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truthfulness.” In re NYSE Specialists Sec. Litig., 503 F.3d

89, 95 (2d Cir. 2007) (guotations and alterations in
original omitted). The issue on a Rule 12 (b) (6) motion to
dismiss is not whether the plaintiff will ultimately
prevail, but whether he or she is entitled to offer evidence

to support the claim. Papasan v. Allain, 478 U.S. 265, 286

(1986) . A court should “read the complaint generously and
draw reasonable inferences in favor of the pleader.” Cosmas

v. Hassett, 886 F.2d 8, 11 (2d Cir. 1989). To survive a

motion to dismiss, a plaintiff “must provide the grounds
upon which his claim rests through factual allegations
sufficient ‘to raise a right to relief above the speculative

level.’” TSI Commc’nsg, Inc. v. Shaar Fund, Ltd., 493 F.3d

87, 98 (2d Cir. 2007) (quoting Bell Atl. Corp. v. Twombly,

127 S. Ct. 1955, 1965 (2007)).
(II) Section 10(b) & Rule 10b-5
To slate a claim under Section 10 (b) and Rule 10b-

5 for fraudulent misrepresentations, plaintiffs must allege

that defendants “ (1) made misstatements or omissions of
material fact; (2) with scienter; (3) in connection with the
purchase or sale of securities; (4) upon which plaintiffs

relied; and (5) that plaintiffs’ reliance was the proximate
cause of their injury.” Lentell, 396 F.3d at 172.
Defendants have moved to dismiss the Complaint on the
grounds that Ventura has failed adequately to plead loss

causation and has not pleaded fraud with the particularity
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required by Rule 9(b) and the Private Securities Litigation
Reform Act (the “PSLRA").
(A) Causation
Reliance/Transaction Causation

A securities-fraud plaintiff “must prove both
transaction and loss causation.” Lentell, 396 F.3d at 172
(internal quotations and citations omitted). To plead
transaction causation, which is akin to reliance, a
plaintiff need only allege that “but for the claimed
misrepresentations or omissions, the plaintiff would not
have entered into the detrimental securities transaction.”

Emergent Capital Inv. Mgmt., LLC v. Stonepath Group, Inc.,

343 F.3d 189, 197 (2d Cir. 2003). Although Ventura does not
allege that he actually read the Defendants’ research
reports or that he purchased CMGI’'s stock through MLPF&S, he
relies on a “fraud-on-the-market” theory to plead

transaction causation. See Basic v. Levinson, 485 U.S. 224,

247 (1988). “The fraud-on-the-market theory supposes that,
in an open and developed securities market, a company’s
stock price is determined by the information about the
company and its business that is available to the market.
Thus, any misleading statements will be presumed to have
defrauded stock purchasers even if those purchasers cannot
show they have directly relied on the statements.”

60223 Trust v. Goldman, Sachs & Co., No. 03 Civ. 3548 (TPG),

2007 U.S. Dist. LEXIS 89646, at *22-23 (S.D.N.Y. Dec. 4,

2007) . Ventura has sufficiently pleaded that an efficient

19



Case 1:02-md-01484-JFK  Document 472  Filed 05/08/2008 Page 20 of 42

market existed for CMGI’'s publicly-traded stock, that the
market reacted to the allegedly false or misleading
information published by the Defendants, and that Ventura
relied upon the market price of CMGI, which reflected the
Defendants’ allegedly fraudulent information, when he
purchased the stock at artificially inflated prices.

The Defendants protest that the record of
Ventura’s transactions in CMGI's stock reveals that he sold
17,500 shares of the company’s stock on December 20 and 21,
1999, and thus did not in fact rely on the positive price
projections and stock rating contained in the December 20,
1999 research report. Defendants’ objection is unavailing.
First, Ventura’s history of stock sales is not mentioned or
incorporated by reference in the Complaint, is not a fact of
which judicial notice necessarily may be taken, and thus is
a matter outside the pleadings that may not be considered on
the present motion. Second, even if the Court were to
consider these stock sales, they do not, standing alone,
prevent Ventura from pleading transaction causation under
the “fraud-on-the-market” doctrine. Defendants do not
contest that Ventura has successfully pleaded that the
market for CMGI’'s stock was efficient, that the Defendants’
alleged misstatements artificially inflated the price of
CMGI’'s stock, and that Ventura relied upon the market price
of CMGI in purchasing the stock during the relevant time

period - which includes dates and, presumably transactions,
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apart from December 20 and 21, 1999. Accordingly, I find
that the Complaint adequately pleads transaction causation.
Loss Causation

“Loss causation is the causal link between the
alleged misconduct and the economic harm ultimately suffered
by the plaintiff.” Lentell, 396 F.3d at 172. (internal
quotation marks omitted). The concept of loss causation is

related to the doctrine of proximate cause. See Merrill

Lynch & Co. v. Allegheny Energy, 500 F. 3d 171, 183 (2d Cir.

2007). A defendant’s alleged “misstatement or omission is
the ‘proximate cause’ of an investment loss if the risk that
caused the loss was within the zone of risk concealed by the
misrepresentations and omissions alleged by a disappointed
investor.” Lentell, 396 F.3d at 173. To establish loss
causation, the loss must be foreseeable and the loss must be
caused by the “materialization of the concealed risk.” Id.
“[A] plaintiff must allege . . . that the subject of the
fraudulent statement or omission was the cause of the actual
loss suffered, i.e., that the misstatement or omission
concealed something from the market that, when disclosed,
negatively affected the value of the security.” Id. Thus,
“the Second Circuit has made clear that in order ‘[t]lo plead
loss causation, the complaints must allege facts that
support an inference that [defendants’] misstatements and
omissions concealed the circumstances that bear upon the
loss suffered such that plaintiffs would have been spared

all or an ascertainable portion of that loss absent the

21



Case 1:02-md-01484-JFK  Document 472  Filed 05/08/2008 Page 22 of 42

fraud.’” In re Initial Pub. Offering Secs. Litig., No. 21 MC

92 (SAS), 2008 U.S. Dist. LEXIS 24148, at *24 (S.D.N.Y. Mar.
26, 2008) (quoting Lentell, 396 F.3d at 175).

A plaintiff who cannot plead that a defendant’s
misstatements or omissions were the direct cause of his
financial losses may nevertheless successfully allege loss
causation by (i) “alleging that the market reacted
negatively to a ‘corrective disclosure,’ which revealed an
alleged misstatement’s falsity or disclosed that allegedly
material information had been omitted” or (ii) “alleg[ing]
that a defendant’s misstatements or omissions concealed a
risk that later materialized to cause the plaintiff’s loss.”

In re AOL Time Warner, Inc. Sec. Litig., 503 F. Supp. 2d

666, 677 (S.D.N.Y. 2007) (citing Lentell, 396 F.3d at 173,
175, 176).

