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DENI SE COTE, District Judge:

and

Def endant s have noved to disnmss sone of the clains in this

securities fraud action brought by a consortiumof New York City



actuarial pension funds (collectively, “NYCERS')! foll ow ng the
col | apse of WorldCom Inc. (“WrldConi). For the follow ng

reasons, the notions are granted in part.

Backgr ound?

On June 25, 2002, WorldCom announced a nassive restat enment
of its financials. Litigation asserting that Wrl dCom had
violated the federal securities |aws had already been filed in
this district and assigned to this Court. Wth the June 25
announcenent, nore litigation followed.

On August 15, the WorldCom class action litigation was
consol idated. On Decenber 23, all of the actions brought on
behal f of individual plaintiffs (“Individual Actions”) were
consolidated with the class action litigation for pretrial

purposes. See In re WrldCom Inc. Sec. Litig., No. 02 Cv. 3288

(DLC), 2002 W 31867720 (S.D.N. Y. Dec. 23, 2002). The

consolidated litigation is referred to as the Securities

Litigation. The Judicial Panel on Multi-District Litigation has

! The plaintiffs include the New York City Enployees
Retirement System the New York City Police and Fire Departnent
Pensi on Funds, the New York City Teachers and Board of Educati on
Retirenent Systens and five variabl e suppl enments funds.

2 The history of the WorldComlitigation has been descri bed
in many prior Opinions. See, e.qg., Inre WrldCom lInc. Sec.
Litig., 352 F. Supp. 2d 472 (S.D.N. Y. 2005) (Andersen's notion
for summary judgnent); In re WorldCom Inc. Sec. Litig., 346 F
Supp. 2d 628 (S.D.N. Y. 2004) (Underwriter Defendants' notion for
summary judgnent); In re WorldCom Inc. Sec. Litig., 294 F. Supp.
2d 392 (S.D.N. Y. 2003) (deciding a nunber of defendants' notions
to dismss); Inre WrldCom Inc. Sec. Litig., 219 F.R D. 267
(2003) (class certification). Only those facts necessary to the
resolution of this notion are recited here.
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transferred WorldCom |itigation pending in other federal courts
to this Court, and the newy arrived cases have been consoli dated

into the Securities Litigation pursuant to the Orders of Decenber

23 and May 29, 2003. See Inre WrldCom Inc. Sec. Litig., 02

Cv. 3288 (DLC), 2003 W. 21242882 (S.D.N. Y. My 29, 2003).

On May 19, 2003, the notions to dismss filed by many of the
defendants in the consolidated class action were |argely
resolved. WirldCom 294 F. Supp. 2d at 392. Discovery in the

Securities Litigation began in earnest at that point.* Beginning

in the fall of 2003, the defendants in the Securities Litigation

began to bring waves of notions to dism ss that addressed issues
conmmon to many of the Individual Actions.* The third tranche in
the notions to dismss were filed begi nning on Novenber 5, 2004.
This third set of notions includes the instant notion to dismss
I n the NYCERS action. Meanwhile, on July 9, 2004, fact discovery

in the Securities Litigation ended, except for the discovery to

3The Lead Plaintiff in the class action had obtained access
to certain WirldCom docunents through an Order issued in
Novenber 2002. See In re WrldCom Inc. Sec. Litig., 02 Cv.
3288 (DLC), 2003 W. 22953645, at *2 (S.D.N. Y. Dec. 16, 2003); In
re WrldCom lInc. Sec. Litig., 234 F. Supp. 2d 301 (S.D.N.Y.
2002).

*The first tranche of notions to dismss clains in
I ndi vi dual Actions were resol ved through the foll ow ng Opinions:
In re WorldCom Inc. Sec. Litig., 294 F. Supp. 2d 431 (S.D.N.Y.
2003); In re WrldCom Inc. Sec. Litig., No. 02 Cv. 3288 (DLC
2003 W 22790942 (S.D.N. Y. Nov. 25, 2003); In re WrldCom Inc.
Sec. Litig., 308 F. Supp. 2d 214 (S.D.N. Y. 2004). The second
tranche of notions to dismss clains in |Individual Actions were
resol ved through the following Qpinions: |[Inre WrldCom Inc.,
Sec. Litig., 308 F. Supp. 2d 236 (S.D.N. Y. 2004); In re WrldCom
Inc. Sec. Litig., 308 F. Supp. 2d 338 (S.D.N. Y. 2004); In re
WrldCom Inc. Sec. Litig., No. 02 GCv. 3288 (DLC), 2004 W
692746 (S.D.N. Y. Feb. 20, 2004).




be taken by defendants of plaintiffs in the Individual Actions.
The class action trial began on March 23, 2005.
Through the Order of May 28, 2003, all plaintiffs who had

filed Individual Actions in the Securities Litigation were given

an opportunity to anmend their pleadings. The anmendnent had to be
made by the later of July 11, 2003, or twenty-one days follow ng
the action’s arrival on this Court’s docket. WorldCom 2003 W
21242882, at *2. The obligation of defendants to answer or nove
agai nst the conplaints in the Individual Actions was stayed.
NYCERS filed its action on COctober 29, 2002, in New York

State court. Following its renoval, the action was assigned to
this Court, and on March 3, 2003, the NYCERS notion for remand
was denied. Inre WrldCom Inc. Sec. Litig., 293 B.R 308

(S.D.N. Y. 2003). NYCERS anended its conplaint on July 11, 2003.
That anended conpl aint is the pleading agai nst which these
notions to dismss are addressed and it is referred to hereafter
as the Conpl aint.

