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Plaintiffs Southland Securities Corporation, Jeffrey Fiel kow,

Rick Taylor, WIIliam Wares, Ron Runpler, and WIlliam Wite

(plaintiffs) appeal the district court's dismssal, pursuant to

Fed. R Cv. P. 9(b) and the Private Securities Litigation Reform

Act (PSLRA), of their securities fraud conplaint. W affirmin
part and reverse in part and renmand.?
Backgr ound

| NSpi re I nsurance Solutions, Inc. (“INSpire”), the corporate

defendant in this case, provided policy and clainms adm nistration

to the property and casualty insurance industry and offered

outsourcing and software services. In this securities-fraud cl ass

action, the defendants are INSpire; MIllers Miutual Fire |Insurance

"When this appeal was initially filed one of the appellees
was Ml lers Insurance Conpany, fornmerly known as M| Ilers Mitua
Fire I nsurance Conpany, a defendant below (“MIlers”). Liability
against Mllers was asserted solely as a “control person” under 8§
20(a) of the Securities Exchange Act of 1934, 15 U.S.C. § 78t(a).
MIlers was represented separately and had filed its own
appellee’s brief in this case. Thereafter, a letter dated March
19, 2003, was received by the court fromMIllers's counsel
advising of MIllers's status as an “lInpaired Insurer” under Texas
Ins. Code Art. 21.28-C. The 345th Judicial District Court of
Travis County found that MIlers was insol vent and appoi nted the
Texas Conm ssioner of Insurance as its permanent receiver under
the Texas I nsurance Code and i ssued a pernmanent injunction. The
recei ver discharged MIllers’s counsel. The receiver has not
becone, or sought to becone, a party to this case, and no other
party to this case has sought to nmake the receiver a party. This
court in a June 27, 2003 order severed the appeal of plaintiffs-
appel l ants as against MIlers fromand out of the renai nder of
this appeal and stayed the said severed out appeal against
M Il ers pending further order of this court, and said severance
and stay of said severed appeal remain in effect. This opinion
does not dispose of said severed out appeal as against M|l ers.
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Conpany, allegedly the original parent corporation and | argest
sharehol der of |INSpire (see note 1 above); F. George Dunham
(Dunham), the President, CEO and Chairman of the Board of INSpire
during the class period; Ronald O Lynn (Lynn), Executive Vice
President and C O during the class period; Terry G (Gines
(Gai nes), Executive Vice President, CFO and Treasurer during the
cl ass period; Robert K. Agazzi (Agazzi), Executive Vice President
of Software and Systens during the class period; Jeffrey W
Robi nson (Robi nson), Executive Vice President of Qutsourcing and
| ater President and COO during the class period; and WIIliam J.
Smth (Smth), President and COO from May 1, 1998 to January 7,
2000, (collectively defendants). |INSpire was established in 1995
as a wholly owned subsidiary of MIlers, and renmai ned such unti
August 1997 when MIllers spun it off through an initial public
offering (IPO of 8.25 mllion shares, MIllers retaining 43.7
percent of INSpire’s outstanding shares. Plaintiffs generally
contend that defendants engaged in a fraudul ent schene to deceive
i nvestors about the conpany's performance for the purpose of
inflating the price of INSpire stock for their own financial
benefit. The proposed plaintiff class consisted of all those who
acqui red I NSpi re conmon stock between January 28, 1998, and Cct ober
14, 1999.

The plaintiffs' Second Arended Conpl ai nt (Conpl aint), fromthe

dismssal of which this appeal is taken, alleges that the



def endants comm tted securities fraud by know ngly, or with severe
reckl essness, touting INSpire’'s software products? and contracts
despite the software's critical flaws; issuing inaccurate earnings
and revenue estimates; and viol ating Generally Accepted Accounti ng
Principles (GAAP) by failing to tinely classify receivables as
uncol l ectible, inproperly capitalizing software devel opnent costs,
and failing to wite down goodwi || associated with purchases of
software assets. The plaintiffs all ege these m sl eadi ng statenents
were made in forward-I|ooking statenents, press rel eases, and ot her
corporate docunents, and relied upon by analysts in their reports.
The plaintiffs further all ege defendants nmade stock sal es based on
insider information, pointing to these sales as evidence of
scienter. The plaintiffs seek to recover damages on behal f of al
persons who acquired Inspire stock between January 28, 1998 and
Cct ober 14, 1999.

On Decenber 3, 1999, the plaintiffs, on behalf of thensel ves
and others simlarly situated, filed their original conplaint
agai nst the defendants. This case was consolidated wth

substantially identical suits subsequently filed by other

’NSpire's two principal software prograns were EnPower and
W ndows for Property Casualty (WPC). EnPower is an inmaging and
wor kf | ow managenent application designed to allow the user to
create electronic images of insurance applications and forns that
can be routed and traced when used in conjunction with an
el ectronic policy and clains admnistration system |INSpire's
first policy and clainms adm nistration systemwas called Policy
and Clains Admnistration (PCA) and ran on the AS400 platform
while its successor WPC ran on a Wndows pl atform
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plaintiffs. On June 7, 2000, the plaintiffs filed their
Consol i dat ed Anended Conpl ai nt. On August 10, 2000, the defendants
filed notions to dismss the plaintiffs’ Consolidated Anmended
Conpl ai nt, which notions were granted by the Court on March 12,
2001. In that Dismssal Oder, the court found that, because the
plaintiffs' Consol i dated Anmended Conplaint had failed to plead
fraud with particularity and inproperly relied on the “group
pl eadi ng” doctrine in |odging allegations agai nst the defendants
collectively, the plaintiffs did not neet the pl eadi ng requirenents
established by Fed. R Cv. P. 9(b) and the Private Securities
Litigation ReformAct (PSLRA). The court held that the plaintiffs
must plead with sufficient particularity wongdoi ng and sci enter as
to each defendant individually. The court also found the
plaintiffs failed to all ege facts supporting an i nference that the
forward-| ooking statenments cited in the Consolidated Anended
Conpl ai nt were made with actual know edge that they were fal se or
m sl eadi ng.

The court gave the plaintiffs an opportunity to anend their
Conplaint. They filed their Second Anended Conpl aint® on My 16,
2001. The defendants filed responsive notions to dismss. The
plaintiffs asserted clains under section 10(b) of the Securities

Exchange Act of 1934 and Rule 10b-5 of the Securities and Exchange

Al though the plaintiffs title this pleading “First Arended
Conpl aint” the district court correctly noted the it is actually
the Second Anended Conpl aint, the first anended pl eadi ng bei ng
t he Consol i dated Anended Conplaint filed on June 7, 2001.
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Comm ssion (SEC), as nodified by the PSLRA, codified in rel evant
part at 15 U.S.C. 88 78u-4 and 78u-5, against all of the defendants
except MIllers. The plaintiffs also asserted clai ns under section
20(a) of the Securities Act, 15 U. S.C. 8 78t(a), which provides for
control -person liability, against INSpire, MIlers, and Dunham
Di scussi on

St andard of Revi ew

This court reviews the dism ssal of a conplaint for failureto
state a claimde novo, accepts “the facts alleged ... as true and
construe[s] the allegations in the light nobst favorable to the
plaintiff.” Nathenson v. Zonagen Inc., 267 F.3d 400, 406 (5th Cr
2001). However, we will not "strain to find inferences favorable
to the plaintiffs.” Westfall v. Mller, 77 F.3d 868, 870 (5th
Cir. 1996). Nor do we accept conclusory allegations, unwarranted
deductions or legal conclusions. Nathenson, 267 F.3d at 406. A
dism ssal for failure to plead fraud with particularity as required
by rule 9(b) is a dismssal on the pleadings for failure to state
a claim Shushany v. Allwaste, Inc., 992 F.2d 517, 520 (5th Cr
1993).
Securities Exchange Act and PSLRA

Section 10(b) of the Securities Exchange Act provides in
rel evant part:

“I't shall be unlawful for any person, directly
or indirectly



(b) To use or enploy, in connection with the
purchase or sale of any security . . . any
mani pul ati ve or deceptive device or contrivance in
contravention of such rules and regul ations as the
[ Securities and Exchange] Comm ssion may prescribe
as necessary or appropriate in the public interest
or for the protection of investors.” 15 U S. C. 8§
78] (b) (2000).

Rul e 10b-5 provides in relevant part:

“I't shall be unlawful for any person, directly
or indirectly

(b) To make any untrue statenent of a nmateri al
fact or to omt to state a material fact necessary
in order to make the statenents made, in the |ight
of the circunstances under which they were nade,
not m sl eadi ng .

in connection with the purchase or sale of any
security.” 17 C.F.R 8§ 240.10b-5 (2001).

The PSLRA speaks to the requirenents of a securities | aw cl ass
action conplaint as foll ows:
“(b) Requirenents for securities fraud actions
(1) Msleading statenents and om ssions

In any private action arising under this
chapter in which the plaintiff alleges that
t he defendant -

(A) made an untrue statenent of a nmaterial
fact; or

(B) omtted to state a material fact
necessary in order to make the statenents
made, in the light of the circunstances in
which they were nade, not msleading;, the
conpl ai nt shall specify each statenent all eged
to have been m sl eadi ng, the reason or reasons



why the statenent is msleading, and, if an
al l egation regarding the statenent or om ssion
is made on information and belief, the
conplaint shall state with particularity all
facts on which that belief is forned.

(2) Required state of mnd

In any private action arising under this
chapter in which the plaintiff may recover
nmoney damages only on proof that the defendant
acted with a particular state of mnd, the
conplaint shall, with respect to each act or
omssion alleged to violate this chapter,
state with particularity facts giving rise to
a strong inference that the defendant acted
wth the required state of m nd.
(3) Motion to dismss; stay of discovery

(A) Dismssal for failure to neet pleading
requi renents

In any private action arising under this
chapter, the court shall, on the notion of any
defendant, dismss the conplaint iif the
requi renents of paragraphs (1) and (2) are not
met.” 15 U.S.C. § 78u-4(b).

Federal Rule of G vil Procedure 9(b) |ikewi se requires the
plaintiffs in securities fraud causes to plead with particularity
the circunstances constituting the alleged fraud. To satisfy Rule
9(b)'s pleading requirenents, the plaintiffs nust "specify the
statenents contended to be fraudulent, identify the speaker, state
when and where the statenents were nade, and explain why the
statenents were fraudulent.” WIllianms v. WMX Technol ogies, Inc.,
112 F. 3d 175, 177-78 (5th Cr. 1997), cert. denied, 118 S. C. 412

(1997). To state a securities-fraud clai munder section 10(b), and

Rul e 10b-5, plaintiffs nust plead (1) a m sstatenent or om ssion;
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(2) of a material fact; (3) nade with scienter; (4) on which the
plaintiffs relied; and (5) that proxi mtely caused the plaintiffs'

i njuries. ld. at 177. A fact is material if there is “a
substantial |[|ikelihood that, under all the circunstances, the
omtted fact would have assunmed actual significance in the
del i berations of the reasonable sharehol der.™ Gigshy v. CM
Corp., 765 F.2d 1369, 1373 (9th G r. 1985) (quoting TSC I ndustri es,
Inc. v. Northway, Inc., 96 S. . 2126, 2131 (1976)). WMateriality
"depends on the significance the reasonabl e i nvest or woul d pl ace on
the withheld or msrepresented infornmation." Basic Inc. .

Levinson, 108 S. C. 978, 988 (1988).

