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IN THE UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLORADO

Civil Action No. 18-cv—-01516-RBJ-KMT

MARY HEATH,
Plaintiff,
V.

ROOT9B, and
ERIC HIPKINS,

Defendants.

RECOMMENDATION OF UNITED STATESMAGISTRATE JUDGE

Magistrate Judge Kathleen M. Tafoya

This case comes before the court on DefehBaic Hipkins’ Motion to Dismiss the
Third Amended Complaint [Doc. No. 29] (“pkins Mot.”) filed August 27, 2018, to which
Plaintiff Mary Heath, actingro se filed a Response [Doc. No. 32] on August 28, 2018 and to
which Defendant Hipkins filed a Rgpbn September 7, 2018 [Doc. No. 38].

Also before the court is Defendant Roo®tMotion to Dismiss Amended Complaint or,
in the Alternative, for Summary Judgment” [Doc. No. 30] (“Root9b Mot.”) filed August 27,
2018), to which Plaintiff filed a Response Aangust 28, 2018 [Doc. No. 33] and Defendant
Root9B filed a Reply [Doc. No. 40] on September 11, 2018.

BACKGROUND AND FACTS
Plaintiff filed her Third Amended Compid [Doc. No. 23] (“TAC”) on August 13, 2018.

Plaintiff cites her statutory authtyrto bring a federal action d6ederal question pursuant to 28
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U.S.C. § 1331” and “18 U.S. Code 1348 — Seims and Commodities Fraud.” (TAC at 3.)
Plaintiff brings two claimsgainst Defendant Root9Bnd Defendant Eriklipkins. Claim One
alleges “Root9B & Eric Hipkins have committ&ecurities & Commodities Fraud.” Under the
“Supporting Facts” section of the TAC Plaintiff states, “They swindled thvestors out of
millions of dollars.” (d. at 4.) Claim Two alleges the defendatfalsely advertised they are the
#1 Cybersecurity Company” and referencesrtigative beginning on page 6 of the TAQ. (
ath.)

Plaintiff asserts she was intsted in investing in technicatocks so she “googled the #1
Cybersecurity Company.”ld. at 7.) She says she canpon articles in which Root8bvas
represented by Eric Hipkins asifig the “#1 Cybersecusi 500 for the 4th consecutive quarter.”
(Id.) Before she made any investment in RboPlaintiff claims she called Root9b’s “office on
the NYSE” at 212-371-8660 and spoke to a male ariswered the phoneha told her, “Root9b
was reorganizing to become a company thathas resources going to cybersecurityld. (at
8.) The same male allegedly also told her Bbatas “close, if not completing a contract with
the Federal Government. This contract with Bederal Government walibring in millions of
dollars.” (d.)

Plaintiff asserts that sheif$t invest[ed] in Root9bbdn May 16, 2017 and “purchased

over 64,000 shares of Root9b” over “theingpproximately7 months[.]” (d. at 7.) The TAC

! Plaintiff states that she “use[s] the nanw®b as the Defendant name “because they have
constantly changed their name from Root9b Lib@Root9b Technology to Root9b Holdings.”
(Id.at 7.)

2 The parties spell the Defendant “Rddt@nd “Root9b” and “root9B and “root9b”
interchangeably. Unless specifically quotingnfra document, the court will reference the
Defendant company as Root9b simfuy consistency in this Order.
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does not state what price per share Plaintiff faidher stock. Plaintiff claims that on July 12,
2017, she called the Root9b office in Colorado Springsxpress an intest in attending a
stockholder’s meeting for Root9b and spoke to an empfoy@iee was discouraged from
attending the meeting, but the employdd teer “the company was growing.Id( at 9.) When
Plaintiff expressed concernahthe stock price was dropping, the employee allegedly told
Plaintiff, “they have been speakj to investors, but this isogd for stockholders. The investors
will pay off the debt & stabilize the company.ld()

Plaintiff alleges that between May 19, 2017 and June 29, 2017, Quad Capital
Management (“Quad”) began purchasing RTN&ktand eventually obtained 378,697 shares of
RTNB.* Plaintiff provides no information in tiBAC about the ownership or membership or
officers of Quad. Plaintiff claims that thesk price of Root9b rose to $11.99 per shald.) (
During or near the same time period, Plaintiff aleetfeoot9b Holdings, Inc. . . . issued a series
of secured convertible promissargtes to accredited investors.fd.(at 10.) The TAC contains
no identification of the investors. On or about August 11, 2017, those investors demanded
“immediate repayment of all outstanding@mts due” associate with the notes, alleging
improprieties under the loan provisionsd.Y On August 22 and 23, 2017, Quad sold all its
RTNB stock, and two days later when an wtsfied “press release” was issued, the company’s

stock allegedly fell téless than $2.00.” 1¢.)

3 Plaintiff implies that she knowtse name of the individual sispoke to at Root9b in Colorado
Springs, Colorado, but she does not want to statadrme in the TAC because “I do not want to
get this person in trouble.”Id; at 8.)

4 The court cannot ascertain whether RTNB isoaksticker symbol or the name of a predecessor
company.



The TAC alleges that the investors foreclosadhe promissory notes issued to them.
(Id.) The investors took all Rdélt’s assets, including full owrghip of Root9b, LLC, a private
entity which was apparently eoBt9b Holdings’ subsidiary.ld.) The secured investors
therefore became the sole owner&kobt9b, LLC, the private entityldiat 10-11.) The
investors then sold the remaining assets of ®&obtolding, Inc. at a fodosure sale to Tracker
Capital Managemefit.(Id. at 11.) Plaintiff claims thahe Asset Acquisition Agreement
between the secured creditors and Track@it@laVlanagement contains confidentiality
provisions that she has not been allowed to deeat(12.) Plaintiff asses that Eric Hipkins
still has ownership of “the company.1d(at 13.) Plaintiff claims shand other stockholders in
the “worthless Root9b Holdings” weleft holding worthless stocknd concludes that “insiders”
pocketed all the money received from sales ofthek at the Quad inflated price and retained
unencumbered ownership of tbgbersecurity businessld(at 11.)