Through an Order of April 19, 2004, plaintiffs in Individual
Actions who wanted fact discovery in their cases to be conpleted
by January 14, 2005, had to substantially conplete their docunent
production by May 7, 2004, and to produce el ectronic records by
June 4, 2004. Inre WrldCom Inc. Sec. Litig., No. 02 Cv. 3288

(DLC), 2004 W. 831018 (S.D.N. Y. Apr. 19, 2004). NYCERS adopted
this schedule.®> On Cctober 29, 2004, the Underwiter Defendants

> The April 19 Order further provided that a conference wll
be held on April 15, 2005 “to discuss a procedure for sumary
judgnment notion practice in the Individual Actions, including the
feasibility of bringing summary judgnment notions in one or nore
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served a Second Set of Interrogatories on NYCERS. NYCERS
responded on Novenber 29. These responses contain informtion
whi ch NYCERS seeks to have the Court consider along with the
Conpl aint as representi ng NYCERS all egati ons agai nst the
Underwiter Defendants.

The Conpl aint is brought against two fornmer Wrl dCom
officers: Bernard J. Ebbers (“Ebbers”), the CEO, and Scott D.
Sullivan (“Sullivan”), the CFO.® It also nanes as defendants
four menbers of the Board of Directors’ Audit Commttee, Janes C.
Al'l en, Judith Areen, Max E. Bobbitt (“Bobbitt”), and Francesco
Galesi (the “Audit Commttee Defendants”); four nmenbers of the
Board’ s Conpensation Comrittee,’ Bobbitt, Stiles A Kellett, Jr.
(“Kellett”), Gordon S. Macklin (“Macklin”), and Lawence C.
Tucker ("“Tucker”) (the *“Conpensation Committee Defendants”); and
six nore nenbers of the Board, John W Sidgnore (“Sidgnore”),
Clifford L. Al exander, Jr. (“Alexander”), Carl J. Aycock
(“Aycock”), John A Porter (“Porter”), Bert C. Roberts, Jr.

(“Roberts”), and Juan Villalonga (“Villalonga”) (collectively,

representative actions.” By way of nenp endorsenment on Cctober
18, 2004, a revised schedule pertaining to pretrial proceedings
in this action was approved. Although the April 15 conference
remains in place, the nmeno endorsenent del ayed the filing of the
first sunmary judgnment notions until July 8, 2005. Such notions
will be fully submtted on August 12.

® The Securities Litigation is stayed agai nst both of these
def endants because of the crimnal proceedings that are ongoing
against them Sullivan was indicted and has pl eaded guilty.
Ebbers’ crimnal trial has just concl uded.

" When identifying the defendants, the Conplaint only
identifies Kellett as a nenber of the Conpensation Conmittee. In
t he body of the Conplaint, however, the four nen are identified
as nenbers of the Conpensation Conmttee.

6



the “Director Defendants”). Five investnent banks are al so naned
as defendants: J.P. Mrgan Securities, Inc., Banc of Anerica
Securities LLC, ABN Anro Inc., Deutsche Banc Al ex. Brown, |nc.
(n/k/al Deutsche Bank Securities, Inc.),® and Lehman Brot hers,
Inc. (“Underwriter Defendants”).® Oher investnent banks that
are listed as defendants are separately represented. They are
Ctigroup, Inc. and Sal onmon Smith Barney, Inc. (“Salonon”), who
together with Jack G ubman, Sal onon’s |ead analyst for the

t el ecommuni cation industry, are referred to as the G tigroup

Def endants. Finally, the Conplaint brings clainms against Arthur
Ander sen LLP (“Andersen”), WorldConi s auditor.

The Conpl ai nt contains seven clains. The first five clains
are federal securities law clainms. The first claimis brought
pursuant to Section 11 of the Securities Act of 1933 (“Securities
Act”) against all defendants except G ubman. The second is
brought pursuant to Section 12(a)(2) of the Securities Act

agai nst the Underwiter Defendants, Citi Goup and Sal onon. The

8 Counsel for the Underwiter Defendants have noved to
dismss as to Fleet Securities Inc., but Fleet is not |listed as a
def endant in the Conpl aint.

