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Presently before the Court in this putative class action are
two Mtions to Dismss the Anended Conplaint, one filed by
Smthfield Foods, Inc., Showcase Foods, Inc., Joseph W Luter 1V,
and Mchael H Cole (the “Smthfield Defendants”), and the ot her
filed by Pennexx Foods, Inc., Mchael Queen, and Thomas MG ea
(the "“Pennexx Defendants”). For the reasons that follow, both
Motions are granted in part and denied in part.

I . BACKGROUND

This action is brought on behalf of two separate classes. On
behal f of public investors who purchased the securities of Pennexx
Foods, Inc.! (“Pennexx”) during the period from February 8, 2002
until June 12, 2003 (hereinafter, the “Securities Cass”), The
Wner Famly Trust (hereinafter, “Lead Plaintiff”) alleges

vi ol ations of Section 10(b) of the Securities Exchange Act of 1934

! Pennexx Foods, Inc. is a Pennsylvania corporation that

provi des case-ready neat to custoners in the northeastern United
States. Pennexx currently has no assets and is not operating as a
busi ness. (Am Conpl. 71 2, 13.)



(“Exchange Act”), as anended by the Private Securities Litigation
Ref orm Act of 1995 (“PSLRA’), 15 U.S.C. 8§ 78j(b), 78t(a), and Rule
10b-5 pronul gated thereunder, see 17 C.F. R 8§ 240.10b-5, against
Pennexx; Joseph W Luter |V, executive Vice President of Smthfield
Foods, Inc.? (“Smithfield”) and former Pennexx director; M chael H.
Col e, associate general counsel of Smthfield and fornmer Pennexx
director; M chael Queen, Chief Executive Oficer of Pennexx and
Pennexx director; and Thomas McGeal, Vice President of Sales for
Pennexx and Pennexx director (Count ). On behalf of the
Securities Class, Lead Plaintiff also all eges violations of Section
20(a) of the Exchange Act against Smthfield and the individual
Def endants (Count 11). On behalf of public investors who currently
own Pennexx securities (hereinafter, the “Fiduciary Cass”), Lead
Plaintiff asserts state law clains for breach of fiduciary duty
agai nst Queen (Count 111); breach of fiduciary duty against
Smthfield (Count 1V); aiding and abetting Smthfield s breach of
fiduciary duty against Luter and Cole (Count V); and successor
liability against Smthfield and Showase Foods, Inc. (“Showcase”)
(Count VI).

The essence of Lead Plaintiff’s federal securities clains is

that Defendants artificially inflated the price of Pennexx stock by

2 Snmithfield Foods, Inc. is a Virginia corporation that
produces, processes, and markets a variety of fresh pork and
processed neat products, with operations in the United States and
t hroughout the world. (Am Conpl. T 17.)
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i ssuing public statenments and filing earnings reports that omtted

or msstated material facts concerning:

1

The denigration of the relationship between Pennexx and
Smthfield, who owned 50% of Pennexx’s stock, including
the resultant conflicts;

Pennexx’ s acquisition of a newfacility on Tabor Road in
Phi | adel phia (the “Tabor Facility”), the adequacy of the
Tabor Facility, and problenms with the Tabor Facility’s
renovati on and equi pnent;

Def endants’ instructions to Pennexx’'s fornmer Chief
Financial Oficer (“CFO), George Pearcy, to materially
understate Pennexx’'s second quarter 2002 financial
| osses, the subsequent term nati on of Pearcy for refusing
to do so, and the material understatenment of Pennexx’s
second quarter 2002 losses in the financial reports,
despite Pearcy’ s protests;

Pennexx’ s severe liquidity problens;

Pennexx’s increasing risk of default under its Credit
Agreenment with Smthfield; and

Pennexx’ s actual prospects for growh and increased

mar ket penetration.

(Am Conp. 91 5-6.)

The essence of Lead Plaintiff’s state |law claim against

Smthfield for breach of fiduciary duty is that Smthfield, having



been frustrated in its attenpts to purchase Pennexx outright,
inplemented a willful and malicious schene to underm ne Pennexx’s
ability to operate as a going concern so that Smthfield could
acqui re Pennexx’s assets and business opportunities on the cheap
and wi thout regard to sharehol der rights. Specifically, Lead
Plaintiff asserts that Smithfield, aided and abetted by Luter and
Col e, breached its fiduciary duties to the Fiduciary Cass by:

1. Coercively using its position as majority sharehol der and
primary | ender and supplier of Pennexx to dom nate and
control Pennexx and its operations and drive up Pennexx’s
costs and interfere with its ability to run its business
by deliberately del aying and m sdesi gni ng Pennexx’ s new
Tabor Facility;

2. Char gi ng Pennexx excessive prices for supplies at prices
even hi gher than those Smthfield charged to unaffiliated
pur chasers;

3. Del i berately overstating the anounts of product purchased
by Pennexx and willfully preventing Pennexx fromtinely
ascertaining whether it was being shorted by installing
non-functional equi pnent at the Tabor Facility;

4. Using proprietary information from Pennexx to underm ne
and m sappropriate Pennexx’s contacts with its |argest
custoner, Pathmark; and

5. Wl lfully and maliciously underm ning Pennexx’s ability



to pay off its debt to Smthfield in order to prevent a
conpetitor fromacquiring Pennexx and so Smthfield could
acquire all of Pennexx’ s assets and busi ness
opportunities for cheap, freezing out Pennexx’s mnority
shar ehol ders.

(ld. 11 8-9.)

Lead Plaintiff further alleges that Queen breached his duties
tothe Fiduciary Cass, in his capacity as President of Pennexx, by
entering into a forbearance agreenent with Smthfield that provided
for a broad and general release of Smthfield fromliability for
clainms asserted by Pennexx and its stockholders. (ld. ¥ 10.)

The Pennexx Def endants have noved to di sm ss Count One agai nst
Pennexx, Queen, and McGeal; Count Two agai nst Queen and MG eal;
and Count Three in its entirety. The Smthfield Defendants have
moved to dismss Count One against Luter and Cole; Count Two
against Smthfield, Luter and Col e; and Counts Four, Five, and Six
in their entirety.

1. LEGAL STANDARD

Wen determining a Mtion to Dismss pursuant to Rule

12(b)(6), the court may look only to the facts alleged in the

conplaint and its attachnents. Jordan v. Fox, Rothschild, O Brien

& Frankel, 20 F.3d 1250, 1261 (3d Cr. 1994). The court nust
accept as true all well pleaded allegations in the conplaint and

viewthemin the Iight nost favorable to the Plaintiff. Angelastro




v. Prudential -Bache Securities, Inc., 764 F.2d 939, 944 (3d Gr.

1985) . A Rule 12(b)(6) notion will be granted when a Plaintiff
cannot prove any set of facts, consistent with the conplaint, which

would entitle himor her to relief. Ransom v. Marrazzo, 848 F.2d

398, 401 (3d Cr. 1988). Docunents “integral to or explicitly
relied upon in the conplaint” and rel ated matters of public record

may be considered on a notion to dismss. [In re Burlington Coat

Factory Sec. Litig., 114 F.3d 1410, 1426 (3d G r. 1997).

111. DI SCUSSI ON

A Rul e 10b-5 Legal Standards

The Pennexx Defendants and the Smthfield Defendants nove to
dismss Count | of the Anended Conplaint, which asserts a
securities fraud claim against Pennexx and the individua
Def endant s pursuant to Section 10(b) and Rul e 10b-5. Section 10(b)
prohi bits the “use or enploy[nent], in connection wth the purchase
or sale of any security, . . . of any manipul ative or deceptive
device or contrivance in contravention of such rules and
regul ations as the Conm ssion may prescribe.” 15 U . S.C. 8§ 78j(Dh).
Rul e 10b-5 nmakes it illegal “[t]o make any untrue statenent of a

material fact or to omit to state a material fact necessary in

order to make the statenents made, in the |light of the
ci rcunst ances under which they were nade, not msleading . . . in
connection wth the purchase or sale of any security.” 17 C. F. R

§ 240.10b-5(b).



To state a Rule 10b-5 claim a plaintiff nust allege that the
defendant (1) nade a misstatenent or an omssion of a materia
fact; (2) with scienter; (3) in connection with the purchase or the
sale of a security; (4) upon which the plaintiff reasonably reli ed;
and (5) that plaintiff’s reliance was the proxi mate cause of his or

her injury. Inre KON Ofice Solutions, Inc., 277 F.3d 658, 666

(3d CGr. 2002). The Pennexx Defendants and the Smthfield
Def endants both argue that the Amended Conplaint does not
adequately allege the material m sstatenent/om ssion and scienter
el enents of a Rule 10b-5 claim The Pennexx Defendants al so argue
that Lead Plaintiff has failed to sufficiently plead the reliance

elenment of a Rule 10b-5 claim?

3 The Pennexx Defendants argue that Lead Plaintiff inproperly
i nvokes the “fraud on the market” theory in alleging that the
Securities Class reasonably relied on Def endants’ m sstatenents and

om ssions of mterial fact. The “fraud on the market” theory
provi des for a rebuttable presunption of reliance if the plaintiff
bought or sold securities in an “efficient” market. In re

Burlington Coat Factory, 114 F. 3d at 1419 n. 8. Under the doctri ne,
the plaintiff need not show that he actually knew of the
communi cation that contained the m srepresentation or om ssion

Id. Instead, the plaintiff’s reliance is presunmed based on the
theory that in an efficient market the msinformation directly
affects the stock prices at which the investor trades and,
therefore, causes injury even in the absence of direct reliance.
| d.

The Pennexx Def endants urge the Court to apply the five-factor
test set forth in Canmer v. Bloom 711 F. Supp. 1264 (D.N. J. 1989),
in determ ning whether the Anmended Conplaint adequately alleges
t hat Pennexx stock traded in an efficient nmarket. The Cammer test
instructs courts to inquire into (1) whether the stock traded at a
hi gh weekly volume; (2) whether a significant nunber of securities
anal ysts foll owed and reported on the stock; (3) whether the stock
has market makers and arbitrageurs; (4) whether the conpany is
eligible to file Securities and Exchange Conmm ssion (“SEC)
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1. M sl eadi ng _statenents and oni ssi ons

Under the PSLRA, a Rule 10b-5 conplaint nust “specify each
statenent alleged to have been m sl eading, the reason or reasons
why the statenment is msleading, and, if an allegation regarding
the statenment or om ssion is made on information and belief, the

conplaint shall state with particularity all facts on which that

belief is formed.” 15 U.S.C. 8 78u-4(b)(1). A statenent or
omssion is “material,” for purposes of the securities laws, if
there 1is a “substantial i kel i hood that, under all t he

ci rcunstances, the [statenment or om ssion] would have assuned

registration form S-3, as opposed to forms S-1 or S-2; and (5)
whet her facts show a cause and effect relationship between
unexpected corporate events or financial releases and an i medi at e
response in the stock price. [d. at 1285-87. The Third Grcuit
has, however, made it clear that a conpl aint need not establish the
Cammer factors to survive a notion to dismss. See Hayes v. G o0ss,
982 F.2d 104, 107 n.1 (3d Cr. 1992)(“W take note of the thorough
analysis in [Cammer], where the district court, in ruling on a
nmotion for summary judgnment under Fed. R Cv. P. 56, considered
whet her plaintiffs affidavit showed ‘specific facts’ indicating an
efficient market. The court listed various factual allegations
that coul d support an inference that the market for a security was
efficient, including [the five factors]. At the time of a notion
to dism ss under Rule 12(b)(6), however, a plaintiff need not show
‘specific facts’ as required under Rule 56(e). As the court
recognized in Cammer, on a notion to dismss the question is
whet her plaintiff has alleged that the stock traded in an efficient
mar ket, or whether any of the facts alleged give rise to such an
i nference.”). The Court concludes that by alleging that, inter
alia, Pennexx’s stock price sharply rose or fell in response to
unexpected disclosures by the conpany, Lead Plaintiff has
adequately pled facts that give rise to an inference that Pennexx
stock traded in an efficient market. See Seidman v. Anerican
Mobile Sys., Inc., 813 F. Supp. 323, 325 & n.1 (E.D. Pa. 1993)
(finding that conplaint adequately pled existence of efficient
mar ket by alleging that stock price plunged follow ng sudden
di scl osures by corporation).




actual significance in the deliberations of the reasonable

shareholder.” 1n re Aetna Inc. Sec. Litig., 34 F. Supp. 2d 935,

945 (E.D. Pa. 1999) (quoting TSC Indus., Inc. v. Northway, Inc.,

426 U. S. 438, 449 (1976)). “[T]he issue is whether there is a
substantial |ikelihood that the disclosure would have been vi ewed
by the reasonable investor as having significantly altered the
total mx of information available to that investor.” [d. (quoting

Shapiro v. WB Financial Corp., 964 F.2d 272, 280 n.11 (3d Grr.

1992)). “Puffing” statenents, i.e., vague expressions of corporate
optimsm and expectations about a conpany’s prospects, are not
actionabl e under the securities | aws because reasonabl e investors
do not rely on such statenents in nmaking i nvestnent decisions. |d.

2. Duty to disclose

The securities laws do not require a defendant “to discl ose a
fact nerely because a reasonable investor would |like to know t hat

fact.” Inre Burlington Coat Factory, 114 F.3d at 1432 (quoting In

re Time Warner Inc. Sec. Litig., 9 F.3d 259, 267 (2d Cr. 1993)).

“Even non-di scl osure of material information will not give riseto
[Tability under Rule 10b-5 unl ess the defendant had an affirmative

duty to disclose that information.” Oan v. Stafford, 226 F.3d

275, 285 (3d Cr. 2000); see also Basic, Inc. v. Levinson, 485 U S

224, 239 n.17 (1988) (“Silence, absent a duty to disclose, is not
m sl eadi ng under Rule 10b-5.7"). As a general matter, such an

affirmative duty arises only when there is insider trading, a



statute requiring disclosure, or an inaccurate, inconplete or
m sl eadi ng prior disclosure. Oan, 226 F.3d at 285-86.

