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Passenger brought action against airline to recover
for injuries sustained when plane encountered turbu-
lence. The United States District Court for the North-
ern District of Indiana, Andrew Rodovich, United
States Magistrate Judge, entered judgment as matter
of law in favor of airline, and passenger appealed.
The Court of Appeals held that: (1) aviation expert
was properly excluded from testifying; (2) refusal to
grant continuance was not abuse of discretion; and
(3) passenger's unsubstantiated testimony was insuf-
ficient to create fact issue.

Affirmed.

West Headnotes
[1] Evidence 157 €~>555.2

157 Evidence
157X1I Opinion Evidence
157XTI{D} Examination of Experts
157k555 Basis of Opinion

157k555.2 k. Necessity and Suffi-
ciency. Most Cited Cases
Trial judge must determine whether expert’s opinion
is grounded in methods and procedures of science,
and whether opinion has sufficient factual underpin-

nings. Fed.Rules Evid.Rule 702, 28 U.S.C.A.

[2] Evidence 157 €~555.7

157 Evidence

137X1I Opinion Evidence
137X11(D) Examination of Experts
157k555 Basis of Opinion

157k555.7 k. Due Care and Proper
Conduct. Most Cited Cases
Aviation expert's failure to explain why he ignored
weather data and testimony given by pilots to extent
that those facts conflicted with his opinion that pilots
were negligent for failing to properly use radar while
flying through area where thunderstorms were pre-
dicted precluded expert from testifying in passenger's
negligence action against airline; expert did not give
any additional data or information that he relied
upon. Fed.Rules Evid.Rule 702, 28 U.S.C.A.

[3] Federal Courts 170B €823

1708 Federal Courts
170BVIII Courts of Appeals
170BVIII(K) Scope, Standards, and Extent
170BVII{K)4 Discretion of Lower Court

170Bk&23 k. Reception of Evidence.
Mast Cited Cases
Court of Appeals reviews district court's decision to
exclude expert testimony for abuse of discretion.
Fed.Rules Evid.Rule 702, 28 U.S.C.A.

[4] Evidence 157 €=°514(1)

157 Evidence
157X Opinion Evidence
1STXII(B) Subjects of Expert Testimony

157k514 Management and Operation of

Vehicles, Machinery, and Appliances
157k514(1) k. In General. Most Cited

Cases
District court's refusal to permit aviation expert to
testify in passenger's negligence action against airline
as to fact that thunderstorms could create severe tur-
bulence was not abuse of discretion, where airline's
pitots admitted that thunderstorms were known to
cause severe turbulence, but undisputed evidence
indicated that turbulence that plane struck was clear-
air turbulence, not thunderstorm-related turbulence.
Fed.Rules Evid.Rule 702. 2§ UI.S C.A.

[5] Federal Civil Procedure 170A €-21852
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176A Federal Civil Procedure
[70AXIT Continuance
170Ak1852 k. Discretion of Court. Most
Cited Cases
District court has broad discretion in determining
whether to grant continuance.

161 Federal Civil Procedure 170A €~1856

170A Federal Civil Procedure
[70A XTI Continuance
170Ak1853 Grounds

170Ak1856 k. Absence of Witness or Evi-
dence in General. Most Cited Cases
Drstrict court's refusal to grant continuance in pas-
senger's negligence action against airtine in order to
give passenger more time to retain aviation expert
after her expert was rejected was not abuse of discre-
tion, where case was almost two and a half years old,
it had already been continued and delayed so as to
allow passenger opportunity to obtain expert wit-
nesses, passenger had plenty of time to evaluate prof-
fered expert's report and deposition, and airline had
filed motion in limine within time established by
court.

[7] Federal Courts 170B €776

170B Federal Courts
170BVIII Courts of Appeals
170BVHI(K) Scope, Standards, and Extent
L70BVIII(K)t Tn General

170Bk776 k. Trial De Novo. Most
Cited Cases
Court of Appeals reviews district court's grant of
judgment as matter of law de novo. Fed.Rules
Civ.Proc.Rule 50. 28 U.S C.A.

[8] Federal Civil Procedure 170A €=92515

170A Federal Civil Procedure
170AXVII Judgment
170AXVII(C) Summary Judgment
170AXVII(C)2 Particular Cases
170Ak2515 k. Tort Cases in General.
Most Cited Cases
Passenger's unsubstantiated testimony that pilot toid
her immediately after flight that they had flown
through thunderstorm was insufficient to create fact

issue In passenger's action to recover for injuries sus-
tained when plane encountered turbulence as to
whether pilot had duty to warn of possible turbu-
lence, where undisputed testimony indicated that tur-
bulence was clear-air turbulence, not thunderstorm-
related turbulence, passenger did not make claim
until she took stand at trial, claim contradicted pas-
senger's deposition testimony, pilot's testimony, and
testimony of all other witnesses, and passenger sub-
mitted no weather reports confirming thunderstorms
at that time and in that location.

[9] Carriers 70 €-295.1

70 Carriers
JO1V Carriage of Passengers
70IV(D) Personal Injuries
70k294 Management of Conveyances

70k295.1 k. Air Carriers, Most Cited
Cases
Pilot had no duty to warn passengers to fasten their
seatbelts when he saw clouds and haze in front of
him, and thus airline was not lable for injuries sus-
tained by passenger when plane struck turbulence,
where cirrus clouds observed by pilot were not capa-
ble of causing type of turbulence they experienced.

[10] Carriers 70 £305(4)

70 Carriers
701V Carriage of Passengers
701V(D) Personal Injuries
70k305 Proximate Cause of Injury

70k305(4) k. Management of Convey-
ances, Most Cited Cases
Pilot's alleged failure to properly use plane's radar
during flight was not proximate cause of injuries sus-
tained by passenger when plane encountered turbu-
lence, where clear-air turbulence that caused passen-
ger's injuries could not have been detected by radar,

[11] Evidence 157 <&=~78

157 Evidence
15711 Presumptions
157k74 Evidence Withheld or Falsified
157k78 k. Suppression or Spoliation of
Evidence. Most Cited Cases
Airline’s destruction of documents pertaining to

weather at time of flight did not give rise to inference
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that missing evidence was favorable to passenger
seeking to recover for injuries sustained when plane
encountered turbulence, where documents were de-
stroyed in ordinary course of business, and passenger
obtained independent reports as to actual conditions
that day.

*435 Appeal from the United States District Court
for the Northern District of Indiana, Hammond Divi-
sion, No. 98 C 119. Andrew Rodovich, Magistrate
Judge.

Before RIPPLE, MANION, DIANE P. WOOD, Cir-
cuit Judges.

ORDER

**] United Airlines Flight 516 from New Orleans to
Chicago encountered turbulence on May 3, 1996.
One of the passengers on board, Geraldine Barber,
was injured, and she sued United Airlines for negli-
gence, Prior to trial, the district court granted United
Airlines' motion in limine, barring Barber's proffered
aviation expert, Dr. Michael Hynes. The trial pro-
ceeded, but at the close of evidence the district court
granted United Airlines judgment as a matter of law.
Barber appeals, and we affirm.

I. Background

On May 3, 1996, Geraldine Barber was returning to
the Chicago area aboard United Airlines Flight 516
from an educational conference held in New Orleans.
Flight 516 was in Captain James Kainer's charge, and
First Officer James O'Neal was second in command.
The initial leg of the flight was smooth, but about
forty miles south of St. Louis the plane encountered
moderate to severe turbulence, which caused the
plane to suddenly pitch up severely and then level
off.

The incident lasted only a few moments, and the re-
mainder of the flight was uneventful, but at the time
the plane struck the turbulence, the “fasten seatbelt”
sign was off and Geraldine Barber, whose seatbelt
was loosely fastened, was thrown forward, She struck
her head and shoulders against the seat in front of
her. Barber claims that as a result she suffered shock,
fright, and severe pain, and that the accident tore her
rotator cuff, which required surgery. Barber also

claims that while at work the following year, she fell
after having tried to lift herself up using her injured
shoulder. As a result, Barber claims that she suffered
severe damage to her knee which also required sur-
gery. Barber further contends that her injuries even-
tually caused her to take early retirement from her job
as a school administrator.

Almost two years after the incident, Barber sued
United Airlines alleging that United Airlines was
negligent because it flew through an area where
thunderstorms were predicted, because the pilot
failed to properly use the radar, and because the pi-
lots failed to avoid the weather system which caused
the turbulence, To support *436 her case, Barber re-
tained Dr. Michael Hynes as an aviation expert, but
prior to trial, on United Airlines' Motion in Limine,
the district court ™ barred Hynes's testimony, con-
cluding that Hynes's methodology was flawed be-
cause he ignored weather data and testimony given
by the pilots to the extent that those facts conflicted
with his opinion.

ENI1. The parties consented to trial by a
magistrate judge pursuant to 28 U.S.C. §
636(c)1). For simplicity, we refer to the
trial court as the district court,

Barber then presented her case to the jury without Dr.
Hynes's testimony. At trial, Captain James Kainer
testified that from the moment of takeoff in New Or-
leans to approximately 100 miles south of St. Louis,
the flight “was smooth, visibility was good, the seat-
belt sign was off, it was a routine flight.” He further
testified that about forty miles outside of St. Lowss, he
turned on the plane's radar ™  Captain Kainer ex-
plained that it takes about ten seconds for the radar to
warm up, and that after he had turned it on and it had
warmed up, he had a clear picture which showed no
“convective or precipitative activity.” However, a
few minutes later, as Captain Kainer was tweaking
the radar,™ the aircraft struck clear air turbulence,
pitching up. Captain Kainer explained that clear air
turbulence cannot be seen either visually or on radar.
He further testified that he had flown the same route
earlier in the day and had not experienced any turbu-
lence, nor did any other pilots report incidents of
clear air turbulence along that route. Additionally,
Captain Katner stated that while thunderstorms were
predicted in the area for later in the day, at the time
that the plane struck the turbulence there were no

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.
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thunderstorms.

EN2. Captain Kainer explained that a plane's
radar is not always kept on; rather, pilots
switch the radar on only when they believe
there is a need for it. Captain Kainer ex-
plained that he turned the radar on because
he knew that storms were predicted for later
in the evening and he wanted to see what the
weather would be like on his drive home
from the Chicago airport, and to get an
overview of the weather coming into 1lli-
nois.

FN3. Captain Kainer also explained that the
radar picture must be continuously
“tweaked,” i.e., adjusted for distance and/or
intensity,

**2 Geraldine Barber then took the stand. She testi-
fied that after the plane landed, while she was waiting
inside the Chicago airport to go home, Captain
Kainer approached her, telling her that he had flown
through a thunderstorm and that he did not have his
radar on. This was the first time that Barber made
such a claim; she did not mention these statements in
efther her deposition or in a diary that she kept fol-
lowing the incident. Barber claimed that she remem-
bered Captain Kainer's remarks after having seen him
testify the previous day, which according to Barber
jogged her memory.

Following the close of Barber's case, United Airlines
moved for Judgment as a Matter of Law, arguing that
Barber failed to present any evidence that United
Airlines was negligent. Specifically, United Airlines
asserted that because the undisputed evidence estab-
lished that the turbulence was “clear air” turbulence
which cannot be seen, and was not turbulence associ-
ated with thunderstorms, United Airlines was not
liable for Barber's injuries. The district court agreed,
granting United Airlines’ Motion for Judgment as a
Matter of Law. Barber appeals.

II. Analysis
A, Motion in Limine

On appeal, Barber initially argues that the district
court erred in barring Dr. *437 Hynes's expert testi-

meny. Federal Rule of Evidence 702 provides that

If scientific, technical or other specialized knowledge
will assist the trier of fact to understand the evidence
or to determine a fact in issue, a witness qualified as
an expert by knowledge, skill, ex perience, or training
ot education may testify thereto in the form of an
opinion or otherwise.

[1] In Daubert v. Merrell Dow Pliarmaceuticals, Inc.,
509 U.S. 579, 113 S.Ct. 2786, 125 L.FEd.2d 469
(1993}, the Supreme Court held that Rule
70Z"impeses on the trial court the obligation, when
dealing with expert witnesses, 1o ensure that scien-
tific testimony is ‘not only relevant but reliable.” °
Goodwin v. MTD Products, Inc., 232 F.3d 600, 608
(7th Cir.2000) {quoting Dauberr, 509 U.S, at 589,
113 S.Ct. 2786). This requires a trial judge to de-
termine whether an expert's opinion was grounded in
the methods and procedures of science, and whether
the opinion had sufficient factual underpinnings. 7d

[2] A review of Dr. Hynes's proffeered expert opinion,
his deposition testimony, and the overall record con-
firms the district court's conclusion that in formulat-
ing his opinion, “Dr. Hynes relied on weather data,
but he rejected some weather data that contradicted
his opinion.” The district court also accurately noted
that Dr. Hynes “rejected the testimony of the pilot
and the copilot, which contradicted his opinion,
fand][i]n formulating his opinion, Dr. Hynes did not
give any additional data or information that he relied
upon, which formed the basis of rejecting seme of the
weather data and the opinions of the copilots.” Dr.
Hynes also did not adequately explain why he ig-
nored certain facts and data, while accepting others.
Nor did Dr. Hynes present any other data which sup-
ported his opinion-he merely accepted some of the
testimony and weather data that suited his theory and
ignored other portions of it that did not. Because in
formulating his opinion Dr. Hynes cherry-picked the
facts he considered to render an expert opinion, the
district court correctly barred his testimony because
such a selective use of facts fails to satisfy the scien-
tific method and Daubert, and it thus fails to “assist
the trier of fact.” Fed.R.Civ.Proc. 702.

**3 [3] On appeal, Barber does not challenge the
district court's reasoning that Dr. Hynes's proffered
expert opinion failed to satisfy Dawubert because of
his selective use of data. Rather, she argues that in-

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.
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stead of prohtbiting Dr. Hynes from testifying en-
tirely, be should have been allowed to testify about
the effect of thunderstorms, namely that they are
known to cause severe turbulence. She also believes
that the district court should have allowed him to
testify concerning the steps that United Airlines could
have taken to avoid the turbulence or to warn passen-
gers. We review the district court's decision to ex-
clude expert testimony for an abuse of discretion.

United States v. Crotteau, 218 F.3d 826, 831 (7th

Cir.2000).

[4] Barber's argument ignores the fact that the pilots
themselves admitted the obvious-that thunderstorms
are known to cause turbulence, including severe tur-
bulence, and that company policy is to re-route
fiights to avoid thunderstorms and to warn passengers
to fasten their seatbelts. Because these points were
already established-and by the defendants’ own em-
ployees-we do not believe the district court abused its
discretion by failing to allow Dr. Hynes to likewise
opine on the effects of thunderstorms. Moreover, the
real question was not whether thunderstorms cause
turbulence or whether United Airlines could have re-
routed the flight, but whether the turbulence which
Flight 516 struck was clear air turbulence or thunder-
storm-related turbulence. As explained*438 below,
the evidence presented during trial established that
the turbulence was clear air turbulence. Therefore,
even had Dr. Hynes been allowed to testify on more
limited grounds, he would have added nothing new
and United Airlines would still have been entitled to
judgment as a matter of law 2

EN4. Barber also argues that the district
court should have held an evidentiary hear-
ing to determine whether Dr. Hynes was
qualified to testify on a more limited basis.
There was no need for an evidentiary hear-
ing, however, given the extensive briefing
on the issue and the district court's more
than thorough review of Dr. Hynes's prof-
fered expert opinion and deposition testi-
mony. Also, as just noted, even if Dr. Hynes
were allowed to testify on more limited
grounds, that would not have altered the
outcome of this case, and therefore we find
no abuse of discretion in the district court's
decision not to hold an evidentiary hearing.

{5]6] Barber also argues that the district court should

have granted her a continuance so as to allow her
more time fo retain another expert witness. A district
court has broad discretion in determining whether to
grant a continuance. Brooks v. United States, 64
F.3d 251, 256 (7th Cir.1995). In this case, the district
court refused to grant a continuance, noting that the
case was almost two and a half years 'old and that it
had already been continued and delayed so as to al-
low the plaintift the opportunity to obtain expert wit-
nesses. The district court also noted that the plaintiff
had plenty of time to evaluate Dr. Hynes's report and
deposition and that the defendant had filed the mo-
tion in limine within the time established by the
court. Under these circumstances, the district court
did not abuse its broad discretion in denying Barber's
request for a continuance.

B. Judgment as a Matter of Law

Following the close of Barber's case, United Airlines
moved for Judgment as a Matter of Law pursuant to
Federal Rule of Civil Procedure 30, arguing that Bar-
ber had failed to present sufficient evidence to sup-
port her theory of negligence. Specifically, United
Airlines asserted that while thunderstorms may cause
turbulence, and while thunderstorms were predicted
in the area of the flight for later in the day, there was
no evidence that the turbulence which Flight 516
encountered was caused by thunderstorms. Rather,
the only evidence presented during Barber's case-in-
chief established that the turbulence which caused
Barber's alleged injuries was clear air turbulence,
which cannot be seen visually or by radar. Thus,
United Airlines could not have avoided the turbu-
lence or warned the passengers to fasten their seat-
belts. The district court agreed with United Airlines
and granted it judgment as a matter of law,

**4 [7] We review a district court's grant of judgment
as a matter of law de novo,“asking whether the evi-
dence presented, combined with all the reasonable
inferences permissibly drawn therefrom, is sufficient
to support the verdict when viewed in the light most
favorable to the party against whom the motion is
directed.” Lagne v. Hardee's Food Systems, Inc., 184
F.3d 705, 707 (7th Cir.1999),

In this case, Barber did not introduce enough evi-
dence to support her claim. Specifically, she failed to
introduce any evidence demonstrating that United
Airlines could have predicted {(and thus either have

© 2009 Thomson Reuters/West. No Claim to Orig, US Gov. Works.
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avoided or warned passengers about} the turbulence
which caused her alleged injuries. Rather, the undis-
puted evidence established that the turbulence which
Flight 516 struck was what is called “clear air turbu-
lence.” Clear air turbulence cannot be seen either
visually or by radar. Additionally, the evidence estab-
tished that United Airlines had no other warning of
*439 the clear air turbulence, as Captain Kainer had
flown the same route earlier in the day and had not
experienced any clear air turbulence, and no other
pilots who had flown that same route had called in
reports of turbulence. Because there was no way that
United Airlines could have known of the presence of
clear air turbulence, it could not have avoided the
turbulence or warned Barber of its presence.

[8] Barber responds by arguing that she was entitled
to get to the jury because she presented evidence that
Captain Kainer had flown through a thunderstorm.
The evidence she refers to is her own trial testimony;
Barber testified that after the incident while she was
waiting inside the airport to return home, Captain
Kainer came up to her and told her that he had flown
through a thunderstorm. This (i.e. at trial) was the
first time that she made such a claim, having never
mentioned this alleged statement in the pleadings or
during discovery. In fact, she was thoroughly ques-
tioned in her pre-trial deposition about her conversa-
tion with the pilots immediately after the flight. She
then satd that one pilot told ber they had no prior
warning of bad weather. He thought it was fog. She
said nothing about the pilot telling her they flew
through a thunderstorm. Barber claims that she only
remembered this statement after she saw Captain
Kainer testifying at trial.

Initially, we note that no other witnesses claimed that
the plane flew through a thunderstorm. In fact, sev-
eral of Barber's coworkers (including her sister) testi-
fied that the day was sunny and beautiful, and they
mentioned nothing about a storm. Nor were there any
weather reports confirming thunderstorms at that
time and in that location. In fact, the weather reports
for that day in St. Louis, Missouri showed only a
trace of water at 3:00 p.m,, and by 4:00 p.m. there
was only 1/100 of an inch of rain, and by that time
Flight 516 had passed through St. Louis and had
landed at O'Hare. Both pilots also testified as to the
weather conditions, and stated specifically that they
did not fly through a thunderstorm. Captain Kainer
also testified that the weather information he had

received prior to leaving New Orleans was that “there
was some activity that was developing that was sup-
posed to come into the Midwest maybe at the end of
the evening, into that night,” but the fiight took place
in the early-to-mid afternoon. Thus, Barber's last-
minute recollection contradicts all of the other evi-
dence, including her own deposition. And while we
must be careful to avoid “supplanting our view of the
credibility or the weight of the evidence for that of
the jury,” to avoid judgment as a matter of law a
party must present “more than a mere scintilla of evi-
dence.” Lgne, 184 F.3d at 706 (internal quotation
omitted). In light of the entire record and the over-
whelming contradictory evidence, Barber's self-
serving statement that Captain Kainer had told her
that he had flown through a thunderstorm constitutes,
at best, a mere scintilla of evidence, and thus is insuf-
ficient to support her claim of negligence.™

FNS5. This statement also does not contradict
the other trial evidence which established
that the turbulence was clear air turbulence,
as opposed to thunderstorm-related turbu-
lence. Thus, even considering this statement,
Barber still has not presented any evidence
that thunderstorms in the area caused the
turbulence which led to her alleged injuries.

**5 [9] Next, Barber argues that the evidence sup-
ports her theory that United Airlines was negligent in
failing to warn the passengers that it was approaching
a weather system and that turbulence was possible. In
support of this theory, Barber points to Captain
Kainer's testimony that prior to striking the turbu-
lence, he saw clouds and haze in front of him. Ac-
cordingly,*440 even if there were no thunderstorms
in the vicinity, Barber asserts that because Captain
Kainer saw clouds and a haze before experiencing the
turbulence, he could have warned the passengers to
fasten their seatbelts. While it is true that Captain
Kainer stated that he saw clouds prior to striking the
turbulence, he explained that they were “little cirrus
type clouds, just-it might have been a haze layer,”
and that such clouds cannot cause the type of turbu-
lence they experienced. Barber did not presented any
evidence to the contrary. Moreover, she had the op-
portunity to cross-examine Captain Kainer and to ask
whether it were possible that the clouds were some-
thing else or could have caused the turbulence. Yet
that was not the testimony; rather, Captain Kainer
explained that the clouds were unrelated to a weather

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



Case: 1:02-cv-05893 Document #: 1362 Filed: 01/31/09 Page 10 of 79 PagelD #:35210

17 Fed. Appx. 433
17 Fed.Appx. 433, 2001 WL 950885 (C.A.7 (Ind.))

(Not Selected for publication in the Federal Reporter)

Page 7

(Cite as: 17 Fed.Appx. 433, 2001 WL 950885 (C.A.7 (Ind.)))

system and could not have caused the turbulence they
experienced. Therefore, there is insufficient evidence
to support this theory as well.

[10] Barber further contends that the evidence created
a reasonable inference that Captain Kainer failed to
properly use the plane's radar, having turned it on
only seconds before the incident. She argues that this
constituted negligence. Initially, we note our skepti-
cism of Barber's portrayal of the evidence. While
Captain Kainer did note that he had turned on the
radar only a few minutes before the plane pitched up,
he definitively stated that the radar was on, warmed
up, and that he had a clear picture of the flight path
prior to encountering any turbulence. Barber chal-
lenges this evidence with her own last-minute recol-
lection that Captain Kainer had told her that he did
not have the radar on at all. This testimony contra-
dicted her own diary in which she stated that Captain
Kainer had told her that he got no warning from the
radar. In any event, even if Captain Kainer failed to
properly use the radar during the flight, Barber still
could not succeed on her negligence theory because
the evidence established that the turbulence which
caused her alleged injuries was clear air turbulence,
and that clear air turbulence can not be detected by
radar. Therefore, any alleged negligence did not
cause Barber's alieged injuries.

C. Standard of Care

On appeal, Barber also argues that the district court
improperly determined the appropriate standard of
care. Prior to trial, the district court concluded that 14
C.F.R. § 91.13(a) establishes the standard of care at
issue: “No person may operate an aircraft in a care-
less or reckless manner so as to endanger the life or
property of another.” Barber asserts that the appro-
priate standard is set forth in 49 US.C. §
44701(1)(A), which provides “the duty of an air car-
rier [is] to provide service with the highest possible
degree of safety in the public interest,” Barber also
cites the standard of care section in Section 44702
which recognizes “the duty of an air carrier to pro-
vide service with the highest possible degree of
safety in the public interest.” 49 U.S.C. § 44702,
Thus, according to Barber, United Airlines owed her
a duty of the “highest possible” care. We need not
decide this issue today, however, because no matter
how high the standard of care, as discussed above,
Barber has failed to present sufficient evidence to

support her claim against United Airlines under any
standard of care because there 1s no evidence from
which a reasonable jury could conclude that United
Airlines could have foreseen (and thus warned about
or avoided) the turbulence.

D. Missing Evidence Instruction

**6 [11] Finally, Barber argues that the district court
erred in concluding that she was not entitled to a
missing evidence instruction. Specifically, Barber
contends that United Aitline's failure to present cer-
tain*441 documents pertaining to the weather at the
time of the flight justifies giving a missing evidence
instruction. In support of her position, she cites
Niehus v. Liberio, 973 F.2d 526, 530 (7th Cir.1992),
wherein this court explained that such an instruction
may be appropriate if “there is evidence that a party
would surely have introduced it had it been helpful,
permitting an inference that the evidence would in-
stead have helped his opponent.” First, since this
case never got to the jury, any issue of jury mstruc-
tions is moot. Second, to the extent that Barber is
really arguing that in considering the motion for
judgment as a matter of law the district court should
have inferred that the weather data destroyed by
United Airlines favored Barber's case, no such infer-
ence is appropriate here because the evidence estab-
lished that the records were destroyed in the ordinary
course of business. Moreover, the records Barber
complains were destroyed consisted merely of the
weather forecast provided to the pilots prior to the
flight, and since Barber obtained independent reports
as to the actual conditions that day, the missing re-
ports would still be insufficient to create an issue of
fact for the jury because those reports merely pre-
dicted weather conditions. The ewidence established
the actual conditions the plane en countered, namely,
clear air turbulence which carnot be seen and thus
cannot be avoided or warned again st.

[1I. Conclusion

While there is no dispute that United Airlines Flight
516 struck turbulence en route from New Orleans to
Chicago and that the plaintiff Geraldine Barber was
injured, Barber has failed to present sufficient evi-
dence to establish negligence o United Airlines'
part, no matter how high the standard of care, be-
cause the undisputed evidence establishes that the
turbulence was clear air turbulence which could not
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have been predicted. The district court alse did not
abuse its discretion in barring Barber's proffered ex-
pert because in formulating his opinion Dr. Hynes
selectively considered the pilots’ testimony and the
weather reports and thus his opinion lacked a scien-
tific basis. For these and the foregoing reasons WE
AFFIRM.

RIPPLE, Circuit Judge. I concur in the result,
C.A.7 (Ind.),2001.

Barber v. United Airlines, Inc.

17 Fed. Appx, 433, 2001 WL 950885 (C.A.7 (Ind.))

END OF DOCUMENT
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July 1, 2004.

W. Kelly Puls, Puls Taylor & Woodsoen, Fort Worth,
TX, James S. Notis, Richard B. Margolies, Abbey
Gardy, Jeffrey §. Abraham, Abraham & Associates,
Joseph H. Weiss, Weiss & Yourman, Jules Brody,
Stull Stull & Brody, New York, NY, Roger F. Clax-
ton, Claxton & Hill, Dallas, TX, for Plaintiffs.

Paul R. Bessette, Jennifer R. Brannen, Michael J.
Biles, Blair C. Hedges, Akin Gump Strauss Hauer &
Feld, Austin, TX, James N. Kramer, Brobeck Phleger
& Harrison, San Francisco, CA, for Defendants.

MEMORANDUM OPINION AND ORDER

GODBEY, I.

*] Before the Court are Defendants’ Motion to Ex-
clude the Expert Testimony of Professor R. Richard-
son Pettit, filed March 24, 2004, and Plaintiffs’ Mo-
tion to Certify Class, filed September 12, 2003, De-
fendants argue that the principles and methodology
employed by Plaintiffs' expert witness fail to satisfy
the standard for reliable expert testimony set forth by
Federal Rule of Evidence 702 and Daubert v. Merrill
Dow Pharmaceuticals, Inc., 509 U.S. 579, 113 §8.Ct.
2786, 125 1.Ed.2d 469 (1993), and Professor Pettit's
testimony concerning market efficiency is accord-
ingly inadmissible for the Court's consideration of
Plaintiffs' Motion for Class Certification. Because
Professor Pettit's use of absolute values and the dates
he chooses to support his contention of market effi-
ciency are not reliable, Defendants' motion to exclude
is granted. Absent Professor Pettit's testimony, the
presumption of market efficiency, which would sup-
port an application of the fraud on the market theory,
does not apply. Accordingly, proof of individual reli-
ance is required for each Plaintiff, and Plaintiffs do
not satisfy the predominance element required for
class certification under Federal Rule of Civil Proce-
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dure 23.
I. BACKGROUND

Plaintiffs purchased Ascendant Solutions Inc. (“As-
cendant”) common stock between its initial public
offering on November 11, 1999, and January 24,
2000. Ascendant provided proprietary software and
comprehensive service solutions that enabled Internet
retailers and direct marketing companies to outsource
their order management and fulfillment operations.
Plaintiffs allege that Ascendant and its top executives
issued materially false and misleading statements
regarding Ascendant's sales, revenues, and business
model immediately before and following Ascendant's
initial public offering, artificially inflating the price
of Ascendant common stock. Specifically, Plaintiffs
claim that Ascendant's 1999 prospectus included
false and misleading statements concerning the scope
of Ascendant's systems and services and its success
in establishing successful systems for existing clients.
According to Plaintiffs, the failures obscured by As-
cendant's public statements soon surfaced, resulting
in a breakdown in Ascendant's ability to generate
order and shipping information, a loss of existing
clients, and a swift drop in stock price.

On January 23, 2001, investors filed the first of five
class actions against Ascendant and its top execu-
tives, alleging violations of federal securities laws.
On April 25, 2001, the five actions were consoli-
dated, and the Court appointed lead plaintiffs. The
lead plaintiffs filed a consolidated amended class
action complaint on July 26, 2002. The Court granted
in part and denied in part Ascendant's motion to dis-
miss by order dated July 22, 2003. Plaintiffs filed the
instant motion for class certification on September
13, 2003, without any supporting expert testimony.
Ascendant contends that Plaintiffs do not satisfy the
predominance requirement for a class action under
Rule 23, because they fail to establish the element of
efficiency needed in order to utilize the presumption
of individual reliance through the “fraud on the mar-
ket” theory. Plaintiffs in their reply for the first time
offered expert testimony on market effi-
ciency.™Defendants filed their Motion to Exclude
the Expert Testimony of Professor R. Richardson
Pettit on March 24, 2004, challenging the testimony
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of Professor Pettit concerning the market efficiency
for Ascendant stock.

FN1. The Court discourages that practice.

I1. PROFESSOR PETTIT'S CONCLUSION THAT
THE MARKET WAS EFFICIENT IS NOT RELI-
ABLE

*2 Initially, Plaintiffs argue that any consideration of
the admissibility of Professor Pettit's testimony is
premature, since class certification is not the appro-
priate stage to indulge in a “battle of the experts.”
While Plaintiffs are correct that the class certification
stage is not the time to conduct an inquiry into the
merits of the case, the Court must still determine
whether Plaintiffs have met their burden of proving
market efficiency-so as to satisfy the Rule 23 re-
quirement of predominance-when considering class
certification. See Lehocky v. Tidel Technologies,
Inc, 220 FR.D. 491, 507-08 (S.D.Tex.2004) (exam-
ining Professor Pettit's analysis of market efficiency
at class certification stage); Krogman v. Sterritt, 202
FR.D. 467. 477 n .14 (N.D.Tex.2001) {(weighing
conflicting expert testimony concerning market effi-
ciency in order to conclude that plaintiff was not enti-
tled to presumption of reliance for class certification
purposes). Although many courts, such as the Le-
hocky court, weigh the admissibility of expert testi-
mony in the context of a motion for class certification
rather than a Daubert-style motion to strike, the Fifth
Circuit has made clear that:

A district court certainly may look past the pleadings
to determine whether the requirements of rule 23
have been met. Going beyond the pleadings is neces-
sary, as a court must understand the claims, defenses,
relevant facts, and applicable substantive law in order
to make a meaningful determination of the certifica-
tion issues.

Castano v. Am. Tobacco Co., 84 F.3d 734, 744 (5th
Cir.1996). In many cases, it makes sense to consider
the admissibility of the testimony of an expert prof-
fered to establish one of the rule 23 elements in the
context of a motion to strike prior to considering
class certification. See McNamara v. Bre-XMinerals
Lid, No. 5:97-CV-159. 2002 WL 32076175, at *4
(E.ID.Tex. Sept.30. 2002) (considering defendants'
rule 702 motion to strike expert's testimony of market
efficiency prior to subsequent class certification
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analysis). In order to consider Plaintiffs' motion for
class certification with the appropriate amount of
scrutiny, the Court must first determine whether
Plaintiffs' expert testimony supporting class certifica-
tion is reliable. Accordingly, a Dauberi-type review
1s not premature.

Defendants move to exclude Professor Pettit's testi-
mony conceming the efficiency of the market for
Ascendant stock, because, they contend, his analysis
of stock price movement in response to company-
specific news is severely flawed. Courts frequently
utilize analysis of cause-and-effect relationship be-
tween unexpected corporate events or financial re-
leases and immediate responses in the stock price in
order to measure market efficiency. See Cammer v,
Bloom, 711 F.Supp. 1264, 1287 (D.N.1.1989);
Krogman, 202 F.R.ID. at 477. However, Professor
Pettit's seemingly ad hoc use of “information days”
and improper use of absolute value compels the
Court to find his testimony unreliable.