® On August 11, 2004, NYCERS stipulated to the di sm ssal of
cl ai nrs agai nst defendants J.P. Mdrrgan Chase & Co., Bank of
America Corp., Deutsche Bank AG ol dman Sachs Group. Inc.
Lehman Brothers Hol dings, Inc., and Citigroup, Inc. These
institutions were parent conpanies of underwiters of WrldCom
bond offerings. The stipulation was based on the reasoning in
two prior Opinions entered in the Securities Litigation. See In
re WrldCom 1Inc. Sec. Litig., 02 Gv. 3288 (DLC), 2004 W 487719
(S.D.N.Y. Mar. 12, 2004); In re WrldCom Inc. Sec. Litig., 02
Civ. 3288 (DLC), 2004 W. 1097786 (S.D.N.Y. May 18, 2004). NYCERS
represents that the stipulation results in the dism ssal of al
cl ai s agai nst these defendants, not just the federal |aw clains.




third is brought pursuant to Section 15 of the Securities Act
agai nst the Director Defendants, Ebbers, and Sullivan. The
fourth is brought pursuant to Section 10(b) of the Securities
Exchange Act of 1943 (“Exchange Act”) agai nst Ebbers, Sullivan,
the Audit Comm ttee Defendants, the Conpensation Comittee

Def endants, Sal onon, G ubman, and Andersen. The fifth is brought
pursuant to Section 20 of the Exchange Act against the Director
Def endants, Ebbers and Sul |ivan.

The remaining two clains are state law clains. The sixth
claimis a common |aw fraud claimand is brought against Ebbers,
Sullivan, the Audit Comm ttee Defendants, the Conpensation
Commi tt ee Defendants, Sal onon, G ubman, and Andersen. The
seventh is a claimfor aiding and abetting conmmon | aw fraud and
i s brought against Andersen, the Underwiter Defendants, and the
Citigroup Defendants.

The defendants have not noved to dismss the three
Securities Act clains.! Certain Director Defendants — the

Audit Conm ttee Defendants, Macklin and Tucker!* — have noved to

0 Whil e Grubman has noved to dism ss the second claim he
is not naned in that claim Certain defendants have al so noved
to dism ss clains brought under Section 12(a)(2) of the
Securities Act for purchases of WrldCom stock. NYCERS
represents that its Section 12(a)(2) claimis limted to
purchases of WorldComnotes. Finally, to the extent any
def endant has sought to dism ss those portions of clains four and
five that seek damages for hol ding WrldCom securities, NYCERS
has represented that its Exchange Act clains do not seek damages
for hol ding securities.

11 Def endants Al exander, Aycock, Kellett, Porter, Roberts,
Villal onga, and Sidgnore have not noved to dism ss the Conplaint.
Nei t her have Ebbers or Sullivan, agai nst whomthe action is
st ayed.



di smi ss the Section 10(b) clai mbrought against themin the
fourth claim These sanme defendants have noved to dism ss the
common law fraud claimin claimsix. Salonon, Gubman, and

Ander sen have al so noved to dismss claimsix to the extent it
seeks recovery for |osses sustained from hol ding Wrl dCom
securities. Finally, the Underwiter Defendants, the G tigroup
Def endants, and Andersen have noved to dism ss the seventh claim
on the ground that New York does not recognize a claimfor aiding

and abetting fraud.

Di scussi on

The defendants have noved to dism ss the Conpl ai nt pursuant
to Rules 9(b) and 12(b)(6), Fed. R Civ. P. To dismss an action
pursuant to Rule 12(b)(6), a court must determ ne that “it
appears beyond doubt, even when the conplaint is liberally
construed, that the plaintiff can prove no set of facts which

would entitle himto relief.” Scutti Enters., LLC v. Park Pl ace

Entmit Corp., 322 F.3d 211, 214 (2d Cr. 2003) (citation

omtted). |In construing the conplaint, the court nust “accept]|]
as true the factual allegations in the conplaint as true and
drawf] all inferences in the plaintiff’s favor.” 1d. “Gven the
Federal Rules’ sinplified standard for pleading, a court may
dismss a conplaint only if it is clear that no relief could be
granted under any set of facts that could be proved consi stent

with the allegations.” Swerkiewcz v. Sorema, N A, 534 U S.

506, 513 (2002).



Rul e 9(b), however, requires allegations of fraud to be

stated with particularity. Lentell v. Merrill Lynch & Co., 396

F.3d 161, 168 (2d G r. 2005). Under Rule 9(b), “malice, intent,
know edge and ot her conditions of mnd of a person may be averred

generally.” Rule 9(b), Fed. R Cv. P.; Eternity dobal Master

Fund, Ltd. v. Mdirgan Quar. Trust Co. of New York, 375 F.3d 168,

187 (2d Cir. 2004). To conply with the requirenents of Rule
9(b), a plaintiff alleging fraud nmust "(1) detail the statenents
(or omssions) that the plaintiff contends are fraudulent, (2)
identify the speaker, (3) state where and when the statenents (or
om ssions) were nade, and (4) explain why the statenents (or

om ssions) are fraudulent.” 1d. (citation onmtted).