3. Truth on the market def ense

As Lead Plaintiff relies on the fraud on the market theory in
this action, Defendants may assert the “truth on the market”

defense. 1In re Resource Anerica Sec. Litig., Cv. A No. 98-5446,

2000 W. 1053861, at *3 (E.D. Pa. July 26, 2000). The “truth on the
mar ket” defense recognizes that a statenment or omssion is
materially msleading only if the allegedly undi scl osed facts have

not already entered the market. Wal lace v. Systens & Conputer

Tech. Corp., Gv. A No. 95-6303, 1997 W. 602808, at *10 (E. D. Pa.

Sept. 23, 1997) (citing In re Convergent Tech. Sec. Litig., 948

F.2d 507, 513 (9th Cr. 1991)); see also In re NAHC, Inc. Sec

Litig., Gv. A No. 00-4020, 2001 W. 1241007, at *16 (E. D. Pa. Cct.
17, 2001) (“Where the information omtted from the allegedly
m sl eading statenents was previously or concurrently disclosed,
even in another form this may affect the materiality of the later
omssion.”). “Thus, a defendant can avoid liability for a false
statenment or one that reveals |less than the truth of the matter by
showi ng that the market was not affected by the representation

because the truth of the matter was known already and had been

factored into the market price.” In re Bell Atlantic Corp. Sec.
Litig., 1997 W. 205709, at *26 (E.D. Pa. Apr. 17, 1997). To invoke

the truth on the market defense, Defendants nust prove that the

10



information at i ssue was “transmtted to the public with the degree
of intensity and credibility sufficient to effectively counter-
bal ance any m sleading inpression created by the insiders one-

sided representations.” |In re Unisys Corp. Sec. Litig., Gv. A

No. 00-1849, 2000 W. 1367951, at *4 (E.D. Pa. Sept. 21, 2000)

(quoting In re Apple Conputer Sec. Litig., 886 F.2d 1109, 1116 (9th

Cir. 1989)). A notion to dismss nmay be granted if “the conpany’s
SEC filings or other docunents disclose the very information
necessary to mneke their public statenents not msleading.”
Wal | ace, 1997 W 602808, at *10.
4. Sci ent er

The Anmended Conplaint also nust “state with particularity
facts giving rise to a strong inference that the defendant acted
wth the required state of mnd.” 15 U S. C. 8§ 78u-4(b)(2). The
United States Court of Appeals for the Third Grcuit (“Third
Crcuit”) has defined “scienter” as “a nental state enbracing an
intent to deceive, manipul ate or defraud, or, at a mninmum highly
unreasonabl e (conduct), involving not nerely sinple, or even
excusabl e negligence, but an extrene departure fromthe standards
of ordinary care, . . . which presents a danger of m sleading
buyers or sellers that is either known to the defendant or is so

obvi ous that the actor nmust have been aware of it.” In re Al pharnma

Inc. Sec. Litig., 372 F.3d 137, 148 (3d G r. 2004) (quoting In re

| KON, 277 F.3d at 667). “The requisite ‘strong inference’ of fraud

11



may be established either (a) by alleging facts to show that
def endants had both notive and opportunity to conmt fraud, or (b)
by all egi ng facts that constitute strong circunstanti al evi dence of

consci ous m sbehavi or or recklessness.” In re Burlington Coat

Factory, 114 F.3d at 1417. Failure to satisfy these pleading
requirenents results in dismssal. 15 U S.C. § 78u-4(b)(3).

5. Fed. R Cv. P. 9(b)

Because a cl ai munder Section 10(b) and Rule 10b-5is a claim
for fraud, a plaintiff nust also satisfy the heightened pleading

standard of Federal Rule of Civil Procedure 9(b). In re Advanta

Corp. Sec. Litig., 180 F.3d 525, 531 (3d Gr. 1997). Rule 9(b)

provides that “[i]n all avernents of fraud or mstake, the
circunstances constituting fraud or m stake shall be stated with
particularity.” Fed. R Cv. P. 9(b). “Rule 9(b) requires, at a
m nimum that plaintiffs support their allegations of securities
fraud with all of the essential factual background that would
acconpany ‘the first paragraph of any newspaper story’ - that is,
t he *who, what, when, where and how of the events at issue.” In

re Rockefeller Center Properties, Inc. Sec. Litig., 311 F.3d 198,

217 (3d Cr. 2002) (quoting Inre Burlington Coat Factory, 114 F. 3d

at 1422)). The court nust anal yze each statenent at issue in order
to assess whether each alleged m srepresentation is pleaded with

the requisite specificity. Inre Wstinghouse Sec. Litig., 90 F. 3d

696, 712 (3d Gr. 1996).

12



B. Rul e 10b-5 Anal ysi s

The Court initially observes that, in attributing the
allegedly m sleading statenents and om ssions to the individua
Def endants, Lead Plaintiff alleges as foll ows:

Smthfield and the individual Defendants
were provided wth copies of Pennexx’s
managenment reports, press releases, and SEC
filings. Armed with, and in control of such
information, Smthfield and the i ndividual
Def endants granted interviews to newspaper
reporters. The newspaper articles based on
those interviews, as well as the Conpany’s
other publicly dissemnated information are
alleged herein to have been materially
m sl eadi ng to t he i nvesting publi c.
Significantly, with respect to Pennexx press
rel eases and SEC filings, Smthfield and the
| ndi vi dual Defendants had the ability and
opportunity to wite them edit them prevent
their dissemnation in the first place or to
cause themto be corrected shortly after their
di ssem nati on. As a result, Smthfield and
t he i ndi vi dual Defendants were responsi bl e for
the accuracy of the public reports and
rel eases detailed herein as “group published”
i nformation, and are therefore responsi bl e and
liable for the representations contained
t herein.

(Am Conmpl. 9§ 26.) By making these allegations, Lead Plaintiff
seeks the benefit of the “group pleading” doctrine. Under this
doctrine, the identification of +the individual sources of
statenents is unnecessary when the fraud allegations arise from
m sstatenments or om ssions in group-published docunents, such as
annual reports, prospectuses, registration statenments, press
rel eases, or other “group published information” that presumably

constitute the collective actions of those individuals involved in

13



the day-to-day affairs of the corporation. Aetna, 34 F. Supp. 2d

at 949 (citing Wol v. Tandem Conputers, Inc., 818 F. 2d 1433, 1440

(9th Cr. 1987)). The majority of district courts inthis Crcuit
have held that the group pleading doctrine did not survive the

enactnent of the PSLRA. See Inre Digital Island Sec. Litig., 223

F. Supp. 2d 546, 553 (D. Del. 2002) (collecting cases), aff’d, 357
F.3d 322 (3d Gr. 2004). Those courts have reasoned that “to
permt a judicial presunption as to particularity sinply cannot be
reconciled with the statutory mandate that plaintiffs nust plead
specific facts as to each act or om ssion by the defendant.” Marra

v. Tel -Save Holdings, Inc., Cv. A No. 98-3145, 1999 W. 317103, at

*5 (E.D. Pa. May 19, 1999) (quoting Allison v. Brooktree Corp., 999

F. Supp. 1342, 1350 (S.D. Cal. 1998)); see also P. Schoenfeld Asset

Mint. LLC v. Cendant Corp., 142 F. Supp. 2d 589, 619-20 (D.N. J.

2001) (noting that, if group pleading doctrine is still viable,
“the requirenent to plead scienter wwth particularity as to each
def endant is neaningl ess”).

In view of the prevailing case lawin this Grcuit, the Court
concludes that Lead Plaintiff cannot rely on the group pleading
doctrine to plead a Rule 10b-5 claim The PSLRA does allow
plaintiffs to assert upon information and belief that a statenent
or om ssion is msleading, provided that the conplaint states with
particularity all facts on which this belief is formed. 15 U. S.C.

8 78u-4(b)(1). “For instance, if the alleged m sl eadi ng st at enent

14



appears in a press rel ease i ssued by a conpany di scussi ng fi nanci al
performance, a plaintiff could plead on information and belief that
the chief financial officer is responsible for making the statenent
if the plaintiff can plead with specificity why the officer’s
position directly invol ves such duties or why a specific corporate
policy requires that the chief financial officer nmake such

rel eases.” Coates v. Heartland Wreless Conmuni cations, Inc., 26

F. Supp. 2d 910, 916 n.2 (N D. Tex. 1998). However, the
conclusory allegations set forth in paragraph 26 of the Anended
Conpl ai nt are i nsufficient under the PSLRA s i nformati on and bel i ef
pl eadi ng standard. See Marra, 1999 WL 317103, at *6 (allegations
t hat i ndividual defendants “had access to the adverse undi scl osed
information . . . from internal corporate docunents” and were
“involved in the drafting, pr oduci ng, revi ew ng, and/ or
di ssem nating” the msstatenents, coupled wth allegation that
def endants signed various annual reports, were insufficient). As
the only allegation connecting Luter, Cole* and McGeal to the
al l eged m sstatenents i s the group pl eadi ng all egati on i n paragraph

26 of the Amended Conplaint, the Mdtions to Dismss are granted

*  The Anmended Conpl aint does allege that Cole dictated the
contents of Pennexx’s Septenber 25, 2002 press rel ease. (Am
Compl . T 105.) As discussed bel ow, however, the Court concl udes
t hat none of the all eged m sstatenments fromPennexx’s Septenber 25,
2002 press release are actionable under the securities | aws.

15



with respect to the clains against those Defendants in Count One.?®
The Amended Conpl ai nt does, however, contain nunerous allegations
that directly attribute the m sstatenents and om ssions of materi al
fact to Queen, who is regularly quoted in Pennexx’ s press rel eases.
The Court will, therefore, analyze each alleged m sstatenent and
om ssion to determne whether Lead Plaintiff has stated a claim
agai nst Queen and/ or Pennexx® for securities fraud under Rule 10b-
5.

Plaintiffs’ 10b-5 clains are based on allegedly false or
m sl eadi ng statenents contained in several different press rel eases
i ssued by Pennexx and in Pennexx’s quarterly and annual earnings
reports that were filed wwth the SEC. The subject matter of the
all eged msstatenents falls into six general categories: (1) the
antagonistic relationship between Pennexx and Smthfield; (2)
problens related to the renovations of Pennexx’s Tabor Facility;

(3) Pennexx’s material understatenent of its second quarter 2002

® Assumi ng, arguendo, that the group pleading doctrine were
vi abl e under the PSLRA, the nmpjority of the alleged m sstatenents
would still not be attributable to Luter, Cole, and McGeal. As
set forth below, the mgjority of the alleged ni sstatenents consi st
of quotes from Queen contained in various Pennexx press rel eases.
Courts have found that such statenments cannot be inputed to non-
speaki ng def endants under the group pleading doctrine. See D.E. &
J Ltd. Partnership v. Conaway, 284 F. Supp. 2d 719, 732-33 (E. D
M ch. 2003) (collecting cases).

® 1t is well-settled that the know edge of officers and
directors of a corporation is inmputed to the corporation for
pur poses of Rule 10b-5 liability. SEC v. Ballesteros Franco, 253
F. Supp. 2d 720, 728-29 (S.D.N. Y. 2003).
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financial losses and termnation of its CFO for refusing to
understate the |osses; (4) Pennexx's severe liquidity problens;
(5) Pennexx's risk of default under its Credit Agreement wth
Smithfield; and (6) the “growi ng demand” for Pennexx’s products.’

1. Pennexx-Smthfield rel ationship

Lead Plaintiff argues that Pennexx issued several press
rel eases that msstated or omtted material facts concerning the
conpany’s relationship wth Smthfield. Lead Plaintiff first
chal | enges statenents made in Pennexx’s February 8, 2002 press
rel ease, in which the conpany announced that it was changing its
name fromPi nnacl e Foods, Inc. to Pennexx Foods, Inc., and that its
common stock had been listed for trading on the OIC Bul | eti n Board.
(Am Conpl. § 65.) The press rel ease quoted Queen as stating that
the regi stration of Pennexx’s common stock under the Exchange Act
was rmade possible by “the $36 nmillion commtnent that Smithfield
Foods, Inc., the | eading processor and nmarketer of fresh pork and

processed neats in the US., nmade to our conpany in June 2001.”

" At the conclusion of a hearing on the instant Mdtions held
on April 7, 2004, the Court requested that Lead Plaintiff file a
suppl emental subm ssion distilling the 97-page Anended Conpl ai nt
into a conprehensive chart which outlines the specific statenents
and om ssions that Lead Plaintiff asserts state a Rul e 10b-5 cl ai m
(4/7/04 N.T. at 79-81); see In re Boston Technology, Inc. Sec

Litig., 8 F. Supp. 2d 43, 56 n.13 (D. Mass 1998) (noting that “the
burden of matching statement with omission should not be the
Court’s”) (brackets and citation omtted). Lead Plaintiff

submtted the requested chart, which organizes the alleged
m sstatenents into the six categories set forth above. The Pennexx
Def endants and the Smthfield Defendants thereafter filed a joint
response to Lead Plaintiff’s suppl enental subm ssion.

17



(1d.) (enphasis added). Lead Plaintiff contends that the portrayal
of Smthfield as a catalyst for Pennexx in the February 8, 2002
press release is msleading, as the parties’ previous partnership
had been an wunprofitable disaster for Pennexx. The Anmended
Conpl ai nt all eges that, in August 2000, Smthfield contracted with
Pennexx to help Smthfield supply Wal-Mart with case-ready pork.
(ILd. ¥ 39.) Under the agreenent with Smthfield, Pennexx prepared
and delivered Smthfield s branded case-ready pork to a Wl -Mart
distribution facility located in New York. (ld.) The Smthfield
pork product had been injected with water, which was |ost during
processing, resulting in |low production yields. (ld. f 40.) For
this reason, the Wl-Mart arrangenent wth Smthfield was
unprofitable for Pennexx. (1d.)