*3 Professor Pettit's identification of “information
days” includes dates that appear to be consciously
chosen in order artificially to support his hypothesis
of efficiency. Many of the dates identified by Profes-
sor Pettit do not conform to any generally-accepted
finance methodology wused to establish effi-
ciency. " For example, Professor Pettit includes No-
vember 11, 1999, the date of Ascendant’s initial pub-
lic offering, as an information day. Because the clos-
ing price on November 10, 1999 was not set on an
open, efficient market-indeed, the stock was not
available on November 10-the “news” of an initial
public offering cannot reasonably be said to be re-
flected in the stock’s price change on November 11,
1999,

EN2. Professor Pettit's analysis is further
complicated by his limited data set of just
six or seven “information days,” his failure
to control for industry effects, and his incon-
sistent application of a two-day window.

Similarly, the inclusion of December 1, 1999, ap-
pears to skew Professor Pettit's analysis artificialiy.
Plaintiffs contend that a Bloomberg News article
concerning the resignation of Ascendant's corporate
operating officer was responsible for a statistically
significant price change, showing the efficiency of
the market for Ascendant stock by quickly reflecting
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the new information through stock price movement.
However, the Bloomberg article, released late in the
trading day, simply reports the earlier price drop and
attributes such price movement to incorrect rumors
circulating on Internet message boards. The use of
Internet rumors as “information” to support a hy-
pothesis that the market quickly reflects unexpected
corporate events or financial releases appears to be
unprecedented in finance methodology. ™ Certainly,
it does not comport with the Cammer factors of mar-
ket efficiency. Cammer, 711 F.Supp. at 1287.

EN3., Thus, while Internet rumors may one
day be an acceptable basis for expert opin-
ion in a court, use of them is not at present a
reliable methodology.

Professor Pettit's inclusion of November 15, 1999, as
an information day is similarly flawed. Plaintiffs
suggest that November 15, 1999 is an appropriate
“information day” because that day a Wall Street
Journal article was published that included positive
information concerning the Internet outsourcing in-
dustry. However, the news article did not mention
Ascendant at all and does not appear to implicate
Ascendant's business model directly. The Cammer
efficiency factors evaluate whether stock price re-
sponds to company-specific news, not indusiry-
specific news. Cammer, 711 F.Supp. at
1287; Krogman, 202 F.R.D. at 477.

In fact, while Ascendant's stock price rose an aston-
ishing 69.7 percent from the market close on Friday
November 12, 1999, through market close Monday,
November 15, 1999 (defined in Professor Pettit's
analysis as a 638.5 percent residual return), none of the
stocks specifically mentioned in the Wall Street Jour-
nal article had a price increase higher than 4 percent.
Indeed, over half of the stocks mentioned by name in
the Wall Street Journal piece were unchanged or
closed at a lower price, suggesting that the article
could not have been responsible for the incredible
one-day gain.

Most importantly to the Court's analysis of Professor
Pettit's methodology, the single data point provided
by the November 15 price spike biases Plaintiffs'
analysis so vastly that without that date, the differ-
ence between information and non-information days
is not statistically significant. According to Professor
Paul Gompers' report, the siriple inclusion of No-
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vember 15, 1999, without more, drives Professor
Pettit's conclusion that Ascendant was traded on an
efficient market. The very fact that the November 15
outlier alone dictates the result of Professor Pettit’s
analysis compels the Court to conclude that Plaintiffs
have not established that Professor Pettit's testimony
is the product of reliable principles and methods, as
required by Federal Rule of Evidence 702.

*4 In addition, Professor Pettit utilizes absolute value
to determine market price reaction to company ncws,
a technique never previously used to test for market
efficiency and disavowed by the author of an article
presented by Plaintiffs to support its use. Although
the use of absolute value can certainly reflect respon-
siveness to new information, it cannot determine
whether changes in stock price are unbiased, a central
requirement of market efficiency theory. The very
purpose of requiring market efficiency before apply-
ing the fraud-on-the-market presumption is severely
undercut by ignoring the direction of price movement
in response to new information. Indeed, if stock price
1s inversely related to the content of new information
(for example, stock price decreases upon the an-
nouncement of good news, and increases on the an-
nouncement of bad news), a plaintiff class cannot be
presumed to have relied upon positive statements in
purchasing stock. This common sense conclusion
explains why the use of true values, rather than abso-
lute values, is generally accepted in the field of fi-
nancial economics, and absolute values have never
been used to test for market efficiency. As Professor
Gompers explains, the use of absolute values under-
cuts Professor Pettit's central conclusion, because:

Pettit treats absolute price changes as if they are dis-
tributed normally when converting t-values to sig-
nificance levels. This is clearly incorrect, since a
normal distribution includes negative values, while
the absolute values of residuals cannot be negative.
Accordingly, Pettit's claim that ““there is a 97% and
98% probability that the market reactions are differ-
ent (larger) on ‘information days' than on ‘non-
information days™ * is false because that conclusion is
based on a normal distribution and absolute values
are not distributed normally.

Rebuttal Expert Report of Paul A. Gompers, dated
March 18, 2004, at 12. Accordingly, the techniques
supporting Professor Pettit's finding of market effi-
ciency have not been tested, have not been subject to
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peer review and publication, and do not enjoy general
acceptance within a relevant scientific community.
Daubert, 509 U.S. at 592-94. For those reasons, the
Court finds Professor Pettit's testimony not to be reli-
able and grants Defendants' motion to strike it.

III. WITHOUT PROOF OF EFFICIENCY, PLAIN-
TIFTS' MOTION FOR CLASS CERTIFICATION IS
DENIED

Ruie 23 of the Federal Rules of Civil Procedure sets
forth the elements that must be met before a class is
certified. First, Rule 23(a) states:

One or more members of a class may sue or be sued
as representative parties on behalf of all only if (1)
the class is so numerous that joinder of all members
is impracticable, (2) there are questions of law or fact
common to the class, (3) the claims or defenses of the
representative parties are typical of the claims or de-
fenses of the class, and (4) the representative parties
will fairly and adequately protect the interests of the
class.

*S FED. R. CIV. P. 23(a);, Stirman v. Exxon Corp.,
280 F.3d 554, 558-59 (5th Cir.2002). Also, the pro-
posed class action must satisfy at least one clement of
Rule 23(b}.1d. at 559. Here, Plaintiffs rely on Rule
23(bX3), which requires that the questions common
to the class predominate over questions affecting in-
dividual members and that a class action be superior
to other available methods for the fair and efficient
adjudication of the controversy. FED. R. CIV.P.

23(b)}(3).

In the instant matter, Ascendant argues that Plaintiffs
have failed to satisfy the element of predominance,
because the individual plaintiffs cannot be presumed
to have relied upon the representations of Ascendant
without an initial showing that Ascendant common
stock traded in an efficient market. Without establish-
ing efficiency, Plaintiffs may not resort to the “fraud
on the market” theory of reliance, and will have to
establish individual reliance for each individual
plaintiff-thus foreclosing class certification. Castano
v. Am. Tobacce Co., 84 F.3d 734. 745 (5th Cir.1996)
(*a fraud class action cannot be certified when indi-
vidual reliance will be an issue™). District courts have
consistently explained that:

The key issue regarding predominance is whether
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plaintiffs are entitled to a presumption of reliance
applicable to all class members. Griffin v. GK Inteili-
gent Sys., Inc., 196 F.R.D. 298 303 (5.D.Tex.2000).
The fraud-on-the-market presumption of reliance “is
only available when a plaintiff demonstrates that a
defendant made frandulent misrepresentations or
omissions concerning a security that is actively
traded in an ‘efficient market,” thereby establishing a
‘fraud on the market.” > Binder v. Gillespie, 184 F.3d
1059, 1064 (9th Cir.1999) (citing Basic Inc. v. Levin-
son, 485 11.8. 224, 241-42, 108 S.Ct. 978, 99 1. .Ed.2d
194(1988); O'Neil v. Appel, 165 F.RD. 479. 498
{(W.D.Mich.1996); Krogman, 202 F.R.D. at 477; GK
Intelligent, 196 FR.D. at 303-04 (indicating that
Plaintiff bears the burden of proof on showing that
the market was efficient throughout the class period).
Whether a company's stock traded in an efficient
market is a complex issue that requires an analysis of
numerous factors, including: (1)} how quickly new
information about the company is reflected in the
stack price; (2) the stock's trading volume; (3) analyst
coverage; (4) market maker activity; and (5) eligibil-
ity to file a Securities Exchange Commission
{“SEC™} Form S-3 registration statement. Krogman,
202 F.R.D, at 477. Federal courts typically look to
expert testimony to decide this issue. See, eg.,
Krogman, 202 F.R.D. at 477, O'Neil, 165 FR.D. at
484,

Lehocky, 220 F.R.D. at 504-05.

Plaintiffs contend that efficiency has been established
by the listing of Ascendant common stock on the
NASDAQ National Market and the expert testimony
of Professor Pettit. Initially, no court has ever held
that efficiency is established solely by the listing of a
stock on a national stock exchange. See id_at 505 n.
15 (*The fact that a company's stock is listed on a
national exchange does not establish that it trades in
an efficient market.”); OWNeil, 165 FR.D. at 504
(*The issue is not whether NASDAQ is efficient....
No court has ever held that a finding of efficiency
can be based on the mere fact that a stock is traded on
NASDAQ ...”) (emphasis in original). In addition, the
Court's holding that Professor Pettit's testimony does
not satisfy Rule 702 or Daubert forecloses its use to
establish market efficiency. Plaintiffs have thus failed
to establish market efficiency, which prevents them
from use of the “fraud on the market” presumption of
reliance. Lacking the presumption of reliance, the
question of individual reliance must be proved for
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each Plaintiff, and the Rule 23 requirement of pre-
dominance is not established. Accordingly, Plaintiffs'
motion for class certification is denied.

N.D.Tex., 2004,

Bell v. Ascendant Solutions, Inc.

Not Reported in F.Supp.2d, 2004 WL 1490009
(N.D.Tex.)

END OF DOCUMENT
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EQUAL EMPLOYMENT OPPORTUNITY COM-
MISSION, Plaintiff,
V.
AUTOZONE, INC,, Defendant.
No. 00-2923 Ma/A.

Aug. 29, 2006.

C. Gregory Stewart, Equal Employment Opportunity
Commission, Washington, DC, Celia S. Liner, Deidre
Smith, Faye A. Wiiliams, Gwendolvn Young Reams,
Katherine W. Kores, Terry L. Beck, Thomas .
Borek, Adele Rapport, Jeffrey Bannon, Equal Em-
ployment Opportuntity Commission, Memphis, TN,
for Plaintiff.

Jef Feibelman, Lisa A. Krupicka, Burch Porter &
Johnson, Memphis, TN, Tracy K. Hidalgo, Walter W.
Christy, Frilot Partridge Kohnke & Clements, New
Orleans, LA.

Ellen Shirer Kovach, Leslie W. Ehret, Madeline D.
West, Frilot Partridge Kohnke & Clements, New
Orleans, LA, for Defendant.

ORDER GRANTING IN PART AND DENYING
IN PART DEFENDANT'S MOTION FOR
SUMMARY JUDGMENT

SAMUEL H. MAYS, JR., District Judge.

*1 Before the court is Defendant Autozone, Inc.'s
(“Autozone”) motion for summary judgment, filed on
July 8, 2005, Plaintiff Equal Employment Opportu-
nity Commission (“EEOC”)} filed a response on July
25,2005. On August 22, 2005, Autozone filed a reply
in support of summary judgment, and the EEQC filed
a surreply on August 26, 2005. For the following
reasons, the court GRANTS in part and DENIES in
part Defendant's motion for summary judgment.

I. Background

Plaintiff EEOC brings this action under Title VIT of
the Civil Rights Act of 1964, as amended, 42 U.5.C.
§ 2000e et seq. (“Title VII"). The complaimt, filed on
September 29, 2000, alleges that Autozone “[1] failed
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to hire Black applicants for official/manager posi-
tions because of their race; [II] failed to hire female
applicants for offictal/manager, technician and ser-
vice worker positions because of their sex; [111] failed
to promote Black and female employees into offi-
cial/manager positions; and [IV] failed to comply
with the record keeping requirements of Title
VIL”(Compl.1.) The pattern or practice claims of
failure to hire female applicants for technician posi-
tions and failure to promote Black employees into
official/manager positions were dismissed on May
16, 2005, and July 7, 2005, respectively, although the
EEOC continves to pursue individual disparate
treatment claims alleging failure to promote Black
employees into official/manager positions.

1I. Jurisdiction

The court has jurisdiction to adjudicate federal claims
under 28 U.S.C. § 1331,

HI. Standard for Summary Judgment

The party moving for summary judgment “bears the
burden of clearly and convincingly establishing the
nonexistence of any genuine issue of material fact,
and the evidence as well as all inferences drawn
therefrom must be read in a light most favorable to
the party opposing the motion.” Kochins v. Linden-
Alimak, Inc, 799 F.2d 1128, 1133 {6th Cir.1986).
The moving party can meet this burden by pointing
out to the court that the respondents, having had suf-
ficient opportunity for discovery, have no evidence to
support an essential element of their case. See Streer
v. JC_ Bradford & Co., 886 F2d 1472, 1479 (Gth

Cir.1989).

When confronted with a properly supported motion
for summary judgment, the nonmoving party must set
forth specific facts showing that there is a genuine
issue for trial. A genuine issue for trial exists if the
evidence is such that a reasonable jury could return a
verdict for the nonmoving party. See Anderson v,
Liberty Lobby, Inc, 477 U.S. 242, 248 (1986). The
party opposing the motion must “do more than sim-
ply show that there is some metaphysical doubt as to
the material facts.” Matsushita Elec. Indus. Co., Ltd
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v. Zenith Radio Corp., 475 U.S. 574. 586 (1986). The
nonmoving party may not oppose a properly sup-
ported summary judgment motion by mere reliance
on the pleadings. See Celotex Corp. v. Catrett, 477
U.S. 317, 324 (1986). Instead, the nonmoving party
must present “concrete evidence supporting its
claims.” Cloverdale Equip. Co. v. Simon Aerials,
Inc., 869 F.2d 934, 937 (6th Cir.1989). The district
court does not have the duty to search the record for
such evidence. See ImterRoyal Corp. v. Sponselier,
889 F.2d 108, 110-11 (6th Cir.1989). Nonmovants
have the duty to point out specific evidence in the
record that would be sufficient to justify a jury deci-
sion in their favor. See id

TV. Analysis
A. Counts I-III

*2 The EEOC advances three theories of liability to
support the first three counts in its complaint: 1) pat-
tern or practice disparate treatment; 2) pattern or
practice disparate impact; and 3) individual disparate
treatment.

A claim for disparate treatment arises when an em-
ployer or prospective employer “treats some people
less favorably than others because of their race, sex,
religion, or national origin.” fnt'l Bhd, _of Teamsters
v. United States, 431 U.S. 324, 335 n. 15 (1977).
Where a systemwide pattern or practice of disparate
treatment is alleged, the plaintiff must “prove more
than the mere occurrence of isolated or ‘accidental’
or sporadic discriminatory acts. It ha [s] to establish
by a preponderance of the evidence that racial dis-
crimination was the company's standard operating
procedure ..."/d at 336.

The plaintiff in a pattern or practice case has the ini-
tial burden of showing “that unlawful discrimination
has been a regular procedure or policy followed by an
employer.”/d. at 360. The employer must then show
“that the [plaintiff]’ s proof is either inaccurate or
insignificant.” 7d*Proof of discriminatory motive is
critical, although it can in some situations be inferred
from the mere fact of differences in treatment.”/d at
335n. 15

Disparate impact claims do not require a plaintiff to
show that the employer had a discriminatory motive,
Wards Cove Packing Co. v. Atonio, 490 U.S. 642
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646 (1989). A plaintiff claiming that an employment
practice has a disparate impact must show that the
practice “caused a significant adveerse effect on a pro-
tected group.” United States v. Citv _of Warren,
Mich., 138 F.3d 1083, 1091 (6th Cir.1998). Once the
plaintiff has proven there is a significant adverse ef-
fect, the employer must show ‘“that the challenged
practice is a business necessity.”/<l at 1091-92.

A plaintiff alleging individual disparate treatment,
where there is no direct evidence of discriminatory
motive, has the initial burden of establishing a prima
facie case of discrimination under the AMcDonnell
Douglas framework. McDonnefl Douglas Corp. v
Green, 411 U.S. 792, 802 (1973} When a plaintiff
produces evidence to establish a prima facie case, the
burden shifts to the employer to put forth a legiti-
mate, nondiscriminatory reason for its action. [fd
Once an employer has offered such a reason, the
plaintiff must show that this reason is merely a pre-
text. /d at 805,

A plaintiff, who seeks to establish a prima facie case
of discrimination in hiring, must show that: (1Y he is a
member of a protected class; (2) he applied and was
qualified for the position; (3) he wras rejected; and (4)
after he was rejected, the position remained open and
the employer continued to seek applicants with the
plaintiff's qualifications. [d at 802. To establish a
prima facie case for failure to promote using circum-
stantial evidence, the first three elements are the
same. Newven v, Ciy of Cleveland 229 F.3d 559
362-63 (6th Cir.2000). As the fourth element, a plain-
tiff must show that “‘other employees of similar quali-
fications who were not members of the protected
class received promotions at the time the plaintiffs
request for promotion was denied.” "/ at 563.

1. Pattero or Practice Claims

*3 Under its pattern or practice theories, the EEQOC
specifically alleges that Autozone failed to hire
blacks for low-salary management positions between
1993 and 2002, failed to hire fermales for medium-
salary management positions between 1998 and
2002, failed to hire females for guard positions be-
tween 1993 and 1997, and failed to promote females
to manager positions between 1998 and 2002. (Pl's
Mem. 9.) Thesc allegations are based on the EEQC's
statistical evidence and, therefore, are more specific
than the general allegations in the EEQC's complaint.
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In addition to statistical evidence, the EEOC presents
anecdotal evidence of Autozone's practice of adver-
tising job openings and promotion opportunities by
word of mouth, a practice which the EEOC contends
had an adverse impact on blacks and females because
the majority of those responsible for hiring and pro-
motion decisions were white males.

a. Statistical Evidence

In its motion for summary judgment, Autozone
makes a number of arguments questioning the reli-
ability of the analyses conducted by the EEOQC's ex-
pert, Dr, Burt Bamow {“Dr.Barnow™). It also asserts
that Dr. Barnow's results do not support the EEOC's
allegations.

1) General Reliability

Autozone has two primary criticisms of Dr. Barnow's
analyses as a whole; (1) that he did not employ a
Bonferroni Adjustment to account for multiple test-
ing; and (2) that he used an arbitrary significance
level that does not conform to the requirements of
Castaneda v. Partida, 430 U.S. 482 (1997).

There is no basis for Autozone's claim that the use of
a significance level of 2.5% ™ rather than 2.3% as in
Castaneda is arbitrary or unacceptable. The Supreme
Court in Castaneda stated, “As a general rule ..., if
the difference between the expected value and the
observed number is greater than two or three standard
deviations, then the hypothesis that [the result] was
random would be suspect to a social scientist.” 430
U.S. at 496 n. 17. Two standard deviations is often
approximated at 5% for two-tailed tests.2See
Hazelwood School Dist. v. United States. 433 U.S.
299, 318 n. 5 (1977} (Stevens, J., dissenting); Daniel
L. Rubinfeld, Reference Guide on Multiple Regres-
sion, in Reference Manual on Scientific Evidence
179, 213-14 (Fed. Judicial Ctr.2000). In a footnote in
Hazelwood, the Court stated, “These observations are
not intended to suggest that precise calculations of
statistical significance are necessary in employing
statistical proof,” 433_U.S. at 311 n. 17, indicating
that an approximation of two standard deviations at
5% is acceptable.

EN1. Dr. Barnow established a significance
level of 5% for two-tailed tests, with half of
the probability (2.5%) in each tail of the test,
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and 2,.5% for one-tailed tests,
FN2.Castaneda dealt with a one-tailed test.

That Dr. Barnow did not use any method of statistical
adjustment to account for multiple testing is, how-
ever, more troubling. “Repeated testing complicates
the interpretation of significance levels. If enough
comparisons are made, random error almost guaran-
tees that some will yield ‘significant’ findings, even
when there is no real effect.”David H. Kaye & David
A. Freedman, Reference Guide on Statistics, in Ref-
erence Manual on Scientific Evidence 83, 127 (Fed.
Judicial Ctr.2000). Certain statistical methods can be
used in some cases to determine whether the findings
are significant, but in other cases there is no solution
capable of overcoming the flaws caused by multiple
testing. /d at 128,

*4 The EEOC argues that statistical adjustments are
not used in the field of labor economics or in em-
ployment discrimination actions and that Autozone's
expert has admitted that he is not aware of other em-
ployment discrimination actions where the method
was used or whether the method is generally used in
the field of labor economics. (Levine Dep. 46:4-9,
55:6-18, May 26, 2005.) Tn a motion for summary
Judgment, “weighing the credibility of the competing
expert reports amounts to improper fact-finding,”
Phillips v. Cohen, 400 F.3d 388, 399 (6th Cir.2005).
Given the contradictory views on the use of statistical
adjustments, particularly the Bonferroni adjustment,
the court does not have a sufficient basis to find that
statistical adjustment was required in this case or that
the non-utilization of any statistical adjustment
makes Dr. Barnow's results unreliable. Therefore, the
court will not grant summary judgment on the
EEOC's pattern or practice claims on this basis.

In addition to its other general criticisms of Dr.
Barnow, Autozone argues that Dr. Barnow's analyses
should be disregarded because, in other cases where
he presented evidence as an expert, courts have criti-
cized or disregarded Dr. Barnow's opinions. The
court will not, however, disregard Dr. Barnow's tes-
timeny solely on the basis of other courts' epinions of
his past testimony, although those opinions, particu-
larly where they reveal similar deficiencies in Dr,
Barnow's proposed testimony in the present case, will
be taken inte consideration, See Prohaska v. Sofa-
mor, SN.C., 138 FSupp.2d 422 (W.D.N.Y.2001)
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{excluding testimony from an expert whose testi-
mony had been excluded for similar reasons in previ-
ous cases), Cooper v. Smith & Nephew, inc, No. Civ.
JFM 97-2578, 2000 WL, 1728024 (D.Maryland Nov.

20, 2000) (same).

2) Hiring Analyses for Official/Manager Positions

In conducting his hiring analyses of blacks and fe-
males to official/manager positions, Dr. Barnow con-
ducted tests using three different time periods: 1993-
2002, 1993-1997, and 1998-2002; and four different
income levels: less than $35,000, $35,000-74,999,
$75,000 or more, and all income levels. Thus, Dr.
Barnow conducted twelve tests on the hiring of black
managers and twelve tests on the hiring of female
managers. In two of these twenty-four tests, Dr.
Barnow found statistically significant underrepresen-
tation: the analysis of the hiring of blacks for mana-
gerial positions with incomes less than $35,000 be-
tween 1993 and 2002 and the analysis of the hiring of
females for managerial positions with incomes of
$35,000 to $74,999 between 1998 and 2002. (Def's
Mot, Ex. 3 at 1, 27-28.)

Autozone asserts that the statistically significant re-
sults in two out of twenty-four tests, or one out of
twelve tests if the analyses for blacks and females
were examined separately, should be regarded as a
false positive. Given that the court must examine all
evidence in the light most favorable to the EEQC for
the purpose of summary judgment, however, the
court will not exclude Dr. Barnow's results based on
the opinions of Autozone and its expert.

*§ Autozone, however, raises another concern about
the results of the managerial hiring analyses for fe-
males. According to Autozone, Dr. Barnow's results
actually show that there is no statistically significant
shortfall in the hiring of women for medium-salary
management positions between 1998 and 2002. The
one-tail probability for this test is 0.029 (2.9%),
which is not statistically significant under the stan-
dards established by Dr. Barnow. (/d Ex. 3 at 28, Ex.
7 at 11.) According to Dr. Barnow, however, his re-
sults are based on the two-tail probabilities, not the
one-tail probabilities. (/d Ex. 3 at 12.} In this case,
using the two-tail rather than the one-tail probabilities
is appropriate because one must lock for both under-
and overrepresentation, rather than looking for under-
representation only. Therefore, the lack of statistical
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significance when using the one-tail probability is not
determinative,

3) Hiring Analyses for Female Guards

Dr. Barnow conducted three analyses of the shortfall
in hiring female guards, using three time periods:
1993-2002, 1993-1997, and 1998-2002. (/d Ex. 3 at
29.) According to Dr. Barnow's results, there was a
statistically significant shortfall of females hired as
guards during the period from 1993 to 1997. (Jd} In
addition to arguments similar to those about multiple
testing discussed above in the context of hiring
blacks and females for manager positions, Autozone
asserts that the analyses of hiring female guards are
unreliable because Dr. Barnow used census proxy
data, rather than information from actual applica-
tions, in performing his analyses.

Although there is a general presumption in favor of
using the actual applicant data, there are exceptions
to that presumption, such as where the applicant data
is unreliable. David C. Baldus & James W.L. Cole,
Statistical Proof of Discrimination §§ 4.1.1, 4 .12
(1980). In this case, the EEQC asserts that Dr.
Barmnow did not use the actual applicant data because
Autozone did not make available all of the applica-
tions for guard positions between 1993 and 2002.
According to the EEOC, Autozone provided only one
hundred thirty-seven applications for guard positions
for the entire time period, one hundred twenty-seven
of which were from 1994 or 1995, (Def's Mot. Ex. 7
at 48-51.) Therefore, for the purposes of summary

judgment, the court finds it was reasonable for Dr.

Barnow to use census proxy data rather than the ac-
tual applicant data because of concerns that the appli-
cant data was incomplete.

4) Promotion Analysis

Dr. Barnow conducted ten tests in analyzing the fre-
quency of women promoted into official/manager
positions. The tests studied two time periods: 1993-
1997 and 1998-2002; and five management levels:
“senior and executive vice presidents”; “vice presi-
dents”; “directors”; “managers”; and “other man-
ager/officials n.e.c.” (/4 Ex. 3 at 30-31.) Dr. Barnow
found that women were underpromoted in the man-
agers classification between 1998 and 2002 and that
the result was statistically significant. (/& Ex. 3 at
31)
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*§ Autozone asserts, however, that Dr. Barnow's tests
for the time period from 1998 to 2002 are fatally
flawed because, in conducting his analysis of the lat-
ter time period, he did not factor in employee tenure.
(Barmow Dep. 110:7-9, May 25, 2005.) Tenure was,
however, taken into consideration for the period from
1993 to 1997, According to Dr. Barmnow, tenure was
not factored into the analysis because there were too
many negative values for tenure. (fd at 110:10-17)
Autozone contends that the only way Dr. Bamow
could have found individuals had negative tenure
would have been if they had not yet been hired when
a particular promotion was awarded. Dr. Barnow has
admitted that such individuals were included in the
promotion feeder groups. (/d at 136:24-137:3)
Therefore, Autozone argues that Dr. Barnow's results
were fatally flawed because the feeder group in-
cluded a number of individuals who were not eligible
for promotion.

Dr. Barmow's report indicates that other qualifica-
tions, including performance ratings, education,
awards received, disciplinary actions, and training
received, were not factored into his promotion analy-
ses for either time period because the information
was not available. {(Def.'s Mot. Ex. 3 at 18.} There-
fore, the only variables considered in Dr. Barnow's
analyses, in addition to tenure in the earlier time pe-
riod, were the year of observation, the individual's
salary and job category at the beginning of the pe-
riod, and whether the individual worked at corporate
headquarters during the period at issue. (id )

The EEOC argues that it is not necessary to “prove
discrimination with scientific certainty.” Bazemore v.
Friday, 478 U.S. 385, 400 (1986). The Sixth Circuit
has held that statistical evidence does not need to
account for candidates' qualifications to be relevant in
promotion cases. Phillips, 400 F.3d at 400; Scales v,
JC. Bradford & Ceo, 925 F.2d 901, 908 (6th
Cir.1991). The inclusion of individuals who did not
work at Autozone when a promotion was awarded in
the feeder group for that promotion, however, is a
more serious flaw than merely failing to account for
all of the factors that an employer might consider in
awarding the promotion, particularly given that the
high occurrence of negative tenure indicates that this
problem is not restricted to a few individuals in the
feeder group.
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Although it is not proper for the court to weigh the
credibility of expert evidence at summary judgment,
the flaws in Dr. Barnow's promotion analyses do not
merely raise questions of credibility, but of accuracy
and relevance.“There may, of course, be some re-
gressions so incomplete as to be inadmissible as ir-
relevant....” Bazemore, 478 U.S. at 400 n. 10. There
may also be some regressions so flawed and method-
ologically unreliable as to be irrelevant. Given the
flaws in Dr. Barnow's promotion regression analyses,
the court cannot consider them relevant evidence of
the EEOC's claims.

*7 Therefore, the only relevant evidence supporting
the EEQC’s pattern or practice theories under Count
11T is anecdotal ®2“While anecdotal evidence may
suffice to prove individual claims of discrimination,
rarely, if ever, can such evidence show a systemic
pattern of discrimination.” Middleton v. City of
Flint, Mich., 92 F.3d 396, 405 {6th Cir.1996) {quot-
ing O'Donnell Constr, Co. v. Dist._of Columbia, 963
F.2d 420, 427 (D_.C. Cir.1992)). In its response to
Autozone's motion, the EEOQC cites deposition testi-
mony from several claimants as well as some non-
claimants, primarily white males who received pro-
motions, discussing Autozone's promotion policies
and the use of word of mouth to advertise open posi-
tions. These depositions, however, are at mos! evi-
dence of incidents in which individual white males
were given an advantage over other applicants or
potential applicants for a promotion and of a senti-
ment among some women at Autozone that white
males recetved better treatment. They do not show an
intent to discriminate on the part of Autozone and are
not sufficient to make out a prima facie case of pat-
tern or practice disparate treatment or pattern or prac-
tice disparate impact under Count III. Therefore,
Autozone's motion for summary judgment is granted
on the EEOC's pattern or practice clatms in Count I1L.

FN3. Although Count TIT alleges claims for
failure to promote both female and Black
employees to official/manager positions, the
claim for failure to promote Black employ-
ees is based solely on the theory of individ-
ual disparate treatment. Therefore, the pat-
tern or practice theories relate only to the
claim for failure to promote female employ-
ees.

b, Disparate Impact
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The practices that allegedly had a significant adverse
effect on blacks and women in hiring-the use of in-
formal hiring procedures, such as word of mouth
advertising, favoritism, and subjective decision-
making, coupled with the predominance of white
males as decision-makers in the hiring process-do not
relate to any objective criteria for emplovment at
Autozone, Although subjective hiring practices may
give rise to a disparate impact claim, “the plaintiff's
burden in establishing a prima facie case goes beyond
the need to show that there are statistical disparities
in the employer’s work force.” Watson vy, Fort Worth
Bank & Trust, 487 1J.S. 977, 994 (1988). The EEQC
must also show causation. “[Tjhat is, the plaintiff
must offer statistical evidence of a kind and degree
sufficient to show that the practice in question has
caused the exclusion of applicants for jobs or promo-
tions because of their membership in a protected
group.”/d.

The statistical evidence compiled by Dr. Barnow is
insufficient to establish a prima facie case of dispa-
rate impact discrimination. As the Supreme Court has
stated,

It is completely unrealistic to assume that unlawful
discrimination is the sole cause of people failing to
gravitate to jobs and employers in accord with the
laws of chance. It would be equally unrealistic to
suppose that employers can eliminate, or discover
and explain, the myriad of innocent causes that
may lead to statistical imbalances in the composi-
tion of their work forces,

Id. at 992 (internal citation omitted). The statistics
presented by the EEOC show that out of twenty-
seven regression analyses of the hiring of managers
and guards conducted by Dr. Barnow, he found a
statistically significant shortfall of blacks or females
hired in only three. In all three of those analyses, the
probability was at or near the cusp of statistical sig-
nificance.™Five of Dr. Barnow's tests indicated that
the number of blacks or females hired to manager
positions would be approximately equivalent to what
would be expected, ™2 and three tests indicated that
the number of females hired as managers or guards
exceeded what would be expected. (Def's Mot. Ex. 3
at 28-29 )

N4, The two-tail probability in the analysis
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of the shortfall of black s hired to low-salary
management positions between 1993 and
2002 was .04, of females hired to mid-salary
management positions between 1998 and
2002 was .05, and of fermales hired as guards
between 1993 and 1997 was .048, with .05
or lower considered statistically significant.
(Def's Mot, Ex. 3 at 27-29.)

ENS. That is, in five of the tests, four ana-
lyzing the shortfall in hiring black managers
and one analyzing the shortfall in hiring fe-
male managers, the two-tail probability was
1.000. (/4 Ex. 3 at 27-28.)

*8 The EEOC argues that Autozone cannot move for
summary judgment based on a “balancing test,”
meaning that the overrepresentation of blacks or fe-
males in certain time periods or job categories does
not negate the evidence of underrepresentation in
other periods or job categories. In support of this con-
tention, the EEOC cites the Supreme Court's decision
in Connecticut v. Teal, 457 U.S, 440 (1982). In Teal,
however, the Court was addressing the effects of an
objective test that was not job-related. /d, at 452, As
the Court recognized several years later in Warson,
however, it is generally not practicable to validate
subjective hiring practices in the same manner as an
objective test. 487 1.8 at 991,

The use of word of mouth advertising and subjective
considerations in hiring is hardly uncommon, and
employers should not be expected to establish quota
systems to ensure that there are never any shortfalls
in hiring women and minorities. The statistical evi-
dence presented by the EEQC shows that Autozone
did not always meet statistical expectations, but it is
not sufficient to show that the employment practices
at issue caused the exclusion of applicants because
they were black or female. Therefore, Autozone's
motion for summary judgment on the EEOC's claims
for pattern or practice disparate impact in Counts [
and II is granted.

c. Disparate Treatment

The evidence presented by the EEQC also fails to
establish a prima facie case of pattern or practice dis-
parate treatment as to Counts T and IT because it is
insufficient to permit the inference of a discrimina-
tory motive on the part of Autozone. The EEOC can-
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not establish that racial discrimination was Auto-
zone's standard operating procedure using statistics
that indicate that Autozone was more likely to meet
or exceed statistical expectations about the number of
blacks or females hired as managers or guards than it
was to fall short of those expectations.

