IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

| N RE STONEPATH GROUP, | NC. ) CVIL ACTI ON
SECURI TI ES LI TI GATI ON )
NO. 04-4515
MVEMORANDUM

Dal zel I, J. Oct ober 27, 2005
This is a putative class action brought on behal f of

purchasers of Stonepath Group, Inc. securities between March 29,

2002 and Septenber 20, 2004 (the clainmed "C ass Period"). Lead

plaintiff dobis Capital Partners, L.P., here sues nom na

def endant Stonepath and three of its current and forner officers

and directors, Dennis L. Pelino, Bohn H Crain and Thonmas L.

Scully (collectively the "Individual Defendants") for violations

of the Securities Exchange Act of 1934. W now address the

def endants' notion to dism ss, which largely chall enges whet her

plaintiffs have sufficiently pleaded the requisite scienter.*

' The Court may grant a notion to disnmiss under Rule
12(b)(6) "only if, accepting all well pleaded allegations in the
conplaint as true, and viewwng themin the |light nost favorable

to plaintiff, plaintiff is not entitled to relief.” 1Inre
Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1420 (3d Cr.
1997). "The issue is not whether a plaintiff will ultimtely

prevail but whether the claimant is entitled to offer evidence to
support the clainms."” Scheuer v. Rhodes, 416 U S. 232, 236
(1974). In other words, we will not grant such a notion "unl ess
it appears beyond doubt that the plaintiff can prove no set of
facts in support of his claimwhich would entitle himto relief."
Conley v. G bson, 355 U S. 41, 45-46 (1957); see also Senerenko
v. Cendant Corp., 223 F.3d 165, 173 (3d Cr. 2000) (permtting
dism ssal "only if it appears that the [plaintiffs] could prove
no set of facts that would entitle [then] to relief”). "The
conplaint will be deened to have alleged sufficient facts if it
adequately put the defendants on notice of the essential elenents
of the plaintiffs' cause of action.” Nam v. Fauver, 82 F.3d 63,
65 (3d Cir. 1996). W shall review factual background for




Fact ual Backqgr ound

Stonepath is said to be "a non-asset based third-party
| ogi stics services conpany providing supply chain solutions on a
gl obal basis.”™ Am Consolidated C ass Action Conpl. ("Conpl.")
1 3. It is incorporated in Delaware and maintains its principal
pl ace of business in Philadelphia. 1d. Y 33. The conpany
derives incone primarily fromfreight forwardi ng, custons
br okerage and warehousing. 1d. ¥ 3. As a freight forwarder,
St onepat h does not own or | ease any significant equipnent. 1d.
It generates nost revenues "by purchasing transportation services
fromdirect (asset-based) carriers” to transport the property of
Stonepath's customers.? 1d.

According to Stonepath's annual reports for 2001 and
2003 and its anended annual report for 2002, the conpany's
"strategic objective is to build a | eading global |ogistics
servi ces organi zation that integrates established |ogistics
conpanies with innovative technologies.” [d. ¥ 52. To achieve
the objective, Stonepath stated it was "pursuing an aggressive
acqui sition strategy"” to build on its position in current markets
and acquire operations in new markets. 1d. Two of its early

acqui sitions were MGR, Inc. (d/b/a Air Plus Limted) and its

plaintiffs' clains with these principles in mnd.

? The current business nodel was adopted in the first
quarter of 2001. Prior to that tinme, Stonepath had focused on
"devel opi ng early-stage technol ogy businesses with significant
Internet features.” Conpl. § 4, 51. Stonepath is said to have
changed its business nodel due to declines in the technol ogy
busi ness and access to venture financing. 1d. 1 4.
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operating affiliates (collectively "Air Plus") and d oba
Transportation Services ("d obal"), acquired on Cctober 5, 2001
and on April 4, 2002, respectively. 1d. § 53. Ar Plus is said
to have "provided the platform® for Stonepath's Donestic Services
organi zation," while "d obal provided the platformfor

[ St onepat h's] International Services organization." [d.

To fund further acquisitions and provi de on-goi ng
wor ki ng capital, on May 15, 2002, Stonepath obtained a revol ving
credit facility of $15 million from LaSalle Business Credit, Inc.
Id. 1 57. This facility included a covenant that |limted funded
debt to no nore than 2.75 tinmes Stonepath's consol i dated earnings
before interest, taxes, depreciation and anortization ("EBITDA").
Id. The renedy for breach of the covenant was the accel eration
of all outstanding debt under the agreenment. 1d. About two
years later, on July 28, 2004, the credit facility was increased
to $25 million, and the covenant's terns were amended to provide
that Stonepath's domestic funded debt could not exceed a 3.75
multiple of its donmestic EBITDA. 1d.

From May 30, 2002 through February 9, 2004, Stonepath
made el even acquisitions. See id. 1 54-55. Because of so many
acqui sitions, Stonepath was subject to | arge and frequent "one-
ti me non-cash anortization charges.” 1d. § 56. These charges

pronpted Stonepath to announce -- in a July 17, 2003 press

® A"platformacquisition" is "one that creates a
significant new capability for the Conpany, or entry into a new
gl obal geography.” 1d. § 53.



rel ease and the 2003 Form 10-K -- that EBI TDA was the nost
meani ngf ul neasure of the conpany's financial performance. 1d.

The Stonepat h-acquired conpani es used di sparate
i nformati on systens and operating policies and procedures. 1d.
19 6, 58. During the Class Period, Stonepath stated that it was
in the process of integrating the various information systens and
that it intended to create its own "best-of-breed" solution,
call ed Technol ogy in Logistics or Tech-Logis. 1d. 1 6, 59.
Wi | e devel opi ng Tech-Logis, Stonepath permtted acquired
conpanies to continue using their pre-existing, or |egacy,
information systens, as well as their own operating policies and
procedures. 1d. 1 6.

Using informati on said to have been provided by
confidential wtnesses,? the conplaint details various probl ens
with these | egacy systens, as well as accounting probl ens and
difficulties wth paying vendors and carriers on tine.

G obal's legacy information system the d obal system
was used nostly to record shipnment data for internationa
operations. Id. f 74. According to Confidential Wtness (CW

5,° the dobal systemregularly rejected charges, failed to

* For confidential wtnesses, the "underlying prerequisite
[is] that each source is described sufficiently to support the
probability that the source possesses the information alleged."
Cal. Pub. Enployees' Ret. Sys. v. Chubb Corp., 394 F.3d 126, 155
(3d Gir. 2004).

> CWb is said to be a former Transportation Coordi nator at
Stonepath's Governnment Services Division in Sterling, Virginia,
who worked for Stonepath from April 2003 until Decenber 2003.
Conmpl. 1 75. CWb was responsible for the novenent of
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record charges, crashed, and sonetinmes generated cost figures
that had not been entered. Stonepath's staff at its Governnent
Services Division tried to nake the G obal system work properly,
but could not. 1d. 1 77. 1In late June or early July 2003, upper
managenent in CAb's office directed CW to record al
international shipnments in the Freight Soft information system
Id. This was purportedly done to correct accounting problens and
phase out the d obal system [d. During the sunmer of 2003, CWb
was told that sonme data was "being doubl e read" because the
Frei ght Soft and d obal systens were both generating reports for
the sanme international shipnments. 1d. { 78.

St onepat h had acquired Freight Soft when it purchased
Air Plus, and Freight Soft continued to be used throughout
Stonepath's Donestic Services organi zation. [d. Y 62. According
to CA2, Freight Soft used transportation cost estinates based on
pre-programmed carrier rates, rather than actual purchased

transportation costs.® |d. Some of these carrier rates are said

international and donestic shipnents and used both Freight Soft
and the d obal system 1d.

