on companies which he knew should be downgraded because they
were investment banking clients. 11f] 240, 242. Most sgnificantly, the Complaint further aleges that
Grubman actualy changed his method for analyzing WorldCom in away that obscured WorldCom's
growing cash flow problems. {/275. As noted above, Grubman was well-positioned to access and
evauate the numbers pertaining to those issues, having effectively become a corporate ingder, with

access to WorldCom executives and corporate documents.  238.
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Grubman aso continuoudy downplayed the impact that materid adverse events would have on
WorldCom. For example, on April 27, 2000, Grubman recommended that investors buy WorldCom
stock because of the impact that the pending merger with Sprint would have on the Company, telling
investors that they should “take advantage of nervousness over the [proposed merger] that is going to
get done.” 11260. Then, when the dedl collapsed, he assured investors that it wouldn't “disrupt co's
ability to grow at a double-digit rate for top & bottom line growth.” 261. In January 2001, Grubman
argued that news of massive lay-offs at WorldCom showed a “top management team” focused on
“achieving results” §263. After the events of September 11, Grubman strongly reiterated his buy
recommendation, telling investors that WorldCom was uniquely positioned to capitalize on the tragic
events. 1267. When the SEC announced itsinquiry into WorldCom'’ s accounting in early 2002,
Grubman downplayed the inquiry and dismissed it as“boilerplate.” 1269. Grubman continued to
recommend WorldCom until April 2002, when the stock was trading at only $6 per share.

Finaly, contrary to the Salomon Defendants assertion (Sdomon Br. at 21), Grubman’s
opinions were not dways in line with other andysts opinions. In fact, Grubman was o interested in
ensuring WorldCom'’ s good fortune that when Scott Cleland, an analyst at Legg Mason Precursor
Group, issued a negative report on WorldCom, Grubman caled severd of Cldand’ s clientsto criticize
Cldand’ s andyss and reinforce Grubman’s own opinions. ] 272.

3. The Complaint Adequately Alleges That Salomon and Grubman Acted with
Scienter

In arguing that the Complaint failsto plead their scienter, Sdomon and Grubman ignore many of
the alegations of the Complaint. Specifically, while these Defendants argue (incorrectly) thet there are

no alegations that they knew about the accounting fraud at WorldCom, they fail to address the
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dlegaions that establish that they knew that there were materia conflicts of interest that permesated the
WorldCom-Sadlomon relationship, yet failed to disclose them. The Sadomon Defendants do not dispute
that Slomon had a corporate policy of awarding WorldCom’'s most senior executives kickbacks in the
form of millions of dollars worth of shares of hot 1POs; that Grubman’s compensation depended on the
amount of investment banking business he ddivered to Sdomon; that Sdomon’s corporate sbling,
Traveers, secretly loaned Ebbers hundreds of millions of dollarsfor his persona use; or that Grubman
wasin fact a WorldCom insder and investment banker who attended mestings of WorldCom's Board
of Directors. 1111, 12, 238. These Defendants also do not dispute that they knew that these facts
crested amateria conflict of interest.* Indeed, in August 2002, Sdomon was congtrained to

concede to the Congressona Committee investigating the fraud at WorldCom that “some dlocations
[of hot 1POg] to corporate officers or directors were sufficiently large as to raise questions about the

appearance of conflicts,” and senior Salomon executives have now acknowledged that they knew

“4 In his Interim Report, Examiner Thornburgh also noted that, even & a priminary stage of the
investigation, he had concluded that the conflicts of interest between WorldCom, Sdomon, Grubman,
and Ebbers went degper than what had been earlier revedled. With respect to the alocation of hot
PO sharesto WorldCom officids, the Report stated that the “lucrative IPO dlocations created the
appearance that [Ebbers] was trading corporate business for private gain because Mr. Ebbers played a
primary role in directing investment banking businessto Sdomon.” Report a 87. With respect to
Grubman’ s role as WorldCom'’ s primary supporter, the Report noted that “Mr. Grubman’s behavior
seems to have departed from the role of an independent securitiesandyd. . ..” Report at 97.
Specificaly, the Report determined that Grubman routingly attended key Board meetings, including
those to discuss the WorldCom-MCl merger and the WorldCom-Sprint merger. Report at 98. At
those meetings, Grubman acted as a“financid advisor” to the Company, advising it on the impact that
these transactions would have on WorldCom'’ s “growth metrics and pro formaearnings.” Report at
98. The Examiner dso uncovered evidence that Grubman would tell management what questions he
would ask in advance of conference cals with other andysts, so that they had time to prepare and
could provide afavorable response. 1d. According to the Report, Grubman had even gone so far asto
run interference for the Company on these cdls with by “prepping” WorldCom executives on how to
handle difficult topics prior to those cdlls. Id.
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Sdomon’s research was “badically worthless™ §231. There is smply no colorable dispute on this
motion that the Complaint adequately pleads scienter with respect to the conflicts of interest.

