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Sweet, D.J.

Defendants magicJack VocalTec Ltd. (“magicJack” or the
“Company”), Andrew MacInnes (“MacInnes”), Daniel Borislow
{“"Borislow”), Gerald Vento {(Vento”) and Peter Russo (“Russo”)
{collectively “Defendants”) move to dismiss the Second Amended
Complaint (“SAC”) of Plaintiffs Douglas Turner, individually and
on behalf of all others similarly situated (“Turner” or

“Plaintiffs”).

For the reasons set forth below, Defendants’ motion is

granted.

Procedural History

Plaintiffs filed the first Complaint on January 18,

2013, and the First Amended Complaint (“FAC”) on March 12, 2013.

On April 26, 2013, pursuant to Section 21 D(a) (3) (B)
of the Exchange Act, 15 U.S.C. §7Su-(a) (3)(B), the magicJack
Investor Group and its members were appointed as Lead Plaintiffs
for the class because they have the largest financial interest
in this litigation and otherwise satisfy the requirements of

Fed. R. Civ. P. 23, and the Rosen Law Firm P.A. and Pomerantz



Grossman Hufford Dahlstrom & Gross LLP were appointed Co-Lead

Counsel.

On July 22, 2013, Plaintiffs filed their Second

Amended Complaint (“SAC”}. Defendants filed their motion to

dismiss the SAC on September 13, 2013.

Defendants’ motion was heard and marked fully

submitted on November 20, 2013.

Facts

This 1s a securities «c¢lass action on behalf of
purchasers of magicJack securities during the period from
February 28, 2012, through and including January 8, 2013 (the

“Class Period”}. (Compl. 9 1.}

MagicJdack 1s an Israeli company that develops and
sells software and hardware for making telephone calls over the
internet. (Compl. 99 2, 15, 21-23.) Plaintiffs allege that
between the period of February 28, 2012 through January 8, 2013,
the Company made a series of “false and/or misleading statements
and/or failed to disclose material facts . . . for the purpose

of keeping the Company’s stock price inflated.” (Compl. 9 3.)



The Complaint also alleges that the Company failed to (1)
disclose a lawsuit (Compl. 99 56-57); (2) record an inventory
write-down (Compl. 99 81-100); (3) disclose the significance of
revenue recorded from puts (Compl. 99 107-115); and (4) disclose
that Borislow had pledged his stock (Compl. 99 34-4¢6). In
addition, the Complaint maintains that throughout the Class
Period, magicJack was engaged in a buyback program to repurchase

$100 million of its stock. (Compl. 99 104, 106.)

The individual Defendants are officers and directors

of magicJack during the Class Period.

Borislow served as magicJack’s CEO from the beginning
of the Class Period through December 2012. (Compl. T 16.)
Borislow 1is alleged to have pledged “over one million of his
shares of magicJdack as «collateral against personal debt,”
(Compl. 9 34), which he was alleged to have sold to “long term
and strategic investors, including the Company’s Chairman,

I3

President and three shareholders,” at a price which represented
a “$3.7 million discount from then-current market prices.”

(Compl. 99 42, 145.)

On May 9, 2012, Thompson Reuters published an article

detailing how the CEO of Green Mountain Coffee Roasters had been



ousted after he had sold pledged shares to meet margin calls.
The article quoted former SEC chairman Arthur Levitt, stating,
“The perception o©f management borrowing against their own
holdings is so bad . . . I would encourage shareholders to push
companies to implement such protections where they don’t exist.”
(Compl. ¢ 41.) Nine days later, Defendants revealed in a form
8-K filed on May 18, 2012 that Borislow disposed of 1.1 million
magicJack shares for ™“liquidity,” that the decision had been
"moved along quicker” by recent news regarding executive margin
accounts, and that Defendants Vento and MacInnes were among the
group of investors purchasing Borislow’s shares at below market
prices. {Compl. 99 4, 43.) The amount of stock sold
represented more than 5 percent of the Company’s outstanding
float. (I1d.) The May 18 8-K also stated that Borislow had
agreed not to pledge his shares in the future. After this
disclosure, magicJack shares declined $1.13 per share, or 6
percent over two trading sessions, to close at $17.74 per share

on May 18, 2012. (Compl. 9 5.)