According to Plaintiff, Root9b evolvadto two companies—Root9b, LLC and Root9b
Holdings. (d. at 12.) Plaintiff contends Root9b failemprotect the financial interests of its
investors.

While disagreeing with Plaiiff's conclusions, Root9b doewt significantly disagree

with the Plaintiff’s factual versin of events and transactions feth in the TAC with respect to

the business dealings 0b&9b. (Root9b Mot. at 3—4.)

S Plaintiff's states alsthat “[tjhe company tht took RTNB stock to $12.00/share also foreclosed
on Root9b.” [d. at 10.) The court deems this statetrterbe a conclusion, not a fact, and it
appears to be inconsistent with the facts s fio the TAC that allege that the investors
foreclosed on promissory notes, not Quad.

¢ Plaintiff alleges Tracker Capital Managemeurchased Root9b on September 28, 2018, and
that the company transferred taacker with no debt. (TAC at 12.)
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The parties agree that Tracker Capital Mpraent “has no connection or affiliation to
[Root9b]” and “purchased the Foreclosed As$et the Secured Creditors for fair value
pursuant to an arms-length business trarsactegotiated between sophisticated commercial
entities.” (d.) The sole variance between the Defensland Plaintiff regarding these facts (as
opposed to conclusions drawn therefrom) is whether Eric Hipkinasetay ownership of
Root9b, LLC! (Root9B Mot. at 5; Bremer Decl. at ] 14.)

LEGAL STANDARDS
A. Pro sePlaintiff

Plaintiff is proceedingro se The court, therefore, “rewds] h[er] pleadings and other
papers liberally and hold[s] them to a lessnggeint standard than those drafted by attorneys.”
Trackwell v. United Stated72 F.3d 1242, 1243 (10th Cir. 2007) (citations omitt&Be also
Haines v. Kerner404 U.S. 519, 520-21 (1972)d(ding allegations of pro secomplaint “to
less stringent standards than formplgladings drafted by lawyers”Pro seplaintiffs must
“follow the same rules of procedure that govetiner litigants” and “rast still allege the
necessary underlying facts to supportarslunder a particuldegal theory.” Thundathil v.
Sessions709 Fed. App’x 880, 884 (10th Cir. 2017ix&tions and internal quotation mark
omitted). “[A] pro se plaintiff requires no speclagal training to recount the facts surrounding
his alleged injury, and he must provide suchddcthe court is to dermine whether he makes

out a claim on which relief can be grantediall, 935. F2d at 1110. Aro selitigant’s

" Of course, at the motion to dismiss stage,dburt will presume abf plaintiff's factual
allegations are true in any event and will camsthem in the light most favorable to the
plaintiff. Hall v. Bellmon 935 F.2d 1106, 1109 (10th Cir. 1991).



“conclusory allegations withowupporting factual averments amsufficient to state a claim
upon which relief can be basedd.

Courts “cannot take on the responsibilitysefving as the litigant’s attorney in
constructing arguments” or the “role advocate” for a pro se plaintifiGarrett v. Selby Connor
Maddux & Janer425 F.3d 836, 840 (10th Cir. 2005). A domay not assume that a plaintiff
can prove facts that have not been alleged, omtkdafendant has violated laws in ways that a
plaintiff has not allegedAssoc. Gen. Contractors of Cal., Inc. v. Cal. State Council of
Carpenters459 U.S. 519, 526 (1983%ee also Whitney v. New Mexi@d3 F.3d 1170, 1173-
74 (10th Cir. 1997) (court may not “supply additibfectual allegations toound out a plaintiff's
complaint”); Drake v. City of Fort Collins927 F.2d 1156, 1159 (10th Cir.1991) (the court may
not “construct arguments or theories for the pitim the absence of any discussion of those
issues”). The plaintiff'pro sestatus does not engther to application alifferent rules.See
Montoya v. Chap296 F.3d 952, 957 (10th Cir. 2002).

B. Subject Matter Jurisdiction

Federal Rule of Civil Procedure Rule 1@l empowers a court to dismiss a complaint
for lack of subject matter jurisdiction. Fed. R. Civ. P. 12(b)(1). Dismissal under Rule 12(b)(1) is
not a judgment on the merits of a plaintiff s case. Rather, it callsdieteamination that the
court lacks authority to adjudicate the mattéiacking the existence of jurisdiction rather than
the allegations of the complainEee Castaneda v. IN&3 F.3d 1576, 1580 (10th Cir. 1994)
(recognizing federal courts are courts of lirdifarisdiction and may only exercise jurisdiction
when specifically authorized to do so). Thed=ur of establishing subject matter jurisdiction is

on the party asserting jurisdictioBasso v. Utah Power & Light Ca195 F.2d 906, 909 (10th



Cir. 1974). A court lacking jurisdiction “must digsa the cause at any stage of the proceedings
in which it becomes apparengttjurisdiction is lacking.”See Bassat95 F.2d at 909. The
dismissal is without prejudiceBrereton v. Bountiful City Corp434 F.3d 1213, 1218 (10th Cir.
2006);see also Frederiksen v. City of Lockp@84 F.3d 437, 438 (7th Cir. 2004) (noting that
dismissals for lack of jurisdiction should be vath prejudice because asdiissal with prejudice
is a disposition on the merits which @uet lacking jurisdiion may not render).