In Lentell, the Second Circuit affirmed the
dismissal of securities fraud claims brought by direct
purchasers of stock in Internet companies who, like Ventura,
claimed that the Defendants’ falsely optimistic research
reports caused the prices of the stocks at issue to become
artificially inflated and resulted in the plaintiffs’
losses. The Court of Appeals found that there was "“no
allegation that the market reacted negatively to a
corrective disclosure regarding the falsity of Merrill’s
‘buy’ and ‘accumulate’ recommendations and no allegation
that Merrill misstated or omitted risks that did lead to the

loss.” Lentell, 396 F.3d at 175. Plaintiffs’ failure to

22



Case 1:02-md-01484-JFK  Document 472  Filed 05/08/2008 Page 23 of 42

plead either corrective disclosure or materialization of a
concealed risk was “fatal under Second Circuit precedent.”
Id. Although the Lentell court acknowledged that the
plaintiffs adequately pleaded that the alleged fraud caused
the investors to acquire the stocks at artificially inflated
prices, the court found that these facts at most could
“egstablish transaction causation; but they do not provide
the necessary causal link between Merrill’s fraud and
plaintiffs’ losses.” Id. The court then observed that,
despite the plaintiffs’ allegations that Defendants had
issued false and misleading “buy” and “accumulate”
recommendations, the research reports at issue were replete
with warnings about the high-risk nature of the investment,
and “the risk of price volatility -- and hence, the risk of
implosion -- is apparent on the face of every report
challenged in the underlying complaints.” Id. at 176. The
court concluded,
[Wlhere (as here) substantial indicia of the risk
that materialized are unambiguously apparent on
the face of the disclosures alleged to conceal the
very same risk, a plaintiff must allege (i) facts
sufficient to support an inference that it was
defendant’s fraud -- rather than other salient
factors -- that proximately caused plaintiff’s
loss; or (ii) facts sufficient to apportion the
losses between the disclosed and concealed
portions of the risk that ultimately destroyed an
investment.
Id. at 177.
Ventura attempts to satisfy the requirements of
Lentell by alleging that his losses resulted when the risk

concealed by the Defendants’ fraudulent statements and

omissions materialized. Specifically, Ventura contends that
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the present case is distinguishable from Lentell, because he
has alleged, first, that the Defendants concealed the risk
posed by CMGI’'s liquidity problems; second, that the risk
materialized on October 4, 2000, when the Defendants issued
a report that finally revealed their previously suppressed
concerns about CMGI’s cash position; and third, that the
Ventura’s losses were fully attributable to the alleged
fraud, rather than to other factors, because, immediately
following the release of the October 4, 2000 report, CMGI’s
share price dropped 11.5% in heavy trading. As the
Complaint states, “[t]lhe decline in CMGI’'s stock price was a
direct and proximate result of the true facts concerning
CMGI’'s cash position and the materialization of the
undisclosed risk that CMGI would have liquidity problems
finally being revealed to investors and the market.” (Compl.
{ 105.)

Although Ventura is correct that he, unlike the
plaintiffs in Lentell, has alleged a specific risk that the
Defendants allegedly concealed (namely, CMGI’s cash
liquidity problems), as well as its materialization (namely,
the issuance of the October 4 report), Lentell remains fatal
to the instant claims. First, as in Lentell, the allegedly
fraudulent research reports in this case show, on their
face, that the risk that Ventura claims was concealed,
namely that “CMGI would have liquidity problems,” in fact
was plainly revealed to Ventura and other investors.

Second, Ventura cannot successfully plead that his losses
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resulted solely or even partially from the purported
materialization of the risk that the defendants allegedly
concealed, rather than from intervening causes, such as the
collapse of the Internet sector. Thus, because Ventura has
not alleged facts to show that his losses were proximately
caused by the Defendants’ purportedly fraudulent “buy” and
“accumulate” ratings or their alleged concealment of CMGI’s
precarious liquidity position, he has failed to plead loss
causation.
Absence of Concealment of Risk

Here, as in Lentell, although “the defendant[s’]
normative ‘buy’ or ‘accumulate’ stock recommendations were
insincere,” they “were accompanied by the underlying,
accurate financial data, so that the plaintiffs could review
the financial information and evaluate the risk for

themselves.” Lattanzio v. Deloitte & Touche LLP, 476 F.3d

147, 158 (2d Cir. 2007) (citing Lentell, 396 F.3d at 177).
As Ventura concedes, none of the statements of CMGI’s
revenue or cash flow history, cash liquidity position, cash
burn rates, or any other financial data were misstated,
either by CMGI or by the Defendants.

In addition, “the risk of price volatility -- and
hence, the risk of implosion -- is apparent on the face of
every report challenged in the underlying complaint[].”
Lentell, 396 F.3d at 176. Thus, as noted, the Defendants
bestowed a “D” rating on CMGI, which signified the highest

level of investment risk under Merrill Lynch’s uniform

25



Case 1:02-md-01484-JFK  Document 472  Filed 05/08/2008 Page 26 of 42

rating system. CMGI received the “D” rating in each of the
research reports at issue. The key code for the Defendants’
rating system was included in each of the research reports
and thus was readily available to Ventura and all other
potential investors in CMGI. See id. (“Since the Investment
Opinions are decoded in the margin of every ‘Bulletin’ and
‘Comment’ cited in the underlying complaints, the high-risk
nature of the investment in 24/7 Media and Interliant was
available to the marketplace.”).

Moreover, the Defendants’ positive price
projections and stock ratings were accompanied by forceful
reminders that investment in CMGI’'s stock was a risky
proposition and that CMGI’s prospects were co-extensive with
those of the Internet sector as a whole. Far from
concealing the potential downside of investing in CMGI, the
reports frankly addressed the high degree of risk inherent
in purchasing the company’s stock. The reports
characterized the stock as “extremely volatile”; explicitly
stated that CMGI’'s holdings consisted largely of private
companies and that “[olbviously, there is a large amount of
risk in private-market investing”; and cautioned investors
that “[olne of the risks for CMGI (and other large internet
holding companies) is scaleability: as the company’s
subsidiaries become large, global businesses, it will become

increasingly critical to hire and retain strong operating

managers.” (See, e.g., Musoff Decl. Ex. 4 at CMGI 0002-
0003.) The reports also addressed the Defendants’ “main
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concerns about CMGI,” citing “1) focus - the ability to
manage subsidiaries and investments across such a wide range
of sectors, and 2) the competitive positioning of some
majority-owned companies . . . .” (Id. at CMGI 0002.) At
the conclusion of the December 20, 1999 research report, in
a section headed by the word “Risks,” which was printed in
bold, the Defendants stated: “Like all internet stocks,

CMGI is an extremely risky investment. The risks include:

volatility (50% moves in either direction with no change in
fundamentals are normal), integration (CMGI has been buying
2-5 companies a month for the last six months), and the
health of the public market internet sector in general.”
(Id. at CMGI 0003) (emphasis added) .

In addition, the research reports contained
unequivocal language that cautioned investors that the fate
of CMGI, a holding company for other Internet businesses,
was essentially dependant upon the overall health of the
Internet sector. The Defendants’ initial research report,
issued on December 20, 1999, warned that “CMGI’'s stock tends
to trade as a proxy for the health of the Internet sector
and Internet IPO market . . . . As long as the public market
for internet stocks does well, CMGI probably will, too,” and
that “[i]f the Internet sector craters, of course, CMGI will
crater along with it.” (Musoff Decl. Ex. 4 at CMGI 0001,
0003) .

Further, counter to Plaintiff’s contention that

Defendants concealed the risks inherent in their allegedly
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insincere valuation of CMGI’s NAV and its projected share
price, the reports expressly considered the difficulties
faced by analysts in accurately assessing CMGI’'s NAV. 1In
the December 20, 1999 report and in subsequent reports,
Defendants stated that “CMGI is a complex company with many
moving parts,” (e.g., id. at CMGI 0003), and that “[v]aluing
CMGI is difficult at best and futile at worst (estimated
asset value plus option value leaves plenty of room for
subjectivity) .” (e.g., id.) 1In setting forth the procedure
by which their analysts estimated CMGI’'s NAV, the Defendants
warned that the factors used to arrive at a valuation “are
highly subjective, and can make the stock look either
outrageously expensive—or quite reasonable . . . .” (Id. at
CMGI 0003).

