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

GERALYN R. WALI SH and : ClVIL ACTION
ROBERT a/ k/ a RON COLE, :
Plaintiffs,

V.

THE LEVERAGE GROUP, | NC.,

TENI C, I NC., FRANK JERSEY,

WENDY JERSEY, W LLI AM “BI LL”

THORTON, I nd. and as Seni or

Oficers of Tenic, Inc., and

as Senior Oficers and

Directors of The Leverage

G oup, Inc., Jointly :

and Severally, : NO. 97- CV-5908
Def endant s. :

MEMORANDUM AND ORDER

J. M KELLY, J. June , 1998
Plaintiffs Geralyn Walish (“Walish”) and Robert Col e brought
this action claimng violations of federal securities |laws and a
nunber of related clains. The Mdttion of Al Defendants to
Dismiss the Conplaint is presently before the Court. For the

reasons stated below, the notion is granted.

BACKGROUND

According to the Conplaint, Plaintiffs Walish and Col e
pur chased conmmon stock of Tenic, Inc. (“Tenic”).* 9§ 5. Walish
was an enpl oyee of Defendant The Leverage Goup (“TLG). T 94.

Frank Jersey, Wendy Jersey and WIIliam Thorton (“The | ndi vi dual

' On a notion to dismiss, the factual allegations in the
conplaint are accepted as true.



Def endants”) were each sharehol ders, officers and directors of
TLG and Tenic. 91 10-14.

The Plaintiffs purchased Tenic stock “based on certain
representations by the Individual Defendants, specifically that
Tenic woul d market ‘| esser software products’ i.e. software
packages/ prograns costing | ess than $250, 000. 00, via the internet
and mai|l order catalogs.” 9§ 6. This business strategy woul d
require little overhead. ¢ 6. The Defendants represented to the
Plaintiffs that Tenic would be a “viable corporation and begin
generating revenue in 1996.” 9§ 6. Despite this, on two
occasions in the spring of 1995, Frank Jersey stated to two
different enployees of TLG that “If it [Tenic, Inc.] doesn't fly
"Il just take the tax wite-off.” ¢ 18.

After the Plaintiffs began purchasing Tenic stock, the
| ndi vi dual Defendants nade a nunber of decisions that caused
Tenic to collapse. The Individual Defendants changed Tenic’s
product line from*“lesser software products” ($250,000 or |ess)
to “substantial software products” (packages worth nore than $1.2
mllion). 9§ 21. They caused Tenic to enploy Jennifer Jersey,
even though Frank Jersey knew she was inconpetent. § 23. They
failed to execute certain contracts with TLG and breached a
contract with a vendor. 9 26, 31. The Individual Defendants
al so permtted “fal se and m sl eadi ng accounting practices.”

1 34.



In July, 1996, the Individual Defendants failed to make
schedul ed contributions to Tenic’'s operating funds and Frank
Jersey unilaterally decided to shut Tenic down. 99 20, 24, 33.
The | ndividual Defendants and TLG each received “tax relief or a
tax wite off” as a result of the failure of Tenic. 9§ 19.

The Defendants “participated in a continuous course of
conduct and conspiracy to conceal adverse material information
regarding Tenic,” nmade “untrue statenents of material facts” and
failed to “state material facts necessary in order to nmake the
statenents made . . . not msleading.” 9 41, 43. The
I ndi vi dual Defendants know ngly nade fal se statenents of materi al
fact “with the intent to deceive and defraud the Plaintiffs” and
“recklessly created a fal se and m sl eadi ng i npressi on regardi ng
Tenic’s viability as a corporation.” 99 46, 82.

The Defendants were “sellers, offerors, and/or solicitors”
of the shares offered to the Plaintiffs pursuant to a Menorandum
(characterized as a “Defacto prospectus”), a “Business Plan” and
ot her unspecified oral and witten communi cations. 9§ 57. These
conmuni cations al so contained “untrue statenents of materi al
facts.” f 58.

The Plaintiffs claimthat the conduct of all Defendants
viol ated Section 10(b) of the Securities Exchange Act of 1934
(“1934 Act”), 15 U.S.C. § 78j(b), S.E.C. Rule 10b-5, 17 C.F.R §

240. 10b-5 and Section 12(2) of the Securities Act of 1933 (“1933



Act”), 15 U.S.C. §8 771 (a)(2). They also allege that each of the
| ndi vi dual Defendants are |iable as “control persons” of Tenic
under Section 20(a) of the 1934 Act, 15 U S.C. 8§ 78t(a) and
Section 15 of the 1933 Act, 15 U.S.C. §8 770. The Conpl aint al so

asserts a nunber of state | aw cl ai nms.

