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

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

Dal zel |, J. April 3, 2006
This consolidated litigation is a putative class action
brought on behal f of those who purchased Stonepath G oup, Inc.
securities between March 29, 2002 and Septenber 20, 2004 (the
claimed "C ass Period"). Lead plaintiff dobis Capital Partners,
L.P., ! here sues noninal defendant Stonepath and three of its
current and fornmer officers, Dennis L. Pelino (also a director),
Bohn H. Crain and Thomas L. Scully (collectively the "Individual
Def endants") for violations of the Securities Exchange Act of
1934. Before us now is defendants' notion to dismss plaintiffs'
second amended consol i dated class action conplaint, which [argely
chal | enges whether plaintiffs have sufficiently pleaded the

requi site scienter.?

! On Novenber 8, 2004, upon stipulation of the parties
and pursuant to Fed. R Civ. P. 42(a), we consolidated Civil
Action Nunbers 04-4515, 04-4634, 04-4646, 04-4650, 04-4666, 04-
4670, and 04-4674 under the above civil action nunber. Two weeks
| ater, we further consolidated Cvil Action Nos. 04-4515 and 04-
5390. We appointed G obis Capital Partners, L.P. as |ead
plaintiff in this case and approved its selection of |ead class
counsel on January 18, 2005. Because d obis represents al
pl aintiffs who have been consolidated into this action, we use
"plaintiffs" when referring to A obis's contentions in the notion
consi dered here.

> 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
(continued...)



Fact ual Backqgr ound

On Cctober 27, 2005, we dismissed plaintiffs' first
anended consolidated class action conplaint and permtted themto
file a second anended conpl aint, which they did on Novenber 15,
2005. See In re Stonepath Group, Inc. Sec. Litig., 397 F. Supp.2d

575, 578-80 (E.D. Pa. 2005). Wile many of the alleged facts
remai n unchanged, plaintiffs have added sone new al |l egations, the
nost rel evant bei ng those concerning Stonepath's subsidiary,
St onepat h Logi stics Donestic Services, Inc., that subsidiary's
CEO Gary Koch, and its Air Plus division.® W therefore revisit
the events giving rise to this action and incorporate the new
al | egati ons.

Stonepath is a Del aware corporation with a principa

pl ace of business in Pennsylvania. Second Am Consol. C ass

?(...continued)
Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1420 (3d Crr.
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 deemed 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 Gr. 1996). W shall review factual background for
plaintiffs' clains with these principles in mnd.

® Qur task in identifying the differences was greatly
sinplified by the red-lined version of the second anmended
conplaint that plaintiffs submtted. W are nost grateful for
this professional courtesy, which was of considerable help as we
reviewed the 132-page second anended conpl aint.
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Action Conpl. ("Second Am Conpl.") ¢ 38. 1In early 2001

St onepat h changed from a conpany focused on "devel opi ng early-
stage technol ogy businesses with significant Internet features”
to one that "deliver[ed] non-asset based third-party |ogistics
services." 1d. § 2. To effectuate this transition, Stonepath
bought "numerous" operating businesses in the transportati on and
| ogi stics sector, beginning in the second quarter of 2001. 1d.
19 3, 58.

A. The Acqui sitions

Plaintiffs allege that Stonepath's "nost significant
acqui sition[]" took place on October 5, 2001, when it acquired a
group of M nneapol i s-based privately held conpanies -- MG R
Inc. (d/b/a Air Plus Limted), D stribution Services, Inc., and
Contract Air, Inc. (collectively "Air Plus"). 1d. 11 58, 60.
Air Plus was a "platformacquisition,” that is, an acquisition
"that creates a significant new capability for the Conpany, or
entry into a new gl obal geography.” 1d. § 3. According to
Stonepath's Form 10-K for the year ended Decenber 31, 2001
Stonepath paid $17.5 mllion in cash at closing and agreed to a
$17 million "four-year earn-out arrangenment based on the future
financial performance of Air Plus.” [d. f 59. Stonepath stated
that it:

agreed to pay the former Air Plus

sharehol ders installments of $3.0 mllion in
2003,% $5.0 million in 2004, $5.0 million in

* Stonepath explained in its Form 10-Q for the period
ended Septenber 30, 2002 that "the 2003 installnent will be based
on pre-tax incone of $6.0 mllion achieved during the 15 nonth

(continued...)



2005 and $4.0 million in 2006, each

install ment payable in full if Air Plus

achi eves pre-tax net incone of $6.0 mllion

in each of the years preceding the year of

paynent. In the event there is a shortfall in

pre-tax net incone, the earn-out paynment wll

be reduced on a dollar-for-dollar basis to

the extent of the shortfall. Shortfalls may

be carried over or carried back to the extent

that pre-tax net incone in any other pay-out

year exceeds the $6.0 million |evel.
ld. (footnote added). Stonepath's Cctober 5, 2001 Form 8-K
stated that the earn-out paynents went only to M3R sharehol ders,
and it identified Gary A. Koch as a majority sharehol der of MR
and Contract Air, Inc., as well as the sole sharehol der of
Distribution Services, Inc. [1d. T 60. After the acquisition,
Koch becane the CEO of Air Plus and of Stonepath's donestic
operation, Stonepath Logistics Donestic Services, Inc. ("Donestic
Services"). Id. 11 3, 61

Plaintiffs, drawing from Stonepath's public filings
with the Securities and Exchange Conm ssion, allege that Air
Plus's earnings were key to Stonepath's profitability. W have

consolidated plaintiffs' data in a table:

St onepath's reported Air Plus St onepath's reported

financial results for ear ni ngs financial results for

conti nui ng operations conti nui ng operations

wi t hout Air Plus earnings with Air Plus earnings

2001 ($ 4,694,000) | $ 1,700, 000 ($ 2,994, 000)
2002 ($ 1,034,000) [ $ 4,600,000 $ 3,566, 000
2003 $ 902, 000 $ 6,500, 000 $ 7,402,000

Id. 91 322-32.

*(...continued)
period from Cctober 1, 2001 through Decenmber 31, 2002." Second
Am Conpl. 1 326.



By reporting earnings of $6.3 mllion from COctober 1,
2001 t hrough Decenber 31, 2002 and of $6.5 million in 2003, Air
Plus net the earnings targets that triggered full paynment of the
first two of the four possible earn-out paynents. Accordingly,
its fornmer shareholders, including its nmajority sharehol der
Koch, were entitled to receive $3 mllion in 2003 and $5 nmillion
in 2004.