According to the Complaint, Defendants did not
disclose BRorislow’s pledges prior to this announcement, even
though such disclosure was required. (Compl. q 4.) Item 403(b)
of Regulation S-K requires disclosure of the number of shares

pledged as security by named executive officers and directors.



See 17 C.F.R. § 229.403. For persons required to file Schedule
13D with the BSEC, pledges of securities are required to be
disclosed within ten days of the pledge, as well as “material”
sales that result from any margin call or foreclosure. Id. at §

240.13d-2(a); (Compl. 9 45.)

Borislow 1s also alleged to have been the beneficilary
of a program disclosed in the July 23, 2012 proxy statement that
would have awarded him 50,000 shares for each dollar of earnings
per share reported starting at year end 2012. The Complaint
does not allege that Borislow was actually awarded any shares
under this agreement and notes that Borislow resigned from the
Company on December 28, 2012, and accordingly left before he was

eligible for the award.

MacInnes was President of the Company between just
before the beginning of the Class Period (February 2012) until
December 2012. (Compl. 9 17.) According to the Complaint,
MacInnes 1s alleged to have purchased some of the stock Borislow
sold on May 18, 2012. (Compl. 9 52.) MacInnes is not alleged

to have sold any of his stock personally.

Vento was President and CEO of the Company for the

last seven days of the Class Period (between January 1 and



January 8, 2013), and previocusly was Chairman of the Board of
Directors starting in April 2012, one month after the Class
Period started. (Compl. 1 18.) Vento 1s also alleged to have
purchased some of the stock Borislow sold on May 18, 2012, and
to have signed the 2012 Form 10-K three months after the end of
the Class Period. (Compl. 99 31, 53.) Vento 1s not alleged to

have sold any of his stock personally.

Russo was CFO of the Company “at all relevant times”
during the Class Period. (Compl. T 19.) He is alleged to have
signed the 2011 and 2012 Form 10-Ks, and Forms 10-Q for each of
the first three quarters of 2012, {(Compl. 99 27-31.) Russo is
also alleged to have signed the May 18, 2012 8-K disclosing
Borislow’s stock sale to MacInnes and Vento, but is not alleged

to have sold any of his stock personally. (Compl. ¢ 54.)

On January 9, 2013, Copperfield Research posted the
“Copperfield Report.” (Compl. 9 121.) The Report asserted that
a numpber of the Company’s securities filings were inaccurate,
including each of the purported misrepresentations identified in
the Complaint, and contained 125 c¢itations to the Company’s
previously filed disclosures and other public information.

Plaintiffs allege that in response to the Report, magicJack’s
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stock price fell $2.01 per share or 11.6 percent. {(Compl. 9

128.)

The report noted the existence of «c¢lass action
litigation on behalf of at least 100 counties alleging that the
Company had failed to collect 911 charges, with damages claimed
in excess of $5 million. {(Compl. 9 6.) The Company’s SEC
filings did not mention the suit, and instead represented that

total litigation liabilities ranged from “0 to less than $1.5

million” and that there was no material litigation. (Compl. 99
60-61.) In a December 2012 press release, Borislow also
represented that magicJdack had “little litigation.” (Compl. 1
62.)

The Copperfield Report further claimed that Defendants
misrepresented the identities of the purchasers of Borislow’s
stock sale. (Compl. 9 47.}) The May 18 8-K represented that the
stock was sold to “long term and strategic” investors, including
three investors “each of which already beneficially owns more
than five percent of magicJack’s outstanding ordinary shares.”
(Compl. 9 48.) Plaintiffs allege that the Schedule 13D filings
around the time of the sale show that only one shareholder, Adam
Street Partners LLC, existed who could fit the May 18 8-K's

description. (Compl. T 53.)