® CW2 is claimed to be a forner Lead Technician in the Rate
Managenent Teamin the |IT departnent at Donestic Services'
headquarters in Eagan, M nnesota. 1d. T 64. CW worked for
St onepath from August 2003 until Novenber 2004. 1d. During that
time COA2 worked with the Tech-Logis system and was responsible
for updating carrier and vendor rates and services, correcting
file loading errors, and anal yzing data for accuracy. CW2
reported to Dustin Nelson, who reported to TimRitter, Director
of QOperations of Donestic Services. 1d. According to CA2, the
problemw th stale rates devel oped when carriers and vendors, who
generally increased their rates annually, did not provide Ar
Plus, and later Stonepath, with new el ectronic tapes or hard
copies with updated rate data. 1d. § 65. Al so, sone carriers
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to have been four to five years outdated. ” [d. Y 65.

Stonepath's policy of allow ng acquired conpanies to use existing
operating policies and procedures neant that Air Plus's
procedures and internal guidelines governed what was now t he
Donmestic Services organi zation. 1d. ¥ 66. However, CW states
that Air Plus had no procedures and guidelines for nonitoring of
tariff and vendor rates prior to being acquired. 1d. As a
result, the Donestic Services organization also | acked any
procedures or policies for nonitoring its tariff and vendor

rates. 1d.

According to CA2, the rates' stal eness becane clear
whil e Stonepath was attenpting to transition the Donestic
Services division from Freight Soft to Tech-Logis, from Decenber
2003 to January 2004. 1d. § 67. The Carrier Managenent Team
(CMI) saw | arge di screpanci es between Freight Soft's rate data
and the rates in invoices that carriers submtted, and determ ned
that the discrepancies stemmed fromthe use of outdated carrier
rate data. [1d. 99 15, 67, 309. CW states that the CMI
i mredi ately reported these discrepancies to Tim Ander son

Donmestic Services' Controller. [d. 1 67. 1In early January 2004,

and vendors who provi ded new el ectronic tapes failed to update
their own rate increases. |d.

" CWB corroborated that nmuch of Freight Soft's rate data was
outdated and "useless.” 1d. 1 69. CWB is a forner Data Rates
Techni ci an Manager who al so worked in Domestic Services'
headquarters and, for one and a half years, was in charge of
inmporting all cost-related itenms fromthe Freight Soft program
into Tech-Logis. 1d. { 68.



Anderson is said to have directed the CMI to contact all carriers
W th which Stonepath did business to obtain updated tariff rates
that were to be | oaded into Tech-Logis.® |d.

CW° identified two further problens with Freight Soft.

First, it could not process costs for "nmultiple stops.” 1d. 1
71. It generated a single master shipping manifest for a
custonmer, such as Best Buy Co., Inc., Stonepath's | argest

custonmer, even though nultiple shipnents had been delivered by
various carriers -- who charged varying rates -- to different
store locations on different dates. 1d. Because of the many
vari abl es invol ved, nmaking accurate | unp-sum cost estimtes on
the mani fests was not possible. 1d. Y 71-72. Second, when

St onepat h cl osed out shipping manifests at the end of each nonth,
carriers had sonetines not yet invoiced Stonepath. 1d. § 73.
Because Freight Soft required cost data to be entered before

cl osing out mani fests, Stonepath's regional managenent told CWM
to either "zero-out" costs or enter $0.01. Id.

CW and CW8'° al so explain that terminal nmanagers were

8 CWB corroborated that CMI had to obtain new rate data from
the carriers. Id. § 69.

° CW is said to be a forner terminal nmanager who worked for
Air Plus prior to its acquisition and then for the Donestic
Services division until Septenmber 2004. 1d. 1 70. CW oversaw a
| arge-scal e distribution program receiving and shi pping out bound
nmerchandi se in three states for Stonepath's |argest custoner,
Best Buy Co., Inc. ("Best Buy"). 1d.

' CW8 is reported to be a former Assistant Termi nal Manager
who wor ked at Domestic Services' Plainfield Business Center in
| ndi ana from Septenber 2003 to May 2004. 1d. ¥ 84. OCW8's
responsi bilities included nmaintaining profitability at the
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not required to obtain prior authorization for special deliveries
or other related delivery costs. 1d. 91 83-85. According to
CWB, at the Plainfield facility of the Donestic Services
organi zati on, special delivery expenditures were often a | arge
part of the facility's costs due to late processing. 1d. 1 84-
85. OCWB submtted a report on this problem "Daily Freight
Accounting Process,"” to Jim Such, Regional Vice-President of the
Donmestic Services organization. 1d. { 85.

A different problemarose with accounting prograns. In
January 2004, Tim Anderson directed the Romulus, M chigan office
of the Donestic Services division to switch fromthe Chanp
accounting systemto Stonepath's Great Plains accounting system
According to CWs' and CW, > the Great Plains system had
limtations that resulted in financial reporting inaccuracies.
Id. 9 80, 82. Specifically, the systemdid not allow the entry
of vendor invoice data for closed nonths. 1d. 11 81-82.

Personnel in the Romulus office entered the data the follow ng

Plainfield facility, which tw ce weekly handl ed shi pnent of
entertai nment software to all Best Buy stores in the country.
Id. CWB states this was the |argest portion of Stonepath's Best
Buy business. 1d.

1'CW6 is a former Qperations Coordinator in the Accounts
Payabl e Departnent of the Donmestic Services division's Ronul us,
M chigan office. [d. 1 79. CW had joined United Anerican
Frei ght Services ("United") in 2002, two nonths before Stonepath

acquired it, and stayed with Stonepath until January 2005. | d.
2w is a former Human Resources enpl oyee who al so
performed accounting work at the Romul us office. ld. 1 82. CW
had worked for United for twenty years prior to its acquisition,
and continued to work for Stonepath until Novenber 2004. | d.
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mont h, resulting in vendor costs consistently being reported
late. 1d.

Two ot her former Stonepath enpl oyees, CW*® and CWO, *
descri bed Stonepath's delays in paying vendors. CWM, who worked
at Donmestic Services' headquarters, stated that around August
2003, Stonepath stopped doing regul ar weekly check runs and
del ayed vendor paynents, sonetines by three weeks. 1d. § 317.
About a quarter of the carriers decided to only do business with
Stonepath in cash. 1d. OMO, who worked at the Romul us office,
stated that Stonepath stopped paying vendors on tine after it
acquired United Anerican Freight Services ("United") in My 2002,
so many vendors put the Romulus office on a cash-only basis. [d.
19 318-19. Wthin a nonth and a half of Stonepath's acquisition,
al rost 100 carriers had al so noved to a cash-only basis. 1d. 9
319. Stonepath del ayed paynents to sone carriers for as long as
a nonth, |ost discount advantages on frei ght charges, and
received daily conplaint calls fromvendors, which increased from
May 2002 to Decenber 2004 to nore than 100 a day. 1d.

During the O ass Period, Stonepath issued three

restatenents revising figures it had previously reported to the

3 CW is a former Stonepath enpl oyee who worked as an
Accounts Payabl e Auditor at Donestic Services's headquarters in
Eagan, M nnesota from June 2003 through March 2004. ld. T 317.

4 CWO0 is said to be a former Operations Coordinator in the
Accounts Payabl e Departnent of Donestic Services's Romul us,
M chigan location. 1d. T 318. CWO began working for American
Frei ght Services in March 2002, and when it was acquired by
Stonepath two nonths | ater, CAMO continued working for Stonepath
until January 5, 2005. [|d.