The Complaint aso sufficiently dleges that both Grubman and Sdlomon knew, or but for their
recklessness should have known, about WorldCom'’ s financia fraud. Firdt, the Complaint dleges with
particularity that Salomon and Grubman had an extremdy close, lengthy and lucrative reationship with
WorldCom and its management which afforded them access to insde information about the Company.

See, eq., 11228, 244-45, 446. See Novak v. Kasaks, 216 F.3d at 308 (scienter sufficiently pled

where plaintiffs aleged that defendants had access to information which contradicted defendants public
satements); Bamberg, 2002 WL 31757468, at * 3 (“the extremdy close, lengthy and lucrative
relationship between SG Cowen and [the company]” was a sgnificant factor in concluding thet
complaint sufficiently pled scienter asto andys).

Second, as more fully explained above, the sheer magnitude of WorldCom' s financia
restatements, currently amounting to more than $9 hillion, raises a strong inference that Sadlomon and
Grubman knew or were reckless in not knowing about WorldCom' s true financid condition. 1t would
be difficult to concelve of anyone better qualified, or better connected, than Jack Grubman when it
came to peding back the numbers to detect what was redlly happening at this particular
telecommunications company.

Findly, the Complaint also dleges that Grubman changed his andyss with respect to

WorldCom to paper over the deep financid crisis looming over the Company. 1275-78.* These

45 The Sdomon Defendants invite the Court to engage in an andysi's on the merits of the
Complaint’s dlegations that Grubman changed his andyticd mode to cover WorldCom's escdlating
cash flow deficit (Sdomon Br. a 18 n.12) -- an invitation which the Court should regject in considering
the motion to dismiss. See, eq., ES. Inc. v. Coastal Power Prod. Co., 13 F. Supp. 2d 495, 499
(SD.N.Y. 1998) (denying motion to dismiss, holding that “[i]t was for ajury to determine’ the
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facts, if taken astrue, are certainly sufficient to raise a strong inference that Grubman knew that
WorldCom was a house of cards and desperately tried to prevent itsfall. See, eq., Bamberg, 2002

WL 31757468, at * 3 (Cowen's assistance in fending off concerns raised by The Wall Street Journd

about L& H'’ s accounting prior to restatement was another factor cregting strong inference of scienter).
The Complaint aso pleads that Salomon and Grubman had motive and opportunity to
orchestrate the scheme to defraud because they both stood to gain tremendous pecuniary benefits from
such an arrangement and had the ability to manipulate the financia markets. See Credit Suisse, 1998
WL 734365, a * 6 (plantiff sufficiently aleged motive where complaint aleged that defendants held
short positions in certain stocks and issued sl recommendations in order to drive down price of stock

and profit from their investment); see aso In re Independent Energy Holdings PLC Sec. Litig., 154 F.

Supp. 2d 741, 766 (S.D.N.Y. 2001) (where complaint aleges that company stood to gain financia
benefits from the fraud, including escaping liability on subgstantid line of credit it had guaranteed, motive
was sufficiently aleged).

WorldCom was the type of client Salomon could not afford to lose. The Company wasthe
second largest telecommunications enterprise in the world, with amarket capitdization at its pesk of

more than $180 billion and, most importantly for the Salomon Defendants, an unsurpassed agppetite for

appropriate interpretation of documents at issue); see dso Riggsv. Clark County School Digt., 19 F.
Supp. 2d 1177, 1180 (D. Nev. 1998) (denying motion to dismiss because resolution of conflict over
meaning of satements “is a question of fact for the jury”). Although the Sdomon Defendants do not
dispute that Grubman changed his andytica modd from a* discounted free cash flow” method to a
“cash earnings’ method, they argue that the change actudly occurred in mid-1999 -- which ends up
being earlier in the Class Period than the Complaint alleges. More importantly, the Sdomon
Defendants do not dispute the alegation that when Grubman changed his andytical modd for
WorldCom, he did not do so for any of the other telecom stocks he covered. 275. That alegation
doneis aufficient to raise an inference that Grubman recognized that something occurring at WorldCom
required him to dter hisandyss of itsfinancid hedlth.
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acquisitions, which generated staggering investment banking fees. 1250. Sdlomon’sfeefor the
WorldCom-MCI merger done was gpproximately $33 million, and Salomon earned at least $107
million from investment banking services it provided to WorldCom. 250. Both Grubman and
Saomon knew that if the price of WorldCom stock fell, WorldCom would not be able to pursue
acquigtions or conduct offerings of securities, and that the wel of investment banking fees from which
these defendants drank would run dry.