The anecdotal evidence presented by the EEQC does
not indicate either directly or inferentially any intent
to discriminate on the part of Autozone. To support
its claims of discrimination in hiring, the EEQC cites
the depositions of four white males who learned of
job openings at Autozone by word of mouth. (Pl's
Mem. 13-14.) The EEOC fails to mention, however,
that two of those men learned of the job openings
from female managers at Autozone. (Loftiss Dep.
17:9-18:6, July 25, 2002; Poynter Dep, 27;1-24, Aug.
28, 2002.) That a small number of white men were
hired for jobs at Autozone after hearing of openings
by word of mouth does not suffice to establish that
Autozone intentionally discriminated against blacks
and females in hiring. Therefore, Autozone's motion
for summary judgment on the EEQC's claims for
pattern or practice disparate treatment in Counts I and
I is granted.

2. Individual Claims

When Autozone filed its motion for summary judg-
ment, there were one hundred forty-eight individual
claimants.™(Def’s Mem. 3.) Autozone seeks sum-
mary judgment on each of these individual claims. In
its response, the EEOC “presents specific responses
for only a representative sample of its individual
claimants.”(Pl.'s Mem. 8.) Because the EEQC has not
responded to Autozone's motion for summary judg-
ment as to each of its individual claimants and be-
cause of the court's ruling granting summary judg-
ment in favor of Autozone on the EEOC's pattern or
practice claims, the court cannot render summary
judgment on the individual claims at this time, There-
fore, Autozone's motion for summary judgment on
the EEOC's claims for individual disparate treatment
in Counts 1, IT, and 111 is denied without prejudice.

IFN6. Apparently, at least one claimant,
Monique Spikes, has been dropped since
Autozone filed its motion. (Def.'s Reply Ex.
1.} The court has received no additional in-
formation about the status of the individual
claims,
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B. Count IV-Record Keeping Violation

*@ Section 709(c) of Title VII requires employers (1)
to maintain records relevant to the determination of
whether unlawful employment practices have been or
are being committed, (2) to preserve those records for
a period of time, and (3) to make reports from the
records as the EEOC prescribes. 42 U.S.C. § 2000¢-
&(c). The EEOC spectfically alleges that Autozone
violated the requirements of 29 C F.R. § 1607.4(A),
enacted in accordance with the provisions of §
709(c). That regulation requires that employers main-
tain and make available for inspection records that
show the impact its hiring proced ures have on mem-
bers of specific races, sexes, and ethnic groups speci-
fied in § 1607.4(B).

Autozone asserts that the EEOC has produced no
evidence to support its record keeping allegations,
The court finds, however, that the EEQC has pro-
duced evidence showing a genuine issue of material
fact about whether Autozone kept records as required
by 29 CF.R. § 1607.4(A). Shirley Branum, an em-
ployee and later a recruiter in personnel services for
Autozone from 1994 to 2002, stated in her deposition
that personnel services did not keep records on the
race and sex of people who were interviewed.
{Branum Dep. 9:13-10:25, 50:13-16, Sept. 19, 2002.}
The hiring personnel at Autozone also did not make
any reports about or track the diversity of the appli-
cant pool according to Branum. ({cZ at 51:6-24.)

Because Branum's testimony shows that there is a
genuine issue of material fact about whether Auto-
zone maintained records showing the impact of its
hiring procedures on specified sexes, races, and eth-
nic groups. Defendant's motion for summary judg-
ment on Count IV of the complaint is denied.

V. Conclusion

Defendant Autozone, Inc.'s motion for summary
judgment is GRANTED on Plaintiff Equal Employ-
ment Opportunity Commission's cl aims for pattern or
practice disparate treatment and pattern or practice
disparate impact in Counts I, 1I, and I1T of the com-
plaint.

Defendant Autozone, Inc.'s motion for summary
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judgment is DENIED without prejudice on Plaintiff
Equal Employment Opportunity Commission's
claims for individual disparate treatment in Counts 1,
I1, and IT1 of the complaint.

Defendant Autozone, Inc.'s motion for summary
judgment is DENIED on Count [V of the complaint.

So ordered this 29th day of August 2006.

W.D.Tenn,,2006.

E.E.Q.C. v, Autozone, Inc.

Not Reported in F.Supp.2d, 2006 WL 2524093
{(W.D.Tenn.)

END OF DOCUMENT
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OPINION

HARDIMAN, J.

*1 This securities class action arises out of the col-
lapse of a Pittsburgh company known as the IT
Group, Inc. (ITG or Company). This Court recently
entered an opinion in a companion case, Payne v.
DeLuca, CA 02-1927, dismissing with prejudice the
Second Amended Complaint (SAC.) In almost every
regard, the Payne and Glover cases are identical, the
only major differences being the class periods and
some allegations regarding misrepresentations and
scienter. Because this Opinion assumes familiarity
with the opinion entered in Payre, 433 F.Supp.2d at
547 (W.D.Pa.2006), the Court will focus on the sub-
stantive differences between the two cases, although
many of the operative facts are the same.

1. INTRODUCTION

A. Factual History™%
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FNI1. Unless otherwise noted, the facts in
this section are taken from Plaintiff's
Amended Class Action Complaint. For addi-
tional detail, see Payne, 433 F.Supp.2d at
553-553.

IT Group was a Delaware corporation headquartered
in Monroeville, Pennsylvania, whose primary busi-
ness was providing environmental remediation ser-
vices to commercial customers and federal govern-
ment agencies. Beginning in November 1996, Defen-
dant The Carlyle Group (Carlyle), a private merchant
bank located in Washington, D.C., invested some $45
million in ITG, acquiring more than 46,000 shares of
convertible preferred stock and 1.2 million shares of
common stock, giving it approximately 25% of the
voting power of the Company.

By virtue of its position as principal holder of the
convertible preferred stock, Carlyle had the right to
elect one fewer than the majority of directors. Carlyle
was thereby able to install one of its managing direc-
tors, Daniel D'Aniello, as Company Chairman, and
named four other members of the ITG Board of Di-
rectors: Philip Dolan, Martin Gibson, Robert F. Pug-
liese, and James David Watkins. Francis J. Harvey,
who was named to the Board in May 1999, had no
formal affiliation with Carlyle, but served on two
other boards of Carlyle-controlled companies and on
the ITG Board “at Carlyle's behest.” Other directors
were James C. McGill and Richard W. Pogue. An-
thony J. DeLuca served as President and Chief Ex-
ecutive Officer (CEQO); Harry J. Soose was Senior

Vice President and Chief Financial Officer. ™2

EN2. Collectively, Messrs. DelLuca, Soose,
Harvey, McGill, Pogue, D'Aniello, Dolan,
Gibson, Pugliese and Watkins will be re-
ferred to as the “Individual Defendants.”
Further details about each Defendant’s posi-
tion and history with ITG are provided in
Payne, 433 F.Supp.2d at 563-564.

Soon after Carlyle took control of the Company, ITG
embarked on an aggressive plan of growth and diver-
sification through acquisition. Between 1997 and
May 2000, ITG acquired eleven domestic and inter-
national companies which it financed by taking on
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some $645 million in new debt; this included issuing
$225 million of ten-year sentor subordinated notes in
1999. One of the most significant acquisitions was
that of OHM Corporation in 1998.

The acquisitions and diversification increased ITG
revenues from $400 million in 1996 to approximately
$1.4 billion in 2000. By the Spring of 2000, however,
the Board of Directors realized that the Company's
strategy had failed for a number of reasons, includ-
ing: insufficient revenue to offset the debt incurred as
a result of the acquisitions; difficulty managing the
diversity of the acquired companies; loss of key per-
sonnel; failure of acquired entities to perform as well
as expected; failure to realize the expected cost-
savings from consolidation, in part because of poor
management; and the general economic slowdown of
the late 1990s.2*

FN3. The Amended Complaint provides
several additional reasons for the failure of
ITG. Those allegations are derived from
other complaints pending against the Com-
pany and against the Individual Defendants,
Including: that Cartyle “embarked on an ac-
quisition and debt binge, buying companies
for amounts far in excess of their fair value;”
and that an unidentified “they”” made trans-
fers “for the benefit of insiders, artificially
extending the life of the insolvent company
to obtain a return on the Carlyle Defendants'
equity investment.”(AC, % 99-100). Since
such allegations are not factually supported
elsewhere in the AC, they have not been
considered in the Court's analysis.

*2 The Board of Directors re-focused its attention on
debt reduction, recognizing that the Company was
having increased difficulty meeting the financial
covenants of its bank loans. Even though ITG had
announced that it intended to pay down its out-
standing debt by $100 million in 2000, on March 8,
2000, ITG obtained an additional $100 million,
seven-year term loan (the Term C Loan} in an at-
tempt to resolve its liquidity problems. Although de-
scribed as a means to support seasonal working capi-
tal requirements, Plaintiff alieges that the Term C
Loan was merely a temporary solution to the Com-
pany's massive liquidity problems which Defendants
concealed from investors.
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Despite the burgeoning liquidity crisis, ITG main-
tained a public relations campaign designed to reas-
sure the investing public about the Company's stabil-
ity and bright future. At the same time, a number of
allegedly deceptive accounting and managerial prac-
tices (discussed in more detail infra ) were imple-
mented at the direction of Defendants DeLuca and
Soose. By September 2001, the Company's line of
credit was almost depleted and it was having diffi-
culty meeting its loan covenants. As a result, it was
forced to renegotiate the terms of its loans.

On November 13, 2001, Defendant DelLuca an-
nounced his resignation as President and CEOQ; he
was replaced by Defendant Harvey, According to
Plaintiff, Harvey had actually become Deluca's de
Jacto superior at the May 2001 Board of Directors
meeting when he was named Vice Chairman of ITG.
Plaintiff claims that Carlyle required DeLuca's ouster
“due to the [Company's] severe financial situa-
tion.”(AC, 7 92, 108).

By December 7, 2001, even the questionable ac-
counting practices instituted by DeLuca and Socose
were not sufficient to keep ITG afloat and it was
forced to admit to its lenders that without an emer-
gency loan of $35 million, it would be bankrupt
within the month. The lenders refused to loan more
money and Carlyle refused to invest additional funds.
Although ITG immediately retained workout and
restructuring specialists, the Company acknowledged
at a second meeting with the banks on December 18,
2001, that its liquidity and leverage problems pre-
vented it from obtaining new contracts with its larg-
est customer, the federal government. On December
27, 2001, the Company publicly announced to inves-
tors that a bankruptey filing could be expected. On
January 16, 2002, just three weeks later, ITG filed for
bankruptcy protection under Chapter 11 of the Bank-
ruptcy Code.

B. Procedural History

Howard G. Clair, Ralph S. Weaver, and Carol S.
Pintek (the Clair Plaintiffs) filed suit on February 27,
2003, alleging that (1) Defendants breached their
fiduciary duty to investors by making false and mis-
leading statements; ™ (2) the Individual Defendants
violated Section 10(b) of the Securities Exchange Act
of 1934 (the 1934 Act), 15 U.S.C. §§ 78j(b) and
78(n} and Rule 10b-5, 17 C.F.R. § 240.10b-5, prom-

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works,



Case: 1:02-cv-05893 Document #: 1362 Filed: 01/31/09 Page 30 of 79 PagelD #:35230

Not Reported in F.Supp.2d

Not Reported in F.Supp.2d, 2006 WL 2850448 (W.D.Pa.)

{Cite as: 2006 WL 2850448 (W.D.Pa.))

ulgated thereunder by preparing and issuing public
statements containing misrepresentations and omis-
sions which induced the Clair Plaintiffs and members
of the Class to purchase IT common stock at artifi-
cially inflated prices, and (3) Defendants caused the
Company to engage in the illegal conduct and prac-
tices described above inasmuch as they were *“con-
trolling persons™ of I'T Group as that term is defined
in Section 20(a) of the Act, 15 U.8.C. § 78«(a). The
Clair Plaintiffs brought suit on “behalf of all other
persons or entities who purchased or acquired [ITG]
common stock during the Class Period and were
damaged thereby.”™>(Complaint, 9 50.) The Class
Period was defined as October 21, 1998, through
February 23, 2000. In light of the Third Circuit's de-
cision in Lieberman v. Cambridge Partners, LLC,
432 F.3d 482, 492 (3d Cir.2005), discussed in the
margin, ™ the Class Period is now defined as July
30, 1999, through February 23, 2000,

FN4. This claim was deleted from the
Amended Complaint.

FN35. This definition was modified in the
Amended Complaint to include all “public
investors who purchased [T Group securi-
ties, including the $225,000,000 debt offer-
ing of October 1999,” during the Class Pe-
riod.

FN6. Defendants argue that following the
Third Circuit’s decision in Lieberman, the
Class Period herein may not begin prior to
July 30, 1999, Plaintiff apparently concedes
this point, both by failing to offer any argu-
ment in his brief in opposition to the motion
to dismiss and by a footnote in the Amended
Complaint itself, recognizing that the Class
Period may be limited by Lieberman.(AC at
1,nl.)

The Supreme Court held in 1991 that the
period in which a plantiff could bring a
securities fraud action under Section 10(b)
was one vear “after the discovery of the
facts constituting the violation and within
three vears after such violation.” Lampf,
Pleva, Lipkind, Prupis & Petigrow v.
Gilbertson, 501 U.S. 350, 364, 111 S8.Ct.
2773, 115 L.Ed.2d 321 (1991). While the
plaintiff was entitled to the longer period
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in cases of fraudulent concealment, the
Court held that “[b]ecause the purpose of
the 3-year limitation is clearly to serve as
a cutoff, we hold that tolling principles do
not apply to that period.” Id., 501 U.S. at
363. On July 30, 2002, Congress enacted
the Public Company Accounting and In-
vestor Protection Act of 2002, otherwise
known as the Sarbanes-Oxley Act, PL
Pub.l.. No. 107-204, 116 Stat. 745 (2002).
Section 804 of the Act, codified at 28
U.S.C. § 1658(b), extended the time for
bringing a private securities fraud action
from the periods set out in Lamp/f to two
and five-years, respectively. When the
Clair Plaintiffs filed suit in February 2003,
there was 1o consensus among the circuit
courts as to the effect the extended periods
might have on claims which otherwise
would have been extinguished under

Lampf.

On December 27, 2005, the Third Circuit
Court of Appeals concluded-as had the
other three circuit courts of appeals and
lower courts in this Circuit which had
considered the question-that extending the
amended statute of limitations to revive
expired securities fraud claims would
have an impermissible retroactive effect.
Lieberman, 432 F.3d at 492 .citing
Landgraf v. USI Film Products, 511 U.S.
244, 265, 114 S.Ct. 1483, 128 T.Ed.2d
229 (1994) for the principle that “the legal
effect of conduct should ordinarily be as-
sessed under the law that existed when the
conduct took place has timeless and uni-
versal appeal.”In short, the Third Circuit
held that Section 804 could not be used to
revive claims which were time-barred as
of July 30, 2002, regardless of whether the
case pursuing those claims was filed be-
fore or after that date. See alse In re En-
terprise Morigage Acceptance Co., LLC,
Sec. Litig., 391 F.3d 401, 409-410 (2d
Cir.2004); Foss v. Bear, Steams & Co.,
394 F.3d 540, 542 (7% Cir.2005); In re
ADC Telecoms. Inc. Sec. Litig,, 409 F.3d
974, 978 (8" Cir.2005); In re Exxon Mobil
Corp. Sec. Litig., 387 F.Supp.2d 407, 416
(D.N.1.2005) (Wolfson, I.); In re Inter-
pool, Inc. Sec. Litig., CA No. 04-321,
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2005 U.S. Dist. LEXIS 18112, *60, nll
(D.N.J. Aug. 17, 2005) (Chesler, 1.}; and
Lieberman v. Cambridge Parmers, LLC,
CA 03-2317, 2004 U.S. Dist. LEXIS
11553, *9-*10 (E.D. Pa. June 21, 2004)
(Rufe, I.)

*3 After three attempts at publishing the notice of the
pending private securities class action and otherwise
satisfying the criteria of the 1934 Act, as amended by
the Private Securities Litigation Reform Act of 1995
(the Reform Act or PSLRA), Albert L. Glover was
appointed Lead Plaintiff on January 25, 2006. At a
status conference held on March 24, 2006, counsel
for Plaintiff advised the Court that they intended to
file an amended complaint in this matter and were
ordered to do so by March 31, 2006. Defendants re-
sponded on April 7, 2006, with the pending Mation
to Dismiss.

C. Jurisdiction and Venue

This Court has jurisdiction pursuant to 28 U.S.C. §§
1331 and 1337, Section 27 of the Securities Ex-
change Act of 1934. Venue is appropriate in this Dis-
trict pursuant to 15 U.S.C. § 78aa and 28 US.C. §
1391{b)} because many of the acts giving rise to the
violations alleged herein occurred in this District.

II. STANDARD OF REVIEW-MOTION TO DIs-
MISS

As explajned in more detail in Payne,™ a securities
fraud action brought under the Reform Act is subject
to three levels of scrutiny: the standard requirements
of Federal Rule of Civil Procedure 12(b)(6), which
requires the court to “accept all well-pleaded allega-
tions in the complaint as true and to draw all reason-
able inferences in favor of the non-moving party,”™"
the requirement of Federal Rule of Civil Procedure
9(b), requiring that “in all averments of fraud, ... the
circumstances constituting fraud ... shall be stated
with particularity,” and the requirement of the Re-
form Act that “the complaint shall, with respect to
each act or omission alleged to violate this title, ...
state with particularity facts giving rise to a strong
inference that the defendant acted with the required
state of mind."See In re Rockefeller Ctr. Props., Inc.
Secs. Litig., 311 F.3d 198, 216 (3d Cir.2002); In re
Burlington Coat Factory Sec. Litig.,, 114 F.3d 1410,
1417-1418 (3d Cir.1997); and 15 USC § 78u-

Page 4

4(b)(2). The heightened requirements of the Reform
Act apply most rigorously to Plaintiff's claims regard-
ing the mental state of each Defendant. That is, al-
though Rule 9(b) allows malice, intent, knowledge,
and other mental states to be averred generally in
suits claiming fraud, the Reform Act requires more
than vague or unspecific allegations concerning each
Defendant's state of mind at the time in question. [n
re Rockefeller Ctr., 311 F.3d at 216 and n. 15,
Heightened particularity also applies to statements
which are alleged to have been misleading or false,
requiring Plaintiff to state with regard to each such
statement “the reason or reasons why the statement is
misleading, and, if an allegation regarding the state-
ment or omission is made on information and belief,
the complaint shall state with particularity all facts on
which that beHlef is formed.”15 US.C. § 78u-
4(bY1).“If a complaint fails to comply with the
PSLRA's pleading requirements, dismissal is manda-
tory.” GSC Partrers CDQ Fund v. Washington, 368
F.3d 228, 237 (3d Cir.2004)}, citingl5 U.S.C. § 73u-

4(L)Y3)A).

FN7.See Payne, 433 F.Supp.2d at 556-557.

FN8. Plaintiff argues that in considering a
motion to dismiss, the Court may not weigh
competing inferences except with regard to
allegations of scienter. He further claims
that In re Alpharma Sec. Litig., 372 F.3d
137, 150 (3d Cir.2004), stands for the
proposition that “all inferences are to favor
the plaintiff with respect to scienter allega-
tions.”(P1f's Memo at 6, n. 13.) This is a
misstatement not only of the holding of In re
Alpharma, but of the law in general. Con-
trolling law in this Circuit establishes that in
considering a motion to dismiss pursuant to
Federal Rule of Civil Procedure 12(b)(6), a
court is to draw all reasonable inferences in
favor of the plaintiff. In re Suprema Special-
ties, Inc._Sec. Litig., 438 F.3d 256, 281 (3d
Cir.2006) (emphasis added).See also Benak
v. Alliance Capiial Mgmt. L.P., 435 F.3d
396, 399 (3d Cir.2006). Moreover, the Court
of Appeals in In re Alpharma explicitly did
not hold that all scienter inferences are to
favor the plaintiff but, to the contrary, “in-
ferences of scienter do not survive if they
are merely reasonable. Rather, inferences of
scienter survive a motion to dismiss only if
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they are both reasonable and strong infer-
ences.” [n re Alpharma Sec. Litig., 372 F.3d
at 150 (internal quotation and citation omit-
ted).

*4 As a general matter under Rule 12(b)(6), a court
may not consider documents extraneous to the plead-
ings without treating the motion as one for summary
judgment and giving all parties reasonable opportu-
nity o present materials pertinent to such a motion
under Rule 56. An exception is made, however, for a
“document integral to or explicitly relied upon in the
complaint,” and it has been long established that “a
court may consider an undisputedly authentic docu-
ment that a defendant attaches as an exhibit to a mo-
tion to dismiss if the plaintiff's claims are based on
the document.” In re Burlington, 114 F.3d at 1426
(internal citations omitted). In securities fraud ac-
tions, it is equally well-established that a court may
consider public documents filed with the
SEC.EY Oran v, Stafford. 226 E.3d 275. 289 (3d

Cir.2000).

FNO. As a public entity trading on the New
York Stock Exchange, ITG was required to
file quarterly and annual reports with the
Securities and Exchange Commission. Un-
der Sections 13(a) and 15(d) of the 1934
Act, any company offering registered securi-
ties must file a comprehensive annual report
with the SEC on Form 10-K within 90 days
of the close of the company's fiscal year. 15
U.S.C. 8 78m; 17 C.F.R. § 240.13a-1. Simi-
larly, a quarterly report must be filed on
Form 10-Q within 45 days after each of the
company's first three fiscal quarters. 17
CFR. §§ 240.13a-13. The Company filed
the required Form S-4 in connection with
the OHM merger in 1998 and Form S-4/A
when it implemented the exchange offer for
$225 million of senior subordinated notes in
September 1999. Seel7 C.E.R. § 230.145,
reclassification of securities, mergers, con-
solidations and acquisitions of assets.

III. COUNT I-VIOLATION OF SECTION 10(b) OF
THE 1934 ACT

A. Applicable Law

In Count I of the Amended Complaint, Plaintiff
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claims that each Individual Defendant ™2 violated

Section 10(b) of the 1934 Act, In particular, Plaintiff
alleges:

FN10. In his supplemental brief in opposi-
tion to the motion to dismiss Count II of the
Amended Complaint, Plaintiff argues that
Carlyle is also culpable under Count I
However, it is clear from the face of the
Amended Complaint that Plaintiff did not
advise Defendants that Carlyle was also to
be considered liable under Count I. (See AC,
Count T heading preceding ¥ 477, explicitly
excluding Carlyle.) Therefore, the Court has
disregarded Plaintiff's arguments implying
that Carlyle is to be included as a Defendant
in those allegations related to Count L It is
well-established that a plaintiff may not
amend the complaint through statements
contained in a brief in opposition to a mo-
tion to dismiss. P. Schoenfeld Asset Mgmt.
LLC v. Cendant Corp., 142 F.Supp.2d 589,
613-614 (D.N.I.2001), citing Pennsvivania
ax_rel. Zimmerman v. PepsiCo, Inc.. 836
F.2d 173, 181 (3d Cir.1988).

At all relevant times, the Defendants, individually
and in concert, directly and indirectly, ... engaged
and participated in a continuous course of conduct
whereby they knowingly and/or recklessly made
and/or failed to correct public representations
which were or had become materially false and
misleading regarding [ITG's] financial results and
operations. This continuous course of conduct re-
sulted in the Defendants causing [[TG] to publish
public statements which they knew, or were reck-
less in not knowing, were materially false and mis-
leading, in order to artificially inflate the market
price of [ITG] stock and which operated as a fraud
and deceit upon the members of the Class.

The Individual Defendants are liable as direct par-
ticipants in and as a controlling persons [sic] of the
wrongs complained herein. By virtue of their posi-
tions of control and authority as officers and direc-
tors of [ITG] the Individual Defendants were able
to and did, directly or indirectly, control the con-
tent of the aforesaid statements relating to the
Company, and/or the failure [sic] to correct those
statements in timely fashion once they knew or
were reckless in not knowing that those statements
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were no longer true or accurate. The Individual De-
fendants caused or controlled the preparation
and/or issuance of public statements and the failure
to correct such public statements containing mis-
statements and omissions of material facts as al-
leged herein.

(AC, 11 478-479).

Section 10(b) of the 1934 Act makes it unlawful “to
use or employ, in connection with the purchase or
sale of any security registered on a national securities
exchange ... any manipulative or deceptive device or
contrivance in contravention of such rules and regula-
tions as the Commission may prescribe as necessary
or appropriate in the public interest or for the protec-
tion of investors.”]5 U.S5.C. § 78i(b). Among the
rules and regulations promulgated under Section
10(b), Rule 10b-5 provides:

*5 It shall be unlawful for any person, directly or
indirectly, by the use of any means or instrumental-
ity of interstate commerce, or of the mails or of any
facility of any national securities exchange,

{(a) To employ any device, scheme, or artifice to
defraud ...

(b) To make any untrue statement of a material fact
or to omit to state a material fact necessary in order
to make the statements made, in the light of the cir-
cumstances under which they were made, not mis-
leading, or

{(¢c) To engage in any act, practice, or course of
business which operates or would operate as a

fraud or deceit upon any person,

in connection with the purchase or sale of any se-
curity.

17 C.E.R. § 240.10b-5.

In a securities fraud action brought pursuant to Sec-
tion 10(b) and Rule 10b-5, the basic elements to be
alleged by a plaintiff are: (1) a material misrepresen-
tation or omission by the defendant; (2) scienter; (3)
in connection with the purchase or sale of a security;
(4) reliance, often referred to in fraud-on-the-market
cases as “transaction causation;” ™ (5) economic
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loss; and (6) “loss causation, i.e., a causal connection
between the material misrepresentation and the
loss.” Dura Pharmaceuticals, Inc. v. Broudo, 544
U.S. 336, 341-342, 125 8.Ct, 1627, 161 L.Ed.2d 577

(2005).

FNI11. As noted in Payne, 433 F.Supp.2d at
558-559, a securities fraud suit alleging
fraud-on-the-market provides a presumption
of reliance for the plaintiff. Because Plaintiff
herein makes the same allegations concern-
ing an efficient market for ITG stock as
were alleged in the Payne SAC (seeAC, 1
473-474), transaction causation will not be
discussed further herein.

The crux of Defendants' arguments to dismiss Count
I of the Amended Complaint is that Plaintiff has
failed to establish (1) the requisite scienter on the part
of any Defendant and (2) the last of the Dura ele-
ments, loss causation. Although Defendants begin
their analysis with arguments regarding loss causa-
tion, the Court first considers scienter.

B. Scienter

Defendants argue that Plaintiff's scienter allegations,
largely identical to those in Payne, fail to give rise to
a strong inference of fraudulent intent or any other
wrongful state of mind on the part of any Defendant.
They further argue that for this long-past Class Pe-
riod, the allegations are based on hindsight without
contemporaneous factual support of scienter on the
part of any Defendant. The Court notes that a large
part of the Amended Complaint in Glover is an exact
replica of the Payne SAC. Inasmuch as the claims
and arguments related to scienter which were raised
by the plaintiffs in Payne have been exhaustively
examined in the opinion dismissing that case, only
the new allegations are discussed herein.

The Court disagrees, however, with Defendants' ar-
gument that any allegations related to conduct before
or after the Class Period should be rejected categori-
cally in considering whether Plaintiff has raised a
strong inference as to scienter on the part of a par-
ticular Defendant. Defendants rely for this argument
on an earlier holding in the opinion dismissing the
first amended complaint in Payne and cases cited
therem.M(Payne, Docket No. 68 at 19, n. 6), How-
ever, the decision to which Defendants refer was ren-
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dered on December 16, 2004, before the Third Cir-
cuit Court of Appeals had considered this particular
issue. On December 15, 2005, the Court of Appeals
held that a district court had erred by concluding the
plaintiff could not rely on statistical data collected
prior to the class period to support its allegations that
later statements by the defendant were misleading.
See In re Merck & Co. Sec. Litig., 432 F.3d 261,
271-272 (3d Cir.2003). Drawing on two cases from
the Second Circuit, the In re Merck Court held that
inferences of what the defendants knew during the
class period could be based on evidence of their
knowledge after the class period. Id., citing Novak v.
Kasaks, 216 F.3d 300, 312-313 (2d Cir.2000). By the
same token, pre-class information was relevant to
show the defendants' knowledge at the start of the
class period.7d., citing In re Scholastic Corp. Sec.
Litig., 252 F.3d 63, 72 (2d Cir.2001) (both post- and
pre-class-period data could be used to “confirm what
a defendant should have known during the class pe-
riod,” noting that “any information that sheds light on
whether class period statements were false or materi-
ally misleading is relevant™). Therefore, to the extent
the Court previously disregarded pre- and post-Class
Period information, that decision is no longer good
law in light of In re Merck Accordingly, the Court
will consider such allegations in determining Defen-
dants' scienter.

EN12. Defendants also cite to In re Apple
Computer, Inc, CA No. 03-16614, 2005
U.S.App. LEXIS 5511 (9" Cir. Apr. 4,
2005), and In re Read Rite Corp. Sec. Litig.,
335 F.3d 843, 847 (9" Cir.2003). Those
cases, of course, are not binding precedent
on this Court. While the fn re Merck Court
did not address either In re Apple Computer
or In re Read-Rite Corp., it found that an-
other case from the Ninth Circuit, In re
Clearly Canadian Sec. Litig., 875 F.Supp.
1410, 1420 (N.D.Cal.1995), which held that
statements made outside the class period
were irrelevant to the plaintiffs' fraud claims
and upon which the lower court in /n re
Merck had relied, was “meager support” for
the conclusion that inferences of scienter
could not legitimately be drawn from infor-
mation outside the class period. In re Merck,
432 F.3d at 272,

*6 The Court of Appeals defines scienter as
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a mental state embracing intent to deceive, manipu-
late or defraud, or, at a minimum, highly unreason-
able conduct, involving not merely simple, or even
excusable negligence, but an extreme departure
from the standards of ordinary care, ... which pre-
sents a danger of misleading buyers or sellers that
is either known to the defendant or is so obvious
that the actor must have been aware of it.

In re IKON Office Solutions, Inc. Sec. Litig,, 277
F.3d 658, 667 (3d Cir.2002) {citations and internal
quotations omitted).

The PSLRA requires a plaintiff, ““with respect to ecach
act or omission,” to “state with particularity facts
giving rise to a strong inference that the defendant
acted with the required state of mind.” GSC Part-
ners, 368 F.3d at_237.quotingls US.C. § 78u-
4(b)(2). A plaintiff may satisfy the “strong inference”
requirement in either of two ways: “(a) by alleging
facts sufficient to show that defendants had the mo-
tive and opportunity to commit fraud, or (b) by alleg-
ing facts that comstitute strong circumstantial evi-
dence of conscious misbehavior or recklessness.” In
re Buriington, 114 F.3d at 1418 (internal quotation
omitted). The Third Circuit has held that to the extent
the gencral pleading permitted with respect to mental
state established in Rule 9(b) conflicts with the
PSLRA's heightened scienter requirements, the
PSLRA “supersedes Rule 9(b) as it relates to Rule
10b-5 actions.” [n re Advanta Corp. Sec. Litig,, 180
F.3d 525. 531, n. § (3d Cir.1999). The appropriate
sanction for complaints which fail to meet the
PSLRA scienter requirement is dismissal. /d. at 531.

1. Motive and Opportunity: Defendants first argue
that the Amended Complaint lacks any allegation as
to motive and opportunity for any Individual Defen-
dant to violate the securities laws. They emphasize
that during the Class Period, and for more than a year
thereafter, no Defendant sold his shares of ITG stock
until Deluca's sales in October and November
2001 N5 They further argue that because both Car-
lyle and some Individual Defendants purchased stock
during the Class Period and thereafier, the more logi-
cal inference is that they were not engaging in
fraudulent activity, but, to the contrary, were moti-
vated to keep the Company strong and prosperous.

ENI13, As the Court concluded in Payne, if
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DeLuca knew “true facts” which were con-
cealed from investors regarding the Com-
pany's serious financial trouble, he would
have sold his stock during the summer of
2001 when stock prices reached a high of
$7.75 per share and not have waited until
news of the Company's problems began to
emerge in October 2001. Plaintiff here al-
leges that the fraud actually began as early
as 1998 and that DelLuca was at all times a
participant in the fraud. If this were true, he
logically should have sold in May 1999
when ITG stock reached its historic high of
$17.25 per share or at least scon thereafter
ag the stock began its steady decline.

Plaintiff describes this argument as “misguided” and
“irelevant.” Moreover, he contends that Defendants'
actions were rationally motivated inasmuch as the
Company's existence depended on their scheme to
artificially make it appear viable. While conceding
that general allegations which can be imputed to any
publicly-owned, for-profit endeavor-e.g., a desire to
increase stock prices, increase compensation, or con-
tinue employment-are not sufficiently concrete to
establish scienter, Platiff argues that when a com-
pany's survival is at stake, the strength of general
circumstantial evidence of securities fraud is height-
ened.