On May 30, 2002, Stonepath augnented Donestic Services
by acquiring Anerican United, "a Detroit-based privately held
provi der of expedited transportation services." 1d. § 64. It
paid $5.1 mllion in cash at closing, and $11 mllion to "the
former United Anerican shareholder” in a "four-year earn-out
arrangenent based upon the future financial performance of United
Anerican." 1d.

Plaintiffs give sone context for understandi ng Donestic
Services' role within Stonepath. Allegedly, "at the end of the
Cl ass Period, Defendant Pelino responded to an anal yst's question
concerning the effect of the m sstated transportation costs on
[ 2004] gui dance" by stating that "wi thin our existing guidance of
$9 to $11 nmillion, donestic's contribution to that was

approximately 5 million."® 1d. § 318. Thus, it seems that

® Plaintiffs actually state "transportati on costs on

2005 guidance.” 1d. § 318 (enphasis added). However, earlier in
t he second anended conpl aint, they allege that during an August
5, 2004 conference call, Pelino stated that:

Over the near-term we're seeing nore cost

and revenues that will initially project

about 2004. It is this dynam c, which |eads

us to re-express our 2004 EBI TDA gui dance in
(continued...)




Donestic Services was expected to be responsible for about half
of Stonepath's projected 2004 earni ngs.

St onepat h' s acquired conpani es had di sparate pre-
exi sting, or legacy, information systens, as well as their own
operating policies and procedures. |d. T 66. Stonepath stated
that it was eval uating "technol ogi es obtai ned through our
acqui sition strategy" and "commercially avail abl e supply chain
technol ogies” to create its own "best-of-breed" solution, called
Technol ogy in Logistics or Tech-Logis™ 1d. But while
devel opi ng Tech-Logi s™ and working toward an "ultinmate m gration”
of the acquired conpanies' information systens, Stonepath
permtted these conpanies to continue using "their existing
policies and procedures to foster a 'decentralized
entrepreneurial environnment,'" id. { 65, 66.

Using informati on said to have been provided by

Confidential Wtnesses 2-8,° the second anended conpl aint details

°(...continued)
the range of $9mto a $11m

As we've represented in our press rel ease, we
have al so established prelimnary earnings
targets for '05 in the $14mto $16m EBI TDA
range and expected total revenue of $375m

Id. T 269 (enphasis added). While plaintiffs offer conflicting
all egations as to what Pelino said about 2005 earnings gui dance,
only their earlier allegation provides a particular date and
context for the alleged comment. W therefore credit the forner
for purposes of determning the date. |In other words, we assune
t hat Donestic Services' contribution to the 2004 earni ngs

gui dance of $9-11 million was about $5 million.

® For confidential wtnesses, the "underlying
prerequisite [is] that each source is described sufficiently to
support the probability that the source possesses the information
(continued...)



various problenms with these | egacy systens and accounting
prograns. Because these allegations are unaltered fromtheir
previous iteration, we incorporate themby reference as detail ed

in our prior decision. See Stonepath, 397 F. Supp.2d at 578-80.

Stonepath did not limt its acquisitions to donestic
conpanies. It also expanded into international transportation
through its International Services segnent. Second Am Conpl.
3. However, at least in 2002 and 2003, donestic operations
outperforned international operations in ternms of external
custoner revenue: Donestic Services generated $129, 474,000 in
2002 and $78, 319,000 in 2003, while International Services
gener at ed $90, 610,000 in 2002 and $44, 469,000 in 2003. 1d. 1Y 5,
22, 317. Therefore, assum ng no ot her sources generated revenue
fromexternal custonmers for Stonepath, Donestic Services

accounted for 59% of that revenue in 2002 and 64% i n 2003.

B. The Rest at enents

During the C ass Period, Stonepath issued three
restatenents that revised figures the conpany had previously

reported to the SEC

1. The First Restatenent

On July 17, 2003, Stonepath issued a press rel ease
stating that it was discussing wwth the SEC the allocation of the

purchase price for certain acquired conpanies -- Air Plus, United

°(C...continued)
alleged.” Cal. Pub. Enployees' Ret. Sys. v. Chubb Corp., 394
F.3d 126, 155 (3d Cr. 2004).




American, and d obal Transportation. 1d. Y 94. Then, on August
28, 2003, Stonepath made its first C ass Period restatenent when
it filed with the SEC an anended interimfinancial report on a
Form10-Q A Id. ¥ 97. This restated its consolidated financi al
statenments for the periods ended June 30, 2003 and March 31,
2003, and for the years ended Decenber 31, 2001 and Decenber 31
2002, by "(i) allocating nore value to the custoner relationship
i ntangi bl e assets for the Conpany's acquisitions and (ii)
revising the anortization nethod and |ife used for such assets."”
Id. The "consolidated statenents of cash flows for net cash used
in operating activities, net cash used in investing activities

[ and] net cash provided by (used in) financing activities in any

of the restated periods" were not affected. 1d.

2. The Second Rest at ement

On Decenber 29, 2003, Stonepath issued a press rel ease
announcing its second Class Period restatenent, the result of a
problemin the | egacy accounting process of the International
Services division.” [d. T 98. Revenues and transportation costs

had been overstated in offsetting amounts, about $26.8 mllion

" The press rel ease 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
were overstated in |ike anounts because certain interconmpany
transactions representing the buying and selling of
transportation services were not being appropriately
elimnated in consolidation within the division s |egacy
accounting system

ld. 1 98.



for the nine nonths ended Septenber 30, 2003, and $16.9 mllion
for the year ended Decenber 31, 2002. 1d. There was no inpact
on net revenues, net earnings, or earnings before interest,
t axes, depreciation and anortization ("EBITDA"). 1d.

During a Decenber 31, 2003 conference call held to
di scuss the restatenent and to 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.

Id. T 99.
Crai n expl ai ned:

As part of our normal business process, we
have audits done for all materi al
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 nmeans 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
the right nunbers. Al so, 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 | eadership of managenent
of the business units to review business
resul ts.

Id. § 101.



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 aconpb and Gary Koch in Mnneapolis with a
dotted line responsibility back to ne." 1d. § 102. 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 communication remains 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.

Andrew Ponzo then stated his belief that the sane type
of incident would not occur again, but asked, "w thout having
direct reporting into you or conplete control over that, are
there other instances that can happen, and if not [ sic], how do
we control that?" [d. ¥ 103. Pelino responded:

[A]s |’msure you' re aware, Andrew, under

Sar banes-Oxley we’'re right now effectively
identifying every material business process
that exists across the business organization
and wi Il 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 organi zation. 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

10



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. These Forns restated Stonepath's financi al
results by decreasing revenue and costs in |ike amounts for the
year ended Decenber 31, 2002 and for the quarters ended March 31
2003, June 30, 2003, and Septenber 30, 2003. [d. § 105.

