UNI TED STATES DI STRI CT COURT
DI STRI CT OF CONNECTI CUT

I N RE: MERCATOR SOFTWARE, | NC. : No. 3:00CV1610(CGLG

SECURI TI ES LI TI GATI ON ) (LEAD CASE)

RULI NG ON MOTI ON TO DI SM SS

Def endant s have noved to dism ss [Doc. # 26] this
consolidated class action securities litigation pursuant to Fed.
R Gv. P. 12(b)(6) because of plaintiffs' failure to plead
scienter wwth particularity, as required by the Private
Securities Litigation Reform Act of 1995, 15 U. S.C. § 78u-
4(b)(2), (the "Reform Act"), and Fed. R Cv. P. 9(b). After
hearing oral argunent on this notion and after due consideration
of the briefs, the Court denies the notion to dism ss.

Backgr ound

This consolidated class action securities litigation has
been filed on behalf of all persons who purchased or otherw se
acquired the common stock of Mercator Software, Inc., on the open
mar ket between April 20, 2000 and August 21, 2000. Mercator,
which is based in Wlton, Connecticut, is in the business of
providing integration software to enabl e other conpanies to
transformtheir existing businesses to el ectronic businesses ("e-
busi nesses”). The nanmed defendants are Mercator, as well as two
i ndi vi dual corporate officers and directors, Constance Gall ey,
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the President and Chi ef Executive Oficer ("CEOQ'), and Ira
Gerard, the Vice President of Finance and Adm nistration, Chief
Financial Oficer ("CFO'), Secretary, and Treasurer of the
conpany, sued in their capacities as controlling persons.

In general, plaintiffs allege that defendants issued to the
investing public false and m sl eadi ng financial statenents and
press rel eases concerning Mercator's publicly reported earnings
and profitability. They assert that defendants portrayed
Mercator as a growing entity with increasing profitability when,
in fact, Mercator's financial condition was steadily declining
and its earnings per share ("EPS') were dropping sharply.
Plaintiffs allege that defendants touted Mercator's unbroken
string of grow ng operating profits and record financial results
in order to distinguish Mercator fromthe nultitude of other
start-up technol ogy conpanies | ooking to capitalize on the e-
busi ness phenonenon. However, by April, 2000, they claimthat
these rosy affirmations did not conport with the conpany's true
financial condition that was steadily declining. In July, 2000,
t he Conpany announced di sappointing prelimnary results for
second quarter 2000, but, according to plaintiffs, defendants
were still fraudulently concealing the depths to which Mercator's
key financial results had sunk

On August 21, 2000, Mercator issued a press rel ease
announcing that it was restating its financial results for the
first and second quarters of 2000. In this release, the Conpany
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announced dramatically | ower earnings for both quarters due to
the failure to account for $2.4 mllion of under-reported
expenses. That sane day, the Conpany also filed with the SEC, an
anended Form 10-Q for the first quarter ended March 31, 2000,
reporting the restated financial results, and a Form 10-Q for the
second quarter, reporting revised results fromthe July
announcenents. For first quarter 2000, the revised figures

i ndi cated that the Conpany's operating incone, net incone, and
earni ngs per share had been overstated nearly one hundred percent
(100% . For the second quarter 2000, the revised figures showed
even greater adjustnents. Plaintiffs allege that the accounting
irregularities in the financial statenents violated generally
accepted accounting principles ("GAAP"). The Conpany al so
announced the term nation of Gerard, as well as the resignation
of Kevin MKay, who had just been appoi nted CFO one nonth
earlier. These new disclosures caused Mercator's stock, which is
listed on the NASDAQ to plunmmet.

As a result of the | osses that they sustained, plaintiff-
shar ehol ders have asserted clains under 8 10(b) and § 20(a) of
the Securities Exchange Act of 1934, 15 U.S.C. 88 78j(b), 78t(a),
and Rul e 10b-5 promnul gated thereunder, 17 C.F. R § 240. 10b-5.

Di scussi on

Def endants' notion to dismss the class action conpl aint

focuses solely on the scienter allegations of the anended



conplaint. Defendants assert that there are no particul arized
facts fromwhich to infer that they knew or recklessly
di sregarded the inaccuracy of any of the financial disclosures at
the tine they were nmade. They claimthat plaintiffs' allegations
are nothing nore than nmere conjecture. They assert that
plaintiffs rely exclusively on Gerard and Galley's senior
positions at Mercator fromwhich they infer that these defendants
must have known of the unreported expenses. Defendants argue
that specific facts are mssing fromthe conplaint as to what
t hese defendants knew, the source of their know edge, and when
they acquired this know edge. They assert that the Private
Securities Litigation Reform Act and Fed. R Civ. P. 9(b) require
nor e.