Even assum ng that the undisclosed informati on was materi al,
Pennexx had no duty to disclose such information because the
chal | enged st at enment by Queen, which only concerned the undi sputed
fact that the wequity investnent nmade by Smthfield helped
facilitate Pennexx's registration of its common stock under the
Exchange Act, was not so inconplete as to mslead investors. See

Brody v. Transitional Hopsitals Corp., 280 F.3d 997, 1006 (9th G r

2002) (“Rule 10b-5 . . . prohibit[s] only msleading and untrue
statenents, not statenents that are i nconplete. Oten, a statenent
will not mslead even if it is inconplete or does not include al

relevant facts.”) (internal <citation omtted) (enphasis in
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original); Blackman v. Polaroid Corp., 910 F.2d 10, 16 (1st Cr.

1990) (en banc) (“[The duty to disclose rule] does not nean that by
reveal ing one fact about a product, one nust reveal all others
that, too, would be interesting, market-w se, but neans only such
others, if any, that are needed so that what was reveal ed woul d not
be so inconplete as to mslead.”). Mreover, the Arended Conpl ai nt
does not sufficiently allege facts giving rise to a strong
i nference that Queen acted with scienter in making the chall enged
statenents. As the challenged statenents and om ssions fromthe
February 8, 2002 press release are not actionable under the
securities laws, the Pennexx Defendants’ Mtion to Dismss is
granted in this respect.

Lead Plaintiff also argues that several of Pennexx’ s press
releases omtted material facts concerning the increasingly
adversarial rel ationship between Pennexx and Smthfield and m sl ed
the market by creating the facade of a harnmonious and nutually
beneficial relationship between the parties. Lead Plaintiff cites
Pennexx’ s August 20, 2002 press release, which included the
followi ng quote from Queen

W expedited the nove to our new 145, 000-
square foot facility even as demand exceeded
our capacity at the Pottstown facility. To
the entire organi zation's credit, the transfer
of exi sting processing machi nery and enpl oyees
was seam ess. In addition, we were fortunate
to have access to the production capabilities
of our partners at Smthfield Foods to satisfy

sone of the demand for pork products while we
fulfilled orders for red-neat products from
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our customers. W are deeply appreciative of

their support and dedication to our Vvision

this quarter.
(Am Conpl. T 97)(enphasis added).

Lead Plaintiff nmaintains that the chall enged statenments from

t he August 20, 2002 press release were m sl eadi ng because Moyer
Packi ng Conpany, a Smithfield subsidiary, had been overchargi ng and
shorting Pennexx for supplies and because Smthfield refused
Pennexx’ s repeated requests for installation of adequate scales to
nmonitor the Myer’s supply shipnents. However, the Anended
Conmpl ai nt does not sufficiently allege facts giving rise to a
strong inference that Queen acted with scienter in making the
chal | enged statenents. | ndeed, the Anmended Conplaint does not
all ege that, as of August 20, 2002, Queen was even aware of the
omtted information. As the challenged statenents and om ssions
fromthe August 20, 2002 press rel ease are not actionabl e under the

securities |laws, the Pennexx Defendants’ Mtion to Disnmss is

granted in this respect.?®

8 Lead Plaintiff also challenges Pennexx’s Septenber 25, 2002
press release, in which the conpany disclosed that the costs of
vacating its former plant and of opening its new plant would
contribute to a loss for the third quarter of 2002. (Am Conpl. 1
104.) Lead Plaintiff does not specify, however, which statenents
fromthe Septenber 25, 2002 press rel ease are all eged to have been
m sl eadi ng, as required under the PSLRA See 15 U.S.C. 8 78u-
4(b)(1). In any event, the Court concludes that none of the
statenents contained in the Septenber 25, 2002 press rel ease, which
related only to the costs incurred by Pennexx in vacating the
Pot t st own pl ant and noving into the Tabor Facility, were m sl eadi ng
because Pennexx had no duty to disclose any information regarding
the conpany’s relationship wth Smthfield. See Brody, 280 F.3d at
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Lead Plaintiff al so chall enges Pennexx’s Oct ober 4, 2002 press
rel ease, in which the conpany announced that it had “reached an
agreenent wiwth Smthfield Foods, Inc. for an unconditional waiver
t hrough Oct ober 30, 2002 related to a net-worth covenant under the
conpany’s credit agreenent signed in May 2001 between Smithfield
Foods, Inc. and Pennexx Foods.” (Am Conpl. § 110.) Queen was
quoted in the press rel ease as stating that Pennexx “continue[s] to
work closely with our strategic partner, Smthfield Foods, to solve
our short-termfinancial issues and they are cooperating fully with
us in this endeavor.” (ILd.) (enphasis added). Lead Plaintiff
contends that the cooperative relationship between Pennexx and
Smthfield portrayed in the October 4, 2002 press release was
m sl eadi ng because, as set forth in Pennexx’s Cross-C ai m agai nst
Smthfield, Luter and Cole had instructed Smthfield s |awers to
delete references to the antagonistic relationship between the
parties fromthe m nutes of a Septenber 2002 Pennexx board neeti ng.
(Id. 9 103.) Pennexx agreed to the materially inaccurate m nutes
after Smthfield threatened to refuse to sign an anendnent to the
parties’ Credit Agreenent. (ld.) Lead Plaintiff also notes that,
according to Queen’s Declaration, Smthfield refused to waive a
| oom ng covenant default under the parties’ Credit Agreenent and

insisted on “strict conpliance” with all terns. (ld. Y 101(b).)

1006; Blackman, 910 F.2d at 16. Accordingly, none of the
statenents fromthe Septenber 25, 2002 press rel ease are actionabl e
under the securities |aws.
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At a board neeting of the Conpany in Septenber 2002, Luter and Col e
vot ed agai nst a notion allow ng the Conpany to raise equity capital
to avoid the loomng default. (Ld. § 101(c)). Fur t her nor e,
Smthfield s engi neer, Robert McC ain, who had no prior experience
in the construction or design of a beef facility, made it clear to
Queen that Smithfield would totally control the construction of the
Tabor Facility, including the specifications for the plant,
engi neering issues, and comuni cations with subcontractors. (Ld.
1 101(d)).

The only all eged om ssion that has any direct bearing on the
accuracy of Queen’'s statenent that Smthfield was cooperating with
Pennexx i n resol ving the conpany’s “short-termfinancial issues” is
the decision of Luter and Cole to vote against a notion to allow
Pennexx to raise additional equity capital. However, “genera
positive statenents do not give rise to a duty to disclose the

details of internal corporate disputes.” Kane v. ©Madge Networks

N.V., Gv. A No. 96-20652, 2000 W. 33208116, at *9 (N.D. Cal. My

26, 2000). Moreover, Queen’s characterization of Smthfield as
Pennexx’s “strategic partner” is immterial puffery that 1is
inactionable under the securities |aws.? Furthernore, even

° The Court notes that Pennexx had, in any event, previously
di scl osed to the market that, despite the conmpani es’ joint venture,
Smthfield was a maj or conpetitor in the case-ready neat industry.
See (Pennexx Form10-KSB (filed March 29, 2002); Smthfield Ex. 25,
at 4-5) (“If the trend to case-ready distribution continues,
Pennexx believes it is highly likely that nore [conpetitors] wll
enter the Northeastern United States before |ong. Mor eover,
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assum ng that Queen’'s statenents from the October 4, 2002 press
release were materially msleading with respect the nature of the
Pennexx-Sm thfield relationship, the Court concludes that Lead
Plaintiff has failed to sufficiently allege facts giving rise to a
strong inference that Queen acted with scienter in making the
chal | enged statenents. Queen’s statenents were nmade i n the context
of announcing that Smthfield had wai ved Pennexx’ s default under
the parties’ Credit Agreenent. |If Smthfield had not elected to
wai ve the default, it would have been immediately entitled to
forecl ose on all of Pennexx’'s assets, effectively elimnating the
conpany’s ability to continue as a going concern. Thus, although
Pennexx’s relationship with Smthfield may have been grow ng
increasingly tense, the waiver agreenent was of such benefit to
Pennexx that Queen’'s positive statenents in the Cctober 4, 2002
press rel ease cannot be considered “an extrene departure” fromthe
standards of ordinary care. As the challenged statenents and
om ssions fromthe October 4, 2002 press rel ease are not acti onabl e
under ths securities |aws, the Pennexx Defendants’ Mtion to
Dismss is granted in this respect.

Lead Plaintiff also challenges statenments nade in Pennexx’ s
Form 10-QSB for the third quarter of 2002, which was filed with the

SEC on Novenber 14, 2002. The SEC filing reported as foll ows:

Smithfield itself operates a case-ready pork plant |ocated in
Virginia.”).
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The Credit Agreenent between the Conpany

and Smithfield Foods, Inc. requires, anong
other things, that the Conpany naintain
positive shareholders’ equity . . . At
Sept enber 30, 2002, t he Conpany’ s
shar ehol der s’ equity was not positive;
however, Smthfield waived any defaults

relating to conpliance with the Net Wrth
Covenant to and including Novenber 5, 2002
al though Smthfield advised the Conpany that,

in the future, it would insist on strict
conpliance with the ternms of the Credit
Agr eenent . In effect, the Conpany was given

thirty-six days in which to cure what would
ot herwi se have been a default.

To avoid such a default, the Conpany
raised $2.0 mllion by the sale of shares of
conmon .stock in a private placenent of
securities.
(Am Conpl. ¢ 113)(enphasis added). Lead Plaintiff asserts that
the Form 10-QSB failed to disclose that Pennexx had raised the
additional $2 mllion in a private placenent of securities over
Smthfield s objections. Specifically, the Anended Conplaint
al l eges that, on Novenber 6, 2002, Cole wote a letter to Queen in
whi ch he advised that “in Iight of such waivers, Joe Luter, IV and
| believe it would highly inappropriate for Pennexx to go forward
with any sale of common stock.” (lLd. at q 112.) The Court notes,
however, that “[d]isclosure of the business strategy supported by
amjority of the directors d[oes] not obligate defendants also to

di sclose informati on about the extent to which each individua

Board nmenber support[s] that [strategy].” Cooperman v. |ndividual

Inc., 171 F.3d 43, 51 (1st Cr. 1999). As the chall enged

statenents and om ssions from Pennexx’'s Novenmber 14, 2002 SEC
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filing are not actionable under the securities |aws, the Pennexx
Def endants’ Mdtion to Dismss is granted in this respect.

Lead Plaintiff also argues that Pennexx concealed the
conpany’s antagonistic relationship with Smthfield by omtting
fromits January 30, 2003 press release that Luter and Cole, both
of whom were Smthfield enployees, had resigned fromthe Pennexx
Board of Directors on January 24, 2003. (Am Conpl. § 121.) Wen
Pennexx finally disclosed the resignations of Luter and Coleinits
February 12, 2003 press release, Queen msleadingly thanked them
for “hel pi ng gui de Pennexx through its start-up phase of business.”
(Ld. 1 122.)

The Court concl udes that Pennexx had no duty to disclose the
resignations of Luter and Cole in the January 30, 2003 press
rel ease, which dealt only with the conpany’s raising of $3.5
mllion of a board-approved $5 million private placenent of
securities. See Brody, 280 F. 3d at 1006; Blackman, 910 F.2d at 16.
Moreover, it is well-settled that “[mere allegations that
statenents in one report should have been nmade in earlier reports

do not neke out a claim of securities fraud.” Acito v. | MCERA

Goup, Inc., 47 F.3d 47, 53 (2d Gr. 1995). The Court further

concl udes that the chall enged statenent fromthe February 12, 2003
press release constitutes immterial “puffery” and would be
understood by reasonable investors as such, regardless of any

di sputes that arose between Luter and Cole and Pennexx’ s inside
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directors during the securities class period. As the chall enged
statenments and om ssions fromthe January 30, 2003 and February 12,
2003 press rel eases are not actionable under the securities |aws,
the Pennexx Defendants’ Mtion to Dismss is granted in this
respect. 0

2. Tabor Facility

Lead Plaintiff argues that Pennexx issued several press
rel eases that msstated or omtted material facts concerning the
renovation and operation of the Tabor Facility. Lead Plaintiff
first challenges Pennexx’'s February 20, 2002 press release, in
whi ch the conmpany announced that it had agreed to purchase the
Tabor Facility. 1In the press rel ease, Queen was quoted as stating:

[ The Tabor Facility] is perfectly suited to
our needs, as it is strategically located in
the central Northeast corridor and close to
our custoners. Since the new facility
requires mnimal inprovement, we will be able
to renovate and automate quickly and plan to
be operational in this pristine facility by
t he second quarter of 2002.
(Am Conpl. ¢ 70). Lead Plaintiff contends that Queen failed to

disclose that Smthfield exclusively controlled the purchase of,

L ead Plaintiff also argues that Pennexx’'s February 18, 2003
press rel ease, which discussed a February 15, 2003 article in the
New York Tines concerning the case-ready neat industry, conceal ed
t he antagoni stic rel ati onshi p between Pennexx and Smthfield. The
Court concl udes that Queen and Pennexx had no duty to di scl ose any
information regarding the Pennexx-Smithfield relationship in a
press release that discussed the case-ready neat industry in
general terns. See Brody, 280 F.3d at 1006; Bl ackman, 910 F.2d at
16.
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and renovations to, the Tabor Facility and that, as a result, the
Tabor Facility was not going to be designed to neet Pennexx’s
needs. However, there are no allegations in the Amended Conpl ai nt
which establish that, as of February 20, 2002, Queen knew that
Smthfield would, to the detrinent of Pennexx, exclusively control
the Tabor Facility project. Indeed, Pennexx’s acquisition of the
Tabor Facility was not even finalized until April 2, 2002. (Queen
Dec. 1 9.) Lead Plaintiff has, therefore, failed to sufficiently
allege facts giving rise to a strong inference that Queen acted
sci enter. As the challenged statenents and om ssions from the
February 20, 2002 press release are not actionable under the
securities |aws, the Pennexx Defendants’ Mtion to Dismss is
granted in this respect.