1. Mtion to Strike

The Underwiter Defendants have noved to strike the factual
al l egations that NYCERS has included in its opposition to the
notion. These allegations are not in the Conplaint but are taken
from NYCERS sixty-three page response on Novenber 29, 2004 to
the Underwiters’ Second Set of Interrogatories (“Response”).
NYCERS explains that it seeks to use the information in the
Response to augnent its allegations that the Underwiter
Def endants ai ded and abetted a fraud. '

To the extent that the Underwiter Defendants seek to strike

t he Response materials fromthe NYCERS notion papers, that

2 Gven the |l egal argunents presented by the parties in
their briefs on this notion, it does not appear that
consideration of the material in the Response would have any
I npact in any event on the outcone of these notions.
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notion is denied. To the extent that the Underwiter Defendants’
notion is an objection to NYCERS reliance on nmaterial extraneous
to the Conplaint when defending against a notion to dismss, that
objection is well taken. 1In deciding a notion to dismss, a
court may consider “any witten instrunent attached to [the
conplaint] as an exhibit, materials incorporated in it by

ref erence, and docunments that, although not incorporated by

reference, are ‘integral’ to the conplaint.” Sira v. Mrton, 380

F.3d 57, 67 (2d Gr. 2004) (citation omtted). NYCERS does not
contend that any material in the Response is integral to the
Complaint, and it is not properly considered in evaluating the

merits of the pending notions to dismss.

NYCERS protests that nuch of the factual material in the
Response is described in the Opinion of Decenber 15, 2004,
denying in part the summary judgnent notion made by underwiter
defendants in the class action. WrldCom 346 F. Supp. 2d at 628
(“Summary Judgnent Opinion”). NYCERS contends that the Summary
Judgnent Opinion is “binding” on the Underwiter Defendants in
t he NYCERS action and that this Court has discretion to consider
the Summary Judgnment Opinion and the facts upon which it was

based when ruling on the notion to dism ss.

The Summary Judgment Opi ni on addressed the due diligence
defense of underwriters in the context of strict liability clains
under the Securities Act and al so revi ewed the evidence
concerning the asserted material om ssions fromregistration
statenments which underlie those Securities Act clains. It did

not address any fraud-based clainms; no fraud cl ains were ever

11



brought in the class action against any of the underwiters who
noved for summary judgnent. Thus, to the extent that NYCERS is

maki ng an argunent akin to issue preclusion, it nust be rejected.

In the alternative, NYCERS asks that the Court convert the
Underwiter Defendants’ notion into a notion for sunmary judgnent
and defer the notion until April 15, 2005, when a conference is
schedul ed to be held on the summary judgnment notions in the
I ndi vidual Actions. There is already a schedule for summary
judgnment notions in the NYCERS action; they will be filed on July
8, 2005.

In any event, it would be inappropriate to convert the
Underwiter Defendants’ notion to dismss into a sunmary judgnent
notion. A notion to dismss is customarily converted into a
notion for sunmary judgnent when sunmary judgnent can be granted
and adequate notice has been given to nake the conversion fair.
While a district court nust convert a notion to dismss into one
for summary judgnment where the notion “includes material outside
t he pleadings and that material is not excluded by the court,”
Mrton, 380 F.3d at 66 (citation omtted), it also nust provide
all parties with “a reasonabl e opportunity to present al
material nmade pertinent to such a notion.” |d. at 68 (quoting
Rule 12(c), Fed. R Cv. P.). *“Aparty is deened to have notice
that a notion may be converted into one for summary judgnent if
that party shoul d reasonably have recogni zed the possibility that
such a conversion would occur.” 1d. (citation omtted). NYCERS
is certainly not suggesting that summary judgnent can be granted

in favor of the defendants at this tinme. It would simlarly be

12



unfair to find that the instant notion could be the basis for
granting sunmary judgnment agai nst the defendants. The
Underwriter Defendants have not relied on material extraneous to
the Conplaint. NYCERS application to convert the notion to

dismss into a notion for summary judgnent is denied.

NYCERS reference to the Response material is a de facto
anendnent of its pleadings. Tellingly, however, NYCERS has not
nmoved to anmend its pleading. Nor did it nove at any time during
the intervening eighteen nonths since it filed the Conplaint to
anend its pleading. Consequently, the sufficiency of the
all egations in the Conplaint shall be judged on the content of

the Conplaint itself.