Securities and Exchange Conmmi ssi on.

On July 17, 2003, Stonepath issued a press rel ease
stating that it was discussing wwth the SEC the allocation of the
purchase price fromcertain acquired conpanies -- Ar Plus,

G obal and United. 1d. § 86. Then, on August 28, 2003,
Stonepath made its first Cass Period restatenent when it filed
with the SEC an anended interimfinancial report on a Form
10-Q A. This restated its consolidated financial statenents for
t he periods ended June 30, 2003 and March 31, 2003, and for the
years ended Decenber 31, 2001 and Decenber 31, 2002. ld. ¥ 89.
According to the Form 10-Q A, the restatenent related to

(i) allocating nore value to the customner

rel ati onship intangi ble assets for the

Conpany's acquisitions and (ii) revising the

anortization method and |ife used for such

assets. The restatenent did not inpact the

anounts presented in the consolidated

statenments of cash flows for net cash used in

operating activities, net cash used in

investing activities or net cash provided by

(used in) financing activities in any of the
restated periods .

On Decenber 29, 2003, Stonepath issued a press rel ease
announcing its second Cl ass Period restatenent, necessitated by a
problemin the | egacy accounting process of the International

Services division.™ 1d. 7 10, 90. Revenues and costs of

> The press release quoted Crain as stating:

Through the integration process, review of internal controls
and centralization of the financial reporting process the
Conpany has recently determ ned that the revenues and costs
of transportation for its International Services division
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transportation had been overstated in offsetting anounts, about
$26.8 mllion for the nine nonths ended Septenber 30, 2003, and
$16.9 mllion for the year ended Decenber 31, 2002. 1d. T 90.
Stonepath stated there would be no i npact on net revenues, EBITDA
or net earnings. |d.

During a Decenber 31, 2003 conference call held to
di scuss the restatenent and answer questions from anal ysts and
i nvestors, Pelino said:

The duplication of gross revenues at our

i nternational division should not have
happened in a perfect world but it did. W
di scovered it and we corrected it. W have
al so taken steps to ensure that this never
happens again by working closely with our
external and internal auditors to inprove
their due diligence and field testing

nmet hodol ogi es.

ld. 7 91.
During the call, Crain stated:

As part of our normal business process, we
have audits done for all material
transactions. As part of our public reporting
process, we have our auditors do field work
on a quarterly basis at each of our materi al
busi ness | ocations. Today that neans we have
people in the field every quarter in

M nneapolis, Detroit, Seattle, and here in
Phi | adel phia to nmake sure we’'re rolling up

were overstated in |ike anbunts because certain interconpany
transactions representing the buying and selling of
transportation services were not being appropriately
elimnated in consolidation within the division's | egacy
accounting system This had no inpact on net revenues,

EBI TDA or net earnings; however, the Conpany’s
transportation and net revenue nmargi n percentages were
under st at ed.

1d. T 90.
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the right nunbers. Also, as part of our
public reporting process and the 302
certifications under Sarbanes-Oxley, we hold
quarterly calls with the | eadership of each
of the business units and go through a
rigorous series of questions to try to ferret
out any areas of concern or weakness in our
financial reporting processes. W al so neet
regularly with the | eadershi p of managenent
of the business units to review business
resul ts.

Id. 1 92.

Respondi ng to a question by Andrew Ponzo, a private
i nvestor, about financial reporting by the acquired conpanies'
seni or managenent, Crain said that "a | ocal senior financial
executive reports into the local CEO So specifically, Jim
Hil gert reports to Jason Totah in Seattle, and Ti m Anderson
report[s] in to Joe D G aconb and Gary Koch in Mnneapolis with a
dotted line responsibility back to ne." 1d. T 93. Pelino said:

Wth respect to kind of the formality of the

reporting, | think at the end of the day,

people wll have different views about where

the dotted and solid |ine should be, but as

| ong as the communi cation renmains open and we

have good candi d conversations taking place,

| think that can be nmade to work, and | do

have the utnost confidence in the Jim

Hilgert's and Ti m Anderson's out there and
their ability to do a good job for us.

M. Ponzo then said that he believed the sane type of
i nci dent would not occur again, but asked "w thout having direct
reporting into you or conplete control over that, are there other
i nstances that can happen, and if not [ sic], how do we control

that?" [d. ¥ 94. Pelino responded:
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[A]s |’ msure you' re aware, Andrew, under

Sar banes-Oxl ey we’re right now effectively
identifying every material business process

t hat exists across the business organization
and will be going out and effectively
benchmar ki ng those practi ces agai nst what are
deenmed to be best practices under genera
standards out there, and making sure that we
have state-of-the-art internal controls
across the entire organization. So through
this process to the extent that there are any
weaknesses they will be identified, and we'l]|
ei ther change themor put other mtigating
processes in places to nmake sure that we
cover our basis [sic]. So | think we can all
take sone confort in getting our arns around
t he universe of potential gotcha's and nmake
sure that we’re focused on them

On January 20, 2004, Stonepath filed a Form 10-K/ A and
three Forns 10-Q A, which restated Stonepath's financial results
by decreasing revenue and costs in |like amounts for the year
ended Decenber 31, 2002 and the three-nonth periods ended March
31, 2003, June 30, 2003, and Septenber 30, 2003. Id. T 95.

On Sept enber 20, 2004, Stonepath announced the need for
athird Cass Period restatenent to revise its financi al
statements for fiscal year 2003 and the first and second quarters
of 2004. 1d. 1Y 22, 271. An internal review of the Donestic
Services unit revealed that its accrual process did not account
for the differences between estimated and actual purchased
transportation costs. [|d. The under-accrual of actual costs was
estimated to be from$4.0 to $6.0 mllion for 2003 and from
$500,000 to $1.0 mllion for the first six nonths of 2004. Id.
19 23, 271. Stonepath stated that its reported EBI TDA woul d be

13



reduced to the range of $2.6-%$4.6 mllion for 2003 and $200, 000-
$700,000 for the first six nmonths of 2004. 1d. ¢ 271

Stonepath's press rel ease described the need for the
restatenent as follows:

In using its | egacy operating system to be

repl aced by Tech-Logis later this year,

Donestic Services relied on trend analysis to

estimate its costs of purchased

transportation. In review ng the process by

whi ch Donestic Services maintained the

accrual for its costs of purchased

transportation, the Conmpany has concl uded

that the process did not accurately account

for the differences between the estimtes and

the actual freight costs incurred. This

all owed for the accunul ati on of previously

uni dentified costs of purchased

transportation and an under reported

liability for the accrued costs of purchased

transportation.
Id. T 272.

Furthernore, Pelino announced changes i n managenent,
i ncludi ng that Jason Totah, the CEO of international operations,
woul d al so beconme the CEO at Donestic Services, putting "all of
our | ogistics operations under one proven |eader.” 1d. { 273.
Pelino described restructuring of financial and accounting
processes, including that "senior financial staff of [the]
Donestic Services and International Services operations [woul d]
report directly to Bohn Crain, the Conpany's Executive Vice
Presi dent and Chief Financial Oficer."” Id.

The day of this announcenent, on a trading vol unme of
4,830, 200 shares, Stonepath stock closed at $0.86 per share, down

46% from t he Septenber 19, 2004 closing price of $1.59. 1d.
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1 274. The day after the announcenent, and a day after the C ass
Period ended, Stonepath held a conference call in which Pelino
and Crain participated. 1d. T 275. Plaintiffs allege that when
asked about Stonepath's discovery of the understatenent of
transportation costs, "Crain stated that it would be fair to say
that the Conpany di scovered the issue in the last 30 days." |Id.
1 277.