"A conpl ai nt can be | ong-w nded, even prolix, wthout pleading

wth particularity. | ndeed, such a garrulous style is not an
uncommon mask for an absence of detail." Wllianms, 112 F.3d at
178. This court has noted that "although the requirenent for

particularity in pleading fraud does not lend itself to refinenent,
and it need not in order to make sense, neverthel ess, directly put,
t he who, what, when, and where nust be |laid out before access to
the di scovery process is granted.” ABC Arbitrage Plaintiffs G oup
V. Tchuruk, 291 F.3d 336, 349 (5th Grr. 2002) (quotations
omtted). "I'n securities fraud suits, this heightened pleading
standard provides defendants with fair notice of the plaintiffs'
clains, protects defendants from harm to their reputation and

goodwi I I, reduces the nunber of strike suits, and prevents



plaintiffs from filing baseless clainms and then attenpting to
di scover unknown wrongs." Tuchman v. DSC Conmmuni cations, 14 F.3d
1061, 1067 (5th Gr. 1994).

The PSLRA reinforces the particularity requirenents of Rule
9(b), requiring the plaintiffs to state not only the tine, place,
the identity of the speaker, and the content of the alleged
m srepresentation, but al so to explain why the chal |l enged st at enent
or omssion is false or msleading. WIllians, 112 F.3d at 177.°
The PSLRA also requires that the conplaint “with respect to each
act or omssion alleged” to be false or msleading “state with
particularity facts giving rise to a strong inference that the
def endant acted with the required state of mnd.” 15 U S.C. § 78u-
4(b) (2) (enphasis added).

G oup Pl eadi ng

This court has not heretofore considered whether to recogni ze
the “group pl eading” or “group published” doctrine. This doctrine
“allows plaintiffs to ‘rely on a presunption that statenents in

“prospectuses, registration statenments, annual reports, press

*For purposes of the requirenent of § 78u-4(b)(1) that “if
an allegation regarding the statenent or om ssion is nade on
information or belief, the conplaint shall state with
particularity all facts on which that belief is fornmed,” an
all egation not nmade on the plaintiff’s personal know edge is
treated as nade on information and belief “although not | abel ed
as such.” Tchuruk, 291 F.3d at 351. However, the requirenent

that “all” facts be plead is not literally applied; sufficient
particular facts is the intent of that requirenent. |d. at 352-
53.
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rel eases, or other group-publishedinformation,” are the collective
work of those individuals with direct involvenent in the everyday
busi ness of the conpany.’” In Re Oxford Health Plans, Inc., 187
F.R D 133, 142 (S.D.N. Y. 1999) (quoting In Re Stratosphere Corp.
Securities Litig., 1 F. Supp. 2d 1096, 1108 (D. Nev. 1998)); Danis
v. USN Communi cations, Inc., 73 F. Supp. 2d 923, 939 n.9 (N.D. II1I.
1999) .

Where the m sstatenents appear in certain types of docunents
that plaintiffs believe were witten by groups, sone courts have
allowed plaintiffs to link <certain defendants to alleged
m srepresentations sinply by pleading that the def endants were part
of the “group” that likely put the chall enged docunents together.
Inre Solv-Ex Corp. Sec. Litig., 210 F. Supp. 2d 276, 283 (S.D.N. Y.
2000); Inre Wrlds of Wonder Sec. Litig., 721 F. Supp. 1140, 1143
(N.D. Cal. 1989). Instead of being required to plead that a
defendant actually nmade, authored or approved an offending
statenent in a corporate communication, the “group pleading”
doctrine in its broadest form allows wunattributed corporate
statenents to be charged to one or nore individual defendants based
solely on their corporate titles. Under this doctrine, the
plaintiff need not allege any facts denonstrating an individua
defendant's participation in the particular conmuni cati on

contai ning the m sstatenent or om ssion where the defendants are

“Insiders or affiliates" of the conpany. 1In re Solv-Ex Corp. Sec.
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Litig., 210 F. Supp. 2d at 283. Therefore, the “group pleading”’
doctrine as so applied would allowthe plaintiff to plead the first
el emrent of a section 10(b) case against an individual defendant
Wi thout citing particular facts connecting the defendant to the
al | eged fraud.

Congress did not include “group pleading” in any provision of
the Securities Act. See WIlliam O Fisher, Don't Call M a
Securities Law G oupi e: The R se and Possi bl e Dem se of the “G oup
Pl eadi ng” Protocol in 10b-5 Cases, 56 Bus. LAaw 991 (2001).° The
Ni nt h and Second Circuits have | argely pioneered this doctrine. In
Wbol v. Tandem Conputers Inc., 818 F.2d 1433 (9th G r. 1987), the
Ninth Crcuit fashioned the “group pleading” doctrine, holding:

“I'n cases of corporate fraud where the false

or m sl eadi ng i nformation IS conveyed in
pr ospect uses, registration statenents, annual
reports, press releases, or other 'group-published
information,' it is reasonable to presune that

these are the collective actions of the officers.
Under such circunstances, a plaintiff fulfills the
particularity requirenment of Rule 9(b) by pleading
the m srepresentations wth particularity and where
possi ble the roles of the individual defendants in
the m srepresentations.” ld. at 1440 (citation
om tted) (enphasis added).?®

°Fi sher discusses the structure of nodern corporations,
noting their often varying degrees of conpartnentalization and
the fact that an individual's actual role in drafting and
approvi ng particul ar docunents and statenents cannot, in many
cases, be reliably deduced fromtheir title.

®The Wbol court added, “The individual defendants are a
narrow y defined group of officers who had direct involvenent not
only in the day-to-day affairs of Tandemin general but also in
Tandem s financial statenents in particular.” Id. Yet, this

12



Courts have differed as to whether the “group pleading
doctrine, assumng its existence prior to the PSLRA, survives that
1995 | egislation. The PSLRA requires first, that the conplaint
must “specify” “each” statenent alleged to have been m sl eadi ng,

and the reason or reasons why that statenent is m sleading. 15

US C 8§ 78u-4(b)(1). Second, as to allegations nade upon
information and belief, the conpl aint must “state wth
particularity all facts” on which the belief is fornmed. Id.

Finally, as to “each” allegedly m sl eadi ng statenent, the conpl ai nt
must “state with particularity facts giving rise to a strong
inference that the defendant acted with the required state of
mnd.” 15 U S.C. 8§ 78u-4(b)(2) (enphasis added).

Several courts have held that, |argely because the PSLRA does
not explicitly make reference to the “group pl eading” doctrine, it
does not abolish it. In re SmarTal k Tel eservices, Inc. Sec.
Litig., 124 F. Supp. 2d 527, 545 (S.D. Onhio 2000); In re Baan Co.
Sec. Litig., 103 F. Supp. 2d 1, 17 (D.D.C. 2000); In re Oxford
Health Plans, Inc. Sec. Litig., 187 F.RD. 133, 142 (S.D. NY.
1999); In re Sunbeam Sec. Litig., 89 F. Supp. 2d 1326, 1340-41
(S.D. Fla. 1999); In re BankAnerica Corp. Sec. Litig., 78 F. Supp.

2d 976, 987 (E.D. Mo. 1999); Zuckerman v. Foxneyer Health Corp., 4

findi ng appeared unnecessary as a result of the Court's apparent
conclusion that such facts only need to be all eged “where
possi ble.”
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F. Supp. 2d 618, 627 n.4 (N.D. Tex. 1998); Robertson v. Strassner,
32 F. Supp. 2d 443, 446 (S.D. Tex. 1998). However, several other
courts have found that the PSLRA effectively abolished the “group
pl eadi ng” doctri ne. P. Schoenfeld Asset Mnt. LLC v. Cendant
Corp., 142 F. Supp.2d 589, 618-21 (D.N. J. 2001); Coates .
Heartl and Wrel ess Communs., Inc., 26 F. Supp.2d 910, 915-16 (N. D
Tex. 1998); Allison v. Brooktree Corp., 999 F. Supp. 1342, 1350
(S.D. Cal. 1998); Chu v. Sabratek Corp., 100 F. Supp.2d 827, 835-37
(N.D. 11l. 2000).

Significantly, this court has never adopted the “group
pl eadi ng” doctrine, even before the PSLRA. Wiile the PSLRA does
not explicitly abolish the doctrine, it was not necessary to do so
because Congress never nmade this judicial creation law to begin
Wt h. Even prior to the PSLRA, section 10(b) and Rule 10b-5
required plaintiffs to identify the roles of the individual
def endants, and describe their involvenent, if any, in preparing
the m sl eading statenents. In re MDC Hol dings Sec. Litig., 754 F.
Supp. 785, 795 (S.D. Cal. 1990). Even if this court were to
concl ude that the “group pleading” doctrine existed in the absence
of the PSLRA, it cannot withstand the PSLRA s specific requirenent
that the untrue statenents or omssions be set forth wth
particularity as to "the defendant"” and that scienter be pleaded
wWth regard to "each act or om ssion" sufficient to give "rise to

a strong i nference that the defendant acted wth the required state
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of mnd." 15 U S C. 8 78u-4(b). These PSLRA references to “the
defendant” may only reasonably be understood to nean “each
defendant” in nmultiple defendant cases, as it is inconceivabl e that
Congress intended liability of any defendants to depend on whet her
they were all sued in a single action or were each sued alone in
several separate actions. The court in Alison noted:

“[Tlo permt a judicial presunption as to particularity

sinply cannot be reconciled with the statutory nmandate

that plaintiffs nust plead specific facts as to each act

or omssion by the defendant. The group published

doctrine permts an i nference of wongdoi ng not based on

defendant's conduct, but based solely on defendant's
status as an officer or director of a corporation.”

Al lison, 999 F. Supp. at 1350.

The *“group pleading” doctrine conflicts wth the scienter
requi renment of the PSLRA because, even if a corporate officer's
position supports a reasonable inference that he likely would be
negligent in not being involved in the preparation of a docunent or
aware of its contents, the PSLRA state of mnd requirenent is
severe reckl essness or actual know edge.

Therefore, we agree with the district court that the PSLRA
requires the plaintiffs to “distinguish anong those they sue and
enli ghten each defendant as to his or her particular part in the
all eged fraud.” As such, corporate officers may not be held
responsible for unattributed corporate statenents solely on the
basis of their titles, even if their general |evel of day-to-day

i nvol venent in the corporation's affairs is pleaded. However ,

cor porat e docunents that have no stated author or statenents within
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docunents not attributed to any individual may be charged to one or
nmore corporate officers provided specific factual allegations |ink
the individual to the statenent at issue. Such specific facts
tying a corporate officer to a statenent would include a signature
on the docunent or particular factual allegations explaining the
i ndi vidual's involvenent in the formulation of either the entire
docunent, or that specific portion of the docunent, containing the
statenent. Various unattributed statenents within docunents may be
charged to different individuals, and specific facts may tie nore
than one individual to the sane statenent. And, the corporation
itself may be treated as making press releases and public
statenents issued by authorized officers on its behalf, and
statenents nmade by its authorized officers to further the interests
of the corporation.