In addition, the Report maintained that the Company
was committing accounting manipulations. (Compl. 9123, 125.)
For example, in the first quarter of 2012, the Company allegedly
arbitrarily changed the estimated useful life of its switches
and ancillary equipment from 3 years to 10-15 years (Compl. 1
72), cutting depreciation expenses by at least 50 percent or
$1.6 million in 2012. (Compl. 9 79.) The Company also
allegedly materially omitted accurate inventory write-downs
(Compl. T 125), recording a $3.1 million inventory write-down
over the second and third quarters of 2012, when, in fact, the
Company should have recorded the entire amount in the second
quarter. (Compl. 9 81.) Defendants’ failure to take the
entire 1inventory write-down —earlier overstated income and
understated expenses by $2.1 million, or 20.4 percent in the
second quarter of 2012. (Compl. 99 94, 100.) This omission
enabled Defendants to report a “record breaking” 25 percent
increase in income and 28 percent i1ncrease 1in earnings per
share, though if the Company had recorded the write-down, its
income would have remained substantially unchanged from the
prior period. (Compl. 9 94.) Furthermore, 1in writing down the
inventory, while claiming to write off raw materials like chips,
Defendants wrote off finished goods, 1.e. magicJacks. {Compl.

97.) Writing off finished goods would have signaled to



investors that the actual demand for magicJack’s products was
lower than the projections the Company utilized for determining
the required 1levels of inventory and manufacturing activity.

(Id.)

The Report also detailed Borislow’s alleged securities
law violations, and asserted that he had previously been accused
of securities fraud for issuing misleading earnings with his old
company, Tel-Save. (Compl. 99 25, 122.) The Report also called
into question whether Borislow had reneged on his commitment
"not to margin or pledge his remaining shares in the future.”
(Id.) It noted that, the day he resigned as CEO on December 28,
2012, Borislow gifted 2 million of his shares to trusts and

released as collateral 241,028 shares serving as security for a

loan to “unaffiliated third parties.” (Id.) This pledge was
not disclosed until the day of Borislow’s retirement. (Compl. 1
45.)

Finally, the Report maintained that the Company had
made misrepresentations concerning 1its put option strategy by
misleading investors about the true nature of the Company’s
earnings, (see Compl. 99 107, 109-11), and withholding the
strategy’s potential risks and exposure to significant losses.

({Id.) On May 29, 2012, the Wall Street Journal (“WSJ")

10



published an article entitled “MagicJack ‘Puts’ Money on the

Line,” stating that:

The strategy worked like this: MagicJack brought in

cash by selling put options. Those options gave third
parties the right to sell MagicJack shares to the
Company for a set price . . . . The options would

generally only be exercised 1f the share price fell.
As long as it didn’t, the income from selling puts was
pure profit . . . . [The sale of put options]
accounted for 20% of MagicJdack’s first-quarter profit
e However, 1if the price of MagicJack shares
declined, 1t could have been a costly trade.

(Compl. 1 102.) MagicJack stock fell $1.59 per share, or 9.4

percent, by the end of the day on May 29, 2012 after the article

was published, and by an additional $1.52 or 9.9 percent the

following day. (Compl. 9 103.}

On June 4, 2012, Defendants responded to the article
with a press release that claimed that (1) "“[tlhese puts can
generate ‘other income/loss’ during a quarter depending on the
movement of the Company’s stock price with no affect on its
balance sheet” (Defendants’ Memorandum, “Def. Mem.”; Ex. 11);
(2y as of May 25, the Company had a “"minimal” amount of puts on
its book, and (3} it would minimize its reliance on the strategy
going forward. The Copperfield Report, and the Complaint, both
maintain that this press release was inaccurate, emphasizing

that if the Company had to pay out substantial amounts in the

11



event of stock price decline, the Company’s cash position would
be heavily impacted and would affect the balance sheet. The
Report also pointed out that the Company had over $24.7 million
worth of put obligations remaining on its books as of June 30
(as reported 1in the second quarter 10-Q filed on August 8,
2012y}, contrary to Defendants’ previous purported

misrepresentation that their put position was "minimal.”