In ruling on this notion to dismss, the Court nust accept
all factual allegations in the conplaint as true and nust draw
all reasonable inferences in favor of the plaintiffs. Ganino v.

Ctizens Uilities Co., 228 F.3d 154, 161 (2d G r. 2000).

Dismssal is proper only if it is clear that no relief could be
grant ed under any set of facts that could be proved consi stent

with the allegations. H shon v. King & Spalding, 467 U S. 69, 73

(1984). The fact that this is a securities fraud case does not

change this general standard. See In re. Carter-\VWallace, Inc.

Securities Litigation, 220 F.3d 36, 38 (2d Cr. 2000).

To state a cause of action under section 10(b), 15 U.S.C. 8§
78j (b), and Rule 10b-5, plaintiffs nust plead that, in connection
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with the purchase or sale of securities, the defendants, acting
with scienter, nmade a fal se statenent or omtted a material fact,
and that plaintiffs' reliance on defendants' action caused

plaintiffs' injury. Inre. Tinme Warner Inc. Securities

Litigation, 9 F.3d 259, 264 (2d Cr. 1993), cert. denied, 511

U. S 1017 (1994). The required state of mnd or scienter that
plaintiff nmust allege is "an intent to deceive, nmanipul ate or
defraud.” Ganino, 228 F.3d at 168. As to the specificity
required for these allegations, we turn to Rule 9(b), Fed. R
Cv. P., and the Private Securities Litigation Reform Act of
1995, also referred to as the "Securities ReformAct," and the
law of this Grcuit interpreting these requirenents.

First, a conplaint asserting securities fraud nust satisfy
t he hei ghtened pl eading requirenents of Fed. R Cv. P. 9(b),
which requires fraud to be pled with particularity. [d. Rule
9(b), Fed. R Cv. P., however, also states that "[malice,
intent, know edge and other condition of mnd of a person nay be
averred generally."

Second, the conplaint nmust neet the requirenents of the 1995
Securities Reform Act, which anended the Securities Exchange Act
by i nmposing nore stringent pleading requirenents on private
plaintiffs in an effort to reduce the nunber of frivol ous
securities fraud cases being filed. The Securities Reform Act
provides in relevant part that

In any private action under this chapter in
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which the plaintiff may recover noney danmages
only on proof that the defendant acted with a
particular state of mnd, the conplaint

shall, with respect to each act or om ssion
alleged to violate this chapter, state with
particularity facts giving rise to a strong
inference that the defendant acted with the
required state of m nd.

15 U.S.C. § 78u-4(b)(2)(enphasis added).

Prior to the passage of the Securities Reform Act, the
Second Circuit had the strongest pleading requirenments for
scienter anongst the circuits. Following the Act's passage, the
Second Circuit has repeatedly interpreted the Act's hei ghtened
pl eadi ng requi renents as echoing the standards previously adopted
by the Second G rcuit for pleading scienter in securities fraud

cases. See Kalnit v. Eichler, --- F.3d — No. 00-7487, 2001 W

1007457, at *4 (2d Gr. Sept. 5, 2001); see also Novak v. Kasaks,

216 F.3d 300, 310 (2d Cr.)(interpreting the Reform Act as
effectively raising the pleading standard to that previously

existing in the Second Circuit and no higher), cert. denied, 531

U S 1012 (2000); Press v. Chem cal Investnent Services Corp.

166 F.3d 529, 537-38 (2d G r. 1999)(holding that the Reform Act
hei ght ened the requirenment for pleading scienter to the |evel
used by the Second Crcuit).

Accordingly, in the Second G rcuit, plaintiffs can plead
scienter either (a) by alleging facts denonstrating that the
def endants had both the notive and an opportunity to commt

fraud, or (b) by alleging facts that constitute strong



circunstanti al evidence of defendants' consci ous m sbehavi or or

reckl essness. See In re Scholastic Corp. Securities Litigation,

252 F.3d 63, 74 (2d Cr. 2001); Suez Equity Investors, L.P. v.

Tor ont o- Dom ni on Bank, 250 F.3d 87, 99-100 (2d Cr. 2001);

Gani no, 228 F.3d at 168-69; Novak, 216 F.3d at 306; Shields v.

Gtytrust Bancorp, Inc., 25 F.3d 1124, 1128 (2d Cr. 1994). Wth

both options available to plaintiffs, see Kalnit, 2001 W

1007457, at *5; Novak, 216 F.3d at 310; Ganino, 228 F.3d at 169-
70, the Second Circuit is considered by sonme to now have the nobst
lenient or "plaintiff friendly" pleading requirenments anong the
circuits. See David E. Rovella, "Securities Reform Spawns

Di scord,” The National Law Journal, July 23, 2001, at Al & A9;

see also Press, 166 F.3d at 538 (noting that the Second Circuit

has been lenient in allow ng scienter issues to withstand summary
judgnent on fairly tenuous inferences and holding that plaintiff
had satisfied the pleading standards where he "barely alleged
notive and opportunity").