The Sdlomon Defendants had yet another compelling mative -- unique to Sdomon and
Citigroup’'s Travelers -- to inflate WorldCom's stock price. As noted above, Travelers loaned Ebbers
severa hundred million dollars during the Class Period, at least part of which was secured by
WorldCom stock. §112. The Salomon Defendants thus had a direct financid motive for ensuring that

WorldCom stock remained high, because if the stock declined, Travelers collatera would become

worthless. See Suez Equity Investors v. Toronto Dominion Bank, 250 F.3d 87, 100 (2d Cir. 2001)
(“as creditors or equity holders in the Company, [defendants] had a motive for fraud based upon their
own at-risk investments’). Under these circumstances, the Complaint more than adequately pleads

scienter as to Salomon and Grubman.*

6 Sdomon and Grubman dso argue that the Complaint does not plead fraud with the
particularity required by Fed. R. Civ. P. 9(b) because Pantiffs do not “identify the basesfor dl of their
alegations that the Sdomon Defendants knew that WorldCom overstated its financial statements.”
Salomon Br. at 18. Defendants areincorrect. See Novak v. Kasaks, 216 F.3d at 313 (holding that
under Section 10(b) there is*nothing in the casdlaw of this circuit that requires plaintiffs to reved
confidentid sources’ and that “plaintiffs need only plead with particularity suffident facts to support”
their bassfor dleging satements to be fase and mideading) (emphasisin origind); Inre APAC Tdl.,
Inc. Sec. Litig., No 97 Civ. 9145 (BSJ), 1999 WL 1052004, at *6 (S.D.N.Y. Nov. 19, 1999) (Fed.
R. Civ. P. 9(b) does not require that the pleading contain detailed evidentiary matter) (interna quotation
omitted). In any event, the Complaint does adequately plead the sources for the dlegations, whether
they be in the WorldCom admissions, the pleadings filed in the crimina and SEC actions, comments
and reports from the Congressiond inquiries, the New Y ork State Attorney Generd investigation, or
interviews with witnesses.
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4, The Complaint Adequately Alleges That the Conduct of Salomon and Grubman
Proximately Caused Plaintiffs L osses

Salomon and Grubman assert that the NY SCRF has “failed to plead facts necessary to
establish loss causation.” Salomon Br. at 3. Thisisincorrect for at least two reasons. Fird, the
Complaint specificaly dleges that their misrepresentations and omissions artificidly inflated the price of
WorldCom'’ s securities during the Class Period. Second, once these misrepresentations and omissions
became known, the value of WorldCom’s securities declined. Either showing is sufficient to meet the
pleading standard on a motion to dismiss.

“It is settled that causation under federd securitieslawsis two-pronged: aplaintiff must dlege
both transaction causation, i.e., that but for the fraudulent statement or omission, the plaintiff would not
have entered into the transaction; and loss causation, i.e., that the subject of the fraudulent statement or
omission was the cause of the actud loss suffered.” Suez Equity Investors v. Toronto-Dominion Bank,
250 F.3d 87, 95 (2d Cir. 2001).*" “To establish loss causation, a plaintiff must show that the economic
harm that it suffered occurred as aresult of the dleged misrepresentations. We have on occasion
likened loss causation to the tort concept of proximate cause, because, smilar to proximate cause, in
order to establish loss causation, a plaintiff must prove that the damage suffered was a foreseegble

conseguence of the misrepresentation.”  Citibank, N.A. v. K-H Corp., 968 F.2d 1489, 1495 (2d Cir.

1992).

These standards are amply met here.

47 Sdlomon and Grubman do not chalenge that the Complaint adequately pleads transaction
causation. Cf. Cromer Fin. Ltd., 205 F.R.D. at 128 (“[u]nder the [fraud on the market theory], an
individud plaintiff need not show that he actualy read or heard amisrepresentation . . . heis presumed
to have rdlied on it by virtue of his rdiance on amarket that fully digests dl avallable materid
information about a security and incorporatesit into that security’s price’).
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a. The Complaint Sufficiently Pleads L oss Causation by Alleging That the
Price of WorldCom SecuritiesWas Inflated During the Class Period by
Salomon’sand Grubman’s Material Misrepresentations and Omissions
As courtsin this Digtrict have noted, the Second Circuit “has yet explicitly to address the issue”’
of how the loss causation or * proximate causation requirement is to be met in casesin which the plaintiff
proceeds under afraud on the market theory.” Edlman 2000 WL 489713, at * 12; see also Cromer
Fin. Ltd., 205 F.R.D. a 128 n.18. However, other courts which have considered the issue have
consgtently held that the loss causation dement of a securities fraud claim under Section 10(b) and Rule

10b-5 may be satisfied by aleging that the stock price wasinflated as a result of the defendants

misrepresentations and omissions. In Knapp v. Erngt & Whinney, 90 F.3d 1431, 1437 (9th Cir.