Finally, it is undisputed that the Defendants
accurately assessed CMGI's liquidity position as it changed,
stating CMGI’'s holdings in cash and marketable securities in
the reports dated June 14, 2000, August 24, 2000, and
September 22, 2000. In these reports, Defendants provided
assessments of how long CMGI’'s cash position would endure,
given the company’s recent “burn rate” of cash, and provided
opinions about how CMGI could preserve or increase its
liquidity. The reports reveal on their face that the
Defendants did not suppress negative information about CMGI
that was known to them all along, but rather provided
candid, albeit hopeful, assessments of the company’s

changing fortunes as CMGI and much of the rest of the
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Internet sector embarked on a precipitous decline beginning
in the spring of 2000. For example, in the “Internet Sector
Bulletin,” issued on August 7, 2000, at a time when CMGI's
stock had lost approximately 65% of its value from
Defendants’ initiation of coverage on December 20, 1999,
the Defendants undertook a realistic re-assessment of the
marketplace, stating that “we are resetting the investment
ratings for our internet universe”; that “capital is
scarcer” and the “tide is no longer rising fast enough to
lift all boats”; and that, as was reported in Merrill
Lynch’s June 7 sector-wide report, “the going will likely be
tough for even the best internet stocks for the next year or
two, as the companies must grow into their wvaluations.” (Id.
at CMGI 0024.)

Similarly, the Defendants revised their targets
for CMGI’s future share price as the Internet market
experienced serious setbacks during the summer of 2000. For
example, in the June 9, 2000 research report, Defendants
gave CMGI a 12-18 month price objective of $100 per share,
translating to a multiple of 2.4 of the company’s NAV, down
from Defendants’ earlier projection of a $150 per share
price and 3.0 multiple of NAV. 1In the report issued on

September 22, 2000, Defendants stated that the company was

"The Court “may take judicial notice of well-publicized
stock prices without converting the motion to dismiss iInto
a motion for summary judgment.”” Ganino v. Citizens
Utilities Co., 228 F.3d 154, 167 n.8 (2d Cir. 2000).
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trading at “1.0X estimated NAV of $36,” but chose not to
make any prediction regarding a future share price.

In sum, there was no materialization of any
investment risk in the October 4, 2000 report that the
Defendants concealed in the prior reports. The prior
reports contained ample warnings that CMGI's stock was a
high-risk investment that was subject to great price
volatility, that the company’s fortunes were tethered to
those of the Internet sector as a whole, and that the
company was difficult to value. The reports on their face
contradict Ventura’s claim that the Defendants knowingly
concealed facts relating to CMGI’'s liquidity. 1Indeed, the
October 4, 2000 report, which is the lynchpin of Ventura'’s
“materialization of the risk argument,” stated that CMGI had
$654 million in cash as of the end of the July quarter and
was “burning” cash at a rate of $93 million per month - the
identical cash figure and “burn rate” that were set forth in
the September 22, 2000 research report. Although Defendants
expressed a concern over the cash position in the October 4
report that they did not express in the September 22 report,
the mere negative characterization of existing facts that
were never hidden from investors does not permit Ventura to
plead loss causation. Ventura has “fail[ed] to grapple in
any meaningful way with the complexity of the reports that
form the basis of [his] claims or, for that matter, to
account for the price-volatility risk inherent in” his

decision to purchase and hold stock in CMGI. Lentell, 96
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F.3d at 176. Accordingly, because the reports show on their
face that the Defendants did not conceal the risk of
investing in CMGI, Ventura has failed to plead loss
causation.
Failure to Attribute Losses to the Alleged Fraud

Even assuming that the report issued on October 4,
2000 constituted the materialization of a risk that had been
previously concealed, Ventura has failed to allege facts to
show that the drop in CMGI’s share price was attributable to
the risk’s materialization, rather than to the bursting of
the Internet bubble or to other factors that are readily
apparent from the face of the October 4, 2000 research
report. The “logical link between [an] inflated share
purchase price” resulting from alleged misstatements “and
any later economic loss is not invariably strong” because
“that lower price may reflect, not the earlier
misrepresentation, but changed economic circumstances,
changed investor expectations, new industry-specific or
firm-specific facts, conditions or other events.” Dura

Pharmaceuticals, Inc. v. Broudo, 544 U.S. 336, 342-43

(2005) . To prove loss causation, plaintiffs must
distinguish the alleged fraud from the “tangle of [other]
factors” that affect a stock’s price. Id. at 343. Although
plaintiffs “need not quantify the fraud-related loss, they
must ‘ascribe some rough proportion of the whole loss to

[the alleged] misstatements.’” In re Omnicom Group, Inc.

Sec. Litig., No. 02 Civ. 4483 (WHP), 2008 U.S. Dist. LEXIS
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6033, at *20 (S.D.N.Y. Jan. 29, 2008) (quoting Lattanzio,
476 F.3d at 158). Thus, a plaintiff cannot plead loss
causation where the complaint fails to “allege[] facts to
show that [defendant’s] misstatements, among others
that were much more consequential and numerous, were the
proximate cause of plaintiffs’ loss . . . .” Lattanzio, 476
F.3d at 158. In particular, “when the plaintiff’s loss
coincides with a marketwide phenomenon causing comparable
losses to other investors, the prospect that the plaintiff’s
loss was caused by the fraud decreases,” and a plaintiff’s
claim fails when “it has not adequately plel[]ld facts which,
if proven, would show that its loss was caused by the
alleged misstatements as opposed to intervening events.”
Lentell, 396 F.3d at 174. As stated earlier, Lentell
established that “where (as here) substantial indicia of the
risk that materialized are unambiguously apparent on the
face of the disclosures alleged to conceal the very same
risk, a plaintiff must allege (i) facts sufficient to
support an inference that it was defendant’s fraud -- rather
than other salient factors -- that proximately caused
plaintiff’s loss; or (ii) facts sufficient to apportion the
losses between the disclosed and concealed portions of the
risk that ultimately destroyed an investment.” Id.

In attempting to distinguish his Complaint £from
the fatally defective complaints in Lentell, Ventura relies
on the affirmative allegation that CMGI’'s share price fell

11.5% on the day after the issuance of the October 4, 2000
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research report, and contends that “Wentura (unlike the

Lentell plaintiffs) has pleaded that ‘the stock dropped when

the bad news came out.’” (Pl. Mem. at 11, quoting DeMarco v.
Lehman Bros., Inc., 309 F. Supp. 2d 631, 636 (S.D.N.Y.
2004) . Ventura does not, however, allege facts to show

that the price decline was due wholly or partly to the
October 4 report’s revelation about a previously concealed
liquidity crisis, rather than to other causes.

The Complaint fails to account, for example, for
the “crater[ingl” of the Internet market that occurred
during the ten-month period when the reports were issued.

As discussed, the reports themselves warned investors that
the fate of CMGI, a company that owned numerous subsidiary
Internet-based holdings, was dependant on the fate of the
Internet sector as a whole. Here, as in Lentell, the
Complaint does not assert facts that distinguish between the
alleged fraud and the market-wide collapse of Internet
stocks as the cause of Ventura’s losses. Ventura’s reliance
on the price drop that occurred after the October 4, 2000
report came out, at a time when CMGI’s stock had already

lost a great portion of its wvalue, is similar to the

unavailing contention of the plaintiff in 60223 Trust v.