*7 The Amended Complaint makes three explicit
allegations regarding motivation.™First, Plaintiff
alleges that Defendants’ attempts to conceal the
Company's insolvency were the “principal motivating
factor for the scheme alleged.”(AC, q 7). As numer-
ous cases have held, motives that are generally pos-
sessed by most corporate directors and officers-
including the desire to avoid breaching loan cove-
nants, maintain the company's credit rating, or avoid
disclosing its lack of liquidity-are insufficient to es-
tablish scienter. See, e.g., In_re Stonepath Group,
Inc. Sec. Litig.,, 397 F.Supp.2d 5735. 592-593
(E.D.Pa.2005); In re Loewen Group Inc. Sec. Litig.,
CA No. 98-6740, 2004 U.S. Dist. LEXIS 16601, *60-
*62 (E.D.Pa. Aug. 18, 2004); and Wilson v. Bem-
stock, 195 F.Supp.2d 619, 637 (D.N.J.2002).But see
PR Diamonds, Inc. v. Chandler, 364 F.3d 671, 690-
691 (6™ Cir.2004) (allegations that defendants were
motivated to engage in fraud to avoid default on bank
loan agreements and preserve company's continued
viability were “suggestive” of scienter and would be
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considered along with other allegations in determin-
ing if defendants had acted at least recklessly). Al-
though the Court agrees that such an allegation,
standing alone, is insufficient to establish scienter on
the part of any Defendant, it will be considered along
with other factors in determining if any Defendant
acted recklessly or with conscious misbehavior.

EN14. The Court has disregarded Plaintiff's
argument that Carlyle was motivated to pro-
long the Company's existence because it
would lose its $45 million investment, its
management and acquisition fees, and its
preferred stock dividend if the Company
collapsed. While this may be true, Carlyle is
not alleged to have violated Section 10(b),
and there are no allegations that any Direc-
tor affiliated with Carlyle took or failed to
take actions which would protect Carlyle to
the detriment of other stockholders.

Secondly, Plaintiff alleges that Defendant Soose ad-
mitted in deposttion testimony given in the associated
bankruptcy proceedings that the Company “man-
aged” its cash flow in order to meet quarterly loan
covenants by accumulating cash receipts at the end of
the quarter and disbursing payments afier the cove-
nants had been met. According to Plaintiff, Soose
acknowledged that this cash flow manipulation “was
motivated both by the desire for loan covenant com-
pliance and the Company's bonus program which
used day sales outstanding as a parameter.”(AC, Y
120). The first of those intents, loan covenant com-
pliance, is addressed in the preceding paragraph. As
to the second, there is no allegation that any Defen-
dant participated in the Company's bonus program or
in any way stood to benefit from such a program.
Thus, this allegation fails to establish a “concrete and
personal benefit to the individual defendants resulting
from this fraud.” GSC Partners, 368 F.3d at 237
(quotation omitted).

The third allegation regarding motivation is that
shortly after the OHM acquisition in 1998, Defen-
dants began overstating the Company's revenue and
liquidity, “motivated by a desire to conceal the bad
receivables and liquidity shortage which the Com-
pany experienced as a result of that acquisition.”(AC,
9 471). In a similar case in which the plaintiffs al-
leged that the defendants engaged in accounting fraud
in order to conceal the “disastrous consequences” of
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acquiring a subsidiary without discovering “tens if
not hundreds of millions of dollars in uncollectible
receivables,” the court held such an alleged intent
was no more than a desire to “conceal a poor man-
agement decision” and was not sufficient to show
motive and opportunity to commit securities fraud.
Alaska Elec. Pension Fund v. Adecco S.4. (In re
Adecco 8.4.), 371 FE.Supp.2d 1203, 1222-1223
{8.D.Cal.2005). The Court agrees with that reasoning
and finds it apropos here.

*8 Thus, the Court concludes that to the extent Plain-
tiff has attempted to show that any Defendant had
motive and opportunity to commit securities fraud
under this prong of the In re Burlington test, those
attempts have failed. The Court next considers Plain-
tiff's allegations from which the Court may infer
“strong circumstantial evidence of conscious misbe-
havior or recklessness.”

2. Reckless Behavior and Circumstantial Evidence of
Scienter. Under the PSLRA, the degree of reckless-
ness associated with scienter may not be “merely
simple, or even inexcusable negligence,” but rather
such an “extreme departure from the standards of
ordinary care” that the defendant knows he is mis-
leading investors or his misbehavior is so patently
obvious that he must have been aware of it. In re Ad-
vanta, 180 F.3d at 535, The Adventa court further
noted that “scienter may be alleged by stating with
particularity facts giving rise to a strong inference of
conscious wrongdoing, such as intentional fraud or
other deliberate illegal behavior.”fd. The Third Cir-
cuit has compared the level of reckless behavior re-
quired to “closely approach| ] that which attaches to
conscious deception.” In re Digital Island Sec. Litig.,
357 F.3d 322, 332 (3d Cir.2004). Recklessness is not
intended to encompass “claims essentially grounded
on corporate mismanagement.”Id., quoting In re
Advanta, 180 F.3d at 540, and comparing reckless-
ness to “conscious disregard” and “deliberate igno-
rance.”

The strong inference of scienter must attach to each
Defendant. /n re Digital Island Sec. Litig., 223
F.Supp.2d 546, 553 (D.Del.2002), aff'd 357 F.3d4 322
(3d Cir.2004). As the Court noted in Pgyne, the con-
sensus among courts in this Circuit is that group
pleading did not survive enactment of the PSI.LRA,
Payne, 433 F.Supp.2d at 569-570,citing In re Bio-
Technology Gen. Corp. Sec. Litig., 380 F.Supp.2d
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574. 584 (D.N.J.2005). Defendants correcily note that
Plaintiff has advanced the same generalized allega-
tions against “Defendants™ as a group, rarely men-
tioning them by name. Other than reference to the
fact that each Individual Defendant signed the Forms
10-K for 1998, il 1999, and 2000 as well as the
Form S-4/A filed in September 1999 in connection
with the exchange of $225 million in notes, ™ no
particularized allegations are brought against any
Defendant ™ Therefore, the Court cannot rely upon
generic allegations, including claims that “Defen-
dants™ were alerted to improper accounting practices
in September 1999 when the ITG controller resigned
or that “Defendants” knew a certain project was “a
fiasco” in determining scienter for any particular De-
fendant.

ENIi5. Defendant Harvey was not a member
of the Board of Directors when the 1998
Form 10-K was signed and therefore this
portion of the allegation does not pertain to
him.

IN16. This allegation is not pursued by
Plaintiff as a basis for establishing scienter
on the part of any Individual Defendant. See
Kennilworth Partners L.P. v.  Cendant
Corp., 59 F.Supp.2d 417, 428 (D.N.1.1999)
and cases cited therein, rejecting allegations
of scienter based on the fact that directors
had signed the defendant's SEC forms and
“had access to facts™ because of their posi-
tions as directors or officers of the company.

EFN17. Plaintiff makes one additional allega-
tion involving Defendant Dolan. Confiden-
tial Witness 6 (CW 6), the Company's direc-
tor of corporate development, stated that
“part of the deal with Carlyle” in exchange
for its $45 million investment was that ITG
would “embark on a massive acquisition
progranm.”Although ITG had its own due
diligence team headed by CW 6, Carlyle
conducted independent due diligence for
each acquisition. During the due diligence
process prior to the OHM acquisition, CW 6
met Defendant Dolan who was with Carlyle
persommel, performing a parallel due dili-
gence investigation. Plaintiff makes no fur-
ther reference to this allegation and its im-
port to the Court is unclear insofar as it may

© 2009 Thomson Reuters/West. No Claim to Orig, US Gov. Works.



Case: 1:02-cv-05893 Document #: 1362 Filed: 01/31/09 Page 37 of 79 PagelD #:35237

Not Reported in F.Supp.2d

Not Reported in F.Supp.2d, 2006 WL 2850448 (W.D.Pa.)

(Cite as: 2006 WL 2850448 (W.D.Pa.))

pertain to scienter or any material misrepre-
sentation or omission on the part of Defen-
dant Dolan,

Plaintiff also makes general allegations about what
Defendants knew by virtue of their positions with the
Company. For instance, Plaintiff contends that the
members of the Board of Directors “were fully in-
formed about the true state of IT Group's receivables”
by virtue of receiving the same information as that
provided to the Company's lenders in the Monthly
Compliance Letter Packages. Similarly, the Audit
Review Committee members ™'* received the same
documents in advance of their meetings. Such blan-
ket allegations that an Individual Defendant “knew or
should have known” certain facts by virtue of his
position in the Company, without more, are insuffi-
cient to plead scienter. See fn re Advanta, 180 F.3d
at 539 and cases cited therein. Furthermore, while
directors should be “fully informed” about problems
associated with collecting accounts receivable, pos-
sessing such knowledge does not mean that a Defen-
dant acted recklessly or even negligently in failing to
demand that the Company immediately disclose
those problems to the investing public.

FN18. The Audit Review Committee In-
cluded Defendants McGill, Pogue, Gibson
and Pugliese.

*Q Plaintiff also argues that knowledge may be at-
tributed to the Individual Defendants because the
alleged public misstatements and omissions relate to
core operations of the Company, such as: its backlog
of government contracts; the growth-by-acquisition
strategy and the associated dubious accounting prac-
tices, and the need to achieve loan covenant compli-
ance. He analogizes the facts herein to those of In re
Aetna fnc. Sec. Litig., 34 F.Supp.2d 935, 954
(E.D.Pa.1999), in which the court held that the plain-
tff had sufficiently alleged scienter on the part of
officers who were involved on a daily basis with a
core activity of the business and who made misrepre-
sentations concerning the success of the integration
and 1ts financial impact on the defendant. (See also
Epstein v, Itrom, 993 F.Supp. 1314, 1326
(E.D.Wash.1998); In re Tel-Save Sec Litig., CA No.
98-3145, 1999 U.S. Dist. LEXIS 16800, *14-*15
(E.D.Pa. Oct. 19, 1999); and In re Campbell Soup
Co. Sec. Litig., 145 T .Supp.2d 574, 599 (D.N.J.2001),
all of which denied motions to dismiss in part be-
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cause the plaintiff successfully pled that facts critical
to the business's core operations were so important
they could be attributed to key officers).

Accepting that each of the matters identified by
Plaintift could be considered a “core operation” of
the Company during the Class Period, such allega-
tions, based on Defendants' status as senior officers
and directors, pass muster “only when taken together
with more specific allegations linking their positions
to their knowledge.” Kennilworth Pariners, L.P. v.
Cendant Corp., 59 F.Supp.2d 417, 428 (D.N.J.1999)
(internal quotation omitted). Courts have been hesi-
tant to impute knowledge to a defendant pursuant to
the core business doctrine “absent particularized alle-
gations showing that defendants had ample reason to
know of the falsity of their statements.”In re
Stonepath Group, Inc. Sec. Litig.,, CA No. 04-4515,
2006 U.S, Dist. LEXIS 15808, *34-*36 (E.D.Pa. Apr.
3, 2006). This cautious approach is not only prudent,
but necessary to remain consistent with the Court of
Appeals' position rejecting generalized imputations of
knowledge based con the defendant's position in the
company.fn re Stonepath Group, id. at *36,citing In
re Alpharma, 372 F.3d 137, 149 (3d Cir.2004).

The Court first distinguishes between Messrs. Soose
and DeLuca and the rest of the Individual Defendants
who were members of the Board of Directors. As in
Payne, the Court concludes that Plaintiff has failed to
offer particularized allegations which show that
members of the Board of Directors had ample reason
to know that the Company's public statements were
false, In reaching this conclusion, the Court focuses
on what was known by members of the Audit Review
Committee, because they are the sub-set of board
members most aware of inconsistencies between pub-
lic and internal financial information.

Plaintiff alleges that the Defendants who were mem-
bers of the Audit Review Committee knew about the
Company's chronic liquidity crisis but failed to take
any actions to correct false and misleading statements
to the public about this subject. For instance, the au-
dit results reported to the Audit Review Committes in
2001 showed that project cost accruals as of Decem-
ber 29, 2000, included $86 million of “estimates of
invoices received but not entered into accounts pay-
able.”Plaintiff contends that calling such estimated
revenue a “billed” receivable is highly deceptive as to
the amount and quality of claimed revenue. Even if
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this statement goes to a core operation of the Com-
pany, namely, calculation of its revenue, such a claim
is unavailing to show what members of the Audit
Committee knew during the Class Period because it
is based on information they received at least ten
months thereafter and there are no allegations which
would tie that report to any Defendant's state of mind
at an earlier time ™12

FN19. Other allegations as to Audit Review
Committee members' scienter are stated in
9 257, 263, 264, and 273 of the Amended
Complaint, referring to events which oc-
curred, respectively, on July 25, 2000, Sep-
tember 20, 2000, December 19, 2000, and
November 28, 2001.

*10 The inferences of scienter based on events which
occurred during the Class Period are weak at best.
Plaintiff claims that the Audit Review Committee
members “were aware of the shaky basis for much of
IT Group's claimed receivables,” based on a mid-
February 1999 20 report by the Company's external
auditors, Ernst & Young, which noted that “the
Company continues to take an aggressive position on
claim recovery related to certain significant contracts.
As of December 31, 1999, there are approximately
$83.9 million of significant outstanding claims, of
which approximately 52% of the claim value has
been recognized in project revenues.”(AC, Y 240).
There is no allegation as to why the auditors believed
that cither (1} taking an “aggressive position on claim
recovery” was a frandulent or reckless strategy or (2)
recognizing half of the claim value on those out-
standing claims was improper under generally ac-
cepting accounting principles (GAAP) or any other
accounting standard.

FN20. The Court assumes this is a typo-
graphical error and that the proper date was
approximately February 15, 2000. Alterna-
tively, the December 31 date could refer to
1998, not 1999.

Plaintiff alleges that when David Hill, a controller
who had joined the Company at the time of the OHM
acquisition, resigned on September 3, 1999, “because
of IT Group's inflated receivables and improper ac-
counting practices,” he provided a memo to the
Board of Directors objecting to an inadequate reserve
allowance for adjustment in the U.S. government
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billing rate and a $2.1 million upward adjustment in
income due to reduction of the reserve. Defendants
note, however, that at the September 23, 1999 meet-
ing of the Board of Directors, Defendant McGill,
chairman of the Audit Review Committee, reported
on

the steps being undertaken to resolve any issues
raised by [Hill's] memorandum, Mr, McGill noted
that Ernst & Young has been retained to review the
memorandum and conduct an internal audit to con-
firm compliance with proper accounting proce-
dures.... [TThe Audit Committee will meet with
Emst & Young once their investigation has been
completed, and the Committee will make a subse-
quent report to the Board of Directors.

(Defs.,! Memo at 17, n. 11, and Declaration of David
A. Becker in Support of Defendants' Motion to Dis-
miss, Docket No. 57, “Becker Decl.,” Exhibit T, at
2).

Plaintiff fails to explain the outcome of this discus-
sion, either in the Amended Complaint or in his brief
in opposition, so the Court is left to speculate as to its
import. Although the pleadings appear not to include
the subsequent report, the fact that the Audit Review
Committee took the memorandum seriously enough
to refer it to external auditors for review suggests that
Hill's concerns were addressed rather than being
recklessly disregarded.

The Court finds that these allegations fail for the
same reasons that similar imputations of knowledge
failed in Payne.Although Plaintiff sets out what De-
fendants knew about core operations of the Company
by virtue of their positions as members of the Aundit
Review Committee and doubtless such information
would be within the scope of what such individuals
should know and should act upon, Plaintiff simply
leaps to the conclusion that the Individual Defendants
were aware of the falsity of public statements made
about reserve allowances for government contracts or
related financial information. If Plaintiff had come
forward with, for instance, an allegation that the Au-
dit Review Committee concluded that the accounting
practice in guestion might be a violation of GAAP,
but recklessly allowed the practice to continue with-
out closer scrutiny and thereby generate false finan-
cial statements, that would be a completely different
matter. But no such allegations have been made here.
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Morecver, even in such circumstances, a defendant's
awareness of improper accounting must be accompa-
nied by allegations showing an intent to defraud the
public regarding the content of the company's finan-
cial reports. In re Carter-Wallace, Inc. Sec. Litig.,
150 F.3d 153, 157 (2d Cir,1998). In the instant case,
Plaintiff has failed to allege that any member of the
Audit Review Committee had such intent.

*11 Defendants argue that the circumstantial evi-
dence offered by Plaintiff herein consists of no more
than “recycled allegations already rejected by the
Court, allegations impermissibly based on specula-
tion and comjecture, and fraud-by-hindsight allega-
tions that cannot support a strong inference of sci-
enter.”(Defs.! Memo at 15). According to Defendants,
the only new scienter allegations are (1) the account-
ing issues raised by Hill, which the Court has already
addressed, and (2) a hindsight attack on the Com-
pany's accounting practices with respect to acquired
receivables which were scrutinized throughout the
Class Period and ultimately adjusted due to changed
circumstances. A detailed review of the Amended
Complaint, however, identifics five subjects about
which Defendants allegedly misrepresented the
Company's financial condition to investors:

1. The success of the OHM integration, the nega-
tive effect of uncollectible accounts receivable ac-
quired with OHM, and the Company's failure to
timely write-off those accounts;

2. The Company's accounting manipulations and
viclations of loan covenants;

3. Misleading statements about the Company's fi-
nancial condition in SEC filings and press releases;

4. The failure to pay vendors, the effect of pay-
when-paid regulations on the Company, and its in-
ability to abide by those regulations; and

5. The value and reliability of the ITG contract
backlog.

Having concluded for the same reasons as set forth in
Payne, 433 F.Supp.2d at 567-572, that Plaintiff has
failed to establish even a weak inference of scienter
on the part of any Individual Defendant except
Messrs. Soose and Deluca, the Court considers the
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foregoing five subjects vis-a-vis the potential scienter
of only those two Defendants.

- 7 FN2Y - : )
C. Material == Misrepresentations and Omissions

EN21.See Payne, 433 F.Supp.2d at 573-574
for a further discussion of materiality.

Rule 10b-5 provides that it is a violation of securities
law “to make any untrue statement of a material fact
or to omit to state a material fact necessary in order to
make the statements made in the light of the circum-
stances under which they were made, not mislead-
ing.”17 C.F.R. § 240.10b-5(b}; I»n re Burlington, 114
F.3d at 1417, n. 5. Rule of Civil Procedure 9(b) re-
quires a plaintiff alleging violation of Section 10(b)
to show: “(1) a specific false representation [or omis-
sion] of material fact; (2) knowledge by the person
who made it of its falsity; (3) ignorance of its falsity
by the person to whom it was made; (4) the intention
that it should be acted upon; and (5) that the plaintiff
acted upon it to his damage.” In re Rockefeller Ctr,
311 F.3d at 216 (internal quotation omitted). The
PSLRA forther requires that the complaint “specify
each statement alleged to have been misleading” and
“the reason or reasons why the statement is mislead-
ing.”’15 U.5.C. § 78u-4(b)(1).

Although Plaintiff argues that the heightened plead-
ing requirements of Rule 9(b) and the PSLRA apply
only to allegations regarding scienter, the Court finds
that the Third Circuit has determined that a more de-
manding standard is applied also to allegations of
falsity. See Oran, 226 F.3d at 288, noting that “both
the PSLRA and Federal Rule of Civil Procedure 9(b)
impose heightened pleading requirements on plain-
tiffs who allege securities fraud.”Since falsity is an
element of fraud, it follows that the PSLRA requires
a plaintiff to “plead both falsity and scienter with
particularity.” In re Digital Island Sec. Litig., 223
F.Supp.2d at 551. Therefore, the allegations regard-
ing false and musleading misrepresentations and
omissions which have not already been addressed in
Payne are analyzed under the more exacting standard
of the PSLRA.

*12 In most instances, the materiality of a particular
statement is a matter to be determined by the fact-
finder. See Basic, Inc. v. Levinson, 485 U.S. 224,
239-241. 108 S.Ct. 978, 99 L.Ed.2d 194 (1988).
However, certain statements are so clearly immaterial
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that a court may reach that conclusion in considering
a motion to dismiss. In re Rockefeller Ctr,, 184 F.3d
at 294. For purposes of the analysis which follows,
the Court assumes that each of the statements identi-
fied by Plaintiff-or the subject matter of the alleged
omisston-is material.

1. The negative effect of uncollectible accounts re-
ceivable acquired with OHM ard problems with
ITG/OHM integration: Defendants argue that the
hindsight allegations regarding receivables acquired
from OHM and other projects are illogical and do not
raise any inference of scienter. Furthermore, there is
no contemporaneous evidence of fraud on the part of
any Defendant and the theory pursued by Plaintiff is
implausible.

ITG acquired OHM Corporation, one of its chief
competitors in the eanvironmental remediation field,
in February and June 1998, After this $303.4 million
transaction, ITG refinanced its credit facilities to con-
sist of an eight-year $228 million amortizing term
loan and a six-year $185 million revolving credit
facility (Revolver).

According to Plaintiff, “the OHM acquisition greatly
exacerbated the Company's liquidity problems be-
cause OHM carried substantial amounts of accounts
receivable on its books which were uncollectible and
should have been written off even prior to ... the ac-
quisition.”(AC, 7 97). Plaintiff alleges that after ac-
quiring OHM, “it scon became known that OHM's
receivables were of questionable collectibility” and,
as a result of failing to collect those receivables, the
Company was secretly insolvent. (AC, ¥ 12).“Rather
than take the necessary write-downs, Defendants be-
gan a pattern and practice of disguising write-downs
through acquisition accounting, while reassuring the
investing public at every opportunity that the Com-
pany's liquidity was sufficient.”(AC, ¥ 13).

In a report dated November 6, 1998, an internal audi-
tor of Citibank (apparently one of the lenders in-
volved in the OHM transaction}, reported that “OHM
has historically left receivables from troubled ac-
counts on the [accounts receivable] aging rather than
write-off the account in a timely fashion.”™(AC,
97 and Exhibit D> at 3). Plaintiff alleges that because
these *bad” OHM receivables were retained on the
Company's books, the amounts shown as accounts
receivable in the SEC Form 10-K for 1998, the
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Forms 10-Q for first three quarters of 1999, and the
September 1999 Form S-4/A were falsely overstated.
He also claims that an unspecified number of these
bad receivables remained on ITG's books until De-
cember 2001 when the Company made its “covert
restatement of receivables.” (AC, 797).

IN22. Although Plaintiff alleges that De-
fendants knew of the OFIM accounts receiv-
able problems in 1998 based on this report
(AC, Y 251), Exhibit D does not show that
any member of ITG management received
it, nor are there other factual allegations to
support a claim that any Defendant knew of
this report in 1998 or any time during the
Class Period. Moreover, even if they had,
the statement quoted does not show that the
receivables from “troubled accounts” were
uncollectible, only that OHM had not writ-
ten them off, reflecting nothing about De-
fendants’ scienter on the collectibility issue.

Succinctly stated, Plaintiff's allegations in this regard
focus on the effect the OHM uncollectible accounts
had on the Company's reported revenues and assets.
If the accounts were known to be uncollectible, they
should have been written-off as soon as possible in
accordance with GAAP. By keeping uncollectible
accounts receivable on the Company's books, its cash
flow and assets were falsely inflated, misleading in-
vestors about ITG's financial stability and anticipated
future income as those accounts were collected.

*13 Plaintiff has scattered the allegations pertaining
to OHM throughout the Amended Complaint, but
they can be grouped into four categories: the initial
valuation of the accounts receivable; the uncollecti-
bility of those accounts; improper purchase account-
ing practices; and false public statements about the
success of the OHM integration.

a. Initial valuation of OHM accounts receivable:
Plaintiff argues that OIHM accounts receivable were
over-valued at the time of the merger. In support of
this position, Plaintiff first notes that in the Spring of
1998, ITG wanted to take a maximum of $10 million
fair market value decrease for OHM's Occidental
Chemical, Sterling Winthrop, and Monticello projects
as part of its acquisition accounting. The SEC,
“aware of the potential for inflating earnings through
acquisition accounting write-downs,” asked ITG to
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Jjustify that amount. (AC, 9 252 and n. 11). The sub-
ject was addressed in a conference call with the SEC
on May 7, 1998, in which Mr. Soose participated.
Ultimately, the Form S-4 filed with the SEC dis-
closed a maxinmum write-down of $1.5 million for the
three OHM projects, indicating “heightened aware-
ness on the part of the IT Group that the OHM pro-
jects were overvalued.”(AC, 252) 23

FN23. A letter to the SEC from Soose also
dated May 7, 1998, explained that the three
projects involved coniracts in process and
litigation accruals with a cumulative maxi-
mum value of $10 million. (AC, Exhibit R at
5). When the assertions in this letter were
questioned by the SEC, the Company agreed
to exclude from its “pre-acquisition contin-
gency for contracts in progress and litigation
accruals” the two contracts which were in
progress, apparently leaving a $1.5 million
contingency account for the Occidental
Chemical contract. (Exhibit R at 2).

There is no factual support for Plaintiff's speculation
that the SEC asked ITG to decrease the amount writ-
ten off for the OHM projects because it was con-
cerned that ITG would inflate its earnings through
acquisition accounting write-downs. In fact, based on
the content of the letters between the SEC and ITG,
the Court is unable to draw any inference-much less a
strong inference-of scienter on the part of Defendant
Soose based on his participation in this exchange. It
appears ITG had offered a rationale for its “$10 mil-
lion additional maximum liability or fair market
value decrease™ for the three projects, the SEC ques-
tioned that rationale, and the Company agreed to re-
duce the amount. Without further analysis or argu-
ment by Plaintiff as to why this action reflects a reck-
less or fraudulent over-valuation of those projects,
the Court cannot accept Plaintiff's blanket allegation
in this regard.

Plaintiff further claims that IT Group's initial valua-
tion of the OHM reccivables was “highly suspect”
because it was performed by Ermmst & Young, who
audited OHM as well as ITG. Permitting the auditor
to act in this dual capacity created a conflict of inter-
est which was contrary to GAAP in 1998, as reflected
by the fact that in February 2001, the SEC amended
its regulations to prohibit such dual representation.
The Court declines to draw any inference that the
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initial valuation of the receivables was highly suspect
because the SEC proposed changing its regulations
on this subject two years gffer the acquisition was
made. Moreover, there are no factual allegations from
which to infer that the SEC questioned Ernst &
Young's evaluation of OHM receivables in 1998 or
that any Defendant knew that dual representation
might someday be considered an unsound accounting
practice,

*14 b. The uncollectibility of OHM accounts receiv-
able: Many of the allegations about the uncollectibil-
ity of OHM accounts receivable arise from docu-
ments created shortly after the end of the Class Pe-
riod on February 23, 2000, The Court has considered
those documents not for their factual content, but
rather to determine if any Defendant would have
known during the Class Period that the accounts re-
ceivable in question were truly not collectible and,
therefore, that including those accounts would mis-

. . FIN 2
represent the Company's financial condition,t**

FN24. Unless otherwise noted in the text,
for purposes of determining Defendants' sci-
enter, the Court has disregarded allegations
in AC 9 258 and Exhibit W; 9 253 and Ex-
hibit $; 9 259 and Exhibits V and X; and
261 and Exhibit Z. None of these documents
indicates the author, the recipients, or the
purpose for which it was prepared, all of
them are dated after the end of the Class Pe-
riod, and none of them provides any insight
into what any Defendant knew during the
Class Period.

Plaintiff alleges that *“although Defendants knew
from ... prior circumstances that the OHM receiv-
ables were troubled, Defendant Soose professed to
learn this fact for the first time in mid-2000."(AC,
254). Plaintiff claims that at the July 25, 2000, meet-
ing of the Board of Directors, Soose reported that the
Company had

recently become aware of potential asset valuation
write-downs related to unbilled receivables in con-
nection with the OHM acquisition. This matter will
require significant review and investigation to de-
termine the nature, scope and resolution of the mat-
ter. It is expected that resolution of this matter will
extend into the fourth quarter and may require a
noncash charge.
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(AC, 9 254 and Exhibit T).

At an Audit Review Commiittee meeting held on Sep-
tember 20, 2000, in-house counsel James Kirk and
Soose reviewed specific accounts which were, Plain-
tiff claims, “doubtful at best.” (AC, 4 263 and Exhibit
AA). These accounts included four projects which
were in litigation: American Creosote/Cape Fear,
Coakley, Earth Tech, and TNRCC.™ Soose stated,
in effect, that the reserves set aside for those projects
might have to be increased depending on the outcome
of the litigation or future developments. The minutes
of the meeting further stated:

FN25. Plaintiff provides only this one refer-
ence in the Amended Complaint to
“TNRCC” and does not refer to it in his
brief in opposition to the motion to dismiss.
The Court has been unable to identify this
project independently.

An acquisition evaluation review, as well as the
ongoing accounts receivable review, including a
detailed by-product review of unbilled accounts re-
ceivable contained in acquired computer systems
including the Oracle system were discussed. In this
regard, approximately two hundred (200) projects
are being reviewed which represent over 70% of
the universe. Discussion with project managers,
project administrators, and business line presidents
has commenced and is expected to be a lengthy
process which will include interface with clients to
determine realization estimates. As earlier antici-
pated, the review process is scheduled to be com-
pleted during the later part of the fourth quarter.
Mr. Soose summarized that previously established
reserves are adequate, however [they] will be
evaluated in conjunction with the results of the re-
view.

(AC, 1254 and n. 12).

Plaintiff contends that ITG should have “exhaustively
reviewed” the status of OHM's receivables as entered
into the Oracle computer system when the company
was acquired in 1998, not two years later. (AC, §
254). At best, this is an allegation of mismanagement
or negligence, not fraud.

*15 At the December 19, 2000, Audit Review Com-
mittee meeting, Messrs. Kirk and Soose again pro-

Page 15

vided a detailed review of accounts receivable prob-
lems associated with the four previousiy-mentioned
projects and three other OHM projects: Penn Mines,
Occidental, and Wellsville. The minutes of the meet-
ing state: “[ajs a result of recent developments and a
change in strategy emphasizing the acceleration of
cash receipts over contentious expensive litigation,
the previously estimated recoveries are expected to
be reduced.”This change in strategy would result in a
special non-cash charge in the fourth quarter of the
vear. {AC, Y 264 and Exhibit BB).

Despite all his allegations regarding the uncollectibil-
ity of OHM receivables, Plaintiff never clarifies (1)
how the Company arrived at the conclusion that a
certain account was collectible or uncollectible and
who made that decision, (2) the materiality of the
amounts which were uncollectible, or (3) which Indi-
vidual Defendants knew those receivables were un-
collectible during the Class Period and how they
knew it. A vague allegation that a “substantial
amount” of OHM accounts “should have been written
off” at the time the company was acquired fails to
establish any of those facts. In Cal. Pub. Emples’
Ret. Sys. v. Chubb Corp., 394 F3d 126 (3d
Cir.2004)(Chubbd ), the Third Circuit held that plain-
tiffs who allege that defendants distorted data dis-
closed to the public by using unreasonable account-
ing practices must state what the unreasonable prac-
tices were and how they distorted the disclosed data.
Chubb, id. at 153-154,citing In_re Burlington, 114
F.3d at 1417-1418. These requirements include iden-
tifying with particularity the source for their account-
ing fraud claims, i.e, someone who would reasonably
have knowledge supporting the allegations that the
defendants' financial statcments were false, the data
plaintiffs used to arrive at their calculation of the
magnitude of the fraud, the amount by which finan-
cial data were distorted, or how much revenue was
improperly recognized. 7d. at 154;see also note 18,
comparing the allegations of accounting frand in
Chubb to those set out in fn re Cabletron, 311 F.3d
11 at 24, 27, 31-32 (1* Cir.2002), where the plaintiffs
had pled estimates of the actual amount of improp-
erly recognized revenue and provided adequate sup-
porting details, e.g., names of customers and specific
products. After Chubb, district courts have concluded
that the plaintiff must plead “facts that would demon-
strate which accounts were unlikely to be collectible,
when and by what level the accounts receivable fig-
ure on [the company's] books should have been de-
creased, why the allowances [the company] set aside
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for uncollected accounts receivable were unreason-
able or how many accounts were in fact uncollect-
ible.”In re Loewen Group Inc. Secs. Litig., CA No.
98-6470, 2003 U.S. Dist. LEXIS 15680, *30-*31
(E.D.Pa. July 16, 2003). Plaintiff has not supported
his allegations of accounts receivable overstatement
with any of these facts; he has merely identified pro-
jects and asserted that some unspecified amounts
“should have been” written off. Without such allega-
tions, even the company's eventual financial ruin is
not “proof that defendants committed any acts worse
than mismanagement,”Id. at #31 N6

FN26. In their motion for reconsideration,
now pending in Payne, Plaintiffs assert that
particular claims were known to be improp-
erly included in ITG's accounts receivable.
They identify numerous such accounts-
Wellsville, Monticello, Weyerhauser, Lake
Apopka, Occidental-OHM-based on hand-
written notes by an unknown writer from a
meeting held November 13, 2000, at which
Soose is alleged to have been present. Such
notes are not helpful to the claims herein be-
cause nothing there or in Plaintiffs' Exhibit
18, an undated list of “Legacy Claims™ on
which they also rely, shows the knowledge
of any Individual Defendant about the un-
collectibility of those accounts and when
they should have been written off.