Accordingly, we review the adequacy of the allegations of
plaintiffs' anmended conplaint under both theories available in
the Second Circuit for pleading scienter.

|. Modtive and OQpportunity

Under the notive/opportunity theory for establishing
scienter, plaintiffs point to the fact that significant portions

of defendants' overall conpensation were closely tied to the



econom ¢ performance of the Conpany. (Conpl. 19 82, 83.) As
directors and officers of Mercator with access to insider
information, the individual defendants clearly had the
opportunity to commt fraudulent acts. See Kalnit, 2001 W

1007457, at *5; Scholastic, 252 F.3d at 74. Thus, the issue is

whet her plaintiffs have sufficiently pled notive.

"Motive is the stimulus that causes a person or entity to
act or to fail to act. Such stinmulus ordinarily anticipates a
concrete benefit defendant would realize by his conduct."”
Schol astic, 252 F.3d at 74. Sufficient notive allegations entail
concrete benefits that a defendant could realize as a result of
one or nore of the fal se statenments and w ongful nondi scl osures
al l eged. Novak, 216 F.3d at 307. Mdtives that are generally
possessed by nost corporate officers and directors wll not
suffice. Instead, plaintiffs nust assert a concrete and personal
benefit to the individual defendant that wll result fromthe
fraud. |d. at 307-08. Thus, the notive and opportunity el enments
are generally net when corporate insiders msrepresent nateri al
facts to keep stock prices high in order to sell their own shares
at a profit. 1d. The Second Crcuit, however, has held that the
desire for the corporation to appear profitable and the desire to
keep stock prices high to increase officer conpensation are

insufficient notives to establish scienter. ld.; see also

Kalnit, 2001 WL 1007457, at *7; Shields, 25 F.3d at 1130; Acito

v. |MCERA G oup, Inc., 47 F.3d 47, 54 (2d Cr. 1995).
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In the instant case, the only notives offered by plaintiffs
are defendants' desire to have Mercator appear profitable and to
i ncrease their own conpensation, which they allege was "cl osely
tied" to the Conpany's econom c performance. |In keeping with
Second Circuit precedent, we hold that these allegations of
motive to commt fraud are insufficient to give rise to a strong
i nference of fraudulent intent so as to neet the requirenents of
the Securities Reform Act for pleading scienter.

1. Reckl essness or Consci ous M sbehavi or

Havi ng concluded that plaintiffs' amended conplaint fails to
denonstrate notive and opportunity to defraud, we next turn to
t he question of whether their allegations denonstrate "strong
circunstantial evidence" of defendants' "conscious m sbehavior or
reckl essness.” "To qualify as reckless conduct, defendants’
conduct nust have been highly unreasonabl e and an extrene
departure fromthe standards of ordinary care . . . to the extent
that the danger was either known to the defendant or so obvious

t hat the defendant nust have been aware of it." Schol astic, 252

F.3d at 76 (internal citations and quotations omtted). Although
this is a highly fact-based inquiry, the Second G rcuit has held
that where the conpl aint alleges that defendants had know edge of
facts or access to information contradicting their public
statenents, recklessness has been adequately pled. Carter-

VWal |l ace, 220 F.3d at 39; Novak, 216 F.3d at 308. "Under such



ci rcunst ances, defendants knew or, nore inportantly, should have
known that they were msrepresenting material facts related to
the corporation.”™ Novak, 216 F.3d at 308. "An egregious refusal
to see the obvious, or to investigate the doubtful, my .

give rise to an inference of recklessness.” Chill v. Ceneral

Electric Co., 101 F. 3d 263, 269 (2d Cr. 1996)(internal citations

and quotations omtted). Additionally, courts have found

al | egations of recklessness to be sufficient where plaintiff

all eged facts denonstrating that defendants failed to review or
check information that they had a duty to nonitor or ignored

obvi ous signs of fraud. Novak, 216 F.3d at 308. On the other
hand, the Second Circuit has refused to allow plaintiffs to plead
"fraud by hindsight." Novak, 216 F.3d at 309 (citing Stevel man

v. Alias Research Inc., 174 F.3d 79, 85 (2d Cr. 1999)). Thus,

al | egations that defendants shoul d have anticipated future events
and nmade certain disclosures earlier than they did were held
insufficient to nmake out a claimof securities fraud. See Acito,
47 F.3d at 53. Additionally, allegations of GAAP violations or
accounting irregularities, standing alone w thout additional