2. CaimlV: Section 10(b)

The Audit Committee Defendants and two nmenbers of the
Conpensation Comm ttee, Macklin and Tucker, have noved to dism ss
the Section 10(b) cl ai mbrought against themon the ground that
t he Conpl ai nt does not adequately plead their scienter.® The
standards for pleading a Section 10(b) claim including the
pl eadi ng of scienter, have already been described in Qpinions

issued in the Securities Litigation, and those standards are

i ncorporated herein. See, e.qg., WrldCom 294 F. Supp. 2d at

3 The class action filed in the Securities Litigation
pl eaded an Exchange Act Section 10(b) claimagainst the Audit
Comm ttee Defendants. That claimwas dismssed. See Inre
WrldCom Inc. Sec. Litig., No. 02 Cv. 3288 (DLC), 2003 W
23174761 (S.D.N. Y. Dec. 3, 2003). A Section 10(b) clai m agai nst
Kel l ett survived notion practice in the class action. WrldCom
294 F. Supp. 2d at 419.
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411-12; WorldCom 2003 W. 23174761, at *4. In brief, a conplaint
nmust allege facts giving rise to a strong inference of fraudul ent
intent either by alleging facts to show that the defendant had
both a notive and opportunity to conmt fraud, or by alleging
facts that constitute strong circunstantial evidence of conscious
m sbehavi or or reckl essness. WrldCom 294 F. Supp. 2d at 411
(collecting authority). The Second G rcuit has identified four
types of allegations that may be sufficient to all ege scienter.
They are allegations that the defendants “(1) benefitted in a
concrete and personal way fromthe purported fraud; (2) engaged
in deliberately illegal behavior; (3) knew facts or had access to
i nformati on suggesting that their public statenments were not
accurate; or (4) failed to check information they had a duty to

nmonitor.” Novak v. Kasaks, 216 F.3d 300, 311 (2d Cir. 2000).

In resisting this notion to dismss, NYCERS contends that it
has sufficiently alleged scienter by the directors who have
brought this notion to dismss by alleging that these directors
m sl ed investors as to the credit risk regarding WrldComi s | oan
to Ebbers.' The passages of the Conplaint to which NYCERS
refers allege that on Septenber 6, 2000, the Conpensation
Committee authorized WrldComto give Ebbers a $50 nmillion | oan
and a $10 million retention bonus because it recogni zed that
Wor |l dComi s stock price would by hurt by any public disclosure
t hat Ebbers was having difficulty neeting margin calls. See also

WrldCom 346 F. Supp. 2d at 639-40 (describing Ebbers’

14 NYCERS relies on paragraphs 338-39 and 371 of the
Conpl ai nt .
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dependence on Worl dComi s stock price for his personal financial
security and his need for assistance to neet margin calls as the
stock price fell). The Conplaint asserts that the Conpensati on
Committee did not seek Board approval for this action or address
matters such as the loan’s interest rate, nmaturity date, or

whet her security was necessary. The Conplaint asserts that the
Conmpensation Committee took steps to keep the existence of the

| oan confidential, but that Wrl dComi s general counsel |earned of
the loan authorization in |ate Septenber. |In |ate Septenber, the
Conmpensation Committee denied a request from Ebbers for an
additional |oan. WrldCom publicly announced the | oan and

guaranty in its Form10-Q filed on Novenber 14, 2000.

O the noving Director Defendants, these allegations only
af fect Macklin and Tucker, who were nenbers of the Conpensation
Committee. The notion by the Audit Conmittee Defendants is
therefore granted.® As far as Macklin and Tucker are concerned,
the gist of these allegations is that they approved a $50 million
| oan to Ebbers w thout addressing the terns customarily
associated wwth a | oan, and that they sought to keep the | oan
confidential because they were concerned about the effect of any
di scl osure on the conpany’s stock price. Because of their
efforts, disclosure of the | oan was del ayed for a period of
weeks. The legal issue is whether these allegations are

sufficient to allege scienter for the securities fraud cl aim

15 Al t hough NYCERS asserts in its brief that Bobbitt, who
|l ed the Audit Committee, gave gui dance to the Conpensation
Committee, the passage in the Conplaint which it recites for that
proposition does not allege that fact.
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NYCERS has brought agai nst these two nmen. The Exchange Act
Section 10(b) claimasserts the existence of a three-year schene
by Wbrl dCom and certain individuals associated with WirldComto
m srepresent the conpany’s financial position. NYCERS nust
present sufficient allegations that the defendants were either

aware of the fraud or reckless as to the exi stence of that fraud.

NYCERS al |l egations do not attenpt to plead scienter by
alleging that these two directors had a notive and opportunity to
commt the fraud charged in the Conplaint. They are instead
al | egati ons of conscious m sbehavi or and reckl essness. O the
four exanples recited above of successful pleading, the
al l egations are nost closely aligned with defendants who engage
in deliberately illegal behavior. For exanple, the allegations
do not identify any concrete and personal benefit to the two
def endants, any public statenents that had been made that were no
| onger accurate, or any information that they had a duty to

noni tor and check.