1996), the Ninth Circuit rgjected defendant’ s argument that the tria court should have instructed the
jury to find loss causation only “if Erngt & Whinney's * misrepresentation or mideading omissons. . .
were the reason for the [stock’s] declinein price’” Rather, the appellate court upheld the district
court’singtruction that the jury could “find loss causation if it found thet there were materid
misrepresentations and/or omissions which caused the market price of [the] stock purchased by the
class membersto be higher than it would have been if dl the true facts were known or if you find that
[the Company’ ] stock would not have beenissued.” Id. at 1437-38. In affirming, the Ninth Circuit
unambiguoudy held that the jury ingtruction was a proper Sandard for judging loss causation: “[ijn a
fraud-on-the-market case, plaintiffs establish loss causation if they have shown that the price on the
date of purchase was inflated because of the misrepresentation.” 1d. at 1438.

Other courts have held that the loss causation requirement was met under Smilar circumstances.

See, eq., Inre Control Data Corp. Sec. Litig., 933 F.2d 616, 619-20 (8th Cir. 1991) (“ Causation lies

in the fact that the plaintiff relied on the market price of the security as an indicator of the future vaue of
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the stock. To the extent that the defendant’ s misrepresentations artificialy dtered the price of the stock

and defrauded the market, causation is presumed.”); Scattergood v. Perelman, 945 F.2d 618, 624 (3d

Cir. 1991) (plaintiffs adequately pled loss causation by aleging that “the market price paid by the
plaintiffs exceeded the vaue of the stock at the time of purchase based on true facts’); Picard Chem.

Inc. Profit Sharing Plan v. Perrigo Co., 940 F. Supp. 1101, 1126 (W.D. Mich. 1996) (to adequately

plead loss causation, “plaintiffs may dlege that the price of [the company’s] common stock was
atificidly inflated by defendants’ materialy mideading statements when plaintiffs made their respective
purchases’ and characterizing the pleading burden as “minimd”).

As discussed above, Grubman and Salomon made numerous materid misrepresentations and
omissonsthat artificidly inflated the price of WorldCom'’ s securities during the Class Period. Put
samply: when Jack Grubman spoke, the market lisgened. WorldCom's stock price typicaly rose the
next trading day after Grubman published areport. For example, after Grubman published his August
20, 1999 report telling investors to “load up the truck,” the stock climbed $1.73 to close a $49.18. 1
258. On February 8, 2000, the day after Grubman published a report calling WorldCom's stock
“absurdly cheap” and herdding the company’s“sexy” assets, the stock jumped $2.83 to close at
$48.96. 11259. Theday after Grubman’s June 27, 2000 report, which assured investors that the likely
collgpse of the Sprint merger was a positive development for WorldCom, the stock soared $4.69 to
close at $42.83. 1 261.

Further evidence that Grubman’ s reports inflated the price of WorldCom stock can be seenin
the reaction of the stock when Grubman finaly and belatedly downgraded his rating on WorldCom on

April 21, 2002. 1 270. Over the next two trading days, the price of WorldCom stock fell from $5.98
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to $3.41 -- adrop of 43% -- on enormous volume. Thus, Grubman’'s analyst reports atificialy inflated
the value of WorldCom's stock. 1 256.%

b. The Complaint Sufficiently Pleads L oss Causation Because Salomon’s
And Grubman’s Fraud Contributed to PlaintiffS Damages

Even if the Court were to determine that the Complaint must do more than alege that
WorldCom’s stock was atificidly inflated by the Sdomon Defendants materid misstatements and
omissions, Lead Plaintiff has dill met its pleading burden. Under the standard established by the
Second Circuit, “whether loss causation has been dleged turns upon a question of proximate cause:

was the damage complained of aforeseeable result of the plaintiff’ s reiance on the fraudulent

misrepresentation?’ Weiss v. Wittcoff, 966 F.2d 109, 111 (2d Cir. 1992); see adso Citibank, N.A. v.
K-H Corp., 968 F.2d at 1495 (plaintiff establishes loss causation by pleading that itsinjury was a
“foreseeable consequence of the transaction”).