*16 In In re MCI Worldcom, Inc. Sec. Litig,, the
plaintiffs alleged, as does Plaintiff herein, that the
defendants “knew or were severely reckless in not
knowing that certain accounts should have been writ-
ten-off much sooner.” 191 F.Supp.2d 778, 790
(D.Miss.2002). Nevertheless, the court in that case
held that such allegations were insufficient to state a
claim of securities fraud. “Rather, to establish sci-
enter based on improper accounting, Plaintiffs must
plead with particularity facts demonstrating that the
accounting judgments that were made were such that
no reasonable accountant would have made the same
decision if confronted with the same facts.”fn re MCI
Worldcom, id. (internal quotation omitted.} Similarly,
the plaintiffs there-again like Mr. Glover-argued that
the magnitude of the defendants’ eventual write off
was probative of severe recklessness. The court held
that the size of the write-off did not, by itself or in the
context of the facts alleged by the plaintiffs, raise a
strong inference of scienter. Id._at 791.

01/31/09 Page 43 of 79 PagelD #:35243
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In this case, Plaintiff's contention that Defendants
were aware of the “highly questionable” nature of
many OHM accounts receivable is undercut by facts
gleaned from documents he provides. For example,
Plaintiff makes a number of claims based on a
spreadsheet entitled “Selected Projects Status,” dated
October 19, 2000. He alleges that the spreadsheet
shows two Monticello project claims worth $6.7 mil-
lion were settled for $435,000. On the Coakley pro-
ject inherited from OHM, the Company won only
$1.1 million dollars on summary judgment and litiga-
tion on the remainder was still pending. On the
Wellsville project, multiple change order appeals had
been rejected. On the Occidental project, ITG was
demanding payment while the client counter-
demanded $3.5 million from ITG. (AC, 9§ 265 and
Exhibit CC.) A two-page document entitled “Project
Analysis-Acquired Claims 12/01/00” reflects that
despite this knowledge, the Company wrote off only
a limited part of the total claims, i.e., $6.3 million of
$15.9 million on Monticello, $1.3 million of $9.3
million on Occidental-OHM, $550,000 of $1.7 mil-
lion on Occidental-IT, $3.4 million of $6.5 million on
Coakley, and $1.9 million of $2.8 million on Wells-
ville. {(AC, 7 266 and Exhibit S.} By comparing these
two documents, Plaintiff implies that Defendants
knew OHM projects would eventually have to be
written off but chose not to do so because they
wished to present a more positive financial picture of
the Company.

In reviewing Exhibit CC, the Court concludes that
Plaintiff has “cherry-picked” the worst outcomes
from the list of some 30 projects while ignoring more
positive results, For instance, on the Monticello pro-
jects, Plaintiff's implication that the strength of this
claim was “highly questionable™ is undercut by the
amount of missing information. T'hat is, although ITG
inherited this project in 1998, there is no indication of
when it was completed or the type of contract. If the
contract were a progress payment contract, for exam-
ple, nothing can be inferred from the fact that $4.1
million in claims were vet to be submitted. Contrary
to Plaintiff’s assertion in the Amended Complaint, the
two projects which settled for $433,000 appear to
have been originally worth $2.9 million, not $6.7
million. Even if Plaintiff were correct, the Court finds
that the amount of an acceptable settlement is a busi-
ness decision, not a matter subject to regulation under
the securities laws. Second, contrary to Plaintiff's
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assertion that collection on the Coakley project was
questionable, the Company had just received $1.1
million on summary judgment out of a possible $1.6
million claim, while continuing to pursue the balance
of a $7.4 million claim plus possible triple damages
and attorney fees. In the fourth quarter of 2000, the
parties to the Coakley claim settled their lawsuit with
ITG receiving approximately $3.1 million from the
customer but continuing its suit against the project
engineering design firm. The Company's successful
pursuit of another OHM acquisition claim which
Plaintiff describes elsewhere as uncollectible, Ster-
ling Winthrop, is reflected in the fact that Exhibit CC
notes that the claim had closed with “all outstanding
amounts now received, including insurance claim
amounts.”Finally, as late as Aprl 2001, ITG was
successfully collecting O1IM receivables that Plain-
tiff describes as “doubtful at best.” Plaintiff's Exhibit
L, 2 memo from DeLuca to the Board members dated
April 5, 2001, notes that the Company had just re-
ceived a $9.1 million jury verdict in the Earth Tech
litigation. DeLuca wrote: “The total award is esti-
mated at $10 to 11 million, compared to a book value
of $1.5 million.”All of these successful collections
undercut Plaintiff's blanket assertion that ITG did
nothing to address these allegedly uncollectible re-
ceivables.

#17 The Court agrees with Defendants that Plaintiff's
reliance on the write-down of uncollectible receiv-
ables in December 2000 and December 2001, many
of which were associated with OHM, is inadequate to
establish that either DeLuca or Soose knew that those
accounts receivable were uncollectible during the
Class Period and therefore knowingly allowed the
Company's financial statements to be overstated by
their inclusion.

Plaintiff again asks the Court to draw conclusions of
reckless or fraudulent behavior simply by setting out
evidence that the Company's directors and officers
were aware of the problems associated with collect-
ing OHM receivables. To some extent, Plaintiff ap-
pears to be equating a culpable state of mind with
knowledge and concern. The fact that Defendants
systematically reviewed the collectibility of certain
accounts receivable in the summer of 2000 does not
necessarily lead to the conclusion that they thereafter
fraudulently manipulated the Company's financial
picture by refusing to write off those accounts, much
less that they had done so prior to the review. The
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Audit Review Commitiee discussions of pending
litigation and projects that were in prolonged negotia-
tion with customers reflect that it was functioning
properly, not developing a scheme to defraud inves-
tors.

Plaintiff repeatedly alicges, but never explains why, a
particular account receivable was uncollectible. With
the benefit of hindsight, any account which is ulti-
mately written off can be considered uncollectible.
But there is no allegation that during the Class Period
the Individnal Defendants knew a particular account
was uncollectible in tofo, only that they were aware
that certain accounts might not be collected in full.
For those accounts, the evidence shows that the
Company set aside reserves as it should have. (See,
e.g., AC, Exhibit AA, the minutes of September 20,
2000, Audit Committee meeting discussing possible
adjustments in reserves as more was learned about
the collectibility of accounts). While management
should be expected to reasonably estimate whether
the collectibility of a particular account receivable is
“highly questionable” or of a “tenuous nature” as
Plaintiff argues or, conversely, a good bet, the accu-
racy of that estimation can only be determined after
the fact. As Judge Friendly wrote, while “greater
clairvoyance™ might have allowed Defendants to pre-
dict subsequent developments, “failure to make such
perceptions does not constitute fraud.” Denny v.
Barber_ 576 F.2d 465, 470 (2d Cir.1978). Had De-
fendants taken no action on the OHM accounts re-
ceivable, Plaintiff would have a stronger argument
that they recklessly or willfully misrepresented the
total accounts receivable by including amounts they
knew were questionable. But the exhibits provided by
Plaintiff himself, including Exhibits L and CC, show
that the Company pursued those accounts-with at
least some success-from 1998 through and including
the second quarter of 2001.

#18 Because Plaintiff has failed to cite-and the
Court's review of the voluminous decumentation
submitted by both parties has failed to disclose-any
contemporaneous statement by any Defendant from
which one could infer he believed that collectibility
of any specific account was questionable, it is only
with the benefit of hindsight that Plaintiff has arrived
at this claim. A business decision to pursue, rather
than write-off, certain accounts receivable or even the
ultimate lack of success in pursuing those accounts-
without more-does not expose management to liabil-
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ity under the securities laws.

As the final point on the issue of collectibility, Plain-
tiff points to the fact that when Emst & Young was
preparing the financial statements for fiscal years
1998, 1999, and 2000, the auditors required Defen-
dants DeLuca and Soose to take “the highly unusual
step” of providing a list of specific claims and change
orders, including receivables for several OHM pro-
jects™In each instance, management represented
that “[t]here is a legal basis for recognition of the
claims and change orders included ... for the amounts
recorded as assets in the financial statements.”(AC,
19 245-246 and Exhibit Q). Plaintiff claims that
the 2001 representation letter in particular shows that
“receivables for each of these projects were offset by
reserves of approximately 50%, demonstrating again
the widespread knowledge that these were dubious
claims.”(AC, ] 246).

FN27, Plaintiff also relies on a letter to Ernst
& Young from the ITG Controller, James J.
Pierson, dated March 24, 2000, in which Mr.
Pierson statcs that Emst & Young was enti-
tled to rely on the “unaudited historical
data” as well as ITG management's assump-
tions and forecasts, and acknowledged that
the terms of the auditor's engagement did
not require it to update its analysis for events
occurring after the auditors issued a valua-
tion analysis of certain “built-in gain assets”
in 1998. (AC, Y 256 and Exhibit U). Al-
though Plaintiff alleges that this letter is also
unusual and reflects Ernst & Young's con-
cerns about the “dubious value of OHM as-
sets,” he has failed to explain these specula-
tive statements in the brief in opposition to
the motion to dismiss and nothing in the
Amended Complaint or Exhibit U itself in-
dicates what caused Emst & Young fo re-
quest this letter.

FN28. The full text referenced to by Plaintiff
appears in the section of each representation
letter entitled “Receivables.” Defendants
Deluca and Soose stated, in relevant part,
that “receivables represent valid claims
against the debtors indicated and do not in-

" clude amounts for ... services provided on’

contingent approval or other types of ar-
rangements not constituting sales.”(AC, Ex-
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hibit Q, letter of February 15, 1999, at page
4). The letter goes on to say “unbilled and
other receivables resulting from unapproved
change orders and claims relate to contract
costs to which the Company has a legal ba-
sis to recover and are generally recorded at
zero percent margins. The evidence support-
ing the claims are [sic] objective and verifi-
able. The costs incurred on the contracts to
which corresponding amounts of revenue
are recorded were caused by circumstances
that were unforeseen at the contract date and
are not the result of deficiencies in the Com-
pany's performance, These costs are identi-
fiable or otherwise determinable and are rea-
sonable in view of the work performed. We
believe these receivables will be fully real-
ized. There is a legal basis for recognition of
the claims and change orders included [in an
appendix] for the amounts recorded as assets
in the financial statements.”(Jd.) Compara-
ble language appears in the letters dated
February 18, 2000, and February 14, 2001,
also included in Exhibit Q.

There is no factual allegation to support Plaintiff's
contention that Emnst & Young required such a letter
because of its “increasing concerns about the col-
lectibility of IT Group's claimed receivables.”(AC, 9
245). Nor does Plaintiff explain, either in the
Amended Complaint or in the brief in opposition to
the motion to dismiss, why he considers this require-
ment “highly unusual.” The statement about there
being a legal basis for the claims is only one of many
regarding internal documentation and financial analy-
ses on which Emst & Young could rely in preparing
the audited financial statements. Other documents
and analyses include: minutes and contracts, disclo-
sure of risks and uncertainties, related party transac-
tions, and methods for revenue recognition. Finally,
if the Court is expected to conclude that Messrs.
DeLuca and Soose knew when they signed the man-
agement letters that there was no legal basis for rec-
ognition of the amounts recorded as assets in the fi-
nancial statements, Plaintiff provides no factual
foundation for that speculation.

¢. Improper purchase accounting: Plaintiff claims
that some OHM write-offs were disguised through
“purchase accounting.” “®In support of this argu-
ment, he points first to “apparent” purchase account-
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ing adjustments taken for OHM projects, as shown in
a December 1, 2000, spreadsheet which includes
some $12.7 million associated with seven OHM
claims. (AC, ¥ 253; see Exhibit 8, page 1). Next, he
refers to the minutes of the July 25, 2000, Audit Re-
view Committee meeting ™= which note that a “cor-
rection to OHM acquisition accounting, $10 million”
was taken as a retroactive purchase accounting ad-
justment, because it was written off against goodwill
rather than taken as an expense, thus avoiding the
disclosure of a write-off. He further claims that a
spreadsheet dated March 13, 2001, shows the $10
million write-off was “disguised” as a “purchase ac-
counting utilization.” {AC, ¥ 257 and Exhibit V).
Finally, a July 21, 2000 spreadsheet Bl addressing
revenue recognition in connection with the LandDiv
program, also part of the OHM acquisition, recom-
mends $3.7 million of write-offs, but notes that $2.5
million of that can be eliminated through “purchase
accounting” and $830,000 through application of a
reserve. Thus, the late 2000 special charge included
only $1.8 million from the LandDiv program, not the
total of $3.7 million. (AC, Y 258 and Exhibit W).

FN29. Defendants argue that Plaintiff's alle-
gations are illogical because the frand al-
leged concerning OHM receivables would
make the Company's financial picture ap-
pear worse, not better. Had Defendants de-
termined that the OHM receivables were un-
collectible, they would have been motivated
to write them off during the allocation pe-
riod, not keep them on the books since the
receivables would ultimately have to be
posted as a loss. Plaintiff counters that De-
fendants never intended to write off the un-
collectible receivables and were forced to do
s0 only when the Company was on the verge
of bankruptcy in late 2001. This is a factual
dispute better left to a later stage of the liti-
gation when accounting experts are permit-
ted to opine on such subjects. [n re Burling-
fon, 114 F.3d at 1421. The Court need not
address these arguments, however, because,
as discussed in the text above, the Court
finds that the allegations of improper pur-
chase accounting are speculative and based
on theoretical violations of GAAP provi-
sions which did not exist at the time the
Company made those adjustments.
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FN30. Plaintiff refers to the minutes of the
July 25, 2000 meeting in his Amended
Complaint, which are provided as Exhibit T.
{AC, 9 257). The Court has been unable to
confirm any reference to a “correction to
OHM acquisition accounting, $10 million”
in those minutes or in the minutes of any
other Audit Review Committee or Board
meeting.

FN31. The spreadsheet is dated July 21,
2000, but the cover memo is dated October
4, 2000. No Defendant is listed among the
recipients of this memo.

*19 Plaintiff claims all these documents support the
allegation that ITG engaged in “highly unusual ac-
counting” activitics because, generally speaking,
“purchase accounting adjustments are restricted to
one year from date of transaction.”(AC, q 257). This
allegation is substantiated by Plaintiff's Exhibit HH,
entitled “Issues List for FYE December 28, 2001,”
and dated December 3, 2001, showing that ITG regu-
larly took purchase accounting write-downs over a
two-year period.“*While conceding that such a
practice was “technically aliowable at the time it was
done,” Plaintiff argues that it was to be done only in
“exceptional circumstances” and not as a regular
practice. (AC, Y 302). Moreover, even if such ad-
justments were made within the proper 12-month
period, they would have to be disclosed as a “re-
quirement of good accounting practice, as later con-
firmed by issuance of FAS 141 effective in
2001."23¢74 ).“Such disclosure would have alerted
investments [sic] that either Defendants were over-
paying for acquisitions on a regular basis, or IT
Group was engaged in irregular accounting practices
to inflate revenues.”(AC, Y 301).

FN32. Plaintiff alleges that [TG engaged in
this same kind of accounting manipulation
with regard to acquisitions other than OHM.
See, e.g ,AC, 1 352-353, pertaining to the
EMCON acquisition in the Spring of 1999
and the acquisitions listed in AC, Exhibit
HH.

EN33. FAS 141, which superseded the ac-
counting guidelines discussed in the text, is
applicable only to business combinations
“initiated after June 30, 2001.” (Becker
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Decl., Exhibit U, at 5).

Plaintiff concedes that the GAAP provisions —=t
which were in place at the time OHM was acquired
permitted ITG to record pre-acquisition contingen-
cies, i.e., foreseeable losses or contingent assets, as
part of the fair market values of acquired assets and
liabilities if the acquiring entity could show (1) it was
probable that the contingency in existence as of the
date of the acquisition would actually occur, and (2)
the amount of the contingency could be reasonably
estimated at the time of acquisition. (Becker Decl.,
Exhibit W, Statement of Financial Accounting Stan-
dards No. 38, “FAS 38,” dated September 1980,
5)."5 A further complication arises when the con-
tingency probably will occur, but its amount cannot
be estimated as of the acquisition date. This situation
opens an “allocation period” allowing the pre-
acquisition contingency to be recorded at a later date
as part of the purchase accounting if: (a) additional
information regarding the contingency is required;
{b) the additional information is known to be avail-
able; (c) arrangements have been made to obtain the
additional information; and (d) efforts to obtain the
information are continuing, The allocation period
closes when it is no longer reasonable to wait for
more information and “usually” will not exceed one
year from the acquisition date. (FAS 38, § 4.b).

FN34. The Court recognizes that in examin-
ing alleged GAAP violations on a motion to
dismiss, it is inappropriate to make a factual
determination as to whether the company
violated a specific accounting rule, particu-
larly where such a ruling would require in-
terpretation and application of complex ac-
counting principles. See, e.g., Fla. Staie Bd.
of Admin. v. Green Tree Fin. Corp., 270
E.3d 645, 666 (8" Cir.2001). However, the
issue in this case is not so much a complex
GAAP interpretation as it is applying the
GAAP provisions which Plaintiff concedes
were in place prior to 2001 and which, in the
Court's view, are not particularly complex as
applied to the facts herein.

EN35.See also Becker Decl., Exhibit V, Ac-
counting Principles Board Opinion 16,
“APB 16, effective August 1970, which
was amended by FAS 38.
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Plaintiff's allegations that the Company indulged in
improper purchase accounting fail for two reasons.
First, like the allegation that valuation of the OHM
accounts receivable was questionable because two
years after the merger in which Ernst & Young acted
as auditor for both OHM and ITG the SEC issued a
regulation prohibiting such activities, the Court con-
siders this allegation to be an “‘anticipatory GAAP
violation,” for lack of a better phrase. That is, the
changes in FAS 38 which required purchase price
adjustments to be taken within one year and disclo-
sure of those adjustments did not occur until June
2001 when FAS 141 went into effect, well after the
evenls in question. Secondly, Plaintiff simply mis-
states the accounting provision when he argues that
the adjustments must be taken within the fiscal year
in which the acquisition was made. The regulation
states that “although the time will vary with circum-
stances,” the “usual” period in which to take such
contingent adjustments is “one year from the con-
summation of a business combination™ which, de-
pending on the timing of events, could theoretically
extend over two fiscal years of the company. (FAS
38,74.b).

*20 In view of the post hoc nature of Plaintiff's alle-
gations, the Court declines to draw any inference that
Messrs. Soose and Deluca were aware of, much less
recklessly allowed, improper purchase accounting in
connection with the OHM acquisition.

d. The success of the OHM integration: Plaintiff al-
leges that Deluca falsely presented the integration of
OHM as successful when, in reality, the acquisition
was plagued with problems in addition to the ac-
counts receivable issue. On October 21, 1998, for
instance, ITG issued a press release which Plaintiff
characterizes as a “glowing report” about the Com-
pany’s success in increasing revenues, attributed pri-
marily to the acquisition of OHM. (AC, 1 333). Plain-
tiff alleges that the press release was false and mis-
leading, in part because it claimed that all business
lines were doing well and OHM was well-integrated
into the Company.

In the press release cited by Plaintiff, Deluca is
quoted as saying:

The fundamentals of generally all business lines
are tracking well with our operating plan....
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The integration of OHM is complete. All actions
necessary to achieve our cost savings targets have
been taken, and our organization is totally focused
on serving clients and pursuing our markets. Cost
savings produced during the integration further re-
duced SG & A expenses {excluding goodwill am-
ortization) to 4.2% of revenues in the current quar-
ter.

(AC, 9 333).

The Court finds that the statements to which Plaintiff
objects may reasonably be described as inactionable
expressions of corporate optimism. See In re Aetna
34 F.Supp.2d at 945 (“ ‘puffing’ statements-that is,
vague expressions of corporate optimism and expec-
tations about a company's prospects-are not action-
ahble because reasonable investors do not rely on such
statements in making investment decisions”); see
alse Grossman v, Novell, Inc., 120 F.3d 1112, 1121-
1122 (10® Cir.1997), holding that statements that a
company had experienced “substantial success” inte-
grating its sales force, that a merger was moving
“faster than we thought,” and that “by moving rapidly
to a fully integrated sales force, we are leveraging our
combined knowledge and expanding scope of net-
work solutions” were inactionable statements of cor-
porate optimism.

Plaintiff offers only a blanket assertion that the statu-
tory safe harbor N does not apply to “any of the
allegedly false statements pleaded in [the] complaint”
or, alternatively, that those statements related “to
then-existing facts and conditions and were not for-
ward-looking.”(AC, 1 475-476). However, this is far
too broad a generalization to be applied to every alle-
gation in a 486-paragraph complaint. The Court is not
required to accept such “bald assertions” or “legal
conclusions.” Chubb, 394 F.3d at 143. Plaintiff
makes no allegations from which to infer that in Oc-
tober 1998, DeLuca knew that the OHM integration-
which had begun only six months before-would ulti-
mately not be successful or even what “complete”
integration entailed. Accordingly, the Court cannot
infer that he knew the statement was false when it
was made. In fact, other than problems associated
with accounts receivable and the Oracle computer
system which contributed to these problems, the
Court has been unable to pinpoint any other factual
allegations regarding integration problems.
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FN36. As defined in the Reform Act, a for-
ward-looking statement (written or oral) is
one which contains “a projection of reve-
nues, income (including income loss), eam-
ings (including eamings loss) per share,
capital expenditures, dividends, capital
structure, or other financial items."See In re
Advanta, 180 F.3d at 536.quotingl5 U.S.C.
§ 78u-5()(1)}A). A forward-looking state-
ment may also address “the plans and objec-
tives of management for future opera-
tions.”15 US.C. § 78u-5(}1)(B). Such
statements are said to fall within the “statu-
tory safe harbor” of the Reform Act and are
not grounds for liability under Section
10(b).Jn re Advanta, idIn order to fall
within the safe harbor, a forward-looking
statement must be identified as such and
“accompanied by meaningful cautionary
statements identifying important factors that
could cause actual results to differ materially
from those in the forward-looking state-
ment.” EP Medsystems, Inc. v. EchoCath,
Inc., 235 F.3d 865, 872-873 (3d Cir.2000},
quotingl5 US.C. § 78u-5(c){1}A)i). Cau-
tiopary language must be “extensive yet
specific.” In re Trump Casino Sec. Litig., 7
F.3d 357, 369 (3d Cir.1993).

By definition, statements which are not
forward-looking are not entitled to protec-
tion of the statutory safe harbor provision.
Also explicitly excluded are any forward-
looking statements “included in a finan-
cial statement prepared in accordance with
generally accepted accounting princi-
ples.’15_U.S.C. § 78u-5(b)(2HA}) Nor
does the safe harbor provision apply if the
statcment was made by a natural person
(as compared to a business entity) who
had “actual knowledge” at the time that
the statement was false or misleading. 15
US.C. § 78u-5(cH1MBY{). If a forward-
looking statement later proves to be erro-
neous, there is no duty imposed by the Re-
form Act to update such a statement. 15
U.S.C.A. § 78u-5(d).

*21 In sum, Plaintiff has failed to establish any mate-
rial false or misleading misrepresentations regarding
the OHM acquisition.
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2. The Company's accounting manipulations and
violations of loan covenants: Plaintiff argues that
Defendants' scheme for making a “very troubled,
insolvent company” appear healthy and profitable
was accomplished in two ways: (1) “vastly” under-
stating the Company's debt and overstating liquidity
each quarter by artificially manipulating its revolving
debt balance; and (2) “wildly” inflating receivables
by overstating billed receivables while understating
unbilled receivables and including as receivables
unapproved change orders and other amounts which
were uncollectible. The Company thereby created the
misleading impression that it had a substantial cush-
ion of credit, was meeting its loan covenants, and was
progressing satisfactorily in its publicly-stated goal of
debt reduction. In fact, Plaintiff claims, ITG suffered
from a “prolonged liquidity crisis” and had virtually
exhausted its available credit for “a substantial por-
tion of the Class Period-a sure sign that bankruptcy
was an imminent threat.”(AC, Y 29). These allega-
tions are discussed seriatim. ™

FN37. Plaintiff makes certain allegations
about Revolver usage in 2000 and 2001 and
about the $100 million Term C Loan which
repeat allegations made in the Payne Second
Amended Complaint. See, e.g., AC 9 103-
104, 115-119, 124-137, 143-150, 331, 433,
442-445, 449. The inter-related issues of ac-
counting manipulations and violation of loan
covenants are discussed at length in Payne,
433 F.Supp.2d at 587-600. Only new factual
allegations are discussed herein.

a. Accounting manipulations: Plaintiff argues that
during the Class Period, Defendants greatly under-
stated the Company's total indebtedness by manipu-
lating the credit line downward to the lowest point on
the last day of each quarter. This was chiefly accom-
plished in two ways: (1) postponing payments, par-
ticularly to vendors and subcontractors, until the next
quarter in order to avoid using the Company's only
source of ready cash, and (2) sweeping the Com-
pany's divisions for cash and paying down the Re-
volver, knowing that immediately after the beginning
of the next quarter, those amounts would be re-
borrowed, moving the debt back to its previous lev-
els. The manipulation of the credit line affected the
financial statements in the Forms 10-K for 1998 and
1999 and in the Forms 10-Q for the first three quar-
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ters of 1999. Plaintiff asserts that Defendant Soose
made the scheme an entrenched way of doing busi-
ness during the second half of 2000 and throughout
the Payne class period. Plaintiff further alleges that
liquidity position memos provided to Defendants
Soose and DeLuca each business day from 1998
through 2001 showed the true extent of the Com-
pany's indebtedness. According to Plaintiff, the pat-
tern evident in these memos supports his allegation
that the Company was manipulating the revolving
credit line balance and hence its reported indebted-
ness. These quarterly “gyrations” were admitted by
Soose ™8 and the former ITG Treasurer, Richard
Conte (Conte), in depositions and confirmed by other
internal Company documents, (AC, 4 28).

FN38, While Plaintiff concedes that Soose
“did not admit to outright manipulation of
the cash flow to obtain the desired num-
bers,” he characterizes Soose's testimony as
an “admission as to the overall pattern fol-
lowed by Defendants to obtain the numbers
[which] when coupled with other informa-
tion alleged herein reflects that manipulation
was in fact the means used to achieve the re-
sult.”(AC, 7 120).

Although Plaintiff's allegations pertain to information
made public during the Class Period, there are few
substantive allegations on this topic which have not
already been addressed. See Payne, 433 F.Supp.2d at
593-594, Examples of new allegations include
Conte's deposition testimony that “my first recollec-
tion of, quote management, whatever we could man-
age to meet a covenant, was at the end of 1999.”(AC,
9 120). Conte is never quoted as explaining what that
“management” entailed. He further stated he was told
by an unidentified person that “one of the things we'll
need to do is manage the payables through year-end
to meet a covenant,” particularly the loan covenant
reflecting debt to EBIDTA, the covenant which
“gave us ... the most difficulty.” (Jd.) The first part of
this statement reflects what has already been well-
established-that the Company and Defendants knew
the implications of taking on heavy debt in order to
pursue its acquisitions plan, But both that debt and
the implications thereof were revealed to the public.
(See, e.g., Becker Decl., Exhibit G, at 19-20, discuss-
ing the Company's substantial leverage and ability to
service debt; and at 40-41 discussing liquidity). The
second part of the allegation regarding the need to
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“manage the payables” is too vague as to time, source
or circumstances to establish scienter on the part of
any Defendant.

*22 Once again, Plaintiff resorts to generalizations
and relies on events which occurred well after the
Class Period. For instance, in discussing the practice
of paying down the revolving loan in order to create
the false impression that the Company had access to a
greater amount of credit than it did, Plaintiff argues
that both Soose and Del.uca received the memos re-
flecting Soose's inception of the scheme and the op-
eration of the scheme. (See AC Exhibit F, PL. 2-10, a
series of three memos which discuss financial projec-
tions in 2000). A review of Exhibit F at PL 2-3 shows
the first memo to Soose and DeLuca was dated July
14, 2000, almost five months after the end of the
Class Period. The memo presents two cash flow fore-
casts prepared by Conte, not Soose, described as
“calculations of requirements to keep A/P [accounts
payable] from further deterioration from the current
situation.”There are no references to paying down the
revolving loan at the end of any quarter; in fact, the
memo focuses on anticipated accounts receivable,
presumably the source for covering accounts payable.
There is nothing in this first memo from which one
may infer that Soose initiated the so-called scheme.
The second memo, dated August 3, 2000, is ad-
dressed only to Soose and includes a statement from
which one could infer that he proposed “managing”’
accounts payable, i.e., a reference to a cash forecast
entitled “Harry Soose ‘$710° Managed A/P.*(AC,
Exhibit F, at PL. 4-9). Conte wrote “in [that] forecast,
we managed A/P in the September and December
time periods ... to deal with Total Debt Outstanding
Goals of $709 million at September 30 and $615 mil-
lion at December 31, 2000.”The final memo in this
group (AC, Exhibit F, at PL 10) shows only that as of
November 13, 2000, the Company anticipated falling
some $26.4 million short of its goal of paying down
the debt to $635 million as of the end of the year.

Based on the foregoing memoranda, the most that
reasonably may be inferred is that to the extent there
was a “scheme” to create the false impression that the
Company had greater credit than it truly did by ma-
nipulating accounts payable, Scose did not play any
role in that scheme until mid-July 2000 at the carliest,
well after the end of the Class Period. : :

Plamtiff also alleges that Defendants Soose and
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Del.uca knew, not later than November 13, 2000, that
the Company had begun withholding payments to
vendors from July 11, 2000 2%(See AC Exhibit F at
P1-10). But there is no allegation that this activity
occurred during the Class Period or that Defendants
had concocted a plan to do so during that time.

FN39. The Court finds that this may be an
over-generalization of the content of this
memo which states “we have not moved
general A/P date beyond 7/11/00 (applies
only to CEC and SGA expenses.)”Not
knowing what the parenthetical expression
denotes, however, the Court will accept
Plaintiff's assertion that the Company with-
held payment on payables in general from
July 11 onward.

Even accepting Plaintiff's contention that Soose insti-
tuted a practice of deliberately paying down the
credit line at the end of each quarter, he has failed to
establish why this practice constitutes fraud, violated
the terms of the loan agreements, GAAP, or any SEC
regulation, or why it should have been disclosed to
the market. As noted in Payne, the practice of writing
checks to vendors in one quarter but not sending
them out until the next would have the effect of in-
creasing actual cash on hand at the end of the quarter,
but the Company's accounts payable total would have
decreased concomitantly. There are no allegations
that the Company was keeping two sets of books to
hide these actions. Also, the Court determined in
Payne that the lending banks received not only the
Monthly Compliance Letter Packages which Plaintiff
contends show the true amount of the Revolver bal-
ance, but also the quarterly reports to the SEC. The
banks therefore easily could have detected the pattern
of paying down the Revolver at the end of each quar-
ter only to borrow again immediately thereafter. See
Payne, 433 F.Supp.2d at 385. In order to accept
Plaintiff's theory that paying down the credit line at
the end of each quarter was fraudulent, one also must
infer that the banks fostered this fraud by ignoring the
fact that the SEC filings were materially different
from the reports provided only to them.

*23 Finally, Plaintiff argues that evidence of scienter
on the part of all Defendants regarding manipulation
of the revolving credit line is well established by the
fact that the Company's bankruptcy trustee and credi-
tors committee filed complaints against all Defen-
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dants alleging that the Company was insolvent in
1998, Defendants knew this, and failed to address the
insolvency. (AC, § 95). The Court declines to accept
as evidence of scienter an allegation made in a sepa-
rate lawsuit in another forum.

The Court concludes that none of the new allegations
establish scienter on the part of Defendants DeLuca
or Soose with regard to misrepresentations about the
Company's revolving credit line. As the court held in
Kushner v. Beverly Enterprises, Inc., 317 F.3d 820,
827-28 (8™ Cir.2003), allegations that defendants
“designed and implemented” improper accounting
practices fail to state a claim for securities frand in
the absence of “allegations of particular facts demon-
strating how the defendants knew of the scheme at
the time they made their statements, that they knew
the financial statements over-represented the com-
pany's true earnings, or that they were aware of a
GAAP violation and disregarded it."See also In_re
Alpharma, 372 F.3d at 150 (citing Kushner.)

b. Violation of loan covenants:™* Based largely on
Soose's deposition testimony in the Company's bank-
ruptcy proceedings, Plaintiff alleges that “the com-
pany knew and it was widely understood” that cash
flow at the end of quarters was critical to achieve
loan covenant compliance. (AC, 4 120). Therefore, as
discussed supra, cash flow was managed so the
Company could meet its loan covenants. Plaintiff
alleges the Company should have disclosed that ab-
sent the scheme to manipulate the revolving credit
line balance, the Company was in violation of those
covenants. (AC, 9 449).

FN40. The Court will address only new fac-
tual allegations pertaining to events during
the Class Period or those which shed light
on the scienter of Defendants at that time.
The Court has not addressed the argument in
this section regarding presentations made by
Confidential Witness 3 to the Board in 1999,
2000 and March 2001 regarding the “Com-
pany's problems” with liquidity and working
capital issues (see, e.g..AC, 9 312) or the
conclusions of the bankruptcy examiner's
report regarding an actual or expected cove-
nant default in the spring of 2000 (AC, 9
101) because these were addressed in
Payne.Similarly, the Court is not consider-
ing the allegations concerning the “scheme
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and policy to manipulate the level of the re-
volver” carried out at the end of the first
quarter of 2001 so that the Company could
meet the debt leverage loan covenants (AC,
9 133) or DeLuca's sale of his Company
stock in October-November 2001 (AC, 9
460), because these events occurred well af-
ter the Class Period and Plaintiff has made
no allegations which tie those events to De-
fendants' knowledge at an earlier time.