The precise question posed, therefore, is whether the

al l egations that Macklin and Tucker approved an inproper loan to
their conpany’s CEO, and sought to conceal the |l oan fromthe
Board and the public, create a strong inference that the two nen
knew of Worl dConis misrepresentations of its financial condition
to the public or were reckless as to the existence of those

m srepresentations. As the Second Circuit has franed it, have
the plaintiffs alleged facts show ng that the defendants’ conduct
was “highly unreasonabl e, representing an extrene departure from

t he standards of ordinary care to the extent that the danger was

16



either known to the defendant or so obvi ous that the defendant

nust have been aware of it?” Rothman v. Geqgor, 220 F.3d 81, 90

(2d Gr. 2000) (citation omtted). Accepting that NYCERS has
descri bed hi ghly unreasonabl e conduct by Mcklin and Tucker -- a
Wi | lingness to m suse corporate funds and to withhold from

i nvestors know edge about Ebbers’ reliance on Wrl dConis stock
price -- it has not connected this conduct to the fraud it has

al leged. Taking all inferences in favor of NYCERS, Mcklin and
Tucker’s conduct does not tend to show that the danger of the
fraud charged in the Conplaint was known to either man or obvi ous
to him Had the | oan not been disclosed, these allegations would
certainly be sufficient to allege scienter with respect to that
deception. That, however, is not the scheme with which they are
charged, and therefore, the allegations against themin CaimlV

are di sm ssed.

3. CaimsSix: Common Law Fr aud

The Audit Commttee and Macklin and Tucker have noved to
di smss the common | aw fraud cl ai m pl eaded agai nst themon the
ground that it fails to plead fraud with the particularity
required by Rule 9(b), Fed. R Cv. P. It is undisputed that New
York law is the source for the common | aw on whi ch NYCERS bri ngs

its clains.?®

6 The parties have each relied upon New York law in
addressing this notion, and their consent to its application
makes any further choice of |aw analysis unnecessary. See
3ConCorp. v. Banco do Brasil, S. A, 171 F.3d 739, 743 (2d Cr.
1999).
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To plead a claimfor fraud under New York |law, a conplaint
nmust all ege that the defendant nade a material m srepresentation,
that the defendant knew of its falsity and possessed an intent to
defraud, and that the plaintiff reasonably relied on the
m srepresentation and suffered danage as a result. Kaye v.

G ossman, 202 F.3d 611, 614 (2d Cir. 2000). As NYCERS has
pointed to no allegations in its Conplaint that plead a claim of
fraud agai nst the Audit Committee Defendants, their notion to
dismss this claimis granted. For the reasons already di scussed
in connection with the Section 10(b) claim the notion by Mcklin

and Tucker is also granted.

Def endant s Sal onon, Grubman and Andersen have noved to
dismiss daimVl to the extent it seeks recovery for those who
hel d Wbrl dCom securities, as opposed to those who purchased or

sold the securities in reliance on alleged m srepresentations and

om ssions. A recent Opinion in the Securities Litigation
surveyed the | aw across the country regardi ng “hol der” cl ai s.

See Inre WrldCom Inc. Sec. Litig., 336 F. Supp. 2d 310

(S.D.N. Y. 2004) (“WorldCom Hol der Opinion”). The Wrl dCom Hol der
Qpinion is incorporated by reference. Briefly, the Opinion

expl ained that a “holder” action is an action in which the
plaintiffs allege that material m srepresentations or om ssions
caused themto retain ownership of securities that they acquired
prior to the alleged wongdoing. 1d. at 318-19. “Because of the
i nherent difficulty of proving reliance and damages in such
actions, as well as the potential for non-nmeritorious suits

brought nerely to extract a settlenent,” it has been | ong
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established that holders of securities cannot bring federal

securities lawclains. [1d. at 319. See also Dabit v. Merrill

Lynch, Pierce, Fenner & Smith, Inc., 395 F.3d 25, 40-41 (2d Gr

2005) (describing policy concerns behind the standing rule in
federal securities law actions). The Wrl dCom Hol der Opinion
reviewed the law of jurisdictions across the country and

concl uded that comon | aw clains by hol ders have been routinely
rejected, and that there was no basis “to predict that the
Ceorgia Suprenme Court would recogni ze a cause of action for a
class of plaintiffs who are alleged to have held their stock in
reliance on m srepresentations or om ssions.” WrldCom 336 F
Supp. 2d at 322. This survey contained a discussion of Gutman v.

Howard Sav. Bank, 748 F. Supp. 254 (D.N.J. 1990), and its

anal ysis of the Iaw of New York and New Jersey. Gutman found

t hat

an individual plaintiff my state a comon | aw fraud
cl ai m agai nst a defendant whose m srepresentations
caused plaintiff to hold securities which plaintiff

ot herwi se woul d have sold. |In Gutnman, however,
plaintiffs alleged repeated, face-to-face contact with
t he def endants during which defendants nade verbal and
witten m srepresentations. Gutman expressly limted
“hol der” clains to situations involving such direct
conmuni cati on

WrldCom 336 F. Supp. 2d at 321 (citation omitted).

Since the law of New York on this issue is not yet
authoritatively articulated, this Court nmust carefully “predict”
how t he hi ghest court of New York would resolve the uncertainty.

Phansal kar v. Andersen Weinroth & Co., 344 F.3d 184, 199 (2d Cr

2003) . NYCERS has not shown that the analysis in the Wrl dCom
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Hol der Opi ni on does not apply to their claimof fraud under New

York | aw. '’

New York recognizes a claima fraud where investors were
i nduced to retain securities in reliance on a defendant’s

m srepresentations. Prinmavera Fanmilienstifung v. Askin, 130 F.