Goldman, Sachs & Co., 2007 U.S. Dist. LEXIS 89646. 1In that

case, the plaintiff investor alleged that the defendants’
revelation that they had issued fraudulent research reports
resulted in a drop in the price of the stock in which

plaintiff had invested. 1In that case, however, as here, the
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stock price had already sharply dropped in the months prior

to the alleged materialization of the risk concealed by the

fraud. 1In holding that the plaintiff had failed to plead

loss causation, Judge Griesa reasoned as follows:

The essential point 1is that by the time of the

disclosures which allegedly caused the economic
loss (as defined by the loss causation doctrine)
the stock had already lost almost all its value --
declining from 24.75 on January 25 to 5.01 on June
14. The conclusion from all these circumstances
is that the events of June 14 to June 21, which
are said in the complaint to have brought about
the economic loss, did not do so. The 1loss in
value of the stock occurred gradually over the
course of the entire class period, and the stock
had lost most of its value before the June 14-21
events. This gradual loss of value occurred during
the time when the alleged false and misleading

comments of an optimistic nature were

being

issued. The complaint does not even refer to the

phenomenon of the gradual 1loss of the st

ock’s

value, much less attempt to explain it as related

to loss causation.

Goldman, 2007 U.S. Dist. LEXIS 89646, at *31.

Here, as in Goldman, the Complaint neglects to

address the fact that, during the “relevant time period”

while Defendants were issuing favorable “buy” and

“accumulate” recommendations and rosy price target

projections, CMGI’s stock lost nearly all of its value. An

examination of CMGI’'s stock performance reveals that, from

December 20, 1999, when Defendants initiated coverage, to

the issuance of the report on October 4, 2000, CMGI’s share

price dropped nearly 80%, from $111.10 (adjusted £
later split) to $24.31. Thus, the long, steady de

value of CMGI's stock proceeded apace with the “cr

or the
cline in

ater[ingl”

of the Internet sector, despite the positive ratings and
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share price projections that Defendants’ reports bestowed
upon CMGI throughout 2000. As in Goldman, the present
Complaint does not address the ten-month decline of CMGI’s
stock price and does not attempt to explain how the decline
of the stock price following the issuance of the October 4,
2000 report was attributable to the alleged fraud, rather
than simply a continuation of the loss in wvalue that
afflicted CMGI during the Internet sector’s collapse. See I

re Rhodia S.A. Sec. Litig., 531 F. Supp. 2d 527, 547

(S.D.N.Y. 2007) (“Where there are warnings about the steady
decline of a publicly owned company, its shareholders cannot
innocently claim ignorance about the true status of the
company’s financial health.”)

Similarly, the Complaint does not account for the
fact that the October 4, 2000 report contained other “bad
news,” apart from the concern about CMGI’s cash position,
that was likely to cause a drop in the company’s share price
and about which previous reports had warned investors. For
example, the October 4, 2000 report reflected on the recent
poor performance of CMGI’'s stock, noting that it was “down
35% in the last two weeks.” (Musoff Decl. Ex. 4 at CMGI
0045.) 1In addition, the report also reminded investors that
half of CMGI’'s NAV consisted of “publicly traded internet
stocks” and thus CMGI’'s asset value declined as the Internet
market declined. (Id.) Further, the Defendants reported
that, in addition to the recent plunge in CMGI's stock

price, “[wle estimate NAV is now about $25, down from NAV of
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$36 about two weeks ago.” (Id.) The report concluded with
the rather grim assessment that, “We do not except the
multiple [of NAV] to expand in an environment of worsening
sentiment unless CMGI can illustrate that its operating
divisions are making strong progress towards turning cash
flow positive.” (Id. at CMGI 0046.)

The distressing news regarding CMGI's plunging
asset value and the Defendants’ pessimistic assessment of
the company’s future prospects constituted the
materialization of precisely the risks that the Defendants
had warned investors about in earlier reports - namely,
risks arising from the fact that CMGI’'s fortunes were
tethered to those of the sector as a whole, that the stock
was subject to great volatility, and that integration of
many subsidiary Internet holdings could prove difficult.
Ventura has failed to explain how the losses that occurred
following the October 4, 2000 report resulted from the
materialization of the purportedly undisclosed risk relating

to CMGI's ligquidity, as opposed to materialization of the

aforementioned, clearly disclosed risks. See Liu v. Credit
Suisse First Boston Corp. (In re Initial Pub. Offering Secs.
Litig.), 399 F. Supp. 2d 298, 309 (S.D.N.Y. 2005) (stating

that pleading loss causation requires plaintiffs to “meet a
heavy burden of alleging specific losses that are connected
to the risks that were actually concealed, rather than those
risks that were disclosed by defendants in their cautionary

statements”); In re Omnicom Group, Inc. Sec. Litig., 2008
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U.S. Dist. LEXIS 6033 at *20 (“Plaintiffs nevertheless
cannot demonstrate that the market reacted negatively to the
disclosures, rather than to other information simultaneously
released to the market.”). Ventura’s attempt to plead loss
causation fails because he has not alleged facts that lead
to the inference that all, or even some, of his losses are
due to the alleged fraud, rather than to intervening events
and/or to the disclosure of other information.
Ventura Cannot Plead Loss Causation

Ventura has failed adequately to allege that the
Defendants concealed the investment risk that purportedly
materialized with the issuance of the October 4, 2000
research report. In addition, the Complaint fails to allege
facts that support an inference that Ventura’s financial
losses were due to the alleged fraud, rather than to the
collapse of the Internet sector and/or the materialization
of investment risks that were disclosed in the prior reports
issued by the Defendants. Accordingly, Ventura has failed
to plead loss causation, and his claim under Section 10 (b)
and SEC Rule 10b-5 must be dismissed.’
(III) Section 20(a)

A claim for “control person” liability under

Section 20(a) of the Exchange Act is “is necessarily

predicated on a primary violation of securities law.”

®*Because Ventura has failed to plead loss causation, 1 need
not decide whether the Complaint alleges facts with
sufficient particularity to satisfy the heightened pleading
standards of Rule 9(b) and the PSLRA.
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Rombach v. Chang, 355 F.3d 164, 177-178 (2d Cir. N.Y. 2004).

Because Ventura has failed adequately to plead a primary
violation of federal securities law under Section 10(b), the
Section 20(a) claim also must be dismissed. See id.
(IV) Common Law Fraud

“The pleading requirements for common law fraud
are essentially the same as those for claims under Section

10 (b) and Rule 10b-5." See Internet Law Library, Inc. V.

Southridge Capital Mgmt., LLC, 223 F. Supp. 2d 474, 489

(S.D.N.Y. 2002). Because Ventura has failed to plead that
the Defendants’ alleged fraud was the proximate cause of his
losses, his common law fraud claim also must be dismissed.

See Citibank, N.A. v. K-H Corp., 968 F.2d 1489, 1496 (2d

Cir. N.Y. 1992) (affirming dismissal of a common law fraud
claim where the plaintiff failed adequately to plead that
the damages were proximately caused by the defendants;

misrepresentations); Joffee v. Lehman Bros., No. 04 Civ.

3507 (RWS), 2005 U.S. Dist. LEXIS 12313, at *43 (S.D.N.Y.

June 23, 2005), affm’d by Joffee v. Lehman Bros., 209 Fed.