The Applicable Standard

On a motion to dismiss pursuant to Rule 12({b) (6}, all
factual allegations in the complaint are accepted as true, and
all inferences are drawn in favor of the pleader. Mills v. Polar
Molecular Corp., 12 F.3d 1170, 1174 (2d Cir. 1993). The issue
“is not whether a plaintiff will ultimately prevail but whether
the claimant is entitled to offer evidence to support the
claims.” Villager Pond, Inc. v. Town of Darien, 56 F¥.3d 375,
378 (2d Cir. 1995) (qguoting Scheuer v. Rhodes, 416 U.S. 232,

235-36 (1974)).

To survive a motion to dismiss pursuant to Rule
12(b) (6), “a complaint must contain sufficient factual matter,
accepted as true, to ‘state a claim to relief that is plausible

on its face.’” Ashcroft v. Igbal, 129 S.Ct. 1937, 1949 (2009)

12



(quoting Bell Atl. Corp. v. Twombly, 550 U.S. 544, 570 (2007)).
Plaintiffs must allege sufficient facts to “nudge[ ] their
claims across the line from conceivable to plausible.” Twombly,
550 U .8. at 570. Though the court must accept the factual
allegations of a complaint as true, it is “not bound to accept
as true a legal conclusion couched as a factual allegation.”

Igbal, 129 S. Ct. at 1949 (quoting Twombly, 550 U.S. at 555).

In a private securities fraud action, “[ulnder the
PSLRA's heightened pleading instructions,” enacted in 1995 “[a]ls
a check against abusive litigation by private parties,” Tellabs,
551 U.S5. at 313, 321, the plaintiffs must do more. See, e.g.,
Teamsters Local 445 Freight Division Pension Fund v. Dynex
Capital Inc., 531 F.3d 190, 194 (2d Cir. 2008) (“Teamsters Local
445 "y . Section 21D{b) {2) of the PSLRA, codified at 15 U.S.C. §

78u-4(b) (2), provides that

[iln any private action arising under this chapter in
which the plaintiffs may recover money damages only on
proof that the defendant acted with a particular state
of mind, the complaint shall, with respect to each act
or omission alleged to viclate this chapter, state
with particularity facts giving rise to a strong
inference that the defendant acted with the reguired
state of mind.

15 U.5.C. § 78u—-4(b) (2) (emphases added).

I. Plaintiffs Fails to Adequately State a Claim Under Section
10(b) and Rule 10b-5

13



Plaintiffs allege that Defendants made various
actionable misstatements by (1) failing to disclose a material
lawsuit; (2) failing to disclose that Borislow pledged his
magicJdack shares; (3) misrepresenting facts regarding the
Company’s put option strategy; and (4) inflating the financial

results through GAAP viclations and accounting manipulations.

A. Applicable Standard Under Section 10(b) and Rule
10b-5
To state a claim under Section 10(b) and Rule 10b-5,
the ‘“plaintiffs must allege that the defendants (1} made
misstatements or omissions of material fact, (2) with scienter,
(3) in connection with the purchase or sale of securities, (4)
upon which the plaintiffs relied, and (5) plaintiffs’ reliance
was the proximate cause of its injury.” ATSI Commc’ns v. Shaar

Fund, Ltd., 493 F.3d 87, 105 (2d Cir. 2007).