Lead Plaintiff also argues that Pennexx’s press rel eases and
SEC filings during the period of March 29, 2002 through My 22,
2002 were m sl eadi ng because they failed to disclose that, during
a wal king tour of the Tabor Facility on or about March 28, 2002,
Joseph Luter [I11, president of Smthfield, had advised the
i ndi vidual Defendants that Pennexx should spend whatever was
necessary to nake the Tabor Facility a high-quality operation.
Lead Plaintiff pmaintains that this disclosure was necessary to
correct Queen's statenment in the February 20, 2002 press rel ease
that the Tabor Facility would only require “mnimal inprovenent.”

Lead Plaintiff further contends that the challenged statenents
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failed to disclose that, as set forth in Queen’s Declaration,
Smthfield was controlling the renovations of the Tabor Facility by
enploying its own staff, including a project manager with no prior
experience in the design or construction of a neat construction
plant, to performthe engineering, design, and supervision of the
project, and that Smithfield instructed its staff not to take any
di rections from Pennexx enployees. (Am Conpl. { 81.)

As the Smthfield Defendants correctly note, however, M.
Luter I1l1's statenent to the individual Defendants that Pennexx
shoul d spend whatever was necessary to nmake the Tabor Facility a
hi gh-quality operation does not necessarily inply that the plant
needed anything nore than mninmal inprovenents. In any event, on
April 2, 2004, nmerely five days after M. Luter II1l nade the
comments at issue, Pennexx disclosed in its Form 8-K that
renovati ng and equi ppi ng the Tabor Facility woul d cost an esti mated
$8.5 mllion to $16.0 mllion. Thus, the nost plausible inference
from these events is that Pennexx realized during the March 28,
2002 tour that the cost of renovating and equi pping the Tabor
Facility woul d be nore extensive than previously thought, which the

conpany pronptly disclosed to investors. See lInre Digital Island

Sec. Litig., 357 F.3d 322, 330 (3d Gir. 2004) (noting that, in

contrast to the ordinary Rule 12(b)(6) standard, “the PSLRA
requires a strong - as opposed to nerely reasonable - inference to

survive a notion to dismss”). The Court concl udes, therefore,
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that Lead Plaintiff has failed to sufficiently allege facts giving
rise to a strong inference that Queen and Pennexx acted wth
scienter in disclosing that the Tabor Facility would require only
“mnimal inprovenent,” and that, in any event, the challenged
statenents were not m sl eadi ng because the allegedly undisclosed
facts were otherwise transmtted to the market in a tinmely manner.
The Court further concludes that Pennexx did not have a duty to
di sclose that Smthfield s staff was perform ng the renovati ons of
the Tabor Facility, as the chall enged statenents nerely provided a
general outline of Pennexx’ s plans and objectives with respect to
the renovation and future operation of the Tabor Facility. See
Brody, 280 F.3d at 1006; Blackman, 910 F.2d at 16. Moreover, the
Amended Conpl ai nt does not sufficiently allege facts givingriseto
a strong inference that Queen or Pennexx acted with scienter in
failing to specifically disclose Smthfield s role in the Tabor
Facility renovations. As the challenged statenents and om ssions
from the press releases and filings at issue are not actionable
under the securities |laws, the Pennexx Defendants’ Mtion to
Dismss is granted in this respect.

Lead Plaintiff also challenges statenments nade in Pennexx’ s
July 11, 2002 press rel ease, which announced that the conpany had
conpleted the nove fromits Pottstown, Pennsylvania plant to the
Tabor Facility. The press release quoted Queen as stating, in

part:
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Wth demand for our case-ready products
expandi ng, we anticipated the need to expedite
access tothe newfacility. Before reaching a
poi nt where our commtments to our customers
suffered, we decided to accelerate our
relocation tinmetable from August to early
July. At this point, having transferred and
installed existing processing machinery and
rel ocated nearly all of our enpl oyees, we wll
initially be occupying 75,000 square feet of
the new facility. W are on schedule to
install our new custom zed aut omat i on
equi pnent and to conplete renovations of the
unoccupi ed part of the facility by the end of
Cctober. Once the consolidation into our new
facility is <conplete, we anticipate the
conbi nati on of the | arger space and new st at e-
of -t he-art equipnment will inprove production
flow, reduce our |labor costs and inprove
overal | vyields.

(ILd. 1 90)(enphasis added). Lead Plaintiff contends that the July
11, 2002 press release failed to disclose that the premature nove
was pronpted by a June 21, 2002 court order evicting Pennexx from
its Pottstown facility. Lead Plaintiff further asserts that the
July 11, 2002 press rel ease was m sl eadi ng because it m sstated t he
adverse inpact of Pennexx’s premature nove on both the conpany’s
financi al performance and the renovations of the Tabor Facility.
The Court notes, however, that Pennexx had previously advised

the market in its SEC filing of April 12, 2002 as foll ows:

The current |ease at the Pottstown plant

termnates in accordance with its terns on

April 30, 2002. However, the Conpany

nonet hel ess expects to continue to use the

pl ant for production after that date because

the Tabor Avenue Facility wll not yet be

operational. Quite aside fromthe nerits of

the litigation [wth the Pottstown |andlord],
t he Conpany will becone a hol dover tenant and
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m ght not be able to remain in possession of

the Pottstown plant if challenged by the

| andl ord. Because managenent does not believe

t he Tabor Avenue Facility will be operational

until the end of the third quarter of 2002,

t he Conpany’ s inability to continue use of the

Pottstown facility until then would have a

material, adverse effect on the Conpany’s

oper ati ons.
(Pennexx Form 8-K (April 12, 2002), at 3); (see also Pennexx Form
10- QSB (May 15, 2002) (disclosing that Pottstown | ease had expired
and reiterating statenents from April 12, 2002 filing).) Thus,
while the July 11, 2002 press rel ease did not expressly acknow edge
t he operational and financial consequences of a premature nove to
the Tabor Facility, this information had already been transmtted
to the public “with the degree of intensity and credibility
sufficient to effectively counter-bal ance any m sl eadi ng i npressi on

created by the insiders’ one-sided representations.” [In re Unisys

Corp., 2000 W. 1367951, at *4 (quoting In re Apple Conputer Sec.

Litig., 886 F.2d 1109, 1116 (9th Cr. 1989)). Furthernore, it is
immaterial as a matter of law that the July 11, 2002 press rel ease
failed to specifically attribute the early nove to an adverse
ruling in Pennexx's litigation with its Pottstown | andlord, as the
conpany’s previous SEC filings nmade clear that a premature nove to
the Tabor Facility would be problematic no matter what the cause.
As the challenged statements and om ssions fromthe July 11, 2002
press release are not actionable under the securities laws, the

Pennexx Defendants’ Mdtion to Dismss is granted in this respect.
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Lead Plaintiff al so chall enges the di scl osures made by Pennexx
in its August 20, 2002 press release, which quoted Queen as
stating, in part:

W expedited the nove to our new 145, 000-

square foot facility even as demand exceeded

our capacity at the Pottstown facility. To

the entire organization's credit, the transfer

of exi sting processi ng machi nery and enpl oyees

nas seanlfess . . . Since noving into the new

facility, we have nmade excellent progress

toward conpl eting renovations and have begun

installing the custom zed aut onati on equi pnment

required for Pennexx to solidify its

| eadership position in the case-ready neat

revolution. W renmain on schedul e to conpl ete

the consolidation of the new facility by the

end of October.
(Am Conpl. § 97) (enphasis added). Lead Plaintiff argues that the
August 20, 2002 press release omts any nention of the operational
probl ens at the Tabor Facility, which were identified the foll ow ng
day in a confidential letter fromQueen to Luter. (ld. ¥ 96.) 1In
the confidential letter, Queen stated that “You asked ne to
identify operational opportunities at Pennexx so that you could
work on hel ping solve these issues and | have spent the last 24
hours on identifying what | believe our issues to be. I will
outline these issues and al so update you on ny current plans in
correcting these problens.” (8/21/02 Letter, Smthfield Ex. 56.)
In a section of the letter entitled “Operational COpportunities,”
Queen noted that Pennexx’s “greatest need is for a fully functional
M S (Managenent I nformation Systen).” (1d.) To address this need,

Queen advised that he had “worked with Marel USA, the conpany
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devel opi ng our production systens, in both cutting and software, to
give us the best yield and | abor tracking tools available in the
world.” (Ld.) Queen also expressed confidence that Pennexx’ s “new
equi pnent will be the first of its kindinthe U S and wll set us
way ahead of our conpetitors,” and, “[njore inportantly, it wll
give managenent the information it needs to address poor
performance in yields, |abor and productivity on a m nute-by-m nute
basis.” (Ld.)

The Court finds that Queen’s statenent in the August 20, 2002
press rel ease that Pennexx “ha[s] begun installing the custom zed
automation equipnent required for Pennexx to solidify its
| eadership position in the case-ready neat revol ution” adequately
reflects the sentinents he expressed in his confidential letter to
Luter. I nvestors could readily infer from this excerpt of the
press release that Pennexx was experiencing operational
difficulties inasmuch as the custom zed automation equipnent -
whi ch was essential to the conpany’s success - had not yet been
fully install ed. Moreover, inits Form10-QSB filed with the SEC
on August 19, 2002, Pennexx had di sclosed to the market as foll ows:

The acceleration of the timng of the nove
from Pottstown to Tabor Avenue neans that new
equi pnent intended to autonate the new pl ant
will have to be installed around the work
schedule of the new plant after such new
equi pnent arrives. Mreover, the Conpany wil |
be required to subcontract a portion of its
work for a time through a transition period

until the new plant is conpletely configured
and the new equi pment is conpletely installed
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. These events wll have an adverse
financial effect on the Conpany.

(Smthfield Ex. 6, at 13.) Furthernore, even if Queen had a duty
to nore specifically disclose the operational probl ens of the Tabor
Facility that were known to him as of August 20, 2002, Lead
Plaintiff has failed to sufficiently allege facts giving rise to a
strong inference that Queen acted with scienter in omtting such
details. |Indeed, the August 21, 2002 letter reveal s that Queen was
very optimstic that the plant’s operational problens would be
overconme in the near future, as the new automati on equi pnent, which
was in the process of being installed in plant, “would set
[ Pennexx] way ahead of our conpetitors” and vastly inprove the
Conmpany’s performance efficiencies. (8/21/02 Letter, Smthfield
Ex. 56.) There is no indication that Queen had any reason to
bel i eve, as of August 20, 2002, that the autonmati on equi prent woul d
be inmproperly installed by Smthfield s staff. As the chall enged
statenents and om ssions fromthe August 20, 2002 press rel ease are
not actionabl e under the securities |aws, the Pennexx Defendants’
Motion to Dismiss is granted in this respect.

Lead Plaintiff further contends that the August 20, 2002 press
rel ease was m sl eadi ng because the nove to the Tabor Facility was
not “seanl ess” and “excell ent progress” had not been made on the
renovations as of that date. However, the press rel ease neither
stated nor inplied that the nove to the Tabor Facility was

“seam ess” in all material respects. Rat her, the press rel ease
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stated only that the “the transfer of existing processing machinery
and enpl oyees was seaml ess.” |ndeed, Pennexx’s prior disclosures
made clear that the premature nove to the Tabor Facility woul d be
significantly disruptive to the conpany’s operations. (See, e.q.,
Pennexx Form 10-Q@SB (August 19, 2002), at 13.) Fur t her nor e,
Queen’ s vague assertion in the press rel ease that Pennexx had nade
“excellent progress” toward conpleting the renovations s
immterial puffery. Queen’s optimsmwas, in any event, tenpered
by the conpany’s disclosure, just one day earlier in its Form 10-
@SB, that full operations would not be established at the Tabor
Facility “until at | east Septenber, 2002 and per haps until Cctober,
2002.” (ld. at 12.) As the chall enged statenents and om ssions
fromthe August 20, 2002 press rel ease are not actionabl e under the
securities laws, the Pennexx Defendants’ Mtion to Dismss is
granted in this respect.

Lead Plaintiff also argues that Pennexx’s Septenber 25, 2002
and October 4, 2002 press releases, along with the conpany’s
Novenber 14, 2002 Form 10-QSB for the quarterly period ending
Septenber 30, 2002, omtted material facts concerning the failure
of necessary equipnent to be installed at the Tabor Facility and
the serious design flaws in the Tabor Facility. Lead Plaintiff
relies on Queen’'s deposition testinony from Pennexx's litigation
wth its Pottstown landlord, in which he advised that, as of

Novenber 2002, the Tabor Facility was “still running wthout
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equi pnent and very inefficient. W didn’t get the equipnent in
till Decenber or, I'msorry, the latter part of Novenber that woul d
have hel ped us get to where we needed to get. And that’s when al
the noney - noney need canme, because we didn't get it done in
tinme.” (Am Conpl. ¢ 118.) Furthernore, according to Queen’s
Decl aration, Robert McClain “had no prior experience in the design
or construction of afacility that processed beef” and “ultimately
overran the Smthfield budget by nore than $2 million and in an
attenpt to save face with his enpl oyer, began to cut corners on the
i npl enentation of the final portions of the work,” which “resulted
in significant flaws in the design and construction of the beef
grinding process.” (ld. T 101.) Furthernore, MO ain “nade the
unil ateral decision to deviate from the original plans for beef
grinding operation,” forcing Pennexx to use “a smaller and
productively inefficient operation that was substandard for any
ground neat production.” (ld. ¥ 116.)