Plaintiff further contends that the Board of Directors
had to be aware of these facts. For instance, the min-
utes of the Board meeting of December 17, 1999 (at-
tended by all Individual Defendants), state that
Del.uca and Soose “emphasized the goal of reducing
debt by approximately $100 million to achieve com-
pliance with the company's credit agreement loan
covenants.”(AC, ¥ 122)."™! Only three months later,
however, the Company increased its debt by $100
million rather than decreasing it by that amount.
Plaintiff concludes that “only willful blindness could
obscure [the fact] that the Company was not in com-
pliance with its loan covenants according to its true
financial condition in the ordinary course of busi-
ness.”(/d.) The fact that the Board discussed the re-
quirements of meeting loan covenants in December
1999, then increased its debt in March 2000 does not
necessarily lead to Plaintiff's conclusion. That is,
although each of the factual allegations may be true,
his conclusion that the Individual Defendants must
have known that the Company was in violation of its
loan covenants simply because the Board members
discussed the goal of meeting those covenants does
not follow necessarily.

FN41. The Court is unable to identify these
minutes within the exhibits provided by the
parties. In his brief, Plaintiff attempts to rely
on a memorandum from Deluca to the
Board members dated January 31, 2000, re-
ferring to the discussion at the December 17,
1999 meeting. (Declaration of Robert M.
Zabb in Opposition to Motion to Dismiss
First Amended Complaint, Docket No. 64,
Zabb Decl., Exhibit C.) The memorandum
states: “As discussed at the last Board meet-
ing, the Company needed to pursue a near-
term financing alternative to address liquid-
ity and existing loan covenant constraints....
The new term debt will primarily be used to
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pay down the revolver and provide addi-
tional capacity for working capital pur-
poses.”The Court declines to draw any in-
ferences from this memorandum inasmuch
as the January 31, 2000, memo is not men-
tioned in the Amended Complaint and was
improperly submitted in response to the mo-
tion to dismiss. fn re Burlington, 114 F.3d at
1426 (the court may not consider documents
extraneous to the pleadings except those
which are “integral to or explicitly relied
upon in the complaint™). As any arguments
based on these exhibits are improperly
raised in Plaintiff's brief in opposition, the
Court will disregard them for purposes of
deciding the motion to dismiss. See In re
PDI Sec. Litig.,, CA No, 02-211, 2005 U.S,
Dist, LEXIS 18145, *48 (D.N.J. Aug. 17,
2005).

*24 Plaintiff alleges that if the Company had used its
average Revolver usage during each reporting period,
it would have violated its loan covenants on a regular
basis. For instance, in the fourth quarter of 1999, the
report to lenders stated that the Company-with a 4.32
leverage ratio ™*-was in compliance with its 4.5
loan covenant. However, had the calculation been
made using the quarterly average Revolver usage,
rather than the artificially paid down balance, the
leverage ratio would have been 4.52. (AC, | 148).
Building on this reasoning, Plaintiff further alleges
that such a violation would have caused the Company
to default on its loans. (AC, 9 31). That default in
turn would have caused the principal of the loans to
become immediately due. Consequenily, the SEC
filings violated GAAP because ITG failed to report
its indebtedness as a current instead of a non-current
ligbility on its balance sheets.

FN42. The leverage ratio is calculated by
dividing total debt by EBITDA for the pe-
riod.

The Court finds these allegations insufficient to es-
tablish either misrepresentations or scienter on the
part of any Defendant because the loan covenant vio-
lations alleged by Plaintiff are entirely hypothetical.
The fact that the Board of Directors knew loan cove-
nant viclations were an ongoing possibility does not
mean such violations actually occurred There is no
allegation that the lenders were unaware of or will-
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fully ignored violations or failed to recognize that
compliance was achieved only by accounting leger-
demain, When the Company was in potential default
of its loan covenants in December 2000 (eleven
months after the end of the Class Period), it was
forced to renegotiate the loan terms, a fact which was
disclosed to the public in the Form 10-K issued on
March 20, 2001. (Becker Decl., Exhibit K, at 17). As
discussed in Payne, Plaintiff has not shown that the
terms of any credit agreement required (or even per-
mitted)} loan covenant calculations to be made using
the average Revolver usage rather than the amount
outstanding at the end of the last day of the reporting
period. (Becker Decl., Exhibit K, Form 10-K for
2000, Exhibit 10.11.2, Amendment No. 1 to the Sec-
ond Amended and Restated Credit Agreement, De-
cember 21, 2000, at 6-8). Consequently, the alleged
GAAP violations for reporting indebtedness as a cur-
rent rather than non-current liability in the SEC fil-
ings are even more hypothetical.

3. Misleading statements about the Company’s finan-
cial condition in SEC filings and press releases:
Plaintifl’ contends that every SEC filing and press
release issued during the Class Period was false and
misleading because they incorporated the aforemen-
tioned accounting manipulations, or failed to disclose
the Company's liquidity issues, thereby presenting a
false picture of the Company's financial condition.

a. Statements in SEC filings: Plaintiff's claims regard-
ing false and misleading statements in the SEC fil-
ings issued between November 1998 when the Form
10-Q for the third quarter of 1998 was filed and Feb-
ruary 23, 2000, the end of the Class Period, are exact
duplicates of the claims made in Payne™* For in-
stance, Plaintiff contends that the Company's Form
10-Q for the third quarter of 1998, filed with the SEC
on November 9, 1998, misrepresented the proportion
of billed receivables to unbilled receivables and vio-
lated GAAP by including within accounts receivable
some $18 million of claims and unapproved change
orders that management believed were “probable of
realization.” According to Plaintiff, ITG should have
disclosed to the investing public-as it did to its banks
in the Monthly Compliance Letter Packages-(1) that
its total receivables were not more than $230.6 mil-
lion, (2) that the proportion of billed to unbilled re-
ceivables was heavily skewed toward the less col-
lectible unbilled receivables, {3) that of the claimed
receivables, $45 million consisted of unapproved
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change orders, (4) that the total receivables were
“highly impatred” because of the Company's viola-
tion of pay-when-paid requirements, and (5) that the
receivables were overstated because the amounts
improperly included purchase price adjustments re-
corded during acquisitions as well as non-reimbursed
cost overruns. (AC, Y 187, 339-342) 2 The Court
need not revisit these arguments which were ad-
dressed throughout the Payne Opinion and differ only
as to the period in which the SEC filings were made.

FN43. Plaintiff also claims that the SEC fil-
ings violated 17 C.F.R. § 229.303 and SEC
Regulation 8-K. See Payne, 433 F.Supp.2d
at 574 n, 25.

FN44. Other allegations of discrepancies be-
tween SEC filings and the Monthly Compli-
ance Letter Packages are essentially the
same as in Payne. See, e.g., allegations that
the difference between total receivables re-
ported in the 1998 Form 10-K and the total
receivables reported in the Monthly Compli-
ance Letter Package for the fourth quarter of
1998 included $55 million in unapproved
change orders, therefore misleading inves-
tors not only as to quantity of receivables,
but as to their quality inasmuch as billed re-
ceivables were overstated and unbilled re-
ceivables understated. (AC, 9§ 171; see also
9 173, making the same claim with regard
to the Form 10-Q for the first quarter of
1999 and the Aprit 28, 1999 Monthly Com-
pliance Letter Package). As stated above,
there is no need to reconsider these allega-
tions simply using data from the earlier pe-
riod.

*25 One matter not addressed in Payne, however,
which Plaintiff contends is an example of improper
accounting for accounts receivables, leading in turn
to false and misleading information in the SEC fil-
ings, requires some discussion. Plaintiff claims that
the Fernald project, part of the GTI Fluor Daniel ac-
quisition in December 1998, “was known by Defen-
dants to be a fiasco during the Class Period.”(AC,
244). David Hill objected to the Company's recogni-
tion of revenues from the Fernald project, apparently
m part because the customer had denied a $12.9 mil-
lion change order in October 1998, Ernst & Young
reported to the Audit Review Committee on October
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20, 1999, that there was “still uncertainty™ as to
whether a revised change order would be accepted by
the client. (AC, 1 242). As late as September 12,
20006, receivables on the Fernald project were still
questionable and Plaintiff claims that until December
2000, the Company reported Fernald receivables
separately from other billed receivables “because of
their uncertain collectibility.” (AC, 9 244.)A quar-
terly management package dated Jume 29, 2001,
showed that all accounts receivable not categorized
as “disputed” or from the Femald project were in-
cluded in billed accounts receivable in the SEC fil-
ings. (AC, 9 185, and Exlubit N). In December 2001,
Defendants wrote off $1 million of Femnald receiv-
ables. Plaintiff claims that the magnitude of this
write-off, ““‘which [was] improperly delayed despite
Defendants’ close scrutiny of the situation, indicates
scienter.”(AC, 9 274 and Exhibit HH, noting that
Fernald was written off as part of “cash acceleration
strategy/timing of revenue recognition™).

All that may be reasonably inferred from these alle-
gations is that Fernald was a problem project and that
Defendants were aware of that fact. Plaimiff's con-
clusion that the Company separately identified Fer-
nald receivables because of “their uncertain collecti-
bility”” is sheer speculation because Plaintiff provides
no factual support such as a statement by a confiden-
tial witness who was familiar with the Company's
accounting practices. It is not even clear to the Court
what fraudulent activity is being alleged in connec-
tion with the Femald project, other than a delay in
writing off the receivables. Although Plaintiff asserts
that Fernald receivables totaled $33.2 million as of
December 1999, $32.4 million as of March 2000,
$28.7 million as of June 2000, and $27.9 million as
of September 2000, there is no allegation as to what
patt of those receivables should have been written
down at a particular time. “[E]ven a delinquent write-
down of the impaired assets, without anything more,
does not state a claim of securities fraud, stating at
best a bad business decision.” In re ICN Pharms.,
Inc.  Sec. Litig, 299 F.Supp.2d 1055, 1065
(C.D.Cal.2004). It appears that Plaintiff has simply
identified a project with accounts receivable prob-
lems and set forth numerous financial facts about it,
including internal reports that categorize its receiv-
ables in a way which differs from how those receiv-
ables are reported in the SEC filings. Although a
plaintiff need not allege every individual improper
transaction when stating a fraudulent accounting
claim, the complaint must set forth enough informa-
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tion to allow the Court to determine if the alleged
violations “affected the company's financial state-
ments and whether they were material in light of the
company's overall financial position.” Sparling v.
Daou (In re Daou Svs. Sec. Lirig.), 411 F.3d 1006,
1018 (9% Cir.2005). Simply alleging that Fernald was
a known fiasco does not state a claim for securities
fraud.

*26 For the reasons discussed in Payre, 433
F.Supp.2d at 590-597, the Court concludes that Plain-
tiff has failed to establish that any SEC filing prior to
or during the Class Period contained material misrep-
resentations about the Company's financial condition.

b. Statements in press releases: Plaintiff contends
that press releases issued on October 21 and October
28, 1998, and on February 23, March 3, April 12,
April 21, May 11, May 17, May 27, July 21, and Oec-
tober 26, 1999, were all false and misleading for two
reasons. First, they failed to disclose the problems
with the acquisition program, namely, that the Com-
pany was having trouble covering the increased debt,
the acquired companies were not producing adequate
revenues and efficiencies, and the Company had vio-
lated GAAP by failing to make price adjustiments at
the time of acquisitions which should have resulted in
write-downs of the receivables from the acquired
companies. Second, the press releases were false and
misleading because they failed to disclose the Com-
pany's ever-increasing liquidity crisis. (SeeAC,
333-338, 347-353, 368-369; 373-374; 384-391 and
412-414).™M4

[N45. Plaintiff also refers to false and mis-
leading press releases from February 24,
2000, through October 30, 2001, these have
already been addressed in the Payre Opin-
ion. The Court has declined to consider alle-
gations based on certain press releases is-
sued by Donaldson Lufkin & Jenrette on
September 23, 1998, April 22, 1999, and
August 26, 1999 (AC, 1 322, 370-372 and
402, respectively), CIBC World Markets
Corp. on May 3, 1999 (AC, T 375), and
Salomon Smith Barney on November 4 and
November 10, 1999 (AC, 1Y 415 and 428-
429, respectively) because there is no allega-
tion that any Defendant authorized these
statements. See Payne, 433 F.Supp.2d at
588, n. 38.
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As a specific example, Plaintiff refers to the first of
the press releases, dated October 21, 1998. He claims
that the statement “an increase in the Company's re-
volving credit line of just $35 million [will] be suffi-
cient to finance the Company's acquisition plans” was
false and misleading “because the increase was due
to IT Group's liquidity shortage, not merely to fund
future cash needs.”{AC, ¥ 333, 335-336). The press
release actually stated:

During the current quarter, the IT Group's bank
syndicate increased the Company's Revolving
Credit Facility by $35 million which, combined
with management's ongoing working capital focus,
is providing the Company with the liquidity needed
to finance our growth and diversification plans in
the near term.

(AC, 7333).

Plaintiff has misstated the content of the press release
by omitting the reference to “management's ongoing
working capital focus™ and the limitation of the in-
crease to finance growth “in the [undefined] near
term.” Moreover, Plaintiff has failed to offer any fac-
mal allegation which would show that when Deluca
stated that the increase in the Revolver would be suf-
ficient to provide the necessary “liquidity to finance
our growth and diversification plans in the near
term,” he knew that statement was false. The revolv-
ing credit line had just been increased from $150 mil-
lion to $185 million, the level at which it remained
until the Company's bankruptcy in January 2002,
more than three years after this statement was made.
The Term C Loan was not acquired until March
2000, more than 15 months later, a time lapse that
would put it outside “the near term.” Even the fact
that six months later, the Company issued $225 mil-
lion of senior subordinated notes in order to finance
two additional acquisitions can give rise only to a
weak inference that DeLuca knew what he said was
false because Plaintiff fails to show that those acqui-
sitions were part of the Company's plans in late Oc-
tober 1998 or that the Company planned to issue the
notes at the time the statement was made.

*27 Plaintiff makes other unfounded leaps in basing
certain allegations on these press releases. Referring
to a press release dated February 23, 1999, he states:
“[t]he claim that the Company had healthy liquidity
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based on free cash flow was false because the starting
point for that measurement was earnings which in-
cluded inflated receivables and various disputed
claims for job change orders which were later written
down by the Company.”(AC, 9 347-351). However,
a careful reading of that press release shows no refer-
ence to the Company's liquidity, healthy or otherwise.
References to “a substantial growth in revenues and
earnings” explicitly attributes that growth to the
OHM and GTI acquisitions in 1998. Plaintiff's claim
that these statements were false because earnings
included “inflated receivables” and “various disputed
claims for job change orders™ does not satisty the
particularity requirement of the PSLRA inasmuch as
he fails to offer even an estimate of the degree to
which receivables were inflated at that time, the ma-
teriality of the disputed claims, or the source of these
conclusions.

Another allegation, however, bears closer scrutiny.
Plaintiff claims that in “approximately December
1999, DeLuca held a conference call with CIBC
analysts in which he pointed to an “imminent” debt
paydown, stating that the Company would reduce
debt in the fourth quarter by $25 to $30 mil-
lion P#plaintiff describes this as a “complete fabri-
cation,” because Deluca failed to disclose that he
personally gave instructions to withhold cash pay-
ments due to vendors in the amount of $33 million.
(AC, 1 430-431). This claim is directly supported by
Confidential Witness 1 (CW 1) who was responsible
for making payments by the Company. CW 1 stated
that at the end of 1999, “‘as the situation became more
desperate,” he was given “strict instructions™ by De-
fendants Soose and DeLuca to withhold $53 million
in payments that were “supposed to be in the hands
of vendors and subcontractors before the end of De-
cember. The checks were cut and placed in a drawer
of the accounts payable department, but they were
deliberately held back from going out before year's
end.”’(AC, 7 146). Based on these allegations, one
could reasonably infer that when DeLuca stated that
the 1999 debt reduction would come from “free cash
flow” in a “very high revenue quarter,” he knew the
paydown could only be accomplished by withholding
payments to vendors. However, the inference cannot
be considered strong because “in approximately De-
cember” is too vague to establish whether the state-
ment was made before or after DeLuca told CW 1 to
withhold payments. If, for instance, the statement
was made before DeLuca realized that withholding
payments was the only way to achieve the paydown,
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it would not have been false when made. And, as the
Court noted in Payne, there is no allegation that the
Company did not actually pay down its debt or that
the Company did not generate sufficient operating

cash flow to make such a reduction. =

EN46. In full, Deluca is quoted as saying,
“[w]hat I said in October is that our net debt
pay down position in this quarter will be in
the range of $25 to $30 million. That's from
the free cash flow that we've produced in
our business. It's also a combination of tak-
ing a very high revenue quarter and in some
cases collecting the working capital invest-
ment we made in the quarter. But, we feel
quite confident that we'll [produce] a new
debt reduction ... of $25 to $30 million in the
quarter.”(AC, 9§ 430). Plaintiff claims
DeLuca had been promising investors that
debt would be paid down in 1999, but al-
though the Court can identify such puffing
“promises” made in 2000 (e.g., the Form 10-
K for 2000 states, “[w]e are focusing on re-
ducing our leverage, and expect that during
2001 we will be able to reduce our total debt
by $90-3$100 million from our December 29,
2000 levels™}, the Court has been unable to
identify such a promise in any of the 1999
press releases and SEC filings provided by
the parties. Neither paragraph 82 nor 142 of
the Amended Complaint on which Plaintiff
bases this statement in his brief in opposi-
tion to the motion to dismiss identifies such
promises. In fact, as Plaintiff points out, the
market reacted negatively to the announce-
ment in March 1999 that the Company
would acquire additional debt by issuing
$225 million in unsecured notes and using
the proceeds for more acquisitions and to re-
finance-not reduce-outstanding  indebted-
ness, an action which would contradict any
alleged “promise.” (AC, 1Y 366-368).

FIN47. Operating cash flow for 1999 was
$47 million, an increase of $62 million
“principally due to improved operating re-
sults in 1999 and ... also due to a $17 million
net change in discontinued operations cash
fiow as a result of the 1999 release of previ-
ously restricted trust fund assets of discon-
tinued operations.”(Becker Decl., Form 10-
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K for 1999, Exhibit F at 22). Thus, it ap-
pears the Company had adequate cash flow
to make the debt reduction. However, for
purposes of deciding the motion to dismiss,
the Court will accept Plaintiff's allegations
that the reduction was achieved by delaying
payments to vendors at the end of the year.

*28 4. Failure to pay subcontractors and vendors on
a timely basis and the Company's inability to abide
by pay-when-paid rvegulations’™ As in Payne,
Plaintift argues that ITG misled investors and lulled
them into complacency by failing to disclose the im-
pact of the pay-when-paid regulations or their poten-
tial to impair government receivables, particularly
because Defendants failed to disclose that a substan-
tial portion of “cost-reimbursable projects unbiiled”
amounts included in billed receivables were subject

to the pay-when-paid regulations.

FN4§. Plaintiff's argument that the Com-
pany failed to advise investors of the exis-
tence and consequences of the federal gov-
emment's pay-when-paid regulations was
addressed at length in Payne, 433 F.Supp.2d
at 600-603.

Plaintiff argues that Defendants knew as early as
March 1999 that vendors were not being paid. The
failure to pay vendors in a timely manner, in turn,
suppressed credit line usage, understated payables
because checks recorded as paid were not sent to
vendors, and hid the Company's liquidity problems
from investors. To substantiate this allegation, Plain-
tiff relies on memoranda from March and October
1999, referring to contractors walking off the job as a
result of not being paid. ™These memos were ad-
dressed to the ITG Controller and Vice President of
Procurement, who was a direct subordinate of Soose.
{AC, 1Y 308-309 and Exhibits JJ and KK). The Court
finds these documents do not lead 10 a strong infer-
ence of scienter on the part of any Defendant, even
Soose. First, knowledge of a subordinate cannot,
without more, be imputed to a securities fraud defen-
dant. In re Bio Technology Gen., 380 F.Supp.2d at
596. Second, in the October 26, 1999 memorandum,
the Vice President of Procurement assures the writer
of the complaint that he will copy the memo to “sen-
ior managers,” stating, “I think it will be helpful for
them to see this message.”(AC, Exhibit KK). Signifi-
cantly, however, the list of recipients does not in-
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clude any Defendant; therefore, there is no evidence
that any of them was aware of ifs content, even if
their subordinates received it.

FIN49. Plaintiff has also offered as evidence
that all Defendants knew about the failure to
pay vendors a March 9, 2001, memorandum
from DeLuca to members of the Board of
Directors which states in relevant part that
$34 million of a $57 million increase in net
debt between December 2000 and February
2, 2001, was “primarily related to the use of
cash for vendor payments which had been
delayed to 2001.”(AC, 9 121 and Exhibit E).
The reasonable inference to be drawn from
this memo is that to the extent this delay in
payments to vendors was somehow fraudu-
lent, the fraud occurred in the fourth quarter
of 2000. That is, this memo is not evidence
that any Defendant, including DeLuca, was
aware that vendor payments were being de-
layed within the Class Period which ended
almost eleven months before. Similarly, the
statement by Confidential Witness 3 that
during “the last six months before Shaw
took over the Company's businesses,” all of
his time was spent “fending off unpaid ven-
dors, collecting cash, setting up accounts
with customers to get cash, and bringing in
new vendors to replace those who had
walked off the job” (AC, 1 310}, would have
applied to events in late 2001. His comment
that nonpayment of vendors was “an ongo-
ing problem while [he] was at IT Group” is
100 vague to give rise to an inference of sci-
enter on the part of any Defendant. The No-
vember 13, 2000, memorandum from Conte
to Defendants DeLuca and Soose noting that
accounts payable after July 11, 2000, had
not been paid (AC, ¥ 130 and Exhibit F at
PL 10} does not lead to an inference that
during the Class Period, such a practice had
occurred or that Defendants knew about it.

Plaintiff's claims that the Board members knew about
non-payment of vendors rest largely on events which
occurred well after the Class Period. One exception-a
memorandum from Del.uca to the Board dated April
19, 1999, referring to “our tight liquidity plan which
delayed vendor payments and related billing on fed-
eral government contracts”-will not be considered by
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the Court because the Amended Complaint does not
mention or rely on this document or DeLuca's state-
ment. (See note 40, supra ). Nor do the allegations
based on statements by Confidential Witness 3 re-
garding presentations to the Board “from 2000 on” in
which he “laid out the Company's probiems,” includ-
ing “subcontractors walking off the job, ... unpaid
vendors filing liens, ... problems with getting bonding
for the Company's projects due to its negative history
with respect to late payment of vendors” (AC,
310-316) establish scienter. Again, accepting the
vague allegation that “from 2000 on’” means that De-
fendants were aware of the non-payment problem
during the Class Period herein, that does not neces-
sarily lead to the inference that this information was
fraudulently withheld from the public. “Except for
specific periodic reporting requirements ... there is no
general duty on the part of a company to provide the
public with all material information.” In_re Burling-
ton, 114 F.3d at 1432. In fact, a defendant is not re-
quired “to disclose a fact merely because a reason-
able investor would like to know that fact.”Id., quot-
ing In re Time Warner Inc. Sec. Litig., 9 F.3d 259,
267 (2d Cir.1993); see also Basic, Inc., 485 U.S. at
239, n. 17 (“Silence, absent a duty to disclose, is not
misleading under Rule 10b-5"). Plaintiff has cited no
support for his contention that these problems should
have been disclosed to the public.

*29 Another new allegation on this topic which did
not appear in the Payne SAC is based on a January
2002 report by Conway, Del Genio, Gries & Co.,
LLC, entitled “Draft Report to the Senior Secured
Lenders of the IT Group, Inc.” The report sets out the
“extreme problems” which would result if the com-
pany violated the pay-when-paid rules. Plaintiff al-
leges that the report ™ states the following material

facts which were not disclosed by ITG:

FN50. Neither party provides a copy of the
full report; the Court therefore accepts as
accurate the excerpts provided by Plaintiff.

* IT was operating under a compliance program as
a result of OHM's pre-acquisition violation of bill-
ing/payment practices;

* “Compliance matters” included ITG's pay-when-
paid status with its subcontractors on government
work; and
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* Potential penalties for violation of the pay-when-
paid regulations include (1) a significant increase
in working capital requirements because the Com-
pany would need to fund payment to subcontrac-
tors prior to collection of the related government
receivable and (2) suspension of new work being
awarded to ITG.

(AC, 9 209).

As discussed in Payne, 433 F.Supp.2d at 602-603,
investors would have been aware of the pay-when-
paid regulations and the implications of failing to
comply with them because such government regula-
tions were in the public domain and the Company
was under no obligation to provide investors with
information about the regulations because they were
not “firm specific.” See Epstein v. Washington En-
ergy Co., 83 F.3d 1136, 1143 (9" Cir.1996). More-
over, this excerpt from a report by an external analyst
issued in January 2002 sheds no light on what any
Individual Defendant may have known about alleged
pay-when-paid violations between July 1999 and
February 2000.

Embedded within the above-cited report, however, is
an allegation which was not addressed in the previous
analysis of the pay-when-paid regulations. That is,
Plaintiff alleges the Company failed to disclose that it
was operating under a compliance program as a result
of OHM's pre-acquisition violation of bill-
ing/payment practices."“'(AC, 9 209). The fact that
the Company was operating under such a program
would be a firm-specific aspect of the regulations
which, pursuant to Epstein, supra, it was obliged to
disclose.

FN51. Since this allegation appears in a sec-
tion of the Amended Complaint which ad-
dresses only the pay-when-paid regulations
and there are no allegations elsewhere con-
cerning violation of other government “bill-
ing/payment practices,” the Court assumes
that the violation in question is associated
with the pay-when-paid regulations,

A review of the Form 10-K for 1998, released on
March 22, 1999, shows it simply is not true, however,
that ITG failed to disclose this information to inves-
tors. The Company stated the following in the section
addressing risks associated with its role as a govern-
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ment contractor:

On or about September 2, 1998, OHM Corpora-
tion, one of its subsidiaries, and The IT Group en-
tered into a Compliance Agreement with the EPA
to address alleged past practices by OHM that, ac-
cording to the EPA, may constitute a basis for our
suspension and/or debarment. A breach of the
Compliance Agreement by us or any of our sub-
sidiaries is potentially cause for our immediate
suspension from work and/or debarment.

{Becker Decl., Exhibit G, at 17-18).

*30 The same statement is made in the 10-K for
1999, with the additional information that “[w]e have
not received any notice of noncompliance regarding
the September 2, 1998 Compliance Agreement and
believe OHM and The IT Group have been compli-
ant.”(Becker Decl., Exhibit F, at 11). A similar notice
appears in the 10-K for 2000. (Becker Decl., Exhibit
K, at 9). Thus, the allegation that ITG failed to dis-
close an aspect of the pay-when-paid regulations
which was particular to itself is unfounded.

Finally, Conte stated that Messrs. DeLuca and Soose
knew about the pay-when-paid regulations and “ex-
pressed concern about the Company's compliance
with those rules.”When asked what they had said on
the subject, Conte testified, “[tJhey were very con-
cerned. They knew what the rules were. They knew
that they had to try to live with them.”(AC,Y 210),
Similarly, CW1 said that the daily liquidity position
memos provided to Defendants Soose and DeLuca
included information about payments necessitated by
the regulations and that weekly cash flow projections
prepared by the finance department in which CW1
worked identified amounts which had to be paid un-
der the regulations. (AC, 9 211). Plaintiff alleges that
the members of the Board of Directors knew ITG was
required to comply with the pay-when-paid require-
ments and discussed this issue at Board meetings. For
instance, a financial report provided to the Board at
its meeting of June 8, 2000, mentions that “an em-
phasis on reducing working capital includes a pay
when paid initiative.”(AC, § 213).

The Court accepts all of Plaintift's allegations as true.
However, neither the fact that Messrs. Soose and
Deluca knew the effect of violating the pay-when-
paid regulations and how much was needed on a
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weekly basis to satisfy them, nor the fact that the
members of the Board discussed the regulations, sug-
gests that the regulations were violated during the
Class Period. The bankruptcy examiner's report on
which Plaintiff relies =2 states that “during the last
quarter of 2001, [ITG was] no longer able to invoice
the federal government on a significant portion of
contract work because [it] could not certify that the
subcontractors were current with respect to all prior
payments due.”(AC, Y 205). Because it identifies a
time period in which the Company “no longer” met
the regulation, this allegation leads to the reasonable
inference that during the Class Period, which ended
almost two years before, ITG had been able to satisfy
those requirements.

FN52.8ee, eg, AC, 11 17, 21, 90, 98, 101,
104-105, 204-205, 221, 229, and Becker
Decl., Exhibit J, First Report of R. Todd
Neilson, as Examiner for the IT Group, Inc.,
et al, Pursuant to Order of Appointment,
dated March 11, 2002.

5. Misrepresentations as to the value and reliability
of the ITG contract backlog: Plaintiff makes essen-
tially the same claims and arguments as these in
Pagyne with regard to the Company's contract back-
log, i.e., that Defendants misrepresented or failed to
disclose to investors that: (1) a substantial part of its
backlog of government contracts was known to be
unprofitable and/or would be realized only five or
more years in the future; (2) contrary to statements in
its SEC filings, the Company did not “bid selectively
on new work,” but instead “accepted a number of
projects which were either low margin or unprofit-
able:” and (3) ITG was not always the sole successful
bidder on indefinite delivery order (“ID0”) contracts
awarded by the federal government, but rather, mul-
tiple contractors, each of whom could do the work
required, were typically identified as successful bid-
ders. (AC, 19 277-280).3

IN53. Other new allegations of misrepre-
sentations concerning the Company's con-
tract backlog appear at AC, T 344, 350,
362,374, 381,391, 399, 408, 414, and 425.

*3] Plaintiff raises very few new substantive issues
about the coniract backlog and the alleged misrepre-
sentations on this subject which were not previously

considered in the Payne Opinion.™*Plaintiff notes
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that on September 23, 1998, Donaldson, Lufkin &
Jenrette (DLJ) issued an analyst's report, raising its
rating on IT Group to “buy,” based in part on the
Company's purported backlog. Consequently, the
Company's mistepresentations on this subject were
material and served to materially artificially inflate
the price of IT stock. (AC, ¥ 332). He claims that the
Company's press releases during the Class Period
also presented false and misleading information
about the backlog. For instance, the October 21,
1998, press release included false reassurances that
investors could rely on the Company's large contract
backlog. (AC, ¥ 333). Plaintiff claims the press re-
lease failed to disclose that the purported backlog
was not exclusive to ITG and could be assigned to
other vendors. (AC, 9 335; see alsoY 350, alleging
that a press release regarding 1998 results, issued on
February 23, 1999, contained the same false and mis-
leading omissions). The Company's SEC filings dur-
ing the Class Period were similarly false and mislead-
ing because they failed to disclose the quality of
backlog revenues, the likelihood of losses from low-
margin or unprofitable backlog projects, the time lag
in receiving backlog revenues, and the potential for
parts of the claimed backlog to be transferred to other
contractors, (See, e.g,AC, ¥ 344, discussing Form
10-Q for the third quarter of 1998).5

FN54. Plaintiff reiterates the same allega-
tions which were made in Payne regarding a
presentation made by DeLuca on April 14-
15, 1999, press releases issued during the
Class Period herein, SEC filings, and state-
ments by confidential witnesses. See,
e.g, AC, 1] 296, 324, 328, 370-371, 435,
and 453-455.

FN53. Plaintiff also alleges that additional
facts about IDQ contracts and the backlog
were confirmed in the report prepared in
Tanuary 2002 by Conway et al. for the
Company's senior secured lenders in the
bankruptey process. The report, which relied
on unaudited financial information, Com-
pany records and forecasts, and discussions
with its management, indicated that ap-
proximately 38% of projected 2002 revenue
was related to funded backlog, 52% to un-
- funded backlog, and 11% to anticipated new
work. It also noted the tenuous nature of
IDO projects. (AC, ¥ 281). The Court need
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not consider this allegation further because it
addresses events which occurred some two
years after the end of the Class Period and
relates to projected backlog revenues for
2002 which is not relevant to the claim that
information about the backlog provided in
the past was false and misleading.

In short, the Court concludes-for the reasons dis-
cussed at length in Payne-that Defendants adequately
distinguished between funded and unfunded portions
of the backlog in the Company’s SEC filings, that the
market would have known how IDO confracts are
awarded, and that statements about the reliability of
the backlog were either forward-looking statements
protected by the Reform Act's safe harbor provision
or inactionable puffery. Payne, 433 F.Supp.2d at 603-
606. Plaintiff has failed to show that the statements
made by DLJ in September 1998 can be attributed to
any Defendant. {Id. at 588, n. 38). Thus, claims of
securities fraud resting on purported misrepresenta-
tions about the Company's backlog must be dis-
missed.

. _FN
D. Loss Causation™2

EN36.5ee Payne at 433 F.Supp.2d at 606-
611 for a summary of the Supreme Court's
analysis in Dura, as well as a discussion of
the ITG announcements made between Oc-
tober 30 and December 27, 2001, which
were analyzed pursuant to the “corrective
disclosure™ paradigm of alleging loss causa-
tion.

