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1 “Defendants” is used collectively to refer to the corporate and individual defendants
together throughout this opinion.
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POLLACK, Senior District Judge.

Defendants Merrill Lynch & Co., Inc. (ML & Co.) and its wholly-owned subsidiary

Merrill Lynch, Pierce, Fenner & Smith Inc. (MLPF&S) move to dismiss the amended class

action complaints in the 24/7 Real Media, Inc. (24/7) and Interliant, Inc. (Interliant) consolidated

actions for, inter alia, (1) failure to state a claim upon which relief can be granted, pursuant to

Rule 12(b)(6) of the Federal Rules of Civil Procedure, and (2) failure to plead fraud with

particularity, as required by the Private Securities Litigation Reform Act of 1995 (Reform Act)

(see 15 U.S.C. § 78u-4(b)) and Rule 9(b) of the Federal Rules of Civil Procedure.  Individual

defendant Henry Blodget (Blodget) joins the motion.1  For the reasons set forth below, the

motion is granted.



2 Ganino v. Citizens Utilities Co., 228 F.3d 154, 161 (2d Cir. 2000); see Friedl v. City of
New York, 210 F.3d 79, 83 (2d Cir. 2000); Koppel v. 4987 Corp., 167 F.3d 125, 130 (2d Cir.
1999).  Only “well-pleaded” allegations are accepted as true, see Albright v. Oliver, 510 U.S.
266, 268 (1994).

3 In re Scholastic Corp. Secs. Litig., 252 F.3d 63, 69 (2d Cir. 2001) (quoting Hishon v.
King & Spalding, 467 U.S. 69, 73 (1984)); I. Meyer Pincus & Assoc., P.C. v. Oppenheimer &
Co., Inc., 936 F.2d 759, 762 (2d Cir. 1991) (same).

4 Geisler v. Petrocelli, 616 F.2d 636, 639 (2d Cir. 1980); see Ricciuti v. New York City
Transit Auth., 941 F.2d 119, 124 (2d Cir. 1991).

5 Hirsch v. Arthur Andersen & Co., 72 F.3d 1085, 1092 (2d Cir. 1995) (citing Jenkins v.
S & A Chaissan & Sons, Inc., 449 F. Supp. 216, 227 (S.D.N.Y. 1978)); see 5A Charles A.
Wright & Arthur R. Miller, Federal Practice & Procedure § 1363, at 464–65 (2d ed. 1990); see
also In re American Express Co. Shareholder Litig., 39 F.3d 395, 400–401 & n.3 (2d Cir. 1994)
(“[C]onclusory allegations of the legal status of the defendants’ acts need not be accepted as true
for the purposes of ruling on a motion to dismiss.”) (collecting cases).

6 San Leandro Emergency Medical Group Profit Sharing Plan v. Philip Morris Cos., Inc.,
75 F.3d 801, 813 (2d Cir. 1996) (quoting Wexner v. First Manhattan Co., 902 F.2d 169, 172 (2d
Cir. 1990)); see also Segal v. Gordon, 467 F.2d 602, 607 (2d Cir. 1972) (“Mere conclusory
allegations to the effect that defendant’s conduct was fraudulent or in violation of Rule 10b-5 are
insufficient.”) (quoting Shemtob v. Shearson, Hammill & Co., 448 F.2d 442, 444 (2d Cir. 1971)).
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LEGAL STANDARDS — RULE 12(b)(6) AND FRAUD ALLEGATIONS

In deciding a motion to dismiss under Rule 12(b)(6), this Court, “accepting all factual

allegations in the complaint as true and drawing all reasonable inferences in the plaintiffs’

favor,”2 must dismiss the action if “it is clear that no relief could be granted under any set of facts

that could be proved consistent with the allegations.”3  The Court’s role is “to assess the legal

feasibility of the complaint, not to assay the weight of the evidence which might be offered in

support thereof.”4  “General, conclusory allegations need not be credited, however, when they are

belied by more specific allegations of the complaint.”5

In the fraud context, plaintiffs do not enjoy a “license to base claims . . . on speculation

and conclusory allegations.”6  Federal Rule of Civil Procedure 9(b) requires that “[i]n all

averments of fraud or mistake, the circumstances constituting fraud or mistake shall be stated

with particularity.”  The Second Circuit has held that, at a minimum, the complaint must identify

http://www.findlaw.com/


7 Mills v. Polar Molecular Corp., 12 F.3d 1170, 1175 (2d Cir. 1993).

8 15 U.S.C. § 78u-4(b)(1).

9 Rothman v. Gregor, 220 F.3d 81, 88 (2d Cir. 2000) (“For purposes of a motion to
dismiss, we have deemed a complaint to include any written instrument attached to it as an
exhibit or any statements or documents incorporated in it by reference . . . .”) (citing Cosmas v.
Hassett, 886 F.2d 8, 13 (2d Cir. 1989)); Stuto v. Fleishman, 164 F.3d 820, 826 n.1 (2d Cir. 1999)
(citing Newman & Schwartz v. Asplundh Tree Expert Co., 102 F.3d 660, 662 (2d Cir. 1996))
(same).

While the Second Circuit has stated that “limited quotation does not constitute
incorporation by reference,” Cosmas v. Hassett, 886 F.2d 8, 13 (2d Cir. 1989) (quoting Goldman
v. Belden, 754 F.2d 1059, 1066 (2d Cir. 1985)), the “line between incorporating by reference and
not doing so . . . is fine,” Key v. Chase Manhattan Bank, N.A., 1990 WL 113185, at *4
(S.D.N.Y. July 30, 1990) (citing Ruff v. Genesis Holding Corp., 728 F. Supp. 225, 227 n.2
(S.D.N.Y. 1990) (“Because the PPM was referred to extensively throughout the Complaint,
rather than merely quoted from sporadically, we regard it as having been incorporated by
reference into the Complaint.”) (distinguishing Cosmas)).  See also Oppenheimer, 936 F.2d at
762 (“[W]e examine the prospectus together with the allegations contained on the face of the
complaint. We do so . . . despite the fact that the complaint contains only ‘limited quotation’
from that document.”).

10 See International Audiotext Network, Inc. v. American Tel. and Tel. Co., 62 F.3d 69,
72 (2d Cir. 1995) (“Although the amended complaint in this case does not incorporate the
Agreement, it relies heavily upon its terms and effect; therefore, the Agreement is ‘integral’ to
the complaint, and we consider its terms in deciding whether [plaintiff] can prove any set of facts
that would entitle it to relief.”); Cortec Indus., Inc. v. Sum Holding L.P., 949 F.2d 42, 48 (2d Cir.
1991) (“[T]he district court . . . could have viewed [the documents] on the motion to dismiss
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the statements plaintiff asserts were fraudulent and why, in plaintiff’s view, they were

fraudulent—specifying who made them and where and when they were made.7  This particularity

requirement is reinforced by the Reform Act, in which Congress required that all private

securities class action complaints alleging material misrepresentations or omissions “shall

specify each statement alleged to have been misleading [and] the reason or reasons why the

statement is misleading.”8

In deciding a Rule 12(b)(6) motion, the Court may consider the following materials: (1)

facts alleged in the complaint and documents attached to it or incorporated in it by reference,9

(2) documents “integral” to the complaint and relied upon in it, even if not attached or

incorporated by reference,10 (3) documents or information contained in defendant’s motion



because there was undisputed notice to plaintiffs of their contents and they were integral to
plaintiffs’ claim); Oppenheimer, 936 F.2d at 762 (“The prospectus is integral to the complaint. . .
. We therefore decline to close our eyes to the contents of the prospectus and to create a rule
permitting a plaintiff to evade a properly argued motion to dismiss simply because plaintiff has
chosen not to attach the prospectus to the complaint or to incorporate it by reference.”).

11 Chambers v. Time Warner, Inc., 282 F.3d 147, 153 (2d Cir. 2002) (“[O]n a motion to
dismiss, a court may consider ‘documents attached to the complaint as an exhibit or incorporated
in it by reference . . . matters of which judicial notice may be taken, or . . . documents either in
plaintiffs’ possession or of which plaintiffs had knowledge and relied on in bringing suit.’”)
(quoting Brass v. American Film Technologies, Inc., 987 F.2d 142, 150 (2d Cir. 1993));
Rothman, 220 F.3d at 88–89; Cortec, 949 F.2d at 47 (“Where plaintiff has actual notice of all the
information in the movant’s papers and has relied upon these documents in framing the
complaint the necessity of translating a Rule 12(b)(6) motion into one under Rule 56 is largely
dissipated.”).

12 Rothman, 220 F.3d at 88; Cortec, 949 F.2d at 47 (“[W]hen a district court decides a
motion to dismiss a complaint alleging securities fraud, it may review and consider public
disclosure documents required by law to be and which actually have been filed with the SEC . . .
.”); Kramer v. Time Warner, Inc., 937 F.2d 767, 774 (2d Cir. 1991) (giving rationale for allowing
district courts to consider this information on Rule 12(b)(6) motion).

13 Chambers, 282 F.3d at 153 (“[O]n a motion to dismiss, a court may consider . . .
‘matters as to which judicial notice may be taken . . . .’”) (quoting Brass, 987 F.2d at 150);
Hirsch v. Arthur Andersen & Co., 72 F.3d 1085, 1092 (2d Cir. 1995); Allen v. Westpoint-
Pepperell, Inc., 945 F.2d 40, 44 (2d Cir. 1991) (“In determining the adequacy of a claim under
Rule 12(b)(6), consideration is limited to facts stated on the face of the complaint, in documents
appended to the complaint or incorporated in the complaint by reference, and matters of which
judicial notice may be taken.”); Kramer, 937 F.2d at 774.
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papers if plaintiff has knowledge or possession of the material and relied on it in framing the

complaint,11 (4) public disclosure documents required by law to be, and that have been, filed with

the Securities and Exchange Commission,12 and (5) facts of which judicial notice may properly

be taken under Rule 201 of the Federal Rules of Evidence.13

PROLOGUE

The two cases before the Court are part of a large group assigned to this Court by the

Multidistrict Panel for consolidated administration.  These cases, and the New York Attorney

General’s report which precipitated them, brought to specific public attention certain aspects of
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the internal operations in securities firms that had notoriously and long existed and had been

variously publicized but not focused on as undesirable conflicts that should be ameliorated,

modified, conceivably controlled or eliminated.

Securities firms had traditionally employed on their rosters paid professional analysts to

furnish their opinions and predictions of future targets of prices for the securities being handled

by the firms, in effect “risk advisors.”  Those opinions and predictions were broadcast

extensively and distributed free of charge.  No customer relationship with defendants is claimed

by the plaintiffs; no fiduciary or contractual relations existed, at least none is claimed.

Those analyst “seers” and their employers have been faulted in the present cases with

having conflicting self-interests which influenced and impaired the publicized advice and

opinions by exhortations of “BUY” advice and “Target” expectations to market speculators in the

then popular internet field.

At the times here involved, the stock markets were in the throes of a colossal “bubble” of

panic proportions.  Speculators abounded to capitalize on the opportunities presented by this

bubble. 

The market “bubble” burst intervened before plaintiffs got out of their holdings and their

holdings lost value.  The plaintiffs, learning of the subsequent actions of the regulators

concerning the conflicts mentioned above, rushed to the courts in these cases seeking to recover

the losses they experienced due to the intervening cause, the burst of the bubble.

The companies involved herein were duly registered with the SEC.  Their assets,

liabilities and economics were there disclosed for any holder or purchaser including these

plaintiffs to evaluate at his own risk.  What was missing, was what a willing buyer would pay to

a willing seller to own the stock—with all the relevant information of the fully published

underlying corporate values there for everyone to see and evaluate.

In the euphoric early phase of the bubble experienced by the market—buyers of stock

traded in the optimistic expectation of finding someone who valued acquiring and possessing the

stock at a level higher than the holder did—even if some of the risk analysts of the stock

privately had doubts from time to time, on price, future market value, but not underlying assets.