Supp. 2d 450, 494 (S.D.N. Y. 2001) (collecting cases). Because of
the requirement that a plaintiff prove justifiable reliance,
however, there nmust be a sufficiently direct conmmunication from
the defendant to the plaintiff to support a claimthat the fraud
i nduced inaction. Indeed, the two main cases on whi ch NYCERS
relies for the proposition that a defrauded hol der of securities
may assert a claimfor comon |aw fraud under New York | aw were
cases in which reliance could be shown because there was direct
communi cati on between the plaintiffs and defendants. See

Pri mavera, 130 F. Supp. 2d at 471, 501-02; Continental Ins. Co.

v. Mercadante, 225 N.Y.S. 488, 489 (1st Dept. 1927). The other

case on which it relies, which involved a purchase of notes on
the condition that the defendant accounting firm provi de annual
negative assurance letters to the plaintiff notehol ders, also

contai ned direct evidence of reliance. See AUSA Life Ins. Co. V.

Ernst & Young, 206 F. 3d 202, 205 (2d G r. 2000). NYCERS has not

attenpted to resist this notion with any citation to a pl eading

of such direct conmuni cati on between NYCERS and Sal onon, G ubnman

7 NYCERS does not refer to the WrldCom Hol der OQpinion in
its opposition to this notion, or attenpt to grapple with its
anal ysi s, even though the noving briefs had relied upon the
deci si on.
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or Andersen. The notion to dismss fromd aimVl the hol der

cl ai ms brought agai nst Sal onon, G ubman and Andersen is granted.

4. Aiding and Abetting Conmmon Law Fraud

Each of the defendants nanmed in the final claim-- Andersen
the Underwiter Defendants, the Ctigroup Defendants -- noves to
dismss the claimwth the argunent that the Martin Act preenpts
a cause of action for aiding and abetting common | aw fraud. On
this ground, their notion is denied.'® The defendants, however,

press ot her argunents addressed to the adequacy of the pleading.

Under New York |law, a claimof aiding and abetting fraud
requires a plaintiff to plead pursuant to Rule 9(b), Fed. R G v.
P., the existence of a fraud, a defendant’s know edge of the
fraud, and a defendant’s substantial assistance to advance the

comm ssion of the fraud. Waght v. Bankanerica Corp., 219 F.3d

79, 91 (2d Cr. 2000); Cronmer Finance Ltd. v. Berger, 137 F

Supp. 2d 452, 470 (S.D.N. Y. 2001). Wth respect to a defendant’s

know edge of the fraud, the actual know edge of the fraud may be

8 The notion is denied for the reasons explained in Coner
Fi nance Ltd. v. Berger, No. 00 Cv. 2498 (DLC), 2001 W 11112548,
at *3-4 (S.D.NY. Sept. 19, 2001). But see Marcus v. Frone, 329
F. Supp. 464, 475-76 (S.D.N. Y. 2004) (negligent
m srepresentation); Nanopierce Tech., Inc. v. Southridge Capital
Mint. LLC, No. 02 Cv. 767 (LBS), 2003 W. 22052894, at *2-*4
(S.D.N. Y. Sept. 2, 2003) (breach of fiduciary duty claim.
Nanopi erce rejected the analysis in Cronmer, explaining that
common law clainms for fraud, unlike a claimfor breach of
fiduciary duty, were not precluded by the Martin Act because they
require proof of “deceitful intent." Nanopierce, 2003 W
22052894, at *4. Based on that analysis, it is not clear that
even the court in Nanopierce would find that the Martin Act
preenpted a claimfor aiding and abetting fraud.
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“averred generally.” Wght, 91 F.3d at 91 (citing Rule 9(b),
Fed. R Civ. P.). Pleading knowl edge in the alternative with an
al l egation of reckless disregard is insufficient to allege a

claim See, e.q., Filler v. Hanvit Bank, 339 F. Supp. 2d 553,

560 (S.D.N. Y. 2004); WIllians v. Bank Leum Trust Co., No. 96

Gv. 6695 (LMV), 1997 W 289865, at *5 (S.D.N. Y. May 30, 1997).

The substantial assistance prong is fulfilled where a
defendant “affirmatively assists, hel ps conceal, or by virtue of

failing to act when required to do so enables the fraud to

proceed.” OSRecovery, Inc. v. One Goupe Int'l, Inc., 354 F.
Supp. 2d 357, 378 (S.D.N. Y. 2005) (citation omtted).

Substantial assistance requires a plaintiff to allege that the
action of the aider and abettor “proximately caused the harm on
which the primary liability is predicated.” Filler, 339 F. Supp.
2d at 557 (citation omtted). The injury suffered by the
plaintiff nust be a “direct or reasonably foreseeable result of

the conduct.” Filler v. Hanvit Bank, Nos. 01 Gv. 9510 (M), 02

Giv. 8251 (M), 2003 22110773, at *2 (S.D.N.Y. Sept. 12, 2003).