LEGAL STANDARD

The purpose of a notion to dism ss under Federal Rule of

Cvil Procedure 12(b)(6) is to test the legal sufficiency of a

conplaint. See Sturmyv. Cdark, 835 F.2d 1009, 1011 (3d Gr.
1987). A conplaint may be dism ssed for failure to state a claim
upon which relief may be granted if the facts pled and reasonabl e
inferences therefromare legally insufficient to support the

relief requested. See Commopnwealth ex. rel. Zimmernman v.

Pepsico, Inc., 836 F.2d 173, 179 (3d Gr. 1988). In reviewing a

motion to dismss, all allegations in the conplaint and al
reasonabl e i nferences that can be drawn therefrom nust be
accepted as true and viewed in the |light nost favorable to the

non-noving party. See Wsniewski v. Johns-Manville Corp., 759

F.2d 271 (3d Gir. 1985).



DI SCUSSI ON

A. 1934 Act d ains

Section 10(b) of the 1934 Act states:

It shall be unlawful . . . To use or enploy, in

connection with the purchase or sale of any security,

any mani pul ative or deceptive device or contrivance
in contravention of such rules and regul ations as the

Comm ssion [ SEC] may prescribe as necessary or

appropriate in the public interest or for the

protection of investors.

15 U.S.C. § 78] (b).

S.E.C. Rule 10b-5 inplenents the above provision. It
provi des:

It shall be unlawful for any person . . . to nake any

untrue statement of a material fact or to omt to state

a material fact necessary in order to nake the

statenments made, in light of the circunstances under

whi ch they were nmade, not m sl eadi ng.

17 C.F.R § 240. 10b-5.

Because of concern that frivolous clains can seriously
damage a defendant’s reputation, fraud clai ns have | ong been
subj ect to hei ghtened pl eadi ng standards. Federal Rule of G vil
Procedure 9(b) requires that “[i]n all avernments of fraud or
m st ake, the circunstances constituting fraud or m stake shall be
stated with particularity.” Fed. R Cv. P. 9(b). A fraud
conpl aint nust state “the who, what, when, where and how. the

first paragraph of any newspaper story.” Dileo v. Ernst & Young,

901 F.2d 624, 627 (7th Cr. 1990).



In 1995, Congress found that Rule 9(b) *“has not prevented
abuse of securities laws by private litigants.” H R Conf. Rep
No. 104-369, 104th Cong., 1st Sess., at 41 (1995). Congress
enacted the Private Securities Litigation Reform Act. Pub. L.
No. 104-67 (“PSLRA’). The Conference Report states that the
| egi slation was “pronpted by significant evidence of abuse in
private securities lawsuits” and that it “inplenents needed
procedural protections to discourage frivolous |lawsuits.”
Conference Report at 31.

The PSLRA requires that in any private action in which the
plaintiff alleges that the defendant nade an untrue statenent of
material fact, or omtted to state material facts:

the conplaint shall specify each statenent alleged to

have been m sl eadi ng, the reason or reasons why the

statenent is msleading, and, if an allegation

regarding the statement or omission is nade on

information and belief, the conplaint shall state with

particularity all facts on which that belief is forned.

15 U S.C. 8 78u-4(b)(1). If a claimrequires proof of the
defendant’s state of m nd, the PSLRA requires that the conplaint
“state with particularity facts giving rise to a strong inference
that the defendant acted with the required state of mnd.” 15
U S.C 8§ 78u-4(b)(2).

The “required state of mnd” in Section 10(b) cases is

scienter.? Ernst & Ernst v. Hochfelder, 425 U S. 185, 193 n. 12

2 Courts have differed in their interpretation of the PSLRA
and its legislative history. A nunber of courts have interpreted
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(1976). The Third Grcuit has held that in this context,
scienter includes both intentional conduct and a form of

“reckl essness.” In re Phillips Petroleum Sec. Litig., 881 F.2d

1236, 1244 (3d Cr. 1989). “Recklessness is defined as an
extrene departure fromthe standard of ordinary care . . . which
presents a danger of msleading . . . that is either known to the
defendant or is so obvious that the actor nust be aware of it.”
Id.

Therefore, a plaintiff claimng securities fraud nust all ege
that the defendant “(1) made m sstatenents or om ssions, (2) of
material fact, (3) with scienter, (4) in connection with the
purchase or sale of securities, (5) upon which the plaintiff
relied, and (6) that reliance proximtely caused the plaintiff’s
injuries.” 1d. The conplaint nust specify each statenent

all eged to have been m sl eading and the reason or reasons why the

the PSLRA to require the plaintiff to set forth specific facts
that constitute strong circunstantial evidence of conscious
fraudul ent behavior. Friedberg v. Discreet Logic, Inc., 959 F
Supp. 42, 50 (D. Mass. 1997); In re Silicon G aphics, No. C 96-
0393, 1996 W. 664639, at *6 (N.D. Cal. Sept 25, 1996); Norwood
Venture Corp. v. Converse Inc., 959 F. Supp. 205, 208 (S.D.N.Y.
1997). O her courts have interpreted the PSLRA to require the
plaintiff to allege facts that give rise to a strong inference of
ei ther conscious or reckless behavior. 1n re Baesa Secs. Litig.,
969 F. Supp. 238, 240-43 (S.D.N. Y. 1997); Walther v. Maricopa
Int’l Inv. Corp., 97-ClV-4816, 1998 W. 186736 (S.D.N. Y. April 17,
1998) .