On January 6, 2005, Stonepath issued a press rel ease
concerning its financial results for the third quarter of 2004.
In that rel ease, Stonepath also stated that the esti mated
restatenent figures announced in Septenber would be increased,
and woul d now extend back to 2001 and 2002:

The Conpany expects to report an aggregate

reduction in the previously reported net

i nconme for 2001 through the first six nonths

of 2004 of approximately $16.3 million. Net

inconme for 2001, 2002, 2003 and the first six

nont hs of 2004 is expected to be reduced by

$0.4 mllion, $2.0 mllion, $7.8 million and

$6.1 mllion, respectively.

Id. 1 281. As aresult, the previously reported 2003 profit of
$7.13 mllion would be replaced by a | oss of $670, 000. ld. For
the first six nonths of 2004, the previously reported net |oss of
$785, 000 would grow by $6.1 mllion. |d.

Al so on January 6, 2005, Stonepath filed its quarterly
report for the third quarter of 2004 on Form 10-K ld. § 282.

It disclosed that the restatenent announced on Septenber 20, 2005

"resulted in technical default of certain financial covenants of

[its credit] Facility.” 1d. However, the defaults were "wai ved"
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and Stonepath entered into an anended credit facility which,

inter alia, reduced the ampbunt of credit available from

$25, 000, 000 to $22,500, 000, established new mi ni mum quarterly
EBI TDA targets, precluded acquisitions, and elimnated LIBOR-
based borrowing. [|d.

On February 11, 2005, Stonepath finally filed the
restatenent it had announced the previous Septenber and then
again in January 2005. On a Form 10-K/A filed with the SEC,
Stonepath restated its financial results for fiscal years 2001
t hrough 2003. The Form 10-K/ A stated that since the Septenber
21, 2004 announcenent, Stonepath had anal yzed its costs of
purchased transportation and revenue transactions. It found
t hat :

These errors resulted in an overstatenent of
revenues by $0.2 mllion in 2003, an
understatenent in purchased transportation
costs by $4.4 mllion in 2003, $1.6 mllion
in 2002, and $0.3 million in 2001 and an
under st at ement of incone tax expense of $2.0
mllion in 2003, $0.3 mllion in 2002 and
$0.1 mllion in 2001. These restatenents

al so reduced goodwi Il by $4.3 million at
Decenber 31, 2003 and $1.3 million at
Decenber 31, 2002. Net incone was reduced by
$7.9 mllion, including a reserve of $1.3
mllion related to excess earn-out paynents
in 2003, $1.9 mllion in 2002 and $0. 3
mllion in 2001

Id. T 284. This restatenent did not change net incone for the
first and second quarters of 2004, which, according to the
January 6, 2005 press release, is expected to be reduced by $6.1
mllion. 1d. § 281

On Septenber 24, 2004, four days after Stonepath first
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announced its third restatenent, G obis filed this suit agai nst
nom nal defendant Stonepath and three of its current and forner
officers and directors, Dennis L. Pelino, Bohn H Crain and L.
Scully. Pelino is the Chairman of the Board of Directors and
served as Chief Executive Oficer of Stonepath from June 21, 2001
t hrough Cctober of 2004. 1d. Y 34. Crain was the Chief

Financial Oficer fromJanuary 10, 2002, and Treasurer from My
30, 2002 through the end of the Cass Period. 1d. T 35. Scully
is acertified public accountant who served as Vice-President and
Controller throughout the C ass Period. 1d. 1 36.

The conplaint states two counts. Under Count I,
plaintiffs sue all defendants for violations of Section 10(b) of
t he Exchange Act and Rul e 10b-5 pronul gated thereunder. Under
Count |1, plaintiffs sue the Individual Defendants for violation
of Section 20(a) of the Exchange Act.

Def endants seek dism ssal, contending that plaintiffs

have failed to state a clai munder either count.

Anal ysi s
A. Section 10(b) and Rule 10b-5

Count | of the anended conpl aint all eges that
def endants viol ated Section 10(b) of the Act and Rule 10b-5
promul gated t hereunder. Section 10(b) makes it illegal "[t]o use
or enploy, in connection with the purchase or sale of any
security registered on a national securities exchange . . . any

mani pul ati ve or deceptive device or contrivance . . . ." 15
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US. C 8 78 (b) (2003). Rule 10b-5 provides an enforcenent
mechani sm for Section 10(b) by creating "a private cause of
action for investors harned by materially false or m sl eading

statements.” In re Alpharma Inc. Sec. Litig., 372 F.3d 137, 147

(3d Gr. 2004). Rule 10b-5 "nakes it unlawful for any person
"[t]o make any untrue statenent of a material fact or to omt to
state a material fact necessary to nake the statenents nade in
the light of the circunstances under which they were nade, not
msleading . . . in connection with the purchase or sale of any
security.'” Inre KON Ofice Solutions, Inc., 277 F.3d 658, 666
(3d CGir. 2002) (quoting 17 C.F.R 8§ 240.10b-5(hb)).

Qur Court of Appeals has instructed that, to state a
valid claimfor a violation of Section 10(b) and Rule 10b-5, a
plaintiff nmust show that "the defendant (1) nade a m sstat enent
or an omssion of a material fact (2) with scienter (3) in
connection with the purchase or the sale of a security (4) upon
which the plaintiff reasonably relied and (5) that the
plaintiff's reliance was the proximate cause of his or her

injury." In re KON, 277 F.3d at 666; see also Sowell v. Butcher

& Singer, Inc., 926 F.2d 289, 296 (3d G r. 1991) (collapsing the

first and third el enents).

Plaintiffs' securities fraud claimis also subject to
t he hei ghtened pl eadi ng requirenents of Federal Rule of Cvil
Procedure 9(b) and the Private Securities Litigation Reform Act
of 1995 ("PSLRA') § 101(b), Pub. L. No. 104-67, 109 Stat. 737,
743 (codified at 15 U.S.C. 8§ 78u-4 (2004)). Rule 9(b) requires
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that "[i]n all avernments of fraud or m stake, the circunstances
constituting fraud or m stake shall be stated with

particularity.” See also In re Wstinghouse Sec. Litig., 90 F.3d

696, 710 (3d Cir. 1996) (explaining that Section 10(b) clains
must conply with Rule 9(b)); Denny v. Barber, 576 F.2d 465, 470

n.4 (2d Gr. 1978) (suggesting that Rule 9(b) applies to Section
18 clainms); MHale v. NuEnergy G oup, No. 01-4111, 2002 W

321797, at *3 (E.D. Pa. Feb. 27, 2002) (Gles, CJ.) (discussing
applicability of Rule 9(b) to common |aw fraud claim; but see

Inre US. Interactive, Inc. Sec. Litig., No. 01-522, 2002 W

1971252, at *20 (E.D. Pa. Aug. 23, 2002) (Gles, CJ.) (holding
that "hei ghtened pl eading requirenents of Rule 9(b) do not apply
to clains under Section 20(a)"). Qur Court of Appeals has
further explained that "Rule 9(b) requires, at a m ninum that
plaintiffs support their allegations of securities fraud with al
of the essential factual background that woul d acconpany 'the
first paragraph of any newspaper story'--that is, the 'who, what,

when, where and how of the events at issue." In re Rockefeller

Cr. Props., Inc. Sec. Litig., 311 F.3d 198, 217 (3d GCr. 2002)

(quoting In re Burlington Coat Factory, 114 F.3d at 1422).