Appx. 80 (2d Cir. 2006).
(V) Leave to Replead

Leave to replead shall “be freely given when
justice so requires.” Fed. R. Civ. P. 15(a). “It is the
usual practice upon granting a motion to dismiss to allow
leave to replead,” and “refusal to grant it without any
justifying reason is an abuse of discretion.” Cortec

Industries, Inc. v. Sum Holding L.P., 949 F.2d 42, 48 (2d
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Cir. N.Y. 1991) (citations omitted). Absent a showing of
undue delay, bad faith or dilatory motive on the part of the
movant, undue prejudice to the opposing party, or the
futility of the amendment, a plaintiff should be granted

leave to replead. See Protter v. Nathan's Famous Sys., Inc.,

904 F. Supp. 101, 111 (E.D.N.Y. 1995) (citing Foman v.
Davis, 371 U.S. 178, 182 (1962)). However, if an amendment

would be futile, a court may deny leave to amend. See Oneida

Indian Nation of N.Y. v. City of Sherrill, 337 F.3d 139, 168

(2d Cir. 2003) (citing Foman, 371 U.S. at 182). “A proposed
amendment to a pleading would be futile if it could not
withstand a motion to dismiss pursuant to Rule 12(b) (6) .”

Id. (citing Ricciuti v. N.Y.C. Transit Auth., 941 F.2d 119,

123 (2d Cir. 1991)).

Here, it is evident that any amendment would be
futile, in light of the information contained in the
research reports which provide the basis for Ventura’s
claims. As discussed, the reports show on their face that
the Defendants repeatedly and clearly warned potential
investors that buying CMGI’'s stock was a high-risk
proposition, and that the investment risk that purportedly
materialized was not, in fact, a concealed risk. No
amendment to the pleadings can evade the fact that the
reports plainly disclosed the high risk of investing in
CMGI. In addition, no subsequent amendment can alter the
fact that CMGI had lost most of its value by the time the

alleged materialization of the risk occurred. As discussed,
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these facts are fatal to Ventura’s attempts to plead loss
causation and cannot be overcome by amendment to the
Complaint.

In addition, although this is Ventura’s initial
complaint and dismissal in such cases ordinarily would be
accompanied by permission for a second chance at meeting the
strict requirements for pleading securities fraud, Ventura
has had the benefit of following in the footsteps of the
class plaintiffs in the test cases. Judge Pollack’s
dismissal of those cases, followed by the affirmance in
Lentell and subsequent related jurisprudence in both the
district courts and the Court of Appeals, have provided
Ventura with exhaustive instruction on what the Second
Circuit requires regarding the pleading of loss causation.
Ventura, in short, has had ample opportunity to distinguish
his claims from the claims that were rejected in Lentell.
Ventura’s present failure to plead loss causation, after
receiving such instruction, strongly suggests that any
attempt to replead would be futile. Accordingly, leave to
replead is denied.

(VI) Compliance with Rule 11 (b)

Pursuant to its statutory obligation under the
PSLRA, this Court finds that the parties and counsel in this
matter have complied with Rule 11(b). See 15 U.S.C. § 78u-

4 (c) (1); Rombach, 355 F.3d at 178 (“The PSLRA mandates that,
at the end of any private securities action, the district

court must ‘include in the record specific findings
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regarding compliance by each party and each attorney
representing any party with each requirement of Rule

11(b).’") (guoting 15 U.S.C. § 78u-4(c)(1l)); In re Sierra

Wireless, Inc. Sec. Litig., 482 F. Supp. 2d 365, 382

(S.D.N.Y. 2007) .

CONCLUSION
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dismissed i .ts entirery with

Court d1e respectiully divected te close this

S0 ORDERED.

DATED: New York, New York

May % , 2008

L o T |
v-/i' J"k'"l /! /Z._.(——-Cz s, —'l-//
L/ JOHN F. KEENAN

United States District Judge
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and the volume of these defendants” iInsider sales during the
relevant period of time as compared to other periods. In the
absence of such or similar allegations, the SAC fails to allege
facts tending to show that the sales by Emmel, Flug, and Grace
were so unusual as to give rise to an inference of scienter.?®

See, e.g., Malin v. XL Capital Ltd., 499 F. Supp. 2d 117, 151

(D. Conn. 2007) (holding that i1t was “impossible” to determine
whether stock sales were unusual In timing and amount where
plaintiffs only provided iInformation concerning the number of
shares sold, the share price on the date of sale, and the gross

profit realized); In re eSpeed, 457 F. Supp. 2d at 290 (ruling

that motive allegations were insufficient because complaint,

inter alia, failed to specify profit garnered through

defendants” stock sales).

Moreover, the Court’s own review of the Take-Two’s SEC
filings reveals no grounds for finding that the relevant stock
sales by Emmel, Flug, and Grace were sufficiently unusual to
support an inference of scienter. See Malin, 499 F. Supp. 2d at

151 (citing In re Sina Corp. Sec. Litig., 05 Cv. 2154 (NRB),

2006 WL 2742048, at *11-*12 (S.D.N.Y. Sept. 26, 2006), for

proposition that court may take judicial notice of corporate SEC

16 Indeed, Lead Plaintiffs may concede their failure to
allege that Emmel, Flug, and Grace acted with the requisite
scienter, inasmuch as their opposition brief does not address
these defendants” state of mind with respect to the GTA:SA
Fraud. (See Pls.” Opp’n 65-76.)
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filings to review trading activity of company’s officers and
directors). Take-Two’s SEC filings reveal that Grace did not
sell any of his directly held shares during the pertinent time
period, though he did sell some 300,000 shares held by an entity
called Anglo American. (Flug & Grace Mot. Dismiss, Declaration
of Aaron S. Foldenauer (“Foldenauer Decl.”) Exs. C, D, & E.) The
SAC is devoid of allegations explaining Grace’s relationship to
Anglo American, including most importantly, his decision-making
authority, 1f any, over that entity’s stock sales. Moreover, the
record reveals that Grace made other large sales of Take-Two
securities in September 2003, before the alleged misstatements
regarding GTA:SA were made. See Grace SEC Form 4, Sept. 10,
2003. The SAC, however, fails to address the “unusualness” of
Grace’s June 2005 sales in light of these substantial, and
ostensibly unsuspicious, September 2003 sales. Flug and Emmel
sold less than 20% of their total stockholdings during the
relevant time period. (Foldenhauer Decl. Ex. E; see also SAC 1
313.) Furthermore, Flug made similar sales of Take-Two stock in
June 2003, see Flug SEC Forms 4, July 3, 2003), and Emmel made
larger sales of Take-Two stock in September 2003, see Emmel SEC
Form 4, Sept. 5, 2003, long before the alleged publication of
misstatements regarding GTA:SA. The SAC makes no attempt to

demonstrate that the pertinent sales by Flug and Emmel were
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unusual, given their relatively small size, and the occurrence
of similar sales during seemingly innocuous periods of time.
Under these circumstances, and given Lead Plaintiffs”
failure to allege facts demonstrating that the sale of stock by
Emmel, Flug, and Grace was in any way ‘“unusual,” the Court finds
that Lead Plaintiffs have failed to plead motive with respect to