A Rule 12(b)(1) motion to dismiss “must be determined from the didegof fact in the
complaint, without regard to mere cdusionary allegations of jurisdiction.Groundhog v.
Keeler 442 F.2d 674, 677 (10th Cir. 1971). When ad&sng a Rule 12(b)(1) motion, however,
the court may consider matters outside the phggdwithout transforming the motion into one
for summary judgmentHolt v. United Statest6 F.3d 1000, 1003 (10th Cir. 1995). Where a
party challenges the facts uponialhsubject matter jurisdiction depends, a district court may
not presume the truthfulness of the complaint’s “factual allegations . . . [and] has wide discretion
to allow affidavits, other documents, and [neaaen hold] a limited evidentiary hearing to
resolve disputed jisdictional facts undeRule 12(b)(1).”Id.

The party invoking federal jurisdiction $ighe burden of é&sblishing standingLujan v.
Defs. of Wildlife 504 U.S. 555, 561 (1992). In addition teex$ing an injury, this requires the
party to show “her injury is ‘fairly traceabte the challenged action of the defendant, and not

the result of the independent action of somaltharty not before the aat,” ” and that such
injury is likely to be reressed by the relief soughtlova Health Sys. v. Gandy16 F.3d 1149,
1156 (10th Cir. 2005) (quotinigujan, 504 U.S. at 560). The law this circuit is clear that a

plaintiff lacks standing if she “fail[s] to deonstrate the necessary causal connection between



[her] injury and these defendants,” including byirig to present evidence that the defendants
“have done or have threatened to do anything that presentsstantial likelihood of causing
[plaintiff] harm.” 1d. at 1156-57.
C. Failureto Statea Claim

Federal Rule of Civil Procedure 12(b)(6ppides that a defendant may move to dismiss
a claim for “failure to state a claim upon which retian be granted.” Fed. R. Civ. P. 12(b)(6).
“The court’s function on a Rule 12(b)(6) motimnot to weigh potential evidence that the
parties might present at tri&ut to assess whether the plaintiff's complaint alone is legally
sufficient to state a claim for which relief may be grantddubbs v. Head Start, Inc336 F.3d
1194, 1201 (10th Cir. 2003) (quotation marks omitted).

“A court reviewing the sufficiency of a corngint presumes all of plaintiff's factual
allegations are true and construes them in the light most favorable to the plakuilif." 935
F.2d at 1109. “To survive a motion to dismiss, a complaint must contain sufficient factual
matter, accepted as true, to ‘state a ckaimelief that is plausible on its face.Ashcroft v.
Igbal, 556 U.S. 662, 678 (2009) (citirgell Atlantic Corp. v. TwombJ\b50 U.S. 544, 570
(2007)). Plausibility, in the coext of a motion to disms, means that the plaintiff pleaded facts
which allow “the court to draw the reasonableiance that the defendant is liable for the
misconduct alleged.Id. Thelgbal evaluation requires two prongsarfalysis. First, the court
identifies “the allegations in the complaint tlaé not entitled to the sismption of truth,” that
is, those allegations which deggal conclusion, bare assertions, or merely concluddryat

679-81. Second, the Court considbesfactual allegations “to termine if they plausibly



suggest an entitlement to reliefld. at 681. If the allegations stad plausible claim for relief,
such claim survives the motion to dismisd. at 679.

Notwithstanding, the court need not accaptiausory allegations without supporting
factual avermentsS. Disposal, Inc., v. Texas Wasté1 F.3d 1259, 1262 (10th Cir. 1998).
“[T]he tenet that a court muatcept as true all of ¢hallegations contaiddan a complaint is
inapplicable to legal conclusions. Threadbaatals of the elementsf a cause of action,
supported by mere conclusory statements, do not suffigeal, 556 U.S at 678. Moreover,
“[a] pleading that offers ‘labeland conclusions’ or ‘a formulaiecitation of the elements of a
cause of action will not do.” Nor does the cdant suffice if it tenders ‘naked assertion[s]’
devoid of ‘further factual enhancement.1d. (citation omitted). “Where a complaint pleads
facts that are ‘merely consistent with’ a defentalimbility, it ‘stops short of the line between
possibility and plausibility ofentitlement to relief.” ” Id. (citation omitted).

In evaluating a Rule 12(b)(6) motion tesdiiss, courts may consider not only the
complaint itself, but also attached exhibit&lalocuments incorporated into the complaint by
reference.Smith v. United State561 F.3d 1090, 1098 (10th Cir. 2009) (citations omitted).
“[T]he district court may conse&t documents referred to in the complaint if the documents are
central to the plaintiff's claim and the pagido not dispute the documents’ authenticiti”
(quotations omitted).

ANALYSIS
A. Standing/Subject Matter Jurisdiction.
As an irreducible constitutioheninimum, a plaintiff must satisfy three criteria in order

for there to be a “case or controversy” thaty be resolved by the federal couitsjan v.



Defenders of Wildlife504 U.S. 555, 560 (1992). Firstetplaintiff must have suffered an

“injury in fact”"—an invasion of legally protected interest that is both (a) concrete and
particularized and (b) actual or immeint, not conjecturaidr hypothetical.ld. Second, there

must be a causal connection beén that injury and the chatiged action of the defendant—the
injury must be “fairly traceable” to the defendaamd not the result of the independent action of
some third partyld. Finally, it must be likely, not merelgpeculative, that a favorable judgment
will redress the plaintiff's injury.ld. at 561. See alsdNova Health Sys. v. Gand416 F.3d

1149, 1154 (10th Cir. 2005). The causal connectguires that the daféant’s actions caused

the harm to Plaintiff.Id. at 1156-57. Root9b, LLC argues thasithe defendant in this action
and that Root9b, LLC did not cause any harm tonfai Therefore, the Plaintiff lacks standing
to bring claims against it.