When Congress enacted the PSLRA, it changed the procedural
requirenents in securities fraud cases, but it did not change the
under |l yi ng substantive law. The “required state of mnd” in
Section 10(b) cases was and is scienter.
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statenent is msleading. 15 U S.C. 8 78u-4(b)(1). The conpl aint
nmust al so state with particularity facts giving rise to a strong
i nference that the m sstatenents were nmade purposely or in
reckl ess disregard of the truth. 15 U S. C. 8§ 78u-4(b)(2).

The conplaint in this case does not neet these standards.
The Plaintiffs do not specify the alleged m sstatenents and do
not even attenpt to identify the “who, what, when, where and how’
of each statenent. The conplaint is |argely nmade up of

conclusory allegations without a factual basis. |In re Donald J.

Trunp Casino Secs. Litig., 793 F. Supp. 543, 547 (D.N. J. 1992).

The conpl ai nt does not allege facts giving rise to a strong
i nference that any m sstatenents attributed to the Defendants
were made purposely or recklessly. The rote allegations that
Def endants “knowi ngly made fal se statenents of material fact with
the intent to deceive and defraud the Plaintiffs” and “reckl essly
created a false and m sl eading inpression regarding Tenic’s
viability as a corporation” do not neet the standards for
pl eadi ng sci enter under the PSLRA.

The al l egation that the Defendants decided to change Tenic’'s
product line from®“lesser” to “substantial” software products
does not raise an inference of fraudulent intent. The allegation
that the Defendants stated that Tenic would be a “viable
corporation and begin generating revenue in 1996” al so does not

rai se an inference of wongdoing. “A plaintiff cannot sinply



couple a factual statenment with a conclusory allegation of
fraudul ent intent to adequately plead scienter. . . . Nor is it
sufficient to sinply allege statenents of a prosperous future

conpared to a bl eaker reality.” Nor wood Venture Corp, 959 F

Supp. at 208.

The al l egation that Frank Jersey said “if it [Tenic, Inc.]
doesn’t fly I"Il just take the tax wite-off,” does not raise a
strong inference of fraud or recklessness. The fact that an
investor plans to take a “tax wite off” if an investnent fails,
w t hout nore, does not raise an inference of wongdoing. Cf. San

Leandro Energency Med. Group Profit Sharing Plan, 75 F.3d 801,

815 (2d Cir. 1996) (conpany’ s alleged desire to maintain high bond
and credit rating does not raise inference of scienter).

Plaintiffs’ Section 10(b) claimis dism ssed w thout
prejudi ce. The pleading requirenents of the PSLRA are relatively
new. Justice requires that the Plaintiffs be afforded anot her
opportunity to state a claim

The Conpl aint also alleges that the Individual Defendants
are |iable as “control persons” under Section 20(a) of the 1934
Act. 15 U S.C § 78t(a). Because Plaintiffs failed to state a
primary violation of the 1934 Act, their “control person” clains

must al so be dism ssed. Shapiro v. UIB Fin. Corp., 964 F.2d 272,

279 (3d Gir. 1992).



B. 1933 Act Caim

Section 12(2) of the Securities Act of 1933 inposes
liability upon any person who negligently:

offers or sells a security . . . by neans of a

prospectus or oral comrunication, which includes an

untrue statenent of material fact or omts to state a

mat eri al fact necessary in order to nmake the

statenents, in the |ight of the circunstances under

whi ch they were made, not m sl eadi ng.

15 U.S.C. 8 771 (a)(2). Unlike Section 10(b) of the 1934
Act, Section 12(2) does not require proof of scienter or
reliance. As discussed bel ow, however, the right of rescission
provi ded by Section 12(2) only applies to public offerings of
securities by neans of a “prospectus.”

The Plaintiffs claimthat a nenorandum witten by Walish,
is a “Defacto Prospectus.” The nmenorandum sets out a busi ness
pl an, a budget and a schedule for investnent of capital. The
Plaintiffs claimthat they relied on untrue statenents in this

“prospectus.”