Here, the premise underlying the Sdlomon Defendants’ 10ss causation argument -- that the
Complaint “do[es] not alege (and cannot dlege) that the public disclosures of any information
purportedly omitted from Sadlomon’s Analyst Reports caused a decline in WorldCom's stock’ s price
and thus resulted in plaintiffs aleged losses’ because by the time these disclosures cameto light,
WorldCom had dready made its first restatement announcement and filed for bankruptcy (Salomon Br.

at 27) -- isfactudly incorrect. Indeed, there was widespread media coverage of allegations of the

%8 Thisistrue notwithstanding the Defendants argument that “[t]he price of WorldCom’s stock
declined dmost continuoudy during the proposed class period despite the recommendations by
Grubman. ...” Sdomon Br. a 14 (emphassin origind). Although they cite one example in which
WorldCom stock fell the day after Grubman issued an andyst report (id. at 27-28), they fail to disclose
that, after Grubman published the vast mgority of the andyst reports discussed in the Complaint,
WorldCom'’ s stock price rose the very next trading day. While the stock did decline during the Class
Period, there islittle doubt that the stock would have traded even lower had the truth about Grubman’s
recommendations been revesled.
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conflicts of interest between Salomon and WorldCom and of the multiple governmentd investigations
that were launched into Salomon’s and Grubman' s business practices beginning in February 2002.%

These disclosures were made four months before WorldCom announced its first restatement of $3.8

billion on June 25, 2002 and five months before WorldCom filed for bankruptcy protection on July 21,
2002. 1168, 104.

On February 27, 2002, The New Y ork Times reported that two former Salomon brokers had

filed a counterclam againgt Grubman and Sdlomon in aNASD arhitration case, dleging that Grubman
had issued overly bullish reports about WorldCom, and that Salomon had failed to disclose the inherent

conflict of interest in Grubman' s reporting. See Salomon Analyst Is Sued by Brokers Over Bullish

Ratings, N.Y. Times, Feb. 27, 2002, available at www.nytimes.com.

The next day, The Wall Street Journd reported that Grubman’s dud roles at Sdomon as anayst and

“deal broker” created a*tremendous conflict” and that Salomon was consdering “ downgrading”
Grubman'srole a the company. See Randdl Smith, Deborah Soloman and Charles Gasparino,

Sdomon May Downgrade Jack Grubman, As the Telecom Andyst’s Dua Roles Grate, Wall St. J.,

Feb. 28, 2002, available at www.wg.com. On April 12, 2002, The Wall Street Journd reported that

New York Attorney Generd Spitzer was expanding his investigation into Wall Street andysts to include

9 |n deciding amotion under Rule 12(b)(6), the Court may consider “facts stated on the face
of the complaint and in documents gppended to the complaint or incorporated in the complaint, as well
as[ ] matters of which judicid notice may be taken.” Automated Savage Trangp., Inc. v.
Whedabrator Envtl. Sys,, Inc., 155 F.3d 59, 67 (2d Cir. 1998). Pursuant to Fed. R. Evid. 201, the
Court may take judicia notice of newspaper articles in deciding a Rule 12(b)(6) motion to dismiss. See
Manufacturers Life Ins. Co. (U.SA.) v. Donaldson, Lufkin & Jenrette Sec. Corp., 99 Civ. 1944
(NRB), 2000 WL 709006, at * 1 n.1 (S.D.N.Y. June 1, 2000); Cerasani v. Sony Corp., 991 F.
Supp. 343, 354 n.3 (S.D.N.Y. 1998) (taking judicial notice of widespread newspaper coverage and
collecting cases on the propriety of taking such notice in casesinvolving “ substantia media coverage’
and “widespread publicity via newspaper and televison news’).
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Grubman, and that Spitzer’ s office had issued a subpoenato Sdomon asking for documents and e-

mails relating to Grubman. See Charles Gasparino, As Lawyers Target Analysts, Now It's Grubman's

Turn, Wall S J,, Apr. 12, 2002, available at www.wg.com. On April 25, 2002, Attorney Generd
Spitzer formaly announced that he was investigating Grubman and Sdlomon for fallure to disclose
conflicts of interest and, on April 26, 2002, the SEC announced that it had opened a“formd inquiry”

into the same subject. See Gretchen Morgenson, Wall Street Inquiry Expanded, With Subpoenato

Salomon, N.Y. Times, Apr. 25, 2002, available at www.nytimes.com; Charles Gasparino & Scot J.

Patrow, SEC Joins Pack, Opens Inquiry Into Andysts, Wall S. J., Apr. 26, 2002, available at

www.wsg.com. All of these disclosures predated WorldCom’ s bankruptcy, and the price of
WorldCom stock fell dramatically in response, falling over 80% -- from $10 in mid-February 2002 to
lessthan $2 in early June.