The PSLRA inposes an additional "layer of factual

particularity" for pleadings. 1n re Rockefeller, 311 F.3d at

217. It requires a plaintiff who alleges that a defendant nade
an untrue statenent of material fact to "specify each statenent
al l eged to have been m sl eading [and] the reason or reasons why

the statenent is msleading.”" 15 U. S.C. 8§ 78u-4(b)(1) (2004).
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Mor eover, when the plaintiff nust prove that the defendant acted
wWth a particular state of mnd, the conplaint nust "state with
particularity facts giving rise to a strong inference that the
def endant acted with the required state of mnd.” 15 U S.C. §
78u-4(b)(2) (2004); see In re Advanta Corp. Sec. Litig., 180 F.3d

525, 530-35 (3d Cir. 1999) (discussing how PSLRA nodified
pl eadi ng requirenents in securities fraud cases).

Plaintiffs here allege that the defendants used public
statenments and SEC filings throughout the Class Period to
"portray[] Stonepath as an increasingly profitable conpany
positioned to expand and continue earnings growh through
strategic acquisitions,” but that they "knew, or recklessly
di sregarded that Stonepath was plagued by internal contro
deficiencies that caused the Conpany to consistently understate
its nost significant operating cost.”™ Conpl. 1 2. Plaintiffs
contend that "financial benchmarks cited by Defendants as the
nost useful neasures of the Conpany’ s performance were materially
overstated” and that "earnings estimtes, which were based on
Stonepat h’s past financial performance, had no reasonabl e basis
because the financial assunptions upon which they were based
included the materially overstated C ass Period earnings.” 1d.
Plaintiffs also allege that Stonepath represented that its
financial statenents were prepared in conpliance with generally
accepted accounting principles ("GAAP"), which was materially
false and msleading. 1d. 1 9. Instead of "being a profitable

growt h conpany,"” restatenents reveal ed that "Stonepath was, in
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fact, a conpany with a greater than reported | oss for 2001,
m ni mal earnings for 2002, and no earnings for 2002 through the
first six nonths of 2004." Id. § 2.

Plaintiffs assert that defendants del ayed di scl osing
Donmestic Services' understatenment of costs in order to (1)
artificially maintain Stonepath's reported EBI TDA, thereby
remaining in conpliance with the terns of its credit facility,
id. 1 311, and (2) artificially maintain the value of Stonepath's
stock, which is said to have reduced the costs of an acquisition
that was partly paid wwth it, id.  321. Credit was purportedly

needed because of liquidity problens arising from inter alia,

"earn-out" paynents due to sellers of acquired conpani es when

t hose conpani es reached certain targets and costs incurred in

i npl ementing the Tech-Logis system 1d. 9T 313-14. The

di scl osure of Donmestic Services' understated transportation costs

caused Stonepath to breach the EBITDA rati o covenant of its

credit facility. 1d. 9 312. As a result, Stonepath's |ender has

now precluded it frommaking further acquisitions, which is said

to be Stonepath's "primary strategic objective.” 1d. § 2.
Plaintiffs' conplaint identifies the allegedly

materially fal se and m sl eadi ng statenents by quoting from

Stonepath press releases, SEC filings and conference calls,

alleging in each instance that defendants knew or recklessly

di sregarded that the statenments nade were naterially fal se and

m sleading. 1d. 1Y 96-270. Plaintiffs attribute each of the

statenments to one or all of the Individual Defendants, identify
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what was said and when it said, and explain why the statenent was
fal se or m sl eadi ng.

Def endants, in their notion to dismss, portray this as
a strike suit and argue that plaintiffs have failed to plead
specific factual allegations, as Rule 9(b) and the PSLRA require.
Def endants' notion focuses solely on the second of the five Rule

10b-5 el ements, scienter, so we now address that el enent.

1. Scienter
Plaintiffs nust plead scienter adequately if their

conplaint is to survive a notion to dismss. See Ernst & Ernst

v. Hochfelder, 425 U S. 185, 193, 96 S. (. 1375, 1381 & n. 12

(1976). Scienter, in the context of securities fraud, is:

a mental state enmbracing intent to deceive,
mani pul ate or defraud, or, at a m nimum

hi ghl y unreasonabl e (conduct), involving not
nerely sinple, or even inexcusable
negl i gence, but an extrene departure fromthe
standards of ordinary care, . . . which
presents a danger of m sleadi ng buyers or
sellers that is either known to the defendant
or is so obvious that the actor nust have
been aware of it.

In re 1KON, 277 F.3d at 667 (citations and internal quotations

omtted).

Concl usory allegations will not do under this
jurisprudence. "[A]llegations that a securities-fraud defendant,
because of his position within the conpany, 'nust have known' a
statenment was false or msleading are 'precisely the types of
i nferences which [courts], on nunerous occasions, have determ ned

to be inadequate to withstand Rule 9(b) scrutiny."" 1Inre
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Advanta Corp. Sec. Litig., 180 F.3d 525, 539 (3d Cr. 1999)

(quoting Mal donado v. Dom nguez, 137 F.3d 1, 10 (1st Gr. 1998));

cf. Inre Aetna Inc. Sec. Litig., 34 F.Supp.2d at 953 (expl ai ning

that Advanta did not address scienter where corporation's core
busi ness activities were at issue). Mst pertinently here,
"clainms essentially grounded on corporate nm smanagenent are not

cogni zabl e under federal law." 1n re Advanta, 180 F.3d at 540

(quoting Craftmatic Sec. Litig. v. Kraftsow, 890 F.2d 626, 638-39

(3d Gr. 1989)). It is not enough for plaintiffs to "allege

general ly that defendants knew or reckl essly disregarded each of
the fal se and m sl eading statenents for which [they were] sued,"
but rather "plaintiffs nmust allege facts that could give rise to

a 'strong' inference of scienter.”" |In re Burlington, 114 F.3d at

1422 (citation and internal quotation omtted). Interpreting the
"strong inference" requirenent, our Court of Appeals has
explained that "[p]laintiffs nust either (1) identify

ci rcunstances i ndi cating conscious or reckless behavi or by
defendants or (2) allege facts show ng both a notive and a cl ear

opportunity for commtting the fraud." 1d.; see also In re

Advanta, 180 F.3d at 534-35 (discussing standards for pleading
scienter in |light of PSLRA)

A reckl ess statenent involves "not nerely sinple, or
even i nexcusabl e negligence, but an extrene departure fromthe
standards of ordinary care, and which presents a danger of
m sl eadi ng buyers or sellers that is either known to the

def endant or is so obvious that the actor nust have been aware of

23



it." Inre Advanta, 180 F.3d at 535 (quoting MlLlLean v.

Al exander, 599 F.2d 1190, 1197 (3d G r. 1979) (citations and
internal quotations onmtted). Allow ng scienter to be
establ i shed through reckl essness "pronotes the policy objectives
of di scouraging deliberate ignorance and preventing defendants
fromescaping liability solely because of the difficulty of
proving conscious intent to commt fraud." [|d. For conscious
behavi or, "scienter may be alleged by stating with particularity
facts giving rise to a strong inference of consci ous w ongdoi ng,
such as intentional fraud or other deliberate illegal behavior."
Id.

Motive and opportunity "nmust now be supported by facts
stated '"with particularity' and nust give rise to a 'strong
inference' of scienter." 1d. (quoting 15 U.S.C. A § 78u-4(b)(2).
"Catch-all allegations that defendants stood to benefit from
wr ongdoi ng and had the opportunity to inplenent a fraudul ent
schene are no |onger sufficient.” 1d.