The risk manager’s forecasts on future price were both correct and incorrect—depending
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on the timing of the mercury level in the market thermometer.  “Buy” or “accumulate” opinion

was an appraisal of the direction of the unsteady market fever.  Those who listened to those

prognostications were rewarded with huge paper profits if they cashed in — depending on the

cycle of the bubble.  Others missed out with the collapse of the fever.

OVERVIEW

The record clearly reveals that plaintiffs were among the high-risk speculators who,

knowing full well or being properly chargeable with appreciation of the unjustifiable risks they

were undertaking in the extremely volatile and highly untested stocks at issue, now hope to twist

the federal securities laws into a scheme of cost-free speculators’ insurance.  Seeking to lay the

blame for the enormous Internet Bubble solely at the feet of a single actor, Merrill Lynch,

plaintiffs would have this Court conclude that the federal securities laws were meant to

underwrite, subsidize, and encourage their rash speculation in joining a freewheeling casino that

lured thousands obsessed with the fantasy of Olympian riches, but which delivered such riches to

only a scant handful of lucky winners.  Those few lucky winners, who are not before the Court,

now hold the monies that the unlucky plaintiffs have lost—fair and square—and they will never

return those monies to plaintiffs.  Had plaintiffs themselves won the game instead of losing, they

would have owed not a single penny of their winnings to those they left to hold the bag (or to

defendants).  

Notwithstanding this — the federal securities laws at issue here only fault those who,

with intent to defraud, make a material misrepresentation or omission of fact (not opinion) in

connection with the purchase or sale of securities that causes a plaintiff’s losses.  Considering all

of the facts and circumstances of the cases at bar, and accepting all of plaintiffs’ voluminous,

inflammatory and improperly generalized allegations as true, this Court is utterly unconvinced

that the misrepresentations and omissions alleged in the complaints have been sufficiently

alleged to be cognizable misrepresentations and omissions made with the intent to defraud. 

Plaintiffs have failed to adequately plead that defendant and its former chief internet analyst

caused their losses.  The facts and circumstances fully within this Court’s proper province to

consider on a motion to dismiss show beyond doubt that plaintiffs brought their own losses upon



14 The 24/7 and Interliant actions are two of the approximately 27 consolidated actions in
this litigation.  Each of the actions consolidates cases pertaining to a single issuing company
(internet stock) or investment fund.  The 25 actions that are not the subject of the instant motion
are stayed pending resolution of the legal issues raised in the 24/7 and Interliant motions.  The
Court will determine at the appropriate time the applicability of the rulings in the present opinion
to the remaining consolidated actions.

15 Clients of Merrill Lynch were, in most cases, subject to arbitration agreements.

16 Plaintiffs have incorporated the affidavit into their complaints by reference.
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themselves when they knowingly spun an extremely high-risk, high-stakes wheel of fortune.

FACTUAL BACKGROUND AND ALLEGATIONS

Defendant ML & Co. is a holding company through which defendant MLPF&S provides

research, brokerage, and investment banking services.  From February 1999 through December

2001, defendant Blodget was a first vice president of Merrill Lynch and its primary analyst for

companies in the internet sector.  During the putative class periods, Merrill Lynch issued research

reports on a number of different internet companies, including 24/7 and Interliant.  Many of these

reports included analysts’ opinions on whether investors should buy the stocks at issue.

Plaintiffs are those investors in 24/7 and Interliant stocks who, during the putative class

periods, purchased shares in the respective companies and subsequently lost money.14  Suing to

recoup these losses, they allege that the predictions expressed in Merrill Lynch research reports

caused their losses.  Reliance is alleged through the fraud-on-the-market theory.  None of the

plaintiffs alleges actually to have seen or read the analyst reports themselves.  Indeed, none of the

plaintiffs claims to have been a customer of Merrill Lynch or to have purchased the securities

through Merrill Lynch; all concede that they were non-client purchasers.15 

Plaintiffs allege that the analyst opinions expressed in the research reports were materially

misleading and violated Section 10(b) of the Securities Exchange Act of 1934 (Exchange Act)

and Rule 10b-5 promulgated thereunder by the Securities and Exchange Commission.  In support

of the fraud allegations, plaintiffs rely almost exclusively on, and quote heavily from, an affidavit

prepared by Eric Dinallo of the New York State Attorney General’s Office (Dinallo affidavit).16 

The affidavit, filed April 8, 2002—more than a year after the close of the two class



17 Eric R. Dinallo, Affidavit in Support of Application for an Order Pursuant to General
Business Law Section 354, at p. 7.

18 This information is clear from the face of the reports themselves, which are referred to
in the complaints.  The Court has reviewed the 24/7 research reports issued between September
8, 1998 and November 9, 2000, the Interliant research reports issued between August 4, 1999 and
February 21, 2001, and the Sector Reports issued between April 5, 1999 and September 15,
2000.  The Court may consider the reports and draw reasonable inferences from them, see supra
notes 2, 10–11 and accompanying text, because they are the very data that plaintiffs allege was
misleading, they are integral to the complaints, and they were known to or in their possession of
plaintiffs and utilized in framing the complaints.
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periods—detailed the efforts of the New York Attorney General to investigate defendants’

internet research group.  

The Dinallo affidavit was offered in support of an application before the New York state

courts for an order, pursuant to New York state law, requiring Merrill Lynch employees to turn

over documents and give testimony in the Attorney General’s continuing investigation into

whether defendants violated New York state law.  Soon after the affidavit became public,

plaintiffs filed these federal class action suits (now consolidated before this Court) against

defendants alleging violations of the federal securities laws, including the federal provisions

mentioned above.  The Dinallo affidavit notes that the state regulations pursuant to which the

Attorney General proceeded impose entirely different legal requirements.  “Unlike the federal

securities laws,” the affidavit states, “no purchase or sale of stock is required, nor are intent,

reliance, or damages required elements of a violation.”17

The research reports

The internet research group at Merrill Lynch prepared two main kinds of reports on the

companies that they followed: (1) quarterly Sector Reports (or “Quarterly Handbooks”)

containing in-depth analyses of the industry and each company in the sector covered by Merrill

Lynch, and (2) reports focusing on one particular company that took the form of comments,

bulletins and notes, which were generally issued in response to news from the issuer or new

developments or trends affecting the company that was the subject of the report (hereinafter

Company Reports).18  These reports were sometimes just a few letter-sized, single-spaced pages



19 Some of the reports discuss similar research and projections by firms unaffiliated with
Merrill Lynch’s internet research group.
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in length, and other times were several pages or more in length.

The reports show that the internet issuer companies were the primary sources of

information for the Merrill Lynch analysts in forming their opinions.  Plaintiffs make no

allegation that any of the company-related information relied on by the analysts in preparing the

reports was in any way false, nor do they allege that the analysts made up facts or misrepresented

facts about any of the companies in any of the reports.  Rather, plaintiffs allege in the main that

the analysts misrepresented their true opinions in the reports (viz., opinions as to whether the

stocks should or should not be purchased at the relevant times) and did not disclose certain

alleged conflicts of interest within the Merrill Lynch brokerage house.  In their brief, plaintiffs

also claim—as they must, if they are to have any hope of satisfying federal securities fraud

pleading requirements—that their complaints adequately show that these alleged

misrepresentations and nondisclosures were material, were made with scienter, were relied upon

by them in making their purchases, and ultimately resulted in their losses.

There were approximately forty-four Company Reports issued (at irregular intervals) with

respect to 24/7 Real Media, Inc. during the alleged 24/7 class period, which stretches from May

12, 1999 through November 9, 2000.  There were approximately thirty-four Company Reports

issued (also at irregular intervals) with respect to Interliant, Inc. during the alleged Interliant class

period, which stretches from August 4, 1999 through February 20, 2001.

The analyst reports discussed the companies’ financial reports and revenue information,

their respective business models and strategy, and the issuers’ own estimates of future

performance.19  The reports frequently contained a description of the analysts’ opinions as to the

company’s competitive position in the industry, including evaluations of comparable companies. 

In addition, the reports included the analysts’ financial models and projections for the companies,

evaluations of past company performance against such models and projections, as well as

discussion of estimates and projections by other analysts.  All told, these evaluations—none of

which are alleged to be false or misleading in their factual underpinnings or in their

methodology—provided background and support for the analysts’ opinions on whether the
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individual stocks might be considered for purchases or for sales.

Each of the company-specific research reports about which the 24/7 and Interliant

plaintiffs complain carried a rating consisting of a two-part designation: (1) a letter (either A, B,

C, or D) representing the analysts’ opinion of the stock’s “Investment Risk Rating,” coupled with

(2) a pair of numbers (each a numeral between 1 and 5) designating the analysts’ opinion of the

“Appreciation Potential” of the stock over time.

An Investment Risk Rating of “A” denoted the lowest level of risk.  A stock with an “A”

rating was expected to exhibit “modest price volatility,” and typically represented a company

with strong balance sheets, demonstrated long-term profitability, and “stable to rising dividends.” 

A “B” rating meant that the stock was “expected to entail price risk similar to the market as a

whole,” and represented a company that had “demonstrated the ability to produce above-average

sales, profits and other measures of leadership within its industry.”  A “C” rating indicated

“above average risk,” and represented companies with balance sheets that were average or below

average for their respective industries.  The “C” companies in many cases were new to the

industry or had erratic earnings.

A “D” rating, which the analysts assigned to all Internet companies including 24/7 and

Interliant, denoted the highest level of risk.  In addition to having all of the characteristics of a

“C” issuer, “D” companies were so designated because of the analysts’ opinion that the

company’s stock had a “high potential for price volatility.”  One or more of the following factors,

among others, could have led to a company’s receiving a “D” rating: untested management, lack

of earnings history, or heavy dependence upon one product or service.

As noted above, the Investment Risk Rating for each stock was coupled with a pair of

numbers.  The two numbers, each a single digit between one and five, represented the analysts’

opinions of the stock’s Appreciation Potential.  The first digit reflected the analyst’s prediction of

how the stock would perform over the short term,  i.e., within 0–12 months, and the second digit

represented the analyst’s prediction of performance over the intermediate term, i.e., 12–24

months.  The digits signified the following estimates:

1 – BUY:  Issue was considered to have particularly attractive potential for appreciation 
and was estimated to appreciate by 20% or more within the given time frame.



20 David S. Escoffery, Note, A Winning Approach to Loss Causation Under Rule 10b-5 in
Light of the Private Securities Litigation Reform Act of 1995 (“PSLRA”), 68 Fordham L. Rev.
1781, 1781 (2000).

21 15 U.S.C. § 78u–4.
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2 – ACCUMULATE:  Issue was considered to have attractive potential for appreciation 
and was estimated to appreciate by 10-20% within the given time frame.

3 – NEUTRAL:  Issue was considered to have limited potential for appreciation and was 
estimated to appreciate/decline by 10% or less within the given time frame.

4 – REDUCE:  Issue was considered too unattractive for appreciation and was estimated 
to decline by 10%-20% within the given time frame.

5 – SELL:  Issue was considered to be particularly unattractive for appreciation and was 
estimated to decline by 20% or more within the given time frame.

Thus, a rating of D-1-2 meant that the stock at issue was highly volatile and estimated to

appreciate by 20% or more within the immediately following 12 months and 10–20% for the 12

months following that (i.e. the period stretching 12–24 months after issuance of the report).

I. PLEADING SECURITIES FRAUD

To recover damages in a private cause of action under Rule 10b-5, a plaintiff must plead

and prove—among other elements—loss causation.  “To establish loss causation a plaintiff must

show[] that the economic harm that it suffered occurred as a result of the alleged

misrepresentations.”  Citibank, N.A. v. K-H Corp., 968 F.2d 1489, 1495 (2d Cir. 1992)

(emphasis in original).