Contrary to Lead Plaintiff’s assertions, Pennexx nmade cl ear to
the market that, as of Novenber 14, 2002, the installation of
necessary equi pnent at the Tabor Facility was still inconplete, and
t hat the conpany woul d conti nue to operate inefficiently until such
installation was conplete. As discussed above, Pennexx discl osed
inits Form10-QSB for the second quarter of 2002, which was filed
on August 19, 2002, that the acceleration of the timng of the nove

fromthe Pottstown facility to the Tabor Facility would have an
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adverse financial inpact on the conpany. (Smthfield Ex. 6, at
13). Pennexx’ s Septenber 25, 2002 Press Release noted that
“[aldditional expenses related to the relocation, including
installation and training costs, wll also weigh on the results of
operation for Septenber and October, and possibly, later into the
fall” and advised investors that the Tabor Facility’s renovations
woul d not be conplete for another ninety days. (Smthfield Ex.
22.) Pennexx further disclosed inits Form 10-QSB for the third
quarter of 2002, which was filed on Novenber 14, 2002, that
“[b] ecause the equipnent installation will not be conplete unti
approxi mately Decenber 15, 2002, Managenent expects continuing
| osses into the fourth quarter of 2002.” (Smthfield Ex. 7, at
16.) There are no allegations in the Arended Conpl aint that, as of
Novenber 14, 2002, Queen, or anyone el se enpl oyed by Pennexx, was
even aware that McCain would not install of all the necessary
equi pnent .

Furt hernore, the Anmended Conpl ai nt does not al |l ege t hat Queen,
or anyone else enployed by Pennexx, was even aware of the
undi scl osed design flaws of the Tabor Facility as of Novenber 14,
2002. Indeed, given that McCl ain’s m sconduct allegedly occurred
on the “final portions of the work,” the nost plausible inference
is that the undi scl osed desi gn defects and equi pnent probl ens first
surfaced during the | ast few weeks | eading up to conpl etion of the

Tabor Facility renovations in January 2003. See In re Digital

37



Island Sec. Litig., 357 F.3d 322, 330 (3d G r. 2004)(noting that,

in contrast to the ordinary Rule 12(b)(6) standard, “the PSLRA
requires a strong - as opposed to nerely reasonable - inference to
survive a notion to dismss”). Lead Plaintiff has, therefore

failed to sufficiently allege facts giving rise to a strong
i nference that Queen and Pennexx acted with scienter in omtting
the undi scl osed information. Furthernore, Queen and Pennexx were
not obligated to disclose MO ain’s inexperience in designing and
constructing beef processing facilities, as the disclosures at
i ssue were not otherwise so inconplete as to mslead investors.
See Brody, 280 F.3d at 1006; Blackman, 910 F.2d at 16. As the
chal |l enged statenents and omi ssions from the Septenber 25, 2002
press rel ease, the Cctober 4, 2002 press rel ease, and the Novenber
14, 2002 SEC filing are not actionable under the securities |aws,
the Pennexx Defendants’ Mtion to Dismss is granted in this
respect.

Lead Plaintiff also challenges statenments nmade in Pennexx’ s
press rel eases of January 30, 2003 and March 31, 2003. On January
30, 2003, Pennexx issued a press release announcing that it had
raised $3.5 mllion of a board-approved $5 mllion private
pl acenent . Queen was quoted in the press release as foll ows:
“Havi ng recently conpleted the install ati on of aut onat ed processi ng
lines and renovation of our new state-of-the-art facilities, we

wel cone having the additional flexibility to fund our aggressive
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gromh plans.” (Am Conpl. T 121.) On March 31, 2003, Pennexx
issued a press release that included the followng as a *“recent
hi ghlight” for Pennexx:

Moved its operations to a 145,000 sqgaure-f oot
facility in Philadel phia, PA, having reached

full capacity at the 40,000 square-foot
Pottstown, PAfacility inthe first quarter of
2002. I nstall ed automated processing lines

and state-of-the-art equi pnment, conpl eted over
95% of the renovations of the facility, began
trai ning enpl oyees on the new equi pnent, and
fine-tuned production processes.

(Ld. 7 128.) The March 31, 2003 press al so quoted Queen as stating
that “2002 was a remar kabl e year of change and progress at Pennexx”
and that “[w] e now have the operational, financial and nmanagenent
bui l ding bl ocks in place to realize the benefits of our |eadership
position . . . .” (ld.) Queen further remarked as foll ows:

Wth the expanded capacity, faster throughput

and greater production efficiencies at our new

facility, we can now expect to realize the

benefits of our scal abl e busi ness nodel, first

by turning profitable and then by driving

mar gi n expansi on through volune gains. W’re

clearly at an inflection point, given the

positive monmentum in the industry’'s rapid

transition to case-ready neat and our capacity

to take the conpany to the next stage of
gr owt h.

(Ld.)

Lead Plaintiff argues that the press rel eases of January 30,
2003 and March 31, 2003 were msleading because Pennexx was
cont enpor aneously experiencing serious operating difficulties

caused by flaws in the design and construction of the Tabor
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Facility. Lead Plaintiff alleges that, as set forth in Queen’s
Decl arati on, Pennexx experienced serious operating difficulties in
January 2003 as a result of the flaws in the design and
construction of the plant. (l1d. § 118.) Lead Plaintiff further
all eges that, as set forth in Pennexx’'s Cross-C aim

When Pennexx attenpted to begin ful

production in January 2003 the real tine
production and i nventory data systemfailed to
wor k. This system was vital to Pennexx’s
busi ness nodel because it was to all ow Pennexx
to manage its production yield — the nethod by
whi ch pricing and profitability are managed in
the neat processing business. Rat her than
having real time information on neat vyields
that was critical to Pennexx' s realization of
operating efficiencies, Pennexx had to manage
by manual cal cul ati on of nonthly sumrmary dat a.
Smthfield had directed that two scales from
the old Pottstown plant be used in the new
system rather than buying the new scales
specified by the systemmanufacturer. The old
scal es were unable to properly interface with
the real tinme software — rendering the entire
automated system usel ess. : : Pennexx
repeatedly sought approval from Smthfield
bet ween January 2003 and May 2003 to purchase

the proper scales . . . Despite Pennexx’s
repeated requests, Smthfield failed to
approve Pennexx’s request. . . . On January

28, 2003, the water pipe systemat the [Tabor

Facility] failed when the pipes froze and

burst . . . [which] caused the ceiling in the

raw material room to collapse only nonents

after Pennexx’s enpl oyees had noved from the

ar ea.
(ILd. ¥ 130.) Jeffrey Muchow, who became Pennexx’s Chief Operating
Oficer in April 2003 after serving as a consultant to the conpany
for a period of tine, advised that “[a]fter review ng the ground

beef lines in early 2003, | recogni zed that the design was i nproper
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to achieve efficient results or product yields” and that “[b]ased
on nmy 21 years of experience in neat processing, | believe that the
Conpany’s beef grinding lines is anong the least efficient and
poorly designed and engi neered |l ay-outs | have ever seen.” (lLd. §
132.) Donal d Countryman, who was hired as Pennexx’s Vi ce President
of Quality Control in March 2003, investigated the Tabor Facility
and found three principle design and engineering flaws: (1) the
beef grinding |ines had been inproperly designed and engi neer ed;
(2) the yield program software created by Smthfield for the
pur pose of producing real-tine yield data was flawed and failed to
wor k; and (3) the case sealing and wei ghi ng systens were i nproperly
desi gned and i nadequate for the needs of the plant. (lLd. ¥ 131.)
In response, Defendants argue that the nost plausible
inference fromLead Plaintiff’s own all egations is that Pennexx was
not aware of the scope and severity of the operational problens
caused by the defects in the plant until the late spring of 2003,
after | earning the observati ons of Miuchow and Countryman, at which
poi nt Pennexx pronptly disclosed these problens in its Form 10- QSB
for the quarterly period ending March 31, 200S3. Specifically,
Pennexx disclosed inits Form10-Q which was filed with the SEC on
May 20, 2003, as follows:

The t hree nont hs ended March 31, 2003 was

the first fiscal period in which the Tabor

Avenue Facility was substantially conplete.

Qperations during this period have been

extrenely disappointing. Al t hough certain
| abor efficiencies have been achieved, the

41



Conpany has experi enced numer ous unanti ci pat ed
operating difficulties which have increased
costs beyond managenent’s expectations. I n
particular, the Conmpany is finding that its
meat yielding and tracking system is not
perform ng as anti ci pat ed, W th t he
concomtant result that neat vyields are
unsati sfactory and that the cost of neat as a
percentage of sales is nuch higher than has

historically been the case. In addition, the
Conpany has identified several parts of the
new equi pnent lines that are not working as
had been antici pated. As a result, the

Conmpany has experienced | abor costs in excess
of those anti ci pated. As a result of these
difficulties, and in particular as a result of
the high cost of neat as a percentage of

sal es, the Conpany had virtually no gross
profit in the March, 2003 quarter. Thi s
decline in gross profit ($1.5 mllion year

over year) was nmade even nore serious by the
| arge i ncrease i n over head expenses associ at ed
w th operating the Phil adel phia plant conpared
to smaller overhead expenses associated with
operating the Pottstown plant.

* k%

The Conpany typically negotiates a price
for each cut of meat with each custonmer based
on the custoner’s needs. Because neat cost
represents the highest percentage of cost of
goods sold, neat vyield (the ratio of the
wei ght of meat shipped to the customer divided
by the weight of the raw cuts fromthe wei ght
of meat shipped to the customer divided by the
wei ght of the raw cuts from the custoner’s
nmeat was processed) is a major determ nant of
the Conpany’s profit or |oss. The Conpany
recently identified a design flaw in the
ground beef lines installed at the Tabor
Avenue Facility. The design flaw has had the
effect of reducing ground beef yield, and
thereby increasing ground beef cost as a
percentage of sales. Tenporary steps have
been inplenented to reduce the effect of the
flaw and a nore permanent solution has been
designed and order[ed]. If the Conpany
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survives, the replacenment equipnent (the
aggregate cost of which is approximtely
$26, 000), is expected to be installed by June
30, 2003 and is also expected to inprove
significantly the yield in the ground beef
room

In addition, a second design flaw has
prevented the Conpany from capturing critical
real tinme yield data on all neat processed.
This flaw al |l owed t he operating i nefficiencies
to go undetected for approxinmately three
months. Now steps have been taken to obtain
nore accurate data which, in turn, has all owed
managenent to focus on the yield areas which
need the nobst urgent attention. A conpl ete
overhaul of the current yield tracking system
is currently being inplenented.

(Smthfield Ex. 24, at 10-12.)

Wil e Queen and Pennexx may well not have fully appreciated
the scope and magnitude of the operational inefficiencies that
resulted fromflaws in the design, construction, and equi pnent of
the Tabor Facility until April or My 2003, Lead Plaintiff has
sufficiently alleged that Queen and Pennexx were, as of the
i ssuance of January 30, 2003 press rel ease, at | east aware that the
plant contained wunanticipated design, construction, and/ or
equi pnent defects. Nevertheless, the disclosures in the January
30, 2003 press release msled the investing public to reasonably
presune that the automated processing |ines had been installed
properly and were functioning as expected. Queen and Pennexx
further msled the market by publicly confirmng that the newy
conpleted facility was, as promsed in several prior press

rel eases, in fact, “state-of-the-art.” (See Am Compl. T 82
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(quoting May 15, 2002 Press Release); 1 85 (quoting May 22, 2002
Press Release); T 90 (quoting July 11, 2002 Press Release); T 104
(quoting Septenber 25, 2002 Press Release).) Standing alone, this
statenent from the January 30, 2003 press release would |ikely
constitute inactionable puffery. However, given that Queen and
Pennexx repeatedly used the term*“state-of-the-art” throughout the
securities class period as a catchphrase to rai se anticipation for
the conpletion of the Tabor Facility renovations, there is a
substantial likelihood that its reiterationin the January 30, 2003
press rel ease woul d assune actual significance in the deliberations
of the reasonabl e sharehol der

The Court further finds that Lead Plaintiff has sufficiently
all eged facts which, when viewed in the light nost favorable to
Lead Plaintiff, give rise to a strong inference of scienter by
establishing circunstantial evidence of reckless m sbehavior by
Queen and Pennexx. Pennexx had no immediate duty to nake an
affirmative di scl osure upon first discovering flaws in the design
construction, and equi pnment of the Tabor Facility in January 2003.
Pennexx could well have remained silent on the issue until the
filing of its Form10-Q on May 20, 2003, whi ch woul d have gi ven t he
conpany a full opportunity to investigate the defects in the plant
and identify the resulting operational problens before releasing a
public statenment. |Instead, Queen and Pennexx el ected to announce

to the market, in a press release primarily addressing the
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conpany’s capital resources, that Pennexx had fulfilled its prom se
to sharehol ders of transformng the Tabor Facility into a “state-
of -the-art” plant that boasted newy i nstal |l ed aut onat ed processi ng
lines. Under the circunstances, the Court concludes that a
reasonable factfinder could find that the chall enged statenents
from the January 30, 2003 press release constituted an extrene
departure from the standards of ordinary care and presented a
danger of m sleading buyers or sellers that is so obvious that
Queen and Pennexx nust have been aware of it. Lead Plaintiff’s

al | egati ons agai nst Queen and Pennexx support an even stronger

" The Third Circuit has recognized that corporate officers
have a duty to update “statenents that, although reasonable at the
tinme made, beconme msleading when viewed in the context of

subsequent events.” In re Burlington Coat Factory, 114 F.3d at
1431. “Courts in the Third Crcuit have only found a duty to
update statenments . . . when the original statenent concerned

fundanental changes in the nature of the conpany, such as nergers
or takeover attenpts, and when subsequent events produced an
extreme change in the continuing validity of that original
statenent.” 1n re Home Health Corp. of Am, Inc., CGv. A No. 98-
834, 1999 W 79057, at *18 (E.D. Pa. Jan. 29, 1999). Assum ng
arguendo, that a duty to update applied to the statenents nade by
Pennexx touting the Tabor Facility prior to its conpletion in

January 2003, Queen did not breach any such duty. It is well-
settled that “[c]orporate officers . . . have an obligation to be
certain recently discovered adverse facts are accurate before
maki ng a corrective disclosures.” 1n re MbileMdia Sec. Litig.,
28 F. Supp. 2d 901, 937 (D.N. J. 1998). Thus, Queen and the other
of ficers of Pennexx were obligated to conduct a full investigation
into the deficiencies of the Tabor Facility before updating
Pennexx’ s pre-2003 statenents touting the plant. After having

conducted such an investigation, Pennexx pronptly updated those
statenents in the May 20, 2003 SEC filing. The duty to update
m sl eadi ng statenents is, of course, distinct fromthe duty of a
corporate officer or director to refrain from nmaking false or
m sl eadi ng statenents of material fact.
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inference of scienter with respect to the chall enged statenents
fromthe March 31, 2003 press release. |ndeed, Queen and Pennexx
touted the capabilities of the newy renovated Tabor Facility with
even greater enthusiasm in the Mirch 31, 2003 press release,
despite the ever-increasing likelihood that the defective plant
woul d be unable to achieve the conpany’s aggressive operationa
goals. As the challenged statenents fromthe January 20, 2003 and
March 31, 2003 press releases are actionable against Queen and
Pennexx under the securities |aws, the Pennexx Defendants’ Motion
to DDsmss is denied in this respect.