Consistent with our rejection of the “group pleading”
doctrine, we do not construe all egations contained in the Conplaint
agai nst the “defendants” as a group as properly inputable to any
particul ar individual defendant unless the connection between the
i ndi vidual defendant and the allegedly fraudulent statenent is
specifically pleaded. Wiile the plaintiffs aver in paragraph 21 of
the Conpl aint that the individual defendants “each controlled the
contents of and participated in witing INSpire's SEC filings,

reports and rel eases,” this conclusory allegation fails to specify

which of these docunents is attributable to each i ndividual
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defendant, |let alone which portions or statenents within these
docunents are assignable to each individual defendant.
Cor por at e def endant

Respecting the potential section 10(b) liability of INSpire
itself, however, as all of the individual defendants were executive
of ficers of I NSpire whose actions were i ntended to benefit | NSpire,
we will treat as having been nmade by INSpire the particular
conpl ai ned of statenents in the SEC filings, reports and rel eases
issued inits name. Statenents attributed to individual defendants
are also treated as having been nmade by INSpire, as all of them
appear fromthe face of the Conplaint to have been nmade pursuant to
their positions of authority within the conpany.

Neverthel ess, liability under Rule 10(b)(5) requires not only
that the party make a statenent which contains an untrue statenent
of material fact or omts a material fact necessary in order to
make the statenment not m sleading, but also that the party have
done so with “not nerely sinple or even i nexcusabl e negl i gence” but
rather with “scienter” neaning an “intent to deceive, nmanipul ate,
or defraud” or that “severe recklessness” in which the “danger of
m sl eadi ng buyers or sellers . . . is either known to t he def endant
or is so obvious that the defendant nust have been aware of it.”
Broad v. Rockwell Int’|l Corp., 642 F.2d 929, 961-62 (5th Cr. 1981)
(en banc). For purposes of determ ni ng whet her a statenent nade by

the corporation was nade by it wth the requisite Rule 10(b)
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scienter we believe it appropriate to look to the state of m nd of
the individual corporate official or officials who make or issue
the statenent (or order or approve it or its making or issuance, or
who furnish information or | anguage for inclusion therein, or the
i ke) rather than generally to the collective know edge of all the
corporation’s officers and enployees acquired in the course of
their enploynent.” See, e.g., Nordstrom Inc. v. Chubb & Son,
Inc., 54 F.3d 1424, 1435 (9th Gr. 1995 (“there is no case |aw
supporting an independent ‘collective scienter’ theory”); In Re
Appl e Conputer, Inc. Securities Litigation, 243 F. Supp.2d 1012,
1023 (N.D. Cal. 2002) (“It is not enough to establish fraud on the
part of a corporation that one corporate officer nakes a false
statenent that another knows to be false. A defendant corporation
is deened to have the requisite scienter for fraud only if the
i ndi vi dual corporate officer making the statenent has the requisite
| evel of scienter, i.e., knows that the statement is false, or is
at | east deliberately reckless as toits falsity, at the tine he or

she makes the statenent,” citing Nordstrom.® This is consistent

‘W are, of course, speaking here of § 10(b) liability, not
l[iability under 8 20(a) of the Securities Act, 15 U.S.C. 8§
78t (a).

8Cf. In Re Warner Conmmunications Securities Litigation, 618
F. Supp. 735, 752 (S.D.N. Y. 1985), aff’'d 798 F.2d 35 (2d Cr.
1986) (“As to Warner, plaintiffs arguably need only show either
that one or nore nenbers of top nanagenent knew of materi al
information indicating an earnings decline, but failed to stop
the i ssuance of m sl eading statenents or to correct prior
statenents that had becone m sl eadi ng, or that Warner nmanagenent

18



wth the general comon law rule that where, as in fraud, an
essentially subjective state of mnd is an el enent of a cause of
action also involving sone sort of conduct, such as a
m srepresentation, the required state of m nd nust actually exist
in the individual making (or being a cause of the making of) the
m srepresentation, and may not sinply be i nputed to that individual
on general principles of agency.® See Restatenent (2nd), Agency 8§
275, comment b; 8§ 268 comment d. See, also, e.g., Wodnont, Inc.
v. Daniels, 274 F.2d 132, 137 (10th Gr. 1959) (“while in sone
cases, a corporation may be held constructively responsible for the
conposite know edge of all of its agents, whether acting in unison
or not . . . [citations] we are unwilling to apply the rule to fix
liability where, as here, intent is an essential ingredient of tort
liability as for deceit. See Restatenent, Agency 2d, 8§ 275,
coment b”); CQutter v. E I. DuPont de Nenours, 124 F. Supp. 2d
1291, 1311 (S.D. Fla. 2000) (“The know edge necessary to formthe
requi site fraudul ent i ntent nust be possessed by at | east one agent
and cannot be inferred and inputed to a corporation based on

di sconnected facts known by different agents,” citing, inter alia,

had recklessly failed to set up a procedure that insured the
di ssem nation of correct information to the marketpl ace;”
(enphasi s added)).

°Al though if the agent, with the requisite actual state of
m nd, makes or causes to be nade a m srepresentation, the
principal’s vicarious liability will be determ ned under general

rul es of agency. SeePaul F. Newton & Co. v. Texas Commerce Bank, 630 F.2d 1111,
1118 (5th Cir. 1980).
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Whodnont Inc.); First Equity Corp. v. Standard & Poor’s Corp., 690
F. Supp. 256, 260 (S.D.N.Y. 1988), aff'd, 869 F.2d 175 (2d GCr.
1989) (“Wiile . . . a corporation may be charged with the
coll ective know edge of its enpl oyees, it does not followthat the
corporation may be deened to have a cul pable state of m nd when
that state of mnd is possessed by no single enployee. A
corporation can be held to have a particular state of mnd only
when that state of mnd is possessed by a single individual”);
United States v. LBS Bank-New York, Inc., 757 F. Supp. 496, 501 n.7
(EED. Pa. 1990) (“Although . . . a corporate defendant is
considered to have acquired the collective know edge of its
enployees . . . [citations], specific intent cannot be aggregated
simlarly,” citing First Equity Corp., and its |ast above quoted
sent ence) .

The Conpl ai nt does not assert that any particul ar individual
| NSpire director, officer or enployee, other than the naned
i ndi vi dual defendants, acted with scienter in or respecting the
maki ng or issuing of any of the conplained of statenents (or in
ordering or approving any of such statenents or furnishing
information or language for inclusion therein or omssion
therefrom or the 1like) or indeed in any other respect.
Accordingly, for purposes of evaluating whether the Conplaint
states with particularity facts giving rise to a strong inference

that INSpire had the requisite scienter — nanely an intent to
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decei ve, mani pul ate or defraud or equival ent severe reckl essness —
respecting any of the conplained of statenents, it is only
necessary for us to address the allegations clainmed to adequately
show such state of mnd on the part of the individual defendants.
| nsi der Sal es

As supportive of their scienter clains, plaintiffs allege
di verse | NSpire stock sales by the individual defendants, stating
that together they sold over 1.5 mllion shares of |NSpire stock
during the entire class period for proceeds totaling approximtely

$9.6 mllion.? Conpl aint, § 143-145. Wth respect to the

“The total is nearly $34 million including sone $24.8
mllion sales by Mllers (representing 20.56% of its hol di ngs).

For the first tinme on appeal, the plaintiffs, relying on
United States v. O Hagan, 117 S.C. 2199, 2206-07 (1997), further
assert that these insider stock sales thenselves are actionable
as deceptive devices or acts under the securities |aws,
irrespective of whether the defendants nmade any m sl eadi ng
statenents. This contention presents no ground for reversal. In
an inplied private action under 8§ 10(b) and Rule 10(b)(5) the
plaintiff nust allege reliance and causati on. Nathenson, 267
F.3d at 413-15. See also 15 U.S.C. § 78u-4(b)(4) & § 78u-
4(e)(1). \Were, as here, the suit is cast as a class action,
reliance necessarily nmeans fraud on the nmarket. Id. Here the
class is alleged to consist nerely of those who acquired |INSpire
comon stock between January 28, 1998, and October 14, 1999, and
t hus necessarily depends on the theory that the conpl ai ned of
conduct artificially inflated the price of the stock, and indeed
that is what the Conplaint pleads, stating “Plaintiffs and the
Cl ass woul d not have purchased or acquired INSpire stock at the
prices they paid, or at all, if they had been aware that the
mar ket prices had been artificially and falsely inflated by
def endants’ m sl eading statenents.” Conplaint, { 155. Yet
plaintiffs do not allege that any of the sales by the individual
def endants were not known to the market or were not tinely and
properly publically reported (as, indeed, defendants’ SEC filings
subm tted bel ow, which the district court could properly
consi der, see, e.g., Lovelace v. Software Spectrum 78 F.3d 1015,
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requi renent that particular facts be pled which give rise to a
strong inference of scienter, allegations of insider trading are
essentially a form of notive and opportunity allegations. See

e.g., In Re Conshare Inc. Securities Litigation, 183 F.3d 542, 553
(6th Cr. 1999) (allegations “that the individual Defendants did
profit by selling many of their shares at artificially inflated
prices during the class period. . . . largely tend to illustrate
t hat Def endants had the notive and opportunity to commt securities

fraud”). And, we have stated that “our court requires nore than
allegations of notive and opportunity to withstand dism ssal.”
Gol dstein v. MClI Wbrldcom 340 F.3d 238, 250-51 (5th Cr. 2003).
Nevert hel ess, we have al so recogni zed t hat “appropri ate all egations
of notive and opportunity may neani ngfully enhance the strength of
the inference of scienter.” Nathenson, 267 F.3d at 412. However,
this is true of insider trading “only” when “in suspicious anopunts
or at suspicious tines.” Abrans v. Baker Hughes, Inc., 292 F.3d
424, 435 (5th G r. 2002). See also In Re Silicon Gaphics Inc.
Securities Litigation, 183 F.2d 970, 987 (9th Cr. 1999) (“i nsider

trading i s suspicious only when dramatically out of line with prior

1018 (5th Gr. 1998), reflect that they were, which plaintiffs
have never disputed). Wile the Conplaint alleges that the

i ndi vi dual defendants’ stock sales were illegal insider trading
because based on an unspecified non-public information, nowhere
does the Conplaint ever infer the wholly inplausible conclusion
that any of the sales by the individual defendants in fact did,
or would tend to, inflate the market price (nor is it alleged
that any of the class purchased from any individual defendant or

relied on their stock sales).
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trading practices at times calculated to naximze the persona
benefit from undisclosed inside information,” internal quotation
marks and citation omtted).

