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Case Summary

Procedural Posture
Defendants moved to dismiss this securities class action
that was brought by, and on behalf of, plaintiff inves-
tors in securities of company, asserting claims against de-
fendants under §§ 10(b), 20(a), and 20A of the Securi-
ties Exchange Act of 1934, as amended by the Private
Securities Litigation Reform Act of 1995, and under
S.E.C. Rule 10b-5 promulgated thereunder. 15 U.S.C.S.
§§ 78j(b), 78t(a), 78t-1; 17 C.F.R. § 240.10b-5.

Overview
This securities class action was brought by, and on be-
half of, investors in securities of company, asserting
claims against defendants under §§ 10(b), 20(a), and
20A of the Securities Exchange Act of 1934, as amended
by the Private Securities Litigation Reform Act (PSLRA)
of 1995, and under S.E.C. Rule 10b-5 promulgated
thereunder. 15 U.S.C.S. §§ 78j(b), 78t(a), 78t-1; 17 C.F.R.
§ 240.10b-5. Plaintiffs alleged that when defendant com-
pany announced its Initial Public Offering of 4,000,000
shares of common stock, defendants knowingly and pur-
posefully, or recklessly, implemented and executed
throughout the Class Period a massive fraud on the invest-
ing public in the form of a scheme artificially to distort

the price of defendants’ securities. Defendants moved to
dismiss the action. With respect to defendants’ claim
that plaintiff failed to meet the heightened scienter plead-
ing requirements of the PSLRA, the court found that
an examination of the totality of the circumstances al-
leged by the complaint compelled the conclusion that
plaintiffs had met their burden under the PSLRA of plead-
ing sufficient facts to raise a strong inference that defen-
dants acted with the requisite scienter.

Outcome
Defendants’ motion to dismiss was granted in part and de-
nied in part. The court found that plaintiffs met their bur-
den of pleading sufficient facts to raise a strong infer-
ence that defendants acted with the requisite scienter.

LexisNexis® Headnotes

Civil Procedure > ... > Responses > Defenses, Demurrers & Objec-
tions > Motions to Dismiss

HN1 In deciding a motion to dismiss, a court is entitled
to rely on public documents quoted by, relied upon, in-
corporated by reference in, or otherwise integral to the
complaint, and such reliance does not convert the mo-
tion into one for summary judgment.

Civil Procedure > ... > Defenses, Demurrers & Objec-
tions > Motions to Dismiss > Failure to State Claim

HN2 In considering a motion to dismiss a complaint for
failing to state a claim upon which relief can be
granted, a court must construe the complaint in the light
most favorable to the plaintiffs, read the complaint as
a whole, and take the facts asserted therein as true. Fed.
R. Civ. P. 12(b)(6). All reasonable inferences must be
made in favor of the nonmoving party, and a count should
be dismissed only where it appears beyond a reason-
able doubt that recovery would be impossible under any
set of facts which could be proven. A motion to dis-
miss tests only the sufficiency of the complaint; impor-
tantly, it does not resolve contests surrounding the facts,
the merits of a claim, or the applicability of defenses,
and a motion to dismiss should not be granted unless the
court could not grant relief under any set of facts that
the plaintiff could prove consistent with his allegations in
the complaint.



Civil Procedure > ... > Pleadings > Heightened Pleading Require-
ments > General Overview
Civil Procedure > ... > Pleadings > Heightened Pleading Require-
ments > Fraud Claims
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN3 To establish liability under § 10(b) of the Securi-
ties Exchange Act of 1934, 15 U.S.C.S. § 78j(b), and un-
der S.E.C. Rule 10b-5, 17 C.F.R. § 240.10b-5, a plain-
tiff must allege that (1) the defendant made a false
statement or omission of material fact (2) with scienter (3)
upon which the plaintiff justifiably relied (4) that proxi-
mately caused the plaintiff’s damages. Because such
claims necessarily involve allegations of fraud, a plain-
tiff must meet the requirement of Fed. R. Civ. P. 9(b) that
the circumstances constituting fraud be stated with par-
ticularity in the complaint. The Private Securities Litiga-
tion Reform Act of 1995 further requires that the com-
plaint specify each statement alleged to have been
misleading, the reason or reasons why the statement is
misleading, and, if an allegation regarding the statement
or omission is made on information and belief, state
with particularity all the facts on which that belief is
formed. 15 U.S.C.S. § 78u-4(b).

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN6 See 15 U.S.C.S. § 78j(b).

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN7 See 17 C.F.R. § 240.10b-5.

Civil Procedure > ... > Pleadings > Heightened Pleading Require-
ments > General Overview
Securities Law > ... > Civil Liability > Fraudulent Interstate Transac-
tions > General Overview

HN4 The Private Securities Litigation Reform Act of
1995 requires a plaintiff in a securities fraud case to state
with particularity facts giving rise to a strong inference
that defendant acted with the required state of mind in the
complaint. 15 U.S.C.S. § 78u-4(b)(2).

Civil Procedure > ... > Pleadings > Heightened Pleading Require-
ments > General Overview
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN5 A complaint that fails to comply with the require-
ments for the scienter pleading standard of the Private Se-
curities Litigation Reform Act of 1995 must--on any de-
fendant’s motion--be dismissed. 15 U.S.C.S. § 78u-
4(b)(3)(A).

Governments > Legislation > Interpretation
Securities Law > ... > Securities Litigation Reform & Stan-
dards > Sufficiency of Allegations > Heightened Pleading Require-
ments

HN8 In any case of statutory construction, the analysis be-
gins with the language of the statute. And where the
statutory language provides a clear answer, it ends there
as well.

Securities Law > ... > Civil Liability > Fraudulent Interstate Transac-
tions > General Overview

HN9 The Private Securities Litigation Reform Act of
1995 text clearly and simply requires a court in a securi-
ties fraud case to determine if the allegations in the com-
plaint raise a strong inference that the defendant acted with
the requisite state of mind and on its face neither incor-
porates nor rejects formal per se tests for meeting this
standard. Thus, the strong inference standard--unadorned
by any judicially crafted per se tests--is the ultimate
and sole threshold requirement for securities fraud plain-
tiffs to survive motions to dismiss for failure to plead sci-
enter. And, it is the meaning of the phrase strong infer-
ence, therefore, that must be ascertained. In this regard,
the phrase must be given its plain meaning, because in the
absence of an indication to the contrary, words in a stat-
ute are assumed to bear their ordinary, contemporary,
common meaning.

Civil Procedure > ... > Pleadings > Heightened Pleading Require-
ments > General Overview
Securities Law > ... > Civil Liability > Fraudulent Interstate Transac-
tions > General Overview

HN10 Where a complaint does not allege facts directly
showing that the defendant acted with the requisite state of
mind, the court must take the factual allegations in the
complaint and determine, through a deductive process, if
it can be strongly inferred from them that the defen-
dant acted with such a state of mind. First, the review-
ing court must identify the factual allegations that, taken
as true, are relevant to proving the defendant’s state of
mind. The second task is to assign probative weight to
each fact and inference as it relates to proving state of
mind. The third step is to determine whether, in the light
of logic, common sense, and human experience, these
potentially synergistic combinations of facts and infer-
ences raise a strong inference that a defendant acted with
the requisite state of mind. In this regard, the final step
is assessing whether this inference is strong--that is,
whether it is persuasive, effective, and cogent, compel-
ling, or capable of making a clear or deep impression on
the mind.

Civil Procedure > ... > Responses > Defenses, Demurrers & Objec-
tions > Motions to Dismiss

HN11 On a motion to dismiss, a court applying the
″strong inference″ standard of the Private Securities Liti-
gation Reform Act of 1995 must take the factual allega-
tions in the complaint as true, draw whatever inferences
regarding the defendant’s state of mind are supported
by these allegations, and determine whether these infer-
ences individually or cumulatively provide a strong--or
persuasive and cogent--inference that the defendant pos-
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sessed the requisite state of mind. In doing so, a court
should not consider each relevant factual allegation solely
in isolation--though some allegations by themselves
may suffice to raise a strong inference of the requisite
state of mind--but rather, as a part of the overall factual
picture painted by the complaint. If the totality of the
circumstances alleged raises a strong inference of the req-
uisite state of mind, it is immaterial whether plaintiffs
satisfy their burden by pleading motive and opportunity,
conscious misbehavior, recklessness, or by impressing
upon the court a novel legal theory.

Securities Law > Civil Liability Considerations > Securities Litiga-
tion Reform & Standards > General Overview

HN12 Section 21D(b)(2) of the Private Securities Litiga-
tion Reform Act of 1995 is a provision addressing only
pleading standards; nothing in the language of that provi-
sion purports to alter bases for substantive liability.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Securities Law > ... > Elements of Proof > Scienter > Reckless-
ness

HN13 On defining the contours of the required state of
mind for securities fraud liability, courts have long fol-
lowed the U.S. Supreme Court’s holding that scienter,
or a mental state embracing intent to deceive, manipu-
late, or defraud, is required. And, although the supreme
court left open the question of whether recklessness suf-
fices for scienter and securities fraud liability, every cir-
cuit to consider the question prior to the Private Securi-
ties Litigation Reform Act of 1995 passage had held that
recklessness suffices to establish liability. A finding of
recklessness, however, must be based on an act so highly
unreasonable and such an extreme departure from the
standard of ordinary care as to present a danger of mis-
leading the plaintiff to the extent that the danger was ei-
ther known to the defendant or so obvious that the de-
fendant must have been aware of it.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN14 Scienter requires more than a misapplication of ac-
counting principles and mere allegations that state-
ments made in one report should have been made in ear-
lier reports do not make out a claim of securities
fraud.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Securities Law > ... > Elements of Proof > Scienter > Accounting Ir-
regularities

HN15 While it is true that it cannot be strongly inferred
from bare allegations of a Generally Accepted Account-
ing Principles (GAAP) violation or a restatement of finan-
cials that a defendant acted recklessly, consciously, or in-
tentionally, it is not true that nothing can be inferred
from those facts at all or that specific attributes of a GAAP

violation may give rise to a stronger, or weaker, infer-
ence of scienter.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN16 Significant overstatements of revenue tend to sup-
port the conclusion that defendants acted with sci-
enter.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN17 Violations involving the premature or inappropri-
ate recognition of revenue suggest a conscious choice
to recognize revenue in a manner alleged to be im-
proper, and may therefore support a strong inference of
scienter.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN18 A violation of a company’s own policy supports
an inference of scienter.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Securities Law > ... > Elements of Proof > Scienter > Motive & Op-
portunity

HN19 Allegations of motive and opportunity are rel-
evant, though not necessarily sufficient, to establishing a
strong inference of scienter. This is so because these for-
malistic categories of motive and opportunity are insuffi-
ciently sophisticated to distinguish between (i) general
motives and opportunities possessed by every officer and
director--which, while relevant, are by themselves infer-
entially ambivalent and therefore not supportive of a
strong inference of scienter--and (ii) specific motives and
opportunities to commit fraud--which may contribute
more significantly to such an inference.

Business & Corporate Law > ... > Management Duties & Liabili-
ties > Causes of Action > General Overview
Business & Corporate Law > ... > Management Duties & Liabili-
ties > Causes of Action > Fraud & Misrepresentation
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN20 There is no dispute that allegations pertaining to
motivation that are applicable to every corporation or cor-
porate officer cannot, by themselves, raise a strong in-
ference of scienter. This is so because an inference based
on a general motive shared by all corporate officers
and directors is no more probative of scienter than of
other less-culpable states of mind; therefore, to find such
bare allegations sufficient would unfairly infer an in-
tent to defraud based on the position an individual held
with a company. But, a more particularized motive to com-
mit fraud, one tied to specific circumstances, is not so in-
ferentially ambiguous, and a showing of concrete ben-
efits that could be realized by one or more of the false
statements and wrongful nondisclosures alleged may pro-
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vide the necessary added inferential weight to tilt the bal-
ance in favor of scienter. Thus, for example, allegations
of insider trading may strengthen an inference of sci-
enter where the trades were unusual in their timing or
amount.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN21 To support a claim of motive based on the ben-
efit a defendant derives from an increase in the value of
his holdings, a plaintiff must demonstrate some sale of
personally-held stock or insider trading by the defen-
dant.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN22 It is settled that a mere pleading of insider trad-
ing, without regard to either context or the strength of the
inferences to be drawn, is not enough. However, it is
equally well-settled that sales of stock by corporate insid-
ers can suffice to establish scienter if the trades were un-
usual in their timing or amount.

Business & Corporate Law > ... > Management Duties & Liabili-
ties > Causes of Action > Fraud & Misrepresentation
Computer & Internet Law > Civil Actions > Damages
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN23 Courts should not infer fraudulent intent from the
mere fact that some officers sold stock. Instead, plain-
tiffs must allege that the trades were made at times and
in quantities that were suspicious enough to support the
necessary strong inference of scienter. Among the fac-
tors relevant to this inquiry are (i) whether the alleged
trades were normal and routine for the insider; (ii) whether
profits reaped were substantial enough in relation to
the compensation levels for any of the individual defen-
dants so as to produce a suspicion that they might
have had an incentive to commit fraud; and, (iii) whether,
in light of the insider’s total stock holdings, the sales
are unusual or suspicious. With regard to the last factor,
however, there is no bright line test as to the amount
or percentage of stock that must be sold to constitute a sus-
picious amount--nor should there be, for, in the end,
the determination of whether insider sales were suspi-
cious is highly context-specific and dependent on the other
allegations in the complaint.

Securities Law > Regulators > Self-Regulating Entities > National
Clearance System

HN24 The Securities and Exchange Commission regula-
tions stipulate that financial reports must be audited by
an independent certified public accountant in accordance
with generally accepted auditing standards. By examin-
ing the corporation’s books and records, the independent
auditor determines whether the financial reports of the
corporation have been prepared in accordance with gen-
erally accepted accounting principles. The auditor then

issues an opinion as to whether the financial statements,
taken as a whole, fairly present the financial position
and operations of the corporation for the relevant pe-
riod.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Torts > Negligence > Gross Negligence

HN25 While a defendant’s ignorance of warning signs
in one sense demonstrates that it was merely negligent, al-
legations that, with gross recklessness, defendant ig-
nored multiple red flags could reasonably support an in-
ference that defendant acted with intent.

Labor & Employment Law > ... > Disability Discrimina-
tion > Evidence > General Overview
Securities Law > ... > Civil Liability > Fraudulent Interstate Transac-
tions > General Overview

HN26 The general rule is that, without more, receipt of
professional fees is not sufficient to raise a strong infer-
ence that an accounting firm committed fraud.

Criminal Law & Procedure > ... > Fraud > Securities Fraud > Ele-
ments
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN27 Materiality is an objective and fact-specific deter-
mination that involves the significance of an omitted
or misrepresented fact to a reasonable investor.

Securities Law > Blue Sky Laws > Offers & Sales
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN28 A fact stated or omitted is material if there is a sub-
stantial likelihood that a reasonable investor (1) would
consider the fact important in deciding whether to buy or
sell the security or (2) would have viewed the total
mix of information made available to be significantly al-
tered by disclosure of the fact.

Civil Procedure > ... > Responses > Defenses, Demurrers & Objec-
tions > Motions to Dismiss
Civil Procedure > Trials > Jury Trials > Province of Court & Jury
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN29 A court considering a motion to dismiss for fail-
ure to plead materiality must consider that the determina-
tion of materiality is a mixed question of law and fact
that generally should be presented to a jury. Only if no rea-
sonable juror could determine that the alleged state-
ments would have assumed actual significance in the de-
liberations of the reasonable investor should materiality
be determined as a matter of law.

Civil Procedure > ... > Defenses, Demurrers & Objec-
tions > Motions to Dismiss > Failure to State Claim

HN30 A complaint may not be properly dismissed pursu-
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ant to Fed. R. Civ. P. 12(b)(6) on the grounds that the al-
leged misstatements or omissions are not material un-
less they are so obviously unimportant to a reasonable
investor that reasonable minds could not differ on the
question of their importance.

Securities Law > Civil Liability Considerations > General Over-
view

HN31 See 15 U.S.C.S. § 78t(a).

Governments > Legislation > Interpretation

HN32 When a statute speaks with clarity to an issue, ju-
dicial inquiry into the statute’s meaning in all but the
most extraordinary circumstance, is finished.

Governments > Legislation > Interpretation
Securities Law > Civil Liability Considerations > General Over-
view
Securities Law > Civil Liability Considerations > Secondary Liabil-
ity > General Overview
Securities Law > ... > Secondary Liability > Controlling Per-
sons > General Overview
Securities Law > ... > Secondary Liability > Controlling Per-
sons > Defenses
Securities Law > ... > Secondary Liability > Controlling Per-
sons > Elements of Proof
Securities Law > Civil Liability Considerations > Secondary Liabil-
ity > Primary & Secondary Liability
Securities Law > ... > Private Actions > Express Liabili-
ties > General Overview

HN33 Section 20(a) of the Securities Exchange Act of
1934 on its face plainly imposes secondary liability to ev-
ery person who, directly or indirectly, controls any per-
son liable under any provision of this chapter or of any
rule or regulation thereunder and instructs that such li-
ability be imposed unless the controlling person acted in
good faith and did not directly or indirectly induce the
act or acts constituting the violation or cause of action. 15
U.S.C.S. § 78t(a). Thus, § 20(a) assigns secondary liabil-
ity upon a demonstration of a primary violation by
the controlled person and of direct or indirect control by
the controlling person, subject only to a proviso in the
nature of an affirmative defense that the controlling per-
son acted in good faith. It provides for an exception to li-
ability where there is no culpability on the part of defen-
dant. This language compels the construction that §
20(a) does not require a plaintiff to demonstrate cul-
pable participation and instead provides the defendant an
affirmative defense of good faith.

Governments > Legislation > Interpretation

HN34 A court must always be mindful in construing a
statute that statutory language must always be read in its
proper context, and that, in ascertaining the plain mean-
ing of a statute, the court must look to the particular statu-
tory language at issue, as well as the language and de-
sign of the statute as a whole.

Civil Procedure > ... > Pleadings > Heightened Pleading Require-

ments > General Overview
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN35 The Securities and Exchange Commission defines
″control″ as possession, direct or indirect of the power
to direct or cause the direction of the management and
policies of a person, whether through the ownership if vot-
ing securities, by contract, or otherwise. 17 C.F.R. §
240.12b-2. A plaintiff satisfies the control requirement un-
der this definition by pleading facts showing that the con-
trolling defendant had the power to control the gen-
eral affairs of the entity primarily liable at the time the
entity violated the securities laws and had the requisite
power to directly or indirectly control or influence the
specific corporate policy which resulted in the primary li-
ability. The question of whether someone qualifies as a
controlling person under § 20(a), moreover, is a com-
plex factual question. As such, it is not ordinarily sub-
ject to resolution on a motion to dismiss, and dismissal is
appropriate only when a plaintiff does not plead any
facts from which it can reasonably be inferred the defen-
dant was a control person.

Civil Procedure > ... > Responses > Defenses, Demurrers & Objec-
tions > Motions to Dismiss

HN36 To survive a motion to dismiss, a complaint must
contain a well-pled predicate violation of the Securi-
ties Exchange Act of 1934.

Securities Law > Blue Sky Laws > Offers & Sales
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Securities Law > ... > Fraudulent Practices > Insider Trad-
ing > Contemporaneous Trading
Securities Law > ... > Fraudulent Practices > Insider Trad-
ing > Possession & Use

HN37 Section 20A of the Securities Exchange Act of
1934 provides for a private right of action to buyers and
sellers of securities who trade ″contemporaneously″

with an insider in possession of material nonpublic infor-
mation. This inquiry into contemporaneity proceeds
from a recognition that since identifying the party in ac-
tual privity with the insider is virtually impossible in
transactions occurring on an anonymous public market,
the contemporaneous standard was developed as a more
feasible avenue by which to sue insiders.

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN39 See 15 U.S.C.S. § 78t-1(a).

Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices
Securities Law > ... > Fraudulent Practices > Insider Trad-
ing > General Overview
Securities Law > ... > Fraudulent Practices > Insider Trad-
ing > Possession & Use

HN38 By requiring a showing of contemporaneity in the
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trades by the insider and the suing investor, § 20A of
the Securities Exchange Act of 1934 seeks to ensure that,
where contractual privity would otherwise be impracti-
cal if not impossible to show, there nonetheless was a suf-
ficiently close temporal relationship between the trades
that the investor’s interests were implicated by trades
made by the insider while in possession of material, non-
public information.

Civil Procedure > ... > Justiciability > Standing > General Over-
view
Civil Procedure > ... > Class Actions > Prerequisites for Class Ac-
tion > General Overview

HN40 Where a plaintiff lacks standing to bring a claim
personally, that plaintiff cannot represent the class.

Securities Law > Blue Sky Laws > Offers & Sales
Securities Law > Postoffering & Secondary Distributions > Fraudu-
lent Practices > Deceptive & Manipulative Devices

HN41 When a seller of publicly traded securities has
learned of previously undisclosed material facts, and de-
cides nevertheless to replace the sold securities, he can-
not later claim that his failure to obtain subsequent stock
appreciation was a proximate consequence of his prior
ignorance.

Counsel: For PLAINTIFF(S): Craig C. Reilly, Esquire,
Alexandria, VA.

For Microstrategy, defendant: Brendan V. Sullivan, Jr., Es-
quire, Williams & Connolly, Washington, D.C.

For PricewaterhouseCoopers, defendant: Leo S. Fisher,
Esquire, Bean, Kinney & Korman, P.C., Arlington, VA.

Judges: T.S. Ellis III, United States District Judge.

Opinion by: T.S. Ellis III

Opinion

[*623] MEMORANDUM OPINION

The central question presented in these threshold dis-
missal motions in this securities fraud class action is the
unresolved question of the meaning to be given to the
state-of-mind pleading requirements of the Private Secu-
rities Litigation Reform Act of 1995 (″PSLRA″ or the

″Act″). Specifically at issue are the meaning of the PSL-
RA’s requirement that a complaint in a securities fraud
action must allege sufficient facts giving rise to a ″strong
inference″ of scienter and whether the Consolidated
Amended Class Action Complaint (″Complaint″) in this
case meets that standard. Also at issue are questions as to
(i) the materiality of the Complaint’s allegations; (ii)
whether a plaintiff must allege facts showing ″culpable
[**2] participation″ on a defendant’s part to state a

claim for secondary ″control group″ liability under Sec-
tion 20(a) of the Exchange Act; and (iii) the meaning of
the contemporaneity requirement of Section 20A of the
Exchange Act for insider trading liability.

I. FACTUAL BACKGROUND

This securities class action 1 is brought by, and on be-
half of, investors in securities of MicroStrategy between
June 11, 1998 and March 20, 2000 (the ″Class Pe-
riod″), asserting claims against Defendant MicroStrategy,
Inc. (″MicroStrategy″ or the ″Company″); Defendants
Michael Saylor, Sanju Bansal, Mark S. Lynch, Stephen
S. Trundle, Ralph Terkowitz, and Frank A. Ingari (collec-
tively ″the Individual Defendants″ and, along with Mi-
croStrategy, the ″MicroStrategy Defendants″); and Defen-
dant PricewaterhouseCoopers (″PwC″) under Sections
10(b), 20(a), and 20A of the Securities Exchange Act of
1934 (the ″Exchange Act″), as amended by the PSLRA,
and under Rule 10b-5 promulgated thereunder. 15 U.S.C.
§§ 78j(b), 78t(a), 78t-1; 17 C.F.R. § 240.10b-5.

[**3] Plaintiffs allege that on June 11, 1998, when Mi-
croStrategy announced its Initial Public Offering
(″IPO″) of 4,000,000 shares of common stock, Defen-
dants knowingly and purposefully, or recklessly, imple-
mented and executed throughout the Class Period a ″mas-
sive fraud on the investing public″ in the form of a
scheme artificially to distort the price of MicroStrategy se-
curities. Allegedly at the heart of this fraudulent under-
taking was the repeated inflation of revenues and earn-
ings for the Company, which was accomplished
through the improper recognition of revenues from soft-
ware licensing and servicing contracts in violation of
Generally Accepted Accounting Principles (″GAAP″) and
declared MicroStrategy accounting policies. 2 (Com-
plaint P 2.) 3 As a result, the MicroStrategy Defendants--
with the consent and cooperation of PwC, the Compa-
ny’s auditor--presented investors with a false and
misleading picture of MicroStrategy’s financial condi-
tion and apparent growth. The allegations in the Amended

1 Approximately two dozen class action securities fraud actions were filed in this District following MicroStrategy’s March 20,
2000, announcement that it had significantly overstated its revenues. Following a hearing, these class actions were consoli-
dated, and lead plaintiffs and lead counsel were designated pursuant to the PSLRA. See In re MicroStrategy, Inc. Sec. Litig., 110
F. Supp. 2d 427, 2000 U.S. Dist. LEXIS 12101, 2000 WL 1200158 (E.D. Va. 2000).

2 Generally Accepted Accounting Principles ″are the conventions, rules, and procedures that define accepted accounting prac-
tices.″ United States v. Arthur Young & Co., 465 U.S. 805, 811 n.7, 79 L. Ed. 2d 826, 104 S. Ct. 1495 (1984).