3. The Third Rest at enent

On Sept enber 20, 2004, Stonepath announced the need for
athird Cass Period restatenent to revise its financi al
statenments for fiscal year 2003 and for the first and second
quarters of 2004. [d. Y 279. An internal review of Donestic
Services revealed that its accrual process did not account for
the differences between esti mated and actual purchased
transportation costs. 1d. The under-accrual of actual costs was
estimated to be from$4 to $6 mllion for 2003 and from $500, 000
to $1 mllion for the first six nonths of 2004. Id. Stonepath
stated that its reported EBI TDA woul d be reduced to the range of
$2.6 - $4.6 mllion for 2003 and $200, 000 - $700,000 for the
first six nonths of 2004. 1d.

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

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

11



transportation, the Conpany has concl uded

that the process did not accurately account

for the differences between the estinmtes and

the actual freight costs incurred. This

al l owed for the accurnul ati on of previously

unidentified costs of purchased

transportation and an under reported

liability for the accrued costs of purchased

transportation.
Id. T 280.

Furthernore, Pelino announced changes in nmanagenent.
Jason Totah, the CEO of international operations, would al so
becone the CEO at Donestic Services, putting "all of our
| ogi stics operations under one proven |leader." 1d. { 281.
Pelino al so described restructuring of financial and accounting
processes. He nentioned that "senior financial staff of [the]
Donmestic 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 these disclosures, Stonepath's commobn stock
cl osed at $0.86 per share, down 46% fromthe prior closing price
of $1.59, on volune of over 4.8 mllion shares. Id. § 282. The
next day, and a day after the C ass Period ended, Stonepath held
a conference call in which Pelino and Crain partici pat ed. ld. 1
283. Plaintiffs allege that when asked about Stonepath's
di scovery of the understatenent of transportation costs, "Crain
stated that it would be fair to say that the Conpany di scovered
the issue in the |ast 30 days." 1d. { 285.

On January 6, 2005, Stonepath issued a press rel ease

concerning its financial results for the third quarter of 2004.

ld. T 289. In that release, Stonepath also stated that the
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estimated restatenent figures announced in Septenber would be
i ncreased, 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

income for 2001, 2002, 2003 and the first six

nont hs of 2004 is expected to be reduced by

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

$6.1 mllion, respectively.
Id. 1 289. As aresult, the earlier reported 2003 profit of
$7.13 mllion became a | oss of $670,000. 1d. For the first six
nont hs of 2004, the previously reported net |oss of $785, 000
woul d be $6.1 million worse. |d.

Al so on January 6, 2005, Stonepath filed its quarterly
report for the third quarter of 2004 on SEC Form 10- K. 1d. 1
290. It disclosed that the restatenment announced on Septenber
20, 2004 "resulted in technical default of certain financial
covenants of [its credit] Facility." [1d. However, the defaults
were "wai ved" and Stonepath entered into an anended credit

facility which, inter alia, reduced the credit available from $25

mllion to $22.5 mllion, established new m ni mum quarterly
EBI TDA targets, precluded acquisitions, and elimnated LIBOR-
based borrowing. 1d.

On February 11, 2005, Stonepath finally filed the
restatenment it had prom sed the previous Septenber and then
reiterated in January 2005. [d. § 293. On a Form 10-K/ A,
Stonepath restated its financial results for fiscal years 2001
t hrough 2003. [d. The Form 10-K/ A stated that since the

Sept enber 21, 2004 announcenent, Stonepath had anal yzed its costs
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of purchased transportation and revenue transactions. ld. It
found that:

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 mllion 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 paynments
in 2003, $1.9 mllion in 2002 and $0.3
mllion in 2001

Id. This restatenent did not change net inconme for the first and
second quarters of 2004, which, according to the January 6, 2005
press rel ease, was expected to be reduced by $6.1 mllion.

During a conference call ten days earlier, Stonepath's
new y appoi nted President, Bob Arovis, had repeated that "the
restatenents were caused by Stonepath's |ack of understandi ng of
its accrued purchase transportation liability and rel ated costs
for purchase transportation.” Arovis added these details about
t he restatenent:

The aggregate adjustnent of 16.3 mllion is
made up of three major conmponents. The first
part is the adjustnents to net revenues in
purchased transportation of 8.3 mllion. The
remaining two parts were consequentia
effects of the first part, namely incone tax
effects of 3.6 mllion and issues with
respect to earn-out paynments for certain
selling shareholders of 4.4 mllion
Specifically what | nean by consequenti al
effects is that the Conpany’s previously
filed reports did not inproperly record

ei ther the earn-out paynents nade, nor the
taxes reflected in those filings. However,
once we had to restate the earnings,

14



obviously, it inpacted incone taxes and

certainly inpacted the process on which the

earn-outs were nade.
1d. ¢ 292.

"Managenent's Report on Internal Control over Financi al
Reporting," included in Stonepath's 2004 Form 10-K, filed on
April 1, 2005, rehearsed nmuch of what Stonepath had al ready
publicly acknow edged: (1) changes had to be made to disparate
operating systens, financial systens, and financial policies and
procedures; (2) Stonepath had i nadequate controls for assessing
the effectiveness of its internal control over financial
reporting and its consolidation process; and (3) controls rel ated
to accounting for purchased transportati on were inadequate,
resulting in selling sharehol ders receiving earn-out paynents
greater than what they were actually owed, and creating the need
to restate public filings for fiscal years 2002 and 2003, as well
as for the first and second quarters of fiscal year 2004. 1d. 1
297. Regarding the earn-outs, the reduction of Air Plus's

previously reported cunul ative earnings from$12.7 to $8.1

mllion neant that Stonepath paid about $3.9 million nore to Air

Plus's selling sharehol ders that it should have. 1d. 1Y 298,
333. It had al so given the selling sharehol der of United
American about $0.5 million in excess paynents. 1d. 71 299. 1In

both cases, Stonepath reclassified those excess paynents "from

goodwi I | to advances due from shareholders.” 1d. 11 298-99, 333.
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C. The Lawsuit

On Septenber 24, 2004, four days after Stonepath
announced its third restatenent, lead plaintiff Aobis filed this
| awsui t agai nst nom nal defendant Stonepath and Dennis L. Pelino,
Bohn H. Crain, and Thomas L. Scully. Pelino is the Chairnman of
the Board of Directors and served as Chief Executive Oficer of
Stonepath from June 21, 2001 through Cctober of 2004. 1d. § 39.
Crain was the Chief Financial Oficer fromJanuary 10, 2002, and
Treasurer from May 30, 2002 through the end of the C ass Peri od.
Id. 1 40. Scully is a certified public accountant who served as
Vi ce-Presi dent and Controller throughout the C ass Peri od. 1d. 9
41.