these defendants. See, e.g., Malin, 499 F. Supp. 2d at 153

(holding that sales of 6.83%, 14.42%, and 30.84% of total

stockholdings were not unusual); In re eSpeed, 457 F. Supp. 2d

at 291 (holding that sales of 10.9% and 17.4% of holdings were

not unusual); In re KeySpan Corp. Sec. Litig., 383 F. Supp. 2d

358, 382-83 (E.D.N.Y. 2003) (holding that sales of less than 20%

of total stockholdings were not unusual).!” Therefore, Lead

7 Lead Plaintiffs apparently do not rely upon a
circumstantial evidence theory to plead scienter with regard to
Emmel, Flug, and Grace. Such reliance would not iIn any event
bear fruit. The SAC contains no specific factual allegations
tending to show that Emmel, Flug, and Grace knew of the presence
of the Sex Minigame in GTA:SA’s code. Moreover, because these
defendants were not ‘“key” corporate officers of Take-Two, but
rather, members of the company”’s board of directors, such
knowledge may not be imputed to them under the *“core business”
theory. See In re Forest Labs, Inc. Derivative Litig., 450 F,
Supp. 2d 379, 390-91 (S.D.N.Y. 2006) (“While it is true that (in
the securities fraud context) knowledge of facts critical to the
continued viability of major transactions or “core’ business
operations have been imputed to a company and its “key” or “top’
officers, there i1s no authority to support the attribution of
knowledge to Outside Directors who are not alleged to be
directly involved iIn the day-to-day operations of the company.”)
(internal citations omitted). As the SAC does not even allege
adequate facts showing that Emmel, Flug, or Grace knew of the
Sex Minigame or the decision to wrap i1t, the SAC necessarily
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Plaintiffs have failed to allege facts giving rise to an
inference that Emmel, Flug, and Grace acted with scienter.!®

d. The SAC Inadequately Pleads Winters’s Scienter

Lead Plaintiffs also rely upon CFO Winters’s alleged
insider stock sales iIn order to demonstrate that he possessed
the “motive and opportunity” to commit fraud. For the reasons
that follow, Lead Plaintiffs have minimally alleged sufficient
motive and opportunity allegations to support an inference that
Winters acted with scienter. Nevertheless, the Court holds that
this iInference is not “strong,” within the meaning of the PSLRA,
because i1t 1i1s not as compelling as competing, nonculpable
explanations for Winters’s conduct.

(1) The SAC Adequately Alleges Winters®s Motive and
Opportunity to Commit Fraud

As an initial matter, the Court notes, and Winters
apparently concedes, that he possessed the opportunity to commit
fraud through the exercise of his powers as Take-Two’s CFO

during the relevant time period. See, e.g., In re GeoPharma,

Inc. Sec. Litig., 411 F. Supp. 2d 434, 441 (S.D.N.Y. 2006)

(presuming that corporate officers possess opportunity to commit

fails to plead that these defendants engaged 1in knowing
misconduct or recklessness with respect to Take-Two’s statement
that 1t complied with the ESRB’s rules.

18 Given Lead Plaintiffs® failure to allege facts supporting
an inference that Emmel, Flug, and Grace acted with scienter,
the Court need not determine whether the inference proposed by
Lead Plaintiffs is “strong,” in light of competing, nonculpable
explanations for these defendants” conduct.
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fraud). With respect to Winters’s motive, the SAC avers that he
sold 112,000 shares of Take-Two stock on March 12, 2005, for
proceeds of $4,459,439, and 50,000 shares of Take-Two stock on
June 14, 2005, for proceeds of $1,438,500. (SAC f 311.) The SAC
also alleges that these sales represented 85% of Winters’s
holdings during the Class Period. (SAC f 312.) Lead Plaintiffs
aver that these allegations give rise to a strong inference of
scienter. (SAC { 314.)

Lead Plaintiffs” allegations respecting Winters’s motive
suffer from some of the same deficiencies that characterize
their allegations with respect to Emmel, Flug, and Grace. In
particular, the SAC fails to specify the actual profits, as
opposed to total proceeds, of Winters’s sales. Moreover, the
SAC neglects to contrast Winters’s stock sales during the Class
Period with sales he made during other comparable periods of
time. These deficiencies notwithstanding, Lead Plaintiffs’
motive allegation with respect to Winters are minimally
sufficient to give rise to an inference of scienter. In reaching
this conclusion, the Court relies upon two principal
considerations that separate Winters on the one hand from Emmel,
Flug, and Grace on the other. First, the Court’s review of Take-
Two’s SEC filings reveals that Winters, unlike Emmel, Flug, and
Grace, sold far more shares during the Class Period than he sold

during previous time periods, see, e.g., Winters SEC Form 4,
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Sept. 5, 2003 (reporting sale of 10,000 shares); Winters SEC
Form 4, Oct. 12, 2004 (reporting sale of 5,000 shares). Second,
and most significantly, the SAC alleges that Winters sold 85% of
his holdings during the Class Period (SAC T 312), but makes no
similar allegation with respect to Emmel, Flug, and Grace.
Under these circumstances, and although the SAC’s motive
allegations with respect to Winters are not without their
shortcomings, Lead Plaintiffs have advanced sufficient factual
allegations to establish Winters’s motive to commit fraud. See,

e.g., In re Scholastic, 252 F.3d at 75 (holding that plaintiffs

adequately pleaded scienter through allegations that defendant
sold over 80% of his holdings during few-day period, after long
period without any sales whatsoever). Therefore, Lead
Plaintiffs” factual allegations give rise to an inference that
Winters possessed the requisite scienter to commit securities
fraud.

(2) The SAC’s Proposed Inference of Scienter Is Not as
Compelling as Competing Nonculpable Explanations

Although Lead Plaintiffs have pleaded facts giving rise to
an inference of scienter, the Court must nonetheless determine
whether that 1inference 1s “strong,” in light of competing,
noncullpable explanations for Winters’s conduct. Tellabs, 127 S.
Ct. at 2510. Here, Winters contends that the most compelling

inference arising from the facts alleged i1s that he did not know
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of the Sex Minigame or that its inclusion in GTA:SA’s code
violated the ESRB’s rules, and sold his stock for reasons having
nothing to do with the “Hot Coffee” mod. (Winters Reply 7-8.) As
explained in greater detail below, the Court agrees largely with
Winters’s position. Even assuming arguendo that Winters may be
charged, under a ‘“core business” theory, with knowledge of the

existence of the Sex Minigame, see In re Atlas, 324 F. Supp. 2d

at 489, Lead Plaintiffs” proposed culpable inference is less
compelling than the i1nference that Winters was unaware of Take-
Two’s alleged noncompliance with the ESRB’s rules.

Lead Plaintiffs” allegations of Winters’s motive are
significantly attenuated. First, Lead Plaintiffs do not allege
the amount of profit garnered by Winters through the stock sales
in question, nor do they contrast the volume of Winters’s sales
during the Class Period with his sales during other comparable
periods of time. Even 1if such allegations are not strictly
necessary, their omission weakens Lead Plaintiffs® “strong
inference” claim.

Second, the alleged conduct of other defendants to this
action undercuts Lead Plaintiffs” motive allegations. For
instance, Take-Two’s CEO, defendant Eibeler, actually acquired
50,000 shares of Take-Two stock, see Eibeler SEC Form 4, June
16, 2005, at nearly the same time that Winters allegedly engaged

in insider sales (SAC ¢ 312). Furthermore, as the Court
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determined supra, Part Il1.A.1.i1ii.c, defendants Emmel, Grace,
and Flug did not engage in unusual 1iInsider sales during the
Class Period. Likewise, Lead Plaintiffs have failed to allege
that the defendants most intimately involved iIn the development

of GTA:SA, 1i1.e., defendants Brant, Houser, and Donovan (see,

e.g., SAC 19 133-41), owned or sold any shares of Take-Two stock
during the Class Period.!® These considerations, taken in the
aggregate, cast doubt upon Lead Plaintiffs” averments concerning

Winters’s alleged motive to commit fraud. See, e.g., San Leandro

Em. Med. Grp. Profit Sharing Plan v. Philip Morris Cos., 75 F.3d

801, 814 (2d Cir. 1996) (“[T]he fact that other defendants did
not sell their shares during the relevant class period
sufficiently undermines plaintiffs® claim regarding motive.”);