3 References to particular paragraphs in the Complaint hereinafter are marked by ″ P .″
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Complaint (″Complaint″) and public documents relied
on by, and integral to, the Complaint further disclose the
following about the MicroStrategy Defendants and
PwC, respectively. 4

[*624] MicroStrategy was founded in 1989 and is a de-
veloper and marketer of ″e-business″ software and re-
lated services that facilitate the transaction of business
through electronic and wireless media. MicroStrategy soft-
ware allows companies to retrieve raw data and to turn
that data into useful information. [**5] The Company
also provides, inter alia, installation, maintenance, and
consultation services to its clients. (P 25.a.) Since its in-
ception, MicroStrategy’s business has evolved from a
focus on stand-alone software license and maintenance
components to the provision of ″multiple software prod-
ucts and services for use by the customers and very
large numbers of customers’ end users, . . . often involv-
ing significant implementation and other consulting
work which extend[] over periods of time.″ This evolu-
tion of the Company’s business has allowed MicroStrat-
egy to receive revenues from multiple sources, includ-
ing product license fees, product support fees, and
royalties from various sources. (P 25.b.)

The Individual Defendants are, and during the Class Pe-
riod were, senior executives and/or directors of Mi-
croStrategy: Defendant Saylor, a co-founder of Mi-
croStrategy, was the President and Chief Executive Officer
of the Company; Defendant Bansal was the Executive
Vice President and Chief Operating Officer; Defendant
Lynch was the Vice President, Finance, Chief Financial
Officer, and Principal Financial and Accounting Offi-
cer of MicroStrategy; Defendant Trundle was the Senior
Vice President [**6] of MicroStrategy, Technology;
and Defendants Terkowitz and Ingari were Directors of
MicroStrategy and members of MicroStrategy’s Audit
Committee. (P 20.) These Defendants allegedly pre-
pared, reviewed, executed, and/or disseminated, and
thereby controlled the content of, the Company’s filings
with the Securities and Exchange Commission (″SEC″),
press releases, and other public representations. (PP 21 (a)
-(f).) By virtue of their positions, the Individual Defen-
dants also allegedly had access to material, adverse non-
public information regarding MicroStrategy’s sales
transactions, revenue recognition, and financial condi-
tion. (Complaint P 111.)

The Complaint alleges that, throughout the Class Period,
Defendants materially misrepresented MicroStrategy’s
revenues and earnings in violation of GAAP. Plaintiffs
point to the Company’s press releases and SEC filings
concerning revenues and earnings for fiscal years

1997, 1998, and 1999 and for seven of eight interim quar-
ters in 1998 and 1999, and to statements by Defendant
Saylor that routinely highlighted ″increased revenues″

over consecutive periods, as providing MicroStrategy
investors with the false impression that the Company’s
earnings [**7] and revenues were consistently increas-
ing throughout the Class Period when, in fact, they
were not. Plaintiffs also point out that, during the Class Pe-
riod, MicroStrategy purportedly recognized and re-
ported its earnings and revenues in conformance with
the strictures of GAAP and the Company’s declared rev-
enue recognition policies, which stated, for example,
that ″product license revenues are generally recognized
upon the execution of a contract and shipment of a re-
lated software product, provided that no significant ven-
dor obligations remain outstanding and the resulting re-
ceivable is deemed collectible by management.″ (P
27.) But, according to the Complaint, MicroStrategy’s
statements did not accurately portray the Company’s fi-
nancial status, and--contrary to the representations and fil-
ings made by the Defendants--the statements did not con-
form with either GAAP or MicroStrategy’s own
revenue recognition policies:

MicroStrategy reported increasing revenues
and earnings which were achieved primarily
by improperly recognizing revenues on pur-
ported contracts prior to agreements being fi-
nalized and/or when [*625] the agree-
ments were subject to significant
contingencies or yet-to-be-fulfilled [**8] ob-
ligations by the Company. Such practices
violated [GAAP].

(P 6.)

During this period, MicroStrategy’s stock--the initial of-
fering price for which was $ 12 per share in June 1998
--rose significantly in price, reaching a Class Period high
of $ 313 in March 2000. (PP 9, 26.) Moreover, each of
the Individual Defendants during this period made pri-
vate sales of stock, with aggregate proceeds of more
than $ 90 million, and MicroStrategy and certain of the In-
dividual Defendants, through various public offerings
of MicroStrategy stock, received, in the aggregate, pro-
ceeds in excess of $ 80 million. (PP 26, 40.) Further-
more, the Company announced on February 24, 2000,
its intention to sell 6.5 million shares of stock, including
1.6 million shares owned by Defendant Saylor, in an ef-
fort to raise nearly $ 1 billion. (P 53.)

On March 6, 2000, Forbes magazine published an ar-
ticle questioning the timing of MicroStrategy’s recogni-

4 HN1 In deciding a motion to dismiss, a court is entitled to rely on public documents quoted by, relied upon, incorporated by
reference in, or otherwise integral to the complaint, and such reliance does not convert the motion into one for summary judg-
ment. See Phillips v. LCI Int’l, Inc., 190 F.3d 609, 618 (4th Cir. 1999); In re Merrill Lynch Ltd. Partnerships Litig., 154 F.3d
56, 57 (2d Cir. 1998); Simons v. Montgomery County Police Officers, 762 F.2d 30, 31 (4th Cir. 1985); Gasner v. County of Din-
widdie, 162 F.R.D. 280, 282 (E.D. Va. 1995), aff’d sub nom. Gasner v. Board of Supervisors, 103 F.3d 351 (4th Cir. 1996).
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tion of revenues on three contracts. The article pointed
out that these contracts were not announced until after cer-
tain quarters had closed, but that the contracts were
treated as if completed during those quarters. (P 55.) Then,
on Monday, March 20, 2000, MicroStrategy [**9] an-
nounced that it would have to restate two years of its pre-
viously reported financial reports. By the end of that
day, the price of MicroStrategy stock had fallen to $ 86.75,
having closed at $ 226.75 on Friday, March 17, 2000.
(P 14, 58.)

On April 13, 2000, the Company filed its SEC Form
10-K for the year ending on December 31, 1999. In this
filing, MicroStrategy formally restated its previously re-
ported revenues and earnings for the years ending on De-
cember 31, 1998, and December 31, 1999. On April
13, MicroStrategy also announced its intention to restate
and adjust downward its reported revenues for the year
ending on December 31, 1997. Then, on May 30, 2000, the
Company filed its Amended Form 10-Q/As for the sec-
ond and third quarters of 1999. These filings contained re-
stated financials for years 1997 through 1999. These re-
statements revealed the extent of the discrepancy
between MicroStrategy’s previously reported financial
figures and the actual ones. 5 Specifically, the Complaint
alleges that:

. MicroStrategy reported revenues of $ 23.8
million for the second quarter of 1998. These
revenues constituted a 100% increase over
the same quarter in the previous year. The
[**10] Company also reported net income of

$ 942,000, or $ 0.03 per share--a 672% in-
crease over the same quarter in the previous
year. The subsequent restatement revealed
that the reported net income of $ 942,000
should have been reported as a net loss of $
1.1 million, and that the reported earnings
per share of $ 0.03 should have been re-
ported as a loss of $ 0.04 per share. (PP 3, 32,
34.)

. MicroStrategy reported revenues of $ 27 mil-
lion for the third quarter of 1998, an 83% in-
crease over the same quarter in the previ-
ous year, and net income of $ 1.9 million, or
$ 0.05 per share on a diluted basis--a 297%
increase over the same quarter in the previ-
ous year. 6 (PP 3, 35, 37.)

. The Company reported revenues of $ 35.7
million in the fourth quarter of 1998, a 90%
increase over the same quarter in the previ-
ous year, and net income of $ 2.8 million, or

$ 0.07 per share on a diluted basis--a 436% in-
crease over the same quarter in the previ-
ous year. These figures were later [*626] re-
stated to a net loss of $ 3 million, or $ 0.08
per share. (P 3, 38.)

. MicroStrategy reported that, for the 1998 fis-
cal year, it had revenues of $ 106.4 mil-
lion--a 98.7% increase over the 1997 fiscal
year--and [**11] net income of $ 6.2 mil-
lion, or $ 0.16 per share on a diluted basis
($ 0.08 per share on a 2-for-1 stock split ad-
justed basis)--as compared to the previous
year’s net income of $ 0.1 million. Earnings
for the 1998 fiscal year were later restated
to a loss of $ 0.03 per share (on a 2-for-1 stock
split adjusted basis). (PP 3, 39, 41.)

. The Company reported that, for the first
quarter of 1999, revenues had increased 80%
to $ 35.8 million and that net income had in-
creased 243% to $ 1.9 million, or $ 0.05 per
share on a diluted basis. The earnings fig-
ures were later restated to reflect a net loss of
$ 3.8 million, or a $ 0.10 loss per share.
(PP 3, 44.)

. For the second quarter of 1999, MicroStrat-
egy reported revenues of $ 45.6 million, a
92% increase from the same quarter in the pre-
vious year, and net income of $ 3.2 million,
or $ 0.08 per share on a diluted basis--a 241%
increase over the prior year’s comparable pe-
riod. The restatement later revealed that
the Company had a net loss of $ 3 million
and no earnings in this quarter. (PP 3, 46.)

. MicroStrategy reported for the third quarter
of 1999 that its revenues amounted to $
54.6 million and that its net income totaled
[**12] $ 3.8 million--or $ 0.09 per share on

a diluted basis--a 102% and a 97% in-
crease, respectively, from the third quarter of
1998. These figures later were restated to re-
flect a net loss of $ 12.8 million, or a $ 0.33
loss per share. (PP 3, 48.)

. For the fourth quarter of 1999, the Com-
pany reported revenues of $ 69.4 million, a
94% increase from the fourth quarter of 1998,
and net income of $ 3.8 million, or $ 0.09
per share on a diluted basis--compared to net
income of $ 2.8 million, or $ 0.07 per
share diluted, over the same quarter in 1998.
Earnings were later restated to reflect net

5 These discrepancies are reflected in a chart provided by Plaintiffs that is attached to this Opinion as Appendix A.

6 According to the facts alleged in the Complaint, the third quarter of 1998 was the only quarter in the Class Period for which Mi-
croStrategy’s reported net income per share was accurate and, therefore, not adjusted in the subsequent restatements. (PP 3, 35,
37.)
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losses of $ 17.2 million, or a $ 0.41 loss per
share. (PP 3, 51.)

. MicroStrategy reported, for the year ended
December 31, 1999, that its revenues were $
205.3 million, a 93% increase from 1998 rev-
enues of $ 106.4 million, and that its net in-
come was $ 12.6 million, or $ 0.29 per
share on a diluted basis ($ 0.15 per share on
a 2-for-1 stock split adjusted basis)--as com-
pared to $ 6.2 million, or $ 0.16 per share on
a diluted basis for 1998 ($ 0.08 per share
on a 2-for-1 stock split adjusted basis). Earn-
ings later were restated to reflect a net loss
of $ 33.7 million, or a $ 0.44 loss per share
[**13] on a 2-for-1 stock split adjusted ba-
sis. (PP 3, 51.)

During the Class Period, MicroStrategy engaged PwC,
an accounting firm, to provide independent auditing and
accounting services. (P 24.) The Complaint alleges
that PwC’s participation was crucial to the creation of
all of MicroStrategy’s filings. Specifically, PwC alleg-
edly worked closely with MicroStrategy to produce its
quarterly financial reports and issued unqualified audit
reports on the Company’s 1997, 1998, and 1999 year-
end financial statements, opining that those statements--
pursuant to audits it purportedly conducted in accor-
dance with Generally Accepted Auditing [**14]
Standards (″GAAS″) 7--conformed with GAAP and
fairly represented MicroStrategy’s financial position. (PP
7, 24, 27, 41, 43, 52, 128-130.) In fact, the Complaint al-
leges, the reports violated GAAP and PwC’s audits of
these reports violated GAAS. (PP 131-35.)

The Complaint alleges that, during the Class Period,
PwC also served as MicroStrategy’s partner in market-
ing and installing software systems, assisting the Com-
pany [*627] in at least 24 deals. (P 146.) This arrange-
ment, the Complaint alleges, allowed PwC to collect fees
from licenses it sold to customers and from consulting
services it provided:

Not only did PWC act as a reseller of Mi-
croStrategy products, at a profit, but in many
other instances, PWC acted as a marketer
for MicroStrategy, encouraging clients to pur-
chase MicroStrategy products such as its
″Electronic Customer Relationship [**15]
Management System″ (″eCRM″), and then
worked with the clients and MicroStrategy as
a systems integrator, receiving substantial
consulting fees as a result.

(PP 8, 145, 146.)

The MicroStrategy Defendants and PwC have filed re-
spective motions to dismiss the Complaint, pursuant to
Fed. R. Civ. P. 12(b)(6), for failure to state claims un-
der Section 10(b) (and Rule 10b-5 promulgated thereun-
der), Section 20(a), and Section 20A of the Exchange
Act upon which relief could be granted. Specifically, the
MicroStrategy Defendants move: (i) to dismiss Plain-
tiffs’ claim under Section 10(b) and Rule 10b-5 for fail-
ure to comply with the scienter pleading requirements
of the PSLRA; (ii) to dismiss the same claim for failure
to plead materiality; (iii) to dismiss Plaintiffs’ claim un-
der Section 20(a) of the Exchange Act for failure to al-
lege a primary violation of the securities laws, to al-
lege that Defendants Saylor, Bansal, Lynch, and Trundle
are ″control persons,″ and to allege that these Defen-
dants culpably participated in any violation; and (iv) to
dismiss Plaintiffs’ claim under Section 20A of the Ex-
change Act for failure adequately to allege a primary
violation of the securities laws, [**16] to allege contem-
poraneous trades by Named Plaintiff Vera Schwartz
and Defendants Ingari and Trundle, and to allege that a
damages remedy is available under Section 20A. PwC
moves to dismiss Plaintiffs’ Section 10(b) and Rule
10b-5 claim for failure to comply with the scienter plead-
ing requirements of the PSLRA.

The issues raised by Defendants’ motions are each con-
sidered in the following order. First considered are the
respective motions of the MicroStrategy Defendants and
PwC to dismiss Plaintiffs’ Section 10(b) and Rule
10b-5 claims for failure to meet the heightened scienter
pleading requirements of the PSLRA, followed by the Mi-
croStrategy Defendants’ materiality argument for dis-
missal. Next is the motion to dismiss Count II of the Com-
plaint for failure to state a claim for control group
liability under Section 20(a) of the Exchange Act. Fi-
nally taken up is the motion to dismiss Count III of the
Complaint for failure to state a claim for secondary in-
sider trading liability under Section 20A of the Ex-
change Act.

II. APPLICABLE RULES AND PRINCIPLES

A. Motions to Dismiss

HN2 In considering a motion to dismiss a complaint for
″failing to state a claim upon which relief [**17] can
be granted,″ a court must construe the complaint in the
light most favorable to the plaintiffs, read the complaint as
a whole, and take the facts asserted therein as true.
Fed. R. Civ. P. 12(b)(6); see Scheuer v. Rhodes, 416 U.S.
232, 236, 40 L. Ed. 2d 90, 94 S. Ct. 1683 (1974); Hig-
gins v. Medical College, 849 F. Supp. 1113, 1117 (E.D. Va.
1997). All reasonable inferences must be made in favor
of the nonmoving party, and ″a count should be dis-
missed only where it appears beyond a reasonable

7 Generally Accepted Auditing Standards are the procedures, rules, and conventions that define the conduct of auditors in per-
forming and reporting on audits. (P 133.)
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doubt that recovery would be impossible under any set
of facts which could be proven.″ America Online, Inc. v.
Greatdeals.Net, 49 F. Supp. 2d 851, 854 (E.D.Va.
1999) (citing Republican Party of N.C. v. Martin, 980
F.2d 943, 952 (4th Cir. 1992)); see Conley v. Gibson, 355
U.S. 41, 45-46, 2 L. Ed. 2d 80, 78 S. Ct. 99 (1957). A mo-
tion to dismiss tests only ″the sufficiency of the com-
plaint; importantly, it does not resolve contests surround-
ing the facts, the merits of a claim, or the applicability
of defenses,″ Republican Party, 980 F.2d at 952, and a mo-
tion to dismiss should not be granted unless the court
″could not grant relief under any set of facts that [**18]
the plaintiff could prove consistent with his allegations
in the complaint,″ Carter Machinery Co., Inc., v. [*628]
Gonzalez, 1998 U.S. Dist. LEXIS 8106, at *5, No. 97-
0332-R (W.D. Va. 1998) (citing Hishon v. King & Spald-
ing, 467 U.S. 69, 73, 81 L. Ed. 2d 59, 104 S. Ct. 2229
(1984)).

B. The Scienter Pleading Standard of the PSLRA

HN3 To establish liability under Section 10(b) of the Ex-
change Act and under Rule 10b-5, a plaintiff must al-
lege that ″(1) the defendant made a false statement or
omission of material fact (2) with scienter (3) upon which
the plaintiff justifiably relied (4) that proximately
caused the plaintiff’s damages.″ 8 Phillips v. LCI Int’l,
Inc., 190 F.3d 609, 613 (4th Cir. 1999); accord Hillson
Partners Ltd. Partnership v. Adage, Inc., 42 F.3d 204, 208
(4th Cir. 1999); Malone v. Microdyne Corp., 26 F.3d
471, 476 (4th Cir. 1994). Because such claims necessar-
ily involve allegations of fraud, a plaintiff must meet
the requirement of Rule 9(b) of the Federal Rules of Civil
Procedure that ″the circumstances constituting fraud . .

. be stated with particularity″ in the complaint. Fed. R.
Civ. P. 9(b). The PSLRA further [**19] requires that the
complaint ″specify each statement alleged to have been
misleading, the reason or reasons why the statement is
misleading, and, if an allegation regarding the state-
ment or omission is made on information and belief, . . .
state with particularity all the facts on which that belief
is formed.″ 15 U.S.C. § 78u-4(b); see In re Criimi Mae,
Inc. Sec. Litig., 94 F. Supp. 2d 652, 657 (D. Md. 2000)
(″Particularity of pleading is required with regard to the
time, place, speaker and contents of the allegedly false
statements, as well as the manner in which the state-
ments are false and the specific facts raising an infer-
ence of fraud.″). Finally, HN4 the PSLRA requires a plain-
tiff in a securities fraud case to ″state with particularity
facts giving rise to a strong inference that defendant acted
with the required state of mind″ in the complaint. 15
U.S.C. § 78u-4(b)(2) (emphasis added). HN5 A com-
plaint that fails to comply with these requirements must
--on any defendant’s motion--be dismissed. See 15
U.S.C. § 78u-4(b)(3)(A).

[**20] The PSLRA itself does not define what pleaded
facts are sufficient to give rise to a ″strong inference″

of scienter, and the Fourth Circuit has not yet decided the
issue. 9 Since the passage of the PSLRA, courts address-
ing the ″strong inference″ requirement have split gen-
erally into three groups, each interpreting the ″strong in-
ference″ standard differently. 10 Approximately half of
the courts to address the ″strong inference″ standard--
including the [*629] Second, Third, and Fifth Circuits--
have held that the PSLRA incorporates the Second Cir-
cuit’s pre-PSLRA jurisprudence, which not only
established the ″strong inference standard,″ but also pro-
mulgated two tests that, if met, would per se raise a

8 Section 10(b) states, in pertinent part:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate com-
merce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make
the statements made, in the light of the circumstances under which they were made, not misleading, or

(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon
any person, in connection with the purchase or sale of any security.

HN6 15 U.S.C. § 78j(b). Rule 10b-5, in turn, specifies that the statute proscribes ″making any untrue statement of mate-
rial fact or . . . omitting to state a material fact necessary in order to make the statements made, in the light of the circum-
stances under which they were made, not misleading.″ HN7 17 C.F.R. § 240.10b-5.

9 See Phillips, 190 F.3d at 621 (noting that ″we have not yet determined which pleading standard best effectuates Congress’s in-
tent,″ but declining to do so ″because the [plaintiffs] have failed to allege facts sufficient to meet even the most lenient standard pos-
sible under the PSLRA, the two-pronged Second Circuit test″).

10 See Michael B. Dunn, Note, Pleading Scienter after the Private Securities Litigation Reform Act: Or, A Textualist Revenge,
84 Cornell L. Rev. 193, 197-98 (1998) (collecting cases); Matthew Roskoski, Note, A Case-by-Case Approach to Pleading Sci-
enter under the Private Securities Litigation Reform Act of 1995, 97 Mich. L. Rev. 2265, 2269-71 (1999) (same).
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″strong inference″ of scienter. 11 Specifically, these
courts have held that, as was true in the Second Circuit be-
fore the passage of the PSLRA, a plaintiff may plead a
″strong inference″ of scienter by proceeding under one of
two approaches: ″The first approach is to allege facts es-
tablishing the motive to commit fraud and an opportu-
nity to do so. The second approach is to allege facts con-
stituting circumstantial evidence of either reckless or
conscious behavior.″ In re Time Warner Inc. Sec. Litig.,
9 F.3d 259, 268-69 (2d Cir. 1993) [**21] (summarizing
Second Circuit pre-PSLRA pleading tests); see In re
Carter-Wallace, Inc. Sec. Litig., 220 F.3d 36, 2000 WL
1092132 (2d Cir. 2000) (applying the same tests). 12 A sec-
ond group of courts--including the First, Sixth, and Elev-
enth Circuits--has interpreted the PSLRA as incorporat-
ing the Second Circuit ″strong inference″ standard, but has
held that allegations of motive and opportunity are
never enough by themselves to create a ″strong infer-
ence″ of scienter. 13 Still another group of courts--
chiefly the Ninth Circuit--similarly has interpreted the
PSLRA to have borrowed the ″strong inference″ stan-
dard from the Second Circuit, but also has held that the
PSLRA eliminated both the ″motive and opportunity″

test and nondeliberate recklessness as a possible substan-
tive ground for securities fraud liability. 14 These
courts have held that a plaintiff ″must allege specific
facts that constitute circumstantial evidence of conscious

behavior by defendants″ and cannot merely rest on alle-
gations of motive and opportunity or nondelibarate reck-
lessness. 15

The task at hand is not to choose among these three
lines of authority; indeed, none of the three approaches
is wholly persuasive. Rather, the task at hand is one of
statutory construction--namely, to construe the PSLRA
and elucidate its heightened pleading requirement. To this
end, [*630] the analysis properly begins with the text
of the PSLRA, for HN8 ″in any case of statutory construc-
tion, [the] analysis begins with ’the language of the stat-
ute.’ And where the statutory language provides a
clear answer, it ends there as well.″ Hughes Aircraft Co.
v. Jacobson, 525 U.S. 432, 438, 142 L. Ed. 2d 881,
119 S. Ct. 755 (1992) (quoting Estate of Cowart v. Nick-
los Drilling Co., 505 U.S. 469, 475, 120 L. Ed. 2d
379, 112 S. Ct. 2589 (1992)); [**25] see also United
States v. Ron Pair Enters., Inc., 489 U.S. 235, 241, 103
L. Ed. 2d 290, 109 S. Ct. 1026 (1989) (″Where . . . the stat-
ute’s language is plain, the sole function of the courts
is to enforce it according to its terms.″) (quotation omit-
ted). 16 HN9 The PSLRA’s text clearly and simply re-
quires a court in a securities fraud case to determine if the
allegations in the complaint raise a ″strong inference″

that the defendant acted with ″the requisite state of mind″

and on its face neither incorporates nor rejects formal
per se tests for meeting this standard. Thus, the ″strong in-

11 Compare San Leandro Emergency Med. Group Profit Sharing Plan v. Philip Morris, 75 F.3d 801, 813 (2d Cir. 1996) (outlin-
ing Second Circuit pre-PSLRA tests); and In re Time Warner Inc. Sec. Litig., 9 F.3d 259, 269 (2d Cir. 1993) (same); with Press
v. Chemical Inv. Servs. Corp., 166 F.3d 529, 537-38 (2d Cir. 1999) (dicta) (″The Private Securities Litigation Reform Act of 1995
heightened the requirement for pleading scienter to the level used by the Second Circuit . . . .″); and In re Advanta Corp. Sec.
Litig., 180 F.3d 525, 534 (3d Cir. 1999) (″It remains sufficient for plaintiffs [to] plead scienter by alleging facts establishing a mo-
tive and an opportunity to commit fraud, or by setting forth facts that constitute circumstantial evidence of either reckless or con-
scious behavior.″) (internal quotation marks and citation omitted); and Williams v. WMX Techs., Inc., 112 F.3d 175, 178 (5th
Cir. 1997) (″The Act adopted the same standard″ as the Second Circuit.).

12 See also, e.g., Marksman Partners. v. Chantal Pharm. Corp., 927 F. Supp. 1297, 1308-12 (C.D. Cal. 1996); In re Health Man-
agement Inc. Sec. Litig., 970 F. Supp. 192, 200 (E.D.N.Y. 1997); In re Wellcare Management Group Inc. Sec. Litig. 964 F.
Supp. 632, 637 (N.D.N.Y. 1997).