Based on their January 1998 holdings, the plaintiffs allege
that during the entire class period Agazzi sold 32.13 percent of
hi s shares, Dunham41l. 14 percent, Gaines 14.87 percent, Lynn 41.70
percent, and Robinson 48.80 percent. Conpl aint, § 145. The
plaintiffs allege three periods of insider sales: March 26, July
27- August 5, and Novenber 3-9, 1998. Plaintiffs do not expressly
allege in the Conplaint that the sales were suspicious in timng or
anount and therefore suggestive of scienter, although they do
allege that the defendants “profit[ed] from the artificial
inflation of INSpire's stock price their violation of |aw had

created before INSpire's stock price crashed . Conpl ai nt ,
1 143. 1

The March sal es occurred during the conpany' s secondary public
of fering. On March 26, 1998, INSpire filed its prospectus and
registration statenment and nmade its secondary public offering

covering 1,500,000 shares owned by it and 800,000 shares owned by

then selling sharehol ders. On March 26, Dunham sold 157,500

UAfter listing the defendants' stock sales during the entire
class period, the Conplaint notes, “In contrast, fromthe tine of
| NSpire's | PO [ August 1997] until the beginning of the O ass
Period [January 1998], defendants sold no stock.” Conplaint, ¢
145. However, the brevity of the period addressed by this
allegation (and the fact that it comences with INSpire’'s ceasing
to be a wholly owmed M I lers’ subsidiary) largely dissipates any
significance it m ght otherw se have.
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shares, accounting for 26.40 percent of his January 1998 hol di ngs.
On March 26, Lynn also sold 30,000 shares, representing 26.62
percent of his 1998 hol di ngs, while Robinson sold 37,500 shares,
whi ch amounts to 33.27 percent of his 1998 holdings. Wile not
i nsubstantial, these sales do not raise a strong inference of
scienter for several reasons. First, the plaintiffs do not all ege
that officer or director sales during a secondary public offering
are unusual. The price of INSpire stock on March 26, 1998, was
$21, significantly less than its eventual high of over $35 reached
i n Novenber 1988 (it traded at $30 or above from Novenber 3 through
Novenber 10). Furthernore, followng the allegedly msleading
February 24 Sul Anmerica contract announcenent, |NSpire stock rose
from $17.917 (on February 23) to $19.833 (on February 25) (it had
been as high as $19 on February 9; it traded as low as $17.50 in
early March and over $21.00 fromMarch 16 t hrough March 24) but the
def endants sold their stock at approximately this sanme price after
over a nonth had passed. Moreover, the stock generally continued
toclinmb until the revel ati ons of Decenber 11, 1998, suggesting the
timng of the March sales was not unusually prescient. The fact
t hat defendants Agazzi, Gaines, and Smth did not sell in or around
March 1998 al so underm nes an i nference of scienter (indeed, Smth
did not sell INSpire stock at any tinme during the entire class
period). The fact that other defendants did not sell their shares

during the rel evant class period undermnes plaintiffs' claimthat
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def endants del ayed notifying the public so that they could sel
their stock at a huge profit. Acito v. |MCERA Goup, 47 F.3d 47,
54 (2d Gir. 1995).

The July-August sales are also not inherently suspicious.
First, Agazzi, Lynn, and Smth did not sell at this tine.
Conmbining his sales on July 27 and 28, Dunham sold only 4.27
percent of his shares. Conbining his sales on July 30 and August
5, Robi nson sold 9.97 percent of his shares. Several weeks |ater,
on August 18, 19, and 20, Agazzi sold 32.13 percent of his shares.
Additionally, the price of I NSpire stock was not unusual ly vol atile
during the July-August interval in which these sales occurred, as
it was $24.375 on July 27 and $26.625 on August 20. The | ow
bet ween July 27 and August 20 was $22. 167 on July 21 whil e the high
was $26. 625 on August 20.

The plaintiffs' strongest argunent concerns sales namde in
Novenber 1998. Dunham Gaines, Lynn, and Robi nson nade sales
bet ween Novenber 3 and Novenber 9. On Novenber 4 and 5, Dunham
sol d 69, 150 shares, 16.45 percent of his holdings. On Novenber 3,
Gaines sold 10,000 shares, 14.87 percent of his shares. On
Novenber 4, Lynn sold 17,000 shares, 20.55 percent of his hol di ngs.
On Novenber 9, Robinson sold 10,000 shares, 14.77 percent of his
hol di ngs. These sal es of I NSpire stock at between $30 and $31 were
not perfectly tined, as I NSpire stock would hit a high of 35.25 on

Novenber 23, 1998. However, these sales occurred only slightly
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nmore than a nonth before INSpire stock fell precipitously from
$30. 813 on Decenber 10, 1998, to $17.625 on Decenber 11, 1998, the
day INSpire issued a release revising dowmward its 1999 earning
estimates. | NSpire stock woul d never reach 22 again. The Novenber
sal es al so closely foll owed I NSpi re' s announcenent of its Arrowhead
out sourcing contract on Novenber 1, 1998 and t he favorabl e anal yst
reports it spawned on Novenber 2 and 3. |INSpire stock rose from
$22. 750 on Cctober 27, 1998, to $31.438 on Novenber 5, a 27.64
percent increase in the share price in a span of ten days.!?
Al | eged m sstatenents

The plaintiffs' allegations of fraud against the defendants
essentially relate to: 1) msstatenents relating to the
functionality and capacity of INSpire's software prograns; 2)
m sstatenents relating to INSpire's past, present, and projected
econom c performance; and 3) msstatenents in financial reports
consisting of violations of generally accepted accounting

principles (GAAP) pertaining to classification of receivables

2The defendants al so point to their nunerous alleged stock
purchases during the entire class period, but the plaintiffs
conpel lingly argue that these acquisitions were through options
enabling themto purchase | NSpire stock at far bel ow the market
price. For exanple, the plaintiffs aver that Dunham exerci sed
100, 981 options on Decenber 24, 1998, and March 26, 1999, paying
only 87 cents per option when the open-market price of INSpire
shares was $16 and $17 respectively. |In any event, the effect of
such purchases was not addressed in the district court's opinion
and woul d be nore appropriately addressed at trial or on sunmary
judgnent than in a dism ssal on the pleadings.
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software devel opnent costs, and goodw llI. The plaintiffs
allegations relating to INSpire's software and those relating to
its stated fiscal performance are intertwined to the extent that
much of the Conplaint argues that the inadequacies of INSpire's
sof tware caused the conpany to be unable to deliver onits software
contracts, resulting in subpar performance and INSpire's ultinmate
col | apse.

The plaintiffs' allegations are divided into five time sub
periods within the overall January 28, 1998, to October 14, 1999,
cl ass peri od.

January 28, 1998 - April 2, 1998

We first exam ne the period of January 28, 1998, to April 2,
1998. The Conplaint alleges INSpire issued results for the fourth
quarter of 1997 and the year ended 1997, listing Dunham and Gai nes
as contact persons. Conplaint, 9 39. The plaintiffs allege this
statenent and all of the statenents set forth in the Conpl ai nt nade
during this sub period were false when issued and that each such
statenent failed to disclose information about adverse conditions
in and then inpacting I NSpire's business, disclosure of which was
required to make the statenents made not m sleading, and which
information was “then known only to the defendants due to their
access tointernal INSpire data.” Conplaint, 1 57. The plaintiffs
further allege that I NSpire's reported revenues and earni ngs during

this class period were materially overstated due to inproper
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revenue recognition, failure to wite off uncol |l ecti bl e
recei vabl es, i nproper capitalization of software devel opnent costs,
and failure to wite down goodwi Il from INSpire's purchase of
Strategic Data Systens (SDS) in violation of GAAP. § 57 (k).

The plaintiffs' allegation that the defendants conmtted fraud
by reporting the conpany's results for the fourth quarter of 1997
and year end 1997 fails to neet the pleading requirenents outlined
above because the plaintiffs fail to explain how or in what
particulars the reported earnings and revenues figures were
i naccurate, and their conclusory allegation that the defendants
knew the figures were false relies on “group pleading” and fails to
plead facts with the requisite specificity to generate a strong
i nference of scienter. An unsupported general claim of the
exi stence of conpany reports reflecting contrary information is
insufficient to survive a notion to dism ss. “Such al |l egati ons
must have corroborating details regardi ng the contents of all egedly
contrary reports, their authors and recipients.” Abrans, 292 F. 3d
at 432 (enphasis added). See also Goldstein v. MC Wrldcom 340
F.3d 238, 253 (5th Cr. 2003) (following Abrans and noting that
there the allegations “that the individual defendants (the CEO and
CFO received daily, weekly, and nonthly financial reports that
appraised them of the conpany’s true financial status” were
insufficient and overly general); Tchuruk, 291 F.3d at 358

(al l egati ons concerning ‘regul ar reports’ fromspecified subsidiary
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to parent and to parent’s CEO and naned nenber of executive
commttee insufficient because “any such ‘regular reports’ are
insufficiently identified as to who prepared them and how
frequently they were prepared”’); id. at 356 (“a plaintiff needs to
specify the internal reports, who prepared themand when, how firm
t he nunbers were or whi ch conpany officers reviewed them” internal
gquotations and citation omtted).

Next, the plaintiffs allege that “INSpire held a tel ephonic

conference call for securities analysts, noney and portfolio
managers, institutional investors, |arge sharehol ders, brokers and
stock traders subsequent to the rel ease of the fourth quarter 1997
results in which they announced seven new contracts, and that
“Dunham and Gaines . . . [djuring the call - and in followup
conversations wth participants” - nmade generally positive
statenents about demand for |[INSpire's products and services,
predicted $46 mllion in revenues for 1998, and earni ngs per share
of $.60 and $.86 in 1998 and 1999, respectively. 1 40. The
plaintiffs cite a January 30, 1998, Raynond Janmes & Associ ates
report on INSpire that relied on the new contracts and forecasted
earnings outlined in the conference call and in follow up
conversations “w th Dunham and/or Gaines.”  42.

The defendants argue that these alleged false statenents in

paragraph 40 and many others in the Conplaint constitute “forward-

| ooking statenents” protected by the PSLRA's safe harbor
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provi sion. 3 15 U S.C 8 78u-5(c)(1)(A. A "forward-1 ooking

statenent," which can be either witten or oral, is defined under

15 U S.C 8§ 77z-2(i)(1) as:

“(A) a statenent containing a projection of
revenues, inconme (including inconme |oss), earnings
(including earnings 1loss) per share, capita
expendi tures, dividends, capital structure or other
financial itens'

(B) a statenent of the plans and objectives of
managenent for future operations, including plans
or objectives relating to the products or services
of the issuer;

(C) a statenent of future econom c perfornmance,
i ncluding any statenent contained in a discussion
and analysis of financial condition by the
managenent or in the results of operations included
pursuant to the rules and regulations of the
Comm ssion . . .7

To avoid the safe harbor, plaintiffs nust plead facts denonstrati ng
that the statenent was nade wth actual know edge of its falsity.
Id. at 8§ 78u-5(c)(1)(B); Nathenson, 267 F.3d at 4009. The safe
har bor has two i ndependent prongs: one focusing on the defendant's
cautionary statenents and the other on the defendant's state of
m nd. 15 U.S.C. 88 77z-2(c)(1)(A), 78u-5(c)(1)(A) (1996); 15
US C 88 77z-2(c)(1)(B), 78u-5(c)(1)(B) (1996). Under the first
prong, there is no liability if, and to the extent that, the
forward-| ooking statenent is: (i) "identified as a forward-| ooking
statenent, and is acconpani ed by neani ngful cautionary statenents

identifying inportant factors that could cause actual results to

BDef endants refer the court to Y 40, 42-45, 56, 59, 67, 76-
79, 88, 99, 101-103, and 105.
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differ materially fromthose in the forward-|ooking statenent," or
(ii) "inmmterial." ld. at 88 77z-2(c)(1)(A), 78u-5(c)(1)(A.
Under the second prong, there is no liability if the plaintiff
fails to prove that the statenent (i) if nmade by a natural person

was made with actual know edge that the statenent was false or
m sleading, or (ii) if nmade by a business entity, was made by or
wth the approval of an executive officer of that entity wth
actual know edge by that officer that the statenent was false or
m sl eadi ng. ld. at 88 77z-2(c)(1)(B), 78u-5(c)(1)(B). The
requi renent for "neaningful" cautions calls for "substantive"
conpany-speci fic warni ngs based on a realistic description of the
risks applicable to the particular circunstances, not nerely a
boilerplate litany of generally applicable risk factors. H R
CONF. REP. NO 369, 104th Cong., 1st Sess. 31, 44 (1995). O al
statenents can qualify for the safe harbor if (i) the statenent is
acconpanied by a cautionary statenent that the "particular" ora

statenent is forward-1ooking and that actual results could differ
materially (essentially a formality as to the form of the
statenent); (ii) the statenent is acconpani ed by an oral statenent
that additional information that could cause actual results to
differ materially is contained in a readily-available witten
docunent; (iii) the statenent identifies the docunent or portion
thereof containing the additional information; and (iv) the

identified docunent itself contains appropriate cautionary
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| anguage. 15 U.S.C. 88 77z-2(c)(2), 78u-5(c)(2) (1996). Readily
available witten docunents for this purpose include docunents
filed with the SEC or generally disseninated. ld. at 88
77z-2(c)(3), 78u-5(c)(3).