al | egations of correspondi ng fraudul ent intent, have been held

insufficient to state a securities fraud claim See Stevel nan,

174 F. 3d at 84.

In this case, plaintiffs allege generally that defendants
acted with scienter in that each defendant had actual know edge
of the m srepresentations and the om ssion of material facts,
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knew that the publicly dissem nated docunents were fal se and

m sl eadi ng and knew that they would be issued to the investing
public who would rely upon them or that each defendant acted
with reckless disregard for the truth in that they failed to
ascertain and to disclose such facts as woul d have reveal ed the
materially false and m sl eadi ng nature of the statenents and
om ssions. (Conpl. ¥ 68.) More specifically, plaintiffs state
that Galley, as President and CEO of Mercator, and Cerard, as
Vi ce President of Finance and Adm nistration and CFO, were
directly privy to and in control of the fraudul ent financial
statenents, and point to the "sheer nmagnitude of the restatenent”
(Y 69); the "very nature of the types of expenses that were
ultimately restated and/or revised," (f 70); a former enpl oyee's
statenent that he overheard CGerard on four or five occasions in
April and May stating that "it doesn't | ook good" with regard to
reporting earnings (Y 71); a dramatic increase in the nunber of

cl osed door neetings in the Controller's Ofice, often involving
Gerard (1 71); the sudden and unannounced out-sourcing of the

Tel emarketi ng Departnent, which plaintiffs claimwas an unusual
corporate restructuring, designed to hide financial problens from
conpany enpl oyees and to conceal the under-reporting of sales
expenses (Y 72); defendants' awareness that many of the expenses
were either fixed or were recurring, normal operating expenses,
tied directly to sales and, thus, where there was a dramatic
increase in |late quarter revenues, there should have been an
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attendant increase in expenses (1 74-78); the magnitude of the
restatenent and revisions (operating income was overstated by 92%
in first quarter and by 168%in second quarter; pro forma net
i ncone was overstated by 83%in first quarter and by 139%in
second quarter; and EPS was overstated by 100%in first quarter
and by 100%in the second quarter) (1Y 79, 80); the timng of
Cerard's firing by the conpany and CFO McKay's resignation on the
sane day that Mercator announced the restatenent and revision of
its financial statenments (Y 81).

Here, there is no dispute that m sstatenents were nade
which significantly affected the Conpany's profits. There al so
can be no dispute that defendants had a duty to exercise a
certain | evel of care when making financial disclosures. These
were not disclosures concerning future perfornmance. These were
statenents about past performance concerni ng expenses as to which
seni or corporate managenent allegedly had records avail abl e and
about which they had know edge or shoul d have had know edge by
virtue of the type of expenses, the fact that they were recurring
expenses, and that they were directly tied to profits. See

Rot hman v. Gregor, 220 F.3d 81, 90 (2d Cr. 2000)(finding that

plaintiffs had sufficiently alleged scienter based not upon the
conpany's overly optim stic predictions of sales, but rather on
its failure to expense royalty advances after poor sales were
known). Additionally, based upon plaintiffs' figures, these were
m sstatenments of a nmagnitude of nearly one hundred percent (100%
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or nore. As defendants point out, the degree of the

m sstatenment is considerably | ess when viewed fromthe standpoint
of expenses rather than froma profits standpoint. Nevertheless,
it could reasonably be inferred that senior managenent woul d have
wel | been aware of the fact that a slight change in expenses
could have a dramatic inpact on profits. Moreover, this is not a
case that just involves GAAP viol ations.

Plaintiffs also cite to Gerard's statenents that "things
don't |l ook good," and argue that one can reasonably infer that
this statenent related to financial matters since it was nmade at
a tinme when there were nunerous closed door neetings and a nunber
of internal changes were taking place. Additionally, Gerard was
fired and the new CFO resigned on the sane day that the Conpany
announced that it was filing restatenents of its first quarter
reports, from which one could deduce that the conpany had been
having financial difficulties for sone tine.

The Court finds that, when the allegations of the anended
conpl aint, which we accept as true for purposes of this notion,
are read in their totality, plaintiffs have alleged sufficient
facts fromwhich a reasonable jury could find reckless conduct on
the part of the defendants. This is sufficient to neet the
pl eadi ng standards for scienter in the Second Crcuit. See Novak,

216 F.3d at 308; Rothman, 220 F.3d at 90-91; Carter-\Wallace, 220

F.3d at 39; Schol astic, 252 F.3d at 76-77.
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Concl usi on

For the foregoing reasons, Defendants' Mdtion to D sm ss

[Doc. # 26] is DENI ED.

Dat e: Septenber 13, 2001.
Wat er bury, Connecti cut.

/s/

GERARD L. GOETTEL,
United States District Judge
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