Plaintiffs contend that the defendants were reckl ess
and that they had notive and opportunity to commt fraud. W now

address each argunent.

2. Reckl essness

Plaintiffs assert that the allegations in their
conpl ai nt, when viewed together, raise a strong inference of
def endants' reckl essness. Plaintiffs highlight five points: (1)

defendants violated their duty to nonitor and report a core part
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of Stonepath's business, transportation costs; (2) the three
restatenents during the Class Period are probative of scienter;
(3) the restatenent of Septenber 29, 2004 was very large; (4) the
restatenents occurred over two and a half years; and (5) regul ar
reports to defendants kept theminforned about internal contro
probl ens. Because plaintiffs' second, third and fourth points
involve the restatenents, we address those first, and then turn
to plaintiffs' first and | ast points.

Plaintiffs claimthat the size of Stonepath's third
restatenent supports a strong inference of scienter. In this
circuit, district courts have found magnitude rel evant when

viewed together with other factors. See In re Rent-Wy

Securities Litigation, 209 F.Supp.2d 493, 506 (WD. Pa. 2002)

("I'n and of itself, the nmagnitude of an erroneous financi al
statenment is insufficient to raise a strong inference that a

def endant acted with scienter."); P. Schoenfeld Asset Mnagenent

LLC v. Cendant Corp., 142 F.Supp.2d 589, 609 (D.N.J. 2001)

(strong inference of scienter established by allegations of
"hundreds of fraudul ent accounting entries, in conbination with
t he sheer magnitude of the revenue and earni ngs overstatenents,
as well as [other] 'red flags'").

Def endants do not dispute the magnitude of the third
restatenent, which Stonepath issued because of Donestic Services'
under-accrual of transportation costs. Wen the restatenent was
formally nmade on February 11, 2005, it elimnated $7.1 million in

net incone for 2003 and replaced it with a loss. Conpl. § 26.

25



Also in that restatenent, net revenues for 2001 and 2002 were
decreased, net |loss for 2001 was increased, and net incone for
2002 was decreased. Id. T 27. Wile the Septenber 2004 press
rel ease announced that the first and second quarters of 2004
woul d be restated, id. § 271, this has yet to happen. W know
fromthe January 6, 2005 press release that net inconme for that
period is expected to be reduced by $6.1 mllion. 1d. § 281

The third restatenent not only materially changed
earni ngs statenents, but it also indisputably pronpted sal es of
stock that reduced stock value, reduced the anmount of credit
avai |l abl e and precluded further acquisitions. The magnitude of
the restatenent is undeniably |arge, and therefore rel evant, but
alone it does not establish reckl essness.

Plaintiffs al so assert that repeated restatenents are
probative of scienter, and that the second restatenent was a
"‘red flag' to Defendants that [l|egacy information] systens were
i nherently unreliable and generating inaccurate financial data."
Id. 7 305. "Wen plaintiffs "allege the existence of specific
facts that should put defendants on notice of errors in
recogni zi ng revenue or indicate reasons to questi on nanagenent's

representations,' a refusal to react to these 'red flags' can

support a strong inference of scienter.” |In re Rent-Wy Sec.
Litig., 209 F.Supp.2d 493, 508-509 (WD. Pa. 2002) (quoting In re

SCB Conput er Technology, Inc. Sec. Litig., 149 F.Supp.2d 334, 363

(WD. Tenn. 2001)).

Def endants argue that repeated restatenents do not here
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suggest scienter since each restatenent responded to issues that
were different in kind. The first restatenent concerned
al l ocating value to intangi ble assets for acquired conpani es and
revising the anortization nethod and useful |ife assunmed for such
assets. The second restatenent involved duplication of gross
revenues at the International Services division. The third
restatenent concerned Donestic Services' under-accrual of
transportation costs. Since the restatenents addressed such
unrel ated problens, it cannot be said that the nere fact that
there were three restatenents shows defendants acted reckl essly.
Plaintiffs offer no facts suggesting that problens with
under-accrual of transportation costs were reveal ed when
Stonepath identified the duplication error, so we cannot say
defendants had a "red flag" as to that problem However,
Pelino's and Crain's conmments during the Decenber 31, 2003
conference call reveal that they were aware there m ght be
further risks in Stonepath's financial reporting processes.
Pelino and Crain reassured anal ysts and investors they were
working closely with auditors. Conpl. f 91-92. Crain stated
that they were identifying steps "to reduce, if not elimnate,
any remaining risk in our financial reporting processes.” 1d.
1 92. Pelino also stated that they were "identifying every
mat eri al busi ness process” to ensure there were "state-of-the-art
internal controls across the entire organization.” 1d. T 94.
Significantly, plaintiffs do not allege that either internal or

external auditors or any participant in the conprehensive review
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process alerted defendants to the problens |leading to the third
rest at ement.

Plaintiffs instead rely on the reporting process Crain
described in the Decenmber 31, 2003 conference call. 1d. T 91
Crain had told analysts and investors that Ti m Anderson reported
to Joe D G aconpo and Gary Koch, the nmen who reported to Crain.
Id. 1 93. By early January of 2004 at the l[atest, Tim Anderson
knew Donestic Services had serious financial reporting problens,
id. 9 67, but not until nine nonths |later (on Septenber 20,
2004) did defendants reveal that Donestic Services had been
greatly under-accruing transportation costs, id.  271. On the
Sept enber 21, 2004 conference call, Crain allegedly stated that
St onepat h di scovered the problemin the last thirty days. 1d. 1
177. Plaintiffs state that "[a]ccording to another former
enpl oyee, Anderson reported the issue to soneone in senior
managenent at Stonepath, believed to be Crain, and that
i ndi vidual "'sat on' the information." [d. § 277.

Def endants argue that plaintiffs never adequately
al l ege that Anderson forwarded this information to defendants.
Def endants are correct that plaintiffs' statenment, which fails to
identify the "fornmer enployee"” with any particularity, cannot
pass 9(b) or PSLRA nuster. Plaintiffs sinply have not provided
the requisite particularized facts showi ng that the information
about under-accrual -- or, for that matter, any of the all eged
accounting and financial reporting problens described by their

confidential w tnesses -- reached defendants well before
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St onepat h' s restatenents.

Finally, plaintiffs argue that know edge of activities
central to Stonepath's business -- nanely, transportation costs -
- can be inputed to the Individual Defendants. Defendants
concede that high-level officers can be charged with know ng
i nformati on about a conpany's core business, though they contend,
W thout citing any authority in this circuit, that this rule
generally applies when facts at issue are readily discoverable
and directly affect the conpany.

Qur courts have repeatedly held that know edge of core
activities can be inputed to high-level officers. See Inre

Canpbel |l Soup Co. Sec. Litig., 145 F. Supp.2d 574, 599 (D.N.J.