Wth regard to the five alleged msstatenents cited in
paragraph 40, the predictions of future earnings and revenues in
these statenents neet the PSLRA's definition of a forward-I ooking
statenment. 15 U.S.C. § 78u-5(i)(1)(A). However, the defendants
have not shown that these statenents were identified as forward-
| ooki ng statenents. Accordingly, the plaintiffs nmay properly
allege a claim based on these statenents if they were nade with
actual know edge that they were false or m sl eading. However, the
second and third statenents of the five in paragraph 40 are non-
actionable puffery, as they are “of the vague and optim stic type
t hat cannot support a securities fraud action . . . and contain no
concrete factual or material msrepresentation.” Lain v. Evans,
123 F. Supp. 2d 344, 348 (N.D. Tex. 2000) (citation omtted)
Because analysts "rely on facts in determning the value of a
security," these statenents "are certainly not specific enough to
perpetrate a fraud on the market." Raab v. Gen. Physics Corp., 4
F.3d 286, 290 (4th Cr. 1993); Rosenzweig v. Azurix Corp., 332 F. 3d
854, 869 (5th Cr. 2003). The generalized, positive statenents
about the conpany's conpetitive strengths, experienced managenent,

and future prospects are not actionable because they are
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immaterial. Rosenzweig, 332 F.3d at 8609.

It is arguable whether the plaintiffs adequately all ege when
this conference call, and therefore these statenents, took place.
Al t hough t he Conpl ai nt does not date the conference call, it states
that it occurred after INSpire released its Decenber 31, 1997
results and, because paragraph 41 of the Conplaint alleges
| NSpire's stock price rose following this call between January 27
and 29, the inplication is that the call occurred between January
25 or 26 and January 27, or at |east between January 1 and January
27. Although Rule 9(b) does not require that a specific date and
time al ways be all eged as to each m srepresentation, several courts
have hel d that sinply "outlin[ing] a four-nonth wi ndow duri ng which
all of the msrepresentations occurred . . . does not satisfy the
pl eadi ng standard of rule 9(b)." Skylon Corp. v. Guilford MIIs,
Inc., No. 93 5581, 1997 U.S. Dist. LEXIS 2104, *6 (S.D.N. Y. Mar. 3,
1997); accord Doehla v. Wathne Ltd., Inc., 1999 U S Dst. LEXIS
11787, No. 98 6087 (S.D.N.Y. Aug. 3, 1999) (holding that an
allegation that statenents were nmade over the course of a
four-nonth periodis insufficient for Rule 9(b) purposes). However,
given the context we wll assunme arguendo that this allegation
provides sufficient notice to the defendants to neet the “when”
requi renment under Rule 9(b).

We agree with the district court that the all eged statenents

contained in paragraph 40 are not supported by sufficient
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particular facts to give rise to a strong inference of know ng
falsity. Several of the statenents, as noted above, are so genera

as to constitute puffing. And, the “Dunhamor Gaines” allegations
(Y 42) insufficiently charge either one. Further, the plaintiffs
fail to provide sufficient facts to raise a strong inference of
scienter as to the falsity of the revenue and earnings projections
when made. The closest the plaintiffs conme is in paragraph 57(k)
of the Conplaint where they allege “INSpire's reported revenues and
earnings were nmaterially overstated due to inproper revenue
recognition, failure to wite off wuncollectible receivables,
i nproper capitalization of software devel opnent costs and failure
to wite down SDS goodwill in violation of GCenerally Accepted
Accounting Principles.” The plaintiffs, however, fail to plead
facts denonstrating that any of the individual defendants actually
knew , or were severely reckless in not know ng, of these alleged
infirmties. The plaintiffs' Conplaint pleads nore facts relating
to scienter as to the flaws in INSpire's software that forned the
basis of the contracts underlying these estimtes, but the alleged
shortcom ngs of INSpire's software do not adequately show sci enter
on the part of any particular individual defendant respecting

proj ected revenues and earnings that assune the terns of I NSpire's

contracts wll sufficiently be net.
Par agraphs 40t hrough 42 concern statenents nmade by anal ysts

and brokers in reports on INSpire. GCenerally, securities issuers



are not liable for statenments or forecasts dissem nated by
securities analysts or third parties unless they have "sufficiently
entangl ed [thenselves] with the analysts' forecasts [so as] to
render those predictions "attributable to [the issuers].'" Elkind
v. Liggett & Myers, Inc., 635 F.2d 156, 163 (2d Gr. 1980); In re
Navarre Corp. Sec. Litig., 299 F.3d 735, 743 (8th Cr. 2002). 1In
order to attribute third-party statenents to the defendants, the
i nvestors must denonstrate that the statenents were adopted by the
defendants or attributable to the defendants in sone way, such as
when officials of a conpany "have, by their activity, nmade an
inplied representation that the information they have reviewed is
true or at least in accordance with the conpany's views." Elkind,
635 F.2d at 163; Navarre, 299 F.3d at 743. The investors could
al so allege that the defendants used the analysts as a conduit,
meki ng fal se and m sl eading statenents to securities analysts with
the intent that the anal ysts conmuni cate those statenents to the
mar ket . Cooper v. Pickett, 137 F.3d 616, 624 (9th Cr. 1997);
Navarre, 299 F.3d at 743. The plaintiff nust plead wth
particularity how these exceptions apply, including who supplied
the information to the analyst, how the analyst received the
information, and how the defendant was entangled wth or
mani pul ated the informati on and the analyst. Navarre, 299 F. 3d at
743; Raab v. Ceneral Physics Corp., 4 F.3d 286, 288 (4th Cr.

1993). Since the allegation of entanglenent is central to the
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overall allegation of securities fraud, it nust be pleaded with the
requi red degree of specificity. Inre Caere Corporate Sec. Litig.,
837 F. Supp. 1054, 1059 (N.D. Cal. 1993). The pl eading should (1)
identify the specific forecasts and nane the insider who adopted
them (2) point to specific interactions between the insider and
the anal yst which allegedly gave rise to the entangl enent; and (3)
state the dates on which the acts which allegedly gave rise to the
ent angl enent occurred. Wol v. Tandem Conputers, Inc., 818 F.2d
1433, 1439 (9th G r. 1987). However, analysts' statenents that
reflect their own opinions or forecasts nmay not be charged to the
def endants because the plaintiffs have not sufficiently alleged
ent angl enent and t he adopti on of such statenents by t he def endants.

The anal ysts' statenents in paragraphs 42 through 44 consi st
primarily of forward-I|ooking statenents for which the plaintiffs do
not allege facts sufficient to create a strong inference of
scienter on the part of defendants and statenents of anal ysts' own
opinions for which the defendants are not |iable. Al so, the
plaintiffs fail to explain how these statenents were false or
m sl eadi ng due to material om ssions when they were nade.

The statenents in paragraph 45 allegedly nmade by Dunham to
| nvestor's Business Daily are nere puffery, with the exception of
his statenent that revenue fromoutsourcing will increase fromits
current rate. The plaintiffs do not plead facts sufficient to

raise a strong inference that Dunham had the requisite scienter
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respecting the falsity of their latter statenent.

Paragraph 46 quotes statenents from a February 24, 1998
| NSpi re press rel ease announcing INSpire's contract with Brazilian
insurer Sul Anerica to provide a software system “for all of its
non-auto business that will automate the processing of one-half
billion dollars worth of policies,” that INSpire “wll install its
PC- based software system Wndows into Property and Casualty System
(WPC), in 16 Sul Anerica branch |ocations throughout Brazil over a
12 nonth period,” that “[t]he nmajority of the installation process
W Il be coordinated by INSpire’s branch office in Colunbia, S C
and Sul Anerica’ s hone office in Rio de Janeiro” and that “[t]he
joint installation teamw Il work closely with INSpire’s in-house
sof tware devel opnent team "1

I n paragraph 48, the plaintiffs allege that “defendants” (not
otherwise identified) omtted material details about the Sul
Anmerica contract fromthe February 24 press release by failing to
di sclose that INSpire was required to purchase a performance bond
in the amount of $3.7 mllion and that the contract was segregated
into three phases. Which, if any, of the individual defendants
knew of those provisions is not alleged. The plaintiffs also
allege therein that “defendants [not otherwi se identified] knew

that the volune at | arge conpanies was sinply too nmuch for the WPC

“Because the February 24 press release contains no
identification of statenents as forward | ooki ng and does not
i nclude any cautionary |anguage, it does not fall within the
first prong of the forward | ooking statenent safe harbor.
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system to handle;” that wunidentified “Senior installers told
def endants that what INSpire was attenpting with WPC at Sul Anerica
was an inpossibility;” that unidentified INSpire “IT personnel”
told “INSpire managenent repeatedly that it was, in effect,
installing nothing nore than a test product at Sul Anerica;” and
that “defendants thus knew that Sul Anerica would be dissatisfied
and that the conpletion of all phases of the contract would not
materialize.” These allegations inproperly rely on group pl eading
and fail to identify any individuals nade aware of the software's
purported i nadequacies; the allegations |ikewise fail to identify
any individuals who nade the statenents about the software or Su
Anmerica, or where, when or on what occasion(s) the statenents were
made and whether they were oral or witten or both. These
allegations are hence insufficient to give rise to a strong
i nference of scienter on the part of any one individual.?®

Par agraph 51 reproduces statenents from an analyst's report
di scussing the analyst's assessnent of the insurance clains
adm ni stration market and | NSpire's general strategy, none of which
contain any alleged m sstatenents. Par agraphs 52 through 54

address INSpire's March 23, 1998 filing of SEC Form 10-K and its

“The al | egati ons concerning failure to nention the surety
bond and contract phasing provisions are also deficient in that
the factual allegations of the Conplaint do not reflect, and it
does not ot herw se appear, that the om ssion of these details
fromthe press release rendered it m sl eading. Mreover, a copy
of the Sul Anerica contract was filed with the SEC i n connection
wth the March 1998 secondary offering, all w thout any apparent
adverse effect on the market price of |NSpire stock.
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March 26, 1998 Prospectus/Registration Statenent pursuant to its
stock offering. None of the statenents in the Prospectus cited by
the plaintiffs are attributed to any of the individual defendants.
The plaintiffs also fail to explain howthe general plans outlined
in the Prospectus were false when nade. Finally, while the
plaintiffs identify om ssions such as the surety bond and the
alleged [imtations of INSpire's software, they do not plead facts
that give rise to a strong inference of scienter as to these
om ssions, because they do not aver when any i ndividual defendant
ei ther becane aware of the software problens or acted wth severe
reckl essness i n being unaware of them Paragraph 55 cites forward-
| ooking statenments in a broker's report for which the defendants
are not accountable because they represent the analyst's own
opinion as to INSpire's future performance, as indicated by the
fact that they are prefaced with the words “[wje believe.”
Par agraph 56 quotes coments by Dunhamin his |letter acconpanyi ng
| NSpi re's Annual Report to Shareholders that consist of factua
statenents about I NSpire's business strategy and recent
devel opnents, including statenents such as an allusion to the Su
Anmerica contract, and puffing, including statenents such as “W
enter 1998 with a great deal of nonentum’”

Par agraph 57 recites all eged om ssions that were necessary to
make the statenents cited earlier not msleading and attenpts to
pl ead scienter. The plaintiffs, however, critically fail to plead

wth particularity facts that would give rise to a strong i nference
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of scienter on the part of any individual defendant.