13 See, e.g., Greebel v. FTP Software, Inc., 194 F.3d 185, 197 (1st Cir. 1999) (″Merely pleading motive and opportunity, regard-
less of the strength of the inferences to be drawn of scienter, is not enough.″); In re Comshare, Inc. Sec. Litig., 183 F.3d 542,
550-51 (6th Cir. 1999) (″Plaintiffs may plead scienter . . . by alleging facts giving rise to a strong inference of recklessness, but
not by alleging facts merely establishing that a defendant had the motive and opportunity to commit securities fraud.″); Bryant v.
Avado Brands, Inc., 187 F.3d 1271, 1283 (11th Cir. 1999) (″We hold that the Reform Act does not prohibit the practice of alleg-
ing scienter by pleading facts that denote severe recklessness . . . ; but we also hold that the Reform Act does not codify the ’mo-
tive and opportunity’ test formulated by the Second Circuit.″).

14 See, e.g., In re Silicon Graphics, Inc. Sec. Litig., 183 F.3d 970, 974 (9th Cir. 1999) (″We hold that a private securities plain-
tiff proceeding under the PSLRA must plead, in great detail, facts that constitute strong circumstantial evidence of deliberately reck-
less or conscious misconduct.″).

15 See, e.g., Voit v. Wonderware Corp., 977 F. Supp. 363 (E.D. Pa. 1997); Powers v. Eichen, 977 F. Supp. 1031 (S.D. Cal.
1997).

16 Many courts attempt to divine the meaning of ″strong inference″ from the PSLRA’s legislative history, which on this point
is inconclusive at best and contradictory at worst. See, e.g., Novak v. Kasaks, 216 F.3d 300, 311 (2d Cir. 2000) (″In our view, as is
often the case with legislative history generally, the legislative history of the PSLRA contains conflicting expressions of legisla-
tive intent with respect to the pleading requirement.″) (internal quotation marks omitted); Greebel, 194 F.3d at 195 (″The legisla-
tive history is inconclusive on whether the Act was meant to either embody or to reject the Second Circuit’s pleading stan-
dards.″); In re Advanta Corp. Sec. Litig., 180 F.3d 525, 531, 533 (3d Cir. 1999) (″The Reform Act’s legislative history on this
point is ambiguous and even contradictory.″).
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ference″ standard--unadorned by any judicially crafted
per se tests--is the ultimate and sole threshold require-
ment for securities fraud plaintiffs to survive motions to
dismiss for failure to plead scienter. And, it is the mean-
ing of the phrase ″strong inference,″ therefore, that must
be ascertained. In this regard, the phrase must be given
its plain meaning, because ″in the absence of an indica-
tion to the contrary, words in a statute are assumed to
bear their ’ordinary, contemporary, common meaning.’″
Walters v. Metropolitan Educ. Enters., Inc., 519 U.S. 202,
207, 136 L. Ed. 2d 644, 117 S. Ct. 660 (1997) (quoting
Pioneer Inv. Servs. Co. v. Brunswick Assocs. Ltd. Partner-
ship, 507 U.S. 380, 388, 123 L. Ed. 2d 74, 113 S. Ct.
1489 (1993)). [**26]

[**27] An inference, by definition, results from ″arriv-
ing at an opinion or coming to accept a probability on
the basis of available evidence, which may be slight,″ or
″attaining to a fact, truth, or belief after ordered consid-
eration following through with necessary consequences of
evidence weighed or facts observed.″ 17 That the
PSLRA speaks of inferences is reasonable, if not neces-
sary, given that ″it is seldom if ever possible to prove
the state of a defendant’s mind by direct evidence,″ and
that, accordingly, ″finders of fact have almost always
had to rely on circumstantial evidence to determine in-
tent.″ AUSA Life Ins. Co. v. Ernst & Young, 991 F. Supp.
234, 247 (S.D.N.Y. 1997). Thus, HN10 where a com-
plaint does not allege facts directly showing that the de-
fendant acted with the requisite state of mind, the
court must take the factual allegations in the complaint
and determine, through a deductive process, if it can be
strongly inferred from them that [*631] the defen-
dant acted with such a state of mind. This process in-
volves essentially three steps. First, the reviewing court
must identify the factual allegations that, taken as true, are
relevant to proving (by inference [**28] or circumstan-
tially) the defendant’s state of mind. This is not the
end of the endeavor, however, for it is also necessary to
identify appropriate inferences from these alleged
facts. The difficult second task is to assign probative
weight to each fact and inference as it relates to proving
state of mind. This is done by an appeal to logic, com-
mon sense, and human experience. The enterprise, more-
over, entails a holistic examination of the interactions
among all facts, for it is by examining how these facts

combine that a fact-finder ultimately assesses whether a
particular state of mind has been established under the
applicable standard of proof. As a result of this holistic
analysis, otherwise-unremarkable facts may take on added
significance when combined with each other, having
what might be termed a synergistic effect on probative
value. In other words, as the Supreme Court has noted, it
is a ″simple fact of evidentiary life″ that ″individual
pieces of evidence, insufficient in themselves to prove a
point, may in cumulation prove it. The sum of an evi-
dentiary presentation may well be greater than its constitu-
ent parts.″ Bourjaily v. United States, 483 U.S. 171, 179
-80, 97 L. Ed. 2d 144, 107 S. Ct. 2775 (1987). [**29]
The third step, then, is to determine whether, in the light
of logic, common sense, and human experience, these
potentially synergistic combinations of facts and infer-
ences--what in the vernacular of the law is called ″the to-
tality of the circumstances″--raise a ″strong inference″

that a defendant acted with the requisite state of mind. In
this regard, the final step is assessing whether this infer-
ence is ″strong″--that is, whether it is ″persuasive, ef-
fective, and cogent,″ 18

″compelling,″ or ″capable of mak-
ing a clear or deep impression . . . on the mind.″ 19

To recapitulate, HN11 on a motion to dismiss, a court ap-
plying the ″strong inference″ standard of the PSLRA
must take the factual allegations in the complaint as true,
draw whatever inferences [**30] regarding the defen-
dant’s state of mind are supported by these allegations, and
determine whether these inferences individually or cu-
mulatively provide a strong--or ″persuasive″ and ″cogent″
--inference that the defendant possessed the requisite
state of mind. In doing so, a court should not consider
each relevant factual allegation solely in isolation--
though some allegations by themselves may suffice to
raise a strong inference of the requisite state of mind--
but rather, as a part of the overall factual picture painted
by the complaint. If the totality of the circumstances al-
leged raises a ″strong inference″ of the requisite state of
mind, it is immaterial whether plaintiffs satisfy their bur-
den by ″pleading motive and opportunity, conscious mis-
behavior, recklessness, or by impressing upon the
Court a novel legal theory.″ In re Health Mgmt., Inc.

In the end, it is the text of the PSLRA that governs this issue, for what matters is not what Congress meant to say in passing the
PSLRA but what it in fact said. And where the text is unambiguous and its meaning is clear, resort to extraneous sources is un-
necessary, if not improper. See Director, Office of Workers’ Compensation Programs, Dep’t of Labor v. Greenwich Collieries, 512
U.S. 267, 280, 129 L. Ed. 2d 221, 114 S. Ct. 2251 (1994); Shannon v. United States, 512 U.S. 573, 579, 129 L. Ed. 2d 459,
114 S. Ct. 2419 (1994); Connecticut Nat’l Bank v. Germain, 503 U.S. 249, 254, 117 L. Ed. 2d 391, 112 S. Ct. 1146 (1992); Dowl-
ing v. United States, 473 U.S. 207, 218, 87 L. Ed. 2d 152, 105 S. Ct. 3127 (1985). On its face, the PSLRA plainly requires a
court to assess the factual allegations of the complaint to determine if together they give rise to a ″strong inference″ of scienter
--no more, no less.

17 Webster’s Third New International Dictionary of the English Language Unabridged 1158 (1993).

18 Webster’s II New Riverside University Dictionary 1149 (1984).

19 Webster’s Third New International Dictionary of the English Language Unabridged 2265 (1993).
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Sec. Litig., 970 F. Supp. 192, 201 (E.D.N.Y. 1997). 20

[**31] [*632] Finally, as the inference required by the
PSLRA relates to the ″requisite state of mind,″ it is im-
portant to be clear as to what is meant by this phrase. Im-
portantly, the PSLRA, on its face, does not purport to
change the pre-PSLRA substantive state of mind require-
ment for securities fraud liability. As one court put it,
HN12 ″Section 21D(b)(2) [of the PSLRA] is a provision
addressing only pleading standards; nothing in the lan-
guage of that provision purports to alter bases for substan-
tive liability.″ Malin v. IVAX Corp., 17 F. Supp. 2d
1345, 1357 (S.D. Fla. 1998). 21 Indeed, although the
Fourth Circuit has not yet decided which approach--if any
--is appropriate under the PSLRA’s ″strong inference″

standard, it has noted that ″the PSLRA did not change the
standard of proof a plaintiff must meet or the kind of evi-
dence a plaintiff must adduce to demonstrate scienter
at trial in a securities fraud case.″ Phillips, 190 F.3d at
620. It is clear, therefore, that the substantive state-of-
mind standard for securities fraud liability was unaf-
fected by the PSLRA’s passage, for the Act merely estab-

lishes a uniform rule as to the procedural sufficiency of
pleadings [**32] in private securities fraud cases and re-
quires that a plaintiff allege enough facts to raise a
″strong inference″ that the defendant possessed the ″req-
uisite″ state of mind, as has been defined by the courts
independent of the PSLRA. 22 In this regard, it is neces-
sary to inquire into the ″state of mind″ that the Ex-
change Act requires, for only then can it be determined
whether a complaint complies with the PSLRA--namely,
whether the facts the complaint alleges collectively
raise a ″strong inference″ that this requirement is met. 23

[*633] HN13 On defining the contours of the re-
quired state of mind for securities fraud liability, courts
have long followed the Supreme Court’s holding that sci-
enter, or ″a mental state embracing intent to deceive, ma-
nipulate, or defraud,″ is required. Ernst & Ernst v.
Hochfelder, 425 U.S. 185, 193 n.12, 47 L. Ed. 2d 668,
96 S. Ct. 1375 (1976). And, although the Supreme Court
left open the question of whether recklessness suffices
for scienter and securities fraud liability, every circuit to
consider the question prior to the PSLRA’s passage

20 See e.g., Angres, 94 F. Supp. 2d 1167 at 1174 (″In those cases where motive and opportunity allegations do not alone create
a strong inference of scienter, the allegations will nonetheless be relevant in determining whether the totality of allegations per-
mits a strong inference of fraud.″); Schaffer v. Evolving Sys., Inc., 29 F. Supp. 2d 1213, 1225 (D. Colo. 1998) (″This Court as-
sumes that the Reform Act requires that ’a court examine a plaintiff’s allegations in their entirety, without regard to whether
those allegations fall within a formalistic category such as motive and opportunity, to determine if the allegations permit a strong in-
ference of fraudulent intent.’″); Robertson v. Strassner, 32 F. Supp. 2d 443, 447 (S.D. Tex. 1998) (″Plaintiffs may meet the height-
ened pleading requirements . . . by ’alleging either motive and opportunity to commit fraud, or by pleading facts which iden-
tify circumstances indicating Defendants’ conscious or reckless behavior, so long as the totality of the allegations raises a strong
inference of fraudulent intent.’″) (quoting Zuckerman v. Foxmeyer Health Corp., 4 F. Supp. 2d 618, 621 (N.D. Tex. 1998)); Queen
Uno Ltd. Partnership v. Coeur D’Alene Mines Corp., 2 F. Supp. 2d 1345, 1359 (D. Colo. 1998) (″In short, the Reform Act re-
quires that a court examine a plaintiff’s allegations in their entirety, without regard to whether those allegations fall within a for-
malistic category such as motive and opportunity, to determine if the allegations permit a strong inference of fraudulent in-
tent.″); In re Baesa Sec. Litig., 969 F. Supp. 238, 242 (S.D.N.Y. 1997) (″The conclusion follows from the plain language of the
statute that the mere pleading of motive and opportunity does not, of itself, automatically suffice to raise a strong inference of sci-
enter. This, of course, does not mean that particulars regarding motive and opportunity may not be relevant to pleading circum-
stances from which a strong inference of fraudulent scienter may be inferred. In some cases, they may even be sufficient by them-
selves to do so. But, under the Reform Act, and in contrast to prior Second Circuit precedent, they are not presumed sufficient
to do so. Rather, under the Reform Act formulation, the pleadings must set forth sufficient particulars, of whatever kind, to raise
a strong inference of the required scienter.″).

21 See, e.g., In re Comshare, Inc. Sec. Litig., 183 F.3d 542, 550 (6th Cir. 1999) (″By its own terms, the PSLRA pleading stan-
dard does not purport to change the substantive law of scienter, or the required state of mind, for securities fraud actions. . . . The
PSLRA did not disturb the well-settled understanding that ’scienter’ is the requisite mental state for liability under § 10b or
Rule 10b-5 cases.″)

22 See, e.g., Greebel v. FTP Software, Inc., 194 F.3d 185, 200 (1st Cir. 1999) (″We agree with those courts that hold that the
PSLRA did not address the substantive definition of scienter.″). It is also illuminating in this regard that while the PSLRA itself al-
ters the substantive mental state requirements for the ″safe harbor″ provision for forward-looking statements and for joint and sev-
eral liability, it merely raises the pleading standard to a ″strong inference″ of the ″requisite state of mind″ and does not other-
wise refer to the substantive state-of-mind requirement in fraud cases. See 15 U.S.C. § 78u-5(c)(1)(B) (requiring proof of actual
knowledge of falsity in establishing liability for forward-looking statements); 15 U.S.C. § 78u-4(g)(2)(A) (imposing joint and sev-
eral liability only on defendants who knowingly violated securities laws); see also, e.g., Queen Uno, 2 F. Supp. 2d at 1356
(″That Congress explicitly altered the scienter requirement to exclude reckless conduct in § 78u-5(c) and did not explicitly do so
in § 78u-4(b) suggests, at the least, that Congress did not intend to abolish recklessness as a state of mind sufficient to satisfy 10b
-5’s scienter requirement.″). Indeed, it would have been anomalous for Congress to have imposed a higher substantive burden on
plaintiffs at the pleading stage before discovery than they would bear on summary judgment or at trial after discovery.

23 Cf. In re Baesa, 969 F. Supp. at 240 (″Since the Reform Act nowhere defines what the ’required state of mind’ is for any of
the kinds of actions that might be brought under this title, the definition must necessarily be found either elsewhere in the Ex-
change Act itself or (if the action is judicially implied) in the existing case law.″).
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had held that recklessness suffices to establish liability.
24 Courts in this circuit have joined those in other cir-
cuits and have long endorsed recklessness as a substan-
tive basis for scienter. 25 A finding of recklessness, how-
ever, [**34] must be based on ″an act ’so highly
unreasonable and such an extreme departure from the stan-
dard of ordinary care as to present a danger of mislead-
ing the plaintiff to the extent that the danger was ei-
ther known to the defendant or so obvious that the
defendant must have been aware of it.’″ Phillips, 190 F.3d
at 621 (quoting Hoffman v. Estabrook & Co., 587 F.2d
509, 517 (1st Cir. 1978)). Thus, it is settled that ″’reckless’
in this context is viewed as a lesser form of intent,
rather than merely a greater degree of ordinary negli-
gence,″ and that simple negligence will not suffice. In re
Criimi Mae, 94 F. Supp. 2d at 660; see, e.g., In re Com-
share, Inc. Sec. Litig., 183 F.3d 542, 550 n.7 (6th Cir.
1999); In re CIENA Corp. Sec. Litig., 99 F. Supp. 2d
650, 2000 WL 683810, at *6 (D. Md. 2000). In any event,
these considerations compel the conclusion that reckless-
ness suffices as a substantive basis for securities fraud
liability under Section 10(b), as amended by the PSLRA,
and Rule 10b-5.

[**36] To recapitulate briefly, the proper application of
the PSLRA’s new heightened pleading requirements re-
quires a court, on a threshold dismissal motion, to assess
the totality of the circumstances as alleged in the com-
plaint and determine if those alleged circumstances sup-
port a strong--i.e., cogent and persuasive--inference

that a defendant acted intentionally, [*634] con-
sciously, or recklessly. This approach rejects the Second
Circuit’s formalistic, pre-PSLRA per se ″motive and op-
portunity″ test, as the text of the Act says nothing about
formal per se tests; on the other hand, it does not pre-
clude consideration of motive and opportunity in the ulti-
mate determination of whether the complaint, as a
whole, raises a ″strong inference″ of the requisite fraudu-
lent intent, as it remains unmodified by the PSLRA. 26

Thus, allegations of motive and opportunity are relevant,
though not necessarily sufficient, to establishing a
strong inference of scienter. In the end, however, the
task at hand is to determine whether the allegations in a
complaint, when taken collectively, raise a cogent and
persuasive--i.e., strong--inference that the defendant acted
intentionally, consciously, or [**37] recklessly.

III. SECTION 10(b) AND RULE 10b-5

A. Scienter

1. Count I: MicroStrategy Defendants 27

[**38] The Complaint’s scienter allegations against the
MicroStrategy Defendants are founded on the follow-
ing alleged facts: (1) MicroStrategy’s acknowledgment
of the need to restate its financials to comply with GAAP,
in light of (a) the magnitude and pervasiveness of the re-
stated financial reports, (b) the simplicity of the ac-
counting principles violated in this case, and (c) the im-

24 See, e.g., SEC v. Gotchey, 1992 U.S. App. LEXIS 33647, No. 91-1855, 1992 WL 385284, at **8 n.23 (4th Cir. Dec. 28,
1992) (unpublished per curiam opinion) (holding that ″severe recklessness satisfies scienter requirement″ (citation omitted)); SEC
v. Steadman, 296 U.S. App. D.C. 269, 967 F.2d 636, 641 (D.C. Cir. 1992); Hollinger v. Titan Capital Corp., 914 F.2d 1564,
1569-70 (9th Cir. 1990); In re Phillips Petroleum Sec. Litig., 881 F.2d 1236, 1244 (3d Cir. 1989); Van Dyke v. Coburn Enter. Inc.,
873 F.2d 1094, 1100 (8th Cir. 1989); McDonald v. Alan Bush Brokerage Co., 863 F.2d 809, 814 (11th Cir. 1989); Hackbart v.
Holmes, 675 F.2d 1114, 1117-18 (10th Cir. 1982); Broad v. Rockwell Int’l Corp., 642 F.2d 929, 961-62 (5th Cir. 1981) (en banc);
Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017, 1023-24 (6th Cir. 1979); Cook v. Avien, Inc., 573 F.2d 685, 692 (1st Cir.
1978); Rolf v. Blyth, Eastman Dillon & Co., 570 F.2d 38, 46 (2d Cir. 1978); Sundstrand Corp. v. Sun Chem. Corp., 553 F.2d 1033,
1044 (7th Cir. 1977).

25 See, e.g., Phillips, 190 F.3d at 620 (″To establish scienter, a plaintiff must still prove that the defendant acted intentionally,
which may perhaps be shown by recklessness.″); In re Orbital Sciences Corp. Sec. Litig., 58 F. Supp. 2d 682, 685 (E.D. Va. 1999)
(″The element of scienter requires the Plaintiffs to allege that the Defendants acted recklessly or with the intent to deceive, ma-
nipulate, or defraud . . . .″); In re EPIC Mortgage Ins. Litig., 701 F. Supp. 1192, 1250 (E.D. Va. 1988) (observing that reckless-
ness has been a sufficient ground for scienter), aff’d in part, rev’d in part on other grounds sub nom. Foremost Guar. Corp. v. Meri-
tor Sav. Bank, 910 F.2d 118 (4th Cir. 1990); In re FAC Realty Sec. Litig., 990 F. Supp. 416, 420 (E.D.N.C. 1997) (″The defendant
must have acted knowingly or recklessly with respect to the truth or falsity of the statements in question.″); see also Malone v. Mi-
crodyne Corp., 26 F.3d 471, 479 n.9 (4th Cir. 1994) (noting that ″most circuits have held that recklessness also may satisfy the sci-
enter requirement″); In re Hughes Creek; Inc., 1992 U.S. App. LEXIS 27802, No. 91-1831, 1992 WL 301956, at **8 n.23 (4th Cir.
Oct. 21, 1992) (unpublished opinion) (″We note, however, that in some cases ’severe recklessness can satisfy the scienter require-
ment in an aiding and abetting case, at least where the alleged aider and abettor owes a duty to the defrauded party.″) (altera-
tion in the original).

26 It bears noting that the Second Circuit itself appears recently to have adopted this holistic, case-by-case approach in Novak v. Ka-
saks, 216 F.3d 300 (2d Cir. 2000), where it concluded that ″Congress’s failure to include language about motive and opportu-
nity suggests that we need not be wedded to these concepts in articulating the prevailing standard.″ Id. at 311. Accordingly, it ad-
monished that ″litigants and lower courts need and should not employ or rely on magic words such as ″motive and opportunity.″
Id.

27 For purposes of this Section, which addresses the motion to dismiss of the MicroStrategy Defendants, the term ″Defendants″ re-
fers only to the MicroStrategy Defendants collectively (and not also to PwC).

Page 14 of 39

115 F. Supp. 2d 620, *633; 2000 U.S. Dist. LEXIS 13795, **32



portance of the contracts involved (PP 98-99, 103-06);
(2) statements made by Defendant Saylor in various inter-
views published in newspapers and magazines (PP 100-
02); (3) actions taken and statements made by the Defen-
dants in connection with the Company’s March 20,
2000, restatement announcement (PP 59-60, 107); and
(4) Defendants’ motivation and opportunity (a) to meet
Wall Street estimates, (b) to portray the Company favor-
ably to creditors, and (c) to profit from insider sales
and other offerings (PP 108-10). The task at hand, there-
fore, is to determine whether these allegations, individu-
ally or collectively, give rise to a ″strong inference″ of sci-
enter.

a. MicroStrategy’s GAAP Violations and Restatement
of Financials

The Complaint first alleges that, because GAAP requires
a restatement of previously [**39] reported financials
only when the facts that necessitated the restatement were
in existence at the time the financials originally were is-
sued,

by acknowledging the need to restate prior fi-
nancials, defendants have effectively admit-
ted that the Company’s improper recognition
of revenue was therefore known or reck-
lessly disregarded at the time all of the fore-
going fraudulent financial statements were
originally released, and that the originally is-
sued financial statements were materially
misleading.

(P 98.) In this regard, the Complaint further details
numerous specific GAAP violations that Defen-
dants committed by virtue of their allegedly im-
proper recognition practices. (PP 67-69, 71.) For ex-
ample, the Complaint alleges that Defendants’
accounting practices ran counter to APB Opinion
No. 28, which states that ″revenue from products
sold or services rendered shall be recognized as
earned during an interim period on the same basis
as followed for the full year.″ (P 67.) And, the
Complaint specifically points to three contracts to

which MicroStrategy misapplied GAAP principles.
(PP 72-80.)

To begin with, the fact that a restatement of financials oc-
curred is not sufficient [**40] [*635] to raise a
strong inference of scienter, for it is settled that
HN14 ″scienter requires more than a misapplication of ac-
counting principles,″ 28 and ″mere allegations that state-
ments made in one report should have been made in ear-
lier reports do not make out a claim of securities fraud.″
29 This general rule states the sensible and otherwise un-
remarkable proposition that the inferences that may be
drawn for or against scienter from the mere fact that a
company misapplied GAAP and accordingly had to re-
state its financials are in equipoise, and, therefore, that
such allegations by themselves cannot give rise to a
″strong inference″ of scienter.

But this is not to say that a misapplication of accounting
principles or a restatement of financials can never take
on significant inferential weight in the scienter calculus;
to the contrary, when the number, size, timing, nature,
frequency, and context of the misapplication or restate-
ment are taken into account, the balance of the infer-
ences to be drawn from such allegations may shift sig-
nificantly in favor of scienter (or, conversely, in favor of
a nonculpable state of mind). Nor does the rule stand
for the proposition that scienter cannot be inferred at all
from such allegations and that the allegations are, there-
fore, irrelevant to the issue of scienter. Such a proposi-
tion ignores the value of relevant circumstantial evi-
dence as it relates to a defendant’s state of mind. To put
it differently, HN15 while it is true that it cannot be
strongly inferred from bare allegations of a GAAP viola-
tion or a restatement of financials that a defendant
acted recklessly, consciously, [**42] or intentionally, it
is not true that nothing can be inferred from those
facts at all or that ″specific attributes of a GAAP viola-
tion may give rise to a stronger, or weaker, inference of
scienter.″ 30 The mere fact that there was a restatement
or a violation of GAAP, by itself, cannot give rise to a
strong inference of scienter; the nature of such a restate-
ment or violation, however, may ultimately do so.

28 In re Orbital Sciences Corp. Sec. Litig., 58 F. Supp. 2d 682, 687 (E.D. Va. 1999); see, e.g., Chill v. General Electric Co.,
101 F.3d 263, 270 (2d Cir. 1996); In re Worlds of Wonder Sec. Litig., 35 F.3d 1407, 1426 (9th Cir. 1994); In re Peritus Software
Servs., Inc. Sec. Litig., 52 F. Supp. 2d 211, 223 (D. Mass. 1999) (noting that ″[a] host of courts have held that a mere failure
to recognize revenue in accordance with GAAP does not, in itself, suffice to establish scienter.″).