B. Plaintiffs Fail to Adequately Plead Material
Misstatements or Omissions

Plaintiffs allege numerous misstatements by Defendants
that were purportedly actionable. To plead material
misstatements, the Complaint must ‘T“specify each statement

alleged to have been misleading, the reason or reasons why the

14



statement 1is misleading, and, if any allegation regarding the
statement or omission 1s made on information and belief, the
complaint shall state with particularity all facts on which that

belief is formed.” 15 U.S.C. § 78u-4(b) (1) (B).

First, Plaintiffs contend that Defendants falsely
misrepresented that they had no material litigation liabilities
and that their legal liabilities amounted to “0O to less than 1.5
million,” by failing to disclose the Madison Count class action
lawsuit. (Compl. 99 58-64.) Plaintiffs maintain that magicJack
was obligated to disclose the lawsuit under applicable SEC
regulations. See 17 C.F.R. § 229.103 (requiring disclosure of
“any material pending legal proceedings, other than ordinary
routine litigation incidental to the Dbusiness”). Further,
according to Plaintiffs, once Defendants chose to speak on the
amount of their legal liabilities, they had “a duty to be both
accurate and complete.” Caiola v. Citibank, N.A., 295 F.3d 312,
331 (2d Cir. 2002); see also Hall wv. Childrens’ Place Retail

Stores, Inc., 580 F. Supp. 2d 212, 226 (S.D.N.Y. 2008).

The Madison County lawsuit was Ifiled in open court,
the complaint and docket are matters of public record, and the
suit was dismissed on March 15, 2013 without the payment of any

damages and with no class ever having been certified. (Id.; EX.

15



20.) Further, the Company repeatedly disclosed the regulatory

risk associated with 911 fees, the practice upon which the suit

was predicated. (Defendant’s Memorandum (“Def. Mem.”); Ex. 10
at 15 (“our emergency and E911 calling services . . . may expose
us to significant liability.”).) The Complaint’s assertion that

the suit represented a potential liability of $42 million is not
found in the Madison County complaint (id.; Ex. 21) and is not
supported other than with reference to the Copperfield Report.
(Compl. 9 65.) There are no facts pled for the contention that
the suit incurred such potential liability or that investors
were misled concerning the suit. Plaintiffs do not and cannot
assert that any payment was actually made that rendered the
Company’s statements regarding its pending litigation
inaccurate, See Bond Opty Fund v. Unilab Corp., 87 Fed. AppxX.
772, 773 (2d Cir. 2004). As such, Plaintiffs do not show that
Defendants materially misrepresented their potential liability

or materially omitted relevant information.

Second, Plaintiffs maintain that Borislow’s stock
pledge should have been disclosed in the 2011 10-K. Plaintiffs
cite 1in support of this date that (1) Borislow’s sale was “moved
along quicker” by “recent highly publicized news events
pertaining to Board Members and executive margin accounts (i.e.

the May 9 Reuters article) (see Compl. 9 42); (2) Borislow

16



“committed not to margin or pledge his remaining shares in the
future,” suggesting that he had pledged his shares in the past
(see 1id.):; (3) Borislow’s base salary was $200,000, and most of
his net worth 1is in magiJdack stock; and (4) Borislow had not
previously filed any Schedule 13Ds as required disclosing the
existence of the pledge. Even taken together, these allegations
are insufficient to show, beyond mere speculation, that Borislow
had actually pledged his stock as of the time the 10-K was
issued, nine weeks before the May 18 stock sale. See Bond Opty
Fund, Fed. Appx. at 773 (“Mere speculation 1is insufficient to
satisfy the PSLRA pleading standard.”). Further, Plaintiffs’
allegation that the Borislow pledge should have been disclosed
in the ™“May 4, 2012 10-Q” was not made in the Complaint, see
Wright v. Ernst & Young, LLP, 152 F.3d 169, 178 (2d Cir. 1998)
(a plaintiff may not amend its complaint in motion papers), and
in any event there is no SEC disclosure requirement that the
Company disclose any officer, director or  stockholder’s
ownership in a Form 10-Q. Regulation S-K TItem 403, which
governs disclosure of stock pledges, applies only to Form 10-K,
not to Form 10-Q. See 17 C.F.R. § 229.403 & Instructions to
Form 10-Q (Item 403 disclosure not required). Plaintiffs thus
fail to allege that Borislow or the Company misrepresented or