I n paragraph 57(a), note 3, plaintiffs allege that WC “was
first developed solely as an adm nistrative system for persona
i nes of honmeowners auto insurance. . . . Although defendants sold
WPC as a conplete solution for the adm nistration of both personal
and comercial lines, WPC only been designed for personal auto
i nsurance and was not yet capabl e of processing comercial |ines.”?!®
Plaintiffs also allege the inability of WPC and EnmPower to run
simul taneously and interface with each other, that EnPower
originally could not correctly scan typewiting or handwiting,
that it was fixed as to typewiting but INSpire could not fix it
for handwiting, though nost applications were handwitten. 1
57(e). It is also alleged that “Defendants knew EnPower did not
wor k when | NSpire bought it” in May 1997 and that “[t] he original
desi gner and devel oper of EnPower, SDS, designed the product for
smal | networks only. [NSpire therefore knew before the purchase of
t he EnmPower system that EnPower was not designed for high vol unme
net wor ks.” 1 57(f). Plaintiffs also allege that |NSpire
programmers, despite ongoing efforts to do so, were never able to
successfully nodify these software prograns to process the vol une
and conplexity of policies maintained by Sul Anerica and other
unspecified clients with whom | NSpire contracted. They further

allege that “INSpire insiders, including, but not |limted to,

®par agraph 57 al so essentially repeats the allegations of
par agraph 48, herein above di scussed and held insufficient.
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def endants Lynn, Robinson, and Dunham were repeatedly told by
| NSpi re programrers and devel opers t hat EnPower woul d never work as
def endants had represented it to work.” 9§ 57(f). This allegation,
however, is insufficient because it fails to state when, where or
on what occasion or occasions this occurred, fails to in any way
identify the I NSpire programrers and devel opers i nvol ved, and does
not indicate whether their statenents were oral or witten or given
any neani ngful particulars as to what was st ated.

The Conplaint alleges that “at |east one” |INSpire officer
directed the faking of a denonstration, but does not specify which
officer did so, when he did it, or where. Conplaint, 9 57(d).
Simlarly, the Conplaint also fails to specify when (other than
“t hroughout the C ass Period”), where, to whom whether orally or
in witing, in what context or setting, and in reference to what
particul ar products or aspects thereof, the “snoke and mrrors”
remar ks were made by unidentified “enployees inthe I T departnent,”
unidentified “managers” and “even Defendant Gaines” to refer to
| NSpire's “software products.” Conplaint, § 57(b). The plaintiffs
likewise fail to specify when and where defendant Lynn nade his
al l eged comment s that EnmPower, one of INSpire's software prograns,
“did not work.” Conplaint, § 57(f). No date nore specific than the
class periodis provided for these remarks and “neetings with upper
managenent” is too vague of an indication of where or to whomthe

al l eged comment was nade. Conplaint, 9§ 57(f). Nor is any

i ndi cation given as to what particular function of the programLynn
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was addressing. The plaintiffs also cite Robinson's alleged
statenents to unidentified INSpire I T personnel who questioned the
functionality of the conpany's software prograns to “get with the
program or get out the door.” Conplaint,  57(b). Wiile this
statenent nmay suggest Robi nson harbored an intent to deceive, the
plaintiffs fail to identify when and where Robinson nade this
statenent, or what particular function of what program was being
addressed, and therefore do not neet the particularity requirenent
for pleading facts giving rise to a strong i nference of scienter on
Robi nson's part. The plaintiffs also allege that unidentified
“INSpire engineers regularly read” unidentified INSpire “press
rel eases” and joked to one another, “l didn't know it could do
that” as to unidentified clains nade about the capabilities of
| NSpire's software. Conplaint, § 57(c). |In addition to the fact
that this statenent is suggestive of the state of mnd of the
engi neers rather than of any other individuals, the plaintiffs
again fail to identify the elenents of “who, when, and where”
needed to plead scienter with particularity. It is also alleged
t hat the def endants “knew t hat EnPower was i ncapabl e of interfacing
W th ot her vendors' systens or insurers' proprietary systens” even
whi | e the software was mar ket ed as an i ntegrated, turnkey sol ution.
Conpl aint, § 57(9). This allegation fails as to the individua
def endant s, however, because it relies on “group pl eadi ng” and does
not set forth with particularity how and when any of the individual

def endant s becane aware of this alleged problemw th EnPower. The
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plaintiffs further allege that [INSpire “was nmanipulating the
anounts charged to MIllers to inprove INSpire's reported results,”
but they fail to plead when, where, and at who's direction this
occurr ed. Complaint, 9§ 57(h). The remaining allegations
enunerated in paragraph 57 rely on “group pleading” and fail to
allege with sufficient specificity the “when and where” el enents
needed to neet the requirenent of pleading facts with particularity
to show scienter.
April 22, 1998 — August 14, 1998

Wth paragraph 58, the plaintiffs nove to the second sub
period, April 22, 1998, to August 14, 1998. Paragraphs 58 t hrough
68 recount statenents by INSpire and its executives in corporate
docunents and a newspaper article, as well as statenents by brokers
and anal ysts. The statenents address earnings and revenue
estimates, the Paragon acquisition, and contracts I NSpire entered
into with Sul Anerica, Kenper Insurance, Atlantic Preferred
| nsurance Conpany, Harbor |nsurance, Oion Capital Conpanies, and
Patterson Insurance Conpany to provide clains admnistration
software. Many of the statenents in these paragraphs are forward-
| ooki ng and | arge portions of the anal ysts' reports consist of the
opi ni ons and forecasts of the anal ysts thensel ves, unacconpani ed by
any allegation of entanglenent or ratification by any defendant.
Furthernore, many of the statenents all egedly nade by an identified
defendant in these paragraphs are nere puffery, such as Dunham s

statenent that “[t]he first quarter of 1998 was extrenely
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significant for INSpire Insurance Solutions.” § 58. Wth regard
to each of the statenents alleged by the plaintiffs in these
paragraphs, the plaintiffs fail to plead at |east one of the
followng elenents with particularity: when the statenents were
made, where they were made, and sufficient allegations for charging
any individual defendant with them As with the allegations
concerning the first sub period, the plaintiffs do not explain in
connection with or closely follow ng the all egations concerning the
maki ng or issuance of the statenments alleged in this section how
the statenment was false or msleading, or how and when any
identified individual defendants knew, or was severely reckless in
not know ng, the inaccuracy of the statenent. To the extent why a
particular statenent is false or msleading is explained and
scienter is pleaded, this occurs in paragraph 69.

Paragraph 69, |ike paragraph 57, is where the plaintiffs
attenpt to plead scienter as to the facts alleged during this sub
peri od. Paragraph 69 sinply repeats many of the allegations
contained in paragraph 57, adding only:

“(n) INSpire had taken an excessive charge for

purchased research and devel opnent in connection

with its acquisition of Paragon, witing off $2
mllion rather than the $400, 000 whi ch shoul d have

been recogni zed. Thus, [ NSpire was understating
the goodw Il anortization charge which should have
been expensed in every quarter after t he

acqui sition.

(o) As aresult of the aforenentioned factors, the
def endants actually knew that their forecasts of
40% earnings gromh in 1999 to $0.86 where in fact
unr easonabl e and fal se.”



These allegations fail to plead with particularity facts giving
rise to a strong i nference of scienter because they rely on “group
pl eadi ng” insofar as they fail to identify which of the individual
def endants knew that the forecasted earnings gromh was fal se. The
above allegations also fail to allege which defendants, if any,
were aware of the specific factors nentioned in § 69(n) that form
the basis of the allegation in Y 69(0o), which would be nerely
concl usory absent scienter as to the facts in (n). Moreover, these
all egations also fail because they do not expl ai n how any def endant
knew, or was severely reckless in not know ng, the proper way to
expense the goodw || anortization charge for the Paragon
acquisition, or that the forward-|ooking earning statenents were
fal se when nmade. The renmai nder of paragraph 68 suffers fromthe
sane fatal “group pleading” and lack of particularity defects
explained above in reference to the essentially identical
all egations set forth in paragraph 57.
Septenber 28, 1998 — Novenber 16, 1998

Wth paragraph 70, the plaintiffs begin their recitation of
al l egations concerning the sub period running from Septenber 28,
1998, to Novenber 16, 1998. Par agraphs 70 through 79 recount
I NSpire's Septenber 28 announcenent of two software sales
contracts, its October 21 press release addressing its third
quarter 1998 results, and its Novenber 1, 1998 announcenent of a
10-year outsourcing agreenent with Arrowhead Ceneral |nsurance

Agency to use INSpire's software and personnel to process their
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cl ai ns. The Conplaint also recites INSpire's discussions wth
anal ysts during this tinme and the subsequent favorable reports
rel eased by these analysts. Conplaint, 9§ 76-79. The Conpl ai nt
charges that, during this tinme, Durham and other individual
def endants took advantage of the alleged inflation of INSpire's
stock price, which had increased to $35 3/8 a share, by selling
106, 150 shares of their stock for $3.2 mllion. Conplaint, § 80.
| NSpire shares had traded between $22 and $25 from COctober 22
t hrough Cct ober 30, 1998. Before October 30, | NSpire had traded as
hi gh as $27 on only two days ($27.75 on Septenber 16 and $27.125 on
Septenber 15, 1998). From Novenber 3, 1998, through Decenber 10,
1998, INSpire did not trade bel ow $30 per share, and for several
days traded at or above $33, reaching its high of $35.25 on
Novenber 23, 1998. On Decenber 11, INSpire i ssued a press rel ease
reducing its estimate of 1999 earnings from $0.90 to $0.84 per
share “due to lower than expected margins” on the Arrowhead
contract “as well as a decrease in anticipated revenues from
anot her outsourcing contract.” Conpl aint 9§ 82. The price of
| NSpire stock fell from$30.813 on Decenber 10 to $17.625 t he next
day. It remained bel ow $20.00 until the latter part of April 1999,
and after Decenber 10, 1998, never traded as high as $22.00.

Many of the conplained of statenents alleged in these
par agraphs are forward-| ooking, represent the opinions of anal ysts
as to which facts are not alleged show ng any defendant to bear

liability, or consist of nere puffery. Except as belownoted, with
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regard to each of the statenents alleged by the plaintiffs in these
paragraphs, the plaintiffs fail to plead at |east one of the
followng elenents with particularity: when the statenments were
made, where they were nmade, and sufficient allegations for charging
any individual defendant with them As in the earlier two sub
periods, the plaintiffs largely fail to explain in connection with
or shortly after the allegations concerning the naking of the
statenents alleged in this period how that statenent was fal se or
m sl eadi ng, or how and when any individual defendant knew or was
reckless in not knowi ng the i naccuracy of the statenent. | nstead,
to the extent the false or msleading nature of a particular
statenent is explained and scienter pleaded at all, this is
general ly saved for paragraph 81.