The second anended consolidated class action conpl ai nt
states two counts. In Count |, G obis sues all defendants for
vi ol ati ons of Section 10(b) of the Exchange Act and Rul e 10b-5
pronul gated thereunder. In Count Il, it sues the Individual
Def endants for violation of Section 20(a) of the Exchange Act.

Before us now is defendants' notion to dismss the
second anended conplaint. Like the previous notion to dismss,
this notion contends that plaintiffs have failed to sufficiently
pl ead scienter. In the prior conplaint, plaintiffs relied on
both a reckl essness theory and a notive and opportunity theory to
establish scienter, but they have now renoved all references to
the latter theory and rest on a reckl essness theory.

Accordingly, we analyze the scienter allegations under the | egal

standard for pl eadi ng reckl essness.
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. Legal Standard

As noted, Count | of the second anended conpl ai nt

al l eges that defendants violated Section 10(b) of the Act and
Rul e 10b-5 pronul gated thereunder. Section 10(b) nakes 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 U.S.C 8 78j(b) (2003). Rule 10b-5 provides an
enforcenent nechanismfor Section 10(b) by creating "a private
cause of action for investors harned by materially false or

m sl eadi ng statenents.” |In re Alpharma Inc. Sec. Litig., 372

F.3d 137, 147 (3d Cir. 2004). Rule 10b-5 "makes 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 make the statenents
made in the light of the circunstances under which they were

made, not msleading . . . in connection with the purchase or

sale of any security.'” Inre KON Ofice Solutions, Inc., 277
F.3d 658, 666 (3d Gr. 2002) (quoting 17 C.F.R § 240.10b-5(b)).
To state a valid claimfor a violation of Section 10(b)
and Rule 10b-5, a plaintiff nust show that "the defendant (1)
made a m sstatenent or an om ssion 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 proxi mate cause of his or

her injury.” 1d.; see also Sowell v. Butcher & Singer, Inc., 926
F.2d 289, 296 (3d Cir. 1991) (collapsing the first and third

el enents).
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Plaintiffs' securities fraud claimis subject to the
hei ght ened pl eadi ng requirenents of Federal Rule of G vil
Procedure 9(b) and to 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. § 78u-4 (2004)). Rule 9(b)
requires that "[i]n all avernments of fraud or m stake, the
ci rcunstances 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)). Qur Court of Appeals has explai ned
that "Rule 9(b) requires, at a mninum that plaintiffs support
their allegations of securities fraud with all of the essenti al
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 Cr. 2002) (quoting In re

Burlington Coat Factory Sec. Litig., 114 F.3d 1410, 1422 (3d Cr.
1997)) .
The PSLRA inposes an additional "layer of factual

particularity" for pleadings. Rockefeller Cr., 311 F.3d at 217.

It requires a plaintiff who alleges that a defendant nmade an
untrue statenment 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).
Mor eover, when the plaintiff nust prove that the defendant acted
with a particular state of mnd, the conplaint nust "state with

particularity facts giving rise to a strong inference that the
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defendant 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 nust sufficiently plead scienter if the
second anended conplaint is to survive a notion to dismss. See

Ernst & Ernst v. Hochfelder, 425 U S. 185, 193, 96 S. C. 1375,

1381 (1976). Scienter, in the context of securities fraud, is:

a nental state enbracing intent to deceive,
mani pul ate or defraud, or, at a m ni num

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

KON, 277 F.3d at 667 (citations and internal quotations
omtted).

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

to be inadequate to withstand Rule 9(b) scrutiny. In re

Advanta Corp. Sec. Litig., 180 F.3d at 539 (quoting Ml donado v.

Dom nguez, 137 F.3d 1, 10 (1st Cir. 1998)); cf. In re Aetna Inc.

Sec. Litig., 34 F.Supp.2d at 953 (distinguishing Advanta on the

ground that it did not address scienter in context of

corporation's core business activities). Rather to the point
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here, "clains essentially grounded on corporate m snmanagenent are
not cogni zabl e under federal |law. " Advanta, 180 F.3d at 540
(quoting In re Craftmatic Sec. Litig., 890 F.2d 628, 638-39 (3d
Gir. 1989)).

It is not enough for plaintiffs to "allege generally
t hat defendants knew or reckl essly disregarded each of the fal se
and m sl eadi ng statenents for which [they were] sued," because

"plaintiffs nust allege facts that could give rise to a 'strong

i nference of scienter." |1n re Burlington Coat Factory Sec.
Litig., 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 circunstances indicating conscious or reckless behavi or
by defendants or (2) allege facts showing both a notive and a

cl ear opportunity for conmtting the fraud." 1d.; see also

Advanta, 180 F.3d at 534-35 (discussing standards for pleading
scienter in light of PSLRA). Allowng scienter to be established
t hrough reckl essness "pronotes the policy objectives of
di scouragi ng deliberate ignorance and preventing defendants from
escaping liability solely because of the difficulty of proving
conscious intent to coomt fraud." Advanta, 180 F.3d at 535.
Because plaintiffs here have now chosen to proceed solely under a
reckl essness theory, see Pls." Mem Qpp'n Defs.' Mt. ("Pls.'
Mem ) 14, we set forth the legal standard for that theory only.

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
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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

it." Advanta, 180 F.3d at 535 (quoting MlLean v. Al exander, 599

F.2d 1190, 1197 (3d Cr. 1979)). Thus, scienter "requires 'a
m srepresentation so recklessly made that the cul pability
attaching to such reckl ess conduct cl osely approaches that which

attaches to conscious deception.'" |In re Digital Island

Securities Litigation, 357 F.3d 322, 332 (3d G r. 2004) (quoting

McLean v. Al exander, 599 F.2d at 1197 (3d Cr. 1979)).

I11. Analysis
Plaintiffs allege that "Defendants portrayed Stonepath
as an increasingly profitable conpany positioned to expand and

conti nue earnings growh through strategic acquisitions,” despite
the fact that they "knew, or recklessly disregarded, that

St onepat h was pl agued by internal control deficiencies,
especially at Air Plus, the core conponent of the Conpany's nost
i nportant subsidiary, Donestic Services." 1d. 1 6. Ar Plus's
control deficiencies allegedly caused it to consistently
understate transportati on expenses -- its |argest operating cost
-- which resulted in materially inflated O ass Period earnings.
Id. These cost understatenents are also said to have caused
Stonepath to overpay mllions of dollars to former Air Plus

shar ehol ders, who, under the ternms of the acquisition agreenent,
were entitled to earn-out paynents when Air Plus net certain

earnings targets. 1d. Finally, the understatenents are also

said to have caused defendants to overstate inportant financi al
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benchmar ks and earnings estimates. [d. 1 7. Wen Stonepath
issued its three restatenents, plaintiffs allege that "the truth
energed . . . that far frombeing a profitable growth conpany,
Stonepath was, in fact, a conpany with a greater than reported

| oss for 2001, mnimal earnings for 2002, and no earnings for
2002 through the first six nonths of 2004." [|d.