29 In re Comshare, 183 F.3d at 553 (internal quotation marks omitted, alteration in original).

30 In re The Baan Co. Sec. Litig., 103 F. Supp. 2d 1, 21 (D.D.C. 2000); see, e.g., Chalverus v. Pegasystems, Inc., 59 F. Supp.
2d 226, 233-36 (D. Mass. 1999) (holding that the fact that the company violated GAAP, when viewed in light of ″significant over-
statements of revenue″ tended to support inference of scienter); cf., e.g., In re Comshare, 183 F.3d at 553 (″The failure to fol-
low GAAP is, by itself, insufficient to state a securities fraud claim.″) (emphasis added); In re Worlds of Wonder, 35 F.3d at 1426
(″The mere publication of inaccurate accounting figures, or a failure to follow GAAP, without more, does not establish sci-
enter.″) (emphasis added and quotation omitted); Goldberg v. Household Bank, 890 F.2d 965, 967 (7th Cir. 1989) (affirming grant
of summary judgment because ″we do not have facts that cry out fraud unless explained; we have a common situation, the after-
math of negligence at most unless the investor knows something casting it in a more sinister light″) (emphasis added); In re Peri-
tus, 52 F. Supp. 2d at 223 (″Thus, the mere fact that [defendant] voluntarily restated income in late 1998 does not, standing alone,
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[**43] Thus, were the misapplication of GAAP and
the acknowledged need to restate MicroStrategy’s finan-
cials the only factual allegations in the Complaint point-
ing to scienter, the Complaint would fail, for, as shown
above, these allegations are not, by [*636] them-
selves, sufficient to satisfy Plaintiffs’ PSLRA pleading
burden. In this case, however, the Complaint goes well be-
yond merely alleging that MicroStrategy misapplied ac-
counting principles and that, consequently, the Company
had to restate its financials. It does so by alleging in
some detail the magnitude of the restated financials and
the pervasiveness and repetitiveness of MicroStrat-
egy’s GAAP violations; the simplicity of the accounting
principles violated in this case; and the importance of
the contracts involved. This contextual background serves
to amplify the inference of scienter to be drawn from Mi-
croStrategy’s GAAP violations and restatement of fi-
nancials.

According to the Complaint, by violating GAAP, Mi-
croStrategy, in SEC filings and registration statements and
other public statements, was able falsely to report for fis-
cal years 1997, 1998, and 1999 and for seven of eight
interim quarters in 1998 and 1999 that the Company
[**44] operated at a profit, when, in fact, it operated at

a loss. 31 By virtue of these violations, MicroStrategy re-
ported aggregate ″record″ net income of $ 18.9 mil-
lion for 1997, 1998, and 1999, when, in fact, the Com-
pany incurred a net loss for those years of more than $ 36
million. (PP 3, 99.) In addition, the Company over-
stated its revenues over the same period by a total of $
66 million. (P 3.) The magnitude of these misstatements
are, as Plaintiffs contend, ″breathtaking″ and plainly
lend inferential weight to the bare facts that MicroStrat-
egy violated GAAP and consequently had to restate
its financials for those years.

In this regard, a number of courts have held that

″HN16 significant overstatements of revenue ’tend to sup-
port the conclusion that defendants acted with sci-
enter.’″ Chalverus v. Pegasystems, Inc., 59 F. Supp. 2d
226, 234 (D. Mass. 1999) (quoting Marksman Partners v.
Chantal Pharm. Corp., 927 F. Supp. 1297, 1314 (C.D.
Cal. 1996). [**45] Put differently, ″while alleging a mis-
application of Generally Accepted Accounting Prin-
ciples standing alone is insufficient, such allegation when
combined with a drastic overstatement of financial re-
sults can give rise to a strong inference of scienter. . . .
[and] the totality and magnitude of the . . . accounting vio-
lations [may] constitute strong circumstantial evidence
of reckless or conscious misbehavior.″ Carley Capital
Group v. Deloitte & Touche, 27 F. Supp. 2d 1324, 1339-40
(N.D. Ga. 1998); see also, e.g., In re The Baan Co.
Sec. Litig., 103 F. Supp. 2d 1, 21 (D.D.C. 2000) (″The
magnitude of the [GAAP] error can play a role″ in infer-
ring scienter.). Indeed, common sense and logic dictate
that the greater the magnitude of a restatement or viola-
tion of GAAP, the more likely it is that such a restate-
ment or violation was made consciously or recklessly. 32

This, of course, is a matter of degree, but it cannot be
gainsaid that some violations [*637] of GAAP and some
restatements of financials are so significant that they, at
the very least, support the inference that conscious fraud or
recklessness as to the danger of misleading the invest-
ing public [**46] was present. Cf. In re Oxford Health
Plans Inc. Sec. Litig., 51 F. Supp. 2d 290, 294 (S.D.N.Y.
1999) (″Plaintiffs allege ’in your face facts,’ that cry
out, ’how could [defendants] not have known that the fi-
nancial statements were false.’″) (citation omitted). 33

In this case, the alleged GAAP violations and the subse-
quent restatements are of such a great magnitude--
amounting to a night-and-day difference with regard to
MicroStrategy’s representations of profitability--as to
compel an inference that fraud or recklessness was

support a ’strong inference’ that [defendant] knowingly or recklessly misreported income . . . . Instead, the Court must ask
whether the GAAP violations, combined with other circumstances indicative of fraudulent intent, raise a strong inference that the de-
fendants knowingly or recklessly misled investors.″) (emphasis added); In re Orbital, 58 F. Supp. 2d at 687 (″The mere fact that [de-
fendant] discovered a violation of [GAAP] in its financial statements would not necessarily mean that it recklessly or intention-
ally committed those violations in the first place.″) (emphasis added).

31 The chart attached to this Opinion as Appendix A also reflects the specific figures as outlined in the factual precis, supra.

32 See, e.g., Rothman v. Gregor, 220 F.3d 81, 2000 U.S. App. LEXIS 15952, at *27-*29 (2d. Cir. 2000) (agreeing that the mag-
nitude of write-offs involved ″renders less credible″ defendants’ argument that they acted without scienter); In re Ancor Commu-
niations, Inc., 22 F. Supp. 2d 999, 1005 (D. Minn. 1998) (finding support for a strong inference of conscious behavior from a com-
pany’s substantial overstatements of revenues); In re Employee Solutions Sec. Litig., 1998 U.S. Dist. LEXIS 16444, at *8, No.
CIV 97-545-PHX-RGS-OMP (D. Ariz. Sept. 29, 1998) (″The alleged magnitude of defendants’ failure to keep adequate reserves ar-
guably shows reckless disregard for material misrepresentations in the financial statements.″); In re First Merchants Acceptance
Corp. Sec. Litig., 1998 U.S. Dist. LEXIS 17760, at *30-*31, No. 97-C-2715 (N.D. Ill. Nov. 4, 1998) (″Other circumstances sug-
gesting fraudulent intent can include . . . the magnitude of the fraud alleged.″); Marksman, 927 F. Supp. at 1313-14 (″A viola-
tion of [GAAP] may be used to show that a company overstated its income, which may be used to show the scienter for a viola-
tion of Section 10(b) and Rule 10b-5. . . . The fact that the allegedly overstated revenues constituted such a significant portion
of [defendant’s] total revenues . . . tend[s] to support the conclusion that the defendants acted with scienter.″); cf. In re Grand Ca-
sinos, Inc. Sec. Litig., 988 F. Supp. 1273, 1284 (D. Minn. 1997) (nonrestatement case finding that ″the enormous discrepancy be-
tween defendants’ representations and what actually happened″ supported a strong inference of scienter).

33 Thus, as the Northern District of Illinois observed in Rehm v. Eagle Finance Corp., 954 F. Supp. 1246 (1997), violations of
GAAP and subsequent restatements take on greater weight as the magnitude of the violations and restatements increases:
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afoot. 34

[**49] The Complaint also alleges that the GAAP
rules and MicroStrategy accounting policies violated in
this case are not complex, as they reduce, in essence, to the
simple principle that ″revenue cannot be recognized for
unexecuted contracts and/or where there are significant
obligations and/or contingencies relating to such con-
tracts.″ (P105-06.) Yet, the Company, in the face of GAAP
and its own publicly acknowledged policy of not recog-
nizing revenues from an arrangement until ″evidence
of the arrangement is provided . . . by a contract signed
by both parties,″ nevertheless recognized revenues
from contracts before they were executed. (P 72.) Mi-
croStrategy, moreover, failed to apply ″contract account-
ing″ principles and ″percentage of completion″ method-
ology to arrangements of which ″significant production,
modification, or customization of software″ was an in-
tegral part, though [*638] SOP 97-2, Plaintiffs con-
tend, clearly so mandates. (PP 77-78.)

The inference invited by the large magnitude of the mis-
stated financials and the repetitiveness of the GAAP vio-
lations takes on added significance if, as the Complaint al-

leges, the violated GAAP rules and Company accounting
policies are, in fact, relatively [**50] simple. This is
so because violations of simple rules are obvious, and an
inference of scienter becomes more probable as the vio-
lations become more obvious. Put another way, if the
GAAP rules and MicroStrategy accounting policies De-
fendants are alleged to have violated are relatively simple,
it is more likely that the Defendants were aware of the
violations and consciously or intentionally implemented or
supported them, or were reckless in this regard. 35 See,
e.g., In re Baan, 103 F. Supp. 2d at 21 HN17 (″Viola-
tions involving the premature or inappropriate recogni-
tion of revenue suggest a conscious choice to recognize
revenue in a manner alleged to be improper, and may
therefore support a strong inference of scienter.″); Chave-
lrus, 59 F. Supp. 2d at 234 (″Courts also have held that
HN18 ’violation of a company’s own policy supports an
inference of scienter.’″) (quoting Provenz v. Miller, 102
F.3d 1478, 1490 (9th Cir. 1996)). To be sure, the applica-
tion of accounting principles often involves details and
minutiae, but the accounting principle violated here boils
down to the well-worn adage, ″Don’t count your chick-

The fact that . . . alleged accounting violations led to a drastic overstatement of [defendants’] yearly earnings and
that defendants were responsible for calculating and releasing the financial information tends to support the conclu-
sion that the defendants acted with scienter.

Additionally, that defendants had to record a massive [restatement] weighs heavily in favor of a finding of reckless dis-
regard. While it is true that the mere fact that a company’s financial reporting was inaccurate does not establish sci-
enter, the magnitude of reporting errors may lend weight to allegations of recklessness where defendants were in
a position to detect errors. The more serious the error, the less believable are defendants’ protests that they were com-
pletely unaware of [the company’s] true financial status and the stronger is the inference that defendants must have
known about the discrepancy.

Id. at 1255-56 (citations omitted).

34 Defendants rely on In re In-Store Adver. Sec. Litig., 878 F. Supp. 645 (S.D.N.Y. 1995), for the proposition that a court ″can-
not infer intent even from a ’serious departure’ from GAAP that financial statements were prepared fraudulently as ’such an in-
ference would render meaningless the scienter requirement.’″ Memorandum in Support of MicroStrategy Defendants’ Motion to Dis-
miss Consolidated Amended Class Action Complaint, at 10 [hereinafter MicroStrategy Brief]. To the extent that the case
involves facts that must be pled to state a claim against an auditor, it is of limited applicability to the MicroStrategy Defendants.
In any event, that court’s conclusion that a complaint that merely ″allege[s] a serious departure from GAAS and GAAP . . . .
does not . . . suggest or otherwise give rise to an inference, let alone a strong inference, that [an auditor] recklessly disregarded
the deviance or acted with gross indifference towards the purported material misrepresentations contained in the audited financial
statements″--if taken to mean, as Defendants suggest, that the extent of a restatement based on GAAP allegations gives rise to
no inference at all as to scienter--is unpersuasive as a matter of logic and precedent. See, e.g., SEC v. Price Waterhouse, 797 F. Supp.
1217, 1240 (S.D.N.Y. 1992) (Where an audit is alleged to have been fraudulently made, it is sufficient to show ″that the account-
ing practices were so deficient that the audit amounted to no audit at all, or [to] an egregious refusal to see the obvious, or to in-
vestigate the doubtful″). As discussed above, while a misapplication of GAAP may only support a weak inference of scienter (or
an inference of equal strength to less culpable states of mind), it cannot be said that a misapplication of GAAP, in itself or
when viewed in context, supports no inference of scienter whatever.

35 Defendants attempt to avoid this conclusion by arguing that the real focus of this case is or should be over ″contract accounting″

--the accounting principle which spreads the recognition of revenues from contracts that involve significant production, modifica-
tion, or customization over the entire contract period--and not ″contract execution″--that is, MicroStrategy’s recognition of rev-
enues from contracts before the contracts were formally executed. To that end, Defendants devote a considerable portion of their
reply brief to demonstrating that contract accounting principles are, in fact, complex. See Reply Memorandum in Support of Mi-
croStrategy Defendants’ Motion to Dismiss Consolidated Amended Class Action Complaint, at 11-15 [hereinafter MicroStrategy Re-
ply Brief]. As discussed below in Section III.B, however, this argument is unpersuasive--if not inapposite--at this early stage in
the proceedings.
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ens before they hatch.″ 36 [**51] These common-sense
observations compel the conclusion that the alleged sim-
plicity of the GAAP rules violated here are relevant
and contribute probative weight to an inference of sci-
enter.

Finally, the Complaint in some detail alleges that Mi-
croStrategy, through improper revenue recognition prac-
tices, violated GAAP and its own accounting policies
with respect to three of its most important contracts. First,
[**53] Plaintiffs point to MicroStrategy’s multimil-

lion dollar contract with NCR Corporation (″NCR″). Ac-
cording to the Complaint, this contract was a signifi-
cant factor in the Company’s reported results for the third
quarter of 1999--accounting for approximately 50% of
MicroStrategy’s reported license revenues for that quar-
ter and for all of the revenue and earnings growth the
Company purportedly saw for that quarter--and was char-
acterized as a ″watershed event″ in MicroStrategy’s his-
tory by analysts. A spokesperson and a vice-president
from NCR, however, have stated that the agreement was
not finalized until the fourth quarter of 1999 and that
NCR had no ″contractual rights″ with respect to the trans-
action until the fourth quarter; accordingly, no revenues
from the contract should have been recognized, if [*639]
at all, until the fourth quarter (and not the third quar-
ter) of 1999. MicroStrategy’s early recognition of rev-
enues from this transaction alone allowed MicroStrategy
to report a profit of $ 0.09 per share, rather than the ap-
proximately $ 0.30 loss per share that it would have had
had it followed GAAP. (PP 5, 73.)

Second, the Complaint also points to contracts between
MicroStrategy and [**54] Exchange Applications Inc.
(″Exchange″) and Primark, which collectively ac-
counted for approximately 25% of the revenue that the
Company reported for the fourth quarter of 1999. Mi-
croStrategy allegedly improperly recognized approxi-
mately $ 14 million from the Exchange contract in the
fourth quarter of 1999, when, in fact, the contract was not
executed by both parties until after the fourth quarter
and the fiscal year closed on December 31, 1999. In ad-
dition, the Company recognized at least $ 5 million in
revenue from its arrangement with Primark in the fourth
quarter of 1999 even though Primark did not report
the contract as executed until the first quarter of 2000.
But for these two instances of improper recognition of rev-
enues, the Complaint alleges, MicroStrategy would

have reported substantial losses for the quarter, instead
of the $ 3.76 million in net income that the Company re-
ported. (PP 3, 74-76.)

It would strain credulity to conclude that no probative
value at all attaches to MicroStrategy’s failure to apply to
three of the most important contracts in its corporate
life the GAAP and Company policy that revenues from
contracts should not be recognized until the contracts are
[**55] executed. To the contrary, ″problems with a

transaction with a major impact on revenues are more
likely to help support a strong evidence of scienter,″ and,
here, the significance of the NCR, Exchange, and Pri-
mark contracts to MicroStrategy certainly makes less cred-
ible the inference that the Defendants were not aware
of or did not recklessly disregard the accounting irregu-
larities relating to these contracts. Greebel v. FTP Soft-
ware, Inc., 194 F.3d 185, 206 n.18 (1st Cir. 1999); see,
e.g., In re Aetna Inc. Sec. Litig., 34 F. Supp. 2d 935,
953-54 (E.D.Pa. 1999) (finding a strong inference that de-
fendants/officers had conscious knowledge of misrepre-
sentations and omissions concerning financial impact and
success of integration with acquired company from
their high-level executive positions and the significance
and importance of the acquisition); Chalverus, 59 F. Supp.
2d at 228-29. Moreover, that these accounting irregulari-
ties involved contracts signed at or near the end of fis-
cal years and quarters further casts the suspicious nature
of MicroStrategy’s GAAP violations in bold relief, for
″drastic overstatements of revenue are particularly [**56]
suspect when the transaction occurs at a suspicious
time, such as the end of a fiscal quarter or year.″ Chalv-
erus, 59 F. Supp. 2d at 234.

In sum, these further allegations shed light on otherwise
inferentially ambiguous (though not barren) allegations
that there were GAAP violations and restatements of fi-
nancials. An analysis of MicroStrategy’s GAAP viola-
tions and restatement of financials, when viewed in light
of the magnitude of the overstatements, the nature of
the accounting principles violated, and the importance of
the contracts to which these principles were applied com-
pels the conclusion that Plaintiffs, with these factual alle-
gations, shift the balance of inferences to be drawn
from MicroStrategy’s GAAP violations and subsequent re-

36 Indeed, the force of Defendants’ protestations that revenue recognition rules are complex is diminished--at least with respect
to the contract execution issue--by the fact that PwC has published The User-Friendly Guide to Understanding Software Rev-
enue Recognition, which, with pellucid clarity, states:

If a signed arrangement has been entered into subsequent to the date of revenue recognition . . . revenue was improp-
erly recognized. Written contracts must be signed by both parties prior to revenue recognition. The signatures must
be obtained as of the balance sheet date in order to include the transaction in a given period’s revenues.

(P 144.) Thus, though the Complaint does not specifically allege that the MicroStrategy Defendants were in possession or
were aware of this publication, it at least appears that the rules in some form are ″user-friendly.″
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statements in favor of scienter. 37 It is not necessary to de-
termine whether such a shift is strongly [*640] in fa-
vor of scienter, however, as the Complaint contains yet
additional factual allegations relevant to the inquiry
that must, therefore, be considered.

[**57] b. Statements by Michael Saylor

Plaintiffs also allege that statements made by Defendant
Saylor in various interviews published in newspapers
and magazines lend further weight to the inference that
Defendants were aware of, or reckless as to, the im-
proper accounting practices at issue. (PP 100-02.) The
Complaint excerpts an interview of Saylor with a re-
porter of the Washington Post in June 1999:

″In the public world there’s a difference be-
tween 11:59 and 12:01, the last day of March.
There’s a tangible difference,″ Saylor said.
″One of them is, you go to jail if the thing gets
signed at 12:01 . . . . One of them is, the
stock is up $ 500 million. And the other one
is, you’ve just torched the life and liveli-
hood of a thousand families.

″Would you sacrifice a thousand people’s
lives for one minute of integrity, or would you,
like, put the clock back?″ It was a dilemma
he now had to ″deal with . . . every quarter,″
he said.

(P 100.) 38 These statements, as Plaintiffs contend,
are probative of a cavalier and manipulative atti-
tude toward disclosure requirements on the part of
the President and Chief Executive Officer of Mi-
croStrategy, if not the Company [**58] and its of-
ficers and directors generally. These statements at
the very least provide further context to MicroStrat-
egy’s revenue recognition practices and are, there-
fore, not without probative value. First, these
statements were made by the Company’s top offi-
cer and principal shareholder, and it is a fair in-
ference to draw that these statements relate not only
to Saylor’s personal views, but also to his con-
duct of official duties at MicroStrategy and to ac-
counting practices at the Company. Second, Say-
lor’s statements are particularly probative, as
they tend to show a particularized awareness of
the importance of timing in accounting for con-
tract revenues. Indeed, that Saylor chose to charac-
terize the choice as one between ″putting the
clock back″ and ″the stock is up $ 500 million,″
on the one hand, and ″one minute of integrity″ while
″torching the life and livelihood of a thousand
families″ and ″sacrificing a thousand people’s
lives,″ on the other, provides a valuable insight into
Saylor’s state of mind. 39

[*641] Saylor’s statements, when combined with Mi-
croStrategy’s GAAP violations and restatements viewed in
context, contribute significant weight to an inference of

37 Accordingly, Defendants’ heavy reliance on In re Comshare to support their claim that allegations of GAAP violations never con-
tribute to an inference of scienter is misplaced, for that case is factually distinguishable. See MicroStrategy Brief, at 9-10. In In
re Comshare, the plaintiffs, beyond pleading bare facts alleging motive and opportunity (which the court held insufficient to raise
a strong inference of scienter), relied solely on speculative allegations that a parent company was aware of or recklessly ig-
nored GAAP violations by a subsidiary and thereby failed to allege facts showing ″that the revenue recognition errors at the heart
of this case were ’so obvious that any reasonable man would have known of [them].’″ In re Comshare, 183 F.3d at 553. As dis-
cussed above, however, in this case the Complaint contains, inter alia, other allegations that provide context to the GAAP viola-
tions and the restatements. Thus, unlike the complaint in In re Comshare, the Complaint in this case goes beyond a mere reli-
ance on the fact that there were GAAP violations or a subsequent restatement of financials.

The parent-subsidiary situation in In re Comshare further limits the applicability of that case to this one. The Sixth Circuit reason-
ably viewed the parent-subsidiary relationship in that case already to have shifted the balance of inferences to be drawn from al-
legations of GAAP violations or restated financials against an inference of scienter on the parent company’s part. Id. at 553
(″This Court should not presume recklessness or intentional misconduct from a parent corporation’s reliance on its subsidiary’s in-
ternal controls.″); cf. In re Baan, 103 F. Supp. 2d at 21 (citing Chill v. General Electric Co., 101 F.3d 263, 263 (2d Cir. 1996)). Con-
trary to Defendants’ claims, therefore, In re Comshare is not on point in this case.

38 Omitted from this quotation of the excerpt as included in the Complaint is a bracketed addition by Plaintiffs that read,
″’There’s a tangible difference,’ Saylor said. ’One of them is, you go to jail if the thing gets signed at 12:01 [and you book it the
day before].’″ Defendants take issue with the bracketed statement, ″[and you book it the day before],″ as being supplied by Plain-
tiffs and as not appearing in the article itself. It is clear, however, that the interview concerned MicroStrategy’s revenue recogni-
tion practices, and that the alteration is consistent with, and indeed invited by, the quoted portion. Thus, Defendants’ contention
that the quote is not at all probative of any issue in this case is unpersuasive.

39 The Complaint also quotes the Forbes article that questioned MicroStrategy’s revenue recognition practices, in which Saylor ex-
plained, ″My job is to manage the business in such a way that nobody’s disappointed. I have lots of levers at my disposal.″ (P
101.) Finally, Plaintiffs cite a profile that appeared in the New Yorker on April 3, 2000, wherein Saylor stated, ″I think I’m on a mis-
sion from God, and if you don’t buy from me we’re all going to Hell,″ and allegedly indicated to the reporter that he ″wanted
to be Caesar.″ (P 102.)

The statements from these two interviews are much less revealing than the Washington Post statements quoted above and there-
fore contribute slight, if any, probative weight to the overall balance of inferences to be drawn from the Complaint.
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scienter in this case. Again, however, it is not necessary
to assess the strength of these inferences at this junc-
ture, for there is more--the Complaint [**60] contains ad-
ditional factual allegations probative of scienter.

c. The March 20, 2000, Restatement Announcement
and Subsequent Correction

The Complaint further alleges that the actions taken and
statements made by the Defendants in connection with
the Company’s March 20, 2000, restatement announce-
ment further evidence their fraudulent intent. (PP 59-
60, 107.) Specifically, the Complaint alleges that in Mi-
croStrategy’s March 20, 2000, press release, in which
it announced its intention to restate its financials, the Com-
pany attributed the restatement to a decision to ″con-
form to the most recent statement of the Securities and Ex-
change Commission and the accounting profession
regarding revenue recognition in the software industry″

and focused on SEC Staff Accounting Bulletin 101, which
was issued in December 1999. This statement, argue
Plaintiffs, ″gave the false impression that the restatement
was due to recent changes in GAAP interpretations by
the SEC, rather than the Company’s and PWC’s recent and
purposeful (or, at the very least, reckless) violation of
long-standing GAAP pronouncements.″ (P 59.) In addi-
tion, the Complaint alleges that, prompted by the SEC to
disclose [**61] the true reason for the restatements, Mi-
croStrategy the following day ″reversed itself and con-
ceded in a press release that the restatements had been
compelled by a need to conform with GAAP pronounce-
ments that had been in effect since 1997.″ 40 (P 60 (em-
phasis in original).)