Paragraph 81 largely replicates the allegations contained in
paragraphs 51 and 69, adding only the foll ow ng new avernents:

“(o) The Arrowhead deal would require a nmmjor

i nfusion of noney to nmake it profitable and would
not provide earnings to INSpire for at least a

year.
(p) Arrowhead was not servicing enough policies to
generate anywhere close to $35 million in revenue
in year one under the contract. There were

approxi mately 20,000 policies involved wth the
Arrowhead deal and this nunber of policies could

not possibly generate $35 million in revenue for
| NSpi re.

(q) INSpire was conpletely unprepared to handle a
project as large as Arrowhead. | NSpire did not
have enpl oyees qualified to install a product for a
conpany such as Arrowhead. Furthernore, the

products sold to Arrowhead were not designed to
service a conpany of Arrowhead's size.

(r) Utimately, INSpire was forced to lay off cl ose
to 10% of its workers due to INSpire's need to
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discontinue its efforts to develop |I|icensed

sof t war e packages. The Conpany's software services

and licensing business deteriorated until this

| ayof f becane necessary.

(s) As aresult of the aforenentioned factors, the

def endants actually knew that their forecasts of

40% earnings growh in 1999 to $0.86 and in 2000 to

$1. 20+ were in fact unreasonable and fal se.”
These al |l egations are plagued by the sane defects as those in the
previous class periods. First, the avernents in Y 81(0) through
(s) rely on “group pleading”, as they fail to identify any
i ndi vidual. Second, these avernents do not thensel ves al | ege when,
wher e, and how any i ndi vi dual knew, or was severely reckless in not
knowi ng, that |NSpire was incapable of perform ng the Arrowhead
contract. Nor do the plaintiffs explain howor when any i ndivi dua
actually knew the forward-1ooking estimate in (s) was fal se when
made. As such, these allegations by thenselves fail to allege with
particularity facts that, absent additional evidence, would give
rise to a strong inference of scienter on the part of any
i ndi vi dual .

Par agraph 76 alleges that “[i]n connection with the [ Novenber
1, 1998] rel ease announci ng the [ Arrowhead] agreenent . . . Dunham
and Smth spoke to securities analysis” and “[d]uring these
conversations with anal ysts, Dunhamand Smth directly di ssem nat ed
inportant information into the market, stating: [t]he deal would
add $0.05 per share to 1999 earnings and beyond that so that the
Conmpany would be on track to report EPS of $1.20 in 2000" and

“It]he cost to INSpire. . . would be $28 million in cash and stock
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options” and the deal “would generate $35 mllion in year one
revenues.” Wiile thisis a forward | ooking statenent, it cannot be
ascertained from the record whether it was acconpanied by
meani ngful cautionary |anguage; hence, it is actionable if made
with actual knowl edge of its false or msleading character. A
little nore than a nonth after these statenents, on Decenber 11,
1998, INSpire revised downward its 1999 earnings forecast, citing
| ower than anticipated margi ns on the Arrowhead contract. Nothing
in the record suggests any know edge | NSpire or Dunhamhad in this
respect on Decenber 11 that they |l acked in early Novenber. The day
foll ow ng the Decenber 11 announcenent, I NSpire stock fell by about
42 percent of its value the preceding day. On Novenber 4 and 5,
only a few days after the Novenber 1 Arrowhead announcenent and
Dunhami s coments in that respect, Dunham sold 69, 150 shares of
| NSpi re, 16.56%of his holdings, for total proceeds in excess of $2
mllion. H s average price per share was over $30, wel|l above what
t he stock had been trading for before Novenber 1, and | i kew se nore
t han 30% hi gher than what it would ever trade at after Decenber 10.

We conclude that these Dunham sales and this sequence of
events, considered in |light of all the other facts and
ci rcunst ances al | eged, including Dunhani s position as CEQ which he
had held ever since INSpire was spun off, his total sales
t hroughout the class period of over 40 percent of his INSpire
stock, and his personal involvenent in pronoting the Arrowhead

contract and touting the increased revenues and earnings it would
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produce, suffice, albeit only barely so, to create a strong
inference of the requisite scienter on Dunhams part in regard to
his early Novenber statenents in connection wth the Arrowhead
announcenent . 1’ Because it is alleged that Dunham wth the
requi site scienter, nmade these statenents as INSpire’s CEO and on
its behalf, and in the course of his INSpire enploynent, INSpire’'s
respondent superior liability for those statenents is also
adequately alleged. Paul F. Newton & Co. v. Texas Commerce Bank,
630 F.2d 1111, 1118 (5th Gr. 1980).
Decenber 11, 1998 - August 16, 1999

Beginning in paragraph 82, the plaintiffs outline their
allegations relating to the fourth sub period, which runs from
Decenber 11, 1998, to August 16, 1999. |In Decenber 1998, |NSpire
revealed a decline in earnings growh and disclosed that the
Arrowhead contract woul d not generate earnings previously forecast,

causing the price of INSpire stock to decline from $30 to $17.

"'t is alleged that Snmith al so made such statenments, but
Smth made no stock sales at any tine during the class period.
Wi | e Robi nson, Gaines and Lynn sold shares in early Novenber
1998 they each sold significantly |ess than Dunhamthen sold
(Robi nson and Gai nes | ess than one sixth of what Dunham t hen
sold, Lynn less than a fourth; Robinson and Gaines then sold a
smal | er percentage of their shares than did Dunham Lynn sold a
slightly larger percentage of his), and, nore inportantly, they
are not identified in connection with any statenents between
Cct ober 22 and Decenber 12, 1998, or concerning the Arrowhead
contract.

We do not hold that the establishnent (on summary judgnent
or at trial) of context facts not addressed in the Conpl ai nt
coul d not preclude a finding of actual know edge agai nst Dunham
this appeal addresses only the sufficiency of the Conplaint.
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Conpl aint, § 82. On January 26, 1999, INSpire released its fourth
quarter 1998 and 1998 results, followed by its SEC 10-Q and 10-K
filings on March 24 and 25. Conplaint, § 87, 92, 93. On March 29,
| NSpi re announced a 10-year contract with auto i nsurer Robert Pl an
Corp. to provide clains admnistration using INSpire's WC
software. This contract was highlighted in the conpany's April 21
release of its first quarter 1999 results. Conplaint, § 94, 99.
On May 14, INSpire filed its 10-Q for the 1999 first quarter.
Conpl aint, § 104. On June 17, |INSpire announced its 10-year
contract with Island Insurance for clainms adm nistration, stating
that it “will produce many positive results.” Conplaint, { 105.
Many of the statenents in these paragraphs are forward-

| ooki ng, represent the opinions of analysts as to which defendants
do not bear liability, or consist of nere puffery. Apart fromthe

SEC filings, plaintiffs fail to plead with particularity when the
statenents in these paragraphs were nmade or where they were nade.
As with the previous sub periods, the plaintiffs fail to explainin
connection with or shortly after the allegations concerning the
maki ng of statenents alleged in this section how that particul ar
statenent was fal se or m sl eading, or how and when any i ndi vi dual
def endant knew, or was severely reckless in not know ng, the
i naccuracy of the statenent. To the extent msstatenents or
om ssions are identified and scienter is pleaded, that is done in

par agraph 109.
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Paragraph 109 repeats nunerous allegations contained in
paragraphs 51, 69, and 81, adding the follow ng avernents relating
primarily to the Robert Plan and |Island | nsurance contracts:

“(g) Wen negotiations began with The Robert
Plan Corporation to use the new EnPower program
with their outsourcing, EnPower still was not close
to functi oni ng. The wor kf | ow  processi ng
capabilities were not working and many of the
t echni cal problenms outlined above remained.
| NSpi re programmers had nmany conversations wth
defendants Robinson and Lynn, telling them
explicitly that EnPower was not ready to be used
with the Robert Plan contract.
(h) Also, as occurred with Sul Anerica, WPC was not
designed to handl e processing for large insurance
conpani es such as Robert Pl an. WPC was desi gned

for i nsur ance conpani es t hat processed
approxi mately $20-$80 nmillion in policies per year
as opposed to the Robert Plan which processed nore
than $100 mllion in policies per year. Because

WPC was designed for snaller insurance conpanies,
it had imted processi ng power and speed. WPC was
designed to run a processing cycle each night.
During that cycle, the system goes through all of
the policies. Because of its design, WPC could
only process a limted nunber of policies a night.
Because RPC had so many policies, however, WPC did
not have the capability to process all of Robert
Plan's policies every night. Al though the contract
between INSpire and Robert Plan called for full
i npl emrentation of WPC within a twel ve-nonth peri od,
def endants knew that this was totally unrealistic.
Def endants knew that it would take a year just to
perform a requirenents study and to test the
system

(i) I'n a June 2000 neeting, defendant Robi nson
told attendees at the InsPIRE Senior Staff Meeting
that I NSpire knew when it signed the Robert Plan
contract that it could not neet the inplenentation
schedule, but that INSpire signed the contract
anyway to “get the business.”

(j) I'n a January 7, 2001 article in The Fort
Wrth Star-Tel egram John Pergande, the new CEO of
| NSpire, admtted that in 1999 revenue failed to
materialize and projects |lagged ‘largely because
the conpany didn't have the resources to execute
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the contracts it signed.’ In a January 14, 2001
article in the Sheboygan Press, authored by Martha
H Shad, Pergande discussed the |NSpire business
nodel and Pergande admtted, ‘1l believe that in the
past when a custoner said they wanted sonething by
a certain date, it was promsed whether it was
feasible or not. W're not going to do that
anynore . L7

(k) After all the failures enunerated above,
I NSpire then tried to nmake EnPower work with WPC
I NSpire first tried this wth custoner Arrowhead
| nsurance, then at |Island |nsurance and Robert
Pl an. Al t hough | NSpire was prom sing workflow
solutions to these clients, EnmPower was not even
close to functioning with WPC

(1) Defendants told Island Insurance that WPC
coul d be used for policy and clainms adm nistration
of both their personal and business Ilines of
i nsur ance. However, WPC was not functional on
adm ni stration of business |lines of insurance. The
inability of WPC to handl e comerci al processing is
the reason that Island Insurance termnated their
contract wth |NSpire. Jim Strickland, Vice
Presi dent of Sales and Marketi ng, at t he
instruction of Dunham told Island |Insurance that
WPC coul d rate commerci al properties. This prom se
was made even t hough WPC was not in fact capabl e of
rating commercial |ines and was not designed to
rate commercial |ines and Dunham knew it.”

The allegation in (g) that, when negotiations began wth
Robert Plan, the EnPower was not close to functioning does not
allege particular facts giving rise to a strong inference of
scienter on the part of any of particular individual. In addition,
the subsequent allegation concerning conversations between
unidentified INSpire programmers and Robinson and Lynn fails to
indicate when or where such conversations occurred. The
allegations set forth in (h) suffer from the “group pleading”
defect, as they fail to delineate anong the individual defendants
as totheir state of mnd with respect to the alleged unsuitability
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of the WPC software for perform ng the Robert Plan contract. These
allegations also fail to explain when and how any particular
i ndi vi dual defendant canme to know, or was severely reckless in not
knowi ng, of the asserted m smatch between the capabilities of the
WPC software and the denmands of the Robert Plan contract. The
allegation in (i) that Robinson told attendees at “a June 2000
meeting” of INSpire senior staff that “INSpire knew when it signed
the Robert Plan contract [in March 1999] that it could not neet the
i npl ementation schedule,” is insufficient because, in addition to
its overly vague identification of the neeting, it contains no
i nformati on suggesti ng such know edge on the part of any identified
i ndi vidual nor any indication of any basis on which (or when)
Robi nson reached the general conclusion he allegedly expressed.