In nmoving to dismss the second anended consol i dat ed
conpl ai nt, defendants contend that plaintiffs have failed to
sufficiently plead scienter. Plaintiffs respond that their
| atest conpl aint pleads the requisite scienter under a

reckl essness theory.

B. Section 10(b) and Rule 10b-5

Plaintiffs advance two main argunents in support of
their reckl essness theory. First, they contend that defendants’
conduct constitutes an extrenme departure fromthe standards of
ordinary care, largely because they failed adequately to nonitor
transportation costs at the core business, Donmestic Services.
Second, they assert that Koch's financial interest in Donestic
Servi ces' performance gave rise to defendants' hei ghtened duty to
nonitor transportation costs at Air Plus.

Bef ore addressing the parties' contentions, we note
that we will not rehash findings fromour earlier decision that
the parties have not called into question by presenting rel evant
new facts or argunents. |In particular, we reiterate that the
third restatenent's magni tude was "undeni ably | arge, and

therefore relevant, but alone it does not establish
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reckl essness,"” In re Stonepath Group, Inc. Sec. Litig., 397

F. Supp. 2d at 588, and that "transportation revenues are central
to Stonepath's business,” id. at 590-91. Wth that foundation in
mnd, we turn to plaintiffs' argunents

Plaintiffs first argue that defendants' conduct
constitutes an extrene departure fromthe standards of ordinary
care. They contend that they have satisfied our previous
directive to "show that Domestic Services' transportation costs
are at the core of Stonepath's business,” id. at 591, and that
defendants therefore had a duty to nonitor the accuracy and
integrity of its process for reporting of transportation costs.
Because Stonepath is said to publicly report transportation costs
on a consolidated basis, plaintiffs are unable to provide precise
figures on the transportation costs of Donestic Services and its
various divisions. See Pls.' Mem 16. These figures are
exclusively within defendants' control, so we shall not penalize

plaintiffs for not producing them See In re Burlington Coat

Factory Sec. Litig., 114 F. 3d at 1418 (relaxing Rule 9(b)'s

requirenents "where the factual information is peculiarly within
t he defendant's know edge or control,” but affirm ng that even in
such cases "boilerplate and conclusory allegations will not
suffice" and "[p]laintiffs nust acconpany their |legal theory with
factual allegations that nake their theoretically viable claim
pl ausi ble. ™).

In fact, the figures that plaintiffs provide are
sufficient to show that Donestic Services was indeed the dom nant

subsidiary, at least in 2002 and 2003. As already detail ed,
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Donestic Services generated 59% of Stonepath's external custoner
revenue in 2002 and 64%in 2003. Moreover, earnings fromAir
Plus were critical to Stonepath's profitability fromat | east
2001 through 2003. By 2004, it seens the donestic and
i nternational operations may have been of roughly equa
inportance in terns of EBITDA, given Pelino' s statenent that
Donestic Services was responsi ble for about half of Stonepath's
proj ected 2004 earnings. However, drawi ng all reasonable
inferences in plaintiffs' favor, we find that they have
adequately pled that Donestic Services was the dom nant
subsidiary for nost of the Class Period, so Donmestic Services
transportation revenues had greater financial inport for
Stonepath than International Services' transportation revenues.
Accepting that as true, we nmust consider whether we can
i mpute know edge of Air Plus's accounting deficiencies to the
I ndi vi dual Defendants. Plaintiffs do not chall enge our previous
finding -- based on the figures reported in Stonepath's Form 10-K
and the third restatenent -- that Stonepath's transportation
costs were $153, 718,000 in 2003 and $84, 478,000 in 2002, and that
transportation costs were understated by $4.4 mllion for 2003
and $1.6 mllion for 2002, i.e., less than 2.9% of transportation
costs for 2003 and 1.9%in 2002. W found before, and reaffirm
today, that variances of 2.9% and 1.9% were not of such nmagnitude
t hat defendants could be deened to have known about, or been
suspi ci ous of, accounting inproprieties.

In reaching that decision, we relied on In re Al pharna

Inc. Securities Litigation, 372 F.3d 137 (3d Cr. 2004). In that
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securities fraud case, inproper accounting nethods used at a
Brazilian subsidiary affected Al pharma's net incone. The Court
of Appeals found that plaintiffs did not adequately plead that
def endants knew about the accounting irregularities. The panel
noted the conplaint was "devoid of any allegations” that AHD s
Brazil division was "so central to Al pharma's business” that
conpany executives should have noticed the Brazil division's
i ncreased reported revenues. |d. at 151. It further observed
that "the Brazil division's total revenue accounted for only
slightly nore than one half of one percent of the conpany's total
revenue in 1999." 1d. (enphasis in original).

Plaintiffs contrast those small nunbers with Donestic
Servi ces' denonstrated inportance to Stonepath's profitability.
Despite Donestic Services' significance, we nust still consider
whet her the relatively small variances shoul d have warned the
| ndi vi dual Defendants of accounting problens. |ndeed, even if we
assune that Donestic Services was only responsible for half of
Stonepath's transportation costs (i.e., $76,859,000 in 2003 and
$42, 239,000 in 2002), Donestic Services then understated its
transportation costs by 5.7%in 2003 and |l ess than 3.8%in 2002.
G ven these relatively small margins, we | ook to when ot her
courts in this jurisdiction inputed know edge to defendants in
securities cases.

O course, know edge that a statenent was fal se or

m sl eadi ng cannot be inputed to a defendant sinply because he or

she held a certain position within a conpany. See Advanta, 180

F.3d at 539. CQur courts have repeatedly held, however, that
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know edge of core activities of a business may be inputed to its
hi ghest officials in some circunstances. For instance, courts
have found that allegations were sufficiently pled that director
and officer defendants knew or should have known they were making
m sstatenents where a defendant personally and often solely
negoti ated sone transactions and participated in many ot hers that
were "a significant part" of a conpany's business and which the

Court found "involved msstatenents,” In re Tel -Save Sec. Litig.,

C. A. No. 98-3145, 1999 W 999427, at *5 (E.D. Pa. Cct. 19, 1999);
where defendants participated in discussions about i nproper
conpany practices during which others expressed reservations

about those practices and even called for themto stop, see In re

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

2001); and where defendants occupi ed the top corporate positions
during an $8.9 billion nerger that was plagued with "w despread

integration problens," In re Aetna Inc. Sec. Litig., 34 F.Supp.2d

935, 953 (E.D. Pa. 1999). Even where a conpany's "prem er
product” is at issue, "this fact al one does not warrant inputing
to the Individual Defendants know edge of subtleties discernable

only through detailed study of nonthly and quarterly . . . data.”