1.  Loss causation is missing from plaintiffs’ pleadings

“Loss causation developed exclusively out of case law and was never expressly

recognized by the Supreme Court.”20  In the Private Securities Litigation Reform Act of 1995

(Reform Act),21 however, Congress codified a uniform loss causation standard and made it

applicable to all securities fraud suits of the kind presently before the Court.  To cope with the



22 15 U.S.C. § 78u–4(b)(4).

23 Opposition brief at p. 1.
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the scandals associated with such class suits, Congress enacted the so-called “Loss Causation”

provision:

(4) Loss causation

In any private action arising under this chapter, the plaintiff shall have

the burden of proving that the act or omission of the defendant alleged

to violate this chapter caused the loss for which the plaintiff seeks to

recover damages.22  

This was necessary in the Reform Act for the goal entitled in the legislation:

TITLE 1—REDUCTION OF ABUSIVE LITIGATION

     SEC.101.  PRIVATE SECURITIES LITIGATION REFORM.

Plaintiffs were explicitly reminded in this Court’s Case Management Order No. 3, well

prior to framing the allegations in the consolidated amended complaints, that they should give

careful attention to pleading loss causation:

Consolidated amended complaints should also be carefully framed 
in order that they may fully comply with all applicable law regarding 
the pleading of loss causation.

Plaintiffs have failed to heed this reminder.

Plaintiffs claim in their brief that “[s]ome, and perhaps much, of the ‘Internet bubble’ was

a classic stock market manipulation engineered by Wall Street’s investment bankers and research

analysts.”23  There is no factual predicate or legitimate inference from facts alleged in the

consolidated complaint for plaintiffs’ semantic invention of a stock market manipulation for

internet company securities engineered by Wall Street’s investment bankers and research

analysts.  Not even the freewheeling investigation and report make any such assertion or

suggestion as a prop for its criticisms.  

The cited alleged omissions of conflicts of interest could not have caused the loss of

market value.  The alleged omissions are not the ‘legal cause’ of the plaintiff’s losses.  There was

no causal connection between the burst of the bubble and the alleged omissions; it was the burst



24As noted in Merrill Lynch’s opening brief, plaintiffs allege that the fraud on the market
theory applies in this case and that allegation is accepted as true solely for purposes of this
motion.

14

which caused the market drop and the resultant losses a considerable time thereafter when

plaintiffs decided it was time to sell.  A defendant does not become an insurer against an

intervening cause unrelated to the acquisition, e.g., a precipitous price decline caused by a market

crash.  The plaintiffs controlled their ultimate exit from the stocks after waiting no doubt for a

market reversal.

There are simply no allegations in the complaints, much less particularized allegations of

fact, from which this Court could conclude that it was foreseeable that the alleged non-

disclosures of conflicts would cause the harm allegedly suffered by plaintiffs as a result of the

bursting of the Internet bubble.  Plaintiffs have also failed to allege facts which, if accepted as

true, would establish that the decline in the prices of 24/7 and Interliant stock (their claimed

losses) was caused by any or all of the alleged omissions from the analyst reports. 

Moreover, none of the Second Circuit cases upon which plaintiffs rely have applied the

so-called “disparity of investment quality” or “price inflation” theory of pleading loss causation

to a putative securities class action in which the plaintiffs sought to utilize the fraud on the

market theory.  Rather, each involved a face-to-face transaction in which the identified plaintiffs

alleged that they actually detrimentally relied on defendants’ misrepresentations and that they

were harmed as a result.  For sound policy reasons discussed below, plaintiffs’ theory on loss

causation should not be expanded to fraud on the market cases, where reliance is presumed (if

certain criteria are met) based upon the assumption that in an efficient market “most publicly

available information is reflected in market price, [and] an investor’s reliance on any public

material misrepresentation, therefore, may be presumed.”  Basic v. Levinson, 485 U.S. 224,

241–42 (1988).24  In the circumstances here presented, the sound reasoning of the Eleventh

Circuit Court of Appeals in Robbins v. Koger Props, Inc., 116 F.3d 1441 (11th Cir. 1997), should

be applied.  There, the court observed that in a fraud on the market putative class action, price

inflation is typically used as a surrogate for reliance and the closely related concept of transaction

causation.  After examining the concept of proximate causation carefully, the court reasoned that
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price inflation should not be extended to satisfy the independent requirement to plead loss

causation:

Our cases have not utilized the [fraud on the market] theory to alter the loss
causation requirement, and we refuse to do so here.  Our decisions explicitly
require proof of a causal connection between the misrepresentation and the
investment’s subsequent decline in value.  

Robbins, 116 F.3d at 1448 (emphasis added).

Accordingly, the court stated that in the circumstances presented, the “showing of price

inflation, however, does not satisfy the loss causation requirement” and would otherwise collapse

transaction and loss causation, see id., a result which even plaintiffs acknowledge would be at

odds with Second Circuit law.

Even if there was a claim that the misconduct caused the purchase price of the stocks to

be artificially inflated, plaintiffs have failed to allege facts (as opposed to legal conclusions) from

which to infer that the alleged omissions were a substantial cause of any inflation.  In their

memorandum, plaintiffs refer to only eight of the over eighty research reports issued by Merrill

Lynch on 24/7 and Interliant during the putative class periods and allege that the respective stock

prices rose in the days following the issuance of the research reports.  Yet despite instances

thereafter when prices dropped following reports, plaintiffs make no attempt in their pleadings to

allege facts that would support their conclusion that any minor increases were caused by an

analyst’s rating as opposed to the numerous other factors, including previously non-public

internal financial information released at virtually the same time by the companies themselves (or

elsewhere in the analysts’ reports), or even the effect of reports issued by other analysts.

(a)  Merely Alleging “Artificial Inflation” is Not Sufficient To Satisfy

Loss Causation 

Causation under federal securities laws “is two pronged:  a plaintiff must allege both

transaction causation . . . and loss causation . . . .” Suez Equity Investors, L.P. v. Toronto-

Dominion Bank, 250 F.3d 87, 95 (2d Cir. 2001) (emphasis added).  The loss causation

inquiry must examine “how directly the subject of the fraudulent statement caused the loss,

and whether the resulting loss was a foreseeable outcome of the fraudulent statement.”  Id. at



25 In contrast to the allegations here, in WorldCom the plaintiffs alleged that the analyst,
among other things, was aware of and concealed the alleged accounting irregularities that directly
led to the losses incurred by plaintiffs.  Also, unlike here, plaintiffs alleged in WorldCom that the
research reports were materially false and misleading because the analyst had failed to disclose
material nonpublic information he possessed about the company and had purportedly concealed
the company’s true financial condition by employing a valuation model not used for any other
company to allegedly disguise various aspects of the company’s alleged “capital expenditure
fraud.”  See In re WorldCom, Inc. Sec. Litig., No. 02 Civ. 3288 (DLC), 2003 WL 21219049, at
*9, *29 (S.D.N.Y. May 19, 2003).  The WorldCom plaintiffs additionally alleged various
undisclosed financial arrangements between the issuer and the analyst’s firm.  See id. at *10,
*29–30.  The complaints at issue here allege neither that Merrill Lynch possessed material
nonpublic information regarding the financial condition of 24/7 or Interliant, nor the existence of
any such undisclosed financial arrangements.  The Court respectfully submits that the WorldCom
decision is not broad enough to cover the allegations here.
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96 (citing First Nationwide Bank v. Gelt Funding Corp., 27 F.3d 763, 769 (2d Cir. 1994)). 

As explained in AUSA Life Insurance Co. v. Ernst & Young, the “foreseeability query” is

whether the defendant could have reasonably foreseen that its alleged misconduct could lead

to the financial decline of the investments which led to the harm to the investors.  See AUSA,

206 F.3d 202, 217 (2d Cir. 2000) (“The foreseeability query is whether E&Y could have

reasonably foreseen that their certification of false financial information could lead to the

demise of JWP, by enabling JWP to make an acquisition that otherwise would have been

subjected to higher scrutiny, which led to harm to the investors.”).

Here, to the contrary, plaintiffs have not alleged that there was any link between the

allegedly overly optimistic ratings and the financial troubles of 24/7 or Interliant that led to

their financial demise in the wake of the bursting bubble, nor any facts demonstrating that

they were the cause.25  Nor do plaintiffs allege facts demonstrating that it was foreseeable that

the allegedly overly optimistic ratings would lead to the financial demise of 24/7 or Interliant.

(b)  The Burst of the Bubble — Intervening Cause

The Second Circuit has also continued to stress the need to examine whether

intervening causes are present and the lapse of time between the fraudulent statement and the

loss.  Both of these elements focus on conduct occurring after the investment decision and

after the purchase of shares at the allegedly inflated price.  For example, the Second Circuit



26 In an attempt to distinguish First Nationwide, plaintiffs cite AUSA, for the
uncontroverted proposition that First Nationwide “did not intend to bar a plaintiff from
successfully pleading ‘proximate cause when the claim follows a market collapse.’”  Defendants
did not argue that one could never plead proximate cause following a market collapse, but that
plaintiffs have not done so.
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reiterated in Castellano v. Young & Rubicam, Inc. that “‘when factors other than the

defendant’s fraud are an intervening direct cause of a plaintiff’s injury, that same injury

cannot be said to have occurred by reason of the defendant’s actions.’”  257 F.3d 171, 189

(2d Cir. 2001) (citing First Nationwide, 27 F.3d at 769); see also Suez Equity, 250 F.3d at 96. 

As the Second Circuit explained:

The cases where we have held that intervening direct causes preclude a finding
of loss causation present facts sharply different from those at issue here [in
Castellano].  See Powers [v. British Vita, 57 F.3d 176, 189 (2d Cir. 1995)]
(market value of stock fell as a result of recession); [First Nationwide], 27
F.3d at 772 (investor’s loss caused by marketwide real estate crash); Citibank,
N.A. v. K-H Corp., 968 F.2d 1489, 1495 (2d Cir. 1992) (loss to plaintiff from
loans made on the basis of fraudulent misrepresentation were the result of a
decline in value of collateral unrelated to the fraud); Bloor v. Carro,
Spanbock, Londin, Rodman & Fass, 754 F.2d 57, 62 (2d Cir. 1985) (loss
caused not by misrepresentations in various documents used to attract
investments but by looting and mismanagement of these funds by controlling
stockholders). 

Castellano, 257 F.3d at 189–90.  These cases distinguished by Castellano are plainly

applicable to the facts here where the overall Internet market had collapsed — causing the

price of 24/7 and Interliant to decline dramatically — and where plaintiffs cannot allege a

factual link between that decline and defendants’ conduct.  Yet if merely alleging artificial

inflation was sufficient, then there would be no need for any of these cases to discuss the

importance of considering whether there was the presence of any intervening factors.

Indeed, the Second Circuit has held that “when the plaintiff’s loss coincides with a

marketwide phenomenon causing comparable losses to other investors, the prospect that the

plaintiff’s loss was caused by the fraud decreases.”  First Nationwide, 27 F.3d at 772 (citing

Bastian v. Petren Res. Corp., 892 F.2d 680, 684 (7th Cir. 1990)).  Yet, plaintiffs’ allegations

utterly fail to take into account the intervening cause of the Internet market collapse.26
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(c) Disparity in Price Theory is Inapplicable

Unlike the instant case, the Second Circuit cases upon which plaintiffs rely all

involved face-to-face transactions and allegations of direct reliance on the allegedly false or

misleading information. 

“[T]he fraud on the market theory, as articulated by the Supreme Court, is used as a

rebuttable presumption of reliance, not a presumption of causation.”  See Robbins v. Koger

Props, Inc., 116 F.3d at 1448 (citing Basic, 485 U.S. at 241–42).  To permit plaintiffs to

allege artificial inflation through the fraud on the market theory to satisfy loss causation

would improperly conflate both the “but for” transaction causation and the loss causation

elements into one.  The Eleventh Circuit in Robbins expressly rejected such an approach.