At the outset, the court notes that the fam of Ireland Stapleton Pryor & Pascoe, PC,
has taken it upon itself without aettization to amend the captiof the instant case to show
Root9b,a Colorado limited liability companyas one of the defendann this action. Ireland
Stapleton Pryor & Pascoe, PC purports to represent Root9b, I3€eR¢ot9b Mot.) Plaintiff
filed the case against the entity Root9he did not include the term “a Colorado limited
liability company” in her captin on her originally filed Compiiat nor on any of her Amended
Complaints. [Doc. Nos. 1, 13 (which added theagk “including directors of the company”), 21
or 23, the operative complaint.] Nor did the Plaintiff describe the Defendant in her lawsuit in
terms of its organizational structure in the bodyhaef documents. The official caption of this

case is Mary Heath, Plaintiff v. R@® and Eric Hipkins, Defendants.
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For reasons not entirely cle@arthe court, Ireland Staptet Pryor & Pascoe, PC insist
that Plaintiff served Root9b, LLC and that RalotLLC is the Defendant entity. This, too, is
factually incorrect. The Process Receipt and Refom the U.S. Marshals Service [Doc. No.

8] shows the entity “Root9B” was servedduly 12, 2018 at 102 N. Cascade Avenue, Suite 220,
Colorado Springs, CO. The Chief Operatindicaf for Root9b, listed as John Harbaugh, was
the individual who accepted service on behalthef Defendant. As a limited liability company,

it is unlikely that Root9B, LLC has either a Chigperating Officer (or anofficers at all) or
Directors, although as such companies are by definition not public entities, the members can
structure an LLC in whatev way they see fit.

According to Annual Report, Form 10-ffed by ROOT9B HOLDNGS, INC., root9b
Holdings, Inc. is located at 102 N. Cascé&denue, Suite 220, Colorado Springs, CO 80919, the
location where service was made by the Plain{ifoot9b Mot., Ex. 1-A [Doc. No. 30-2] at 2;
Process Receipt [Doc. No. 8].) ROOT9B, LUy contrast, according to documents submitted
by Root9b, LLC, is a Limited Liability Companyith its principal office mailing address at 90
S. Cascade, Ave. #830, Colorado Springs, CO 808@8the registered agent for service of
process for ROOT9B, LLC is Eric Scott HipkifRoot9b Mot., Ex. 1-B [Doc. No. 30-3] at 2.)

Root9B Holdings states, in the Form 1JRpc. No. 30-2] that ‘&ferences to “we,”

our,” “us,” “the Company,” or “root8” refer to root9b Holdings, Inc.ld. at 5.) Throughout
the document, root9B Holdings, Inefers to itself as root9b ooot9B. root9B Holdings, Inc.
represented that in 2014 it became root9Bhfetogies, Inc. and RTNB to distinguish itself
from root9B Holdings, Inc.’s whollpwned subsidiary, root9B, LLCld; at 5.) root9b

Technologies changed its name to root9B Holdings, Inc.in December 2016. During that same
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period the company “announced our commitment#fmces our business to that of a pure-play
cybersecurity company based oe thperations of our wholly-owned subsidiary root9B, LLC.”
(Id. at 6.) As of the Form 10-#ling, root9B Holdings, Inc. represented that “the key emphasis
today is around risk related to cybecarity. With our cyber group, root8i,LC, we take a new
approach ... .”1¢.) Additionally, root9B Holdings, Inaelocated its corporate headquarters
from Charlotte, NC to a captation with root9B, LLC. Ifl. at 11.) root9B Holdings, Inc. lists its
headquarters in Colorado Springs, Coloradd. gt 19.) On root9B Holdings, Inc.’s Form 8—-K
Report to the SEC August 7, 2017 (Mot., Ex. JBGc. No. 30-4], the company lists William
Hoke as its Chief Financial Offer. During this general time,@ppears that Eric Hipkins was a
director and Chief Executive Officer of root9B Holdings, Iii§ee Root9b Mot, Ex. 1-G, 8-K
Report, September 28, 2017 [Doc. No. 30-8] an@icating that upon the sale of the assets of
root9B Holdings, Inc., Eric hkins resigned these positions.)

Further, a review of thpro seallegations of the Third Amended Complaint do not
comport with an inference that Plaintiff intendedoring claims only against the private entity,
Root9b, LLC. Plaintiff's claims are for seciigs fraud and misrepresentations concerning
securities. The TAC clearly makes claims #axtual assertions that would only apply to a
publicly traded stock company such as Ri#ias assertions thashe “purchased over 64,000
shares of Root9b” (TAC at 7and that Plaintiff talked to seeone associated with Root9b’s
New York Stock Exchange officed( at 9). Many references Root9b’s stock are contained in

the allegationssgee id at 9—12). A limited liability compay has no stock and is not controlled

8 The court is unsure whether capiation of the alpha letter b ifmoot9b” verses “root9B”is
significant or simplya typographical error.
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by or answerable to the Securitiand Exchange Commission, navuid it be affiliated with the
New York Stock Exchange.

Finally, Plaintiff specifically states as to her selection of a Defenelatity, “I use the
name Root9b because they have constahiiyged their name from Root9b LLC to Root9b
Technology to Root9b Holdings.” (TAC at 7Plaintiff alleges thathe changing but similar
names used by the same essential companyédbthe methods they use to confuse their
investors.” [d.)

For Defendant to now argue that PlainsfComplaint should be dismissed because she
has sued the wrong entity and made securitiesl fadlegations against only a private company is
disingenuous, at best.

The court recommends that Defendant Root@imsion to dismiss Plaintiff's claims for
lack of standing be denied.

B. Claim One

1. 18U.S.C.81348

Both Root9b and Defendant Hipkins argue ®iaintiff’'s complaint fails to state a claim
pursuant to Fed. R. Civ. P. 12(b)(6) for violatml8 U.S.C. § 1348 becaathis is a criminal
statute without a private riglf action. (Hipkins Mot. a6; Root9B Mot. at n.4.)