These allegations, taken as true at this stage, are proba-
tive of scienter. A fair inference to be drawn from the fact
that MicroStrategy originally cited a different--if not an
[**62] outright false and misleading--reason for its need
to restate its financials is that, faced with the public rev-
elation of its irregular accounting practices, the Com-
pany was seeking to conceal a conscious or reckless prac-
tice of violating GAAP and falsely reporting financial
figures. And, insofar as such attempts at covering-up the
truth are probative of a culpable state of mind, Mi-
croStrategy’s contention that ″any alleged mistakes in
the press release’s citations to accounting releases in ex-

plaining the restatement cast no light about what defen-
dants knew at the time the original financial state-
ments were issued″ is simply unpersuasive. 41 Thus,
these allegations further tip the balance of inferences re-
garding the Defendants’ states of mind in favor of sci-
enter.

d. Motive and Opportunity

As discussed above, under the pre-PSLRA jurisprudence
of the Second Circuit, [*642] allegations that a defen-
dant had the motive and opportunity to commit securi-
ties fraud per se [**63] raised a strong inference of sci-
enter. 42 Since the PSLRA’s passage, courts have split on
whether pleading motive and opportunity per se suf-
fices to raise a strong inference of scienter. The better
rule, however--the one compelled by the PSLRA’s lan-
guage--is that HN19 allegations of motive and opportu-
nity are relevant, though not necessarily sufficient, to es-
tablishing a strong inference of scienter. This is so because
these formalistic categories of ″motive″ and ″opportu-
nity″ are insufficiently sophisticated to distinguish be-
tween (i) general motives and opportunities possessed by
every officer and director--which, while relevant, are
by themselves inferentially ambivalent and therefore not
supportive of a strong inference of scienter--and (ii) spe-
cific motives and opportunities to commit fraud--which
may contribute more significantly to such an infer-
ence. Indeed, that courts recognizing the per se ″motive
and opportunity″ test find it necessary to qualify its ap-
plication with the common-sense rule that ″a general-
ized motive, one which could be imputed to any publicly
-owned, for-profit endeavor, is not sufficiently concrete for
purposes of inferring scienter,″ demonstrates [**64]
that, ultimately, these formal categories are of little help.
Chill, 101 F.3d at 268 (emphasis added). Thus, the task
at hand is not to pigeonhole factual allegations in the Com-
plaint into the discrete and isolated categories of ″mo-
tive″ and ″opportunity,″ but rather to determine whether
the relevant allegations of motive and opportunity in
the Complaint are sufficiently concrete to contribute to a
strong inference of scienter to be drawn from the total-
ity of the circumstances.

40 The statement further explained:

MicroStrategy today clarifies these statements [made on March 20, 2000] as follows:

The principal reason for the Company’s decision to revise its 1998 and 1999 reported revenues and operating results
was the need to do so under existing accounting principles articulated in Statement of Position 97-2. The Compa-
ny’s previously reported revenues and operating results were not revised principally to conform with Staff Account-
ing Bulletin 101 in advance of its required implementation by March 31, 2000.

(P 60.)

41 MicroStrategy Brief, at 11 n.6.

42 See supra notes 10-15 and accompanying text.
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It is doubtless true that key directors and officers have
the ability to manipulate their company’s stock price, and
Defendants do not dispute that they had the opportu-
nity to commit fraud in this case. 43 Plaintiffs allege in
the Complaint that the Individual Defendants were among
MicroStrategy’s most senior executive officers charged
with conducting the day-to-day affairs of the Company;
that some of the Individual Defendants were also mem-
bers of the board of directors’ [**65] audit committee,
which met periodically during the Class Period; and
that the positions of the Individual Defendants provided
them with direct access to confidential, nonpublic infor-
mation concerning the Company, including, in particular,
the Company’s sales and accounting information. (PP
20, 93, 111, 116-18.) The key question, therefore, is
whether the Complaint pleads facts indicating a specific
motive that is, in turn, more probative than not of sci-
enter. 44

[**66] HN20

There is no dispute that allegations pertaining to motiva-
tion that are applicable to every corporation or corpo-
rate [*643] officer cannot, by themselves, raise a strong
inference of scienter. 45 This is so because an inference
based on a general motive shared by all corporate offi-
cers and directors is no more probative of scienter than
of other less-culpable states of mind; therefore, ″to find
such bare allegations sufficient . . . would unfairly in-
fer an intent to defraud based on the position an indi-
vidual held with a company.″ In re Stratosphere Corp. Sec.
Litig., 1 F. Supp. 2d 1096, 1116 (D. Nev. 1998). But, a
more particularized motive to commit fraud, one tied to
specific circumstances, is not so inferentially ambigu-
ous, and a showing of ″’concrete benefits that could be re-
alized by one or more of the false statements and wrong-
ful nondisclosures alleged’″ may provide the necessary
added inferential weight to tilt the balance in favor of sci-
enter. Phillips, 190 F.3d at 621 (quoting Shields v. Cit-
ytrust Bancorp. Inc., 25 F.3d 1124, 1130 (2d Cir. 1994)
and Zeid v. Kimberley, 973 F. Supp. 910, 923 (N.D.
Cal. 1997)). Thus, [**67] for example, allegations of in-

sider trading may strengthen an inference of scienter
where ″the trades were unusual in their timing or amount.″
In re Orbital Sciences Corp. Sec. Litig., 58 F. Supp. 2d
682, 686 (E.D. Va. 1999); cf. Greebel, 194 F.3d at 198
(″Mere pleading of insider trading, without regard to ei-
ther context or the strength of the inferences to be drawn,
is not enough.″) (emphasis added).

In this case, the Complaint alleges that Defendants’ op-
portunity and motivation (i) to [**68] profit from in-
sider sales by the Individual Defendants, (ii) to meet
Wall Street estimates and thereby profit from MicroStrat-
egy’s IPO and other secondary offerings, and (iii) to por-
tray the Company favorably to creditors and to meet
specific credit agreements with lenders in themselves
raise, or with their other allegations contribute to rais-
ing, a strong inference of scienter. (PP 108-10.) Whether
these allegations succeed will be discussed in turn.

i. Insider Sales

The Complaint alleges that the Individual Defendants
were motivated to commit the alleged fraud because ″they
were able to handsomely benefit from the resulting in-
flation of MicroStrategy’s stock price.″ Plaintiffs allege
that the Individual Defendants ″reaped over $ 90 mil-
lion from sales of substantial portions of their holdings
during the Class Period,″ and that the magnitude and tim-
ing of these sales of stock--independent of any sales in
the context of an offering--by themselves raise a strong in-
ference or are probative of scienter. (P 110.) See Phil-
lips, 190 F.3d at 622 HN21 (″To support a claim of mo-
tive based on the benefit a defendant derives from an
increase in the value of his holdings, [**69] a plaintiff
must demonstrate some sale of ’personally-held stock’
or ’insider trading’ by the defendant.″) (quoting Marks-
man, 927 F. Supp. at 1312).

HN22 It is settled that a ″mere pleading of insider trad-
ing, without regard to either context or the strength of
the inferences to be drawn, is not enough.″ Greebel, 194
F.3d at 198; see Maldonado v. Dominguez, 137 F.3d 1,

43 See, e.g., Phillips, 190 F.3d at 621; San Leandro Emergency Med. Group Profit Sharing Plan v. Philip Morris Cos., 75 F.3d
801, 813 (2d Cir. 1996); In re Time Warner, 9 F.3d at 269; Rehm v. Eagle Finance Corp., 954 F. Supp. 1246, 1253 (N.D. Ill. 1997).

44 As is also the case with pleadings of GAAP violations or restatements of financials, however, it is not the case that such gen-
eralized allegations are irrelevant--that they are inferentially barren--or that other factual allegations cannot strengthen the infer-
ence of scienter to be drawn from them. But, in order to satisfy their pleading burden by pleading motive alone, securities fraud plain-
tiffs must plead additional facts going to motive that sufficiently strengthen any inferences of scienter and weaken other inferences
of a nonculpable state of mind.

Even if the motive allegations in a complaint fail in themselves to meet the pleading burden, however, they may still be consid-
ered along with other allegations of direct or circumstantial facts in the ultimate determination of whether the totality of the cir-
cumstances raise a ″strong inference″ of scienter. To put it differently, ″in those cases where motive and opportunity allegations
do not alone create a strong inference of scienter, the allegations will nonetheless be relevant in determining whether the totality of
allegations permits a strong inference of fraud.″ Angres v. Smallworldwide PLC, 94 F. Supp. 2d 1167, 1174 (D. Colo. 2000).

45 See, e.g., Phillips, 190 F.3d at 623; Chill, 101 F.3d at 268; Novak v. Kasaks, 216 F.3d 300, 2000 U.S. App. LEXIS 14349
(2d Cir. 2000); Melder v. Morris, 27 F.3d 1097, 1102 (5th Cir. 1994) (″Plaintiff’s allegation of motive--basically that the defen-
dant and officers were motivated by incentive compensation--would effectively eliminate the state of mind requirement as to all cor-
porate officers and defendants.″).
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9-10 (1st Cir. 1998). However, it is equally well-settled
that ″sales of stock by corporate insiders can suffice to es-
tablish scienter if the trades were unusual in their tim-
ing or amount.″ In re Orbital, 58 F. Supp. 2d at 686 (em-
phasis added); see also In re Apple Computer Sec.
Litig., 886 F.2d 1109, 1117 (9th Cir. 1989); In re Com-
share, 183 F.3d at 553. In this regard, HN23 courts should
not ″infer fraudulent intent from the mere fact that
some officers sold stock. . . . Instead, plaintiffs must al-
lege that the trades were made at times and in quanti-
ties that were suspicious enough to support the neces-
sary strong inference of scienter.″ In re [*644] Burlington
Coat Factory Sec. Litig., 114 F.3d 1410, 1424 (3d Cir.
1997); [**70] see, e.g., Greebel, 194 F.3d at 197 (″Un-
usual trading or trading at suspicious times or in suspi-
cious amounts by corporate insiders has long been recog-
nized as probative of scienter.″); In re Advanta Corp.
Sec. Litig., 180 F.3d 525, 540 (3d. Cir. 1999); Shaw v.
Digital Equip. Corp., 82 F.3d 1194, 1224 (1st Cir. 1996).
Among the factors relevant to this inquiry are (i)

whether the alleged trades were ″normal and routine″

for the insider; (ii) whether profits reaped ″were substan-
tial enough in relation to the compensation levels for
any of the individual defendants so as to produce a suspi-
cion that they might have had an incentive to commit
fraud″; and, (iii) whether, in light of the insider’s total
stock holdings, the sales are unusual or suspicious. In re
Burlington Coat Factory, 114 F.3d at 1423. With re-
gard to the last factor, however, there is no bright line
test as to the amount or percentage of stock that must be
sold to constitute a ″suspicious amount″--nor should
there be, for, in the end, the determination of whether in-
sider sales were ″suspicious″ is highly context-specific
and dependent on the other allegations [**71] in the com-
plaint. 46

[**72] The Individual Defendants’ stock sales, as al-
leged in the Complaint and reported in public records, are
summarized in the following table:

Number Percentage Percentage Approximate

Defendant of Price Sold of ″A″ of Total Period Total

Shares Share Holdings Proceeds

Sold Holdings

Michael 500,000 $ 85- 100% 2.2% Oct. 27-29, $ 42,587,700

Saylor $ 86.09 1999

Sanju 10,500 $ 37.63- July 27-28, $ 399,000

Bansal $ 38 1999

330,000 $ 85- 95% 10.3% Oct. 27-29, $ 28,107,900

$ 86.09 1999

22,000 $ 94.15 Nov. 19, 1999 $ 2,071,300

Mark 11,000 $ 37.50- 99% 85.6% Jul. 27-28, $ 385,500

Lynch $ 38 1999

50,000 $ 85- Oct. 27-29, $ 4,133,700

$ 86.09 1999

Stephen 2,000 $ 30.50 Aug. 17, 1999 $ 61,000

Trundle 65,000 $ 84- 31% 35.6% Oct. 25-27, $ 5,475,000

$ 88 1999

50,000 $ 148.50- Feb. 29, 2000 $ 7,459,200

$ 150

Ralph 10,000 $ 86.25- 91% 50% Oct. 28, 1999 $ 843,900

Terkowitz $ 86.69

46 Compare Provenz, 102 F.3d at 1491 (holding that 20% of individual defendant’s holdings raised an inference of scienter);
and Schlagal v. Learning Tree Int’l, 1998 U.S. Dist. LEXIS 20306, at *49, No. CV 98-6384 (C.D. Cal. Dec. 29, 1998) (holding
that total proceeds from insider sales of $ 10.6 million raised inference of scienter); and In re MTC Elec. Techs. Shareholders Litig.,
898 F. Supp. 974, 980 n.4 (E.D.N.Y. 1995) (holding that stock sales by one defendant of approximately 8,000 shares for profit
of $ 173,000 raised strong inference of fraudulent intent); with In re Silicon Graphics Inc. Sec. Litig., 183 F.3d 970, 987 (9th Cir.
1999) (holding that collective sales of 10% insufficient to raise strong inference of conscious fraud); and Acito v. IMCERA
Group, Inc., 47 F.3d 47, 53 (2d Cir. 1995) (holding that sale by one defendant of 11% of holdings, in light of absence of any
sales by other defendants, undermined allegations of scienter).
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Number Percentage Percentage Approximate

Defendant of Price Sold of ″A″ of Total Period Total

Shares Share Holdings Proceeds

Sold Holdings

Frank 10,000 $ 90 50% 51.8% Oct. 22, 1999 $ 875,000

Ingari

TOTAL SHARES SOLD: 1,060,500 TOTAL PROCEEDS: $ 92,399,200

[**73] Plaintiffs allege that each of the private sales of
stock by the Individual Defendants occurred within
days after an announcement that the Company showed
an ″[n]th [*645] consecutive quarter of increased rev-
enue,″ and that such sales, therefore, are suspicious
and probative of scienter. The Complaint, for example, al-
leges that Defendants Bansal, Lynch, and Trundle made
significant sales of Class A stock in July 1999, August
1999, November 1999, and/or February 2000, and that
each of these sales occurred within days after an an-
nouncement by MicroStrategy of increased earnings
and revenues. (PP 110, 46, 47, 49, 51, 53.) In this re-
spect, Plaintiffs focus on sales by all of the Individual De-
fendants of MicroStrategy Class A common stock be-
tween October 22 and 29, 1999--only several days after
the issuance of the October 18, 1999, press release an-
nouncing the Company’s inflated third quarter 1999 re-
sults and the (prematurely) claimed ″$ 52.5 million re-
lationship″ with NCR. (PP 5, 48.) Indeed, as the Table
above reflects, all of the sales made by Defendants Say-
lor, Terkowitz, and Ingari (independent of any sales made
in the context of an offering) during the Class Period oc-
curred in this [**74] 8-day period alone and consti-
tuted approximately 100%, 91%, and 50%, respectively,
of their holdings of Class A shares. These sales, accord-
ing to the Plaintiffs, are suspicious both in their timing and
amount (both in terms of the proceeds realized and the
percentages sold of their respective holdings) and thus are
probative of scienter.

Defendants take issue with Plaintiffs’ focus on the Indi-
vidual Defendants’ holdings of Class A common stock
and argue that an examination of these sales must take into
account the percentage of each Individual Defendant’s
total holdings was sold. According to the Complaint, Mi-
croStrategy has two classes of stock: Class A common
stock, the owners of which are entitled to one vote per
share and can sell shares without any restriction, and Class
B common stock, the owners of which are entitled to
ten votes per share but can only sell shares with the con-
sent of the holders of the majority of Class B shares or
by converting their Class B shares into Class A shares on
a one-to-one basis. (P 20.b.) The Complaint further al-

leges facts indicating that Class B shares account for
69.3% of the Company’s total shares of outstanding com-
mon stock, and that virtually [**75] all of such shares
are held by the Company’s senior executives, including
the Individual Defendants. (PP 20.b, 21.) Defendants ar-
gue that, when taken in the context of each Individual De-
fendant’s total holdings of common stock, each sale
hardly amounted to the ″massive insider selling″ that
Plaintiffs allege. Specifically, Defendants contend that
such a comparison shows that the Individual Defendants
collectively sold less than 5% of their total holdings in
the Company, and that, thus, the sales fall short of what
is necessary to support an inference of fraudulent in-
tent. 47

Defendants are correct in their assertion that a more use-
ful inquiry is the relationship between the individual
sales and each Individual Defendant’s total holdings. 48

See In re Burlington Coat Factory, 114 F.3d at 1423. This
is so because, unlike Class A shares, Class B shares can-
not be sold without first being converted to Class A
shares; thus, sales of Class A shares by the [**76] Indi-
vidual Defendants generally represent sales of Class B
shares. A focus on Class A sales would appear unfairly to
skew the analysis against the Individual Defendants, sug-
gesting that the Individual Defendants sold a greater
percentage of their trading potential than was actually
the case. See In re Silicon Graphics, 183 F.3d at 987 (″Ac-
tual stock shares plus exercisable stock options repre-
sent the owner’s trading potential more accurately than
stock shares alone. Therefore, a sale involving a signifi-
cant [*646] portion of his shares and options com-
bined, is less suspicious than were the insider to hold no
options.″). Even so, the alleged insider sales, when
viewed within the totality of the circumstances, are pro-
bative of scienter. Four reasons support this conclu-
sion.

[**77] First, even when considered in light of the Indi-
vidual Defendants’ total holdings of MicroStrategy
shares, the sales clearly are significant. Although the
sales in the aggregate amounted to less than 5% of all

47 See MicroStrategy Brief, at 15.

48 Defendants have supplied the Court with filings made by the Individual Defendants to the SEC that show, for the most part,
that the Individual Defendants’ holdings of Class A stock were converted from their holdings of Class B stock. See Exhibits Sub-
mitted in Support of MicroStrategy Defendants’ Motion to Dismiss Consolidated Amended Class Action Complaint, at G.
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of the Individual Defendants’ total holdings, this figure
is itself somewhat misleading. Because this 5% figure rep-
resents the aggregated sales as a percentage of all of
the Individual Defendants’ aggregated holdings, it masks
the fact that Defendants Bansal, Lynch, Trundle, Terkow-
itz, and Ingari respectively sold 10.3%, 85.6%, 35.6%,
50%, and 51.8% of their total individual holdings dur-
ing the Class Period. These are manifestly significant per-
centages on an individual basis, a fact obscured by lump-
ing together all sales and holdings.

Second, if such sales of Class A stock in fact repre-
sented (by conversion) the sale of Class B stock, then
the sales give rise to a fair inference that the need to sell
was so important that each of these Individual Defen-
dants was willing to give up as much as 85.6% of their re-
spective share of control of the Company. In this light,
even Defendant Saylor’s sale of 2.2% of his total holdings
--which represents as much as 2.2% of his share
[**78] of control of the Company--takes on added sig-

nificance. Indeed, this inference is further amplified by
the fact that holders of Class B shares enjoy a 10-to-1 ad-
vantage in voting over Class A shareholders and, accord-
ingly, that the sale of Class B shares constitutes a sig-
nificant dilution of the shareholder’s voting power vis-a-
vis Class A shareholders. 49

Third, even if the aggregated sales as a percentage of
the Individual Defendants’ total holdings superficially ap-
pear unimpressive, they take on greater weight when
the timing of the sales is taken into consideration. The
Complaint alleges that all of Defendant Saylor’s sales--
though only amounting to 2.2% of his total holdings--
and all of the sales made by Defendants [**79] Terkow-
itz and Ingari--representing 50% and 51.8% of their total
holdings, respectively--during the 2-year Class Period
occurred within a single 8-day period immediately follow-
ing MicroStrategy’s allegedly premature announcement
of a ″$ 52.5 million relationship″ with NCR, termed by
analysts as a ″watershed event″ in MicroStrategy’s his-
tory, accounting for approximately 50% of the Compa-
ny’s license revenues reported and for all of the rev-

enue and earnings growth the Company purportedly
experienced for the quarter. (PP 5, 48, 110.) Moreover,
more than half of the sales of the remaining Individual De-
fendants during the Class Period occurred during this pe-
riod: Defendant Bansal sold 91%, Defendant Lynch
sold 82%, and Defendant Trundle sold 56% of their re-
spective Class Period sales during this 8-day period. (P
110.) This confluence of timing and magnitude is
clearly probative of scienter. Add to this the fact that, as
shown above, the magnitude of the sale must be
viewed in light of the alleged fact that the sale of Class
B stock would entail a significant (10 votes per share) di-
lution of the owner’s voting power, and these allega-
tions take on even greater probative weight.

Finally, the [**80] magnitude of the Individual Defen-
dants’ sales must be viewed along a continuum where
maximum profits and total loss of control are at one
end, and minimum profits and maximum retention of con-
trol are at the other. Accordingly, the fact that the point
on this continuum that the Individual Defendants chose to
draw did not entail near-total divestment of their total
holdings in MicroStrategy does not preclude an infer-
ence of an intent on the Individual Defendants’ part to
profit [*647] from fraud and maintain control of the
Company. Defendants mistakenly assume that the only
motive probative of scienter is the motive to ″cash out″
fully by divesting themselves of their stake in the Com-
pany. Yet, the calculus clearly is more complicated, for, as
one court has put it, ″an insider may not always trade
all his shares in the company for which he possesses the
inside information; the trader may hold on to a portion
of his shares to hedge against the unforeseen or to ob-
scure the insider trading from the SEC.″ 50 In re
Worlds of Wonder Sec. Litig., 35 F.3d 1407, 1427 (9th
Cir. 1994). 51

Thus, Defendants’ argument that no inference of scienter
can be drawn from the sales because the Individual De-
fendants ″traded 4.5% of their total holdings--the CEO
trading only 2.2% of his shares--at an average price of

49 And, with regard to Defendant Saylor, it also must be noted that he is alleged to hold 55.2% of MicroStrategy’s common
stock outstanding. Thus, Saylor’s sales chipped away at his primary shareholder status, though to what extent is unclear from the
Complaint and supplementary documents.

50 Thus, Defendants’ argument that, because, in the end, ″whatever profits the [Individual Defendants] made from their rela-
tively insignificant trades pale in comparison to the declines they subsequently suffered,″ any inference of fraud from the sales is af-
firmatively negated is not very persuasive, for the facts alleged in the Complaint support an inference that the Individual Defen-
dants wanted the best of both worlds: They wanted at once (i) to maximize the number of shares they sold at certain opportune times
and thereby profit from the alleged fraud, and (ii) to minimize the need to sell Class B shares and thereby give up a significant de-
gree of control of the Company. In any event, while the argument may arguendo serve to blunt the full force of the scienter in-
ference, it does not eliminate the substantive contribution of the insider trades to the strength of an inference of scienter.

51 In In re Worlds of Wonder, the allegation was ″essentially that these defendants possessed inside information on [the compa-
ny’s] imminent collapse, so one would expect that they would have sold a good proportion of their holdings,″ yet, ″on the con-
trary, most of these defendants sold only a minuscule fraction of their holdings . . . and ended up reaping the same large losses as
did Plaintiffs when [the company] collapsed.″ In re Worlds of Wonder, 35 F.3d at 1427. In this case, however, the allegations sug-
gest a situation where the Individual Defendants at once wanted to profit from the misstatements and retain control of, and re-
main for the duration with, the Company.
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approximately 13% of the class period high, and less
than half of the price to which the stock fell following
the precipitating disclosure″ is unpersuasive. 52 As dis-
cussed above, 4.5% [**82] in itself is a misleading fig-
ure in that it dilutes the respective percentages of all of the
Individual Defendants except for Defendant Saylor. In
addition, Saylor’s sales--as well as those of the other In-
dividual Defendants--must be viewed in the context of
competing motivations (profiting from alleged fraud and
maintaining control of the Company) that are both in-
ferentially consistent with and supported by the allega-
tions in the Complaint. Furthermore, that the Individual
Defendants were not perfectly prescient in predicting
when MicroStrategy stock would reach its high and also
suffered significant losses upon the public revelation
of their alleged fraud 53 does not erase the inference of sci-
enter to be drawn from an examination of the amount,
timing, and context of the Individual Defendants’ al-
leged insider trades. Whether these allegations suffice to
raise a strong inference of scienter need not be deter-
mined at this stage, however, as the Complaint contains
other allegations as to Defendants’ motive to commit fraud
that must be considered.

[**83] ii. Meeting Wall Street Estimates

Plaintiffs also allege that MicroStrategy generally was mo-
tivated to engage in fraud in order to meet expectations
as to its performance and, consequently, to obtain more
capital through its offerings of stock. (P 108.) This gen-
eral allegation, though relevant, adds little by itself to the
scienter calculus, because these are motives ″possessed,
to a certain degree, by [*648] every corporate officer.″ In
re Stratosphere Corp., 1 F. Supp. 2d at 1116. The Com-
plaint continues, however, by alleging that this gen-
eral motive took more concrete form owing to three par-
ticular events: (i) MicroStrategy’s IPO, the success of
which was achieved in part through the filing of false fis-
cal year 1997 financial reports and from which Defen-
dants raised approximately $ 48 million (P 26); (ii) Mi-
croStrategy’s sale, along with Defendants Bansal,
Trundle, Lynch, and Ingari and seven other shareholders,
of 4,000,000 Class A common shares, which occurred
on the same day as the issuance of the Company’s alleg-
edly false and misleading 1998 financial results and

which raised approximately $ 40 million (P 40); and (iii)
MicroStrategy’s announcement in February [**84]
2000, one month after the Company’s release of fourth
quarter and year-ended 1999 reports, of its efforts to raise
nearly $ 1 billion though the sale of 6.5 million shares
of Class A common stock, including 1.6 million shares
owned by Defendant Saylor (P 53). 54 These specific
factual allegations serve to particularize Defendants’ mo-
tive in a way probative of scienter. 55

[**85] iii. Satisfaction of Credit Agreements

Finally, Plaintiffs allege that the Defendants ″were fur-
ther motivated [by a desire]. . . to portray the Company fa-
vorably with actual and potential creditors from whom
MicroStrategy needed to borrow funds.″ (P 109.) Specifi-
cally, the Complaint alleges that,

on March 26, 1999 the Company entered
into a $ 25 million Credit Agreement with Na-
tionsBank, N.A. As a condition to borrow-
ing funds under that Agreement, MicroStrat-
egy was required to, among other things,
maintain certain financial ratios. As the com-
pany later admitted after the Class Period
in its Report on Form 10-Q/A filed with the
SEC on or about May 30, 2000:

as a result of the restatement to
our 1997, 1998 and 1999 finan-
cial statements . . . we would not
have been in compliance with
all of the covenants contained in
the line of credit agreement,
therefore we would not have had
the right to borrow amounts un-
der the agreement.