omitted Borislow’s stock pledge in any required form disclosure.
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Third, Plaintiffs assert that the May 18 B8-K
"materially misrepresented” how many shares of magicJack stock
the purchasers of Borislow’s shares owned. The language at
issue 1in the 9~K states that Borislow sold shares to “the
Company’s Chairman (i.e. Vento), President (i.e. Maclnnes), and
three shareholders, each of which already beneficially owns more
than five percent of magicJack’s outstanding ordinary shares.”
(Def. Mem. Ex. 14.) Plaintiffs contend that this was misleading
because “neither Vento nor MacInnes owned more than 5% of the
Company’s outstanding stock.” (Compl. 9 51.) The plain
language of 8-K, however, 1is clear that the “each of which
already Dbeneficially owns more than five percent” clause
describes the three shareholders that purchased stock, not the
enumerated officers, {(Def. Mem. Ex. 14.) The phrase follows
directly after the phrase “three shareholders,” not the
description of Vento or MacInnes, and uses the phrase “which”
(appropriate for entities including stockholders) rather than
“whom” (appropriate for natural persons such as Vento and
MacInnes). Moreover, the Complaint acknowledges that Vento and
MacInnes filed Form 4s with the SEC on May 18, 2012, the same
day of the 8-K, disclosing the extent of their holdings, and
making clear that the Company was not intending to misrepresent
that Vento or Maclnnes owned more than 5% of the Company’s

outstanding stock. (Compl. 99 51-52.)
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Fourth, Plaintiffs assert that the May 18 8-K was
misleading because Borislow committed “not to margin or pledge
his remaining shares 1n the future,” (Compl. 94 45}, but
purportedly pledged his shares after making this commitment.
Plaintiffs base this contention on a Form 13G filed by Borislow
on December 28, 2012, seven months after the pledge. The Form
states that Borislow “released as collateral 241,028 Ordinary
Shares that served as security for a loan to unaffiliated third
parties.” (Def. Mem. Ex. 17.) The Form does not state that
Borislow pledged his own shares or was himself released, but
instead shows that Borislow released shares that a third party
had provided to him to secure a loan. As such, Plaintiffs fails

to show any misrepresentation.

Fifth, Plaintiffs assert that the Company’s disclosure
regarding its inventory position in the 2011 10-K was misleading
(Compl. 9 99), but do not cite the purportedly misleading
language, plead any facts to support the assertion, or cite any
legal or accounting standard explaining why the additicnal

disclosure was regquired.

Sixth, Plaintiffs contend that the Company used,

without disclosure, a highly risky put option trading strategy
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that exposed investor cash to significant losses. (Compl. {1
107.) The Complaint alleges that Defendants misrepresented the
put option strategy in the June 4 8-k, which concerned the
company’s use of puts in conjunction with its stock repurchase

program, 1in several respects.

As an initial matter, Plaintiffs allege that the

A%

Company stated that the put option strategy had “no [e]ffect on
its balance sheet,” but reported the asset wvalue of the put
positions as $2.2 million. {(Compl. 99 101-06.) Taken in
context, though, the 8-K speaks only to how unrealized gains or
losses 1in option positions would be reflected on financial
statements, noting that they would be reflected on the income
statement, rather than the balance sheet. The disclosure does
not suggest that the asset value of any put positions would not
be reflected on the balance sheet. {See Def. Mem. Ex. 11
{(“These puts can generate ‘other income/loss’ during a quarter
depending on the movement of the Company’s stock price with no
affect on 1its balance sheet . . . [sltock price drops can have

an ‘other income/loss’ impact using the put/call strategy but

with no affect on the balance sheet.”).