In Gustafson v. Alloyd Co., 513 U S. 561 (1995), the Suprene

Court considered whether Section 12(2) applies to private sales
of securities. In Qustafson, disappointed purchasers of a
privately held corporation sued for rescission. [|d. at 565. The
Plaintiffs’ theory was that the parties’ purchase agreenent was a
“prospectus” and that it contained material misstatenments of fact

actionabl e under Section 12(2). 1d. at 566.
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After exam ning the text, structure and |legislative history
of the 1933 Act, the Court held that the term “prospectus”
“refers to a docunent that describes a public offering of
securities by an issuer or controlling shareholder.” 1d. at 584.
The private sellers in Qustafson were not subject to liability
under the 1933 Act for statenents in the purchase agreenent. The
Court unequivocally stated: “[t]he intent of Congress and the
design of the statute require that Section 12(2) liability be
limted to public offerings.” [1d. at 578.

Relying on Jenkins v. Fidelity Bank, 365 F. Supp. 1391, 1396

(E.D. Pa. 1973), the Plaintiffs respond that the notion to
dism ss the 1933 Act clains is premature, because “the defendant
has the burden of proving exenption fromregistration
requi renents.” In Jenkins, the defendants sought dism ssal on
the ground that the securities they sold were exenpt under
Section 3 of the 1933 Act. Section 3 excludes certain types of
financial instrunments fromthe Act’s coverage. 15 U S. C. § 77c.
Section 12(2) specifically states that a person who sells
securities to the public by neans of a prospectus may be liable
regardl ess of whether the security is exenpted by Section 3. 15
US C 8 77l (a)(2). Thus, under the facts of Jenkins, dism ssal
was not appropri ate.

In this case, the Defendants do not claimthat the interests

they sold are exenpt under Section 3. The Defendants contention

11



is that they did not make a public offering of securities, by
means of a “prospectus,” and thus their sale is not subject to
Section 12(2). The conplaint does not allege that the sale was a
public offering of securities and the “defacto prospectus,” on
which the Plaintiffs rely, shows that this was a private

transaction involving six investors. In re Burlington Coat

Factory Sec. Litig., 114 F.3d 1410, 1426 (3d Gr. 1997)(on notion

to dismss, Court may consider docunents “integral to” or “relied

on” in conplaint). Gustafson clearly states that Section 12(2)
does not apply to private sales of securities. The Plaintiffs’
contention, that dismssal would be premature, ignores the facts
and controlling Suprenme Court authority. Plaintiff’s claimunder
Section 12(2) is dism ssed with prejudice.?

The Conpl aint also alleges that the Individual Defendants
are |iable as “control persons” under Section 15 of the 1933 Act.
15 U.S.C. 8 770. Because Plaintiffs failed to state a claimfor

a primary violation of the 1933 Act, their “control person” claim

must al so be di sm ssed. Dennis v. General Imaging, Inc., 918

F.2d 496, 508-09 (5th Gr. 1990).

® The heading of Count |1l of the conplaint states that the
claimis brought under Section 12(2), but the body of the count
states that the claimis brought under Sections 12(2) and 17.
The conpl ai nt does not allege facts sufficient to state a claim
under Section 17 and the Plaintiffs do not discuss a clai munder
Section 17 in their response to the notion to dism ss.

12



C. State Law d ai ns

The only source for jurisdiction over Plaintiff's state | aw
clains is the supplenental jurisdiction statute. 28 US.C 8§
1367.* Now that the federal clainms have been dismssed, | wll
not exercise jurisdiction over the state lawclains. 28 U S.C 8§

1367(c) (3).

* The Plaintiffs alleges that jurisdiction is also proper
under the diversity statute. 28 U S.C. § 1332. The conpl ai nt
does not, however, set out the citizenship of each of the
parties.
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IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

GERALYN R WALI SH and : ClVIL ACTION
ROBERT a/ k/ a RON COLE, :
Plaintiffs

V.

THE LEVERAGE GROUP, | NC.,
TENI C, I NC., FRANK JERSEY,
WENDY JERSEY, W LLI AM “BI LL”
THORTON, Ind. and as Seni or
Oficers of Tenic, Inc., and
as Senior Oficers and
Directors of The Leverage

G oup, Inc., Jointly

and Several |y : NO. 97- CV-5908
Def endant s. :
ORDER
AND NOW this day of June, 1998, after consideration of

the Motion of Al Defendants to Dismss the Conplaint, and the
Plaintiff’s response, it is ordered:

1. Counts | and Il (1934 Act clains), and Counts V through

Xl (state law clains) of the conplaint are dism ssed w thout
prej udi ce;

2. Counts IlIl and IV (1933 Act clains) are dism ssed with
prej udi ce.

3. This case is now cl osed.

BY THE COURT:

JAMES MG RR KELLY, J.