In Robbins, plaintiffs argued that the false financial statements misled investors about

the ability of the issuer to sustain its high dividend level and, thereby, maintain an artificially

inflated stock price.  As evidence of the price inflation, plaintiffs alleged that “an adjustment

in the stated amount of cash flow in July 1989, the beginning of the class period, would have

required KPI to cut or eliminate its dividend, causing a $10.05 decline in KPI’s stock price

like the decline that occurred in October 1990.”  Robbins, 116 F.3d at 1446–47.

The Eleventh Circuit found that this was not enough to satisfy the loss causation

requirement.  See id., 116 F.3d at 1448.  The Robbins court concluded that the plaintiffs’

actual loss was due to the decline in the price of their stock, which was caused by the

company’s cut in its dividend and not the fraudulent financial statements.  The Eleventh

Circuit rejected plaintiffs’ attempt to satisfy loss causation by alleging, through the fraud on

market theory, simply that the price was artificially inflated:

But the fraud on the market theory, as articulated by the Supreme Court, is
used to support a rebuttable presumption of reliance, not a presumption of
causation.  See Basic v. Levinson, 485 U.S. 224, 241–42, (1988) (“Because
most publicly available information is reflected in market price, an investor’s
reliance on any public material misrepresentations, therefore, may be
presumed for purposes of a Rule 10b-5 action.”).  The theory was used for this
purpose by the plaintiffs in this case.  Because the theory supports a
presumption of reliance, it is more closely related to the transaction causation
requirement.  Our cases have not utilized the theory to alter the loss causation
requirement, and we refuse to do so here.  Our decisions explicitly require



27 Plaintiffs also cite to footnote 145 in Judge Scheindlin’s over 100-page decision in In re
Initial Public Offering Securities Litigation, 241 F. Supp. 2d 281 (S.D.N.Y. 2003).  Judge
Scheindlin recognized in the same footnote 145 that “[a]lthough the Second Circuit has never
explicitly stated it that way; other circuits have.”  241 F. Supp. 2d at 377–78 n.145.  The other
circuit decision upon which she relied was the Ninth Circuit’s decision in Knapp v. Ernst &
Whinney, 90 F.3d 1438 (9th Cir. 1996), see Robbins,116 F.3d at 1448, in which the Ninth
Circuit collapsed transaction and loss causation and with which Robbins explicitly disagreed.

28 Allowing plaintiffs in a fraud on the market case to satisfy loss causation simply by
alleging that a misrepresentation caused the price to be artificially inflated without having to
allege any link between the conduct and a decline in price would undoubtedly lead to speculative
claims and procedural intractibility.  After any drop in price – even if, as here, it is entirely
unrelated to defendant’s conduct – a subsequently dissatisfied investor would be able (with the
benefit of hindsight) to point to any allegedly misleading positive statement issued by anyone
(not just the issuer) and couple that with an allegation that the price of the security was inflated
as a result to satisfy loss causation.  To allow such a claim would invite self-serving testimony,
strike suits and protracted discovery.  “The issues would be hazy, the[  ] litigation protracted, and
the[  ] resolution unreliable.”  Grace v. Rosenstock, 228 F.3d 40, 48 (2d Cir. 2000).  The Second
Circuit has held that it “would reject any theory of causation that raised such prospects.”  Id.
(affirming dismissal after trial of section 10(b) claims on loss causation grounds).
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proof of a causal connection between the misrepresentation and the
investment’s subsequent decline in value.

Robbins, 116 F.3d at 1448.

Plaintiffs’ assertion that “[t]he Suez Equity test applied the fraud on the market theory

to loss causation” is not correct.  Suez Equity involved a claim of actual reliance in a face-to-

face transaction and did not involve publicly traded securities or the fraud on the market

theory.27  On the other hand, in Rothman v. Gregar, 220 F.3d 81 (2d Cir. 2000), cited by

plaintiffs, the Second Circuit analyzed loss causation in a fraud on the market case and

examined whether the defendant could reasonably foresee that its alleged fraudulent failure to

expense “would lead to a drop in GT’s stock price.”  Id. at 95.  Thus, the Second Circuit

looked to whether that alleged misconduct caused the price to drop and did not analyze loss

causation in terms of artificial inflation.28

Plaintiffs’ extensive reliance on Marbury Management is also misplaced.  As Judge

Jacobs explained in his concurrence in AUSA:

In that case, the compelling facts were that Alfred Kohn, a broker-trainee but
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not yet a broker, repeatedly told the customers that he was a broker.  See id. at
707.  Believing that Kohn was a broker, the plaintiffs bought and held
securities on his recommendation, only to incur losses on their purchases.  See
id.  It was clear that if the plaintiffs had known what was concealed—that
broker-trainee Kohn was not the licensed broker he claimed to be—they
would have declined to purchase the securities recommended by Kohn, and
certainly would have sold the securities when they began to lose value: 
“Kohn’s statements by their nature induced both the purchase and the
retention of the securities, the expertise implicit in Kohn’s supposed status
overcoming plaintiffs’ misgivings prompted by the market behavior of the
securities.”  Marbury Management, 629 F.2d at 708 & n.2 (emphasis added).

Though one can debate whether the circumstances that were said to be loss
causation in Marbury amount to anything more than transaction causation,
Marbury does not purport to change the rule—which we have consistently
applied before and since—that a 10(b) claim cannot succeed unless loss
causation is demonstrated.

AUSA, 206 F.3d at 227 (Jacobs, J., concurring).

In short, Marbury Management is a unique fact pattern involving allegations of a

direct misrepresentation and actual reliance and should not be extended to the allegations

here, especially where plaintiffs here invoke the presumptions of fraud on the market theory. 

As Judge Meskill noted in his eloquent dissent there, the majority “strain[ed] to reach a

sympathetic result” and improperly extended the reach of Section 10(b) even in a face-to-face

transaction.  See Marbury, 629 F.2d at 716-17 (Meskill, J., dissenting).  Similarly, Judge

Jacobs, in his concurrence in AUSA, also warned that “it would be a mistake to treat the

Marbury facts as a template for loss causation;” that its holding should be limited to “the

same set of facts;” and the Second Circuit “has never read Marbury to hold that transaction

causation subsumes loss causation.”  AUSA, 206 F.3d at 227.

Since Suez Equity, courts in this district have rejected bare allegations that the

misconduct alleged induced a disparity between the transaction price and “true investment

quality” in the absence of specific facts connecting plaintiffs’ losses to the misrepresentation

alleged.  See Spencer Trask Software & Info. Servs. LLC v. RPost Int’l Ltd., 02 Civ. 1276

(PKL), 2003 WL 169801, at *21 (S.D.N.Y. Jan. 24, 2003) (Leisure, J.); see also Greenwald

v. Orb Communications & Mktg., Inc., No. 00 Civ. 1939 (LTS HBP), 2003 WL 660844, at



29 Under plaintiffs’ theory, they must allege that each of the challenged ratings was the
substantial cause of artificial inflation.  Plaintiffs’ complaints challenge every report over an
approximate two-year period, yet there are no other allegations of loss causation regarding the
other research reports.  Furthermore, the lead and named plaintiffs do not allege that their losses
are even linked to the inflation allegedly caused by any of these eight specified reports.  For
example, not one of the named plaintiffs purchased shares within the same month of any of these
eight reports.  (Compare Interliant Plaintiffs and 24/7 Plaintiff Certifications, with Pls. Mem. at
30.)
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*2 (S.D.N.Y. Feb. 27, 2003) (Swain, J.) (denying motion for reconsideration, rejecting

plaintiff’s contention that under Castellano, he had sufficiently alleged loss causation because

he alleged “‘that defendant’s misrepresentations induced a disparity between the transaction

price and the true “investment quality” of the securities at the time of the transaction’”)

(quoting Castellano, 257 F.3d at 188).  Judge Sweet’s decision in Emergent Capital Inv.

Mgmt., LLC v. Stonepath Group, Inc., 195 F. Supp. 2d 551, 559–60 (S.D.N.Y. 2001), did not

change his original analysis in his first decision dismissing the complaint for failing to allege

loss causation even where defendants were alleged to have contributed to the bubble.  See

Emergent, 165 F. Supp. 2d 615 (S.D.N.Y. 2001).  In the second decision, Judge Sweet still

dismissed the complaint on other grounds, but found in dicta that – unlike here – plaintiffs

amended their complaint to add specific allegations (not present here) that defendants in a

face-to-face transaction made misrepresentations concerning non-public information about

the qualifications and background of an insider to satisfy their burden of pleading loss

causation.  See Emergent Capital Inv. Mgmt., 195 F. Supp. 2d 551.

By citing just eight reports, plaintiffs apparently are conceding that they have not

alleged that any of the other over 75 research reports substantially caused any artificial

inflation.29

Plaintiffs make no attempt to address any of the concerns raised in First Nationwide,

in terms of alleging that it was actually the alleged optimistic ratings – as opposed to other

external factors – that was a substantial cause of the artificial inflation.  For example,

plaintiffs do not address that these eight research reports were issued on the same day that the

issuer announced positive news (previously nonpublic information) about itself.  (See, e.g.,

Musoff Decl. Ex. 1, Comment dated Aug. 12 1999, at 1 (“24/7 Media reported a very strong



30 In an attempt to overcome these defects, plaintiffs cite in their complaints several
articles which discuss Mr. Blodget’s alleged influence on the market.  As an initial matter, these
articles cannot replace allegations of actual artificial inflation.  None of these articles ever state
that it is the ratings, as opposed to his analysis in the research reports of the financial information
provided by the company, that allegedly caused his influence.  More significantly, none of the
articles state that he had any impact on the price of 24/7 or Interliant.  Indeed, as the analyst
reports about which plaintiffs complain themselves reflect, Mr. Blodget did not even cover
Interliant after February 2000, yet the putative class period runs until February 2001.

31 Chill v. General Electric Co., 101 F.3d 263, 267 (2d Cir. 1996) (citing Gold v.
Morrison-Knudsen Co., 68 F.3d 1475, 1476–77 (2d Cir. 1995); Acito v. IMCERA Grp., Inc., 47
F.3d 47, 51 (2d Cir. 1995); Cohen v. Koenig, 25 F.3d 1168, 1173 (2d Cir. 1994)) (underlined
emphasis supplied).
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Q2. . . . Q2 revenues increased 50% sequentially to $17.2 million . . . .”); Ex.2. Bulletin dated

Nov. 17, 1999 at 1 (“Interliant announced the acquisition of Triumph Technologies, a private

Internet security firm.”).) 

Plaintiffs also do not bother to differentiate between the ratings and the rest of the

information in the research reports.  These research reports themselves contained not only the

issuers’ news, but also a host of other factual information which is not being challenged here. 

(See, e.g., Musoff Decl. Ex. 1, Comment dated Dec. 9, 1999, at 1 (“24/7 Media announced

that its email division has increased its total number of opt-in email names to 15.5mm, up

from 13mm at the end of Q3.”); Ex. 2, Bulletin dated Feb. 1, 2000, at 1 (“Interliant pre-

announced 4Q99 results, ahead of expectations.  Revenues of $18 million were 12% ahead of

our $16.1 million estimate.).)30 

2.  Plaintiffs fail to plead fraud with particularity

When, as here, a complaint contains allegations of fraud, Federal Rule of Civil

Procedure 9(b) requires that “the circumstances constituting fraud . . . be stated with

particularity.”  The Second Circuit has interpreted this language to mean that, in the securities

fraud context, “the actual fraudulent statements or conduct and the fraud alleged must be

stated with particularity . . . .”31  The Second Circuit has held that, at a minimum, the

complaint must identify the statements plaintiff asserts were fraudulent and why, in plaintiff’s



32 Mills v. Polar Molecular Corp., 12 F.3d 1170, 1175 (2d Cir. 1993).

33 15 U.S.C. § 78u–4(b)(1).