There is no question that 18 U.S.C. 8§ 1348addminal statute withoua private right of
action. Butler v. Onewest Bank, FSBo. 10—00300HG-KSC, 2010 WL 3156047, at *3 (D.
Haw. Aug. 6, 2010) (“These are criminal provisions, and Plaintiff does not offer support to show
that a private right of action exists to pue her allegations in a civil lawsuit.Ghavarria v.

Wells Fargo Bank, N.ANo. CV1503403BROASX, 2015 WL 4768227, at *4 (C.D. Cal. Aug.
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11, 2015) (“To the extent that Plaintiff attempascriminally prosecute Defendants, he has no
authority to do so. Section[]. .. 1348 of Title 18 [is a] federal criminal statute[ ] that do[es] not
provide for [a] civil cause[ ] of action. Plaintiff iot authorized to bring th[is] claim[ ].”).

Therefore, the court Recommends that alaim in the Third Amended Complaint
purporting to arise under 18 U.S.C. § 1348 be dismissed.

2. Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5.°

Neither defendant has argued whether thenRits Claim One could survive if brought
under an appropriate civil statute such asiSed0(b) of the Securities Exchange Act of 1934
and Rule 10b-5, although Defendant Hipkins did address Ru@p¢ismissal of Claim Two,
false statements, under that statutee @bwurt has the discretion to dismissraforma pauperis
complaintsua sponteinder 8 1915(e)(2) “at any time if . . . the action . . . is frivolous or
malicious; [or] fails to state a claim on which relief may be granted.” While the Plaintiff in this
action proceedpro se she is not proceeding under 8 1915. The court also may dismiss a
complaintsua spontehowever, under Fed. R. Civ. P. 12(b)(6) for failure to state a claim if “it is
‘patently obvious’ that the plaiifif could not prevail on the facaleged, and allowing [her] an
opportunity to amend [her] complaint would be futil&SeeHall, 935 F.2d at 1110 (quoting
McKinney v. Oklahoma, Dep’t of Human Servj&%5 F.2d 363, 365 (10th Cir. 1991)).

Under Rule 12(b)(6), a pldiff with an arguable claim isrdinarily accorded notice

of a pending motion to dismiss for failute state a claim and an opportunity to

amend the complaint before the motion is ruled upon. These procedures alert him

to the legal theory underlying the fdedant's challenge, and enable him
meaningfully to respond by opposing thetioo to dismiss on legal grounds or by

® Defendant Root9b raises arguments under Re@iv. P. 12(b)(1) and 12(b)(6). Although
Defendant Root9b’s arguments pursuant to 12(liq6) a different tack from those argued by
Defendant Hipkins, neverthelesact the TAC fails to statedaim against anyone under the
securities laws, the court is recommending dismissal of the case against all defendants.
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clarifying his factual allegatins so as to conform with the requirements of a valid
legal cause of action.

Neitzke v. Williams490 U.S. 319, 329-30 (1989).
The Securities Exchange Act of 19341&b), 15 U.S.C. § 78j(b), provides:
It shall be unlawful for my person, directly or indirdly, by the use of any means
or instrumentality of interstate commerce or of the mails, or any facility of any
national securities exchange—
(b) To use or employ, in connection withe purchase or sale of any security
registered on a national securities exa®... any manipulative or deceptive device
or contrivance in contravention of sudlies and regulations as the Commission

may prescribe as necessary or appropriatedmpublic interest or for the protection
of investors.

SEC Rule 10b-5, 17 C.F.R. § 240.10b-5 (201®mpigated under the authority of this
section, states:

It shall be unlawful for my person, directly or indirdly, by the use of any means

or instrumentality of interstate commerce, or of the mails or of any facility of any

national security exchange,

(a) To employ any device, sahe, or artifice to defraud,

(b) To make any untrue statement of matefaat or omit to site a material fact

necessary in order to make the statemmmatde, in light of the circumstances under

which they were made, not misleading, or

(c) To engage in any act, practice, or course of business which operates or would

operate as a fraud or deceit on any perspognnection with the purchase or sale
of any security.

Given the finding of the coursupra,that Plaintiff has erroneously listed her
jurisdictional basis for Claim One under a criminatise of action with no private right for her
to sue, and reading the TAC liberally as the towrst at this stage, the court will analyze
whether Plaintiff's claimsisould be deemed to have bd@aought under the securities

provisions contained in SEC Rul0b-5 and, if deficient atithstage, whether she could

15



potentially amend her complaint in such a wayoasot be futile. Otherwise, this court is
prohibited from inferring an action brouginider Rule 10b-5 (a) and (c) in Claim Gahe
sponte

There are three specified ways to violatéeRLOb—5. The first method is by engaging in
a schemeo defraud in connection with the salepurchase of a company’s stock. Closely
connected to that methoddabsection (c), engaging ircaurse of condudhat operates as a
fraud or deceit on any person in connection with the purchase or sale of stock. The third method
as set forth in subsection (b)—and the one rabstously applicable t®laintiff’'s undesignated
Claim Two for “falsely advers[ing] they are the #1 Cybersecurity Company”—involves making
an untrue or misleading statement @moection with the sale of stock.

A plaintiff suing under Rule 10b—5 must comp¥ith the heightened pleading standards
of Fed. R. Civ. P. 9(b) and the Private Séms Litigation ReformAct of 1995 (“PSLRA"),
Pub. L. No. 104-67, 109 Stat. 737 (codified as am&ntecattered sections of 15 U.S.C.).
Rule 9(b) mandates that “in ajiimg fraud or mistake, a party stustate with particularity the
circumstances constituting fraud or mistake.” Fed. R. Civ. Bb8j, 556 U.S. at 686. “At a
minimum, Rule 9(b) requires that a plaintiff set forth the whlmat, when, where and how of the
alleged fraud, . . ."United States ex rel. Sikkenga v. Regence Bluecross BluediTi2I&.3d
702, 726-27 (10th Cir. 2006) (internal qgatbdn marks and citations omitted).