The al | egations set forthin (j) concerning January 2001 statenents
| ack particularity because they refer only vaguely to the conpany's

)

conduct and state of mnd “in the past,” which is overly vague.
The allegation in (k) that after diverse failures “INSpire then
tried to make EnmPower work wth WPC' for custoners Arrowhead,
| sl and and Robert Plan, but “EnPower was not even close to
functioning with WPC,” does not allege facts giving rise to a
strong inference of scienter as to any individual. In (1) the
allegation that Strickland, at Dunhamis instruction, “told Island
| nsurance that WPC could rate commercial |ines” even though it

coul d not “and Dunhamknew it,” is |likew se insufficient in that no

facts are stated as to how or when that was known by Dunham nor
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when, where, how or to what person Strickland so inforned Island.
Cct ober 15, 1999 — March 31, 2000

On QOctober 15, 1999, INSpire announced large wite-offs and
di sappointing third quarter 1999 results. Conplaint, § 110. After
negati ve reports by anal ysts reacting to this news, INSpire's stock
price dropped below $4 per share. 19 111-113. The Conpl ai nt
descri bes how a nunber of INSpire's clients term nated contracts
wth the conpany and, in sone cases, sued INSpire for breach of
contract. Conplaint, § 114-116. In January 2000, I NSpire reported
its financial results for the fourth quarter and year ended
Decenber 31, 1999, all of which showed substantial net | osses.
Conpl aint, ¢ 118. The Conplaint alleges that, subsequent to
Decenber 31, 1999, INSpire's stock price dropped below $1 per
share. Conpl aint, ¢ 118. Lastly, the Conplaint avers that
INSpire’s then President, Smth, resigned effective January 7,
2000, CFO Kenneth Meister resigned effective March 31, 2000,
executive Eric Yerina resigned, and defendant Robi nson was fired
and sued | NSpire. Conpl aint, 9§ 119. The foregoi ng paragraphs
summari zing | NSpire's decline do not identify all eged m sstatenents
or om ssions, nor do they address any individual’s scienter. W
agree with the district court that, because fraud cannot be proved
by hi ndsi ght, subsequent |awsuits are unpersuasive of scienter, as
they do not show what any particular individual knew, or was
severely reckless in not knowing, at the tinme the contracts were

entered into. The subsequent resignations of | NSpire executives is
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simlarly unavailing as proof of the comm ssion of fraud by these
or other individuals.
Fi nanci al Reporting

The next section of the Conplaint concerns INSpire's all egedly
fal se financial reporting throughout the overall class period. The
plaintiffs allege that the defendants reported inflated revenues
and earnings, inproperly recogni zed revenues, inproperly accounted
for goodw I |, inproperly capitalized software devel opnent costs,
and failed to record |osses for uncollectible receivables. The
plaintiffs contend that all of these INSpire practices violated
GAAP. This sectionrelies largely on “group pleading” and fails to
plead facts with sufficient particularity to generate a strong
inference of scienter as to any individual. The only reference to
any individual defendant in this section is in paragraph 121 where
plaintiffs allege:

“I'n fact, during 1998, Dunham once threw a financia

report back at Gaines because Dunham did not |ike the

nunbers reflected in that report. Gai nes infornmed an

enpl oyee who had wi tnessed the incident that when Dunham

did not |like the nunbers reflected in a financial report,

Dunham woul d insist that Gaines change those nunbers.

Referring to George Dunham Gaines told one INSpire

enpl oyee, “He wants ne to wite down nunbers that don't

exist.” Dunham also instructed financial reporting

managers to back-date contracts in order to inflate

| NSpi re revenues for specified periods.”

Wil e these allegations bear upon Dunhamli s general state of
mnd, they are not stated with sufficient particularity, as they

fail to state when, other than sonetine during 1998, and where

Dunham al legedly acted in this nmanner, and there is an entire

56



failure to relate or connect the matters set out in the above
quoted allegations to any particular alleged msstatenent or
om ssion in any of INSpire's financial reports (or, indeed, to any
particul ar such report).
Conclusion as to primary viol ations

In conclusion, we hold that the Conplaint fails to properly
pl ead any section 10(b) or Rule 10(b)(5) violations except on the
part of Dunham with respect only to his Novenber 1998 statenents
made i n connection with the Arrowhead contract announcenent, and on
the part of INSpire, with respect to those sane Dunham st at enent s,
as having respondeat superior liability for those violations by
Dunham
Section 20(a) control person liability

The Conpl aint seeks to also inpose control person liability
under section 20(a) of the Securities Exchange Act, 15 U S. C 8§
78t(a), but only as to Dunham and |NSpire.18 Control person
liability is secondary only and cannot exist in the absence of a
primary violation. Lovel ace v. Software Spectrum Inc., 78 F.3d
1015, 1021 n.8 (5th Gr. 1996). Accordingly, the district court,
havi ng determ ned that the Conplaint alleged no primary viol ation,

al so dism ssed the section 20(a) clains. W have concl uded that

%Control person liability was al so sought to be inposed on
MIlers, but the appeal as to MIlers has been severed out into a
separate case (see note 1 above) and we do not consider any
matter as to Ml lers.
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the Conplaint alleges no primary violations on the part of any
def endant except only as to Dunham respecting only his Novenber
1998 statenents in connection wth the Arrowhead contract

announcenent and as to INSpire, on the basis of respondeat

superior, respecting those sane statenents by Dunham Dunham
obviously can have no section 20(a) liability for his own
statenents. | NSpire can have section 20(a) liability for a primary

violation by its enployee Dunham see Martin v. Shearson Lehnman
Hutton, Inc., 986 F.2d 242, 244 (8th G r. 1993), but I NSpire woul d
i n any event have respondeat superior liability for the referenced
primary violations by Dunham Paul F. Newton & Co., 630 F.2d at
1118. 1 Accordingly, our holding renders the section 20(a) clains
agai nst Dunhamand I NSpire either invalid, as based on no properly
alleged primary violation, or essentially inmterial.
Failure to grant | eave to anend

Plaintiffs conplain that the district court failed to grant
them | eave to anend the Conpl aint.

At the very end of their lengthy response to defendants
nmotion to dismss the Conplaint, plaintiffs stated:

“For the foregoing reasons, plaintiffs respectfully

request that defendants’ notion be denied. |f, however,

the Court dismsses the Conplaint, plaintiffs request

| eave to replead. Federal Rule of Cvil Procedure 15(a)
directs that | eave to anend ‘shall be freely given when

¥Section 20(a) liability is generally subject to the
affirmati ve defense of |ack of participation and good faith. See
Abbott v. Equity Goup, 2 F.3d 613, 619 (5th GCr. 1993).
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justice so requires.
So far as the record reflects, this is the entirety of what
plaintiffs comunicated to the district court concerni ng anendnent
to the Conplaint. Plaintiffs never at any tinme either tendered a
further anmended Conpl aint or advised the district court of how or
in what manner they would anmend the Conpl aint or what allegations
woul d be added or deleted if allowed to do so.? Nor have
plaintiffs at any tinme suggested they have relevant information
they were unaware of when the Conplaint was filed (or that the
def endants’ notion to dism ss did not adequately informthemof the
asserted deficiencies in the Conplaint).

Moreover, the district court’s prior order of dismssal
specifically found that “Plaintiffs should have one nore
opportunity to anmend their pleadings in accordance with the
requi renents of Rule 9(b) and the PSLRA’” (enphasis added) and
granted the plaintiffs until “April 16 [subsequently extended to
May 16], 2001 to file an anended conplaint that conplies with this
order” (enphasis added). That earlier order specifically noted
that “the PSLRA requires that securities-fraud claimnts allege
particular facts denonstrating the required state of mnd,” and

that the consolidated conplaint failed to neet this standard. The

®0n appeal plaintiffs only informus that “plaintiffs could
bol ster an already conpelling case of fraud, by pleading
additional facts corroborating the Conplaint’s present
all egations” and “plaintiffs have material that could be added to
an anended conplaint (while preserving, of course, their
counsel s wor k-product privilege).”
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earlier order also stated that the consoli dated conpl aint “contains
nuner ous al | egati ons agai nst the defendants coll ectively or agai nst
several defendants in the alternative” and was hence defective
“because of its reliance on group pleading,” which was “wholly
i nconsistent with the strict-pleading requirenent of the PSLRA’
under which plaintiffs “‘nust properly plead wongdoing and
scienter as to each individual defendant.’” Further, that order
noted that contrary to the requirenents of the PSLRA, the
consol i dated conplaint “wholly fails to allege facts supporting an
i nference the forward-|ooking statenents to which they refer were
made with actual know edge that they are false or msleading.”

In its subsequent order dismssing the Second Anended
Conpl ai nt and denying further opportunity to anmend, the district
court specifically noted these holdings of its prior dismssa
order and that it had allowed plaintiffs “one nore opportunity to
anend.” That order goes on to correctly observe that “Plaintiffs
have persisted in their reliance on the group-pleading doctrine
despite this Court’s previous Dismssal Oder finding such nethod
of pleading inadequate,” that “[t]he Second Anended Conplaint is
replete with instances of group pleading,” that (except for
jurisdictional and class action/party identification allegations
and quotations frompress rel eases and anal yst reports) “virtually
every paragraph in the Second Anmended Conplaint to sone degree
relies on group pleading,” and that these allegations are hence

i nadequate. This order |ikew se notes (correctly) that “Plaintiffs
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have al so continued to rely heavily on forward-| ooki ng statenents.”
We further note that the district court correctly characterizes the
Second Anended Conpl aint as “a ‘labyrinth’” which makes “it highly
difficult for the Court to assess” its sufficiency “under Rule 9(b)
and the PSLRA.”

Under these circunstances it is clear that the district court
acted well within its discretion in concluding that plaintiffs
shoul d not be afforded yet another opportunity to replead. See,
e.g., Goldstein, 340 F. 3d at 254-55; Tchuruk, 291 F. 3d at 362. See
also, e.g., US Ex Rel Doe v. Dow Chem cal Co., 343 F.3d 325, 331
(5th Gr. 2003); Rosenzweig, 332 F.3d at 864-65.

Concl usi on

We hold that the district court erred in dism ssing so nuch of
the Conplaint as charges Dunhamwith a section 10 and Rule 10(Db)
violation in respect to his early Novenber 1998 statenents in
connection with the Arrowhead contract announcenent and erred in
dismssing so much of the Conplaint as charges INSpire wth
respondeat superior liability under section 10 and Rule 10(b)
respecting those sane statenents. W also hold that the district
court did not err in dismssing all other clains of section 10 and
Rul e 10(b) primary violations and all section 20(a) control person
liability clains in respect to such properly dismssed primry
violations. Finally, we hold that the district court did not abuse

its discretion in failing to afford plaintiffs the opportunity to
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further anend.
The judgnent of the district court is accordingly AFFIRMVED in
part; REVERSED in part; and REMANDED for further proceedi ngs not

i nconsi stent herew th.
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