In re Bio-Technology General Corp., 380 F.Supp.2d 574, 597
(D.N.J. 2005); but cf. Inre Viropharma, Inc., Sec. Litig., No.

02-1627, 2003 W. 1824914, at *9 (E.D. Pa. Apr. 7, 2003) (inputing
know edge where pharmaceuti cal conpany's "hi ghest ranking
menbers” alleged to have m sstated informati on about the

conpany's | eadi ng drug product undisputedly had access to
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clinical trial reports questioning the efficacy and safety of
t hat drug).
Wi | e none of these courts expressly held that
i mputabl e information had to be easily discoverable, the Courts
plainly did not inpute know edge absent particularized
al | egations showi ng that defendants had anple reason to know of
the falsity of their statenents. Thus, while courts will inpute
know edge of core activities in sone cases, they do so
cautiously. Gven our Court of Appeals's recent rem nder that
"‘[g]eneralized inputations of know edge' do not satisfy the
scienter requirenment 'regardless of the defendants' positions
Wi thin the conpany,'" Al pharma, 372 F.3d at 149 (quoting Advanta,
180 F.3d at 539), caution is not sinply prudent, it is required.
| ndeed, we have further reason to tread carefully in
this area when we consider the cases that the court in Al pharma

approvingly cited. See 372 F.3d at 151. In Kushner v. Beverly

Enterprises, Inc., 317 F.3d 820 (8th Cir.2003), the court noted
that ""the failure of a parent conpany to interpret
extraordinarily positive performance by its subsidiary . . . as a
sign of problens and thus to investigate further does not anount
to reckl essness under the securities laws'."” [d. at 829 (quoting

Novak v. Kasaks, 216 F.3d 300, 309 (2d Gr. 2000)). In Chill wv.

General Electric Co., 101 F.3d 263 (2d Cr. 1996), the Second

Circuit held that "[g]iven the significant burden on the
plaintiff in stating a fraud cl aim based on reckl essness, the
success, even the extraordi nary success, of a subsidiary will not

suffice initself to state a claimthat the parent was reckless
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in failing to further investigate[, and] [f]raud cannot be
inferred sinply because [the parent corporation] m ght have been
nore curious or concerned about the activity at [its
subsidiary]." 1d. at 270. Lastly, Alpharma cited In re
Conshare, Inc. Securities Litigation, 183 F.3d 542 (6th Cr.

1999), where the Sixth Circuit cited Chill for the proposition
that courts "should not presune reckl essness or intentional

m sconduct froma parent corporation's reliance on its
subsidiary's internal controls.” [d. at 554.

Thus, even though we accept that Donestic Services was
the nore inportant of Stonepath's two subsidiaries and that Air
Plus's earnings were key to Stonepath's profitability from 2001
to 2003, the relevant jurisprudence prevents us fromreflexively
imputing to the Individual Defendants know edge of a subsidiary's
under-reporting of transportation costs. W cannot do so absent
strong indications that those defendants had sufficient reason to
know of , or be suspicious about, the defective accounting system

See al so Novak v. Kasaks, 216 F.3d 300, 309 (2d Cr. 2000)

("Where plaintiffs contend defendants had access to contrary
facts, they nust specifically identify the reports or statenents
containing this information.").

Not ably, plaintiffs have not alleged that Donestic
Services' financial reports were unusual or out of line with
expectations. They have not alleged that Air Plus's earning
targets of $6 mllion were unrealistic, and that the |ndividual
Def endants therefore should have been suspici ous when Air Plus

realized those goals. Wiile plaintiffs have adequately pled that
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sonme people in field offices knew of Air Plus's accounting
systens deficiencies, they still have not pled "particul ari zed
facts show ng that the information about under-accrual -- or, for
that matter, any of the alleged accounting and financi al
reporting problens described by their confidential w tnesses --
reached defendants well before Stonepath's restatenents.”
St onepat h, 397 F. Supp. 2d at 589.

W also find it telling that throughout the C ass
Period, while the Individual Defendants were allegedly
artificially inflating stock prices with their fraudul ent
m srepresentations, they were sinultaneously buying Stonepath
stock.® Pelino bought 100,000 shares on February 27, 2003° and
25,000 shares on May 7, 2004.' As of the latter date, he was
t he beneficial owner of 431,222 shares. ™ In March of 2003,
Pelino accepted shares instead of a m ninum cash bonus of

$360, 000 that he was otherw se entitled to under his enpl oynment

8 Under Oran v. Stafford, 226 F.3d 275, 289 (3d Cir.
2000), we can take judicial notice of public disclosure docunents
filed wwth the SEC. See also Advanta, 180 F.3d at 540 (draw ng
information fromForm4s filed with the SEC and attached to
defendants' notion to dismss). Accordingly, we take notice of
the SEC filings that defendants cite to establish their stock
pur chases, which they attached to their first notion to dism ss
as Exhibits C, D, E and F.

® See Pelino's Form4, Feb. 27, 2003, available at
http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546/ 000095011603001846
[formd. ht m

1 See Pelino's Form4, Mar. 10, 2004, available at
http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546/ 000095011604001480
/ xsl F345X02/ p331876_ex. xmi .

4.
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2 and for his 2003 bonus, Pelino accepted options to

agreenent, !
buy 675,600 shares instead of a $1,080,000 cash bonus. ** Crain
and Scully al so purchased Stonepath stock during this tine.
Crai n bought 79,897 shares between May 7, 2004 and June 30, 2004,
and beneficially owned 97,497 shares as of June 30, 2004. *
Scul ly bought 879 shares on June 30, 2004, and beneficially owned
7,779 shares. ™

Plaintiffs do not challenge that, rather than selling
stock during the Cass Period, the Individual Defendants were
actually buying nore. Nor do plaintiffs offer any theory that
woul d reconcile their allegations with these defendants' actions.
The I ndivi dual Defendants' investnent actions negate an inference

that they were aware of or recklessly disregarded financi al

reporting problens. See Advanta, 180 F.3d at 540-41 ("Far from

supporting a 'strong inference' that [two] defendants had a
notive to capitalize on artificially inflated stock prices,"
their sales of 7 percent and 5 percent of their holdings, plus

one's continued ownership of a "sizable percentage of Advanta's

12 See Stonepath's Form 14-A at 24, Apr. 8, 2004,
avail able at http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546
/ 000095011604001173/ def 14a. t xt .