Malin, 499 F. Supp. 2d at 153 (holding that defendant CEO’s sale

of only 6.83% of his shares during relevant period undermined

inference of scienter with respect to other defendants); In re

19 Lead Plaintiffs contend that their Tfailure in this
respect does not weaken their claims because “public reporting
of transactions by insiders is limited to specified categories
of individuals.” (PIls.” Opp’n 66.) Lead Plaintiffs therefore
claim that, until they have taken discovery, they cannot be
expected to allege facts concerning the stock sales or stock
ownership of defendants Brant, Houser, and Donovan. (PIs.” Opp’n
66.) The Court 1is sympathetic to Lead Plaintiffs” dilemma.
Nevertheless, Lead Plaintiffs bear the burden of alleging facts
that give rise to a strong iInference that Winters acted with
scienter. The absence of allegations concerning the stock sales
and stock ownership of Brant, Houser, and Donovan undermines the
persuasiveness of Lead Plaintiffs” scienter allegations with
respect to Winters.
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eSpeed, 457 F. Supp. 2d at 291 (holding that complete absence of
sales by two of four defendants during relevant period undercut
inference of scienter with respect to two defendants who sold

shares); In re KeySpan, 383 F. Supp. 2d at 383-84 (holding that

CEO’s faillure to make stock sales during one of two alleged
“sell-off” periods attenuated inference of scienter as to other
defendants).

Third, the timing of Winters’s stock sales weakens Lead
Plaintiffs” showing of motive. The alleged false statement upon
which Lead Plaintiffs attempt to predicate Winters’s liability
was Tirst made iIn Take-Two”’s Form 10-K (SAC 9232), which was
filed with the SEC on December 22, 2004 (SAC 1 229). The falsity
of that statement was allegedly publicized on July 20, 2005,
when Take-Two announced that the ESRB had concluded its
investigation and had decided to change GTA:SA’s rating from “M”
to “A0.” (SAC 11 314, 320.) Nevertheless, the bulk of Winters’s
sales during the intervening period of time occurred on March
11, 2005, when he sold 112,000 shares of Take-Two stock, for net
proceeds of approximately $4.5 million. (SAC § 311.) These
figures represent nearly 70% of the total shares that Winters
sold during the relevant time period, and more than 75% of the
total proceeds received from those sales. (SAC | 311.) The
lapsing of nearly three months between Take-Two”’s issuance of

the alleged fTalse statement and the lion’s share of Winters’s
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stock sales, and of approximately four months between these
substantial sales and the revelation of the alleged fTalsity,
inescapably attenuates any inference of scienter that may be

drawn in Lead Plaintiffs” favor. See In re AXIS, 456 F. Supp. 2d

at 595-96; Frazier v. Vitalworks, Inc., 341 F. Supp. 2d 142,

161-62 (D. Conn. 2004) (holding that insider trading was not so
suspicious as to give rise to inference of scienter because most
trading took place iIn spring, at time far removed from October

revelation of falsehoods); In re KeySpan, 383 F. Supp. 2d at 385

(ruling, inter alia, that passage of four to six weeks between

alleged fTalse statement and sales negated inference that
defendants were attempting to “reap the immediate benefit of”
false statement) (citation omitted); Ressler, 75 F. Supp. 2d at
60 (holding that six-month gap between issuance of majority of
false statements and 1insider trading undercut inference of
scienter).

Winters’s other stock sales during the relevant time period
occurred on June 14, 2005, nearly six months after the alleged
false statement appeared iIn Take-Two’s 2004 Form 10-K, and over
one month before the alleged fTalsity of that statement was
revealed to the market. Although these sales transpired closer
in time to the announcement of GTA:SA’s re-rating than did the
March 11 sales, they were much smaller iIn number of shares sold

and proceeds received, thereby undermining their relevance to
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the motive analysis. See Frazier, 341 F. Supp. 2d at 161-62

(holding that insider sales were not unusual where bulk of sales
occurred at time several months before revelation of fTalsity,
and only comparatively smaller sales occurred at time closer to
revelation). Moreover, Lead Plaintiffs® attempts to explain why
Winters would have been motivated to sell on June 14, 2005, more
than a month before the alleged falsity in Take-Two’s 2004 10-K
came to light, are unpersuasive. Specifically, Lead Plaintiffs
refer to an e-mail received by defendant Donovan on June 10,
2005, which reported discussion of the “Hot Coffee” mod on a
modder website. (SAC § 314.) Nevertheless, Lead Plaintiffs fail
to allege that this e-mail, or its contents, ever reached any
Take-Two employee, let alone Winters. Nor do Lead Plaintiffs
explain why knowledge of an e-mail received by an officer of
Rockstar should be 1iImputed to an officer of that company’s
parent, Take-Two. The same may be said for the e-mail written by
Houser on June 14, 2005, which concerns the wrapping of the Sex
Minigame. (SAC T 141.)

Furthermore, the long passage of time between the issuance
of Take-Two’s 2004 Form 10-K and Winters’s June 14 sales
undermines the cogency of Lead Plaintiffs” scienter allegations.
Insider sales are relevant to the motive analysis because they
may show that the defendant had reason to make a Talse

statement, i1.e., that the defendant made a fTalse statement in
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order to inflate stock prices so that he could profit from stock

sales. See In re Scholastic, 252 F.3d at 74. Although Winters’s

stock sales iIn June 2005 may be probative of what he knew or
believed about Take-Two at that time, they reveal comparatively
little about Winters’s state of mind six months earlier, when he
allegedly issued a false statement in Take-Two’s Form 10-K. See

In re KeySpan, 383 F. Supp. 2d at 385; Ressler, 75 F. Supp. 2d

at 60.

Given the holes iIn Lead Plaintiffs” motive allegations, the
alleged conduct of other defendants to this action, and the
timing of Winters’s stock sales, Lead Plaintiffs have put
forward only an attenuated case for Winters’s motive. As such,
the i1nference of scienter Lead Plaintiffs ask the Court to draw
therefrom is correspondingly attenuated as well.

Against Lead Plaintiffs” tenuous showing of Winters’s
scienter, the Court must weigh nonculpable explanations for his
conduct. As previously discussed, see supra Part Il.A.l1.i11.a,
the ESRB’s rules regarding the submission of wrapped conduct
were significantly ambiguous. This ambiguity counsels against a
culpable reading of Winters’s--or any other defendant’s--
actions. That 1is, Take-Two’s representation that it complied
with the ESRB’s rules 1is most plausibly understood as a
reasonable, though perhaps ultimately mistaken, interpretation

of ambiguous rules.
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Indeed, Lead Plaintiffs” allegations undermine any sinister
reading of Winters’s conduct. In particular, the SAC avers that
Defendants wrapped the Sex Minigame iIn order to prevent GTA:SA
from receiving an ‘“A0” rating, while also avoiding delay and
additional costs. (SAC (9T 133-36; 139-40.) The SAC also
clarifies that “wrapping” makes relevant code “inaccessible”
during regular game play. (SAC f 140.) Absent an averment that
wrapping is anything but an ordinary programming technique, or
an averment that modders previously had unlocked wrapped content
in other video games, Lead Plaintiffs” allegations suggest only
that the Sex Minigame was wrapped primarily for legitimate
business motives, and in an effort to ensure compliance with the
ESRB”s rules. On this more plausible theory, Winters represented
in Take-Two”’s Forms 10-K that the company had complied with the
ESRB”’s rules because reasonable steps had been taken to ensure
that Take-Two did so comply.