34 See supra notes 31–32 and accompanying text.

35 The other 25-odd consolidated amended complaints are similarly verbose.

36 The consolidated amended complaints were due March 14, 2003; twelve plaintiffs’
firms shared the drafting responsibilities as lead counsel on various consolidated actions, with
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view, they were fraudulent—specifying who made them and where and when they were

made.32  This heightened particularity standard is reinforced by the Reform Act, in which

Congress required that plaintiffs alleging material misrepresentations or omissions must

“specify each statement alleged to have been misleading [and] the reason or reasons why the

statement is misleading.”33

(a)  Plaintiffs fail to identify the precise misrepresentations and omissions 

alleged in 24/7 and Interliant

As noted above, plaintiffs must allege with particularity, and not in general terms, the

statements or omissions that they contend were fraudulent, as well as the fraud itself.34  It has

not been an easy task to comb through the two prolix and unnecessarily repetitive

complaints—each of which is 68 pages in length and lists over 180 numbered paragraphs

containing much in the way of speculation and news reports—in search of precisely what the

plaintiffs actually allege was materially misrepresented or omitted by defendants.35  Indeed,

there seems to be not insignificant grounds for finding the complaints in violation of Rules

8(a)(2) & (e)(2) of the Federal Rules of Civil Procedure.  Defendants have moved to strike,

and not without reasonable basis, paragraphs 13–18, 32, 36–37, 59–60, 62–64, 66–73, 82,

87–91, and 96–100 of the 24/7 complaint and paragraphs 4–9, 38–39, 61–62, 64–66, 68–74,

82, 87–91, and 96–100 of the Interliant complaint as immaterial under Rule 12(f).  Given that

more than a dozen plaintiffs’ firms had already had the benefit of nearly a year from the

publication of the Dinallo affidavit in which to sharpen their allegations and hone their

complaints,36 the Court had ample reason to consider, and did consider, simply dismissing the



support from other firms.

37 See FED. R. CIV. P. 8(f).
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consolidated amended complaints outright—with leave to re-plead again, this time in full

compliance with the aforementioned Rules.  This course of action would have laid the

pleading burden squarely back where it belonged—with plaintiffs’ counsel—and would have,

hopefully, resulted in a set of complaints that was more manageable and more in compliance

with the Rules.

Willing to give plaintiffs every benefit of any doubt, however, and attempting to keep

delays, costs and attorneys’ fees at reasonable levels, and mindful of its obligation to construe

pleadings so as to do substantial justice,37 the Court instead decided to shoulder, itself, the

burden of threshing all of the chaff in search of any kernels that might emerge from the

complaints.

After reading through many pages of allegations that are not always linked with the

tightest of logical rigor, a reader of the 24/7 complaint comes upon the tersest statement of

the material misstatement/omission claim.  In substance, the claim is as follows (bold

emphasis supplied):

         “Defendants’ misrepresentations and omissions concerned, inter alia . . . 
the fact that . . . :”
(1) “[T]he [research reports’] ratings in many cases did not reflect the analysts’ true 

opinions of the companies, including 24/7 Media.”
(2) “[A]s a matter of undisclosed, internal policy, no ‘reduce’ or ‘sell’ 

recommendations were issued, thereby converting a published five-point 
rating scale into a de facto three-point system.”

(3) “[Defendants] failed to disclose that Merrill Lynch’s ratings were tarnished by an 
undisclosed conflict of interest in that the research analysts were acting as 
quasi-investment bankers for the companies at issue, often initiating, 
continuing, and/or manipulating research coverage for the purpose of 
attracting and keeping investment banking clients, thereby producing 
misleading ratings that were neither objective nor independent, as they 
purported to be.”

(4) “[Defendants] failed to comply with the rules and regulations of the SEC, NASD 
and other regulatory authorities regarding communications to the investing 



38 24/7 Compl. ¶ 173.  The Interliant complaint (at ¶ 173) contains virtually identical,
word-for-word allegations.  For this reason, the ensuing analysis applies to the Interliant
complaint with equal force.

39 See supra notes 7–8, 31–33 and accompanying text.

40 See supra notes 7, 31–32 and accompanying text.

41 See supra notes 8, 33 and accompanying text.
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public.”38

Plaintiffs are tarring with a broad brush here—the very action prohibited by, among other

things, Rule 9(b) and the Reform Act, as set forth in detail above.39  These provisions

mandate a school of realism, not impressionism.  Plaintiffs must set forth with particularity

each statement they assert was fraudulent and why, in their view, the statement was

fraudulent—specifying who made it and where and when it was made.40  Moreover, the

Reform Act mandates that plaintiffs specifically identify “each statement” alleged to be

misleading and the reason or reasons why it is misleading.41

The complaints fail to meet those standards here.  For example, in paragraph (1)

above, the complaint alleges in a very generalized fashion that certain unspecified

misrepresentations (plural) “concerned” various and sundry “ratings” that “in many cases” (it

is not alleged how many) did not reflect “the analysts’ ” opinions of “the companies,”

“including 24/7 Media.”  The specifics, which must be alleged if the claims are to meet the

particularity standards of Rule 9(b) and the Reform Act, are hidden from view.  Nowhere

here is it alleged with particularity which statements—i.e. specifically which statements in

specifically which of the forty-four 24/7 research reports published during the class

period—carried “not true” opinions, or how these “misrepresentations” (plural) “concerned”

the various “companies,” or any of the specific facts upon which the belief that the opinions

(whichever ones are meant) were false is based, or precisely when or where the statements

were made (i.e. again, specifically which statements, in specifically which of the 24/7

research reports, released at specifically which times).  The absence of these particularized

allegations is all the more telling given that plaintiffs had eleven months of access to the



42 Dinallo affidavit at p. 2.

43 See supra notes 7–8, 31–33 and accompanying text for the applicable legal
requirements.
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Dinallo affidavit (and other materials), which collected and quoted portions of the then-

30,000-document, 100,000-page, 20-deposition, “thousands-of-emails” ex parte regulatory

investigation.42  The fact that plaintiffs apparently could find nothing more tangible and

specific to allege about the 24/7 reports from this voluminous windfall of material (i.e.,

nothing more specific to bolster the allegations in the paragraphs noted above)—and most

securities fraud plaintiffs have much less material to draw upon—is an early signal that the

complaints are straining to meet the pleading burden.

A close examination of the allegations set forth in paragraphs (2), (3), and (4) above

yields similar results.  Although plaintiffs do not specify whether paragraphs (2), (3), and (4)

concern omissions or affirmative misrepresentations, and do not specifically identify the

omissions or affirmative misrepresentations in any event, the Court, attempting to give the

fairest reading possible, interprets the allegations in paragraphs (2), (3), and (4) to involve

omissions (and not affirmative misrepresentations), whose specificity unfortunately must be

gleaned and stitched together laboriously from disparate elements of the preceding 172

paragraphs of the complaint—a task that plaintiffs were under an obligation to do themselves.

For now, it should be noted that, as in paragraph (1), the allegations in paragraphs (2),

(3), and (4) fail to meet the applicable particularity standards.  The claims are dotted with

generalities.  First, the allegations in paragraphs (2) through (4) do not specify which of the

two categories—affirmative misrepresentations or omissions—are involved.  Second,

assuming that omissions are what are characterized here, plaintiffs fail to specify the reason

or reasons why the existence of the omissions meant that the research reports (and again, it is

not alleged which of the forty-four 24/7 research reports are involved) were misleading.43 

Nowhere in these paragraphs is it specifically alleged precisely which analysts had which

conflicts of interest involving which investment banking deals leading to which 24/7 research

reports being misleading, to what degree, and when.  Instead the complaints allege that
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“analysts” (in general) were “often” (no specifics) “initiating, continuing and/or

manipulating” (note the vague catchall conjunction “and/or”) “research coverage” (in

general), producing generally “misleading ratings” (no specifics or reasons given) that were

generally “tarnished” (plaintiffs should allege whether “tarnished” encompasses “materially

misleading,” and if so, how)—all in order to attract and keep various unnamed and

unspecified investment banking “clients.”  The extensive use of generalized plural nouns

(“misrepresentations and omissions,” “clients,” “ratings,” “rules and regulations,” “analysts,”

“opinions,” “companies,” “quasi-investment bankers”), combined with the use of vague

modifiers (“often,” “concerning,” “in many cases,” “and/or,”  “inter alia”) and a marked

absence of named particulars—are a dead giveaway that the complaints are skirting the

pleading requirements imposed by Rule 9(b), the Reform Act, and the law of the Circuit.

In sum, Rule 8(a)(2) requires that complaints contain a “short and plain statement of

the claim showing that the pleader is entitled to relief” (emphasis supplied).  In each of the

complaints at bar, however, the statement of the claim appears to be scattered throughout a

voluminous 68-page document.  Moreover, as shown in the discussion above, even in the

paragraphs in which the complaints finally set forth the claims in something other than

verbose terms, the allegations turn out to be vague and elusive.

Plaintiffs were explicitly reminded in Case Management Order No. 3, well prior to the

filing of their consolidated amended complaints, that they should take special care to comply

with the particularized pleading requirements:

Each counsel who has been appointed Lead Counsel in a 
particular consolidated action is responsible for obtaining the 
necessary information such that the consolidated amended 
complaint filed for that case will comply with the pleading 
requirements of Rule 9(b) of the Federal Rules of Civil Procedure 
and the PSLRA, in particular 15 U.S.C. § 78u–4(b)(1) & (2). 
The factual allegations must be specific to the security in question 
and should clearly allege who said what to whom concerning that 
particular security.

Plaintiffs have failed to heed this reminder, making it very difficult for a court to make the

necessary analysis of, among other things, the materiality (which necessarily depends on all



44 Although they set up a strawman argument Merrill Lynch never made – that
“statements of opinion are not actionable” – plaintiffs note that statements of opinion may be
actionable if they “‘are supported by specific statements of fact [that are false], or if the speaker
does not genuinely or reasonably believe them.’”  (Pls. Mem. at 41 (quoting In re IBM Corp. Sec.
Litig., 163 F.3d 102, 107 (2d Cir. 1998)).)  Although plaintiffs conclusorily allege that
defendants “did not genuinely or reasonably believe [the ratings]” (Pls. Mem. at 46–47), they do
not allege contemporaneous facts to show the falsity of each and every research report according
to this standard.

45 Plaintiffs allege that the Dinallo Affidavit “established” that “[all] Analyst Reports that
Merrill Lynch issued on Internet companies were false and misleading because the opinions . . .
were not necessarily . . . true.”  (24/7 Compl. ¶ 17; Interliant Compl. ¶ 8).  It is not enough,
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relevant circumstances and the total mix of information available to the reasonable investor at

the time of each alleged misrepresentation or omission) of the alleged misrepresentations and

omissions.

(b) Plaintiffs Fail To Address the Pleading Requirements Applicable to 

Statements of Opinion

Plaintiffs do not dispute that under Virginia Bankshares, Inc. v. Sandberg, 501 U.S.

1083, 1095–96 (1991), the only challenge that may be made to a statement of opinion is that

the speaker did not actually hold the opinion; undisclosed motivations are not actionable. 

Indeed, plaintiffs fail to even mention the Supreme Court decision in their papers.  Plaintiffs

effectively also concede that for pleading purposes, they must allege particular facts, for each

and every rating challenged, that Merrill Lynch and Mr. Blodget did not hold the opinion or

had no reasonable basis for believing the opinion.44  (Pls. Mem. at 69–70.)  Yet they assert,

without any citation to authority, that the alleged subjective motive to garner investment

banking fees from 24/7 and Interliant provides such a basis.  (Pls. Mem. at 72–73.)  Because,

as plaintiffs concede, the ratings are beliefs or opinions (Pls. Mem. at 40–42), plaintiffs’

theory is not legally viable.  See Bond Opportunity Fund, No. 99 Civ. 11074 (JSM), 2003

WL 21058251, at *5 (S.D.N.Y. May 9, 2003) (plaintiff must allege speaker “did not actually

hold the belief or opinion stated, and that the opinion stated was in fact incorrect” (citing

Virginia Bankshares, 501 U.S. at 1093–98)).45



however, to allege that statements “might have” been false.