B d.

4 See Crain's Form4, May 10, 2004, avail able at
http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546/ 000095011604002066
[ xsl F345X02/ p332920_ex.xm , and Form 4, July 2, 2004, available
at http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546/ 000095011604001
479/ xs| F345X02/ p331877_ex. xni .

1 See Scully's Form4, July 2, 2004, available at
http://ww. sec. gov/ Archi ves/ edgar/ dat a/ 1093546/ 000095011604002069
/ xsl F345X02/ p332919_ex. xm .
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out st andi ng stock"” in fact suggested "they had every incentive to
keep Advanta profitable").

Plaintiffs have failed to plead facts show ng that the
| ndi vi dual Defendants were presented with suspicious earnings
figures or information that would call into question otherw se
reasonabl e earnings reports. W therefore cannot inpute
know edge to those defendants of the deficiencies of an
accounting programused by a subsidiary, albeit an inportant one.

Per haps recogni zing that Donmestic Services' reported
earni ngs woul d not alert the Individual Defendants to accounting
probl ens, plaintiffs introduce another theory regarding the
rel evance of the understated costs. They contend that the under-
reported transportati on costs should be neasured by reference to
their inpact on net inconme and earnings. |In other words, they
ask us to assess the Individual Defendants' scienter based on the
i npact that the under-reporting had on Stonepath's net inconme and
earni ngs, and not on whether the transportation costs Donestic
Services actually reported shoul d have appeared suspect to the
seni or corporate officers.

To establish the validity of this theory, plaintiffs

rely on four district court cases, Carley Capital G oup v.

Deloitte & Touche, 27 F.Supp.2d 1324 (N.D. Ga. 1998); In re

Wel |l care Managenent Group, Inc. Securities Litigation, 964

F. Supp. 632, 636, 638-40 (N.D.N. Y. 1997) (finding scienter

adequately pled under two theories -- notive and opportunity and
consci ous and reckl ess behavior -- where earnings per share fell
by 50% and 75% for the two years preceding a restatenent); In re
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Mller Industries, Inc. Securities Litigation, 120 F. Supp. 2d

1371, 1382 (N.D. Ga. 2000) (citing Carley for the proposition
that "all eged GAAP viol ati on must be conbined with other factors,

such as a drastic overstatenent of financial results, to give

rise to a strong inference of scienter"); and Chu v. Sabratek
Corp., 100 F. Supp.2d 827 (N.D. I'll. 2000) (denying in part notion
to dism ss because the facts alleged raised strong inference of
intentional or reckless fal se statements where sone defendants
had reason to know of inproper accounting). A review of these
cases shows that the particularized facts those plaintiffs

al |l eged gave reason to find that the defendants knew of, or had
reason to be suspicious about, allegedly inproper accounting
practices. Mrreover, the holdings do not support the theory that
pl aintiffs advance.

In Carley Capital Goup v. Deloitte & Touche, the

plaintiffs sued an accounting firm"heavily involved" in the
managenent of a conpany. 27 F.Supp.2d at 1339. The defendant
all egedly "specifically direct[ed] the inclusion of $12.5 mllion
of revenues and inconme” in violation of the Generally Accepted
Accounting Principles ("GAAP") and of the conpany's own revenue
recognition policy, and issued an unqualified audit opinion that
the financial statements confornmed with the GAAP. The accounting
firmdid all this despite having advised the conpany that it was
understating expenses and overstating incone. |d. at 1330-31
The court did not find sufficient allegations of reckless
behavi or based only on the m sstatenents' inpact on the conpany's
profitability.
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The court in Wellcare found that plaintiffs alleged
"facts tending to show negligence that is tantanmount to intent”
where a conpany's president and CFQ Vi ce-President of Finance
were all eged to have "had know edge of, condoned, and/or
encour aged” del i berate earni ngs overstatenent, demands for
unwar r ant ed checks, demand for, and receipt of, checks for
nonexi stent deficits, msstatenent of assets, inproper treatnent
of an acquisition as a purchase rather than a consolidation, and
recognition of a license fee wthout having received paynent or
assurance of paynent. 964 F.Supp. at 635-36, 640. The court's
anal ysi s does not suggest that its hol ding was grounded on the
earni ngs overstatenents' effect on earnings per share.

In Chu, the court held that plaintiffs all eged
"specific facts" concerning an alleged m scharacterization of $39
mllion in research and devel opnent expenses as intangible assets
rat her than expenses, and "[f]or this reason” it did not dismss
the clai ns agai nst certain defendants. 100 F. Supp. 2d at 840.
Again, the court's decision did not rely on how the all egedly
I nproper accounting affected reported earnings.

In short, plaintiffs have not pointed to any authority
that would permt us to find scienter sinply because a
m sstatenent materially inpacted net incone and earnings. W
therefore will not adopt such a theory. Instead, we anal yze the
scienter allegations under the established jurisprudence as we
have described it.

Plaintiffs also ask us to apply the materiality

analysis from Gnino v. Gtizens Uilities Co., 228 F.3d 154,
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163-65 (2d G r. 2000). But defendants here are chall enging the
sufficiency of the allegations as they concern scienter, not
materiality, and these are two distinct elenents under a Section

10(b) analysis. See In re KON Ofice Solutions, Inc., 277 F.3d

658, 666 (3d Cir. 2002) (stating five elenents for claimbrought
under Section 10(b) and Rule 10b-5). Plaintiffs have cited no
authority in our GCrcuit or any other that would permt us to
take the novel approach of conflating the | egal standards for
these two el enents. Because only scienter is at issue here, we
apply, as we nmust, the well-devel oped | egal standards for this
particul ar elenment of a Section 10(b) claim

In sum plaintiffs have failed to plead facts show ng
that Donestic Services' inaccurate transportation cost accounting
was known to, or should have been obvious to, defendants at any
point significantly prior to Stonepath's restatenent
announcenents. Thus, plaintiffs' theories and alleged facts in
support of their first argunent fail to give rise to the
requisite strong inference of scienter.