3. Ternm nation of George Pearcy

Lead Plaintiff argues that Pennexx msstated or omtted
material facts concerning the reason for the departure of George
Pearcy, Pennexx’s fornmer CFO, and al so underreported | osses for the
second quarter of 2002. On August 14, 2002, Pennexx issued a press
rel ease announcing that Joseph Beltram would be replacing CFO
Ceorge Pearcy, who reportedly | eft Pennexx for “personal reasons.”
(Am Conpl. 9§ 93.) Pearcy had been hired as Pennexx’s CFO only
three nonths earlier. (ld. § 92.) Lead Plaintiff contends that,
according to the verified wongful termnation lawsuit filed by
Pearcy in the Court of Comon Pl eas for Mntgonery County, Pearcy
| eft Pennexx over a dispute with the other officers and directors
of the conmpany. (ld. Y 94.) According to Pearcy’s |awsuit, Queen,

McGeal, and Dennis Bland, Pennexx’'s Chief Operating Oficer,
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pressured Pearcy to underreport Pennexx’ s | osses for second quarter
2002 to the SEC. (1d.) On nunerous occasions, Pearcy was inforned
by Queen, McGreal, and Bl and that he was pernmitted to report | osses
in the range of $800,000 to $1.2 mllion, but in no event was he to
show | osses in excess of $1.2 million. (ld.) |In anticipation of
the filing of Pennexx’s Form 10-Q for the second quarter of 2002,
Pennexx held a neeting on August 8, 2002, during which Pearcy
reviewed his financial determnations and advi sed that he intended
to disclose that Pennexx had suffered | osses of $2.5 million during
the second quarter 2002. (ld.) Upon hearing Pearcy’s financial
determ nations, Queen | eft the neeting, refusing to accept the $2.5
mllion loss. (ld.) On August 12, 2002, Pearcy nmet wth Queen

McGeal, and Bland and was given a letter that purported to
termnate himfor inconpetence. (ld.) On August 13, 2002, Pearcy
met with a Pennexx Director and the conpany’s ad hoc audit
commttee and told them that the prelimnary financial results
showed a quarterly loss of approximately $2.5 million and that he
had been directed by managenent to report a |oss of no nore than
$800,000 to $1.2 mllion. (ld.) Pearcy’'s financial deterni nations
wer e subsequently reviewed by the outside auditors of both Pennexx
and Smthfield. (ld. ¥ 95.) On August 20, 2002, Pennexx filed a
press rel ease disclosing that the conpany had suffered a net | oss
of approximately $2.2 million for the second quarter of 2002. (ld.

1 97.) On April 1, 2003, Pennexx disclosed in its Form 10-K t hat
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Pearcy had filed a wongful term nation | awsuit agai nst the conpany
all eging that he had been termnated for refusing to underreport
| osses. (Ld. Y 95).

Lead Plaintiff argues that none of Pennexx’s public rel eases
and SEC filings from August 2002 through March 2003 di scl osed any
material facts regardi ng the di spute between the conpany and Pearcy
and i nstead m sl ed i nvestors to be believe that Pearcy had left the
conpany for personal reasons. The Court finds that Lead Plaintiff
has sufficiently alleged that Pennexx’s August 14, 2002 press
rel ease was m sl eading, inasnuch as the press rel ease disclosed
that Pearcy had left the conpany for “personal reasons.” The
conpany’s m sl eadi ng statenent that Pearcy had | eft the conpany for
personal reasons cannot be characterized as one that would be so
obviously uninportant to an investor that reasonable m nds could
not differ on the question of materiality. | ndeed, while the
departure for personal reasons of a CFO who had only served for
three nonths would not |ikely assunme actual significance in the
del i berations of the reasonable shareholder, a reasonable
sharehol der could well be concerned about the potential fallout
from a high ranking official’s termnation for alleged

“Inconpetence.” See In re Nunerex Corp. Sec. Litig., 913 F. Supp.

391, 401 (E.D. Pa. 1996)(noting that “the materiality of executive
personnel changes nmust be gauged by the busi ness circunstances of

each case”).
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Lead Plaintiff has also sufficiently alleged facts givingrise
to a strong inference that Pennexx acted with scienter in making
t he m sl eadi ng statenent, as know edge of the all eged ci rcunstances
surroundi ng the term nati on of Pearcy for inconpetence by Pennexx’s

directors and officers is inputed to the conpany. See Ball esteros

Franco, 253 F. Supp. 2d at 728-29. Lead Plaintiff has not,
however, sufficiently pleaded facts that denonstrate Queen was
personal ly involved in the drafting and i ssuance of the August 14,
2002, or that he was otherwi se aware of the m sl eadi ng statenents

contai ned therein. See Ravens v. Republic New York Corp., Cv. A

No. 99-4981, 2002 W 1969651, at *11 (E.D. Pa. Apr. 24,
2002) (noting that recent case | aw “reveal s that a defendant nmay not
be held liable under Section 10(b) and Rule 10b-5 for making a
material msstatenent (or om ssion) unless there are allegations
whi ch denonstrate that the particular defendant naned in the
conplaint in fact made a misstatenent or om ssion”). The Anmended
Conpl ai nt alleges only that Queen “had the ability to wite [press
rel eases], edit [press releases], prevent their dissemnation in
the first place or to cause them to be corrected shortly after
their dissemnation.” (Am Conpl. T 26.) It is well-established
that such conclusory allegations fail to satisfy the rigorous
pl eading requirenments of the PSLRA The Court concl udes,
therefore, that the chall enged statement fromthe August 14, 2002

press release, inasnmuch as it msled investors to believe that
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Pearcy had left the conpany for personal reasons, is actionable
under Rul e 10b-5 agai nst Pennexx, but not agai nst Queen. The Court
further concludes that none of the challenged public releases
subsequent to August 14, 2002 are actionable against Queen and
Pennexx for failing to accurately disclose the reason for Pearcy’s
departure because none of public rel eases concerned Pearcy or his
departure. *?

Lead Plaintiff also argues that Queen and Pennexx m sled
investors by failing to disclose that the conpany was reporting
losses ($2.2 mllion) that were less than those determ ned by
Pearcy ($2.5 million). Assuning, arguendo, that this om ssion was
material, Lead Plaintiff has not sufficiently alleged facts giving
rise to a strong inference that Queen or Pennexx acted wth
scienter in reporting |lower |osses for the quarter. The Anmended
Conpl ai nt does not allege that any of the Defendants ever adopted

Pearcy’s estimte of the second quarter |osses. See Nursing Hone

Pension Fund v. Oracle Corp., 242 F. Supp. 2d 671, 681 (N.D. Cal.

2002) (scienter allegations based on the opinions of certain
enpl oyees do not establish that the defendants accused of naking
m sstatenents “thought the sane thoughts”). | ndeed, the nore
conpelling inference from the facts alleged in the Anended

Conplaint is that the $2.2 million | oss reported in the SECfilings

2 The Court al so notes that Pennexx timely disclosed the fact
of Pearcy’s | awsuit agai nst the conmpany, which was filed on Cct ober
22, 2002, inits Form 10-QSB for the 2002 fiscal year.
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was based on the outside auditors’ review of Pennexx’s financials.
As none of the challenged press releases and SEC filings are
actionabl e under the securities laws for failing to disclose that
Pennexx reported |osses that were |ess than those determ ned by
Pearcy, the Pennexx Defendants’ Mtion is granted in this respect.

4. Pennexx's liquidity problens

Lead Plaintiff argues that Pennexx issued several press
rel eases that msstated or omtted material facts concerning the
conpany’s severe liquidity problens. However, a conprehensive
review of Pennexx's press releases and SEC filings during the
securities class period reveals that the conpany repeatedly
di scl osed the increasing severity of its liquidity crisis, as well
as the potential consequences of its precarious financial position.

On March 29, 2002, Pennexx disclosed inits Form 10-KSB t hat,
al though the Smthfield transactions had addressed the Conpany’s
“chronic” undercapitalization, “if revenues do not increase
sufficiently so that gross profit is sufficient to cover overheads,
there is no assurance that the Smthfield transactions will provide
sufficient capital for the Conpany to operate successfully.”
(Smthfield Ex. 25, at 17.) Pennexx’s Form 10-QSB for the first
quarter of 2002, which was filed on May 15, 2002, disclosed that
“[t]he Conpany’s working capital decreased from $3.8 mllion at
Decenber 31, 2001 to $3.1 mllion at March 31, 2002, principally as

a result of the purchase of property and equipnent.” (Smthfield
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Ex. 60, at 10.) On August 19, 2002, Pennexx disclosed in its Form
10-QSB for the second quarter of 2002 that, primarily as a result
of continuing net |osses, “the Conpany ha[s] $1.2 million of cash
(and cash equivalents), slightly less than half of the anmount it
had at Decenber 31, 2001” and that “the Conpany’ s working capital
decreased from$3.8 nmllion at Decenber 31, 2001 to $0.6 million at
June 30, 2002.” (Smthfield Ex. 6, at 10.) The August 19, 2002
filing warned that “[i]f the Conpany’s |osses continue, it wll
shortly deplete its remaining cash resources.” (ld. at 12.) On
Septenber 25, 2002, Pennexx noted in a press release that the
conpany “estimate[d] that [its] net |oss for July 2002 approxi mat ed
$1.2 nmillion, and that the net |oss for August 2002 approxi mated
$0.3 million” and that it was considering ways to rai se additional
equity because “[s]uch an equity infusion would . . . inprove the
Conmpany’s liquidity[,] which has deteriorated due to the | osses”
from the nove to the Tabor Facility. (Smthfield Ex. 22.)
Pennexx’s Form 10-QSB for the third quarter of 2002, which was
filed on Novenmber 14, 2002, disclosed that “the net |loss for the
[third quarter] of 2002 was approximately $2.2 nmillion as conpared
to anet loss of $1.3 nmillion for the third quarter of 2001,” that
“[bl]y any neasure, the Conpany had a shortage of liquidity at
Septenber 30, 2002,” and that “[i]f the Conpany’ s | osses conti nue,
and the Conpany does not succeed in raising additional equity .

., the Conmpany wll deplete its remaining cash resources.”
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(Smthfield Ex. 7, at 10-11.) On April 1, 2003, Pennexx di scl osed
inits Form 10-KSB for the 2002 fiscal year that “[t]he net | oss
for the year ended Decenber 31, 2002 was approximately $8.8 mllion

as conpared to $2.7 mllion . . . for 2001” and that the
Conpany “has been continuously unprofitable and has, therefore,
continually been short of capital to finance its operations and
sales growmh.” (Smthfield Ex. 11, at 5, 11.) The April 1, 2003
filing reiterated that “[t]he Conpany has been <chronically
undercapitalized,” and further di scl osed that “[n] anagenent expects
that | osses will continue, on a reduced scale, into 2003 and t hat
sales could increase substantially in such year as well. The
confluence of these tw trends wll exacerbate the Conpany’s
liquidity difficulty [such that] to continue funding day-to-day
operations, the Conpany will need to raise funds froma potenti al
equity offering, but there is no assurance that funds can be
obt ai ned on such a basis.” (lLd. at 22.) On May 8, 2003, Pennexx
reported in a press release that it “had a net loss of $3.1 mllion
in the three nonths ended Mirch 31, 2003" and that it had
“virtually depleted its cash resources.” (Smthfield Ex. 13.) On
May 20, 2003, Pennexx filed its Form10-Q for the first quarter of
2003, in which the conmpany disclosed that it had, in fact,
“depleted its cash resources as of md-May 2003” and reiterated
that “to continue fundi ng day-to-day operations, the Conpany w ||

need to raise funds froma potential equity offering, but there is
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no assurance that funds can be obtained on such a basis.”
(Smthfield Def. Ex. 24, at 15.)

As Pennexx tinely disclosed the full nature and scope of its
liquidity crisis, the challenged statenents and om ssions are not
actionabl e under the securities |aws. Accordingly, the Pennexx
Def endants’ Mdtion to Dismss is granted in this respect.