Next, Plaintiffs allege that the 8-K was misleading

because it stated that “as of May 25, 2012, the Company had a

20



minimal amount of put contracts outstanding.” {Compl. 9 106.)
However, the Company disclosed in its August 8, 2012 Q2 2012 10-
@ that it had puts to purchase “928,400 ordinary shares for
$24.7 million.” (Def. Mem. Ex. 18 at 18.) The Company had also
disclosed that it intended to repurchase $100 million of its
stock during the Class Period. (Def. Mem. Ex. 12; Ex. 6.) As
such, there was no misrepresentation. In any event, a put
contract represents the right to purchase 100 shares, so the
number of contracts at issue was less than 9,300 and the total
value of puts at year end 2012 was $2.2 million, which can be
considered minimal given magicJack’s market capitalization.
(See Compl. 9108 (“[Ilt 1is too early to predict total revenue,
but it should exceed $34 million for the guarter” for June

2012.)

Plaintiffs also maintain that the 8-K on June 4, and
those released on September 6, October 19, and December 26, were
misleading in that they failed to disclose that the put strategy
“contributed significantly to earnings.” (Compl. 99 107-113.)
The Company, though, had repeatedly disclosed that its put
positions would be market-to-market and unrealized gains or
losses would be recognized, and in each of the 10-Ks and 10-Qs
during the Class Period the Company disclosed gains associated

with the puts. {(See Def. Mem. Ex. 10 at 31, 7¢ (32.2 million
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gain); Ex. 13 at 25 ($1.656 million gain); Ex. 18 at 7 (8371k
loss); Ex. 19 at 4 (noting $3.44 million gain).) The Company
thus disclosed the revenue associated with the puts
contemporaneously with the purported misrepresentation, and as
such did not materially misrepresent its position. See Meyer
Pincus & Assoc., P.C. v. Oppenheimer & Co., 936 F.2d 759, 763
(2d Cir. 1991 (where a report contains the fact that 1is
defendant 1is alleged to have misrepresented, 1t cannot be

misleading).

Finally, Plaintiffs assert that the Company viclated
GAAP provisions by “using an incorrect useful life” in
depreciating its switches, and that the Company should have also
taken a $3.1 million inventory write-down in Q2 2012 rather than
Just in Q3 2012. (Compl. 9 81.) Further indicative of the
Company’s manipulations, according to Plaintiffs, is Defendants
misclassification of its “trading” securities as “available for
sale.” (Compl. ¢ 115.) By so doing, Defendants allegedly
failed to include unrealized losses and gains to net income in
the financial statements as required by GAAP, and avoided

earnings volatility.

With respect to the switches, Plaintiffs’ assertion

rests on the Copperfield Report’s comparison of the useful life
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of telecommunication switches to the useful life of Computer
network equipment, such as routers, gateways, and servers.
There 1s no support for this comparison or for the Report’s
contention that the materials were all required to be written at
the same time. A Vswitch” 1is not a “router, gateway [or]
server,” and Plaintiffs’ unsupported assertion that a switch
cannot have a 10 to 15 year useful life (see Compl. 9 76) is
thus dinsufficient. Further, the <change 1in useful life was

disclosed in the Q1 2012 10-0Q. (Compl. 9 72.)

In terms of the write-downs, the Complaint alleges
that because the Company disclosed a separate write down of
“obsolete inventory” during @2, it should have taken both write-
downs at that time. (Compl. 9 93.) However, Plaintiffs
acknowledge that there was discussion in the Q3 earnings release
8-K that the write-down was for “chips we procured when we were
in danger of not having enough inventory as a result of the
Tsunami in Japan.” (Compl. § 89.) There 1s thus no basis for
the assertion that the write-downs of chips 1in Q3 concern the
same materials that were written down 1in Q2. Further, the

Company disclosed the write-down in its Q3 10-0Q. Plaintiffs do
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not explain how this constitutes an improperly accounted for

write-down.!