46 See also Rodman v. Grant Found., 608 F.2d 64, 71 (2d Cir. 1979) (“[T]he directors
were not required to put forth in the proxy materials an analysis of their otherwise obvious
interest in company control.”); Lewis v. Oppenheimer & Co., 481 F. Supp. 1199, 1204 (S.D.N.Y.
1979) (Pollack, J.) (stating that it is “well-established” that the securities laws are not concerned
with “actual subjective motives,” provided the “relevant underlying facts” are disclosed).

47 Even plaintiffs’ cases require that such a complaint allege with particularity knowledge
of facts undermining defendants’ statements or facts showing that defendants had no reasonable
basis for the opinion expressed.  See, e.g., In re Nortel Networks Sec. Litig., 238 F. Supp. 2d 613,
627–28 (S.D.N.Y. 2003) (Berman, J.) (soft opinions sufficiently alleged to be false where
plaintiffs pleaded specific facts to show that defendants could not possibly have believed opinion
at time it was made); Gabriel Capital, LP v. Natwest Fin., Inc., 122 F. Supp. 2d 407, 416, 419
(S.D.N.Y. 2000) (Scheindlin, J.) (plaintiffs adequately alleged statement not reasonably believed
where defendant stated that mill was “first class” despite allegations that it had not verified
design or operating assumptions and had repeatedly expressed “serious concerns” about it) (Pls.
Mem. at 41–42).
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Allegations regarding the motivation to attract investment banking business are not

specific contemporaneous data or information inconsistent with the opinions.  See In re IBM

Sec. Litig., 163 F.3d at 107; Faulkner, 156 F. Supp. 2d at 397–99.46  Although plaintiffs

acknowledge that Faulkner and IBM set forth the standards applicable to pleading a claim

based upon an allegedly false statement of opinion (Pls. Mem. at 40–41 & n.33), plaintiffs

protest that the standards are unreasonable and essentially ask the Court to ignore them.  (Pls.

Mem. at 71.)47  Without any citation to authority, plaintiffs assert that pleading “facts”

relating to defendants’ alleged motives to issue the reports are sufficient to plead that each

particular rating was false.  (Id.)

Plaintiffs confuse the inquiry as to whether they have pled facts with respect to motive

and opportunity as it relates to the defendants’ state of mind, see 15 U.S.C. § 78u– 4(b)(2),

with the inquiry as to whether plaintiffs have sufficiently alleged that defendants made

materially false statements, see 15 U.S.C. § 78u–4(b)(1).  These are independent pleading

requirements and the pleading of a motive to issue false statements does not establish that

false statements were in fact issued.  Cf. San Leandro, 75 F.3d at 813 (“Since plaintiffs have

not alleged circumstances indicating that any of the statements identified in the Complaint



48 Plaintiffs’ reliance on Rothman v. Gregor, 220 F.3d 81 (2d Cir. 2000) for the
proposition that their allegations of falsity “satisfy the relevant pleading standard,” is misplaced. 
There, the accounting violation alleged required knowledge that particular capital expenditures
would not be recovered through future sales, i.e., that write-offs were required, and plaintiffs
alleged particular facts to support the allegation that the directors knew that the writeoffs would
be necessary, but allowed the assets to remain on the books.  See id. at 89–92.  The court noted
that the allegations supporting scienter, i.e., that defendants knew or had concluded that they
could not recoup the advances through future sales “essentially combines the misrepresentation
and scienter inquiries.”  Id. at 90.  Rothman certainly does not support plaintiffs’ position here
that by pleading a motive to issue false statements that they also have satisfied their burden to
plead the falsity of the statement.
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were false, the plaintiffs have failed to adequately plead fraud.”  (citing Acito v. IMCERA

Group, Inc., 47 F.3d 47, 53 (2d Cir. 1995)).  In this case, the pleading of a false statement

does not “dovetail” with scienter as plaintiffs assert.  (Pls. Mem. at 71.)  Just last month,

Judge Martin dismissed a complaint alleging a violation of Section 14(a) of the Securities

Exchange Act of 1934, 15 U.S.C. §78n(a), challenging statements of opinion in a proxy

statement, holding that “absent impermissible speculation and extensive extrapolation as to

defendants’ purposes and motives, plaintiffs [had] not set forth sufficient facts” supporting

plaintiffs’ allegations that the proxy statements were false and misleading.  Bond Opportunity

Fund, 2003 WL 21058251, at *5.48

Because the issues of alleged “conflicts” and lack of sell ratings are irrelevant to the

determination of whether the ratings were genuinely held beliefs, plaintiffs are left with just

the e-mails.  However, e-mails concerning securities other than 24/7 and Interliant fail to

meet the Rule 9(b) (let alone the PSLRA) pleading requirements necessary to allege that

Merrill Lynch made fraudulent statements in reports concerning 24/7 or Interliant.  In Stern v.

Leucadia Nat’l Corp., 844 F.2d 997, 1003-04 (2d Cir. 1988), the Second Circuit rejected

plaintiff’s reliance on other instances in which “[defendant] assertedly obtained greenmail

from other corporate targets” as insufficient under Rule 9(b) to support plaintiffs’ allegations

that the defendants’ public filings in connection with yet another unconsummated merger

were fraudulent because they, too, were allegedly part of defendants’ alleged scheme to

extract “greenmail” from the current failed merger candidate.  See id. at 1003–04.  “It is not

enough to quote press speculation about defendants’ motives and press reports of other



49 See also, e.g., W.E. Darin Constr. Enters. v. Detroit Coke Co., 814 F. Supp. 325, 331
(W.D.N.Y. 1993) (“Other conclusory allegations in the complaint involving the relationships
between McNamara and the other named Defendants, and unsubstantiated allegations that at least
twelve other contractors have fallen victim to the same scheme, do not provide a factual basis for
the inference that those Defendants used wires and mails ‘for the purposes of executing such
scheme or artifice . . . .’” (citation omitted)).

50 Without attempting to supply the context, plaintiffs quote the Dinallo Affidavit’s
characterization of an excerpt of an e-mail (which also omits the communications to which Mr.
Blodget was responding) as “evidenc[ing] [that] . . . the treatment of Aether Systems” supports
the conclusion that “the Internet Group rarely issued Analyst Reports that reflected their true
opinions and were issued as part of the overall scheme to attract investment banking business.” 
(24/7 Compl. ¶ 89; Interliant Compl. ¶ 89.)  The 24/7 and Interliant complaints fail to explain
how this e-mail renders any – let alone all – “Analyst Reports” on 24/7 or Interliant false and
misleading.

51 See Senders v. Morgan Stanley Dean Witter & Co., 01 Civ. 7621(MP), 2001 WL
958927, at *1 (S.D.N.Y. Aug. 21, 2001) (the views of politicians and their conclusions “may not
properly be put on trial in this case”).

52 Defendants have noted the plaintiffs’ inappropriate allusion to other “evidence” they
have in footnotes ten and sixty-three of their opposition memorandum.  Surely plaintiffs are
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occasions on which [defendant] assertedly obtained greenmail from other corporate targets.

. . .   Such allegations simply do not provide . . . ‘specific, well-pleaded facts’. . . .”  Id. at

1004.49

Moreover, the characterizations of snippets of e-mails and conclusions of the New

York Attorney General,50 submitted in a regulatory proceeding for an ex parte injunction, in

addition to failing to constitute well-pleaded facts, are improperly included in plaintiffs’

complaints.51  Although plaintiffs assert that Merrill Lynch’s motion to strike is “frivolous”

(Pls. Mem. at 1 n.2), and “should simply not be considered at this stage of the proceedings”

(Pls. Mem. at 57 n.50), plaintiffs fail to address, let alone distinguish, Lipsky v.

Commonwealth United Corp., 551 F.2d 887, 892–94 (2d Cir. 1976).

Without the legal conclusions of the Dinallo Affidavit and the e-mails concerning

securities other than Interliant, the Interliant plaintiffs have no e-mails or any other

contemporaneous facts concerning Interliant to attempt to explain why any rating on

Interliant was not actually and reasonably believed at the time it was issued.52  This obviously



aware of the procedure for a motion to amend their complaints.  They cannot hold such
“evidence” back in the hopes of having yet a third bite of the proverbial apple.

53 Indeed, even the SEC and other regulatory agencies, which are not bound by the
heightened pleading standards of the PSLRA, were not so audacious as to suggest – as plaintiffs
do here – that all of the research reports were false and misleading.

54 Plaintiffs attack the description of the rating system set forth in the Dinallo Affidavit,
stating that the “real” rating system was contained in a document that they now contend is not
even referenced in their complaints.  (Pls. Mem. at 43.)  See Musoff Decl. Ex. 1, Internet Sector;
Reset of Sector Ratings, August 7, 2000.  In this Sector Report, Mr. Blodget explained that
“[m]ost of the stocks at each rating have the following characteristics (we have made exceptions
in some cases, with the reasons stated).”  Id. at 2–4.  Nowhere does he state that this is or ever
was the basis for Merrill Lynch’s ratings.  In addition, the August 7, 2000 report shows that Mr.
Blodget’s group was not even rating Interliant at this time.  See id. at 2. 
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does not meet the requirements of the Reform Act and Rule 9(b) to show that the analyst did

not believe any particular rating.

The 24/7 plaintiffs do not fare any better.  They cite two e-mails relating to 24/7, one

dated March 6, 2000 and one dated October 10, 2000, but fail to explain why either of these

e-mails renders any contemporaneous rating or report false.  See, e.g., Duncan v. Pencer, No.

94 Civ. 0321, 1996 WL 19043, at *8 (S.D.N.Y. Jan. 18, 1996) (Preska, J.) (conducting

statement by statement analysis and dismissing claims as to 27 of 30 statements).53 

Moreover, their complaint cannot possibly state claims with respect to opinions issued before

March 6, 2000. 

3.  The Alleged Omissions Were Not a “Fraud on the Market”

The market could not have been defrauded by the alleged failure to disclose the

conflicts or the supposed three-point rating system.  Plaintiffs’ own allegations and the

articles upon which they rely evidence that the market was apprised of the very conflicts and

ratings issues raised by them.  The ratings and conflicts for all of the securities were known to

the market and were specifically disclosed in the Sector Reports.  See Musoff Decl. Exs. 1, 7,

8 (Internet Sector; Reset of Sector Ratings, August 7, 2000, at 2.); see also, e.g., Ex. 3(d), at

11.54



55 The Enron decision contained a half page footnote describing different types of market
manipulation claims.  In re Enron, 235 F. Supp. 2d at 568 n.8.
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4.  Plaintiffs Cannot Avoid the Heightened Pleading Requirements

Regarding The Alleged Misrepresentation and Omissions by

Purporting To Assert 10b-5(a) & (c) Claims

Plaintiffs’ contention that they “need not allege or prove that Defendants made any

misrepresentations or omissions of material fact” to prevail on a 10b-5(a) or (c) claim is

simply not true in this case where their claims are based only on alleged misrepresentations

and omissions.  As such, plaintiffs must comply with the pleading requirements of the

Reform Act. 

Plaintiffs ignore Schnell v. Conseco, Inc., 43 F. Supp. 2d 438, 448 (S.D.N.Y. 1999)

(Parker, J.) (describing claims relating to the issuance of misleading research reports, use of

fictitious investor names to send false opinions, cold calls to investors and failure to inform

the public of defendant's true stake in the alleged scheme), cited by Merrill Lynch, which

directly rejected the tactic taken by plaintiffs here.  Then-District Judge Parker held that

because plaintiff’s “market manipulation” claim was based on misrepresentations and

omissions, plaintiff's claims were subject to the PSLRA’s requirement that false statements

and scienter be pleaded with particularity.  See id.