SEC Rule 10b-5(a) and (c) make it unlawful hg&ge, directly or indectly, in a course
of business or employ a devicefurtherance of a scheme to defraud in connection with the sale
or exchange of securitie§.E.C. v. Zandforcg35 U.S. 813, 819, 122 S.Ct. 1899, 1903, 153

L.Ed.2d 1 (2002). To prove a violation of Ru@b—5(a) or 10b-5(c), Plaintiff must prove by a
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preponderance of the evidence that a defendatihg with scienter, committed a manipulative
or deceptive act in furtherance of the alleged scheme to defimaue . Qwest Communications
International, Inc. Securities Litigatiol387 F. Supp. 2d 1130, 1143 (D. Colo. 20QH)ited
States S.E.C. v. St. Anselm Expl.,086 F. Supp. 2d 1281, 1298-99 (D. Colo. 2013)

Scheme liability, as these two subsectiares sometimes called, recognizes that
“[c]onduct itself can be deceptive Stoneridge Investment Partnekd,C v. Scientific—Atlanta,
552 U.S. 148, 158 (2008). Nevertheless, liabilitysoet arise simply by virtue of repackaging
a fraudulent misrepresentation a “scheme to defraBdBlic Pension Fund Group v. KV
Pharmaceutical Co 679 F.3d 972, 987 (8th Cir. 2012). Rather, scheme liability requires proof
of participation in an illegitimate, sham, imherently deceptive transaction where the
defendant’s conduct or role fithe purpose and effectakating a false appearancgt. Anselm
Expl. Co, 936 F. Supp. 2d at 1299, (citi®deC v. Daifotis2011 WL 2183314 at *9 (N.D. Cal.
June 6, 2011)odified on other ground2011 WL 3295139 (N.D. Cal. Aug. 1, 2018EC v.
Lucent Technologies, In6G10 F. Supp. 2d 342, 360 (D.N.J. 2009). The conduct must be
“inherently deceptive when performe®&EC v. Kelly817 F. Supp. 2d 340, 344 (S.D.N.Y.
2011).

The TAC is entirely devoid of any faclualegations against MHipkins which would
support a claim against him under SEC 10b-&(a) (c). While Plaintiff makes several
conclusions about Mr. Hipkins, theers not even one fact allegégat Mr. Hipkins did something
or caused something to be done that would “operaie fraud or deceit on any person” or which
is inherently deceptive. The sole and onlydatstatement in the TAC mentioning Mr. Hipkins

by name, outside of the vague gh¢ion that he had made a rem@sition in an “article” that
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Root9b was “the #1 Cybersecurity 500 for thie édbnsecutive quarter” (TAC at 7), appears on
page 13 of the TAC. Plaintiff alleges thattasThe Asset Acquisition Agreement between the
Private Investdf and the Secured Credité¥s(id. at 12), “I [Plaintiff] believe these documents
will show Eric Hipkins still has ownership of the Compatfyid. at 13).

The relevant factual alleians against Root9b consistfaictual allegations that a
Company whose makeup and ownershipasidentified—Quad Capital Management—
purchased a large amount add®9b stock. As Quad Capital Management bought stock, the
individual stock price went upNear the same time period Rooi8bued promissory notes to a
group of investors, also unidéiegd. There are no factdleged showing whether Root9b
received any money or other coresigtion from the investors ony mention of a loan. At some
point the investors demanded payment in full of the Ndse®l eventually foreclosed against the
assets of the company. Within a short tim¢hefinvestors demanding payment, Quad sold its
stock for an unknown price. Tlmvestors ended up owning the dssaf Root9b as a result of
the foreclosure sale. Later the assets wdtklgothe investors to a “Private Investor”
(apparently Tracker Capital Management, althoughTtAC is far from clear on this issue) that
“bought all the assets for fair value pursuant t@aans-length business tigaction . . . .” (TAC

at 11.) Root9b Holdings was left with no assetd no stock value. E€hransactions involving

101dentity not specified.

11 |dentities not specified.

12 plaintiff attaches a number of documenttiéo Complaint withougxplanation of their
meaning or relevance to the case. Mr. Hipkim@sne appears in some of the documentation
attached.

13 There is nothing in the TACxplaining whether or not the cormpy could have paid the Notes
in full.
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Root9b were investigated by the SEC but Rbatid not appear at the SEC hearinigl.) (
Root9b is in the “process of delisg the company from Nasdaq.ldJ)

Although the Plaintiff claims “insider traty” and “swindle,” she does not identify any
people involved in any of the transactions #relcourt is unable to draw a conclusion that
anyone was “inside” any of the companies invdlva here are no facts set forth which would
indicate that any of the companies were relabad overlapping ownership directors or were
anything but separate entities engaging in business. There are nbdietaions that any
person actually benefitted frometransactions alleged and rilegation that Plaintiff lost any
money because of the transactions.

Even granting Plaintiff the deference owed fwra seplaintiff, based on the facts set
forth in the TAC, if Claim One is deemed toveebeen brought under thederal securities laws,
specifically Rule 10b-5, Plairfifails to state a claim undé&ule 12(b)(6) against either
defendant. But, because neither party moveatigmiss based this argument, the court may only
address this claim and dism®sa spontéf allowing the Plaintiffan opportunity to amend her
complaint would be futile. The court finds tleliowing Plaintiff to file an amended complaint
to assert a claim under Sectib®(b) of the Secuiies Exchange Act of 1934 and Rule 10b-5(a)
and (c), if that was her intent, would not necelshe futile. Thereforethe court declines to
infer that securities fraud claims pursuant to Rule 10b-5(a) and (c) are being attempted in Claim
One and, instead, Recommends that Plaintiff batgd an opportunity to amend her Complaint.