5. Pennexx’ s default under Credit Agreenent

Lead Plaintiff contends that Pennexx failed to tinely and
adequately disclose the conpany’'s increasing difficulty 1in
conplying with, and avoiding default under, the terns of the
Credit Agreenment with Smthfield. Despite Lead Plaintiff’s
all egations to the contrary, Pennexx repeatedly advised the market
of its increasing risk of default under the Credit Agreenent. On
Septenber 25, 2002, Pennexx issued a press release in which the
conpany disclosed that it was seeking an equity infusion to
“provide sonme additional protection against a potential default
under the Conpany’s Credit Agreenent (with Smthfield Foods, Inc.),
which requires the Conpany to maintain positive sharehol ders’
equity.” (Smthfield Def. Ex. 22.) The Septenber 25, 2002 press
rel ease cautioned that “there i s no assurance that such equity w ||
be on terns acceptable to the Conpany,” and noted that, as of
August 31, 2002, the Conpany’s sharehol der equity was approxi mately
$250,000. (ld.) Only one nonth earlier, the conpany’s sharehol der

equity was over $1.7 mllion. (Smthfield Ex. 6, at 2.) On

54



Cctober 4, 2002, Pennexx disclosed in a press release that
Smthfield had agreed to an unconditional waiver of default under
the Credit Agreenent through Cctober 30, 2002. (Am Conpl. ¥ 110.)
On Novenber 14, 2002, Pennexx’s Form 10- QSB di scl osed as foll ows:

At Sept enber 30, 2002, the Conpany’s

shar ehol der s’ equity was not positive;

however, Smthfield waived any defaults

relating to conpliance with the Net Wrth

Covenant to and including Novenber 5, 2002

al though Smthfield advised the Conpany that,

in the future, it would insist on strict

conpliance with the ternms of the Credit

Agreenent . ”
(Smthfield Ex. 7, at 15.) The Novenber 14, 2002 filing noted that
“Ibl]y virtue of having raised [$2.0 million in] equity capital on
or before the expiration of the Smthfield waiver, the Conpany
avoi ded a non-wai ved Event of Default under the Credit Agreenent at
Novenmber 6, 2002.” (ld.) However, the filing acknow edged that
“[i1]f the Conpany were to have net | osses subsequent to Septenber
30, 2002 in an anpbunt whi ch exceeded $1.5 nmillion (representing the
difference between the equity raised . . . and the aggregate
sharehol ders’ deficit at Septenber 30, 2002), the Conpany would
again be in violation of the Net Wrth Covenant,” and expressly
war ned t he mar ket that “[n]anagenent expects continuing | osses into
the fourth quarter of 2002.~ (ILd. at 16.) The filing also
disclosed the real prospect of Pennexx defaulting under the

“Sol vency Covenant” in the Credit Agreenment. (l1d. at 8.) On April

1, 2003, Pennexx disclosed inits Form 10-KSB for the 2002 fi scal
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year that “the Conpany estinmates its losses in the first quarter of
2003 will be between $1.8 mllion and $2.1 mllion, and managenent
believes losses will continue into the second quarter as well.”
(Smthfield Ex. 11, at 24.) Pennexx’s Form 10-KSB further warned
that “[i]f cumul ative losses in the first six nonths of 2003 exceed
$3.1 mllion, the Conpany will violate the sharehol ders’ equity
requi renent of the Smthfield Credit Agreenent at June 30, 2003.~
(Ld.)

As Pennexx tinely disclosed the full nature and scope of the
conpany’s difficulties in conplying with the terns of the Credit
Agreenent with Smthfield, the challenged om ssions are not
actionabl e under the securities |aws. Accordi ngly, the Pennexx
Def endant’s Motion to Dismss is granted in this respect.

6. G owi ng demand

Lead Plaintiff contends that Pennexx’s msled the investing
public to believe that demand for Pennexx’s case-ready neat
products was growing during the securities class period, as
di scl osed in the conpany’s press rel eases of May 15, 2002, May 22,
2002, July 11, 2002, February 12, 2003 and March 31, 2003.
However, Pennexx's SEC filings reveal that demand for its case-
ready neat products did, in fact, consistently grow during the
securities class period. On April 1, 2003, Pennexx disclosed in
its Form 10-KSB that “[s]ales for the year ended Decenber 31, 2002

were $48.7 mllion which . . . represented an increase of
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approximately $6.3 mllion over sales of $42.4 mllion in 2001

This increase was al nost exclusively the result of the increase in
the volune of products handled . . . .” (Smthfield Ex. 11, at
20) . On May 20, 2003, Pennexx announced in its Form 10-Q that
“Is]ales for the three-nonth period ended March 31, 2003 were $12.8
mllion, representing an increase of approxinmately $1.9 mllion or
17. 4% over sales of $10.9 mllion fromthe correspondi ng period of
2002. This increase was primarily the result of the increase in
the volune of products handled . . . .” (Smthfield Ex. 24, at
11.) Lead Plaintiff does not challenge the accuracy of sales
figures contained in Pennexx’s SEC filings. As the chall enged
press rel eases do not contain any false or msleading statenents
concerning the demand for Pennexx’s case-ready neat products, the
Pennexx Defendant’s Mdtion to Dismss is granted in this respect.

C. Section 20(a) of the Exchange Act

Def endants also nove to dismss Count Il, in which Lead
Plaintiff alleges that Smthfield and the individual Defendants
viol ated Section 20(a) of the Exchange Act. Section 20(a) i nposes
joint and several liability on any person who “directly or
indirectly controls any person |iable” under any provision of the
Exchange Act, “unless the controlling person acted in good faith
and did not directly or indirectly induce the act or acts
constituting the violation or cause of action.” 15 U. S.C. 878t(a).

Plaintiffs alleging a Section 20(a) violation nust plead facts
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showing (1) an wunderlying violation by the conpany; and (2)
circunstances establishing the defendant’s control over the

conpany’s actions.'® La Fata v. Raytheon Co., 207 F.R D. 35, 45 n.5

(E.D. Pa. 2002). The hei ghtened pl eadi ng requi renents of Rule 9(b)

do not apply to Section 20(a) clains. Inre U S. Interactive, Inc.

Sec. Litig., Gv. A No. 01-522, 2002 W 1971252, at *20 (E. D. Pa.

Aug. 23, 2002) (citing Inre Tel-Save Sec. Litig., Gv. A No. 98-

3145, 1999 W. 999427, at *6 (E.D. Pa. Oct. 19, 1999)): see also |

re Enron Corp. Sec., Derivative & ERISA Litig., Nos. ML-1446, Cv.

A. No. H01-3624, 2003 W 230688, at *11 (S.D. Tex. Jan. 28, 2003)
(concluding that Rule 8 noti ce pl eadi ng standard applies to Section
20(a) clainms because “the legislative history behind the
controlling person provision of both the 1933 and 1934 Acts
i ndi cates that Congress sought to reach persons who tried to evade
responsi bility under the comon | aw of agency by standi ng behind
the scenes and having ‘dumm es’ under their control commt the
primary violations” and “w thout discovery, it would be extrenely
difficult to know facts where the controlling person was hiding

behind the controll ed person”).

B Wiile Lead Plaintiff will also have to prove at trial that
Smithfield and the individual Defendants were each *“cul pable
participants” in the underlying fraud, Rochez Bros., Inc. v.
Rhoades, 527 F.2d 880, 889-90 (3d Cr. 1975), “the ‘overwhel m ng
trend inthis circuit’ is that cul pable participation does not have
to be plead to survive a notion to dismss.” Jones v. Intelli-
Check, lInc., 274 F. Supp. 2d 615, 645 (D.N.J. 2003) (quoting
Derensis v. Coopers & Lybrand Chartered Accountants, 930 F. Supp.
1003, 1013 (D.N.J. 1996)).
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The Amended Conpl aint contains the followi ng allegations in
support of Lead Plaintiff’s Section 20(a) claim
Smthfield and the Individual Defendants

possessed, directly or indirectly, the power
to direct or cause the direction of the

managemnent of Pennexx, t hr ough their
involvenent in the financial matters of
Pennexx, through their ownership of voting
securities, t hr ough their st at us as

controlling sharehol der, by contract, and/or
through their positions as senior officers
and/ or directors.

Thus, Smithfield and the |Individua
Def endants, by virtue of their offices,
di rectorshi ps, stock ownership and specific
acts were, at the tine of the wongs all eged
herein and as set forth in Count I,
controlling persons of Pennexx .
Def endants had the power and influence and
exerci sed the sane to cause Pennexx to engage
inillegal conduct and practices conpl ai ned of
herein by causing the Conpany to dissem nate
the false and m sl eading information referred
to above.

The Defendants’ position made them privy
to and provided themw th actual know edge of
the naterial facts concealed from Plaintiffs
and the d ass. Additionally, [Smthfield
Chi ef OQperating Oficer] Pope personally wote
and rewote sone of the statenents issued in
Pennexx’ s nane and caused material information
to be omtted from such statenments.

(Am Conpl. 919 191-193.) These allegations are sufficient to
establish that Smthfield, Queen, MGeal, and, prior to their

resignations on January 24, 2003, Luter and Cole, ! influenced and

4 The Anmended Conpl aint does not allege that Luter and Col e
exercised any degree of control over Pennexx after their
resignations from the Board of Directors on January 24, 2003
Accordingly, Luter and Cole cannot be held liable under Section
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controll ed Pennexx’s actions. See In re NU Sec. Litig., 314 F.

Supp. 388, 417 (D.N.J. 2004) (finding that simlar allegations
established that defendants were controlling persons and citing
several cases for support). Moreover, the Court has already
concl uded that the Anended Conpl ai nt states an underlying Rul e 10b-
5 claim against Pennexx and Queen.? As Lead Plaintiff has
adequately pled a Section 20(a) claim against Smthfield and the
i ndi vi dual Defendants, the Mtions to Dismss are denied wth
respect to Count |II

D. Breach of Fiduciary Duty - Queen

The Pennexx Defendants nove to dismss Count |11, in which
Lead Plaintiff asserts a breach of fiduciary duty claim against
Queen. The Amended Conplaint alleges that, as an officer of
Pennexx, Queen stood in a fiduciary relationship to the Pennexx
sharehol ders and owed the Pennexx sharehol ders the duty of care,
diligence, and good faith. (Am Conpl. § 198.) Lead Plaintiff
further alleges that Queen breached those fiduciary duties by, in

his capacity as an officer (President) of Pennexx, entering into a

20(a) for any primary violations of Rule 10b-5 that occurred after
January 24, 2003. See In re Valence Technology Sec. Litig., Gv.
A. No. 95-20459, 1996 W. 225010, at *3 (N.D. Cal. April 30, 1996).

> The Court concludes that Lead Plaintiff has stated clains
agai nst Queen as a primary violator under Rule 10b-5 and as a
controlling person under Section 20(a) only in the alternative, as
“[a] person cannot be both the controller and the controlled.” 1n
re Regal Conmunications Corp. Sec. Litig., Gv. A No. 94-179, 1996

W. 411654, at *4 (E.D. Pa. July 17, 1996).
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For bearance and Peaceful Possession Agreenent (*“Forbearance
Agreenment”) with Smthfield on May 29, 2003, that provided for a
broad and general release of Smthfield fromliability for clains
against Smthfield by both Pennexx and its stockhol ders. (Ld.)
Queen, in contravention of his fiduciary duties as a Pennexx
of ficer, purported to cause Pennexx sharehol ders, who were not even
a party to the Forbearance Agreenent, to be stripped of their |egal
rights without their know edge or consent and without authority to
do so. (l1d.)

“The applicable |law governing the liability of officers and
directors for their stewardship of the corporation i[s] the | aw of

the jurisdiction of incorporation.” Resolution Trust Corp. V.

Ctyfed Financial Corp., 57 F.3d 1231, 1236 n.5 (3d Cr. 1995),

vacated sub nom on other qgrounds, Atherton v. FDIC, 519 U S. 213

(1996). As Pennexx was incorporated in Pennsylvani a, Pennsyl vani a
law applies to Lead Plaintiff’'s breach of fiduciary duty claim
agai nst Queen. Under Pennsylvania |aw, corporate directors owe
fiduciary duties of care, diligence, and good faith “solely to the
busi ness corporation,” and such duties “may be enforced directly by
the corporation, or nmay be enforced by a sharehol der, as such, by
an action in right of the corporation and may not be enforced
directly by a sharehol der or by any ot her person or group.” 15 Pa.
C.S A § 1717. Thus, Lead Plaintiff does not have standing to

bring a direct claimfor breach of fiduciary duty agai nst Queen,
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who served as President, CEO, and director of Pennexx during the

fiduciary class period. See Malnros v. Jones, Gv. A 03-3489,

2004 W 632726, at *3-*4 (E.D. Pa. Feb. 27, 2004) (noting that
shar ehol ders do not have standing to bring direct cause of action
for breach of fiduciary duty under 8 1717 and citing cases); Hubner

v. Schoonmaker, Cv. A No. 89-3400, 1991 W 60594, at *2-*3 (E. D

Pa. April 9, 1991) (rejecting direct claimfor breach of fiduciary
duty against defendant who served as officer and director of
corporation). Accordingly, the Pennexx Defendants’ Mdtion to
Dismss Count 11l of the Anmended Conplaint is granted.