Plaintiffs also ignore that, as explained by this Court, “‘[m]anipulation is a term of art

with a narrow definition.’” Lewis v. Oppenheimer & Co., 481 F. Supp. 1199, 1202 n.1

(S.D.N.Y. 1979) (Pollack, J.) (quoting Piper v. Chris-Craft Indus., 430 U.S. 1, 42 (1977)); see

also SEC v. Martino, No. 98 CV 3446(MP), 2003 WL 1793027, at *16 (S.D.N.Y. Apr. 2,

2003) (Pollack, J.) (describing various indicia of manipulation claims).  Instead, plaintiffs

rely on cases in which the alleged misrepresentations and omissions were but one piece of a

larger alleged market manipulation scheme.  See In re Enron Corp. Sec., Derivative & ERISA

Litig., 235 F. Supp. 2d 549, 563–65 (S.D. Tex. 2002)55; In re IPO Sec. Litig., 241 F. Supp. 2d

at 293.



56 Conclusory allegations that Merrill Lynch knew the reports and ratings were false when
made are insufficient to render the bespeaks caution doctrine inapplicable.  See Spencer Trask
Software & Info. Servs. v. RPost Int’l Ltd., No. 02 Civ. 1276 (PKL), 2003 WL 169801, at *22 &
n.16 (S.D.N.Y. Jan. 24, 2003) (distinguishing cases in which plaintiffs “made factual allegations
regarding the defendants’ knowledge of information which would make the cautionary
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II. PLAINTIFFS DO NOT OVERCOME THE BESPEAKS CAUTION 
DOCTRINE

Plaintiffs first argue that the ratings are not entitled to the protection of the bespeaks

caution doctrine because the statements are not forward looking.  In support of their position,

plaintiffs assert that the reports and ratings reflected, among other things, the current opinions

of the analysts based on current qualities of the companies.  This is incorrect.  A

recommendation to “buy” a stock is necessarily forward-looking because whether the stock

price will appreciate is dependent on the unknowable variable of the future stock price. 

Moreover, plaintiffs’ distinction is irrelevant because “mixed statements” consisting of

forward looking and non-forward looking factors are nonetheless treated by courts as forward

looking.  See Harris v. IVAX Corp., 182 F.3d 799, 806–07 (11th Cir. 1999) (holding that

sections of the prospectus qualified as forward looking even though they also contained

statements of current conditions). 

Plaintiffs also argue that the cautionary statements published in the very research

reports plaintiffs challenge were ineffective because plaintiffs suggest that Merrill Lynch

knew all along “with near certainty that the Grand Canyon lies one foot away.”  Plaintiffs’

“Grand Canyon” is the bursting of the Internet bubble and the concomitant dramatic drop in

the stock price of Interliant and 24/7.  While Merrill Lynch warned of the risks associated

with investing in 24/7 and Interliant, including the weaknesses in the companies’

fundamentals and the high volatility associated with the respective stock price, at bottom,

there are no particularized allegations of fact in the complaints that, if accepted as true, would

(or could), demonstrate that Merrill Lynch knew “with near certainty” that 24/7’s and

Interliant’s stock prices would not appreciate, e.g., by 10-20% within 12 months; that it could

have predicted the date and dimensions of the Internet market collapse; and that it knew that

the Internet market would not rebound as it had in the past.56  Predictions of future trading



statements fraudulent,” noting that the complaint made “no factual allegations regarding
[defendant’s] knowledge of any barricades or existing concerns . . . which would make the
cautionary language fraudulent”); see also In re Prudential Securities Inc. Ltd. Partnerships Litig.,
930 F. Supp. 68, 72 (S.D.N.Y. 1996) (plaintiffs identified specific information in defendants’
possession that made the cautionary statements fraudulent).

57 Plaintiffs’ assertions concerning Merrill Lynch’s alleged motivations for issuing the
reports – the purported undisclosed conflicts of interest and absence of sell recommendations –
do not relate to the risks associated with the stocks.  See Halperin v. EBanker USA.com, Inc.,
295 F.3d 352, 357 (2d Cir. 2002); see also Olkey v. Hyperion 1999 Term Trust, Inc., 98 F.3d 2, 8
(2d Cir. 1996).  Accordingly, much of plaintiffs’ argument simply misses the point.
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prices in the stock market are inherently speculative.  There are no allegations in the

complaints to support an inference that Mr. Blodget – either on the basis of hard information

or a crystal ball – could have predicted with certainty how the future stock prices of any stock

would fluctuate.57 

Plaintiffs also argue that the cautionary statements were nothing more than

“boilerplate.”  (Pls. Mem. at 49.)  This is belied by the specific risks outlined in the reports

themselves.  Blodget’s opinions of the possible future stock performance were replete with

risk warnings of the potential that the stock price could drop significantly and the reasons

why this might happen.  For example, Merrill Lynch warned:

• 24/7 and Interliant both carried a “D” rating, which was published on the first page of
every report and signified that the stocks have “high potential for price volatility”
(ML 02084-02085 (emphasis added).)

• In May 1999, the report warned of potential problems associated with 24/7 financial
controls and that “[t]his makes accurate forecast of results difficult.”  (Musoff Decl.
Ex. 1, Bulletin, dated May 1999, at 1 (emphasis added).)

• In August 1999, after 24/7 announced strong second quarter figures, the report warned
on the first page that “the stock is likely to be extremely volatile.”  (Musoff Decl. Ex.
1, Comment, dated Aug. 12, 1999, at 1 (emphasis added).)

• Reports on Interliant expressly cautioned investors that “the stock’s valuation is
aggressive in light of the company’s relatively early stage of development and the risk
associated with the consolidation strategy.” (Musoff Decl. Ex. 2, Comment dated
Aug. 12, 1999, at 3 (emphasis added); see also Ex. 2, Comment dated Oct. 29, 1999,
at 3.)



58 All of these cautionary statements are taken from the research reports that plaintiffs
allege are false and misleading.  As set forth above, the Court may consider these documents for
purposes of the instant motion as they are integral to the complaints. 
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• Regarding Interliant, the report cautioned that “the market is still very nascent – even
by Internet standards – and we expect it to develop ‘in fits and starts.’”  (Musoff Decl.
Ex. 2, Bulletin, dated Feb. 1, 2000, at 1 (emphasis added).)

• Again in February 2000, the report warned that “the [Interliant] story still represents a
work in process. . . . We continue to have concerns about low revenue visibility and
volatile margins.” (Musoff Decl. Ex. 2, Comment dated Feb. 18, 2000, at 1 (emphasis
added).)58

Merrill Lynch also repeatedly cautioned investors concerning the risks associated with

24/7 and, in particular, the 24/7 Connect ad-serving proprietary software which Mr. Blodget

later described as a “pos.”  Indeed, this e-mail from October 2000 – well after plaintiffs

concede the Internet bubble burst – is the only contemporaneous fact that either plaintiff

points to in support of their argument that Merrill Lynch’s ratings on 24/7 and Interliant were

false or not reasonably believed.  This example fails. 

Mr. Blodget’s concern over the successful development, rollout and functioning of the

24/7 Connect proprietary software was evident from his first reports on the company and was

frequently reiterated.  In his May 1999 report reinstating coverage of 24/7, for example, he

cautioned that “[t]he major risk to our [24/7] financial projections, in our opinion, concerns

the successful, on-time launch of [24/7] newly renovated ad-servicing solution (expected in

Q3).”  (Musoff Decl. Ex. 1, Comment, dated May 12, 1999, at 2.)  Mr. Blodget also

consistently reminded investors that questions about “the rollout to 24/7 Connect remain[ed]

an overhang on all of 24/7’s businesses and the stock.”  (Musoff Decl. Ex. 1, Bulletin, Dated

May 11, 2000, at 2; see also Ex. 1, Comment, dated March 13, 2000, at 2.)  By August 2000,

Blodget cautioned investors that “24/7 [had] not yet completed the full rollout of Connect,

whose last target date was June 30.”  (Musoff Decl. Ex. 1, Bulletin, dated Aug. 10, 2000, at

1; see also Comment, dated Aug. 11, 2000, at 1.)  These cautionary statements demonstrate

that Blodget communicated to investors from his first report on 24/7 his concern that the 24/7



59 Indeed, the securities laws do not require disclosure of any particular adjective when
the overall message of caution is communicated to investors.  See Salinger v. Projectavision,
Inc., 934 F. Supp. 1402, 1415 (S.D.N.Y. 1996) (defendants are not “‘required to characterize
either possible results or their operations in a pejorative manner merely to cover all the bases
should things turn out worse than expected’” (citation omitted)), complaint dismissed, 972 F.
Supp. 222 (S.D.N.Y. 1997); Rand v. Starter Corp., No. 94 Civ. 5325 (DC), 1995 WL 322024, at
*4 (S.D.N.Y. May 30, 1995); Kowal v. MCI Communications Corp., 16 F.3d 1271, 1277 (D.C.
Cir. 1994) (“Since the use of a particular pejorative adjective will not alter the total mix of
information available to the investing public . . . such statements are immaterial as a matter of
law and cannot serve as the basis of a 10b-5 action under any theory.”).

60 Plaintiffs concede that the one-year statute of limitations applies.  (Pls. Mem. at 54
n.48.) 
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Connect product may not perform as well as the company projected.59  Therefore, Blodget’s

casual statement in October 2000 that the product was a “pos,” cannot be construed as

inconsistent with the total message of his reports that there were significant concerns about

the rollout and functionality of the product which could have a dramatic impact on the 24/7

stock price.

III. PLAINTIFFS’ CLAIMS ARE BARRED BY THE ONE-YEAR STATUTE

OF LIMITATIONS

(1)  Statute of Limitations is an Appropriate Ground to Consider on a Motion To 

Dismiss60

In an effort to avoid the dispositive reach of the statute of limitations, plaintiffs’

primary argument is that dismissal on statute of limitations grounds “is only appropriate

when all of the facts necessary for determination of the question of the timeliness of the filing

of the complaint are set forth in the complaint or in a limited universe of documents that are

integral to or cited in the complaint.”  This is squarely contrary to LC Capital Partners, LP v.

Frontier Ins. Group, Inc., 318 F.3d 148 (2d Cir. 2003).  There, the Second Circuit affirmed

the Rule 12(b)(6) dismissal of a putative securities class action because the plaintiffs were on

inquiry notice of the claims more than one year prior to bringing the action as a result of a



61 In LC Capital, the article was published in a more obscure source than the more
mainstream publications at issue here, such as The Wall Street Journal, Business Week and The
Economist.

62 Courts in fraud on the market cases look to publicly available information in finding
that plaintiffs were on inquiry notice of their alleged claims.  See LC Capital, 318 F.3d at
154–56.  In any event, “an objective standard will determine whether plaintiff was on ‘inquiry
notice.’  Thus, a plaintiff is charged with knowledge of publicly available news articles and
analysts’ reports.”  Westinghouse Elec. Corp. v. ‘21’ Int’l Holdings, Inc., 821 F. Supp. 212, 222
(S.D.N.Y. 1993) (citing Armstrong v. McAlpin, 699 F.2d 79, 88 (2d Cir. 1983); In re Ames
Dep’t Stores, Inc. Note Litig., 991 F.2d 968, 977, 979 (2d Cir. 1993)).
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publicly available news article and another filed action.61  See id. at 155.  Courts in this

district routinely dismiss securities fraud claims on statute of limitations grounds at the

pleading stage where, as here, the facts necessary to trigger inquiry notice are apparent from

the face of the complaint, the documents cited therein and other public documents.62  See

Nairobi Holdings Ltd. v. Brown Bros. Harriman & Co., No. 02 Civ. 1230(LMM), 2003 WL

21088506, at *3 (quoting Dietrich v. Bauer, 76 F. Supp. 2d 312, 343 (S.D.N.Y. 1999)); In re

Ultrafem Inc. Sec. Litig., 91 F. Supp. 2d 678, 691–93 (S.D.N.Y. 2000) (Preska, J.) (news

articles put plaintiffs on notice of potential defects with product more than one year prior to

plaintiff filing claims that company failed to disclose such defects); see also Berry Petroleum

Co. v. Adams & Peck, 518 F.2d 402, 410 (2d Cir. 1975); Klein v. Goetzmann, 810 F. Supp.