The Underwiter Defendants argue that NYCERS has failed to
pl ead an essential elenent of the claim to wit, its actual
knowl edge of the fraud. They are correct. NYCERS alleges that
the Underwiter Defendants “knew or recklessly disregarded”

Wrl dComis fraud. This is an insufficient allegation of actual

know edge.

Nothing in Primavera, 130 F. Supp. 2d 450, on whi ch NYCERS
relies, can be fairly read to suggest any | essening of the burden

to plead and prove actual know edge. To the contrary, the court
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explicitly rejected the notion that proof of recklessness would
suffice. Id. at 507 n.64. It held that the plaintiff would have
to prove know edge by the aider and abetter at trial “by clear
and convinci ng evidence” that was sufficient to support “a strong
inference of fraudulent intent.” 1d. at 507 (citation omtted).
It rejected application of an even nore exacting standard where
there is a “synbiotic fraudul ent schene,” as opposed to a nore
renote relationship between the primary perpetrator and the aider
and abettor. |1d. at 508. The application of the Underwiter

Def endants to dismss the aiding and abetting cl ai m brought

agai nst themis granted.

Andersen joins in the notion of the Underwiter Defendants.
G ven that there is no scienter allegation at all pleaded agai nst

Andersen in CaimVll, Andersen’s notion is granted.

The Citigroup Defendants nove to dismss ClaimVIIl because
the claimdoes not allege that their actions proxi mtely caused
t he accounting fraud at Worl dCom NYCERS responds that the fraud
it has alleged is the dissemnation to the public of Wrl dCom s
fal se and m sl eadi ng docunents, and that Sal onon substantially
assisted that fraud through assisting in the preparation and
di ssem nation of those docunents. NYCERS appears to be relying
on its contention that Sal onon, as |ead underwiter for the two
O ferings, aided the fraud through its work on the registration
statenents for the two Oferings. Since NYCERS response focuses
entirely on Sal onon’s conduct, the notion to dismss by Citigroup

and Grubman is granted.
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Sal onon’s notion is denied. Since it is assuned for
pur poses of this notion that NYCERS has adequately pl eaded
Sal onron’ s know edge of the alleged accounting fraud at
Wor | dCom *° the question is only whether Sal onon’s work as | ead
underwiter in the preparation and di ssem nation of the
regi stration statenents through which Wrl dCom sol d approxi mately
$17 billion worth of bonds constitutes a sufficient allegation of
substanti al assistance. A lead underwiter affirmatively assists
a fraud when it helps to prepare the docunents through which the
fraud will be perpetrated and sells securities to the public
t hrough docunents it knows to contain a materially fal se
description of the offering conpany’s financial condition. Wile
there is no allegation that Sal onon created the accounting fraud
at Worl dCom or assisted in altering WrldConis financi al
statenments, its conduct in assisting WrldComto rai se noney
based on false financial statements is a proxi mate cause of the

injury to NYCERS.

In support of its notion, Salonon relies exclusively on the
holding in Croner, 137 F. Supp. 2d at 452, to the effect that a
conplaint’s claimagainst a clearing broker, Bear Stearns, for
ai ding and abetting a securities fraud was insufficient because
the pleading did not contain adequate allegations that the broker
provi ded substantial assistance to the fraud. 1d. at 470-72. In
Croner, the plaintiff had all eged that the clearing broker

violated margin rules and over-extended margin credit to the fund

19 sal onon has not chal | enged t he adequacy of the scienter
al l egations in the Conpl aint.

24



that coomtted the fraud. 1d. at 471. It also alleged that the
Ponzi schenme enbodied in the fraud could not have functioned but
for the extension of credit and margin violations. |d. at 472.
The Court rejected this latter argunment by observing that,

“Iw hile the Ponzi scheme may only have been possi bl e because of
Bear Stearns’ actions, or inaction, Bear Stearns’ conduct was not

a proxi mate cause of the Ponzi schene.” |Id.

Here, in contrast, NYCERS has alleged far nore than “but
for” causation. It has described Salonmon’s role as integral to
the fraud itself. An allegation that a | ead underwiter has
knowi ngly prepared and di ssem nated fal se registration statenents
to raise noney for a conpany through the sale of its notes is an
adequate all egation that the underwiter’s conduct is a proximte

cause of the |oss suffered by investors who bought the notes.

Concl usi on

For the reasons stated above, the defendants’ notion to
dismss is granted in part and denied in part. Cains |V and VI
are dismssed with respect to the Audit Comm ttee Defendants,

Mackl in, and Tucker. CaimVl is also dism ssed as agai nst

Sal onon, Grubman, and Andersen insofar as it alleges hol der

claine. daimVlIl is dismssed as to the Underwiter Defendants,
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Andersen, Citigroup, and Grubman

Salomon.

SC CRDERED:

Dated: New York, New York
March 29, 2005

, but not with respect to

A
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DENISE COTE
United States District Judge