2001) ("Wiil e asserting that defendants approved or hel ped
prepare public disclosures is insufficient to establish know edge
of all aspects of the conpany's business, know edge nay be
inmputed to [officers of the conpany] when the [public]

di scl osures involve the conpany's core business") (citations

omtted); Inre Aetna Inc. Sec. Litig., 34 F.Supp.2d 935, 953

(E.D. Pa. 1999) (finding allegations of CEOs and CFO s scienter
sufficient where the alleged fraud related to the conpany's core

business); In re Viropharma, Inc., Sec. Litig., No. 02-1627,

2003 W 1824914, at *9 (E.D. Pa. Apr. 7, 2003) (know edge of
facts could be inputed to "the highest ranking nenbers of the
conpany" because a drug was the conpany's "l eading product”).
These cases do not hold that facts nust be easily discoverable,

as defendants contend, although by their nature core activities
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can be said to directly affect the corporation.
Plaintiffs cite to Stonepath's 2002 10-K/ A and 2003
10-K to show the significance of transportation costs:

Qur cost of transportation includes direct
costs of transportation, including notor
carrier, air, ocean and rail services. W act
principally as the service provider to add
value in the execution and procurenent of

t hese services to our custoners. Qur net
transportation revenues (gross transportation
revenues |l ess the direct cost of
transportation) are the primary indicator of
our ability to source, add value and resel
services provided by third parties, and are
consi dered by managenent to be a key
performance neasure. Managenent believes that
net revenues are also an inportant measure of
econom ¢ performance. Net revenues include
transportation revenues and our fee-based
activities, after giving effect to the cost
of purchased transportation.

Conpl. 9 63 (enphasis added).

Plaintiffs further allege that transportati on costs
were Stonepath's "single | argest expense,"” and that because of
their inportance, they were reported separately from on-going
operating expenses. 1d. T 303. Plaintiffs do not break down al
Stonepat h' s expenses, but they do state that Stonepath reported
the followi ng figures, which we place in a table for ease of

r ef er ence:

2002 2003
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Transportation revenues $ 113,510, 000" $

203, 407, 000"/

Transportation costs $ 84,478,000 $ 153, 718,000
Net transportation revenues $ 29,032,000 $ 42,689, 000
Net i ncone $ 2, 380, 000 $ 7,139, 000
ld. | 225.

Based on these asserted facts, plaintiffs claimthat
Donestic Services' transportation costs and the reporting process
for such costs were a "critical conmponent of [Stonepath's] core
busi ness" and that defendants "had a duty to nonitor the
accuracy" of these costs and reporting processes. 1d. T 303.

Def endants do not contradict the inportance of
transportation costs. Instead, they assert that know edge cannot
be inputed to defendants nmerely because defendants' subordi nates
may have known of alleged accounting irregularities. For this

proposition, defendants rely on In re Alpharma Inc. Securities

Litigation, 372 F.3d 137 (3d Cr. 2004), a securities fraud class
action brought against a rmultinational pharnmaceutical conpany.
Whi |l e Al pharnma supports defendants’ proposition as stated, see
id. at 150, a closer examnation of that case is instructive.

I n Al pharma, enployees in the Brazil division of
Al pharma's Animal Health Division ("AHD') all egedly used inproper

 Plaintiffs' figure in their conplaint is "$ 113,510."
ld. 1 225. We assune plaintiffs nmeant $113, 510, 000.

Y Plaintiffs' figure is "$203,407,00." [d. § 225. W
again assume this was a typographical error and that plaintiffs
meant to include an additional zero at the end.
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accounting nethods to increase revenue figures, which in turn
affected Alpharma's net incone. |In finding that plaintiffs did
not adequately plead that defendants knew about the accounting
irregularities, the court noted the conplaint was "devoid of any
al l egations"” that AHD s Brazil division was "so central to

Al pharma' s busi ness" that conpany executives shoul d have noticed
the Brazil division's increased reported revenues. Id. at 151
It further noted that "the Brazil division's total revenue
accounted for only slightly nore than one half of one percent of
the conmpany's total revenue in 1999." 1d. (enphasis in
original).

Here, we can surm se that Donestic Services is not as
renote a subsidiary as the one in Al pharma, though the conpl ai nt
does not provide particularized facts about the rol e various
subsi diaries played within Stonepath. To be sure, plaintiffs
have adequately pled that transportation revenues are central to
St onepat h' s busi ness by providing statenents from SEC filings and
figures to support that claim However, plaintiffs nust do
sonmet hing nore: they nust show that Donestic Services
transportation costs are at the core of Stonepath's business.

We know fromthe figures provided that transportation
costs are a very large, if not the |argest, expense for
St onepath. What we do not know is how Domestic Services fits
into the picture. To illustrate, transportation costs for 2003
were $153, 718,000, and for 2002 they were $84, 478, 000. According

to the third restatenent, transportation costs were understated
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by $4.4 million for 2003 and $1.6 for 2002, i.e., less than 2. 9%
of transportation costs for 2003 and 1.9%in 2002. Al pharna
teaches that courts nust |ook to the nunbers involved and deci de
whet her their magni tude shoul d have al erted defendants to
accounting inproprieties. At variances of 2.9% and 1.9%
plaintiffs have not shown that the costs Donestic Services
reported for the restated years were of such size that defendants
shoul d have been suspicious. Plaintiffs have, in short, failed
to sufficiently plead that transportation costs at Donestic
Services are so central to Stonepath's business that know edge of
financial reporting and accounting problens could be inputed to
def endant s.

In sum the conplaint alleges various accounting and
financial reporting problenms wthin Stonepath, and it reveal s the
effects of a large third Cass Period restatenent. It does not,
however, allege facts show ng that defendants had know edge of or
reckl essly disregarded i nformati on about the all eged problens and
intentionally conceal ed those problens frominvestors. W find
that plaintiffs have failed to provide sufficiently
particul arized facts that woul d support the concl usion that

def endant s behaved reckl essly.

3. Motive and Opportunity

Because the I ndividual Defendants served as Stonepath's
senior officers and/or directors, their opportunity to control

t he di ssem nation of informati on about Stonepath is undisputed.
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The parties dispute whether the notives alleged are sufficient.
Plaintiffs rely primarily on two all eged notivations: (1) to
inflate Stonepath stock to use it in various acquisitions, and
(2) to inflate EBITDA to conply with Stonepath's debt covenants.
Def endants assert that both notivations are insufficient as a
matter of |aw

Plaintiffs rely mainly on one acquisition to establish
notive under their first theory. On February 9, 2004, Stonepath
acqui red 55% of Shaanxi Sunshine Cargo Services |nternational
Co., Ltd. ("Shaanxi") for $3.5 mllion in cash and $2 mllion in
stock. Conpl. T 21. Defendants point to further rel evant
information in the Form8-K filed on February 9, 2004, which
shows that, in addition to the $5.5 million paid at closing:

The Conpany has agreed to issue additional

shares of its common stock to M. Tsai if at

the end of the one year restrictive period,

t he Conpany's common shares are trading at a

price of |less than $3.17 per share. The

Conpany al so agreed to an earn-out

arrangenent over a period of five (5) years

of up to $5.5 mllion ($1.1 mllion per year)

conti ngent upon Shaanxi realizing pre-tax net

income of at least $4 mllion per year during

the earn-out period. As additional purchase

price, on a post-closing basis, the Conpany

has al so agreed to pay for excess closing

date working capital estimted at between $1

and $2 mllion.
Defs.' Mot. to Dismiss, Ex. J.' Therefore, the deal was worth
up to $13 nmillion dollars, and stock was $2 mllion of that.