417, 427 (N.D.N.Y. 1993); Westinghouse Elec. Corp., 821 F. Supp. at 222 (“[A] plaintiff is

charged with knowledge of publicly available news articles and analysts’ reports.”); see also

Sterlin v. Biomune Sys., 154 F.3d 1191, 1203–04 (10th Cir. 1998) (reasoning that a single

Barrons’ article “directly” discussing issues raised in plaintiffs’ complaint places plaintiff on

inquiry notice).

(2)  Plaintiffs Were on Inquiry Notice of Their Claims More Than One Year 

Before They Filed Their Claims

The Second Circuit made clear in LC Capital that where, as here, plaintiffs are on

inquiry notice of their alleged claims but undertake no inquiry, knowledge of the alleged facts

constituting such claims shall be imputed to them as of the date the duty to inquire arose.  LC



63 Despite their attempt to shift the burden of proving the issue of inquiry notice (Pls.
Mem. at 53), it is plaintiffs who “have the burden of affirmatively pleading facts demonstrating
that they have sued in a timely fashion, as timeliness is an element of the plaintiff[s’] cause of
action.”  Weiss v. Ganz, 26 F. Supp. 2d 655, 658 (S.D.N.Y. 1998) (dismissing the complaint
where it “fail[ed] to allege when plaintiff discovered the alleged fraud and why, in the exercise of
due diligence, he could not have done so earlier”). 

64 Indeed, the cases upon which plaintiffs rely undermine their assertion that they could
not have been on inquiry notice of the details of the specific fraudulent scheme they are alleging
from the media reports of possible analyst conflicts.  (Pls. Mem. at 53, 55.)  Plaintiffs cannot get
around the well-settled law in the Second Circuit that an investor does not have to have notice of
the entire alleged fraud being perpetrated or the precise details of the alleged fraud to be on
inquiry notice.  See Dodds v. CIGNA Sec., Inc., 12 F.3d 346, 351–52 (2d Cir. 1993); see also
Addeo v. Braver, 956 F. Supp. 443, 450–51 (S.D.N.Y. 1997); see also Salinger v. Projectavision,
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Capital, 318 F.3d at 154.  Here, plaintiffs’ position is that they had no duty to inquire before

April 8, 2002, when the Dinallo Affidavit was filed, and they do not allege that they

conducted any inquiry prior to that date.63  Thus, the only issue in this case is the date when

plaintiffs were on inquiry notice of the basic “facts” underlying their claims.  See id. at 154;

Nairobi Holdings, 2003 WL 21088506, at *3 (where plaintiff does not allege that it made any

inquiry, “the only issue to be resolved is the date the duty to inquire arose”).

Plaintiffs desperately rely on the phrase “probability of fraud” in an effort to avoid

being charged with inquiry notice.  (Pls. Mem. at 55–56.)  Plaintiffs also take Merrill Lynch

to task for describing the news articles as disclosing the “potential for the conflicts.”  (Pls.

Mem. at 56 n.49.)  Yet, this is the language used by the Second Circuit in LC Capital.  See

318 F.3d at 153–54, 157 (affirming district court which found plaintiffs were on inquiry

notice of “potential fraud” more than one year prior to commencing action) (emphasis

added).  

In any event, courts have found that the statute begins to run as long as plaintiffs were

aware of the existence of alleged false statements, regardless of whether they were aware of

alleged fraudulent intent.  See Addeo v. Braver, 956 F. Supp. 443, 450–51 (S.D.N.Y. 1997)

(“[T]he question is not whether the materials suggested the full extent of defendant’s deceit;

the question is whether the materials suggested that there were any material

misrepresentations.”).64  See also, e.g., Fuqua v. Ernst & Young LLP, No. 01-7974, 2002 WL



Inc., 972 F. Supp. 222, 229 (S.D.N.Y. 1997); In re Integrated v. Res. Real Estate Ltd. P’ships
Sec. Litig., 815 F. Supp. 620, 637 (S.D.N.Y. 1993).  Moreover, courts have found inquiry notice
once there is an arguable inconsistency between the published statements and the actual market
conditions.  See Sedaghatpour v. DoubleClick, Inc., 213 F. Supp. 2d 367, 373–74 (S.D.N.Y.
2002); In re Integrated Resources Real Estate Ltd. Partnerships Sec. Litig., 815 F. Supp. 620, 639
(S.D.N.Y. 1993); Siemens Solar Indus. v. Atl. Richfield Co., No. 93 Civ. 1126 (LAP), 1994 WL
86368, at *5 (S.D.N.Y. Mar. 16, 1994).
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535085, at *2  (2d Cir. Apr. 10, 2002) (stating that the radical decline in GFI’s performance

coming on the heels of rosy predictions constituted basis for inquiry notice); Theoharous v.

Fong, 256 F.3d 1219, 1228 (11th Cir. 2001) (“‘Plaintiff need not . . . have fully discovered

the nature and extent of the fraud before [he was] on notice that something may have been

amiss.’”) (alterations in original) (citation omitted); Ultrafem Inc., 91 F. Supp. 2d at 692

(finding inquiry notice where “the omission of [information contained in an article] in the

Offering is the essence of one of plaintiffs’ claims”). 

(3)  Plaintiffs Were on Inquiry Notice of the Alleged Conflict of Interest and the 

Alleged Dearth of Sell Ratings

The alleged conflicts of interest and the dearth of sell ratings were issues widely

debated in the financial markets and commentary long before the research reports challenged

here were even issued, and the articles cited by plaintiffs in their own complaints were

explicit in their discussions about them.  While plaintiffs describe them as “generic

statements,” in fact, they are far more pointed and specific than generalized media reports. 

For example, the March 1999 article in Crain’s New York Business revealed that:

Mr. Blodget’s value to Merrill Lynch is unmistakable.  Internet initial public
offerings have become huge moneymakers for investment banks, and firms
frequently select their underwriters based upon the reputation of the analyst
who covers their industry.

Jon Birger, New Executive:  Henry Blodget, Crain’s N.Y. Bus., Mar. 22, 1999, at 11 (cited in



65 See Institutional Investor, October 1999 ( “too much conflict between banking
relationship and the independent judgment necessary for hard calls;” “the concern is ‘growing
that the quality of research is suffering’”) (cited in 24/7 Compl. ¶ 44; Interliant Compl. ¶ 46);
Institutional Investor, October 2000 (“[a]nalysts must bring in deals, and there is an inherent
conflict of interest there”) (cited in 24/7 Compl. ¶ 44; Interliant Compl. ¶ 46 (emphasis added));
Industry Standard, June 12, 2000 (cited in Original 24/7 Compl. ¶ 24; Original Interliant Compl.
¶ 25); The Wall Street Journal. July 14, 2000 (“absence of any sell ratings” in Blodget’s ratings;
Blodget as “more cheerleader than detached observer”) (cited in 24/7 Compl. ¶ 52; Interliant
Compl. ¶ 54.); see also Musoff Decl., Ex. 8.
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24/7 Compl. ¶ 30; Interliant Compl. ¶ 32).65  Moreover, despite plaintiffs’ undue emphasis on

defendant’s role as lead underwriter in the initial public offering for 24/7 and Interliant, such

information was fully disclosed to the public on the cover of the prospectus for each IPO as

well as in the research reports.

(4)  Plaintiffs Were on Inquiry Notice of the Allegation That Merrill Lynch 

Analysts Used Disparaging Language To Describe the Companies on 

Which They Had Positive Ratings

Mr. Blodget continued to recommend companies that he internally described as a

“piece of crap,” “piece of junk,” or “piece of [expletive].”  (24/7 Compl. ¶ 100; Interliant

Compl. ¶ 100.)  Plaintiffs’ contention that they were not on inquiry notice of their claim

because no company is specifically identified, after the bubble had burst, in the April 2, 2000

Washington Post article – which quotes Mr. Blodget as describing companies on which he

had buy ratings as “pieces of [expletive]” (cited in 24/7 Compl. ¶ 40; Interliant Compl. ¶ 42)

– is inconsistent with their allegations.  Their complaints rely heavily on Mr. Blodget’s

reference to other companies not at issue in this action on which he had buy ratings as a

“piece of [expletive].”   (Compare Pls. Mem. at 60; with, e.g., 24/7 Compl. ¶ 100; Interliant



66 Moreover, it strains credulity for plaintiffs to claim here that they could not have
discovered the “facts” underlying the claims before the Attorney General filed his affidavit in
support of his ex parte motion for an injunction.  The plaintiff in In re Merrill Lynch InfoSpace
Analyst Reports Sec. Litig., No. 01-CV-6881(MP), (as well as several other plaintiffs) evidently
believed that he had a basis for filing the InfoSpace complaint nine months prior to April 8,
2002, yet the Interliant plaintiffs, represented by the same counsel, aver that they could not have
discovered their claim concerning Interliant securities – about which the Attorney General’s
affidavit says nothing – until the Attorney General filed his affidavit in April 2002. 
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Compl. ¶ 100.)66  The time period of the disparagement was after the bubble had burst and

after plaintiffs had lost their money.

Defendants’ issuance of “BUY” ratings even in the face of substantial declines in the

trading price of the stocks (24/7 Compl. ¶¶ 131–132; Interliant Compl. ¶ 127) further put

plaintiffs on inquiry notice more than one year prior to the commencement of this action.  See

Fuqua, 33 Fed. Appx. at 571 (“The radical decline in performance . . . coming on the heels of

rosy predictions, constituted basis for . . . inquiry [notice].”).  For example, 24/7 plaintiffs

allege that after the close of the class period, when defendants belatedly downgraded their

ratings, stock prices had fallen more than 95% from the class period high.  (24/7 Compl.

¶144.)  “It is inconsistent for plaintiffs to argue, on the one hand, that the dramatically

reversed financial data . . . shows that the previous statements were false and misleading, but

on the other hand, that it could not have placed plaintiffs on inquiry notice of the fraud.”  In

re Warnaco Group, Inc. Sec. Litig., No. 00 Civ. 6266 (LMM), 2002 WL 764980, at *4

(S.D.N.Y. April 29, 2002); Bibeault v. Advanced Health Corp., No. 97 Civ. 6026 MJL/RJW,

1999 WL 301691, *5 (S.D.N.Y. May 12, 1999).

Plaintiffs’ having brought their claims more than one year after their putative class

periods end is further evidence that plaintiffs’ claims are untimely.  See Levine v. NL Indus.,

Inc., 926 F.2d 199, 201–02 (2d Cir. 1991).  By terminating the class period on that date,

plaintiffs are implicitly asserting that no putative class member was defrauded by defendants’

misstatements or omissions after November 9, 2000 (24/7 plaintiffs) and February 20, 2001

(Interliant plaintiffs).
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CONCLUSION

Apart from the other reasons set forth above which warrant dismissal of the amended

pleadings, the losses of the plaintiffs during the class periods are precluded from any recovery

by what has been alleged herein.  The plaintiffs’ holdings of the stocks after the burst of the

bubble wiped out their value during the purported class periods, which precludes any

recovery on their behalf herein.  

The Consolidated Amended Complaints are accordingly dismissed with prejudice.

So ordered.

Dated:  June 30, 2003

                   MILTON  POLLACK                  

 SENIOR UNITED STATES DISTRICT JUDGE
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