Plaintiffs' second argunent is that the earn-out
arrangenents used to purchase Air Plus and United American -- and
particularly Koch's dual position as a beneficiary of the Ar
Pl us earn-out paynents and as the CEO of Donestic Services and
Air Plus -- created for defendants a "hei ghtened duty to nonitor
the accuracy of the data underlying the financial results
reported by Air Plus.” Second Am Conpl. § 71. As a ngjority
sharehol der in Air Plus, Koch, along with other fornmer Ar Plus

sharehol ders, was entitled to, and did in fact receive, earn-out
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paynents when Air Plus met certain earnings targets. Plaintiffs
allege that his financial interest as a seller is a
di stingui shing factor, and they reject defendants' argunent that
Koch's interest is akin to any executive who m ght have a
generalized notive to maxim ze his or her conpany's earnings to
recei ve bonuses, stock options, and pronotions.

To establish the existence of this heightened duty,

plaintiffs cite SEC v. Aqua-Sonic Products Corp., 524 F. Supp

866, 880 (S.D.N. Y. 1981), aff'd, 687 F.2d 577 (2d Cr. 1982), and
Laram Corp. v. Anron, No. 91-6145, 1995 W 128022 (E.D. Pa. Mar.

23, 1995), aff'd, 91 F.3d 166 (Fed. Cir. Apr. 19, 1996). Neither
of these cases supports plaintiffs' proposition.

We first note that SEC v. Agua-Soni ¢ Products Corp. is

a Second Circuit pre-PSLRA case, so it was not decided under the
jurisprudence to which we are now bound. Putting aside that

crucial difference for the nonent, Agua-Sonic bears no

resenblance to this litigation. There, a trial reveal ed that

def endants, partners in an enterprise and attorneys thensel ves,
had tw ce been advised by outside law firns that their enterprise
m ght be covered by the securities laws. 524 F. Supp. at 880.
After an enpl oyee researched the matter and the partners

di scussed it, they concluded that this advice was incorrect and
therefore chose not to conply with the securities laws. [1d. The
court found that the failure to obtain another outside opinion
and reliance on the opinion of attorneys with a financi al

interest in the enterprise was reckless. 1d. By contrast,

plaintiffs here offer no particularized allegations that the
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I ndi vi dual Defendants ignored advice fromauditors or |egal
counsel that Air Plus's accounting system m ght be deficient.

Plaintiffs' second citation, Laram_ Corp. v. Anron, is

neither a securities case nor a PSLRA litigation. It is a case
arising out of alleged patent and trademark infringenent of toy
wat er guns, and plaintiffs' citation to that court's di scussion
of a comrercial disparagenent claimhas no relevance to this
post - PSLRA case.

Thus, neither of plaintiffs' citations supports the
proposition that defendants had a "hei ghtened" duty to nonitor
Air Plus's accounting because of Koch's earn-out paynents.

Mor eover, Donestic Services had its own CFO, Joe D G acono, and
Controller, JimAnderson. Even if, as plaintiffs allege, Messrs.

Di G acomp and Anderson knew of the accounting problens, *°

not hi ng

al | eged suggests that those officers had a particul arized notive

toinflate their subsidiaries' reported earnings, or that

def endants were reckless in relying on their underlings' work.
Plaintiffs al so suggest that Koch's resignation, and

the defendants' alleged failure to elaborate on its

circunstances, is telling for purposes of scienter. Koch's

departure, by itself, tells us nothing about the Individual

' On such a hypothesis, Di G aconp and Anderson woul d
be in the sane scienter shoes as the officers in our Court of
Appeal s's recent In re Suprema Specialties, Inc. Securities
Litigation, 438 F.3d 256, 279-80 (3d Cr. 2006) (finding
"specific know edge" where officers "signed mllions of dollars
in conpany checks during the class period" and "controlled all of
t he bookkeepi ng connected with the accounts” at issue).
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Def endants' nental state when they were reviewi ng Donestic
Servi ces' earning reports.

To recapitul ate, the second anmended conpl aint details
three restatenents, each concerning a different financial
reporting problemw thin Stonepath. The final restatenent, which
materially affected Stonepath's profitability during the C ass
Period, was necessary because an accounting program used w thin
an inportant division of Stonepath's dom nant subsidiary failed
to accurately record the difference between estimted and act ual
transportation costs. Plaintiffs allege that the Individual
Def endants, who later admtted to a "lack of understandi ng" of
this process, were reckless in failing adequately to nonitor
Donestic Services' transportation costs both because it was a
core business and because its CEO was a fornmer Air Plus
shar ehol der who recei ved earn-out paynents when Air Plus achieved
certain benchmarks.

Despite Donestic Services' inportance, we hold, for the
reasons di scussed at |ength herein, that plaintiffs have failed
to plead particularized facts denonstrating that the Individua
Def endants, who continued to invest in Stonepath stock during the

Class Period, acted wth the requisite |evel of scienter.

B. Secti on 20(a)

In Count 11, the second anended conpl ai nt all eges that
t he defendants viol ated Section 20(a) of the Act, 15 U.S.C. §
78t (a) (2004). That section inposes joint and several liability

on one who controls a corporation that violates federal
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securities laws. The defendants suggest that we shoul d dism ss
this claimbecause plaintiffs fail to plead their other federa
cl ai m adequately and a Section 20(a) claimw |l not Iie when
there are no actionabl e i ndependent underlying violations of the

Act . See In 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. 2002) ("[I]t is well-settled that controlling person
liability is premised on an i ndependent violation of the federal
securities laws.").

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

dism ss the Section 20(a) claim

| V. Concl usion

Plaintiffs have again failed to allege particul arized
facts that create a strong inference that defendants acted with
the scienter that the law requires. W therefore grant
def endants' notion to dismss and bring this litigation to a

cl ose before us.

BY THE COURT:

/[s/ Stewart Dal zell, J.
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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 3rd day of April, 2006, upon
consi deration of defendants' notion to dism ss (docket entry
#57), plaintiffs' response thereto, and defendants' reply, and in
accordance with the acconpanyi ng Menorandum it is hereby ORDERED
t hat :

1. Def endants' notion to dismss is GRANTED; and

2. The Cerk shall CLOSE this case statistically.

BY THE COURT:

[s/ Stewart Dal zell, J.




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
JUDGVENT
AND NOW this 3rd day of April, 2006, in accordance

with the acconpanying Order and Menorandum JUDGVENT |S ENTERED
in favor of defendants Stonepath G oup, Inc., Dennis L. Pelino,
Bohn H. Crain, and Thomas L. Scully and against plaintiffs dobis
Capital Partners, L.P., Matthew J. Bobula, Jon L. Boler, Richard
Bassin, Garco Investnents LLP, Mchael Hanmett, Gary Hol | ander,

and Judi Fri edman.

BY THE COURT:

/sl Stewart Dal zell, J.