Generally, Plaintiffs also fail to allege that
magicdack’s auditor refused to sign audit opinions, or that
magicdack was required to restate 1ts accounting because a
change was in error. To the contrary, there has been no
restatement, magicJdack’s auditor issued opinions that the
financial statements were prepared 1in accordance with GAAP, and
magicJack and 1its auditors support the accounting position in
the financial statements. As  such, Plaintiff fails to

adequately allege any GAAP violations.

Plaintiffs have thus failed to specify with
particularity any facts which, read in context, demonstrate that
Defendants were materially misleading or materially omitted
information. See Rombach v. Chang, 355 F.3d 164, 174 (2d Cir.

2004); accord ATSI, 493 F.3d at 99 (“Allegations that are

! Plaintiffs maintain that the Complaint has pled actionable misstatements by
the Defendants with respect to their accounting manipulations, and does not
have to prove the falsity of the misrepresentations, citing McIntire v. China
MediaExpress Holdings, Inc., 927 ¥. Supp. 2d 105, 125 {(S.D.N.Y. 2013) (“It is
sufficient for plalntiffs to point to circumstances that, drawing reasonable
inferences in their favor, would render their claims plausible. Reporting
discrepancies of the large magnitude of those alleged by Plaintiffs” are
sufficient). Here, though, Plaintiffs have not alleged any discrepancy of
such “magnitude,” or pled facts supporting the various assertions of error.
As such, Plaintiffs’ conclusory allegations are insufficient.
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conclusory or unsupported by factual assertions are

insufficient.’”).

C. Plaintiffs Fail to Adeguately Allege Scienter

To adequately allege scienter, Plaintiffs must advance
an inference of scienter that 1is “more than merely plausible or
reasonable.” Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551
U.S. 308, 324 (2008). The allegations must give rise to an
inference of scienter that 1s “cogent and at least as compelling

as any opposing inference” of non-fraudulent intent. Id.

Even if the misrepresentations pled by Plaintiffs were
adequate, the Complaint fails to adequately plead scienter, or
that Defendants acted with “a mental state embracing intent to

deceive, manipulate or defraud.” Tellabs, 551 U.S. at 319.

As evidence of scienter, the Complaint alleges that
{1) Borislow had actual knowledge of his stock sales and pledge
which he failed to disclose; (2) the put option strategy
provided Defendants with a <concrete and powerful motive
indicative of scilenter; (3) the Company knew of and did not
disclose the Madison County lawsuit:; and (4) the  GAAP

violations, taken as a whole, weigh in favor of scienter.
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Plaintiffs allege that both Borislow’s stock pledge
and the put option strategy incentivized the Company to inflate
magjicJack’s stock price, as a decline could have triggered a
margin call or decrease in available credit. Further, the put
strategy option allegedly provided Defendants with motive,
because the Company’s success hinged on the stock price staying

above a certain level. {(Compl. 99 133-44.)

As an initial matter, motives such as the desire to
keep stock prices high to avoid triggering liabilities or to
increase executive compensation are not a sufficient basis for
scienter. See, e.g., In re GeoPharma, Inc. Sec. Litig., 399 F.
Supp. 2d 432, 450 (S.D.N.Y. 2005) ({(insufficient motives include
“the desire for the corporation to appear profitable and
the desire to keep stock prices high to increase officer
compensation.”). “In attempting to show that a defendant had
fraudulent intent, it is not sufficient to allege goals that are
possessed by virtually all corporate insiders, such as the
desire to maintain a high credit rating for the corporation or
otherwise sustain the appearance of corporate profitability or
the success of an investment, or the desire to maintain a high
stock price in order to increase executive compensation.” S.
Cherry St., LLC v. Hennessee Grp., 573 F.3d 98, 109-10 (2d Cir.

2009) (internal citatlons omitted).
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Though the desire to inflate stock prices may support
a viabl