E. Breach of Fiduciary Duty - Snmithfield

The Smthfield Defendants nove to dismss Count IV, in which
Lead Plaintiff asserts a conmon | aw breach of fiduciary duty claim
against Smthfield. The Anended Conplaint alleges that, based on
at least the followng, Smthfield was a controlling sharehol der of
Pennexx thereby owing fiduciary duties to the non-controlling and
mnority shareholders: (a) Smthfield owned 50% of Pennexx’'s
outstanding shares; (b) two of Smthfield s officers sat on
Pennexx’ s Board of Directors; (c) Smthfield was Pennexx’s primary
| ender and supplier; (d) Smthfield controlled the acquisition of,
and renovations to, the Tabor Facility; (e)Smthfield participated
in and prevail ed at inportant neetings concerning the business and
operations of Pennexx, the renovation of and equipnent for the

Tabor Facility; and (f) Smthfield exercised dom nation over
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Pennexx through actual exercise of direction over corporate
conduct. (lLd. ¥ 202.) As a controlling sharehol der of Pennexx,
Smthfield owed the non-controlling/mnority shareholders of
Pennexx the duty of care, diligence, and good faith, requiring
Smthfield to: (a) act to pr ot ect Pennexx’ s non-
controlling/mnority shareholders’ interests; (b) act in the best
interest of all Pennexx’s shareholders; (c) refrain from pursuing
any narrow self-interest in dealing with the property of Pennexx’s
non-control ling/ mnority sharehol ders; and (d) refrain from using
its position of trust and authority for personal gain at the
expense of Pennexx’s non-controlling/mnority shareholders. (ld.
1 203.) Smthfield breached its fiduciary duties owed to Pennexx’s
non-controlling/ mnority shareholders by: (a) depriving and
usur pi ng Pennexx’s non-controlling/ mnority sharehol ders of their
ri ghts as Pennexx sharehol ders; (b) inplenenting and carryi ng out
a schene to inproperly take over Pennexx, its business and its
assets, wthout any Pennexx sharehol der approval, consent or
ratification, or any consideration to Pennexx’s sharehol ders; (c)
failingto protect Pennexx’s non-controlling/mnority sharehol ders’
interests; (d) failing to act in the best interest of all of
Pennexx’ s sharehol ders by i nproperly taking over Pennexx’ s busi ness
and assets, |eaving Pennexx as a shell and unable to continue its
busi ness; (e) pursuing its narrowself-interest in dealing with the

property of Pennexx’s non-controlling/mnority sharehol ders; (f)
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using its position of trust and authority as a controlling
sharehol der and creditor for personal gain at the expense of
Pennexx’ s non-control ling/ mnority sharehol ders; (g) proposing and
executing the Pennexx/Smthfield Transactions in a nmanner to
effectuate the transfer of Pennexx’'s business and its assets
wi t hout sharehol der approval, consent or ratification; (h)
controlling, supervising, dictating, delaying and cutting corners
with respect to the renovations to the Tabor Facility, so as to
garner for thenselves substantial benefits (the acquisition of
substanti al assets and business opportunities and the ability to
overcharge for supplies) to the detrinment, harm nonetary damage,
and expense of Pennexx’s non-controlling/ mnority sharehol ders who
were left wwth a worthless investnent in a shell corporation; (i)
cheating Pennexx by shorting Pennexx on supplies and charging
Pennexx above-narket prices for such supplies via its subsidiary
Moyer Foods. (lLd. T 204.)

The Smthfield Defendants argue that Lead Plaintiff’s
fiduciary clains against Smthfield are derivative of harm to
Pennexx and therefore cannot be brought in a direct sharehol der
action. “It is well-settled that a sharehol der, director, officer
or enpl oyee does not have standing as an individual to bring an
action against third parties for danages that are derivative of

harm to the corporation.” KBT Corp. v. Ceridian Corp., 966 F.

Supp. 369, 373 (E.D. Pa. 1997) (citations omtted). An action is
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derivative if the gravanen of the conplaint is injury to the
corporation or to the whol e body of stock or property w thout any
severance or distribution anong individual holders, or if the
action seeks to recover assets for the corporation or to prevent

di ssi pation of corporate assets. John L. Mdtley Assoc., Inc v.

Runbaugh, 104 B.R 683, 686 (E.D. Pa. 1989) (citations omtted).
If the injury is oneto the plaintiff as an individual sharehol der,
as where the action is based on a contract to which the sharehol der
is a party, or on a right belonging severally to the sharehol der,
or on a fraud affecting the shareholder directly, or if thereis a
duty owed to the individual independent of the person’s status as
a sharehol der, the shareholder may assert a direct action on his

own behalf. Zinman v. EDIC 567 F. Supp. 243, 246 (E.D. Pa. 1983)

(citations omtted). In determ ning whether a cause of action is
i ndi vidual or derivative, courts nmust look to the nature of the
wongs alleged in the body of the conplaint, and not to the

plaintiff’s characterizations or stated intentions. United States

v. Acorn Technology Fund, L.P., Cv. A No. 03-70, 2004 W 1803321,

at *5 (E.D. Pa. Aug. 12, 2004).

Upon review of the allegations in the Anended Conplaint, the
Court concludes that Lead Plaintiff’s breach of fiduciary duty
claimagainst Smthfield is derivative in nature. The essence of
Lead Plaintiff’s claimin Count IV is that Smthfield engaged in

self-dealing activities at the direct expense of Pennexx, which
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ultimately resulted in a dimnution in the value of the conpany’s

stock. See generally Cowin v. Bresler, 741 F.2d 410 (D.C. Gr.

1984) (holding that breach of fiduciary duty claim by mnority
shar ehol der based on majority sharehol ders’ “manipul ation of the
business for their personal profit at the expense of the mnority
shar ehol ders” was derivative). | ndeed, the entire Fiduciary Duty
Class will be nade whole if Pennexx, who has asserted a breach of
fiduciary duty claiminits Cross-C ai magai nst Smthfield, obtains
conpensation or restitution from Smthfield.*® Accordingly, the
Smthfield Defendants’ Motionto Dismss is granted with respect to

Count V.1

* Lead Plaintiff argues that, even if its breach of fiduciary
duty claimagainst Smthfield should have otherw se been brought
derivatively, a direct action is perm ssible where, as here, all of
the parties to dispute are before the court and the corporation is
no | onger operating as a going concern. In support of this novel
proposition, Lead Plaintiff cites an unpublished decision in which
the Delaware Chancery Court held that, even though a limted
partner’s clainms for breach of fiduciary duty against a genera
partner are ordinarily derivative, “the distinction between direct

and derivative clains becones irrelevant . . . where a partnership
is in liquidation and all non-defendant partners in the resulting
l[itigation constitute a uniformclass of limted partners.” lnre

Cencom Cable Incone Partnerships L.P. Litig., Gv. A No. 14634,
2000 W. 130629, at *3 (Del. Ch. Jan. 27, 2000). As the Smthfield
Def endants poi nt out, however, Cencom involved a partnership and
the court was careful to note that “[w hen this dispute [between
investors in an enterprise and the entity controlling the affairs
of that enterprise] arises in the corporate context, the Court of
Chancery is well served by a highly devel oped body of comon | aw
explaining principles that govern the resolution of these
di sputes.” 1d. at *2. The Court concludes, therefore, that Lead
Plaintiff’s reliance on Cencomis unpersuasi ve.

"The Court also denies Lead Plaintiff’s request for |eave to
anend Count IV. As the Fiduciary Cass did not suffer any injuries
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F. Successor Liability

The Sm t hfi el d Def endants nove to di sm ss Count VI of the
Amended Conplaint, in which Lead Plaintiff asserts that Smthfield
and Showcase, a wholly-owned subsidiary of Smthfield, are liable
for the acts of Pennexx under a theory of successor liability. The
Amended Conpl aint alleges that Smthfield took control over all of
Pennexx’s assets and transferred them to a Smthfield-owned
corporation, Showcase, ending Pennexx’s ability to continue its
operations. (Am Conpl. § 213.) Smthfield s Form10-Q filed on
Septenber 10, 2003, disclosed that Smthfield is “operating the
[ Pennexx] assets under the nanme Showcase Foods, Inc. as part of the
[Smthfield] Beef segnent.” (ld. T 214.) Smthfield did not sell
Pennexx’ s assets, which included the Tabor Facility, the old
equi pnent used by Pennexx in the Pottstown facility and the new
equi pnent, receivables, and custoners. (ld. Y 215.) Rather, it
began operating Pennexx's business through the new Smthfield
entity called Showase. (ld.) Queen, who remai ned at the Tabor

Facility for two weeks after Smthfield took over, testified during

that are separate and distinct from those injuries suffered by
Pennexx, any anendnent to the breach of fiduciary duty claim
against Smithfield in Count IV would be futile. See Shane v.
Fauver, 213 F.3d 113, 115-117 (3d Cr. 2000) (dism ssal wthout

|eave to anend is justified on grounds of futility, i.e., the
amended claimwould fail to state a claimupon which relief could
be granted). Furthernore, the Court grants the Smthfield

Def endants’ Mdtion to Dismss Count V of the Amended Conpl aint,
which asserts a claim against Luter and Cole for aiding and
abetting Smthfield s breach of fiduciary duty.
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his deposition that business continued as normal at the Tabor
Facility on the day that Smthfield took over Pennexx; that there
was an agreenment that Smthfield nmade with Pennexx’ s | argest
custoner whereby there would be no disruption in service;
Smthfield continued doing business wth all of Pennexx’s
custoners; Smthfield kept, and continued to pay, certain of
Pennexx’ s vendors, including the phone conpany, electric conpany
and i nsurance policies; Smthfield continued to enploy
substantially all of the Pennexx enployees; and Smthfield
continued to use Pennexx’s United States Department of Agriculture
license. (Id. T 216.) Smthfield also has continued to
manuf act ure Pennexx’s products, held itself out to the customers as
a continuation of Pennexx and enjoyed the goodw || created by
Pennexx’ s busi ness. (Ld. T 217.) Smthfield has expressly or
inpliedly agreed to assune Pennexx’s obligations, including $12.1
mllion of Pennexx equipnment |ease obligations, to facilitate the
uninterrupted continuation of normal business operations of
Pennexx. (ld. ¥ 218.) Smthfield and Smthfield s wholly owned
corporation, Showase, are nerely a continuation of Pennexx and its
busi ness, constituting a de facto nmerger. (ld. ¥ 219.)

As a general rule under Pennsylvania |aw, “when one conpany
sells or transfers all its assets to another, the successor conpany
does not enbrace the liabilities of the predecessor sinply because

it succeeded to the predecessor’s assets.” Philadelphia Electric
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Co. v. Hercules, Inc., 762 F.2d 303, 308 (3d Cr. 1985). Four

exceptions to the general rule of nonliability are wdely
recogni zed in Pennsylvania. 1d. A successor corporation may be
hel d responsible for the debts and liabilities of its predecessor
where: (1) the purchaser of assets expressly or inpliedly agrees to
assunme obligations of the transferor; (2) the transaction anmounts
to a consolidation or de facto nerger; (3) the purchasing
corporationis nerely a continuation of the transferor corporation;
or (4) the transaction is fraudulently entered into to escape
ltability. 1d. “Afifth consideration, sonetines included as an
exception to the general rule, is where the transfer was w t hout
adequat e consideration and provisions were not made for creditors
of the transferor.” [d. (internal quotation omtted).

The Smthfield Defendants argue that none of the enunerated
exceptions to the general prohibition against successor liability
are applicable in this case. The Anended Conpl ai nt does, however,
set forth allegations denonstrating the nature and basis for Lead
Plaintiff’s claim that Smthfield and Showcase are |iable as
Pennexx’ s successors in interest, which is sufficient to wthstand

a notion to dismss. See Central Nat. Gottesman v. Pentor, Inc.,

Cv. A No. 01-3203, 2001 W. 1198659, at *1 (E.D. Pa. Cct. 5, 2001)
(“Wil e defendants contend that the necessary . . . elenents for
inmputing liability to a successor conpany are mssing, these

el ements need not be established at this early stage.”) (citing
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Brown v. Philip Mrris, Inc., 250 F.3d 789, 796 (3d Cr. 2001)).

Accordingly, the Smthfield Defendants’ Motionto Dism ss is denied
with respect to Count VI.
| V. CONCLUSI ON

For the foregoi ng reasons, the Motions to Dism ss filed by the
Pennexx Defendants and the Smthfield Defendants are each granted
in part and denied in part. The Pennexx Defendants’ Mdtion is
granted with respect to Count I, except as to the clains against
Pennexx based on the chall enged statenments and om ssions fromthe
August 14, 2002 press rel ease, the January 30, 2003 press rel ease,
and the March 31, 2003 press rel ease, and the cl ai ns agai nst Queen
based on the chall enged statenents and om ssions fromthe January
30, 2003 press rel ease and the March 31, 2003 press rel ease; denied
with respect to Count Il; and granted with respect to Count I111.
The Smithfield Defendants’ Modtionis granted with respect to Counts
I, 1V, and V, and denied with respect to Counts Il and VI.1*®

An appropriate Order follows.

% 1n sum the follow ng clains survive the Mdtions to Dismiss:

1. The Rul e 10b-5 clains in Count | agai nst Pennexx based on
the chal | enged statenents and om ssions fromthe August
14, 2002, January 30, 2003, and March 31, 2003 press
rel eases;

2. The Rule 10b-5 clainms in Count | against Queen based on
t he chal | enged statenents and om ssions fromthe January
30, 2003 and March 31, 2003 press rel eases;

3. The Section 20(a) clains in Count Il against Smthfield,
Luter, Cole, Queen, and MG eal; and

4. The successor liability claims in Count VI against
Smthfield and Showcase.
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I N THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

THE WNER FAM LY TRUST ) ClVIL ACTI ON
V.
M CHAEL QUEEN, et al. E NO. 03-4318
ORDER

AND NOW this 27th day of Septenber, 2004, upon consideration
of the Smthfield Defendants’ Mtion to D smss the Anmended
Compl ai nt (Doc. No. 36), the Pennexx Defendants’ Mtion to D sm ss
t he Amended Conpl aint (Doc. No. 37), the Lead Plaintiff’s Response
thereto (Doc. No. 50), and all attendant and responsive briefing,
I T IS HEREBY ORDERED that said Mtions are GRANTED I N PART and
DENI ED I N PART as foll ows:

1. The Pennexx Defendants’ Mtion to Dismss is GRANTED I N

PART AND DENI ED I N PART with respect to Count |, and the
cl ai rs agai nst Pennexx, Defendant Queen, and Defendant
McGeal in Count | are DI SM SSED, except as to the clains
agai nst Pennexx based on the challenged statenents and
om ssions from the August 14, 2002 press release, the
January 30, 2003 press release, and the March 31, 2003
press release, and the clains against Defendant Queen
based on t he chal | enged st atenents and om ssions fromt he
January 30, 2003 press release and the March 31, 2003
press rel ease.

2. The Pennexx Defendants’ Motion to Dismss is DENIED with



respect to Count I1.

The Pennexx Defendants’ Mdtion to Dismss is GRANTEDw th
respect to Count I1l, and that claimis DISMSSED in its
entirety.

The Smthfield Defendants’ Mdtion to Dismss is GRANTED
wth respect to Counts I, IV, and V. The clains in
Counts I, IV, and V are DISMSSED in their entirety.
The Smthfield Defendants’ Mdtion to Dismss is DEN ED

with respect to Counts Il and VI.

BY THE COURT:

John R Padova, J.