(P 109.) As a general matter, an allegation per-
taining to ″a company’s desire to maintain
a high bond or credit rating [does not] qualify
as a sufficient motive for fraud in these cir-
cumstances, because if scienter could [**86]
be pleaded on that basis alone, virtually ev-
ery company in the United States that experi-
ences a downturn in stock price could be

52 MicroStrategy Reply Brief, at 16.

53 Plaintiffs represented at the hearing, and Defendants did not contest, that MicroStrategy’s stock was trading at approximately
eight to ten times its IPO value when Defendants made these sales in October 1999.

54 The Complaint further alleges that, had this offering come to fruition, Saylor would have received an additional $ 300 mil-
lion. (P 108.) It appears, however, that the offering never occurred in the aftermath of the March 20, 2000, restatement announce-
ment.

55 See In re Datastream Sys., Inc. Sec. Litig., 2000 U.S. Dist. LEXIS 1468, at *9 n.4, No. 6:99-0088-13 (D.S.C. Jan 31, 2000) (Plain-
tiffs’ allegations that defendant ″presented materially false information to the public in order to ensure the completion of a pub-
lic offering that would provide him huge profits from the sale of his personally-held stock″ was sufficient to plead scienter); In re
American Bank Note Holographics, Inc. Sec. Litig., 93 F. Supp. 2d 424, 444-45 (S.D.N.Y. 2000) (″[Defendant company] had
the most to win by inflating the price of the IPO, and was thus motivated to make statements or omit facts that would result in a
higher price.″).
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forced to defend securities fraud actions.″ 56

In this case, however, the Complaint’s alle-
gations concerning MicroStrategy’s ability to
comply with the specific terms of its credit
agreement with NationsBank are sufficiently
particularized so as to be probative of sci-
enter. See In re American Bank Note Holo-
graphics, Inc. Sec. Litig., 93 F. Supp. 2d 424,
445 (S.D.N.Y. 2000) (holding that defen-
dants’ [*649] alleged motive ″to enhance
its ability to raise cash under [a] $ 30 mil-
lion credit facility agreement . . . [is] a suffi-
cient motive to raise an inference of fraudu-
lent intent″). Thus, these allegations not only
form part of the totality of the circum-
stances to be considered in determining
whether the Complaint’s allegations raise a
strong inference of scienter, but also corrobo-
rate any such strong inference to be drawn.

[**87] e. Conclusion

An examination of the totality of the circumstances al-
leged by the Complaint compels the conclusion that Plain-
tiffs have met their burden under the PSLRA of plead-
ing sufficient facts to raise a strong inference that the
MicroStrategy Defendants acted with the requisite sci-

enter. 57 Specifically, the Complaint’s allegations as to
(i) MicroStrategy’s GAAP violations and restatement of
financials; (ii) Defendant Saylor’s public statements;
(iii) Defendants’ actions with respect to the March 20,
2000, announcement and the subsequent correction; and
(iv) Defendants’ particularized motive and opportunity
to profit from insider sales while retaining control of the
Company, to meet Wall Street expectations and thereby
maximize the proceeds reaped from public offerings of
stock, and to prevent MicroStrategy from defaulting on
its credit agreement with NationsBank cumulatively raise
a strong inference that the MicroStrategy Defendants
acted intentionally, consciously, or recklessly in viola-
tion of the securities laws. Just as otherwise-unremark-
able individual points of colored paint in the aggregate be-
come a Seurat painting, so, too, do the individual
allegations in [**88] this case--which, when viewed in
isolation may or may not by themselves give rise to a
″strong inference″ of scienter--collectively paint an
equally compelling picture of scienter. 58 Accordingly,
the motion of the [*650] MicroStrategy Defendants to
dismiss the Complaint’s claim under Section 10(b) of the
Exchange Act and Rule 10b-5 cannot be granted on the
ground that Plaintiffs have failed to satisfy the PSLRA’s
heightened pleading requirements.

2. Count IV: PricewaterhouseCoopers 59

56 San Leandro Emergency Med. Group Profit Sharing Plan v. Philip Morris Cos., 75 F.3d 801, 814 (2d Cir. 1996) (quotations
omitted); see, e.g., In re Crystal Brands Sec. Litig., 862 F. Supp. 745, 749 (D. Conn. 1994) (holding that allegations of a mo-
tive to ″maintain good relations with suppliers, retailers and lenders . . . . pertain to virtually any company that manufactures and dis-
tributes goods″ and are therefore inadequate).

57 The allegations in the Complaint, moreover, are sufficiently particular with respect to each Defendant to satisfy the require-
ments of the PSLRA. See, e.g., Brinker Capital Holdings, Inc. v. Imagex Servs., Inc., 178 F.R.D. 380, 383 (N.D.N.Y. 1998) (″To cre-
ate a strong inference of scienter on the part of the defendant the PSLRA requires that facts be alleged with particularity as to
that defendant.″). The PSLRA merely requires securities fraud plaintiffs to ″distinguish among those they sue and enlighten each de-
fendant as to his or her part in the alleged fraud.″ Coates v. Heartland Wireless Communications, Inc., 26 F. Supp. 2d 910, 914
(N.D. Tex. 1998). In this case, the Complaint specifies which report, announcement, or other communication allegedly implicates
each Defendant, when those communications were made, and why the communications were false and misleading. (PP 26, 29, 30
-32, 34-42, 44-49, 51, 53, 56-57, 61-81.) See, e.g., DiLeo v. Ernst & Young, 901 F.2d 624, 627 (8th Cir. 1990) (Plaintiffs must al-
lege ″the who, what, when, where, and how: the first paragraph of any news story.″). These allegations are further supple-
mented by other factual allegations specific to each Defendant--for example, the timing and extent of each Individual Defendant’s
insider sales--that are sufficiently specific that ″each defendant [is] apprised of the specific nature of his alleged participation in
the fraud.″ Brinker, 178 F.R.D. at 384. And, the Complaint does not ″merely rely on the individual positions or committee mem-
berships within the . . . organization,″ Coates, 26 F. Supp. 2d at 916. (PP 5, 21(a)-(f), 100-02, 110.) See also Juntti v. Prudential
-Bache Sec., Inc., 1993 U.S. App. LEXIS 10345, No. 92-2066, 1993 WL 138523, at **2 (4th Cir. May 3, 1993) (unpublished dis-
position) (″Where multiple defendants are asked to respond to allegations of fraud, the complaint should inform each defendant
of the nature of his alleged participation.″) (quotation omitted). Accordingly, to inquire into whether the so-called ″group plead-
ing doctrine″ applies here, or whether the doctrine remains viable in the aftermath of the PSLRA, is unnecessary. See, e.g., In
re GlenFeld, Inc. Sec. Litig., 60 F.3d 591, 593 (9th Cir. 1995) (″In cases of corporate fraud where the false and misleading infor-
mation is conveyed in prospectuses, registration statements, annual reports, press releases, or other ’group published informa-
tion,’ it is reasonable to presume that these are the collective actions of the officers.″) (citation omited); Orman v. America On-
line, Inc., No. 97-264-A, slip op. at 5 (E.D. Va. July 11, 1997).

58 It is well to remember that the entire analysis in this Memorandum Opinion proceeds on the premise that the allegations in
the Complaint are true and that Plaintiffs are entitled to all favorable inferences to be drawn therefrom. Of course, this assump-
tion disappears at the summary judgment stage, and the factual record in this case may ultimately not resemble the Com-
plaint’s allegations. For present purposes, however, the Complaint as a whole pleads enough facts to pass muster under the PSL-
RA’s ″strong inference″ pleading standard.

59 For the purposes of this Section, the term ″Defendant″ refers to Defendant PricewaterhouseCoopers.
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Plaintiffs also have brought a claim under Section 10(b)
of the Exchange Act and Rule 10b-5 against Defen-
dant PricewaterhouseCoopers, MicroStrategy’s principal
accountant and auditor. The PSLRA’s pleading require-
ments do not distinguish [**90] between corporate de-
fendants and accountants; thus, while the Complaint’s
factual allegations against PwC must be separately con-
sidered, the pleading principles elucidated above apply
with equal force to the Complaint’s allegations against
PwC. It bears repeating, however, that the task at hand is
an assessment of whether the factual allegations in the
Complaint collectively raise a strong inference that PwC
possessed the ″requisite state of mind″ of intentional
or conscious fraud or recklessness in making its alleged
misrepresentations and omissions. In this regard, no fac-
tual allegations relevant to and probative of scienter--
including particularized allegations of motive and op-
portunity--should be excluded from the ultimate
assessment as to the strength of the inference of scienter
to be drawn from the Complaint.

a. GAAP and GAAS Violations

According to the Complaint, PwC, in conformance with
its contractual obligations to MicroStrategy as its audi-
tor and principal accounting firm, was required to:

(i) audit MicroStrategy’s financial statements
in accordance with GAAS; (ii) report the re-
sults of audits and quarterly reviews to Mi-
croStrategy and its Board of Directors’
[**91] Audit Committee; and [sic] (iii) is-

sue Audit Reports regarding the conformance
of the Company’s financial statements with
GAAP, which were incorporated into SEC fil-
ings and other reports distributed to share-
holders and members of the public; and (iv)
assist in the preparation and review of Mi-
croStrategy’s quarterly financial statements
which were included in the Company’s fil-
ings with the SEC.

(P 127.) The Complaint further alleges that PwC
violated numerous GAAS provisions ″by, among
other things, failing to expand or otherwise con-
duct its audits with respect to revenue recogni-

tion by MicroStrategy,″ and by its ″failure to
qualify, modify or abstain from issuing its audit
opinions on MicroStrategy’s fiscal 1997, 1998 and
1999 financial statements when it knew or reck-
lessly turned a blind eye to numerous adverse facts
and ’red flags.’″ 60 (PP 132-34.) According to the
Complaint, specific standards govern an auditor’s
conduct of an audit, including the auditor’s duty
″to maintain an independence in mental attitude in
all matters related to the [*651] assignment,″
″to adequately plan and supervise the work of its
staff and to establish and carry out procedures rea-
sonably designed [**92] to search for and detect
the existence of material misstatements caused by
error or fraud,″ and to obtain ″competent eviden-
tial matter . . . through inspection, observation, in-
quiries and confirmations [in order] to afford a rea-
sonable basis for an opinion regarding the financial
statements under audit.″ (PP 134-35.)

[**93] As already discussed, bare allegations of rules vio-
lations do not suffice by themselves to meet the
PSLRA pleading standard, for, as a rule, ″general allega-
tions of GAAP and GAAS violations fail to satisfy the
scienter requirements of Section 10(b) and Rule 10b-5.
The mere misapplication of accounting principles by
an independent auditor does not establish scienter.″ Zucker
v. Sasaki, 963 F. Supp. 301, 307 (S.D.N.Y. 1997); see,
e.g., SEC v. Price Waterhouse, 797 F. Supp. 1217, 1240
(S.D.N.Y. 1992). More is required; specifically, a plain-
tiff must also allege facts tending to show that ″the ac-
counting practices were so deficient that the audit
amounted to no audit at all or that no reasonable accoun-
tant would have made the same decisions if confronted
with the same facts.″ Zucker, 963 F. Supp. at 307 (quota-
tions omitted). In other words, a plaintiff alleging an au-
ditor’s scienter cannot meet the PSLRA pleading stan-
dard simply by alleging that the auditor violated GAAS
or other pertinent accounting and auditing principles in
performing an audit and other services--specifically, by
solely relying on the inferentially ambiguous fact [**94]
that an audit did not conform to GAAS; instead, a plain-
tiff must allege other facts indicating that the nature
of those violations was such that scienter is properly in-

60 The relationship between GAAP and GAAS so far as an auditor is concerned is as follows:

HN24 [SEC] regulations stipulate that . . . financial reports must be audited by an independent certified public ac-
countant in accordance with generally accepted auditing standards. By examining the corporation’s books and re-
cords, the independent auditor determines whether the financial reports of the corporation have been prepared in ac-
cordance with generally accepted accounting principles. The auditor then issues an opinion as to whether the financial
statements, taken as a whole, fairly present the financial position and operations of the corporation for the relevant
period.

United States v. Arthur Young & Co., 465 U.S. 805, 810, 79 L. Ed. 2d 826, 104 S. Ct. 1495 (1984). Because PwC’s al-
leged GAAS violations include its alleged participation in and approval of MicroStrategy’s recognition practices in viola-
tion of GAAP, references to PwC’s GAAS violations also include any and all alleged violations of GAAP.
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ferred. 61 In sum, to meet the PSLRA pleading burden, a
plaintiff must allege facts that place the GAAS viola-
tions in a context that ″paint a portrait of an audit so reck-
less that a jury could infer an intent to defraud.″ Ja-
cobs v. Coopers & Lybrand, 1999 U.S. Dist. LEXIS 2102,
No. 97-CIV-3374(RPP), 1999 WL 101772, at *14
(S.D.N.Y. March 1, 1999).

Plaintiffs offer four factual allegations to support their
scienter [**95] pleading burden against PwC: (1) the
magnitude of the GAAP and GAAS violations and the re-
statement that followed (PP 3, 13-14, 55-56, 65-80, 131
-35); (2) PwC’s ″unfettered access″ to the Company’s
resources and knowledge of MicroStrategy’s operations
and software contract arrangements (PP 138-42); (3)
PwC’s disregard of ″red flags″ regarding improper rev-
enue recognition issues (PP 143-44); and (4) PwC’s vio-
lation of the independence requirement and its motive
″to maintain MicroStrategy’s appearance of profitability″

(PP 145-58). Each of these factual allegations provides
context and content to Plaintiffs’ overarching allegation
that PwC’s GAAS violations invite a cogent and per-
suasive--that is, a strong--inference of scienter. Each of
these supplementary allegations are separately consid-
ered.

b. The Magnitude of the Violations of GAAP and the
Subsequent Restatement

As discussed above, the magnitude and pervasiveness of
MicroStrategy’s financial restatements and the relative
simplicity of the accounting principles violated in this case
lend further probative weight to Plaintiffs’ allegations
that the GAAP violations in this case raise a strong infer-
ence of scienter. The [**96] same conclusion applies
to PwC.

First, Plaintiffs allege that PwC’s failure to detect Mi-
croStrategy’s violations of GAAP or otherwise to abide
by GAAS in conducting its audits of MicroStrategy’s
1997, 1998, and 1999 financial reports and in assisting
the Company in quarterly reports [*652] during the Class
Period resulted in false reports of net income that aggre-
gated to $ 18.9 million, when, in fact, the Company in-
curred net losses that aggregated to $ 36.8 million. (PP 3,

99.) In addition, these GAAP violations resulted in false
reports of revenues that aggregated to an overstate-
ment of $ 66 million. (P 3.) Second, the Complaint also al-
leges that the accounting principles violated in this
case are so simple so as to compel a stronger inference
that PwC’s failure to detect them resulted from either con-
scious fraud or severe recklessness. 62 That these viola-
tions occurred consistently over the entire Class Period
(PP 72-81), resulted in such a large restatement, and in-
volved the violation of relatively straightforward account-
ing principles is probative of scienter.

[**97] Also alleged is the celerity with which MicroStrat-
egy and PwC were able to review the Company’s finan-
cials, catch the accounting irregularities, and an-
nounce a restatement after the publication of the March
6, 2000, Forbes article. (PP 13, 55-56.) The alleged fact
that MicroStrategy and PwC were able to conduct,
within two weeks after the publication of the Forbes ar-
ticle, ″a . . . detailed review of MicroStrategy’s signifi-
cant contracts″ from the preceding two years further sup-
ports the inference of scienter stemming from the
magnitude of the restatement and the simplicity of the
GAAP principles violated in this case. This fact also ef-
fectively serves to rebut Defendants’ contention that
the complexity of the accounting principles at issue miti-
gate any inferences of scienter. See In re First Mer-
chants, 1998 U.S. Dist. LEXIS 17760, at *32, No. 97-C-
2715 (N.D. Ill. Nov. 4, 1998) (finding that the magnitude
of the fraud combined with allegations showing the
ease with which an independent officer discovered dis-
crepancies ″suggest[] a deliberate ignorance″ on audi-
tor’s part).

It is simply a matter of common sense and logic--
particularly given the special expertise [**98] of account-
ing firms--that the less complex the rules violated, the
greater the magnitude of the irregularities, and the more
frequent the violations, the stronger is the inference
that conscious fraud or recklessness is the explanation

61 To reiterate, the general rule that bare allegations that GAAP and GAAS were not followed in conducting an audit simply
states the unremarkable proposition that such allegations, standing alone, support inferences of both culpable and nonculpable states
of mind that are of equal strength, and that, without other allegations shifting the balance of inferences to be drawn, such allega-
tions cannot support a ″strong inference″ of scienter.

62 See, e.g., In re Next Level Sys., Inc. Sec. Litig., 1999 U.S. Dist. LEXIS 5653, No. 97- C-7362, 1999 WL 387446, at *11
(N.D. Ill. March 31, 1999) (″’The magnitude of reporting errors may lend weight to allegations of recklessness where defendants
were in a position to detect the errors.’″) (quoting Rehm v. Eagle Finance Corp., 954 F. Supp. 1246, 1256 (N.D. Ill. 1997)); Chalv-
erus, 59 F. Supp. 2d at 234 (″Significant overstatements of revenue tend to support the conclusion that the defendants acted with sci-
enter.″); see also Leslie Fay Cos., Inc. Sec. Litig., 835 F. Supp. 167, 175 (S.D.N.Y. 1993) (″In cases where small accounting er-
rors only ripple through the corporate books, a court may conclude . . . that an accountant’s failure to discover his client’s fraud was
not sufficiently reckless to sustain a 10b-5 claim. On the other hand, when tidal waves of accounting fraud are alleged, it may
be determined that the accountant’s failure to discover the client’s fraud raises an inference of scienter on the face of the plead-
ing.″); Carley Capital Group, 27 F. Supp. 2d at 1339-40.
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for the auditor’s role in the violations. 63 And, the fact
that PwC was able quickly to identify and correct these
violations from information accumulated for over two
years weakens the inference that PwC acted with a non-
culpable state of mind. Yet, the inquiry into the
strength of the inference of scienter to be drawn from
the Complaint need not stop here, as the Complaint con-
tains additional allegations relating to PwC.

c. PwC’s Knowledge of MicroStrategy’s Contract Ar-
rangements

[**99] Plaintiffs further allege that, given the close work-
ing relationship between PwC and MicroStrategy, the
GAAS violations take on further inferential weight in fa-
vor of scienter. (P 24.) Specifically, the Complaint al-
leges that PwC ″had access to the Company’s key person-
nel, accounting [*653] books and records and
transactional documents, including licensing agreements,
at all relevant times,″ and otherwise maintained a per-
vasive presence at the Company. (PP 24b, 138-40.) Again,
these allegations, by themselves, would not be enough
to raise a strong inference of scienter, for such allega-
tions are insufficiently concrete to support such an infer-
ence. See, e.g., Kennilworth Partners LP v. Cendant
Corp., 59 F. Supp. 2d 417, 429 (D.N.J. 1999) (″State-
ment[s that] could be made in relation to the auditor of ev-
ery corporation″ are insufficient to plead scienter, for
″if it were sufficient . . ., it might make every auditor li-
able in cases of securities fraud.″); Queen Uno Ltd. Part-
nership v. Coeur D’Alene Mines Corp., 2 F. Supp. 2d
1345, 1360 (D. Colo. 1998). Yet, these allegations do
not stand alone or exist in a vacuum; they provide impor-
tant information on the [**100] context in which PwC
conducted its audits of MicroStrategy’s financial reports
and assisted in the preparation of other public state-
ments. And, this information is relevant to assessing the
strength of any scienter inference. To be sure, the
mere fact that PwC had access to MicroStrategy does
not necessarily mean that it was aware of the alleged fraud
at the Company. But it is equally apparent that the
greater PwC’s access to and involvement with MicroStrat-
egy’s operations, the more support an inference of sci-
enter takes on. Put another way, the alleged nature and
level of PwC’s access to MicroStrategy serve as the
lens through which PwC’s specific GAAS and GAAP vio-
lations must be viewed. In this regard, the Complaint’s
allegations that PwC affirmatively reviewed the pur-
ported NCR, Primark, and Exchange agreements, yet al-
lowed the Company to recognize revenues from these
agreements before they were signed, illuminate impor-
tant aspects of PwC’s role in and knowledge of these
GAAP violations and the inferences to be drawn from
PwC’s violations of GAAS. (PP 141-42.)

As to the NCR contract revenue-recognition issue, for in-
stance, it is simply the case that the importance of this
″watershed″ [**101] agreement to MicroStrategy and its
enormous impact on the Company’s financial status
make it less likely that PwC’s auditors were unaware
that revenue from this agreement was recognized before
any contract existed between the parties, for ″the cumu-
lative number and size of the financial misrepresenta-
tions are too significant to be products of simple negli-
gence or other innocent error.″ Hudson Venture Partners,
LP v. Patriot Aviation Group, Inc., 1999 U.S. Dist.
LEXIS 1518, at *11, 98-CIV-4132-(DLC) (S.D.N.Y.
Feb. 16, 1999); see In re Next Level Sys., Inc. Sec. Litig.,
1999 U.S. Dist. LEXIS 5653, No. 97- C-7362, 1999
WL 387446, at *11 (N.D. Ill. March 31, 1999). Just as
″it should be clearly obvious to even a beginning accoun-
tant or auditor that a contract to perform services that
is dated December 31, 1996, should not be recorded as
revenue in November of 1996,″ it should have been
equally obvious that any revenues from the NCR, Ex-
change, and Primark contracts should not have been rec-
ognized before they were duly executed. In re Tran-
scrypt Int’l Sec. Litig., 1999 U.S. Dist. LEXIS 17540, at
*28, No. 4:98 CV3099 (D. Neb. Nov. 4, 1999). That it
was not so to PwC clearly [**102] raises an inference of
scienter.

d. PwC’s Disregard of ″Red Flags″

Plaintiffs also allege that PwC disregarded ″red flags″

that should have alerted it to the improper revenue recog-
nition practices at MicroStrategy. This, Plaintiffs argue,
raises an inference of scienter. (P 143-44.) Many courts
have held that allegations that an auditor ignored ″red
flags″ is probative of fraudulent intent or recklessness.
See, e.g., In re Health Management, 970 F. Supp. at 203;
In re Oxford, 51 F. Supp. 2d at 295-96. Of course, this
is a matter of degree; the probative value of allegations
that an auditor ignored ″red flags″ is a function of the
nature and number of such flags. Thus, as one court put
it, ″HN25 while [defendant’s] ignorance of warning
signs in one sense demonstrate[s] that it was merely neg-
ligent, allegations [*654] that, with gross reckless-
ness, [defendant] ignored multiple ’red flags’ could rea-
sonably support an inference that [defendant] acted
with intent.″ In re Leslie Fay Cos., Inc., 871 F. Supp.
686, 699 (S.D.N.Y. 1995).

Here, the Complaint alleges that PwC failed to heed an
″Audit Risk Alert--1998/99″ issued by the AICPA [**103]
stating that ″auditors should be alert for significant un-
usual or complex transactions, especially those that oc-
cur at or near the end of a reporting period. Also sus-
pect are high volumes of revenues recognized in the last
few weeks--or days--of a reporting period.″ (P 143.)

63 Although the allegation specifically characterizing the principles as ″not complex″ is contained in the part of the Complaint de-
voted to the scienter of the MicroStrategy Defendants, the factual bases for the characterization are found in the general body of
the Complaint. (PP 65-80.)
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Thus, claim Plaintiffs, PwC must have consciously or
recklessly disregarded the improper recognition of rev-
enues from the NCR, Exchange, and Primark agree-
ments, because they were announced only days after
the close of the quarter, involved unusually significant dol-
lar amounts, and were complex agreements that en-
tailed ongoing relationships between MicroStrategy and
the contracting companies. The Complaint, in addition,
also alleges that ″defendant Saylor’s statements to the
press that evidenced his willingness to bend the truth to
achieve the results he needed,″ the insider sales of the
Individual Defendants, and ″that but for the improper rec-
ognition of revenues MicroStrategy would be in default
of its credit agreement with NationsBank, N.A.″ should
have alerted PwC and compelled it ″to significantly in-
crease its audit field work scope and analyses to satisfy it-
self regarding the revenue recognition associ-
ated [**104] not only with these contracts but other
deals as well.″ (PP 143-44.)