Sdomon and Grubman argue that the Complaint must plead “that the subsequent disclosure of
the omitted facts ultimately caused the price to drop below what plaintiffs paid.” Sadomon Br. at 25.
Thistooisincorrect. “[T]he plaintiff is not required to prove that the defendant’ s act was the sole and
exclusve cause of hisinjury; he need only show that it was ‘ subgtantid,” 1.e., a Sgnificant contributing

cause” Wilson v. Comtech Telecom. Corp., 648 F.2d 88, 92 (2d Cir. 1981) (interna quotations

omitted).>° This Court’s decison in Kernaghanis on point. Inthat case, the former CEO of Global

Intellicom moved to dismiss the complaint dleging, inter dia, that the complaint did not adequately

0 Numerous courts have held that it is unnecessary to dlege that a defendant’s
misrepresentations and omissions were the sole reason thet the plaintiff’ sinvestment declined in vaue.
See, eq., Caremark, Inc. v. Coram Healthcare Corp., 113 F.3d 645, 649 (7th Cir. 1997) (plaintiff
adequately pled loss causation because, dthough complaint aleged that other causes could have
contributed to fal in value of securities,”it is possible for more than one cause to affect the price of a
security and, should the case survive to that point, atrier of fact can determine the damages attributable
to the fraudulent conduct.”); Bruschi v. Brown, 876 F.2d 1526, 1531 (11th Cir. 1989) (same).

-100-



dlegeloss causation. 2000 WL 640653, & *9. The complaint dleged that the plaintiffs suffered
damage after relying on the defendants misrepresentations as to the company’ s financia condition and
the defendants’ intent to honor certain agreements that restricted plaintiffs rights to convert their
preferred shares. Based on these dlegations, the Court found that the defendant’ s actionswere a
“subsgtantial factor in the sequence of responsible causation” and a “foreseeable consequence of the
misrepresentations given the context in which they were made.” Id. a *10. In denying the motion to
dismiss, this Court held that “[b]ecause on the facts dleged by plaintiffs, there is areasonable
probability that the fraud actualy accomplished the result it was intended to bring about . . . plaintiffs
have adequately pleaded loss causation.” 1d.

The analyst reports clearly contributed to the inflation of the price of WorldCom'’ s stock and
the disclosure of the conflicts contributed to enormous decline in the price of WorldCom securities that

occurred in 2002. Thisisdl that is required to demonstrate |0ss cauisation.
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POINT I11

THE COMPLAINT STATESCLAIMSUNDER SECTION 15(a) OF
THE SECURITIESACT AND SECTION 20(a) OF THE EXCHANGE ACT

The Complaint names Ebbers, Sullivan, Myers, Y ates and the Director Defendants as having
violated Section 15 of the Securities Act with respect to the 2000 and 2001 Offerings (Count I1) and
Section 20(a) of the Exchange Act (Count V1I). The Complaint also asserts aclam againgt Citigroup
and Salomon for violating Section 20(a) of the Exchange Act (Count X1).5!

To establish contralling person ligbility under Section 20(a) of the Exchange Act, 15
U.SC. § 78t(a), aplaintiff must:

dlege aprimary violation by the controlled person and control of the primary violator

by the targeted defendant, and show that the controlling person was in some meaningful

sense a culpable participant in the fraud perpetrated by the controlled person. Control

over aprimary violator may be established by showing that the defendant possessed the

power to direct or cause the direction of the management and policies of a person,

whether through ownership of voting securities, by contract or otherwise.

In re Oxford Hedth Plans, Inc., 187 F.R.D. 133, 142 (S.D.N.Y. 1999) (citing SEC v. First Jersey

Securities, Inc., 101 F.3d 1450, 1472 (2d Cir. 1996)); see also Boguslavski v. Kaplan, 159 F.3d 715,

720 (2d Cir. 1998).52

51 Count X| asserts control person liability againgt Citigroup as a control person of Salomon
and againgt Sdlomon as a control person of Grubman. As set forth above, neither Citigroup nor
Sdomon argues that it was not a control person. Rether, they disclam liability on the basisthat thereis
no underlying liability under Section 10(b). Asset forth in Point 11.D., this argument is without merit.

52 Section 15 of the Securities Act has asimilar provision and is interpreted in a Smilar manner.
Asthe court summarizedin Inre. APAC Telesarvices, Inc. Sec. Litig., No. 97 Civ. 9145, 1999 WL
1052004, at *11 (S.D.N.Y. Nov. 19, 1999) (quotations and citations omitted):

Section 15 of the [Securities] Act and 8§ 20(a) of the [Exchange] Act provide liability
for every person who “ controls any person liable’ under 88 11 and 12(a)(2) of the
[Securities] Act or 8 10(b) of the [Exchange] Act. The prevailing standard for
establishing a prima facie showing of control person liability is met by pleading that the
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In Jacobsv. Coopers & Lybrand, L.L.P., No. 97 Civ. 3374, 1999 WL 101772 (S.D.N.Y.