Pursuant to Dura, plaintiffs in a securities fraud case
brought under Section 10b(5) must allege both eco-
nomic loss and “a causal connection between the
material misrepresentation and the loss.” Dura, 544
U.S. at 342. As noted in Payne, the allegations re-
garding loss causation therein reflected almost ex-
actly the language the Supreme Court rejected in
Durad™" where the plaintiffs had atleged “the follow-
ing (and nothing significantly more than the follow-
ing) about economic losses atiributable to the ... mis-
statement: ‘In reliance on the integrity of the market,
[the plaintiffs] paid artificially inflated prices for
Dura securities' and the plaintiffs suffered damage[s]
thereby.”” Dura, 544 U.S. at 339-340. The Supreme
Court held that to successfully allege a cause of ac-
tion in a fraud-on-the market case, a plamtiff must
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allege that the share price fell significantly after the
truth about the misstatement or omission became
known, which the Dura plaintiffs had failed to do. 7d.
at 347,

EN57. In Dura, the plaintiffs alleged that the
defendant pharmaceutical company misrep-
resented the company's profitability and the
expected approval of its new asthmatic spray
device by the FDA. In reliance on those
statements, plaintiffs purchased Dura stock,
only to learn, first, that earnings would be
lower than expected due in part to slow drug
sales, and second, that the FDA would not
approve the device. Dura, 544 U.S. at 339.
Plaintiffs sued Dura, its managers and direc-
tors under the PSLRA, invoking the fraud-
on-the-market doctrine, The District Court
dismissed the case, finding that the com-
plaint failed to adequately allege scienter or
loss causation. /d. at 340.The Ninth Circuit
Court of Appeals held that because the in-
jury occurred when the plaintiffs purchased
their stock at prices which were inflated by
the corporation's misrepresentations, the
plaintiffs had satisfied the loss causation re-
quirement. The Supreme Court reversed,
finding that the plaintiffs failed to ade-
quately allege proximate cause, Durg, 544
U.S. at 346. Specifically, the Supreme Court
held that a plaintiff cannot satisfy the loss
cansation requirement of Section 10(b) by
simply alleging that the purchase price of
the security on the date of purchase was in-
flated because of the misrepresentation. fd.
at 342.The Court reasoned that when the
plaintiffs purchased Dura's shares, they did
not immediately suffer a loss because they
could have sold the shares at an equally in-
flated price any time before the truth became
known. That is, an inflated purchase price
“will not itself constitute or proximately
cause the relevant economic loss.... [I]f the
purchaser sells the shares quickly before the
relevant truth begins to leak out, the misrep-
resentation will not have led to any loss.”In
a fraud-on-the-market situation, the loss
does not occur until the truth becomes
known to the public, causing the share value
to drop and preventing the plaintiffs from
recouping the purchase value by re-selling
the shares. [d. at 342-343 . Thus, to success-

Page 33

fully allege a cause of action, a plaintiff
must allege that the share price fell signifi-
cantly after the truth zbout the misstatement
or omission became known. {d, at 347.

*32 Here, Plaintiff alleges that he “purchased shares
of [ITG] common stock during the Class Period and
was damaged thereby.”(AC, ¥ 42). He further alleges:

In ignorance of the adverse facts concerning
[ITG's] business operations and earnings, and in re-
liance on the integrity of the market, plaintiffs [sic]
and the members of the Class acquired [ITG]
common stock at artificially inflated prices and
were damaged thereby.

Had plaintiffs [sic] and the members of the Class
known of the materially adverse information not
disclosed by the Defendants, they would not have
purchased [ITG's] common's stock at all or not at
the inflated prices paid.

(AC, 19 480-481). 28

EFN58. While these allegations may support
the reliance or transaction causation element
of a securities fraud claim, they do not sat-
15ty the loss causation element. See Newton
v. Merrill Lynch, Pierce, Fenner & Smith,
Inc, 259 F.3d 154, 172 (3d Cir.2001) {asso-
ciating transaction causation with the idea
that “but for the fraudulent misrepresenta-
tion, the investor would not have purchased
or sold the security.”)

These allegations are a verbatim duplication of the
language used in the Second Amended Complaint in
Payne. ™ Moreover, there is no mention of those
members of the putative class who purchased the
senior subordinated notes, not common stock. Loss
causation is never explicitly mentioned in the
Amended Complaint, although it was filed well after
the Supreme Court's opinion in Dura, which clearly
states that loss causation is one of the “basic ele-
ments” to be alleged in securities fraud cases. Dura
544 U.S. at 341, Plaintiff does not even make a ge-
neric allegation that Defendants’ misrepresentations
“directly or proximately caused, or were a substantial
contributing cause of, the damages [he] sus-
tained.”See Semerenko v. Cendant Corp., 223 F.3d
165. 186 (3d Cir.2000). However, Plaintiff does al-

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



Case: 1:02-cv-05893 Document #: 1362 Filed: 01/31/09 Page 61 of 79 PagelD #:35261

Not Reported in F.Supp.2d

Not Reported in F.Supp.2d, 2006 WL 2850448 (W.D.Pa.)

(Cite as: 2006 WL 2850448 (W.D.Pa.))

lege:

EN59. The Second Amended Complaint in
Payne was filed before the Supreme Court
decided in Dura, but before the parties had
completed briefing the issues raised in the
motien to dismiss. Neither party, however,
addressed the loss causation element in their
pleadings despite the obvious applicability
of that case, nor did the plaintiffs seek to
amend the complaint to satisfy the pleading
requirements of Dura.However, the Court
analyzed the Second Amended Complaint in
light of Dura, and found that the plaintffs
had failed to adequately plead loss causa-
tion. In short, the Court concluded that al-
though the plaintiffs had alleged the price of
ITG stock fell severely between October 30,
2001, and January 16, 2002, as the Company
released its dismal results for the third quar-
ter of 2001, announced that it would suspend
payment of its dividend on preferred shares,
alerted the market that it expected to file for
bankruptcy, and eventually did so, none of
these announcements revealed any part of
Defendants' fraudulent actions, but instead
perpetrated the cover-up. Moreover, the
FPayne plaintiffs had clearly alleged that they
first learned of the defendants' wrongdoing
from documents filed in ITG's bankruptcy
proceeding “no earlier than March 2002
and that further facts were revealed in a
bankruptcy examiner's report filed in the
same proceedings “on or about April 2002,
The Court concluded that if the Payne de-
fendants' wrongdoing was not disclosed un-
til March 2002 at the earliest, the plaintiffs
had failed to satisfy the Dura requirement of
pleading that the decline in the price of ITG
stock was the result of the truth surrounding
the defendants' fraud becoming known to
the public.

The market experienced a severe reaction to the
adverse developments between October 30, 2001
and January 16, 2002. The value of IT Group stock
evaporated. In trading on October 30, 2001, when
the news release on third quarter results was dated,
the price of IT shares dropped from $4.77 to $3.48,
a 27.04% loss. As the company held its corre-
sponding conference call on that release and the
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Salomon Smith Bamney analyst's report on that re-
lease occurred, the stock dropped from a $3.50
close on November 2, 2001 to a close of $1.65 on
November 8, an additional 53% plunge 2®When
IT announced the suspension of its dividend on its
preferred shares, the price resumed its drop from a
close of $1.73 on November 29, 2001 to a closing
price of $.81 on December 3, 2001, a loss of over
50%. By December 27, 2001, when the Company
announced it expected to file for bankruptey, IT
[Group] lost almost all value, plummeting again
from a December 26 closing price of $.38 to a price
of $.05 at the market close on December 28, 2001,
when the Company said they may be forced to file
bankruptcy.

EN60. The contents of the press release of
October 30, 2001, and the Salomon Smith
Barney analyst's report issued on November
3, 2001, are not alleged in the Amended
Complaint.

Similarly, IT Group's $225 miilion notes were
downgraded at the end of the Class Period as the
bad news emerged about I'T Group's financial con-
dition. Standard & Poor's downgraded its rating on
the bonds from B+ at time of issuance to B as of
November 20, 2001, B as of December 3, 2001,
CCC+ as of December 14, 2001, C as of December
27,2001, D as of January 16, 2002 and not rated as
of February 10, 2002. Moody's downgraded the
bonds from B3 as of date of issuance to Caa3 as of
December 13, 2001 to withdraw rating as of Janu-
ary 18, 2002. As the bad news emerged and these
bonds were downgraded, their market price de-
clined, causing damages to members of the Class.
*33 (AC, 19 469-470).

Defendants argue that Plaintiff has not adequately
pled loss causation for two reasons. First, he cannot
establish a causal connection between a purported
misrepresentation and his loss inasmuch as ITG's
stock price declined before any alleged misrepresen-
tations were disclosed. Second, the disclosures which
did take place between October 2001 and February
2002 related to ITG's worsening financial condition
and eventual bankruptcy, but did not reveal that any
statements made during the Class Period were false.
In short, Defendants argue that Plaintiff has failed to
identify a “corrective disclosure”™ which brought to
light the alieged fraudulent activities and caused a
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drop in the value of the securities,

Plaintiff argues that he has adequately pled loss cau-
sation not by alleging a corrective disclosure, but by
pointing to the materialization of a concealed risk.
That is, throughout the Class Period and thereafter
until the last quarter of 2001, Defendants successfully
hid the Company's lack of liquidity from the invest-
ing public. This chronic liquidity crisis put the Com-
pany at risk of bankruptcy and/or inability to service
its debt. In late 2001, the Company was forced to
concede that it had massive amounts of uncollectible
accounts receivable which finally had to be written-
off and had run out of borrowing capacity to supple-
ment its rapidly declining revenues. Defendants could
no longer keep the Company afloat by dishonestly
suppressing the balance on the revolving loan in or-
der to meet loan covenants, delaying payments to
vendors, and engaging in other accounting manipula-
tions. Thus, the risks associated with the concealed
chronic liquidity crisis materialized and the Company
stock lost its all its value. The Court disagrees.

Although the Third Circuit has held that loss causa-
tion is a fact-intensive inquiry best resolved by the
trier of fact (see EP Medsystems, Inc. v. EchoCath,
Inc., 235 F.3d 863, 884 (3d Cir.2000)), the plaintiff
must provide the defendant “with some indication of
the loss and the causal connection that he has in
mind.” Durg, 544 U.S. at 347:5ee also Emergent
Capital Inv. Meme., LLC v. Stonepath Group, Inc.,
343 F.3d 189, 198 (2d Cir.2003} (“the very question”
the loss causation allegation must answer is why
plaintiffs lost money on the purchase).

In making his argument that he has properly pled loss
causation through allegations showing that the risks
associated with the prolonged liquidity crisis materi-
alized and caused his loss, Plaintiff relies almost en-
tirely on cases from the Second Circuit™!To date,
the Third Circuit has not explicitly addressed the ma-
terialization of the risk method of pleading loss cau-
sation, ™ nor has it analyzed the language in Dura
requiring a plaintiff to allege that “the share price fell
significantly after the truth about the misstatement or
omission became known.” Dwra, 344 U.S. at 347.
However, accepting Plaintiff's contention that materi-
alization of the risk is an acceptable alternative
means to plead loss causation in this Circuit, the
Court finds that he has failed to meet the standards
set out in the cases on which he relies.
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EN61.See Lentell v. Merrill Lynch & Co.,
Ine, 396 FAd 161. 174 (2d Cir.2005);
Emergent Capital, 343 F.3d at 197; Suez
Equity Investors, L.P. v. Toronio-Dominion
Bank, 250 F.3d 87, 98. n. 1 (2d Cir.2001);
Catton v. Defense Tech. Sys., Inc., CA No.
05-6954, 2006 U.S. Dist. LEXIS 205, #20-
*22 (S D.NY. Jan. 3, 2006); Teamsters Lo-
cal 445 Freight Div. Pension Fund v. Bom-
bardier Inc, CA No. 05-1898, 2005 US.
Dist. LEXIS 19506, *57-*58 (S.DN.Y.
Sept.6, 2005); In re Initial Public Qffering
See.  Litig,, 399 F.Supp.2d 298, 307
(S.D.N.Y.2005); and In re NTL, Inc. Sec.
Litig., CA No. 02-3013, 2006 U.S. Dist.
LEXIS 5346, *30-*33 (S.D.N.Y. Feb. 14,
2006).

EN62. The Third Circuit Court of Appeals
has addressed the Second Circuit standard
for alleging loss causation on at least one
occasion, albeit in dicta. In Newfon v.
Mervill Lynch, Pierce, Fenner & Smith, Inc..
259 F.3d 154, 181. n. 24 (3d Cir.2001), the
plaintiffs, relying on 4US4 Life Ins. Co. v.
Lrnst & Young, 206 F.3d 202 (2d Cir.2000),
argued that they had established loss causa-
tion because it was foresecable the defen-
dants' trading practices would cause eco-
nomic harm to class members. The Third
Circuit Court of Appeals explained that the
Second Circuit's definition of loss causation
“examines how directly ... [the fraudulent
conduct] caused the loss, and whether the
resulting loss was a foreseeable outcome of
the fraudulent [conduct].”Newton, id., also
citing Suez Equitv Investors, 250 F.3d at 96.
The Court went on to state:

Our test for loss causation is framed
somewhat differently.... [A] a viable Rule
10b-5 securities claim must show a “suffi-
cient causal nexus between the loss and
the alleged [nondisclosure].” Semerenko
223 F.3d at 184. In other words, to estab-
lish loss causation, a claim must demon-
strate that the fraudulent conduct proxi-
mately caused or substantially contributed
to causing plaintiff's economic loss,
Whether there are differences between
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these standards for loss causation, it is far
from certain in this case that each plaintiff
has sustained a loss, unlike the insurance
companies in AUSA.

Newton, id (other internal citations omit-
ted.)

#34 There are two methods of establishing loss cau-
sation, which have been distinguished as follows:

Where the alleged misstatement conceals a condi-
tion or event which then occurs and causes the
plaintiff's loss, it is the materialization of the un-
disclosed condition or event that causes the loss.
By contrast, where the alleged misstatement is an
intentionally false opinion, the market will not re-
spond to the truth until the falsity is revealed, i.¢, a
corrective disclosure.

In re Initial Public Offering Securities Litig., 399
F.Supp.2d 298, 307 (S.D.N.Y.20035).

Relying on fn re Parmalar Sec. Litig., 375 F.Supp.2d
278, 307 (8.D.N.Y.2005), Plaintiff argues that even
though the true extent of the fraud was not disclosed
until two months after the ITG stock price plum-
meted in late 2001 and the notes were downgraded,
that disclosure is immaterial where the risk concealed
by Defendants materialized and caused the decline in
the value of the securities. As was the case in /n re
Parmalar ™8 Plaintiff claims that lack of liquidity
caused ITG to file for bankruptcy and the Company's
bonds were downgraded when the details of the
Company's perilous financial condition were revealed
beginning in late 20G1. Thus, he contends, he has
satisfied the loss causation requirement under the
materialization of the risk theory.

FN63./n re Parmalat involved claims
against auditing company defendants who
concealed the Italian dairy conglomerate's
massive undisclosed debt, its inability to
service that debt, and its reliance on non-
existent bank accounts to bolster its reported
assets. Jd.,, 375 F.Supp.2d at 307.

According to the Second Circuit's decision in Lentell
v. Merrill Lynch & Co., 396 F.3d 161 (2d Cir.), cert.
denied, --- U.8, -—--, 126 §.Ct. 421. 163 L.Ed.2d 321
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(2005), a plaintiff relying on the materialization of
the risk method must allege several things ®**First,
he must establish that the misstatement or omission
was the proximate cause of his loss by alleging that
the loss “was within the zone of risk concealed by the
misrepresentations and omissions.”He must further
allege “that the misstatement or omission concealed
something from the market that, when disclosed,
negatively affected the value of the security. Other-
wise the loss in question was not foreseeable.”Third,
he must assert “that the subject of the fraudulent
statement or omission was the cause of the actual loss
suffered.” Lentell, 396 F.3d at 172-73. If the rela-
tionship between his investment loss and the informa-
tion misstated or concealed by the defendant is suffi-
ciently direct, he has satisfied the eclement of loss
causation for purposes of withstanding a motion to
dismiss. /d. at 174.

FN64, The Second Circuit's decision in Len-
teil was issued on January 20, 2005, shortly
before the Supreme Court's decision in Dura
on April 19, 2005. In denying the petition
for writ of certiorari on October 25, 2005,
the Supreme Court did not offer any com-
ment on the analysis in Lentell vis-a-vis its
helding in Dura, nor did it remand Lentell
for further consideration in light of Dura.

The first step, therefore, in analyzing whether a plain-
tiff alleging securities fraud has adequately pled loss
causation “is to identify the subject of the misrepre-
sentations or omission that allegedly caused plain-
tiff's loss, i.e., the risk concealed by the defendant's
fraund.”Leykin v. AT & T Corp., 423 F.Supp.2d 299,
240 (8.D.N.Y.2006); see also Halperin v. Ebanker
Usa.com, 295 F.3d 352, 359 (24 Cir.2002). The sec-
ond step “is to determine whether the complaint al-
leges that the concealed risk led to plaintiff's loss.... If
the plaintiff fails to demonstrate a causal connection
between the content of the alleged misstatements or
omissions and the harm actually suffered, a fraud
claim will not lie.”Leykin, id (internal quotation omit-
ted).

*35 The threshold problem with Plaintiff's argument
that the undisclosed risk was the Company's chronic
liquidity crisis is that herein, unlike In re Parmalat,
contemporancous public statements repeatedly re-
vealed the Company's liquidity situation. In its 1998
Form 10-K, for example, the Company advised in-
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vestors of its intent to issue $200 million in senior
subordinated notes in order to finance two imminent
acquisitions {(Note Offering) (Becker Decl., Exhibit
G, at 6-7). The Form 10-K later reported in a section
entitled “Substantial Leverage” that total indebted-
ness as of December 25, 1998 was $422,662,000.
The statement continued, “we have now and, after the
Note Offering, will continue to have a significant
amount of indebtedness.”(Jd. at 19). This section con-
tinued:

Our substantial indebtedness could have important
consequences, For example, it could:

- increase our vulnerability to general adverse eco-
nomic conditions;

- limit our ability to pursue our acquisition business
strategy;

- limit our ability to obtain necessary financing or
bonding, fund future working capital, capital ex-
penditures and other general corporate require-
ments

- require us to dedicate a substantial portion of our
cash flow from operations to payments on our in-
debtedness, thereby reducing the availability of our
cash flow to fund working capital, capital expendi-
tures and other general corporate purposes;

- limit our flexibility in planning for, or reacting to,
changes in our business and the environmental ser-
vices industry;

- place us at a competitive disadvantage compared
to our competitors that have less debt; and

- limit, along with the financial and other restrictive
covenants in our indebtedness, our ability to bor-
row additional funds. And, failing to comply with
those covenants could result in an events of default
which, if not cured or waived, could have a mate-
rial adverse effect on us.

We may be able to incur substantial additional in-
debtedness in the future. During 1998, we amended
and restated our credit facilities so that they now
provide for a $228.0 million eight-year term loan
and a $185.0 million six-year revolving credit fa-
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cility. At December 25, 1998, we had outstanding
$225.8 million of borrowings under the term loan
and $143.0 million under the revolving credit facil-
ity. If new debt is added to our current debt levels,
the related risks that we now face could increase.

{Becker Decl., Exhibit G, at 20, emphasis added).

As if the foregoing were not warning enough, the
Form 10-K continued in a section entitled “Ability to
Service Debt:”

Our ability to make payments on and to refinance
our indebtedness and to fund planned capital ex-
penditures and any future acquisitions will depend
on our ability to generate cash in the future. Qur
success is dependent upon our results of opera-
tions, which are heavily dependent on various fac-
tors, including managing utilization of our profes-
sional staff, properly executing projects and suc-
cesstully bidding new contracts at adequate margin
levels....

*36 Based on our current level of operations and
anticipated costs savings and operating improve-
ments, we believe our cash flow from operations,
available cash and available borrowings under our
credit facilities will be adequate to meet our future
liquidity needs, excluding acquisitions, for the next
twelve months.

We can make no assurance, however, that our
business will generate sufficient cash flow from
operations or that future borrowings will be avail-
able to us under our credit facilities in an amount
sufficient to enable us to pay our Indebtedness or to
fund our other liquidity needs.

(Becker Decl., Exhibit G, at 20, emphasis added). ™

EN65. The foregoing caveats cited as ap-
pearing in the Form 10-K for 1998 were re-
peated, essentially verbatim, in the Form 10-
K for 1999, Becker Decl., Exhibit F, at 8-9,
released on March 30, 2000.

In the Form 10-K for 2000, released on March 20,
2001, the Company stated that in December 2000,

we requested ... an amendment to the credit agree-
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ment for the exclusion of the special charge from
our covenant ratio calculations and revisions to the
financial covenants which included, among other
items, the deferral of more restrictive future finan-
cial covenants for maximum EBITDA, minimum
interest coverage and minimum fixed charge cov-
erage, as defined, to later quarters over the next
two years. As amended, we were compliant with
the covenants and all other limitations of our credit
agreement at December 29, 2000.

{Becker Decl., Exhibit K, at 17).

Such requests, coming only nine months after the
Company had taken on an additicnal $100 million
loan, alerted the market that ITG must have experi-
enced difficulty meeting its loan covenants during the
last quarter of 2000 if niot before and that the Com-
pany would have failed to comply with its loan cove-
nants had the credit agreement not been amended.

The Company revealed in its Form 10-Q for the third
quarter of 2001 that it anticipated it would not meet
the more restrictive covenants in effect as of Septem-
ber 2001 and again sought modification of those
covenants. (Becker Decl., Exhibit N, at 11). It also
warned investors that it expected to negotiate a third
amendment during the first quarter of 2002, another
sign that the Company did not expect its liquidity
situation to improve in the near future. Jd.

Apparently recognizing that these disclosures hamper
his materialization of the risk argument, Plaintiff as-
serts that the materiality of Defendants’ concealment
of this long-term, pervasive liquidity problem is
overwhelming and cannot be dispelled by indirect or
partial disclosures. Relying on In re Stone & Web-
ster, Inc. Sec, Litig., 414 F.3d 187, 209 (1* Cir.2005),
Plaintiff argues that even honest disclosures of liquid-
ity problems camnot necessarily, as a matter of law,
redress earlier false claims of adequate liquidity,
since pervasive liquidity problems are qualitatively
different from a sudden temporary reversal. More-
over, no “honest disclosures” were ever made regard-
ing ITG's long-term liquidity problem.

It is undoubtedly true that cautionary language in
securities publications, such as those which appear in
the Company's SEC filings, “is just about universal.”
Halperin, 295 F.3d at 359. To overcome the effect of
such general language, the plaintiff may show that
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the “cautionary language did not expressly warn of or
did not directly relate to the risk that brought about
[his] loss.”ld. But other than the blanket argument
just above, Plaintiff never explains why the caution-
ary language in the SEC filings did not constitute
“honest disclosures” of the Company's “long-term,
pervasive liquidity problem.” ™

FN66. In Payne, the plaintiffs claimed that
ITG became secretly insolvent in February
2000. The Court noted that because the
Company continued to operate until Febru-
ary 2002 without seeking bankruptcy protec-
tion, it was reasonable to infer that although
for most of that time liquidity was a prob-
lem, there was no “crisis” to disclose.
Payne, 433 F.Supp.2d at 592-593 citing In
re Ultrafem Sec. Litig.. 91 F.Supp.2d 678,
700 (8.D.N.Y.2000). Since Plaintiff here al-
leges that the crisis began in 1998 with the
acquisition of OHM, that conclusion is rein-
forced since under Plaintiff's timetable, ITG
managed its liquidity problem for almost
four years.

*37 Furthermore, the Court finds the disclosures
herein were neither indirect nor partial. Unless inves-
tors expected the Company to announce explicitly in
every public statement that it might, someday, de-
clare bankruptcy, it is difficult to imagine what more
it could have done to alert the market to its ongoing
liquidity situation and the consequences thereof. As
noted previously, at the same time the Company ad-
vised investors that if it tock on additional debt, the
associated risks could increase, it stated that it was
about to do just that. Within a year of issuing $225
million in notes and borrowing another $100 million
on the Term C Loan, the Company had to amend its
credit agreements in order to comply with its then-
current loan covenants and request postponement of
more onerous covenants. As Plaintiff points out, the
Company was unable to make appreciable progress in
reducing its total debt, The situation never signifi-
cantly improved and Defendants never asserted to
investors that it had. In stark contrast to the facts of
In re Parmalat, this “massive” debt and the Com-
pany’s potential inability to effectively service it were
repeatedly disclosed.

As the Second Circuit stated in Lentell:

© 2009 Thomson Reuters/West. No Claim to Orig. US Gov. Works.



Case: 1:02-cv-05893 Document #: 1362 Filed: 01/31/09 Page 66 of 79 PagelD #:35266

Not Reported in F.Supp.2d

Not Reported in F.Supp.2d, 2006 WL 2850448 (W.D>.Pa.)

(Cite as: 2006 WL 2850448 (W.D.Pa.))

where (as here) substantial indicia of the risk that
materialized are unambiguously apparent on the
face of the disclosures alleged to conceal the very
same risk, a plaintiff must allege (i) facts sufficient
to support an inference that it was defendant's
fraud-rather than other salient factors-that proxi-
mately caused plaintiff's loss; or (ii) facts sufficient
to apportion the losses between the disclosed and
concealed portions of the risk that ultimately de-
stroyed an investment.

Lentell, 396 F.3d at 177.

The Court finds that Plaintiff has failed to state alle-
gations in the Amended Complaint that would satisfy
either of these Lentell criteria."*"There are no allega-
tions that Defendants’ fraudulent concealment of the
Company's liquidity crisis proximately caused his
loss. The closest Plaintiff comes to such a statement
is the allegation that his “case is based upon the con-
cealment of the Company’s liquidity and related prob-
lems, and the means utilized by Defendants to artifi-
cially prop up the failing Company.”(AC, Y 8). Else-
where, he states: “In fact, the Company was suffering
from a prolonged liquidity crisis, and had virtually
exhausted its available credit line for a substantial
portion of the Class Period-a sure sign that bank-
ruptcy was an imminent threat.”(AC, ¥ 29). The
statement of the cause of action in Count I (AC, 4
477-482) makes no reference to Plaintiff's theory of
loss causation. See Porter v. Conseco, Inc., 2005 U.S.
Dist. LEXIS 15466, *13-*14 (SD.Ind. July 14,
2005 Dura“makes clear that a plaintiff must give a
defendant fair notice of his loss causation theory in
the complaint™); see also D.E. & J. Ltd. P'ship v.
Conaway, CA Nos. 03-2334 and 03-2417, 2005
U.S.App. LEXIS 11267, *16 (6 Cir. June 10, 2005),
affirming dismissal of the complaint for failure to
plead loss causation, in part because the plaintiff did
not give fair notice of the relevant economic loss or
the causal connection between the loss and the mis-
representation. On the other hand, the Amended
Complaint contains no allegations which allow the
Court to apportion Plaintiff's losses between the con-
cealed and disclosed portions of the risk that materi-
alized-in fact, even the magnitude of the loss is un-
clear.™%See In re Gilead Sciences Sec. Litig., CA
No. No. 03-4999 ef a/,,2006 U.S. Dist. LEXIS 32893,
*12-*13 (N.D.Cal. May 12, 2006), referring to an
earlier unpublished opinion in which the court had
dismissed the third amended complaint because
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plaintiffs had inadequately pled loss causation in part
because the court was “left to speculate as to what
portion, if any, of [the] decrease should be atiributed
to the alleged misconduct or whether the loss was
caused by other factors.”

FN67. Contrary to Plaintiff's argument that
one reason Defendants’ motion to dismiss
should be denied is their failure offer evi-
dence that intervening events were at least
partially responsible for the decrease in
value of ITG securities, Lentell makes clear
that the burden is on the plaintiff to plead
that its loss was caused by fraud and not in-
tervening events. “When the plaintitf's loss
coincides with a marketwide phenomenon
causing comparable losses to other inves-
tors, the prospect that the plaintiff's loss was
caused by the fraud decreases, and a plain-
tiff's claim fails when it has not adequately
[pled] facts which, if proven, would show
that its loss was caused by the alleged mis-
statements as opposed to intervening
events.” Lentell, 396 F.3d at 174 (internal
quotations omitted). In addition to the im-
pact of September 11, 200, on the financial
markets, “[as] is obvious to anyone familiar
with recent history, America's economy un-
derwent a recession and the U.S. stock mar-
ket suffered a substantial decline during
[200L.]"In re Sawtek Inc. Sec. Litig, CA
No. 03-294, 2005 U.S. Dist. LEXIS 39223
at ¥43 and n. 5 (M.D.Fla. Oct, 6, 2005), not-
ing that during 2001, the broad U.S. stock
market declined 11.46%.

EN68. Since the value of ITG stock was
$4.77 per share at the time Plaintiff asserts
effects of the Company's liquidity crisis be-
gan to materialize, it logically follows that
any decrease between a purchase price
greater than $4.77 per share and $4.77
would have been caused by other factors and
not by materialization of the risks associated
with lack of liquidity. Moreover, because
there are absolutely no allegations as to the
monetary losses incurred by members of the
Class who purchased the unsecured notes,
the Court cannot begin to allocate their
losses between the alleged frandulent and
non-fraudulent causes of the decline in
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value.

*38 While the Supreme Court in Durg assumed *“at
least for argument's sake,” that ncither the Rules of
Civil Procedure nor the securitics statutes impose a
heightened pleading standard on the element of loss
causation,

it should not prove burdensome for a plaintiff who
has suffered an economic loss to provide a defen-
dant with some indication of the loss and causal
connection that the plaintiff has in mind. At the
same time, allowing a plaintiff to forgo giving any
indication of the economic loss and proximate
cause that the plaintiff has in mind would bring
about the harm of the very sort the statutes seek to
avoid.

Dura, 544 1.S. at 347,

Plaintiff has not argued in the alternative that a cor-
rective disclosure occurred which alerted the market
to Defendants' fraud; in fact, he appears entirely to
reject that argument. Accordingly, the Court con-
cludes that: (1) he has not satisfactorily established a
materialization of the risk argument as set out by
courts which have recognized this as an alternate way
of pleading loss causation, and (2} he did not give
Defendants fair notice of his economic loss and
proximate cause in the Amended Complaint. There-
fore, failure to plead loss causation is yet another
reason why the Amended Complaint must be dis-
missed.

IV. COUNT II-VIOLATION OF SECTION 20(a)
OF THE 1934 ACT

In Count II of the Amended Complaint, Plaintiff as-
serts that the Individual Defendants and Carlyle are
liable as “controlling persons” of the Company which
violated the securities laws. Specifically, he alleges:

The Individual Defendants and the Carlyle Group,
by virtue of their offices, directorships, stock own-
ership and specific acts were, at the time of the
wrongs alleged herein and as set forth in Count I,
controlling persons of [ITG] within the meaning of
Section 20(a) of the 1934 Act. The Individual De-
fendants and the Carlyle Group had the power and
influence and exercised the same to cause [ITG] to

Page 40

engage in the illegal conduct and practices com-
plained of herein by causing the Company to dis-
seminate the false and misleading information re-
ferred to above. The Individual Defendants' posi-
tions made the Individual Defendants and the Car-
Iyle Group privy to and provided them with actual
knowledge of the material facts concealed from
plaintiffs and the Class. By virtue of the conduct
alleged herein, the Individual Defendants and the
Carlyle Group are liable for the aforesaid wrongful
conduct and are liable to plaintiff and the Class for
damages suffered.

(AC, 99 485-486).

As noted in Payne, liability under Section 20(a) of
the 1934 Act ™ is predicated on an underlying vio-
lation by a person or entity controlled by the defen-
dant. Payne, 433 F.Supp.2d at 611-12. If no con-
trolled person is liable, there can be no controlling
person liability. /n re Alpharma, 372 F3d at 133,
Because Plaintiff fails to successfully allege that the
controlled entity, ITG, violated Section 10(b) or Rule
10b-5, his Section 20(a) claims against The Carlyle
Group and the Individual Defendants must fail as
wellin re Alpharma, id Accordingly, the Court need
not address the arguments raised by the parties in
their supplemental briefs on this subject. (SeeDocket
Nos. 59 and 62).

ENG9. In full, Section 20(a) provides:
“Every person who, directly or indirectly,
controls any person liable under any provi-
sion of this chapter or of any rule or regula-
tion thereunder shall also be liable jointly
and severally with and to the same extent as
such confrolled person to any person to
whom such controlled person is liable,
unless the controlling person acted in good
faith and did not directly or indirectly induce
the act or acts constituting the violation or
cause of action.”15 U.S.C. § 78t(a).

V. CONCLUSION

*39 Dismissal with prejudice is warranted in this
case. The Amended Complaint, aithough only the
second version, essentially duplicates the allegations
made in three iterations of Payne v. Deluca and the
arguments offered by Plaintiff here are largely the
same as those the Court rejected in that case. Plaintiff
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has failed to establish scienter by any Defendant,
despite access to voluminous documents gleaned
from ITG's bankruptcy proceedings. This case is
based on the entirely speculative view that since the
Company was forced to declare bankruptcy, there
“must have been” fraudulent activity on someone's
part. The allegations against the members of the
Board of Directors are particularly weak and rely
entirely on the unsupported speculation that they de-
liberately or recklessly ignored the Company's finan-
cial condition for more than four years. The failure to
establish scienter on the part of any Defendant is suf-
ficient alone to require dismissal.

One objective of the PSLRA is “to provide a filter at
the earliest stage (the pleading stage) to screen out
lawsuits that have no factual basis.” GSC Fartners
368 F.3d 228 at 246.quoting In re NAHC Inc. Sec.
Litig., 306 F.3d 1314, 1332 (3d Cir.2002). As the
Court of Appeals noted, “[t]his objective would be
frustrated where there is a stark absence of any sug-
gestion by the plaintiffs that they have developed any
facts since the action was commenced which would,
if true, cure the defects in the pleadings under the
heightened requirements of the PSLRA”GSC Part-
ners, id.(internal quotation omitted.) Moreover, “the
Third Circuit has made clear, that in actions filed
under the PSLRA, leave to amend should not be
granted in a fashion that would frustrate the height-
ened pleading requirements of the statute.”In re Bris-
tol-Myers Sguibb Sec. Litig., CA No. 00-1990, 2005
U.S. Dist. LEXIS 18448, *28 (D.N.J. Aug. 17, 2003),
citing Chubb, 394 F.3d at 164 Therefore, the
Amended Complaint will be dismissed with preju-
dice.

An appropriate Order follows.