Therefore, the most compelling interpretation of the facts
alleged is that Winters represented that Take-Two had complied
with the ESRB’s rules because that was either the literal truth,
or an eminently reasonable interpretation of the events that had
occurred. As such, Lead Plaintiffs have failed to plead facts
giving rise to a strong inference that Winters acted with

scienter.
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e. The SAC Inadequately Pleads Scienter With Respect to
Take-Two and Rockstar

A corporation’s scienter necessarily derives from the state

of mind of i1ts employees. See In re Marsh & McLennan, 501 F.

Supp. 2d at 481 (citing Suez Equity Investors, L.P. v. Toronto-

Dominion Bank, 250 F.3d 87, 101 (2d Cir. 2001)). Nevertheless,

“[t]Jo carry their burden of showing that a corporate defendant
acted with scienter, plaintiffs In securities fraud cases need
not prove that any one individual employee of a corporate
defendant also acted with scienter. Proof of a corporation’s

collective knowledge and intent is sufficient.” In re Worldcom,

Inc. Sec. Litig., 352 F. Supp. 2d 472, 497 (S.D.N.Y. 2005).

Here, Lead Plaintiffs have not adequately alleged scienter with

respect to any of the individual defendants. See supra Part

I1.A.1.1ii.a-d. Although this failure 1is not dispositive of
Take-Two”’s or Rockstar’s scienter, Lead Plaintiffs have
nonetheless failed to plead scienter with respect to the
corporate defendants for many of the same reasons that they have
failed to plead the individual defendants” scienter.

Most importantly, Lead Plaintiffs” allegations fail to give
rise to an 1inference that Take-Two and Rockstar employees,
individually or collectively, were aware that wrapped content
was subject to mandatory disclosure, or were reckless with

respect to that alleged fact. Although the fiction of
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“collective knowledge” permits the conclusion that Take-Two and
Rockstar knew of the wrapped Sex Minigame in GTA:SA’s code, that
knowledge did not contradict--or even undermine--Take-Two’s
statement that i1t had complied with the ESRB’s rating
requirements. Indeed, Lead Plaintiffs have failed to allege that
any of the contemporaneous information available to Take-Two and
Rockstar employees, 1including the ESRB’s rules themselves,
contradicted Take-Two’s statement that it had complied with the
ESRB’s rules. On the pleadings before the Court, Take-Two’s
statement that 1t complied with the ESRB’s rules 1is most
naturally interpreted as a reasonable resolution of ambiguous
regulatory language, not as a reckless or knowing falsehood.
This i1s especially true because Take-Two and Rockstar stood to
gain very little from the fraud alleged by Lead Plaintiffs,
other than the postponement of “an inevitable day of reckoning”
when the Sex Minigame became public. Shields, 25 F.3d at 1130;

see also supra note 12. Under these circumstances, the Court 1is

constrained to hold that Lead Plaintiffs have failed to plead
facts giving rise to a strong iInference that Take-Two and
Rockstar acted with scienter.

In summary, Lead Plaintiffs have failed to aver facts
giving rise to a strong inference of scienter with respect to

any defendant allegedly involved in the GTA:SA Fraud. Thus,
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Count 1 of the SAC is dismissed insofar as it is based on the
GTA:SA Fraud.
2. The Options Backdating Fraud

In their motions to dismiss, Defendants challenge Lead
Plaintiffs” allegations with respect to the Options Backdating
Fraud on several grounds.? First, Defendants argue that Lead
Plaintiffs have not made sufficient loss causation allegations.
Second, Defendants claim that the alleged misstatements
underlying the Options Backdating Fraud were not material.
Third, various individual defendants, including Eibeler,
Winters, Emmel, Flug, and Grace, contend that Lead Plaintiffs
have failed to plead scienter.?! For the reasons set forth below,
the Court holds that Lead Plaintiffs have adequately alleged
loss causation and materiality. Moreover, the Court finds that

Lead Plaintiffs have properly pleaded scienter with respect to

20 The SAC does not mention the Rockstar Defendants in its
allegations respecting the Options Backdating Fraud. Thus, the
Court assumes that Lead Plaintiffs do not seek recovery from
Rockstar, Houser, or Donovan 1in connection with that alleged
fraud. In any event, the SAC’s options backdating averments are
obviously deficient with respect to these defendants, and thus
subject to dismissal.

2l pefendants Emmel, Flug, and Grace also maintain that Lead
Plaintiffs have not individually attributed any allegedly false
statement to them. Nevertheless, because several of the alleged
false statements underlying the Options Backdating Fraud
appeared iIn Take-Two’s Forms 10-K, many of which were signed by
these defendants (SAC 19 188, 206, 229, 255), Lead Plaintiffs
have properly attributed at Jleast some false statements to
Emmel, Flug, and Grace, see In re Marsh & McLennan, 501 F. Supp.
2d at 479.
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defendants Brant, Emmel, Flug, Grace, and Take-Two, but not with
respect to any other defendant.

i. The SAC Sufficiently Pleads Loss Causation Only as to
the July 10 Disclosure of SEC’s Informal Investigation

To state a claim for securities fraud under Section 10(b)

and Rule 10b-5, a plaintiff must, inter alia, plead Iloss

causation. See Lentell, 396 F.3d at 172 (quoting First

Nationwide Bank v. Gelt Funding Corp., 27 F.3d 763, 769 (2d Cir.

1994)). Loss causation may not be predicated merely upon
averments that the defendant’s misrepresentations inflated the

purchase price of the underlying securities. Dura Pharms., Inc.

v. Broudo, 544 U.S. 336, 347 (2005). Instead, a plaintiff can
plead loss causation only by alleging that the defendant’s
misstatements or omissions “concealed something from the market
that, when disclosed, negatively affected the value of the
security.” Lentell, 396 F.3d at 173. In their “simplest form,”
such loss causation allegations connect the diminution In stock
prices to a particular corrective disclosure, “which revealed an
alleged misstatement”s TfTalsity or disclosed that allegedly

material i1information had been omitted.” In re AOL Time Warner,

Inc. Sec. Litig., 503 F. Supp. 2d 666, 677 (S.D_.N.Y. 2007)

(citing Lentell, 396 F.3d at 175).
Here, Lead Plaintiffs identify two alleged corrective

disclosures concerning Take-Two’s options backdating, which were
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followed by significant negative market reactions. First, on
June 26, 2006, Take-Two disclosed that i1t had received grand
jury subpoenas from the Manhattan District Attorney’s Office
regarding ‘“certain compensation and human resources documents”
and “activities of the Company’s Board of Directors and
Committees thereof” (the “June 26 Disclosure”). (PIs.” Opp’n 27;
see also SAC T 324.) Second, on July 10, 2006, Take-Two revealed
that it had received notice that the SEC was ‘“conducting an
informal non-public iInvestigation into certain stock option
grants made by the Company from January 1997 to the present”
(the “July 10 Disclosure”). (PIs.” Opp’n 27-28; see also SAC T
325.) Lead Plaintiffs have adequately linked the July 10
Disclosure to a significant diminution in the price of Take-Two
common stock, but have failed to do so with respect to the June
26 Disclosure. Thus, the Court finds that Lead Plaintiffs have
pleaded loss causation only in relation to the July 10
Disclosure.

a. Loss Causation May Not Be Predicated upon the June 26
Disclosure

In order to form an adequate basis for loss causation, a

given disclosure need not emanate from a particular source,

“take a particular form[,] or be of a particular quality.” In re

Winstar Commc’ns, 01 Cv. 3014, 01 Cv. 11522 (GBD), 2006 WL

473885, at *14 (S.D.N.Y. Feb. 27, 2006). Thus, loss causation
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