1999), plaintiffs aleged that the individua defendant was properly considered a controlling person
“because he signed the company’s 1995 10-K form, which contained materid misrepresentations.”
The court noted a split in this Circuit with respect to outsde directors, in that while some courts within
the Circuit “ have concluded that such an dlegation isinsufficient to dlege 8 20(a) control person
datus,” other courts * have reached the opposite conclusion, ruling that alegations that an outside
director sgned a fraudulent report and was in the position to exercise control over the primary violation
are aufficient to withstand amotion to dismiss”

The court in Jacobs held that the rationae of the second line of cases holding an outside

director liable as a controlling person was more compdlling: “It does comport with common sense to

presume that a person who signs his name to a report has some measure of control over those who

write the report.” 1d. at *18 (emphasis added). Asareault, the court in Jacobs concluded that a

plantiff “need only to alege that the defendant had control; the defendant may argue good faith and

lack of participation as an affirmative defense in alater sate of the proceedings” 1d.; accord Inre

Ledie Fay Cos, Inc. Sec. Litig., 918 F. Supp. 749 (S.D.N.Y. 1996) (where plaintiffs aleged that

outsde directors, among others, each signed at least one of the dlegedly fraudulent documents, that
supported inference that the directors exercised degree of control over company’ s operations and
representations, and plaintiffs alegations were sufficient at pleading stage for Section 20(a) clam);

Robbinsv. Moore Med. Corp., 788 F. Supp. 179, 189 (S.D.N.Y. 1992) (where each defendant,

including outsde directors, had signed at least one of the dlegedly fraudulent documents, which

individuas each controlled a primary violator of the securities.
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supported plaintiffs argument that they exercised control over company’ s operations, that was
sufficient to sustain a Section 20(a) claim at the pleading stage); see dso WP, 928 F. Supp. 1239,
1260 (S.D.N.Y. 1996) (denying summary judgment motion of outside directors who served on audit
committee of public company on ground that audit committee members were responsible, among
others, for keeping WP on the “straight and narrow” and that the audit committee “ had the practica
ability to direct WP s accounting policies’).

Indeed, this Court has affirmatively expressed its concurrence with the Jacobs ruling. In
Kernaghan, while the Court acknowledged that officer or director status aone does not congtitute
contral, it further stated its agreement “with those [courts] finding that the sgning of afraudulent SEC

filing rases a sufficient inference of control.” 2000 WL 640653, a *7 (citing In re Livent Inc. Sec.

Litig., 78 F. Supp. 2d 194, 221-22 (S.D.N.Y. 1999) and Jacobsv. Coopers & Lybrand, L.L.P.,

1999 WL 101772, at *17).%
As discussed above, none of the Defendants disputes that WorldCom' s financid statements,

Forms 10-Ks and 10-Qs, and press releases, as well as the registration statements and prospectuses

%3 Defendants argue that the Court’ s subsequent opinion in In re Sotheby’s Holdings, Inc. Sec.

Litig., 2000 WL 1234601 (S.D.N.Y. Aug. 31, 2000), isinconsistent with Globd Intdlicom on this
point. However, the decision in Sotheby’ s turned on the lack of any vaid dlegations connecting certain
financid officer defendants to the underlying fraudulent scheme -- a price-fixing scheme that the
company’ s two most senior executives dlegedly entered into with Chrigties. Unlike in the present case,
the complaint there did not dlege that any of the financid officer defendants possessed any specific
knowledge of the dleged illegd conduct, did not dlege the existence of any specific documents or other
information contradicting the public statements that were available to these defendants, and did not
alege facts demondrating that these defendants failed to review or check information that they had a
duty to monitor or that they ignored obvious signs of fraud. Id. at *7 (citing Novak v. Kasaks, 216
F.3d 300, 308 (2" Cir. 2000). The plaintiffsin Sotheby’s, thus, were unable to plead adequately any
control of these defendants “over the wrongdoer and the transactions in question,” thereby requiring the
dismissa of the control person clams againg the financid officer defendants.
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issued in connection with the Offerings, were materidly fase and mideading. Rather, they deny that
they are legally responsible as control persons for these statements. However, the Complaint here
satisfies the test for pleading control person ligbility against Ebbers and each of the WorldCom Director
Defendants with respect to the Section 15 claim in Count 11 and the Section 20(a) claim in Count V1.
The case againgt Ebbersis crystd clear. Asthe CEO of WorldCom, he wasin a position to
control the Company’ s statements, as well asthe direct superior of its other senior management
executives -- including Sullivan, Myers and Y ates, the persons who implemented the fraud. Ebbers
held the highest management position at WorldCom, was involved in the day-to-day operations of the
Company, was aware of the serious operationa and financid problems of the Company (which directly
contradicted statements that Ebbers and others issued on behaf of WorldCom), and directed the
acquigition program a WorldCom that required it to maintain an inflated stock price. Indeed, Ebbers
made explicit statements vouching not only for WorldCom'’ s reported results (see generdly 1111 112-90),
but dso for the Company’ s accounting practices -- going so far asto assert its full compliance with dll
SEC rules. 11180, 184. In these circumstances, Ebbers control person ligbility has been more than