W.D.Pa.,2006.
Glover v. DeLuca
Not Reported in F.Supp.2d, 2006 WL 2350448

(W.D.Pa.)

END OF DOCUMENT
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United States Court of Appeals, Seventh Circuit.

Jerome and Lana KORTE, Plaintiffs- Appellants,

v.
EXXONMOBIIL. COAL USA, INC., Defendant-
Appellee,
No. 05-1168.

Argued Sept. 14, 2005.
Decided Jan. 6, 2006.

Background: Farmers brought action against opera-
tor of coal mine located north of farm alleging per-
sonal injury caused by airborne dust blown off two
coal refuse disposal areas at coal mine. Following
removal, the United States District Court for the
Southern District of Illinois, G. Patrick Murphy,
Chief Judge, granted operator's motion to exclude
expert testimony and entered summary judgment in
favor of operator. Farmers appealed.

Holding: The Court of Appeals held that physician's
methodology was not sufficient to permit him to offer
expert opinion as to whether exposure to airborne
coal dust caused farmers' symptoms.

Affirmed.

West Headnotes
Evidence 157 &—555.10

157 Evidence
157X1I Opinion Evidence
157X1I(D) Examination of Experts
157k555 Basis of Opinion

157k555.10 k. Medical Testimony.
Most Cited Cases
Occupational medicine physician's methodology was
not sufficient to permit him to offer expert opinion as
to whether exposure to airborne coal dust caused
farmers' eye irritation, rhinitis, and sore throat, in
farmers' action against operator of coal mine located
north or farm, where opinion was premised on as-
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sumption that coal dust from mine had blown onto
farm, physician did not conduct tests on dust found in
or around farm, physician did not know chemical
compositien of dust, and physician did not rule out
possible alternative causes for symptoms such as
cigarette smoke, allergies, or exposure to pesticides.
Fed.Rules Evid.Rule 702. 28 U.S.C.A.

*554 Appeal from the United States District Court
for the Southern District of [llinois. No. 03 C 239. G.
Patrick Murphy, Chief Tudge.

Penni S. Livingston, Livingston Law Office, Swan-
sea, IL, for Plaintiffs-Appellants.

Peter S. Strassner, Thompson Coburn, St. Louis, MO,
for Defendant-Appellee.

Before Honorable FRANK H. EASTERBROOK,
Honorable ILANA DIAMOND ROVNER, and Hon-
orable DIANE 8. SYKES, Circuit Judges.

ORDER

**] Jerome and Lana Korte brought suit against
ExxonMobil Coal USA, Inc. (Exxon) for alleged
personal injury and punitive damages caused by air-
borne dust blown off two coal refuse disposal areas
(RDAs) owned by Exxon. After discovery, Exxon
filed a motion to exclude the testimony of the Kortes'
medical expert and requested summary judgment
asserting that without such testimony the Kortes can-
not prove causation. The District court granted the
motion to exclude the expert testimony and entered
summary judgment in favor of Exxon. The Kortes
appeal the exclusion of the expert testimony and the
district court's grant of summary judgment. We af-
firm.

L

The Kortes own and operate a produce farm on forty
acres of property near Germantown, Illincis. The
Kortes lived on this property from February 1993
until January 2002, and since moving have continued
to work, grow crops, and keep animals on the farm.
Less than one mile north of the Korte's farm, Exxon
owns a former coal mine that has two RDAs which
encompass 300-400 acres. During the time that the
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mine was in operation, between 1977 and 1996, the
RDAs collected runoff from coal processing into a
sediment pool or “gob pile.” Thus, the RDAs contain
rock and other materials that have been washed and
separated from the coal during processing. After the
mine closed, the wet material in the gob pile began to
dry, and some of the coal refuse particles became
capable of being moved by the wind. There are sev-
eral documented instances*555 of dust blowing off
the RDAs. In response to complaints by neighbors,
Exxon took some measures to control dust, such as
the installation of snow fences and the use of dust
suppressants, In January 2003, Exxon received a
noncompliance advisory from the Illinois Environ-
mental Protection Agency (IEPA) because of dust
blowing off the RDAs beyond Exxon's property.

Mr. Korte claims that sometime in 1996 he began to
experience chronic sore throat, eye irritation and tear-
ing, indigestion, diarrhea and fatigue. Mrs. Korte
alleges that she experienced similar symptoms dating
back to at least 1997, At some point, the Kortes sus-
pected that their symptoms were caused by exposure
to dust blown off the RDAs. On March 7, 2002, the
Kortes' general physician, Dr. Wells, diagnosed Mr.
Korte with a mild obstructive lung problem including
a small bronchospasm component.

In March 2003, Dr. Peter Orris, a specialist in occu-
pational medicine, examined and interviewed Mr.
and Mrs. Korie at the request of their attorney in or-
der to determine the cause of their symptoms. Dr.
Orris opined that “[i]t is likely that” a number of the
Kortes' symptoms including “lacrimation [tearing of
the eyes], chronic eye burning, rhinitis [runny nose
and sneezing], and sore throat may be caused by”
their exposure to coal dust. R. 72 Ex. 14 at4.

In formulating his opinion, Dr. Orris relied on the
Kortes' personal account of dust exposure, their
medical history, their pictures and video of dust being
blown off the RDAs, and his own knowledge of the
effects of exposure to coal dust. Dr. Orris reviewed
the medical records of Mr. and Mrs. Korte, but he did
not conduct any additional medical tests, such as
blood tests, toxicological tests or allergy tests. Dr.
Orris did not conduct any tests on the dust from the
Kortes' property, and he admitted that he cannot be
certain that the dust the Kortes' described and video-
taped contained any coal dust. Furthermore, Dr. Orris
did not rely on tests conducted on November 6, 2002,
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by the IEPA and Illinois Department of Public Health
(IDPH) on dust found inside and outside of the
Kortes' home. These tests did not detect any inor-
ganic compounds above health guidelines and con-
cluded that “[e]xposure to the dust would not be ex-
pected to cause any adverse health effects.” R. 61
Ex. D at 2. Moreover, although Dr. Orris opined that
the Kortes may be at an increased risk of cancer due
to possible exposure to polycyclic aromatic hydro-
carbons (PAHSs) contained in coal dust, he did not
rely on tests measuring the type and quantity of
PAHs found in Fxxon's RDAs. Finally, in forming
his opinion, Dr. Orris did not rule out or fully con-
sider the likelihood of other causes for the Kortes'
symptoms, such as cigarette smoking (Mr. Korte has
smoked one pack of cigarettes per day for approxi-
mately 35 years), pesticides, allergies, or exposure to
dust containing dirt, gravel, and other background
levels of inorganic chemicals.

#*%3 In March 2003, the Kortes filed suit in Illinois
state court against Exxon alleging, among other
things, personal injury caused by dust blown off
Exxon's RDAs. Fxxon removed the case to the
United States District Court for the Southern District
of Ilinois pursuant to 28 U.S.C. § 1441, and follow-
ing discovery filed a motion for summary judgment.
Exxon's motion sought to exclude the testimony of
Dr. Orris on the grounds that it does not meet the
criteria for admissible expert opinion testimony set
forth in Rule 702 of the Federal Rules of Evidence
and Deaubert v. Merrell Dow Pharmaceuticals, Inc.,
500 U.S. 579, 113 S.Ct. 2786, 125 1.Ed.2d 469

(1993).

#556 In a memorandum and order dated November 8,
2004, the district court held that Dr. Orris' opinion
does not meet the criteria set forth by Rule 702 and
Daubert because it is not derived from appropriate
scientific methodology and therefore would not assist
the jury in determining the facts in issue. The district
court found that Dr. Orris' opinion is pot derived
from the scientific method because he began with the
conclusion, provided by the Kortes, that exposure to
coal dust had caused their symptoms, and then
formed his opinion without performing or relying on
existing scientific tests, such as those conducted by
the TEPA and IDPH to confirm that the Kortes had in
fact been exposed to coal dust. In addition, the dis-
trict court found that Dr. Ormis failed to properly ex-
clude possible aliernative causes for the Kortes'
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symptoms, such as seasonal allergies, pesticides or
cigarette smoking, in order to explain why his opin-
ion is scientifically valid in light of proposed alterna-
tives. Since this case inveolves an alleged health-
related injury caused by a toxic tort, the district court
concluded that the Kortes cannot establish causation
without expert testimony. Because it agreed that Dr.
Orris' opinion was inadmissable, the district court
granted summary judgment on all claims for personal

njury.
IL

We review the district court's grant of summary
judgment for Exxon de novo. E.g., Fix v. Quantum
Indus. Partners LDC, 374 F.3d 549, 552 (7th
Cir.2004). Summary judgment is proper when there
is no genuine issue as to any material fact because the
non-moving party has failed to establish the existence
of an essential element of its case as to which that
party would bear the burden of proof at trial.
Celotex Corp. v. Catrett, 477 1U.S. 317, 322-23, 106
S.Ct. 2548, 91 1..Ed.2d 265 {1986). The Kortes bore
the burden of establishing the essential elements of
their claim, including causation. Expert testimony is
needed to establish causation in cases alleging an
adverse health effect when the “medical effects [of
exposure to the toxin] are not within the ken of the
ordinary person.” Goffman v._Gross, 59 F.3d 668
672 {7th Cir.1995) (holding that lay testimony is not
sufficient to establish plaintiff's claim that second-
hand smoke caused his symptoms).

Rule 702 of the Federal Rules of Evidence, as inter-
preted by Daubert, governs the admissibility of ex-
pert testimony in federal courts. E.g, Ancho v.
Pentek Corp., 157 F.3d 512, 515 (7th Cir.1998);

Wintz v. Northrop Corp., 110 F.3d 508, 512 (7th
Cir.1997). If scientific knowledge will assist the jury
to understand the evidence or determine a fact in is-
sue, Rule 702 permits an expert to testify provided
that “(1) the testimony is based upon sufficient facts
or data, (2} the testimony is the product of reliable
principles and methods, and (3) the witness has ap-
plied the principles and methods reliably to the facts
of the case.”Fed.R.Evid. 702. Daubert held that the
district court must function as a “gatekeeper” to en-
sure that the offered expert testimony is both relevant
and reliable. 509 U.S. at 589, 113 S.Ct. 2786. We
have interpreted Daubert to require district courts to
employ a two-step methodology when determining
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the admissibility of proffered expert testimony.

Deimer v. Cincinnati Sub-Zero Prods., Inc., 58 F.3d
341, 344 (7th Cir.1995); Wintz, 110 F.3d at 512.
First, the district court must determine whether the
testimony has been subjected to the scientific
method; in other words, it must exclude testimony
based on *“subjective belief or unsupported specula-
tion.”  Deimer, 58 F.3d at 344 (quoting Porter v.
Whitehall Labs., Imc., 9 F3d 607, 614 (7th
Cir.1993)). Second, the district court must determine
whether the testimony has a sufficient nexus with the
facts of the case and with the relevant inquiry that
*557 it will actually assist the trier of fact in under-
standing the evidence and performing its function as
fact-finder, Id ; see Daubert, 509 U.S. at 591-92_ 113
S.Ct. 2786. We review the district court's decision to
admit or exclude expert testimony for an abuse of
discretion. Eg., US. v. Allen, 269 F.3d 842, 845

(7th Cir.2001).

**3 In Wintz, we upheld a district court's decision to
exclude a toxicologist's expert testimony on causation
because the expert's testimony **was not sufficiently
based on scientific methodology to be admissible.”
110 F.3d at 514. In formulating his opinion, the toxi-
cologist “knew only that [the plaintiff's mother, while
pregnant with plaintiff,] had worked with a chemical
containing [a toxin), and that [the plaintiff] had suf-
fered symptoms he found to be consistent with” ex-
posure to the toxin. [d at 513. The expert did not
know how frequently and to what degree the plain-
tiff's mother had been exposed to the toxin, nor had
he attempted to correlate the extent of exposure with
the plaintiff's symptoms. Jd. The district court found
that the expert's opinion was primarily based on “a
general understanding of [the toxin], with only un-
supported speculation having been used to relate the
general knowledge to the facts surrounding [the
plaintiff's mother's] exposure.” Id. at 514. Therefore,
the district court concluded, and we agreed, that the
expertl's “opinions as to causation were speculative in
nature and lacking scientific reliability.” Id. at 512-
13 (internal quotation marks omitted); see id. at 514.

Likewise, in this case, Dr. Orris opined on the cause
of the Kortes' symptoms based on the subjective be-
liefs of the Korte family that they had been exposed
to coal dust and his general knowledge of the effects
of coal dust exposure. Dr. Orris premised his opinion
on the assumption that coal dust from Exxon's RDAs
had blown onto the Kortes' property and formed his
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opinion without sufficient scientific evidence con-
firming the validity of this premise. Consequently,
Dr. Orris' opinion was not based upon “sufficient
facts or data,” Fed.R.Evid. 702, and therefore was
properly excluded by Rule 702 and Daubert. Dr.
Orris did not rely on tests conducted on the dust
found in or around the Kortes' property. Dr. Orris did
not know the chemical composition of the dust on the
Kortes' property, and could not verify that the dust
emanated from Exxon's RDAs. Dr. Orris also did not
conduct or rely on tests measuring the amount of
exposure in order to opine “ ‘whether the dose to
which the plaintiff was exposed is sufficient to cause
the disease.” ” Wintz, 110 F.3d at 513 (quoting Ref-
erence Manual on Scientific Evidence (Fed. Judicial
Ctr.1994)). Furthermore, Dr. Orris did not rule out
possible alternative causes for the Kortes' symptoms,
such as cigarette smoke, seasonal allergies, or expo-
sure to pesticides. Therefore, just as in Wintz, we
hold that “[a]t a minimum, it was not manifestly er-
roneous for the district court to conclude that ... [Dr.
Onrris'] proffered testimony as to proximate causation
in this case was not sufficiently based on scientific
methodology to be admissible.” Id. at 514.

We next consider whether, without Dr. Orris' expert
testimony, there exists enough evidence to raise any
genuine issue of material fact as to the causation of
the Kortes' symptoms. The Kortes allege that expo-
sure to coal dust is the cause of their symptoms. The
district court correctly held that whether exposure to
coal dust could cause personal injuries is not within
the ken of the ordinary person, and thus “expert tes-
timony is needed for the Kortes to prove their case.”
R. 83 at 3; see Goffman, 59 F.3d at 672, Wintz,
110 F.3d at 516 (holding that without the expert's
testimony the plaintiffs could not establish cause).
The additional evidence provided by the Kortes, such
as photographs, video, *S58 and deposition testi-
mony, fails to adequately prove that coal dust from
the RDAs caused the Kortes' symptoms or even
reached their property. The Kortes' attorney admitted
on the record that without Dr. Orris’ testimony their
case for personal injury fails. R. 81 at 24,

IiIL.

**4 We conclude that the district court was not mani-
festly erroncous in excluding Dr. Orris' expert testi-
mony, and without expert testimony the Kortes fell
short of raising a genuine issue of material fact as to
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the cause of their symptoms. Therefore, we AFFIRM
the grant of summary judgment in favor of Exxon.

C.A.7 (I11.},2006.
Korte v. Exxonmobil Coal USA, Inc.
164 Fed. Appx. 553, 2006 WL 41284 (C.A.7 (IiL))

END OF DOCUMENT
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OPINION BY: MATTHEW F. KENNELLY

OPINION

MEMORANDUM OPINION AND ORDER
MATTHEW [*2] F. KENNELLY, District Judge:

The plaintiffs in this case lost millions of dollars af-
ter their shares of SmartServ Online, Inc. (SSOL), lost
ninety-eight percent of their value between January 2000
and June 2002. They claim that a prominent investment
advisor, John Spatz, fraudulently induced them to invest
in SSOL, causing them significant losses. The Plaintiffs
have sued Spatz, his employer, Citigroup Global Mar-
kets, Inc., and its parent company, Citigroup, Inc. (col-
lectively, Citigroup), under sections 10(b) and 20(a) of
the Securities Exchange Act of 1934, I5 US.C. §§ 78j(b)
and 78¢(a). Plaintiffs have also asserted a state law claim
of negligent supervision. Defendants have moved for
summary judgment. For the following reasons, the Court
grants the motion.

Facts

The plaintiffs are 155 individuals who purchased
SSOL's publicly traded stock between January 2000 and
May 2002. Citigroup is a global financial services firm
that provides investment and asset management services.
John Spatz is an institutional stockbroker employed by
Citigroup. Howard Borenstein, Mel Stewart, and Angelo
Armenta are retail stockbrokers (collectively, "the bro-
kers™), who [*3] claim that they relied on Spatz's fraudu-
lent misstatements when they advised the plaintiffs to
buy SSOL. stock.

Plaintiffs allege that Citigroup and Spatz, in collabo-
ration with insiders at SSOL, fraudulently induced the
plaintiffs to purchase shares of SSOL stock by making a
number of misrepresentations to the brokers. Among
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other things, Spatz allegedly told the brokers that SSOL
had signed substantial contracts with large corporations
including Microsoft, Smith Barney, and Verizon Wire-
less; that institutional mvestors at Citigroup thought
highly of SSOL and were going to invest substantially in
the stock; and that SSOL had obtained large sources of
financing. Plaintiffs claim that Spatz knew these state-
ments were false when he made them and used the retail
public to artificially inflate the price of SSOL stock.
They further allege that if they had known the truth be-
hind Spatz's misrepresentations, they would have sold
their stock before its value dropped and avoided the
losses they suffered.

The brokers first met Spatz and began consulting
with him in June 2000. At that time, SSOL's stock was
priced at more than eighty dollars per share. Two years
later, the stock barely exceeded [*4] one dollar. The
stock prices of SSOL's competitors suffered a similar
fate during the same time period: 724 Solutions lost
98.9% of its value; Acther Systems lost 98.39% of its
value; and Openwave Systems lost 94.35% of its value.

Discussion

Summary judgment is appropriate when the plead-
ings, depositions, answers (o interrogatories, admissions,
and affidavits, if any, show that there is no genuine issue
as to any material fact and that the moving party is enti-
tled to judgment as a matter of law. FED. R CIV. P.
56(c). The Court must view the facts in favor of the
plaintiffs and draw all reasonable inferences in their fa-
vor. Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 2355,
91 L. Fd. 2d 202, 106 8. Ct. 2505 (1986).

1. Federal securities law claims

The Securities Exchange Act of 1934 makes it
unlawful for any person to

use or employ, in comnection with the
purchase or sale of any security registered
on a national securities exchange... any
manipulative or deceptive device or con-
trivance in contravention of such rules
and regulations as the [Securities and Ex-
change] Commission may prescribe as
necessary or appropriate in the public [*5]
interest or for the protection of investors.

15 US.C. § 78j(b). Securities and Exchange Commission
Rule 1(h-5 prohibits the making of any "untrue statemnent
of material fact" in connection with the sale of securities.
17 CF.R. § 240.10b-5. Implied by this statute and im-
plementing regulation is a private cause of action, which
closely resembles a common law action for fraud. Dura

Pharm., Inc. v. Broudo, 544 U.S. 336, 125 S. Ct. 1627,
1631, 161 L. Ed. 2d 577 (2005). To prevail on such a
claim, a plaintiff must demonstrate that the defendant
made a material misrepresentation or omission with sci-
enter in connection with the purchase or sale of securi-
ties, that the plaintiff reasonably relied on the misrepre-
sentation, and that the plaintiff suffered economic loss
which was caused by the misrepresentation. /d. In addi-
tion, a plaintiff may recover from an individual or entity,
including a brokerage firm, if the plaintiff demonstrates
that the firm "directly or indirectly” controlled a person
liable for securities fraud and the firm did not act in good
faith. 15 US.C. § 78t(a); Harrison v. Dean Witter Rey-
nolds, 79 F.3d 609, 614-15 (7th Cir. 1996). [*6]

The plaintiffs argue that based on the evidence they
have offered, a jury reasonably could find that Spatz
committed securities fraud and that Citigroup is joinily
and severally liable as a controlling entity. The defen-
dants, on the other hand, insist that no jury reasonably
could find that Spatz's alleged misrepresentations caused
plaintiffs’ losses, because the entire technology industry -
- of which SSOL was a part -~ suffered an economic col-
lapse during the relevant time period, meaning the plain-
tiffs would have lost their investment irrespective of
Spatz's alleged misrepresentations. The defendants also
make other arguments, but we need not address them,
because this one is dispositive of the federal claims.

Loss causation is a required element of a /0b-5 ac-
tion and is similar to the proximate cause element in a
common law fraud action. See Dura Pharm., 125 5. CL.
at 1632. To present evidence of loss causation, "it is not
sufficient for an investor to allege only that it would not
have invested but for the fraud. Such an assertion alleges
transaction causation, but it does not allege loss causa-
tion. Rather, it is also necessary to allege that, 'but for the
circumstances [*7] that the fraud concealed, the invest-
ment . . . would not have lost its value." Caremark, Inc.
v. Coram Healthcare Corp. 113 F.3d 645, 648-49 (7th
Cir. 1997) (quoting Bastian v. Petren Resources Corp.,
892 £.2d 680, 683 (7th Cir. 1990)) (citation omitted). [n
other words, transaction causation is proof that a knowl-
edgeable investor would not have made the investment in
question; loss causation is proof that a particular misrep-
resentation had a causal connection with the loss in value
of the plaintiff's investment. ' See id.

1 Plaintiffs cite two Second Circuit decisions to
support the proposition that they can establish
loss causation by presenting evidence that they
would not have invested in SSOL absent Spatz's
misrepresentations. See AUSA Life Ins. Co. v.
Ernst & Young, 206 F.3d 202 (2d Cir. 2000);
Marbury Mgmt., Inc. v. Kohn, 629 F.2d 705 (2d
Cir. 1980). Aside from the fact that these deci-
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sions do not appear to represent the law in this
circuit, the Second Circuit has recently reaffirmed
the distinction between transaction causation
(why the plaintiff bought or sold) and loss causa-
tion (whether the misrepresentation is a legally
cognizable cause of the plaintiff's loss) and as
such has called into doubt the vitality of AUSA.
Lentell v. Merrill Lynch & Co. Inc., 396 F.3d
161, 173-74 (2d Cir. 2005).

[*8] In Bastian, the plaintiffs were investors in oil
and gas limited partnerships who sued the promoters of
the partnerships after their investments lost money. Bas-
tian, 892 F.2d at 682. The district court granted the de-
fendants’ motion to dismiss because the plaintiffs failed
to allege loss causation, and the plaintiffs appealed. /d.
The Seventh Circuit upheld the district court's order
agreeing that the plaintiffs failed to allege "why the[ir]
investment was wiped out” Id. at 684 (emphasis in
original). The court said that gas and oil prices steadily
declined during the time period in question, suggesting
that the plaintiffs' loss was caused not by the defendants’
misrepresentations but by independent market forces. Id
("If the plaintiffs would have lost their investment re-
gardless of the fraud, any award of damages would be a
windfall.").

The Seventh Circuit has repeatedly reaffirmed Bas-
tian's holding that a plaintiff may not recover for securi-
ties fraud without offering evidence that his or her losses
are attributable to the defendant's fraud and not market
forces. Law v. Medeo Research, Inc., 113 F.3d 781, 786-
87 (7th Cir. 1997); [*9] Ryan v. Wersi Elec. GmbH &
Co., 59 F.3d 52, 54 (7th Cir. 1995). In Law, the plaintiffs
sued the defendant drug company for securities fraud.
Law, 113 F.3d at 784. The defendant urged the court to
affirm a lower court's grant of summary judgment con-
tending that the plaintiffs failed to present evidence of
loss causation. Id. at 786. The defendant offered the
opinion of a financial expert who compared the price
movements of the defendant's stock with that of other
competing companies and concluded that market forces -
- and not any allegedly fraudulent statements -- caused
the plaintiffs' losses. /d. The court held that summary
judgment was proper because the plaintiffs did not con-
test the expert's conclusions. Id. ar 787.

In Ryan, the plaintiffs sued the defendants under the
Illinois Consumer Fraud Act for making fraudulent
statements that caused the plaintiffs to purchase the de-
fendants' company. Ryan, 59 F.3d at 52. Though the
court recognized that the plaintiffs presented evidence
that the defendants made misrepresentations, the court
held, citing Bastian, that summary judgment was [*10]
proper because the plaintiff did not demonstrate that the
misrepresentations had anything to do with the com-
pany's failure. /d. at 54 ("Ryan fails to show that his

business losses were caused by [the misrepresentations]
as opposed to a general downturn in the market . . . or
simple cash flow mismanagement ").

In this case, the plaintiffs must offer evidence from
which a jury reasonably could find that they would have
lost less money had SSOL's condition been as Spatz rep-
resented. Bastian, §92 F.2d at 683-86. The plaintiffs
argue that some of their losses must have been caused by
the misrepresentations, because if they had invested in
Aether Systems instead of SSOL, they would have lost
thirteen million dollars instead of sixteen million dollars.
This is not evidence of loss causation. There are any
number of reasons why Aether Systems fared slightly
better than SSOL during the collapse of the technology
market in the early part of the present decade, and though
it is theoretically possible that SSOL’s inability to secure
particular contracts had something to with this difference
in outcome, theoretical possibilities are insufficient to
withstand [*11] a defendant’s motion for summary
judgment. Before they can rely on Acther Systems' mar-
ginally better performance, plaintiffs must put forth evi-
dence -- through expert opinion or otherwise -- from
which a jury reasonably could find that SSOL's poorer
performance is attributable in some way to the subject
matter involved in Spatz's misrepresentations. Plaintiffs
have offered no such evidence.

The plaintiffs also allege in their brief -- without a
single citation to the voluminous record -- that Spatz
caused the plaintiffs to buy SSOL stock at an inflated
price and that "when the truth about SSOL became
known in late May 2002, SSOL began to collapse like
the house of cards that it was.” Pl. Resp. at 18, If this
allegation were supported by evidence, it might allow a
jury reasonably to infer loss causation. See Dura Pharm.,
Inc., 125 8. Ct. ar 1635 (stating that a plaintiff can estab-
lish loss causation by presenting evidence that a defen-
dant's fraudulent statements artificially inflated a stock
price and that the stock price dropped once the fraud was
revealed to the public).

In fact, however, the allegation misstates the record.
The plaintiffs maintain that they discovered [*12]
Spatz's alleged fraud in late May 2002 and that the stock
price collapsed almost immediately. The evidence re-
flects, however, that by late May 2002 the price of SSOL
stock had already collapsed. The stock price had settled
to just over two dollars per share, which was down from
sixty-five dollars per share in June 2000, when the plain-
tiffs began purchasing SSOL stock based on Spatz's rec-
ommendations. Moreover, even if SSOL'S stock price
dropped slightly after the plaintiffs learned the truth
about Spatz's fraudulent statements, the plaintiffs have
not presented evidence from which a jury could deter-
mine when or how the fraudulent statements came to
light or what particular drop in price can be attributed to
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the revelation. Consequently, no jury reasonably could
find that a drop in stock price between late May 2002
and June 2002 was proximately caused by disclosure of
the truth.

The Court next considers an exception to the ordi-
nary rule of loss causation, which allows a plaintiff to
demonstrate loss causation by offering evidence that the
defendant fraudulently represented an investment as one
involving low risk. Bastian, 892 F.2d at 683-85. Bas-
tign's primary holding [*13] is that a plaintiff cannot
recover for securities fraud by proving only transaction
causation. The court attempted, however, to harmonize
the decisions of other circuits by suggesting an additional
method for proving loss causation:

Suppose a broker gives false assurances
to his customer that an investment is risk-
free. In fact it is risky, the risk material-
izes, the investment is lost. Here there can
be no presumption that but for the misrep-
resentation the customer would have
made an equally risky investment. On the
gontrary, the fact that the broker assured
the customer that the investment was free
of risk suggests that the customer was
looking for a safe investment. Liability in
such a case (well illustrated by Bruschi v.
Brown, supra, 876 F.2d 1526 ar 1527
(1989}) is therefore consistent with nonli-
ability in a case such as the present.

Id In Bastian, 892 F.2d at 686, the court concluded that
the plaintiffs did not satisfy this exception, but other
courts in this District have applied Bastian's increased
risk exception in favor of plaintiffs. See Medline Inds.,
Inc. Employee Profit Sharing and Retirement Trust v.
Blumt, Ellis & Loewi, [*¥*14] Inc.,, 1993 U.S. Dist. LEXIS
581, No. 89 C 4851, 1993 WL 13436, *12 (N.D. Ill. Jan.
21, 1993); Broderick v. Menconi, 1990 U.S. Dist. LEXIS
4259, No. 88 C 0161, 1990 WL 51180 (N.D. Ill. Apr. 12,
1990).

In this case, the plaintiffs assert in their brief that
Spatz made representations that SSOL was a "sure fire
guarantee.” Pl. Revised Reply at 2. The record does not
support this contention. Plaintiffs cite the affidavit of
Francis Weber, a broker with Citigroup Global Markets,
who testified not that Spatz said SSOL was a low risk
stock, but that he said SSOL would obtain millions of
dollars in revenue from contracts with large corporations.
Weber Aff. P 8. In any event, the relevance of Weber's
testimony is gquestionable, because there is no claim that
he advised any of the plaintiffs to buy SSOL stock based
on this statement by Spatz. For these reasons, no jury

reasonably could find, based on the evidence offered by
plaintiffs, that Spatz’s misrepresented the risk involved in
purchasing SSOL stock.

Because the Court is granting summary judgment
for defendants on plaintiffs' securities fraud claims,
plaintiffs' motion for partial summary judgment request-
ing that Citigroup be deemed a control person under
[¥I5] 15 U.S.C. § 78t(a) is effectively rendered moot.

2. State law claims

The plaintiffs' original complaint contained several
state law claims alleging a fraudulent scheme involving
the purchase and sale of stock. In an earlier decision, the
Court dismissed those claims pursuant to the Securities
Litigation Uniform Standards Act of 1998 (SLUSA),
which prohibits a "covered class action” based on state
law alleging misrepresentations, omissions, or the use of
deception in connection with the purchase or sale of a
security. /5 US.C. § 78bb(Hif1). In that decision we
noted, citing Riley v. Merrill Lynch, Pierce, Fenner &
Smith, 292 F.3d 1334, 1345 (11th Cir. 2003), that our
ruling did not preclude the plaintiffs from recasting their
claims by alleging that Spatz's misrepresentation caused
them to retain -- rather than purchase or sell -- their
SSOL stock. Ray v. Citigroup, Inc, 2003 U.S. Dist.
LEXIS 20966, No. 03 C 3157, 2003 WL 22757761, *6
(N.D. Ill. Nov. 20, 2003), The plaintiffs amended their
complaint accordingly. More recently, however, the Sev-
enth Circuit held, contrary to Riley and our previous rul-
ing, that the SLUSA [*16] prohibits not only state law
claims alleging misrepresentation in connection with the
purchase or sale of securities, but also claims alleging
misrepresentation in connection with a plaintiff's reten-
tion of securities. See Disher v. Citigroup Global Mar-
kets, 419 F.3d 648, 654 (7th Cir. 2005); Kircher v. Put-
nam Funds Trust, 403 F.3d 478, 484 (7th Cir. 2005).

Recognizing the import of these decisions, plaintiffs
now concede that most of their state law claims are pre-
cluded by the SLUSA. PL. Resp. at 21. They contend,
nonetheless, that their claim of negligent supervision
may survive summary judgment because it "does not rely
on deceit or manipulation as an element of the cause of
action." [d. This argument, however, has already been
considered and rejected by the Third Circuit. Rowinski v.
Salomon Smith Barney, Inc., 398 F.3d 294, 300 (3d Cir.
2003). In Rowinski, the plaintiffs argued that their state
law breach of contract claim was not preempted by the
SLUSA because a misrepresentation was not an essentiai
legal element of their claim. /d. The court rejected the
argument, reasoning that the SLUSA "preempts any cov-
ered [*17] class action 'alleging' a material misrepresen-
tation or omission in connection with the purchase or
sale of securities” and that "preemption does not turn on
whether the allegations are characterized as facts or as
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essential legal elements of a claim, but rather on whether
the SLUSA prerequisites are 'alleged’ in one form or an-
other." Id. (quoting 15 U.S.C. § 78bb(Hi(1)}). see also
Professional Mgmt. Ass'n, Inc., Employees’ Profit Shar-
ing Plan v. KPMG LLP, 335 F.3d 800, 803 (8th Cir.
2003) (dismissing plaintiffs' negligence claim under the
SLUSA because it contained allegations of misrepresen-
tations).

We agree with the reasoning of the Third Circuit and
conclude that a claim is not removed from the SLUSA's
intended purview only because a misrepresentation is not
a legal element of the state law claim. Instead, the deter-
mining factor is whether the complaint alleges that mis-
representations were made in connection with the pur-
chase or sale of securities. Jd. The negligent supervision
claim in this case plainly includes such allegations. See
PL. Am. Compl. at 52 ("Citigroup breached its duties and
failed to supervise and control Spatz's [*18] actions,
misrepresentations, and misconduct."), Consequently, it
is preempted by the SLUSA.

Conclusion

For the foregoing reasons, the Court grants defen-
dant's motion for summary judgment [docket no. 154].
All other pending motions are terminated [docket no.
158, 176]. The Clerk is directed to enter judgment in
favor of the defendants.

/s/ Matthew F. Kennelly
MATTHEW F. KENNELLY
United States District Court
Date: October 18, 2005

JUDGMENT IN A CIVIL CASE

. Decision by Court. This action came to trial or
hearing before the Court. The issues have been tried or
heard and a decision has been rendered.

IT IS HEREBY ORDERED AND ADJUDGED that
the Court grants defendant's motion for summary judg-
ment. All other pending motions are terminated. The
Clerk is directed to enter judgment in favor of the defen-
dants.

Date: 10/18/2005