C. Claim Two—False Statements

Plaintiff does not list her atutory basis for Claim TwoAs with Count One, however,

she asserts facts lending themselves to alysisalnder Rule 10b-5(bPefendant Hipkins has
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addressed Plaintiff's Claim Twander Ruel 10b-5 and requested dismissal. However, Root9B
does not move to dismiss under this theory, anduch, the court addresses the allegations
against Root9B in Claim Twsua sponte
To state a Rule10b-5 claim for securitiesifrainder subsection (b), a plaintiff must
plead that:
(1) the defendant made an untrue or mistegadtatement of material fact, or failed
to state a material fact necessaryntake statements not misleading; (2) the
statement complained of was made onmection with the pehase or sale of
securities; (3) the defendant edtwith scienter, that isyith intent to defraud or
recklessness; (4) the plaintiff relied ¢ime misleading statements; and (5) the
plaintiff suffered damages as a result of his reliance.
Adams v. Kinder-Morgan, Inc340 F.3d 1083, 1095 (10th Cir. 2003).
The state of mind required to state a caussctibn under Rule 10b-5(b) is scienter, that
is, an “intent to deceivenanipulate, or defraud.Ernst & Ernst v. Hochfelde#d25 U.S. 185,
193 (1976). When alleging that a defendant aci#id avparticular state of mind, “the complaint
shall, with respect to each act or omission alleged to violatehhjster, state with particularity
facts giving rise to a strong inferee that the defendant acted wiitie required state of mind.”
15 U.S.C. 8§ 78u—4(b)(2). Scienter can bavpn by showing either knowing or intentional
misconduct or recklessness, that'iconduct that is an extreme girture from the standards of
ordinary care, and which presents a danger of misleading buyers or sellers that is either known to
the defendant or is so obvious that #itgor must have been aware of it.City of Philadelphia
v. Fleming Companies, In@64 F.3d 1245, 1258 (10th Cir. 2001) (quotkrgxter v. Home—
Stake Production Co77 F.3d 1215, 1232 (10th Cir. 1996)).

The PSLRA similarly requires that “the complaint” isecurities fraud action under

Rule 10b-5 “shall specify each statement allegdthte been misleading, the reason or reasons
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why the statement is misleading, and, if Hagation regarding the statement or omission is
made on information and belief, the complaintlistate with particularity all facts on which

that belief is formed.” 15 U.S.C. 8§ 78u—4(l)(Plaintiffs allegng securities fraud under
subsection (b) “must set forth the time, place, @ntents of the false representation, [and] the
identity of the party making the false statement&l’S. ex rel. Sikkenga v. Regence Bluecross
Blueshield of Ut.472 F.3d 702, 726—-27 (10th Cir. 2006). Thus, a plaintiff suing under Rule
10b-5 must plead with particularithe defendant's fraudulent acts and the defendant’s state of
mind. See Adams v. Kinder—-Morga®40 F.3d 1083, 1095-96 (10th Cir. 2003).

Plaintiff alleges a maximum of three false andhisleading statements. The first is that
in articles she claimed to have read statemmaide by Defendant Hipkins wherein he stated
that Root9b was “the #1 Cybersecurity 500 far 4th consecutive quarter.” (TAC at 7.)
Plaintiff does not state when she read thielas containing the statement nor in what
publications the statements were printed. r@ifhiimerely stated that “When | googled the #1
Cybersecurity Company,” Root9b came uflaintiff attaches several articles apparently taken
off the internet where various websites ti@mroot9B among the “best cyber security
companies” in one form or another. Pldfrdioes not allege what, if any connection exists
between Mr. Hipkins and/or root9b and theyayor of the website advertisements.

Further, Plaintiffdoes not allege any connection beén Defendant Hipkins’ alleged
statement and her purchase of securities dfiaer it was her understanding that “Atrtificial
Intelligence was the best investment for the futuréd’) (Also, even if a foundation for the
statement was established, Plaintiff sets fadHacts to establish that the statement was

misleading, false or material.
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Even if Plaintiff could overcome these deficiencies by more detailed pleading, at best the
statement consists only of parate “puffing”—a “ generalized atement[] of optimism . . . not
capable of verification"—that is “not actionable because reasonable investors do not rely on
them in making investment decisiongsrossman v. Novell, Inc120 F.3d 1112, 1119 (10th Cir.
1997) (collecting cases)n re Level 3 Commc'ns, Inc. Sec. Lit§67 F.3d 1331, 1340 (10th
Cir. 2012) (noting representation that compamg “focused on insuring that the excellent
reputation that [the compankihs earned over the years ¢astomer service does not get
degraded” was mere puffery and not somethipgn which a reasonable investor would base a
trading decision). The statement is, thereforématerial. Lastly, even if the statement was
made by Defendant Hipkins, the Riaif has set forth nothing, mudbss anything plausible, to
establish the required scienter (intentlédraud) by Defendantdipkins or Root9B.

The second alleged statements are those imatlee unidentified “male” who answered
the phone at some “office on the NYS&E(hereinafter “NYSE statements” and “NYSE
speaker”). (TAC at 8). Itis not entirely clearattactual entity Plaintiff was calling or the entity
to which the NYSE speaker belonged. The ttational prerequisites for the NYSE statements
are entirely lacking. There no facts set fortmirwhich a reasonable jury could determine who
Plaintiff spoke to at the Nework telephone number who told her Root9b was “close, if not
completing a contract with the Federal Governmdiritis contract withhe Federal Government
would bring in millions of dollars.” No documtmnattached to the TAfDdicate that Root9b has

offices in New York. This allegation does not coeven marginally close to being pleaded with

¥ The court uses NYSE (New York Stock Exchanbecause that is the factual allegation
contained in the TAC. However, all docurtegion submitted by the parties, including the
Plaintiff, indicate that root9b Holdings,dnwas traded on the Nasdaq, not the NYSE.
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the particularity demanded to support a Ride—-5(b) claim. Not only is the NYSE speaker
unknown, no facts have been pleaded which wouditate he had the regite scienter while
speaking.