aufficiently dleged. See Oxford Hedlth, 187 F.R.D. at 453; First Jersey Securities, 101 F.3d at 1472,

Global Intdlicom, 2000 WL 640653, at * 7 (finding alegations sufficient with respect to defendants

Mortman and Keizer); In re Complete Mgmit. Inc. Sec. Litig., 153 F. Supp. 2d 314, 331-33

(SD.N.Y. 2001) (finding control person ligbility adequately aleged againgt founder of company
notwithstanding that he did not serve as officer or director of company).

The Complaint smilarly adequately aleges control person lighility for the Director Defendants.
Each of these individuals Sgned at least certain of WorldCom' s fraudulent SEC filings. Further, each of

the directors knew, or certainly should have known, that the capital expenditure figures reported on the
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Company’ s books greatly exceeded the capita expenditures approved by the Board. See Point I1.B.
While the knowledge and access to information that they had a duty to monitor is clearest with respect
to the members of the Audit Committee (thet is, Allen, Areen, Bobhitt and Gales), the fact isthat the
entire Board had an obligation to oversee the Company’ s capitd expenditures which, as WorldCom's
admissions now show, were overstated by more than $3 billion during 2001 done, and by another
$800 million in the first quarter of 2002. 100. Given these facts, the Complaint has adequately
aleged control person ligbility on the part of each of the WorldCom Director Defendants. See Ledie
Fay, 918 F. Supp. a 763-64 (service as directors, and review and signing of SEC filings containing

fraudulent financid information sufficient to satisfy control person sandard); Robbinsv. Moore

Medical, 788 F. Supp. at 188-89 (identification of defendants as officers or directors, that they sgned
or otherwise issued statements of company, and averments of knowing or reckless participation in
aleged scheme aufficient to plead control person ligbility); Lernout & Hauspie, 286 B.R. at 40 (holding
that audit committee members “possessed and exercised control over L&H with respect to the financia
reports and SEC filings’ based on sgnatures by the members on L& H’s SEC filings and their accessto
L&H'sfinancid information).

The Director Defendants  rdliance on Kimme v. Labenski, No. 85 Civ. 0804, 1988 WL

19229 (S.D.N.Y. Feb. 10, 1988), isas unavailing here asit was in Ledie Fay. In Kimme, the court

found that the plaintiffs alegationsthat individua defendants who served on the corporation’s audit
committee, reviewed the company’ s financids with an outside consultant and signed SEC filings were
insufficient for Section 20(a) purposes. Id. a *6. However, the court specificaly noted that the
plantiffs dlegations did not sufficiently explain how the company’s SEC filing at issue, aForm 10-K,

contained materid misrepresentations or omissions. Seeid. at *2. Thus, Kimmd merdly sandsfor the
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settled principle of law that director or officer status done isinsufficient to state a Section 20(a) control
clam unless other eements of the clam are stified.

Here, as shown above, the Complaint aleges far more than the Director Defendants mere
datus. Contrary to the bare-bones clamsin Kimmd, plaintiffs here have: (1) aleged that there were
SEC filings which contained materid misrepresentations and/or omissions, (2) explained how
WorldCom's SEC filings contained materid misrepresentations and/or omissions; (3) dleged that the
WorldCom Directors (especidly those who were members of the Audit Committee) had aduty to
review the chalenged information and failed to fulfill that duty; and (4) aleged that the WorldCom
Directors either knew or should have known that the information contained in the SEC filings were
fraudulent and/or mideading. Thus, the dlegations that these Defendants sgned fraudulent SEC filings
which they ether knew or should have known were fase are sufficient to state aclam for contralling

person ligbility.
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CONCLUSION

For the foregoing reasons, al of the motions to dismiss should be denied.>

DATED: New York, New Y ork
January 24, 2003
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> Asthe Court is aware, the myriad investigations into WorldCom are continuing.
Accordingly, if the Court determines that any Counts are not sufficiently pled, Lead Plaintiff repectfully
requests leave to amend. See Fed. R. Civ. P. 15(a); Foman v. Davis, 371 U.S. 178 (1962).
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