These allegations--contrary to PwC’s suggestion--
constitute more than mere allegations ″that certain events
or circumstances suggested risk″; rather, they raise not
only the fair inference that, given the distinct characteris-
tics of the NCR, Exchange, and Primark agreements
and PwC’s own policies, PwC in fact was vigilant in deal-
ing with these contracts, but also the concomitant infer-
ence that PwC’s failure to report that revenues from these
contracts were misapplied in violation of a simple prin-
ciple of accounting that boils down to ″Don’t count your
money before it’s yours″

64 must have resulted from a
conscious decision to do so or from severe recklessness
on PwC’s part. Thus, these considerations must help in-
form the determination of whether the Complaint as a
whole raises a strong inference of scienter.

[**105] e. PwC’s Violation of the Independence Re-
quirement

To show scienter, Plaintiffs also rely on their allegations
that, by acting as a consultant to users of MicroStrat-
egy products and as a ″channel partner″ and reseller of
those products, PwC violated a fundamental principle of
GAAS that an auditor maintain independence from its

clients. This lack of independence, they argue, is corrobo-
rative of a strong inference of scienter. (PP 145-62.) Spe-
cifically, PwC allegedly directly encouraged end-users
to purchase MicroStrategy products and entered into part-
nering relationships with other software developers that
cross-market the Company’s products. By virtue of this re-
lationship with MicroStrategy, PwC received significant
discounts off the list price for MicroStrategy’s products
and served as a ″systems integrator″ for these products
by assisting clients in their implementation, thereby earn-
ing ″substantial financial rewards,″ including $ 188,000
in licensing fees and an undisclosed amount for consult-
ing fees that were reported by [*655] the Washington
Post to have been earned by PwC from eight deals. (P
147.) Thus, claim Plaintiffs,

PWC had a direct stake in the success
[**106] of MicroStrategy. The more prod-

ucts that the Company could sell with
PWC’s assistance that required systems inte-
gration services, the more PWC stood to
benefit. MicroStrategy’s ability to sell more
products was clearly enhanced by the illu-
sion of its profitability. These service-
related contracts required long term commit-
ments on the part of the Company.
Customers would be less likely to enter into
such arrangements unless there was clear
assurance of the Company’s financial health.

(P 148.) This involvement, the Complaint alleges,
″significantly compromised PWC’s independence
and contributed to the auditor’s failure to comply
with GAAS″ and gave PwC a motive, either con-
sciously or recklessly, to permit MicroStrategy’s
accounting practices to remain unreported. (PP 149,
155-58.)

That an auditor must remain independent of its client is
a fundamental principle of GAAS, and courts have long
recognized the importance of independence in the
proper execution of an auditor’s duties. 65 Thus, GAAS
holds, as the Complaint notes, that ″it is of utmost impor-
tance to the profession that the general public maintain

64 Indeed, as indicated above, the Complain alleges that PwC published The User-Friendly Guide to Understanding Software
Revenue Recognition, which states:

If a signed arrangement has been entered into subsequent to the date of revenue recognition . . . revenue was improp-
erly recognized. Written contracts must be signed by both parties prior to revenue recognition. The signatures must
be obtained as of the balance sheet date in order to include the transaction in a given period’s revenues.

This allegation clearly weakens the argument that this particular accounting principle is complex and correspondingly
makes it more likely that the GAAP violations were made with scienter. (P 144.)

65 See, e.g., Arthur Young & Co., 465 U.S. at 817-18 (″By certifying the public reports that collectively depict a corporation’s fi-
nancial status, the independent auditor assumes a public responsibility transcending any employment relationship with the client.
The independent public accountant performing this special function owes ultimate allegiance to the corporation’s creditors and stock-
holders, as well as to the investing public. This ’public watchdog’ function demands that the accountant maintain total indepen-
dence from the client at all times and requires complete fidelity to the public trust.″).
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confidence in the independence of independent auditors″

and instructs [**107] auditors that,

to be independent, the auditor must be intel-
lectually honest; to be recognized as inde-
pendent, he must be free from any obligation
to or interest in the client, its management,
or its owners . . . . Independent auditors should
not only be independent in fact; they
should avoid situations that might lead outsid-
ers to doubt their independence.

(P 153 (quoting AU § 220.03).) Courts have also rec-
ognized, however, that it is a reality of the busi-
ness world that accountants and accounting firms do
not work for free and that, consequently, to infer
scienter from the mere fact that an auditor re-
ceived compensation for professional services
would subject every independent auditor to suit
and ″effectively abolish the requirement, as against
professional defendants in a securities fraud ac-
tion, of pleading facts which support a strong infer-
ence of scienter.″ Friedman v. Arizona World Nurs-
eries Ltd. Partnership, 730 F. Supp. 521, 532
(S.D.N.Y. 1990). Given this, HN26 the general
rule is that, without more, ″receipt of professional
fees is not sufficient to raise a strong inference
that an accounting firm committed fraud.″ Queen
Uno, 2 F. Supp. 2d at 1360; [**108] see also, e.g.,
In re Worlds of Wonder, 35 F.3d at 1427 n.7;
Price Waterhouse, 797 F. Supp. at 1242.

In this case, however, Plaintiffs have alleged more than
just a desire to receive compensation for professional au-
diting duties on the part of PwC. Rather, the Complaint
alleges that, by agreeing to sell MicroStrategy’s prod-
ucts and to serve as a consultant with [**109] regard
to those products, PwC took on a vested interest in the per-
formance and profitability of the Company beyond that
related to a desire to be paid for its auditing services. By
violating the GAAS requirement of independence, PwC
has weakened its ability to rely on its reputation in coun-
tering as ″irrational″ allegations that it participated in a
client’s fraud, for it is that very reputation that an allega-
tion of a lack of independence questions. 66 Moreover,
that PwC clearly would [*656] have received concrete
benefits, through its partnership with MicroStrategy,
from certifying and maintaining the Company’s alleg-
edly false and misleading financial reports lends more
weight to a stronger inference of scienter.

[**110] f. Conclusion

The Complaint’s allegations as to (i) PwC’s GAAS vio-
lations; (ii) MicroStrategy’s GAAP violations and sub-
sequent restatements; (iii) PwC’s level of access to the
Company and necessary knowledge of MicroStrat-
egy’s operations and most important contracts; (iv) the ex-
istence of circumstances suggesting that PwC was or
should have been aware of MicroStrategy’s accounting
practices; and (v) PwC’s acquisition of a vested stake in
MicroStrategy’s fortunes, taken in context and in light
of the totality of the circumstances, raise a strong--that is,
a cogent and persuasive--inference that PwC acted with
scienter. These allegations paint a picture strongly support-
ing an inference that PwC intentionally or consciously
participated in MicroStrategy’s alleged fraud, or that its
conduct of its audits was ″so deficient that the audit
amounted to no audit at all or that no reasonable accoun-
tant would have made the same decisions if confronted
with the same facts.″ Zucker, 963 F. Supp. at 307 (quo-
tations omitted). Accordingly, Plaintiffs have satisfied
their pleading burden under the PSLRA to maintain
their Section 10(b) and Rule 10b-5 claim against PwC,
and [**111] PwC’s threshold motion to dismiss must be
denied.

B. Materiality

The Complaint alleges, as it must, that MicroStrategy’s
fraudulent conduct is material. The MicroStrategy Defen-
dants contend, however, that the Company’s improper
recognition of revenues on purported contracts prior to
agreements being finalized--the ″contract recognition is-
sue″-- is not material as a matter of law. 67 Specifi-
cally, they argue that, as a logical matter, the contract rec-
ognition issue would not have affected a reasonable
investor, for, ″by the time of the Company’s March 20,
2000 press release (which, plaintiffs allege, precipitated
the decline in stock price), whether revenue from a par-
ticular contract had been booked in the third versus the
fourth quarter of 1999 was immaterial to the prospec-
tive financial outlook of the Company.″ 68 In addition, De-
fendants argue that the real issue is ″contract account-
ing,″ which spreads the recognition of revenues over the
entire contract period as opposed to separating it be-
tween the software and services components, and not
when revenues from contracts are recorded in relation to
the execution of those contracts. So applied, Defen-
dants argue, contract [**112] accounting reveals that
the contract recognition issue only concerns de minimis
amounts of money--not enough to influence a reasonable

66 See generally, e.g., DiLeo v. Ernst & Young, 901 F.2d 624, 629 (7th Cir. 1990) (″An accountant’s greatest asset is its reputa-
tion for honesty, followed closely by its reputation for careful work. Fees for two years’ audits could not approach the losses
[the firm] would suffer from a perception that it would muffle a client’s fraud. . . . [The firm]’s partners shared none of the gain
from any fraud and were exposed to a large fraction of the loss. It would have been irrational for any of them to have joined
cause with [the Company].″).

67 For purposes of this Section, the term ″Defendants″ refers only to the MicroStrategy Defendants.

68 MicroStrategy Brief, at 19.
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investor. 69

Defendants further argue that the Complaint itself demon-
strates that the revelation of MicroStrategy’s account-
ing problems regarding the NCR, Exchange Applica-
tions, and Primark agreements did not affect the market
and MicroStrategy’s stock price. In support, they point
to the fact (i) that the high mark for the price of Mi-
croStrategy’s stock was reached after Forbes pub-
lished an article reporting accounting irregularities in
general [**113] and contract [*657] execution issues
in particular; (ii) that the Company’s March 20, 2000,
press release, which precipitated the massive loss in
the price of MicroStrategy stock, only referred to con-
tract accounting and not to any contract execution is-
sues; and (iii) that there was only a negligible loss in stock
price after the April 13, 2000, announcement that the
Company was revising its financials due, in part, to con-
tract execution accounting issues. These contentions
merit careful scrutiny.

HN27 Materiality is an objective and fact-specific deter-
mination that ″involves the significance of an omitted
or misrepresented fact to a reasonable investor.″ Gasner
v. Board of Supervisors, 103 F.3d 351, 356 (4th Cir.
1996); cf. TSC Indus., Inc. v. Northway, Inc., 426 U.S.
438, 445, 48 L. Ed. 2d 757, 96 S. Ct. 2126 (1976). Thus,

HN28 A fact stated or omitted is material if
there is a substantial likelihood that a rea-
sonable [investor] (1) would consider the fact
important in deciding whether to buy or
sell the security or (2) would have viewed
the total mix of information made available
to be significantly altered by disclosure of the
fact.

Longman v. Food Lion, Inc., 197 F.3d 675, 682-83
(4th Cir. 1999); [**114] see Basic, Inc. v.
Levinson, 485 U.S. 224, 231-32, 99 L. Ed. 2d 194,
108 S. Ct. 978 (1988); Phillips, 190 F.3d at 614.
As such, HN29 a court considering a motion to dis-
miss for failure to plead materiality must con-
sider that

the determination of materiality is a mixed
question of law and fact that generally should
be presented to a jury. . . . Only if no reason-
able juror could determine that the [al-

leged statements] would have ’assumed ac-
tual significance in the deliberations of the
reasonable [investor]’ should materiality
be determined as a matter of law.

Press v. Chemical Inv. Servs. Corp., 166 F.3d 529,
538 (2d Cir. 1999) (citations omitted); see Basic,
485 U.S. at 232-34; Marucci v. Overland Data, Inc.,
1999 U.S. Dist. LEXIS 12194, [1999-2000 Trans-
fer Binder] Fed. Sec. Rep. (CCH) P 90,644, at
92,922 (S.D. Cal. Aug. 2, 1999). Put differently,
″HN30 a complaint may not be properly dismissed
pursuant to Rule 12(b)(6) on the grounds that the
alleged misstatements or omissions are not mate-
rial unless they are ’so obviously unimportant to
a reasonable investor that reasonable minds could
not differ on the question of their importance.’″
Marksman, 927 F. Supp. at 1306 [**115] (quot-
ing Goldman v. Belden, 754 F.2d 1059, 1067 (2d Cir.
1985)).

It is difficult to conclude, as a matter of law, that no rea-
sonable jury could conclude that it would not have
been of any significance to the minds of reasonable inves-
tors that MicroStrategy, in violation of GAAP, was rec-
ognizing revenues from contracts even before these con-
tracts were signed and legally enforceable and that,
partly because of such practices, the Company’s finan-
cials were significantly overstated. First, it is unlikely that
a reasonable investor would have found MicroStrat-
egy’s breathtaking overstatements of revenues insignifi-
cant. 70 Second, given that the NCR, Primark, and Ex-
change Applications agreements were among the most
important transactions in MicroStrategy’s history, it strains
credulity to argue that a reasonable investor in the Com-
pany would have been unaffected by information that
MicroStrategy was improperly recognizing revenues from
these contracts. Indeed, at the very least, improper rec-
ognition must raise in the mind of a reasonable investor
concerns about the management of a company, for, as
one court put it, ″the purpose behind such accounting rules
is to protect [**116] investors by giving them a clear
and accurate [*658] picture of the position and perfor-
mance of the business, [and] the notion that the reason-
able investor would find defendants’ alleged overstate-
ments of revenues to be ’material’ information has
intuitive force.″ Marksman, 927 F. Supp. at 1306. These
considerations compel the conclusion that Plaintiffs
have adequately pled the materiality of the so-called ″con-
tract execution″ issue.

69 Defendants suggest a hypothetical to demonstrate that application of contract accounting principles to a contract for a $ 1
million license and a $ 1 million service agreement that is reported one day too early amounts only to an overstatement of $ 685-
-i.e., one day’s worth of revenue.

70 See, e.g., Ganino v. Citizens Utils. Co., 228 F.3d 154, 2000 WL 1262550 (2d Cir. 2000) (″Misstatements of income could be ma-
terial because ’earnings reports are among the pieces of data that investors find most relevant to their investment decisions.’″) (quot-
ing In re Burlington Coat Factory, 114 F.3d at 1420 n.9); In re Gupta Corp. Sec. Litig., 900 F. Supp. 1217, 1231 (N.D-
.Cal.1994) (″The materiality of a $ 1.1 million dollar correction to revenue, which causes earnings to be restated from a profit of
$ 520,000 to a loss of $ 250,000, and which represents more than 5 percent of total revenues, is beyond question.″).

Page 32 of 39

115 F. Supp. 2d 620, *656; 2000 U.S. Dist. LEXIS 13795, **112



[**117] It also appears that Defendants misconstrue
their argument as one relating to materiality, when, in fact,
it attacks the loss causation element of Plaintiffs’ secu-
rities fraud claim. ″Loss causation . . . is proof that the
matter misrepresented or omitted proximately caused
the damage that the plaintiffs suffered.″ 71 In the motion
at bar, MicroStrategy specifically contests whether the
decline in MicroStrategy’s stock price on March 20, 2000,
was caused by the revelation of information regarding
the Company’s contract accounting or, instead, its con-
tract execution problems. In this regard, ″the relevant in-
quiry is whether the misstatement, in some reasonably di-
rect way, ’touches upon’ the reason for the investment’s
decline in value.″ Carlton v. Franklin, 1990 U.S. App.
LEXIS 12946, *11, No. 89-2942, 1990 WL 116788, at **4
(4th Cir. 1990) (unpublished opinion) (quoting Hud-
dleston v. Herman & MacLean, 640 F.2d 534, 549 (5th
Cir. Unit A 1981)). Here, Plaintiffs have pled sufficient
facts on which a reasonable jury could conclude that
the cause of the March 20, 2000, decline was in part the
Company’s improper contract recognition practices. 72

(P 113.) Thus, Defendants’ argument [**118] at this stage
is unpersuasive and is more appropriately reserved for
consideration at the summary judgment stage. 73 Accord-
ingly, Defendants’ motion to dismiss Count I of the Com-
plaint on the ground that Plaintiffs have failed to
plead materiality must be denied.

[**119] IV. SECTION 20(a) OF THE EXCHANGE
ACT

The Complaint also claims, in Count II, that Defendants
Saylor, Bansal, Trundle, and Lynch (″Control Group De-
fendants″), by reason of their senior management posi-
tions and substantial stock ownership, were the control-
ling persons of MicroStrategy and, accordingly, are liable
to Plaintiffs and the Class pursuant to Section 20(a) of
the Exchange Act (″Section 20(a)″), which provides:

Every person who, directly or indirectly, con-
trols any person liable under any provision
of this chapter or of any rule or regulation
thereunder shall also be liable jointly and sev-
erally with an to the same extent as such con-

trolled person to any person to whom such
controlled person is liable unless the control-
ling person acted in good faith and did not
directly or indirectly induce the act or acts
constituting the violation or cause of action.

HN31 15 U.S.C. § 78t(a). 74 Defendants, how-
ever, seek dismissal on the ground that [*659]
Plaintiffs have failed to allege that the Control
Group Defendants culpably participated in Mi-
croStrategy’s fraud. For the following reasons, De-
fendants’ motion must also fail.

[**120] Because the task at hand is again one of statu-
tory construction, the analysis must begin with the
plain language of Section 20(a), for ″where . . . the stat-
ute’s language is plain, ’the sole function of the courts
is to enforce it according to its terms.’″ Ron Pair, 489 U.S.
at 241 (1989) (quoting Caminetti v. United States, 242
U.S. 470, 485, 61 L. Ed. 442, 37 S. Ct. 192 (1917)). Con-
sequently, ″HN32 when a statute speaks with clarity to
an issue, judicial inquiry into the statute’s meaning in all
but the most extraordinary circumstance, is finished.″
Metropolitan Stevedore Co. v. Rambo, 515 U.S. 291, 294,
132 L. Ed. 2d 226, 115 S. Ct. 2144 (1995) (quoting Es-
tate of Cowart v. Nicklos Drilling Co., 505 U.S. 469,
475, 120 L. Ed. 2d 379, 112 S. Ct. 2589 (1992)). Here,
HN33 Section 20(a) on its face plainly imposes second-
ary liability to ″every person who, directly or indi-
rectly, controls any person liable under any provision of
this chapter or of any rule or regulation thereunder″
and instructs that such liability be imposed ″unless the
controlling person acted in good faith and did not di-
rectly or indirectly induce the act or acts constituting the
violation or cause of action.″ 15 U.S.C. § 78t(a). Thus,
[**121] Section 20(a) clearly assigns secondary liabil-

ity upon a demonstration of a primary violation by the
controlled person and of direct or indirect control by the
controlling person, subject only to a ″proviso″ in the na-
ture of an affirmative defense that the controlling person
acted in good faith. Id. It does not prescribe culpability
as a prima facie element of secondary liability; rather, it
provides for an exception to liability where there is no
culpability on the part of the defendant. This clear lan-

71 Carlton v. Franklin, 1990 U.S. App. LEXIS 12946, No. 89-2942, 1990 WL 116788, at **3-4 (4th Cir. 1990) (unpublished
opinion) (quoting Bennett v. U.S. Trust Co., 770 F.2d 308, 313 (2d Cir. 1985)).

72 See Robbins v. Koger Properties, Inc., 116 F.3d 1441, 1447-48 (11th Cir. 1997) (″Because market responses, such as stock down-
turns, are often the result of many different, complex, and often unknowable factors, the plaintiff need not show that the defen-
dant’s act was the sole and exclusive cause of the injury he has suffered; he need only show that it was substantial, i.e., a signifi-
cant contributing cause.″) (quotations, citations, and footnote omitted).

73 See Seagoing Uniform Corp. v. Texaco, Inc., 705 F. Supp. 918, 933 (S.D.N.Y. 1989) (″Regardless of whether or not plaintiff
can prove by a preponderance of the evidence each and every one of its claims, the question of loss, if any, caused by defen-
dants’ alleged omissions and misrepresentations is a question of fact not appropriate, under these circumstances, for resolution in
a motion for dismissal.″); cf. Silver v. H&R Block, Inc., 105 F.3d 394, 397 (8th Cir. 1997) (on summary judgment motion, de-
clining to infer that statements at issue were misleading ″from the movement of stock price alone . . . given the abundance of mar-
ket variables″).

74 For purposes of this Part, the term ″Defendants″ refers to the Control Group Defendants.
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guage compels the construction that Section 20(a) does
not require a plaintiff to demonstrate culpable participa-
tion and instead provides the defendant an affirmative
defense of ″good faith.″

This interpretation of the plain requirements of Section
20(a) is confirmed by an analysis of Section 20(a)’s par-
ticular role as part of the Exchange Act. HN34 A court
must always be mindful in construing a statute that ″statu-
tory language must always be read in its proper con-
text,″ and that, ″’in ascertaining the plain meaning of [a]
statute, the court must look to the particular statutory lan-
guage at issue, as well as the language and design of the
statute as a whole.’″ McCarthy v. Bronson, 500 U.S.
136, 139, 114 L. Ed. 2d 194, 111 S. Ct. 1737 (1991)
[**122] (quoting Kmart Corp. v. Cartier, Inc., 486 U.S.

281, 291, 100 L. Ed. 2d 313, 108 S. Ct. 1811 (1988)).
In this case, to construe Section 20(a) to require Plain-
tiffs to demonstrate culpable participation on the part of
the controlling person would effectively conflate the re-
quirements for secondary liability under Section 20(a) and

those for primary liability under Section 10(b) and Rule
10b-5, thereby reducing Section 20(a) to surplusage.
See Haynes v. Anderson & Strudwick, Inc., 508 F. Supp.
1303, 1315 (E.D. Va. 1981). That is, under such an in-
terpretation, ″plaintiffs might as well sue the controlling
person directly under the anti-fraud provisions as un-
der § 20(a).″ Id. Yet, courts should be loathe to interpret
Congress’s pronouncements to be redundant, such that
Congress meant to ″paralyze with one hand what it sought
to promote with the other.″ 75 Because ″there would be
little reason for the controlling person provision unless it
differed in some meaningful ways from the [*660] stan-
dards of noncontrolling person liability,″ therefore, Sec-
tion 20(a) must be read not to require Plaintiffs to
show the culpable participation of the controlling per-
son. G.A. Thompson & Co. v. Partridge, 636 F.2d 945, 958
n.23 (5th Cir.1981). [**123] 76

[**124] Thus, the language of the Exchange Act in gen-
eral and Section 20(a) in particular compel the conclu-

75 American Paper Inst., Inc. v. American Elec. Power Serv. Corp., 461 U.S. 402, 421, 76 L. Ed. 2d 22, 103 S. Ct. 1921
(1983); see Moskal v. United States, 498 U.S. 103, 109-10, 112 L. Ed. 2d 449, 111 S. Ct. 461 (1990) (It is an ″established prin-
ciple that a court should ’give effect, if possible, to every clause and word of a statute.’″) (quoting United States v. Menasche, 348
U.S. 528, 538-39, 99 L. Ed. 615, 75 S. Ct. 513 (1955)); Jarecki v. G.D. Searle & Co., 367 U.S. 303, 308, 6 L. Ed. 2d 859, 81
S. Ct. 1579 (1961) (Where ″the statute admits a reasonable construction which gives effect to all of its provisions . . . we will not
adopt a strained reading which renders one part a mere redundancy.″).

76 Finally, although courts that have addressed this issue are split as to whether a plaintiff must show that a defendant culpably par-
ticipated in the underlying violation of the securities laws, that the majority of courts has reached the same conclusion further con-
firms this interpretation. A minority of courts--including the Third Circuit--requires a plaintiff to establish not only primary li-
ability and control, but also ″that the defendant was a culpable participant in the fraud.″ Rochez Bros., Inc. v. Rhoades, 527 F.2d
880, 890 (3d Cir. 1975); see also Sharp v. Coopers & Lybrand, 649 F.2d 175, 185 (3d Cir. 1981) (″One element of any case im-
posing liability under § 20(a) is culpable participation in the securities violation.″) (quotation omitted); Lanza v. Drexel & Co.,
479 F.2d 1277, 1299 (2d Cir. 1973) (in banc) (″The intent of Congress . . . was obviously to impose liability only on those direc-
tors who fall within this definition of control and who are in some meaningful sense culpable participants in the fraud perpe-
trated by controlled persons.″); Gordon v. Burr, 506 F.2d 1080, 1085-86 (2d Cir. 1974) (rejecting secondary liability on grounds
that defendant had no ″knowledge of the fraudulent representations or in any meaningful sense culpably participated in them″). But
see Marbury Management Inc. v. Kohn, 629 F.2d 705, 716 (2d Cir. 1980). However, the majority of courts--including the Fifth, Sev-
enth, Eighth, Ninth, Tenth, and Eleventh Circuits--only requires a plaintiff to establish a primary violation and control by the con-
trolling person over the controlled person. See, e.g., Maher v. Durango Metals, Inc., 144 F.3d 1302, 1304-05 (10th Cir. 1998); Brown
v. Enstar Group, Inc., 84 F.3d 393, 396 (11th Cir. 1996); Harrison v. Dean Witter Reynolds, Inc., 974 F.2d 873, 881 (7th Cir.
1992); Hollinger v. Titan Capital Corp., 914 F.2d 1564, 1575 (9th Cir. 1990); Paul F. Newton & Co. v. Texas Commerce Bank,
630 F.2d 1111, 1120 (5th Cir. 1980); Marbury Management, 629 F.2d at 716; Myzel v. Fields, 386 F.2d 718, 738 (8th Cir. 1967).
On this view, a plaintiff must make a showing as to ″defendant’s culpable participation,″ and such a showing then shifts the bur-
den of proof to the defendant ″to prove his good faith.″ Hollinger, 914 F.2d at 1575.