The other statements that the Plaintiff identifies are those made by the unidentified
“person” with whom she spoke at the compan@blorado Springs offices (hereinafter “COS
statements” and “COS speaker”). Plaintiff irap, although very vaguglthat the statements
were made by an employee of Root9B aretefore could potentially be imputed to the
company. However, Plaintiff still does not méwt legal specificity requirements here either,
and her own allegations disabissgenter on the part of the @&peaker, whom Plaintiff “does
not want to get in trouble.” Fumer, the Plaintiff has also nottderth any facts which, if proven,
would show the statements were false or misteadin particular, th€OS Speaker said, “they
have been speaking to investors” and “theegtors will pay off the debt’—both statements
which appear to be true according to the remainfiéhe factual allegations in the TAC. While
it appears that the opon statements from the COS speaker that “this will be good for
stockholders” and that the company would daligized” appear to have been inaccurate
predictions, those statementsdig qualify as statements thabuld influence any reasonable
person in the purchase or salestafck. They are simply not maitd. Finally, according to the
TAC, the COS statements were made to Bfaeiter she had already purchased stock in
Root9b'®° so did not influence her ie purchase of the stock.

Lastly, as to the NYSE statements and@@S statements, the court notes that these

statements are not and cannot be imputed toridafe Hipkins. Plaintiff has alleged no facts

15 plaintiff called the company because sl@nted to attend a stockholder meeting.
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that “plausibly infer” that Diendant Hipkins had knowledge thfe statements made by the COS
speaker or the NYSE speakéZity of Philadelphia vFleming Companies, Inc264 F.3d 1245,
1263 (10th Cir. 2001).

Even granting Plaintiff the deference owed fora seplaintiff, she fails to state a claim
pursuant to Rule 10b-5(b). Thewed, Hipkins’ Motions to Disnsis with respect to Claim Two,
claims pursuant to SEC Rule 10b-5(b) should be granted.

Defendant Root9b did not move to diseiClaim Two on any ground other than
standing. The Court is not @owered to dismiss Claim Twaua spont@gainst the non-moving
Root9b because while the factaakerments in the TAC patentind obviously fail to state a
claim under Fed. R. Civ. P. 12(b)(6), this court &irtbat it would not necesdlg be futile for the
Plaintiff to attempt to amend her Complaintstate an appropriate claim pursuant to Section
10(b) of the Securities Exchange Act of 128% Rule 10b-5. Therefore, Claim Two must
proceed against Root9b.

WHEREFORE, for the foregoing reasons, the court

RECOMMENDS that

Defendant Eric Hipkins’ Motion to Disres the Third Amended Complaint [Doc. No. 29]
be GRANTED and that all claims against Def#ant Eric Hipkins be dismissed.

Defendant Root9B’s Motion to Dismiss [Doc. No. 30]J®RANTED in part and
DENIED in part. Root9B’s Motion should B2ENIED with respect to its arguments pursuant
to Fed. R. Civ. P. 12(b)(1RENIED as unnecessary insofar as thotion requests conversion to
summary judgment an@RANTED as to Claim Ongviolations of 18 U.S.C. § 1348.

The court furtheRECOM M ENDS that

24



Plaintiff be allowed to file an amended complaint to asdantns under Section 10(b) of
the Securities Exchange Act of 1934 and Rule 1Ggebnst both defendants within a specified
time period consistent with this Recommendation.

ADVISEMENT TO THE PARTIES

Within fourteen days after service of a copy of the Recommendation, any party may
serve and file written objections to tN&agistrate Judge’s proposed findings and
recommendations with the Clerk of the United St&tess$rict Court for theDistrict of Colorado.
28 U.S.C. § 636(b)(1); Fed. R. Civ. P. 72(b)re Griegq 64 F.3d 580, 583 (10th Cir. 1995). A
general objection that does not phe district courbn notice of the basis for the objection will
not preserve the objection fde novareview. “[A] party’s objectons to the magistrate judge’s
report and recommendation must be both timaly specific to preserve an issue for de novo
review by the district coudr for appellate review.'United States v. Orearcel of Real Prop.
Known As 2121 East 30th Street, Tulsa, Qkia.F.3d 1057, 1060 (10th Cir. 1996). Failure to
make timely objections may bde novareview by the district judge of the magistrate judge’s
proposed findings and recommendations and will reswatwaiver of the ght to appeal from a
judgment of the district court based oe ffroposed findings and recommendations of the
magistrate judgeSeeVega v. Sutherd 95 F.3d 573, 579-80 (10th Cir. 1999) (stating that a
district court’s decision to review a magistrate judge’s recommendigioovodespite the lack
of an objection does notgxlude application of the “firm waiver rule'@ne Parcel of Real
Prop., 73 F.3d at 1059-60 (stating tleaparty’s objections to the migtrate judge’s report and
recommendation must be both timely and specific to preserve an isslgerfovoreview by the

district court or fo appellate review)int’'l Surplus Lines Ins. Co. v. Wyo. Coal Ref. Sys., B
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F.3d 901, 904 (10th Cir. 1995) (holdittzat cross-claimant had wa its right to appeal those
portions of the ruling by failing tobject to certain portions t¢iie magistrate judge’s order);
Ayala v. United State®80 F.2d 1342, 1352 (10th Cir. 1992) (inf that plaintiffs waived their
right to appeal the magistrate judge’sing by their failure to file objectionsBut see Morales-
Fernandez v. INSt18 F.3d 1116, 1122 (10th Cir. 2005) (stgtthat firm waiver rule does not
apply when the interests pfstice require review).

Dated this # day of March, 2019.

BY THE COURT:

Kathleen M Tafoya
United States Magistrate Judge
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