Qur Court of Appeals has instructed that "[n]otives

' Under Oran v. Stafford, 226 F.3d 275, 289 (3d Cir. 2000),
the court can take judicial notice of SEC filings.
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that are generally possessed by nost corporate directors and
of ficers do not suffice; instead, plaintiffs nust assert a
concrete and personal benefit to the individual defendants

resulting fromthis fraud." GSC Partners CDO Fund v. Washi ngton,

368 F.3d 228, 237 (3d Cr.) (enphasis added) (quoting Kalnit v.
Eichler, 264 F.3d 131, 139 (2d Cr. 2001)). 1In GSC Partners, a

conpany's acquisition was primarily financed by a $300 mllion
note offering, and, to acquire the conpany, the defendant

al l egedly commtted fraud by concealing the conpany's true
financial condition in the note offering. 368 F.3d at 235, 237.
Plaintiffs alleged that the notes would not have sold at or near
the price sought if the conpany's true financial condition had
been revealed. 1d. The court found that allegation insufficient
and expl ained that a corporation and its directors have a desire
to conplete all corporate transactions, and typically officers
benefit financially fromsuccessful transactions. 1d. at 237.
The court made clear that "such allegations al one cannot give
rise to a 'strong inference' of fraudulent intent,"” and cited a
nunber of cases to illustrate this proposition, including Herzog

V. GI Interactive Software Corp., 98 G v. 0085, 1999 W. 1072500,

at *9 (S.D.N. Y. Nov. 29, 1999), which held that "a defendant's
"desire to consunmate [a] corporate transaction does not
constitute a notive for securities fraud.'" 368 F.3d at 237-38.
I n anot her case decided |less than a nonth after GSC
Partners, our Court of Appeals found that plaintiffs had not

establ i shed notive where they pled that defendant benefitted from
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selling shares at prices allegedly inflated by defendants' false

and m sl eading statements. 1n re Alpharma Inc. Sec. Litig., 372

F.3d 137, 152-53. The court approvingly cited a case fromthe
Ninth Grcuit, Inre Vantive Corp. Sec. Litig., 283 F.3d 1079,

1097 (9th Cir. 2002), which concluded "that a corporation's
desire to increase its stock value as part of an acquisition
strategy is an insufficient basis upon which to maintain a claim
for violation of federal securities laws." 372 F.3d at 153.
Plaintiffs here have all eged that defendants
artificially maintained high stock prices to conplete an
acquisition. This is hardly the "concrete and personal benefit"

that GSC Partners had in mnd. Since this is precisely the type

of nmotive that our Court of Appeals deened insufficient in GSC
Partners and Al pharnma, we find that under this theory plaintiffs
have not established scienter.

To support their second notive theory, plaintiffs
contend that Stonepath needed access for on-goi ng worKking
capital, in part because costs associated with inplenenting Tech-
Logis increased from$0.2 million in 2002 to $3.2 mllion in
2003. Conpl. T 314. Also, Stonepath's rapid acquisitions had
caused increasing liquidity problens, evidenced by its
difficulties paying vendors and carriers on tinme. Therefore,
def endants, in need of working capital, were allegedly notivated
to delay or avoid disclosing Donestic Services' understated
transportation costs since that would result in the breach of

Stonepath's credit facility's EBITDA ratio covenant. In fact,
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the disclosure made in the third restatenent did breach that
covenant, but |enders waived the breach and renegotiated the
terns, decreasing avail able credit, shortening the repaynent
period, and prohibiting acquisitions. [d. T 320.

Def endants argue that maintaining access to credit is a
general i zed corporate notive that does not raise a strong
i nference of scienter.

In GSC Partners, the court approvingly cited San

Leandro Energency Medical Goup Profit Sharing Plan v. Philip

Mrris Cos., 75 F.3d 801, 813-14 (2d Cir.1996), and noted that

the Second Circuit found "that a 'conpany's desire to maintain a
hi gh bond or credit rating' [was] insufficient notive for fraud
because such notive could be inputed to any conpany."” 368 F.3d
at 238. That reasoning applies where plaintiffs allege that

def endants were notivated by a desire to conply with debt

covenants. See WIlson v. Bernstock, 195 F. Supp.2d 619, 637

(D.N.J. 2002) (explaining that a conpany's desire to maintain a
high credit rating is insufficient notive for fraud and applyi ng
the sanme reasoni ng where defendants were allegedly notivated to
commt fraud to conply with a debt covenant). At nost, the need
to conply with debt covenants can be a contributing notive to
commt securities fraud, but standing al one even severe cash fl ow

problens are insufficient to establish notive. See In re Loewen

Goup Inc. Sec. Litig., No. 98-6740, 2004 W. 1853137, at *21

(E.D. Pa. Aug. 18, 2004). O herw se, any corporation that was

subj ect to debt covenants and whose stock price declined would be

37



susceptible to a securities fraud action. 1d. |In short, wanting
good credit ratings proves too nmuch to serve as a scienter

notive; it nost assuredly cannot be a requisite "concrete and
personal benefit."

In sum plaintiffs have here all eged the type of
general i zed notive regarding access to credit that is
insufficient to support scienter. Neither of plaintiffs' notive
theories go beyond "[motives that are generally possessed by
nost corporate directors and officers” and neither "assert a
concrete and personal benefit to the individual defendants

resulting fromthis fraud." GSC Partners, 368 F.3d at 237 (3d

Cr.) (enphasis added) (quoting Kalnit v. Eichler, 264 F.3d 131,

139 (2d Cir.)). Plaintiffs have, therefore, not established

scienter under a notive and opportunity theory.

B. Secti on 20(a)

In Count 11, the conplaint alleges that the defendants
viol ated Section 20(a) of the Act, 15 U. S.C. 8 78t(a) (2004).
That section inposes joint and several liability on one who
controls a corporation that violates federal securities |aws.
The defendants suggest that we should dismss this claimbecause
plaintiffs failed to plead their other federal claim adequately
and a Section 20(a) claimw Il not |lie when there are no
actionabl e i ndependent underlying violations of the Act. See |

re Advanta Corp. Sec. Litig., 180 F.3d at 541; see also In re

Rockefeller Center Properties, Inc., 311 F.3d 198, 211 (3d Gr.
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2002) ("[I]t is well-settled that controlling person liability is
prem sed on an i ndependent violation of the federal securities
laws. ").

Because we read the allegations in the conplaint as
insufficient to state a claimfor violation of Sections 10(b) of
the Act for purposes of this notion to dismss, we shall dismss

the Section 20(a) claim

Concl usi on

Plaintiffs have failed to allege particularized facts
that create a strong inference that defendants acted with
scienter. Therefore, we grant defendants’ notion to di sm ss.

Because | eave to anmend a conplaint "shall be freely
gi ven when justice so requires," Fed. R GCv. P. 15(a), and
because we are "hesitant to preclude the prosecution of a

possi bly nmeritorious claimbecause of defects in the pleadings,

In re Burlington Coat Factory Sec. Litiqg., 114 F.3d 1410, 1435

(3d Cir. 1997), we also grant plaintiffs | eave to anmend their
conplaint if they can do so conformably with the foregoing
analysis and with Fed. R Cv. P. 11.

An appropriate Order follows.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

I N RE STONEPATH GROUP, | NC. ) ClVIL ACTI ON
SECURI TI ES LI TI GATI ON

NO. 04-4515

ORDER
AND NOW this 27th day of COctober, 2005, upon
consi deration of defendants' notion to dism ss (docket entry
#43), plaintiffs' response thereto (docket entry #47), and
defendants’ reply (docket entry #48), and in accordance with the

acconpanyi ng Menorandum it is hereby ORDERED t hat:



1. Def endants' notion to dism ss i s GRANTED;

2. Plaintiffs' request for |leave to anend i s GRANTED;
and

3. Plaintiffs shall by Novenber 15, 2005 FILE a
Second Anended Consolidated Conplaint if they can do so
conformably with this Court's Menorandum of this day and Fed. R
Gv. P. 11.

BY THE COURT:

/sl Stewart Dal zell, J.
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