As it happens, the Fourth Circuit has not definitively determined which of these approaches, if any, is appropriate under Section
20(a). In Carpenter v. Harris, Upham & Co., 594 F.2d 388 (4th Cir. 1979), the Fourth Circuit over twenty years ago noted that

clearly Congress had rejected an insurer’s liability standard for controlling persons in favor of a fiduciary standard [im-
posing] a duty to take due care. The intent of Congress reflected a desire to impose liability only on those who fall
within its definition of control and who are in some meaningful sense culpable participants in the acts perpetrated by
the controlled person.

Id. at 394. Some district courts in this circuit, moreover, have adopted the Third Circuit’s approach, which requires a plain-
tiff to show culpability on the part of the controlling person. See, e.g., Criimi Mae, 94 F. Supp. 2d 652 at 657; In re Cryo-
medical Sciences, Inc. Sec. Litig., 884 F. Supp. 1001, 1012 (D. Md. 1995); Walker v. Cardinal Sav. & Loan Ass’n, 690
F. Supp. 494, 500 (E.D. Va. 1988). In Carpenter, however, the Fourth Circuit also held that ″in order to satisfy the require-
ment of good faith it is necessary for the controlling person to show that some precautionary measures were taken to pre-
vent an injury caused by an employee.″ Carpenter, 594 F.2d at 394. This Court, moreover, has taken this holding as ″indi-
cating that it is the [defendant] who has the burden of asserting the defense and going forward with the evidence on the
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sion that Plaintiffs do not have to plead culpable partici-
pation in their Complaint to state a claim under
Section 20(a). Accordingly, if [*661] Plaintiffs alleged
a primary violation of the securities laws and control
by the Control Group Defendants of MicroStrategy, they
have satisfied the requirements of Section 20(a) at this
early stage. In this regard, Plaintiffs--as discussed above-
-have successfully alleged a primary violation by Mi-
croStrategy of the securities laws. 77 The only remaining
issue, therefore, is whether Plaintiffs have adequately
pled control by the Control Group Defendants.

HN35 The SEC defines ″control″ as ″possession, direct
or indirect of the power to direct or cause the direction of
the management and policies of a person, whether
through the ownership if voting securities, by contract,
or otherwise.″ 17 C.F.R. § 240.12b-2. A plaintiff satis-
fies the control requirement [**125] under this defini-
tion by pleading facts showing that the controlling defen-
dant ″had the power to control the general affairs of
the entity primarily liable at the time the entity violated
the securities laws . . . [and] had the requisite power to di-
rectly or indirectly control or influence the specific cor-
porate policy which resulted in the primary liability.″
Brown v. Enstar Group, Inc., 84 F.3d 393, 396 (11th Cir.
1996). 78 The question of whether someone qualifies as
a controlling person under Section 20(a), moreover, is ″a
complex factual question.″ SEC v. Coffey, 493 F.2d
1304, 1318 (6th Cir. 1974). As such, it is ″not ordinarily
subject to resolution on a motion to dismiss,″ and dis-
missal is appropriate only when ″a plaintiff does not plead
any facts from which it can reasonably be inferred the de-
fendant was a control person.″ Maher v. Durango Met-
als, Inc., 144 F.3d 1302, 1306 (10th Cir. 1998).

[**126] Here, the Complaint specifically alleges the po-
sitions within the Company of each Control Group De-
fendant (P 20(a)-(d)); that these Defendants prepared, re-
viewed, executed, and disseminated many, if not all, of
the public reports and/or press releases issued by, and oth-

erwise acted on behalf of, MicroStrategy (PP 20, 26, 32,
34, 36-37, 39, 41-42, 44-49, 51, 53, 111, 116-18); and
that these Defendants possessed significant voting power
by virtue of their holdings of securities in MicroStrat-
egy (PP 20, 21). These allegations are sufficient to sat-
isfy Section 20(a) and to prevent summary resolution at
this early pleading stage, for, taken as true, they reason-
ably support the conclusion that the Control Group De-
fendants were control persons of MicroStrategy. 79

See, e.g., Sloane Overseas Fund, Ltd. v. Sapiens Int’l
Corp., 941 F. Supp. 1369, 1378 (S.D.N.Y. 1996) (plead-
ing substantial stock ownership of officer/director sta-
tus from which control can be directly inferred provides
sufficient basis to show control person liability). Ac-
cordingly, Defendants’ motion to dismiss Count II of the
Complaint must be denied.

[**127] V. SECTION 20A OF THE EXCHANGE
ACT

Finally, included as Count III in the Complaint is a
claim by Named Plaintiff Vera Schwartz against Defen-
dants Trundle and Ingari for insider trading in violation of
Section 20A of the Exchange Act (″Section 20A″). 80

Trundle and Ingari have moved to dismiss this count for
failure to state a claim, arguing that Schwartz has
failed (i) to allege a primary violation of the securities
laws; (ii) to allege that her purchase of MicroStrategy
stock was appropriately contemporaneous with Trundle
[*662] and Ingari’s sales of stock; and, (iii) that dam-

ages are available under Section 20A in this case. For the
following reasons, Defendants’ motion must be granted
in part and denied in part.

Defendants’ first argument in support of its dismissal is
easily laid to rest. HN36 To survive a motion to dis-
miss, a complaint must contain a well-pled predicate vio-
lation of the Exchange Act. See, e. [**128] g., In re Veri-
Fone Sec. Litig., 784 F. Supp. 1471, 1488-89 (N.D.
Cal. 1992) (″A careful parsing of the somewhat tangled

issue of good faith.″ Haynes, 508 F. Supp. at 1315; cf. Davis v. Cole, 999 F. Supp. 809, 814 (E.D. Va. 1998) (citing
Haynes). Thus, Carpenter does not provide clear guidance in ascertaining the requirements of Section 20(a), and the mean-
ing of Section 20(a) must therefore be determined independently. See Haynes, 508 F. Supp. at 1315 (″Obviously the bur-
den rests with one party or the other, not with both.″).

Indeed, the interpretation elucidated here reconciles the Fourth Circuit’s conclusion in Carpenter that ″Congress . . . desired to im-
pose liability only on culpable participants in the acts perpetrated by the controlled person″ with its recognition of the ″good
faith″ defense, for ″this congressional intent . . . is furthered whether the plaintiff has to prove the defendant’s culpability, or whether
the defendant may avoid liability by proving good faith or the absence of culpable participation.″ Duncan v. Pencer, 1996 U.S.
Dist. LEXIS 401, No. 94-Civ.-0321(LAP), 1996 WL 19043, at *17 (S.D.N.Y. Jan. 18, 1996)

77 See supra Section III.A.1.

78 See also, e.g., Metge v. Baehler, 762 F.2d 621, 631 (8th Cir. 1985) (requiring a plaintiff to establish that ″the defendant . . . ac-
tually participated in (i.e., exercised control over) the operations of the corporation in general . . . [and] that the defendant pos-
sessed the power to control the specific transaction or activity upon which the primary violation is predicated″) (internal quota-
tion marks and citation omitted).

79 Even if Section 20(a) requires Plaintiffs to plead the culpable participation of the Control Group Defendants in MicroStrat-
egy’s violations of the securities laws, they have done so here, as discussed in Section III.A.1, supra.

80 For purposes of this Part, the term ″Defendants″ refers only to Defendants Trundle and Ingari.
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initial sentence of 20A discloses that an insider . . . is li-
able only where an independent violation of another pro-
vision of the securities laws has occurred.″), aff’d 11 F.3d
865 (9th Cir. 1993); Simon v. American Power Conver-
sion Corp., 945 F. Supp. 416, 436 (D.R.I. 1996). Here, as
discussed above, Plaintiffs have successfully pled a vio-
lation of Section 10(b) and Rule 10b-5. See supra Sec-
tion III.A.1. Accordingly, the motion to dismiss cannot
succeed on this ground.

HN37 Section 20A provides for a private right of action
to buyers and sellers of securities who trade ″contempo-
raneously″ with an insider in possession of material non-
public information. 81 See, e.g., Neubronner v. Milken,
6 F.3d 666, 669 (9th Cir. 1993); In re Aldus Sec. Litig.,
1993 U.S. Dist. LEXIS 5008, No. C92-885C, 1993 WL
121478, at *7 (W.D. Wash. Mar. 1, 1993). This inquiry
into contemporaneity proceeds from a recognition that
″since identifying the party in actual privity with the in-
sider is virtually impossible in transactions occurring
[**129] on an anonymous public market, the con-

temporaneous standard was developed as a more fea-
sible avenue by which to sue insiders.″ Buban v.
O’Brien, 1994 U.S. Dist. LEXIS 8643, No. C 94-0331
FMS, 1994 WL 324093, at *3 (N.D. Cal. June 22, 1994).
Put differently, the contemporaneity requirement serves
as a substitute for the traditional requirement that

only those clearly ascertainable individuals
who stand to be exploited by the insider trad-
ing--for example, by personally trading
with the insider or, in the context of the fed-
eral law, by trading on the same market
with the insider--can be said to have indi-
vidual interests that are directly implicated by

the insider trading for which they may seek di-
rect redress.

Chanoff v. U.S. Surgical Corp., 857 F. Supp. 1011,
1021 (D. Conn.), aff’d 31 F.3d 66 (2d Cir. 1994).
82 Thus, HN38 by requiring a showing of contem-
poraneity in the trades by the insider and the su-
ing investor, Section 20A seeks to ensure that, where
contractual privity would otherwise be impracti-
cal if not impossible to show, there nonetheless was
a sufficiently close temporal relationship between
the trades that the investor’s interests were impli-
cated by [**130] trades made by the insider
while in possession of material, nonpublic informa-
tion.

[**131] Section 20A, however, does not specifically de-
fine the term ″contemporaneous,″ and the parties have
not cited--nor does there appear to be--any circuit author-
ity instructive on this point. Nor are decisions from
courts in other circuits uniform; courts elsewhere have ap-
plied varying definitions of contemporaneity, ranging
from requiring that the investor trade on the same date
as did the insider, 83 to allowing as much as a month to
pass between the [*663] trades, 84 with at least one
court even holding that ″the term ’contemporaneously’
may embrace the entire period while relevant non-public
information remained undisclosed.″ 85 Yet, as recog-
nized by one district court, ″the growing trend among dis-
trict courts in a number of circuits . . . is to adopt a re-
strictive reading of the term ’contemporaneous’ at least
with respect to shares heavily traded on a national ex-
change.″ In re AST Research Sec. Litig., 887 F. Supp. 231,
233 (C.D. Cal. 1995). Indeed, an evolution of the con-
temporaneity requirement to require a shorter temporal

81 Section 20A provides, in part, that

any person who violates any provision of this chapter or the rules or regulations thereunder by purchasing or selling
a security while in possession of material, nonpublic information shall be liable in an action in any court of compe-
tent jurisdiction to any person who, contemporaneously with the purchase or sale of securities that is the subject of such
violation, has purchased (where such violation is based on a sale of securities) or sold (where such violation is
based on a purchase of securities) securities of the same class.

HN39 15 U.S.C. § 78t-1(a).

82 See also In re Aldus, 1993 WL 121478, at *7 (″Because it is often exceedingly difficult or impossible to determine with pre-
cision which purchasers of stock actually traded with an alleged insider, courts have replaced a strict privity requirement with
the ’contemporaneous trade’ approach, under which a plaintiff must show that he or she traded stock contemporaneously with the de-
fendant.″).

83 See, e.g., Copland v. Grumet, 88 F. Supp. 2d 326, 338 (D.N.J. 1999); In re AST Research Sec. Litig., 887 F. Supp. 231, 234
(C.D. Cal. 1995); In re Aldus, 1993 WL 121478, at *7; In re Stratus Computer, Inc. Sec. Litig., 1992 U.S. Dist. LEXIS 22481, No.
Civ. A. 89-2075-7, 1992 WL 73555, at *5 (D. Mass. Mar. 27, 1992).

84 See, e.g., In re Oxford Health Plans, Inc., Sec. Litig., 187 F.R.D. 133, 138 (S.D.N.Y. 1999) (five day gap); In Re Cypress Semi-
conductor Litigation, 836 F. Supp. 711 (N.D. Cal. 1993) (five day gap); In re Engineering Animation Sec. Litig., Fed. Sec. L.
Rep., (S.D.Iowa Mar. 24, 2000) (three day gap).

85 In re American Bus. Computers Corp. Sec. Litig., 1994 U.S. Dist. LEXIS 21467, [1995 Transfer Binder]Fed. Sec. L. Rep.
(CCH) P 98,839, at 93,055 (S.D.N.Y. Feb. 24, 1994).
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separation between the trades of investors and insiders is
reasonable, if not inevitable, as the modern realities of
the securities markets support [**132] an increasingly
strict application of contemporaneity in order at once to
satisfy the requirement’s privity-substitute function and
to guard against ″making the insider liable to all the
world.″ 86 Specifically, as the temporal separation be-
tween the trades increases, the increasingly dynamic na-
ture of the securities markets, 87 when viewed in light
of the trading activity of the securities involved 88 and
other circumstances in a particular case, 89 correspond-
ingly makes it less likely that a purchaser traded with
the insider and, therefore, ″suffered the disadvantage of
trading with someone with superior access to informa-
tion.″ 90 Thus, a court assessing the appropriate mea-
sure of contemporaneity in any given case should be cog-
nizant of these considerations.

Here, the Complaint alleges that Plaintiff Schwartz
traded contemporaneously with Defendants Trundle and
Ingari by purchasing [**135] MicroStrategy stock on Oc-
tober 25, 1999. (P 122.b.) According to the Complaint,
Defendant Trundle traded on October 25, 26, and 27,
1999, and Defendant Ingari on October 22, 1999. (P
110.) In sum, Scwhartz traded on the same day as did
Trundle, but three days after Ingari traded. 91 Clearly,
therefore, Schwartz [*664] traded contemporaneously
with Trundle--a proposition that Defendants do not con-
test--and the Section 20A claim against Trundle cannot be
dismissed on the contemporaneity ground. 92 See, e.g.,
Copland v. Grumet, 88 F. Supp. 2d 326, 338 (D.N.J. 1999).

[**136] The claim with respect to Ingari, however,
stands on a different footing, given the three-day tempo-
ral separation between Schwartz and Ingari’s trades.
The Complaint contains relatively few allegations as to
the circumstances of Ingari’s trade and of Schwartz’s pur-
chase. It alleges: (i) that there are 79.35 million com-
bined shares of Classes A and B common stock outstand-
ing (P 20.b); (ii) that MicroStrategy’s common stock
was traded on the NASDAQ National Market System and
that the Company’s options are traded on at least the
American and Pacific Stock Exchanges (PP 26, 83); (iii)
that Ingari sold 10,000 shares on October 22, 1999, for
$ 90; and (iv) that Schwartz purchased 15 shares of Mi-
croStrategy stock on October 25, 1999, for $ 87.125
per share (P 122.b., App.). These allegations, however,
are sufficient to warrant the conclusion that a one-day con-
temporaneity period is appropriate and that Schwartz’s
purchase was not contemporaneous with Ingari’s sale. See
Buban, 1994 WL 324093, at *3 (Allegations that (i)
plaintiff’s broker bought 6,015 shares (of which plaintiff
was allocated 2.8369 shares) (ii) three days after (iii) de-
fendant sold 12,500 shares (iv) [**137] at a price higher
than that which the broker paid (v) and broker bought
on a day when 140,000 shares traded constituted ″circum-
stances [under which] it is clear that plaintiff could not
have traded with defendant″ and that gave ″no reason for
the Court to apply a more liberal standard to determine

86 Shapiro v. Merrill Lynch, 1975 U.S. Dist. LEXIS 14923, [1975-1976 Transfer Binder]Fed. Sec. L. Rep. (CCH) P 95,377
(S.D.N.Y. Dec. 9, 1975).

87 For example, as the securities markets become more effective at tracking insider sales and thereby assimilating and dissipat-
ing the unfair advantage possessed by insiders, the less likely it becomes that a temporally remote purchaser would have been
harmed by the insider sales. See Colby v. Hologic, Inc., 817 F. Supp. 204, 216 (D. Mass. 1993); see also Buban v. O’Brien, 1994
U.S. Dist. LEXIS 8643, No. C 94-0331 FMS, 1994 WL 324093, at *4 (N.D. Cal. June 22, 1994) (noting that plaintiff could
not have traded at an informational disadvantage vis-a-vis defendant ″because the market had already absorbed defendant’s sales
prior to plaintiff’s purchase″ of the stock); In re AST, 887 F. Supp. 231 at 234 (noting characteristics of NASDAQ index); Jona-
than Macey and Geoffrey Miller, An Analysis of Fraud on the Market Theory, 42 Stan. L. Rev. 1059, 1073-74 (1990).

88 See, e.g., Buban, 1994 WL 324093, at *3 (considering volume of stock traded in concluding that plaintiff could not have
bought defendant’s shares); In re Aldus, 1993 WL 121478, at *7 (noting ″the unquestionably high volume of [the company’s] stock
traded during the period in question″ in holding that trades were not contemporaneous).

89 See, e.g., Buban, 1994 WL 324093, at *3 (The fact that plaintiff bought shares at a lower price than that at which defendant
sold suggests that ″plaintiff could not have traded with defendant.″).

90 Wilson v. Comtech Telecommunications Corp., 648 F.2d 88, 94 (2d Cir. 1988); see Buban, 1994 WL 324093, at *3 (″While
an actual trade between plaintiff and defendant need not be expressly shown, harm to the plaintiff is a necessary factor. Such harm
may be found where it appears that the plaintiff might, in fact, have traded with the defendant.″).

91 According to the Complaint, Defendants Saylor, Bansal, Lynch, and Terkowitz traded after Plaintiff Schwartz traded.
Schwartz cannot, therefore, raise a Section 20A claim against these Defendants, as her trade was not contemporaneous with these De-
fendants’ trades. See, e.g., In re Verifone, 784 F. Supp. at 1489 (″No liability can attach for trades made by plaintiffs before the in-
sider engages in trading activity.″); Backman v. Polaroid Corp., 540 F. Supp. 667, 670 (D. Mass. 1982).

92 See MicroStrategy Brief, at 29-30 (urging only that ″Plaintiffs’ Section 20A claim as to Mr. Ingari should therefore be dis-
missed″); Micro Strategy Reply Brief, at 24 (″Nor can plaintiffs allege that Ms. Schwartz even possibly traded with Mr. Ingari, who
sold three days prior to Ms. Schwartz’s purchase.″).
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contemporaneousness.″) 93 Thus, Defendants’ motion to
dismiss Plaintiff Schwartz’s Section 20A claim must
be granted with respect to Defendant Ingari. In addition,
insofar as Plaintiff Schwartz lacks standing to bring a
claim against Ingari personally, and she is the sole claim-
ant and class representative on the Section 20A count,
Count III of the Complaint must be dismissed as to De-
fendant Ingari. See Simon v. Eastern Kentucky Welfare
Rights Org., 426 U.S. 26, 40, 48 L. Ed. 2d 450, 96 S. Ct.
1917 (1976); In re Verifone Sec. Litig., 784 F. Supp.
1471, 1489 (N.D. Cal. 1992) (″HN40 Where a plaintiff
lacks standing to bring a claim personally, that plaintiff
cannot represent the class.″).

[**138] Finally, Defendants seek dismissal of Count
III on the ground that the facts alleged reflect no cogni-
zable damages that can be assessed under Section
20A. Damages [*665] in an action under Section 20A
are limited to the profits or losses avoided by the illegal
transactions and are ordinarily measured by determin-
ing ″the difference between the price the insider realizes
and the market price of the securities after the news is re-
leased.″ Short v. Belleville Shoe Mfg. Co., 908 F.2d 1385,
1392 (7th Cir. 1990); see 15 U.S.C. § 78t-1(b)(1). The
date at which damages are measured should occur, how-
ever, no later than ″a reasonable time after the inside in-
formation had been generally disseminated″--that is, af-
ter the market and defrauded sellers and buyers have
had a reasonable time to digest the information. SEC v.
MacDonald, 699 F.2d 47, 55 (1st Cir. 1983). Damages are
so limited because, while Section 20A in effect allows
defrauded purchasers or sellers of securities to disgorge
profits made or losses avoided by an insider in posses-
sion of material, nonpublic information, these purchas-
ers and sellers are able to protect their interests [**139]
by buying replacement or selling held shares upon the
full public disclosure of previously withheld informa-
tion. As such, extending the cut-off date for measuring
damages beyond a reasonable time after disclosure

would allow these purchasers and sellers ″to speculate
on the firm’s future prosperity.″ Id. 94 The length of this
reasonable time period varies with the circumstances
of each case, therefore, for it is dependent on when the de-
frauded sellers or buyers reasonably should have di-
gested the disclosed information and have taken steps to
protect their interests. See id. (″In determining what
was a reasonable time . . . the court should consider the
volume and price at which . . . shares [were] traded fol-
lowing disclosure, insofar as they suggested the date by
which the news had been fully digested and acted
upon by investors.″); McGhee v. Joutras, 1995 U.S.
Dist. LEXIS 3542, at *5-6, No. 94-C-7052 (N.D. Ill. Mar.
20, 1995). In this regard, the determination of when a rea-
sonable time has lapsed is highly fact-intensive and is
typically unsuitable for threshold disposition.

[**140] The Individual Defendants, according to the
Complaint, sold shares in 1999 at prices ranging from $
37.63 to $ 94.15. (P 110.) But because, as the Com-
plaint alleges, MicroStrategy implemented a 2-for-1 stock
split on January 26, 2000, the per share value of these
Defendants’ alleged sales was effectively reduced in half,
to between $ 18.815 and $ 47.075. (PP 50, 58.) More-
over, the Complaint alleges that MicroStrategy’s stock
price fell to $ 86.75 after the March 20, 2000, disclo-
sure. (P 58.) These facts, argue Defendants, show that
the Individual Defendants did not avoid any losses attrib-
utable to material, nonpublic information through their
sales, as the price of MicroStrategy shares on the day of
disclosure did not fall below the price at which they
sold. The Complaint alleges, however, that MicroStrat-
egy did not formally restate its previously reported rev-
enues and earnings until April 13, 2000 and May 30,
2000. (Complaint P 61.) Plaintiffs also claim that the Com-
pany’s stock price fell below $ 40 on April 13, 2000,
which price is lower than Defendant Trundle’s alleged
post-split adjusted selling price of $ 42-$ 44. At this point,
these allegations are enough to state a claim [**141] un-

93 That MicroStrategy’s shares are traded on the NASDAQ also argues against a more liberal application of the contemporane-
ity requirement in this case. As the Central District of California has observed:

Stock trading on NASDAQ occurs auction style; stock is sold to the highest bidder and purchased from the lowest of-
feror in every transaction. Thus, supply and demand determine whether stock transactions occur. The fact that defen-
dants ″sold″ shares over a seven-day period . . . necessarily means that there were purchasers for the shares sold
on each of these days. If there were no takers on these days, no stock transactions would have taken place.

Plaintiff[’s] . . . purchase . . . was not made on any of the days the named defendants sold shares. This necessarily
means that [plaintiff] could not have purchased any of the sales sold by the defendants, since the market had al-
ready absorbed these shares.

In re AST, 887 F. Supp. at 234. For similar reasons, Schwartz could not have traded with Ingari.

94 See also, e.g., SEC v. MacDonald, 699 F.2d 47, 53 (1st Cir. 1983) (″HN41 When a seller of publicly traded securities has
learned of previously undisclosed material facts, and decides nevertheless to replace the sold securities, he cannot later claim that
his failure to obtain subsequent stock appreciation was a proximate consequence of his prior ignorance.″); Gerstle v. Gamble-
Skogmo, Inc., 478 F.2d 1281, 1306 n.27 (2d Cir. 1973) (″Once the seller has discovered the fraud, he can protect against further dam-
age by replacing the securities and should not be allowed to profit from a further appreciation, while being protected against de-
preciation by his right to recover at least the difference in value at the time of his sale.″).
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der Section 20A, for with further factual development it
may be shown that information about MicroStrategy’s
accounting practices did not become fully digested in the
market until the Company formally restated its finan-
cials, on which dates the stock had a price lower than that
at which Defendant Trundle sold. Accordingly, it is too
early [*666] in the proceedings to resolve the question as
a matter of law, and Defendant Trundle’s motion to dis-
miss the Section 20A claim against him must be de-
nied.

VI. CONCLUSION

For the foregoing reasons, the motion by the MicroStrat-
egy Defendants to dismiss the Complaint is GRANTED
IN PART and DENIED IN PART as follows: The mo-
tion to dismiss Count III of the Complaint as to Defen-
dant Ingari is GRANTED and the motion is DENIED in
all other respects. The motion by Defendant Pricewater-

houseCoopers to dismiss the Complaint is DENIED.

An appropriate order shall issue. The Clerk is directed
to send a copy of this Memorandum Opinion to all coun-
sel of record.

T.S. Ellis III

United States District Judge

Alexandria, Virginia

September 15, 2000

[*667] APPENDIX A

[SEE MicroStrategy, Summary of EPS, Restatements
and [**142] Stock Price: 6/11/98 - 6/16/00 IN ORIGI-
NAL]
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