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UNITED STATES DISTRICT COURT
EASTERN DISTRICT OF NEW YORK

JEFFREY P. ORLANEet al,
Plaintiffs,

: MEMORANDUM & ORDER
-against- : 10-CV-4093 (DLI)(RML)

SPONGETECH DELIVERY SYSTEMS, INC.,
SECURTIIES LITIGATION,et al,

Defendants.
QUANG LE, et al,
Plaintiffs,
-against- 10-CV-4104 (DLI)(RML)

SPONGETECH DELIVERY SYSTEMS, INC.,
SECURTIIES LITIGATION,et al,

Defendants.

DORA L. IRIZARRY, United Stat es Chief District Judge:

Class Plaintiffs (“Plaintiffs"were common shareholders in Spongetech Delivery Systems,
Inc. (“Spongetech”), a publicly traded company that sold soap-filled sponggslia. On March
29, 2012, the Court dismissed without prejudice thedT@laim of Plaintiffs first consolidated
amended class action complaint (“FAC”) pertaining to attorney defendant Jack Halperin
(“Halperin”) for failure to state a claim for relief pursuant to Rule 12(b)(6) of the Federal Rules of
Civil Procedure and for failure to comply withetheightened pleading requirements of Rule 9(b)
of the Federal Rules of Civil Procedure ati# Private Securities Litigation Reform Act
(“PSLRA"), 15 U.S.C. § 78u-4.See Orlan v. Spongetech Delivery Systems, Bil2 WL
1067975 (E.D.N.Y. Mar. 29, 2012).

On May 1, 2012, Plaintiffs filek a second consolidated amded class action complaint
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(“SAC”) in which they reasserted the same cawudexction in the Third Claim against Halperin.
(SeeSecond Consolidated Amended Class Action Complaint with Certifications (“SAC”) at 1
193-202, Dkt. Entry No. 69.) On June 1, 2012, HafpiEled a motion to dismiss the Third Claim
of the SAC. $eeMotion to Dismiss the Second Cotidated Amended Class Action Complaint
(“Second Mot. to Dismiss”), Dkt. Entry No. 7Orlan v. Spongetech Delivery Systems, Inc. et al
(“Orlan 17), 10-cv-4093 (DLI)(RML).) Plaintiffs oppose. For the reasons set forth below,
Halperin’s motion to dismiss the Third Claim tife SAC, arising under Section 10(b) of the
Securities Exchange Act of 1934, 15 U.S.C. § @8aeq.("Exchange Act”), and the rules
promulgated thereunder, gsanted with prejudice.

BACKGROUND'?

The First Amended Complaint

The Court presumes familiarity with its dgian dismissing the Thir@laim of Plaintiffs’
FAC. Nonetheless, a brief reditan of the allegations in the FA&hd the Court’s findings as to
those allegations is necesstryunderstand Plaintiffs’ SAC.

The FAC alleged that, from June 12, 200@tlgh September 29, 2009, Halperin prepared
ninety-two attorney opinion teers containing materially fadsand misleading statements and
omissions directing transfer agetdgemove restrictive legenft®m restricted Spongetech stock
and causing those shares to flood the maakattificially inflated prices. $eeFirst Consolidated
Amended Class Action Complaint (“FAC”), Dkt. Entry No. 4& et al v. Spongetech Delivery
Systems, Inc. et,al0-cv-4104.) According to the FAC, thie time he wrote the attorney opinion
letters, Halperin knew that these Spongetedresh were unsaleablach not subject to any

exemptions that would render removattudse restrictiviegends proper.ld. at § 172.) The FAC

L The Court’s discussion herein is limited to the cldiilesl against Halperin as he is the only defendant who
moved for dismissal of the Amended Complaint.



further alleged that, in preparing those attorney opinion letters, Halperin facilitated the dumping
of 2.5 billion shares of unregistered Spongetectkstato the public market at artificially inflated
prices which Plaintiffs purchasaad sold in reliance on the repreisgions in the attorney opinion
letters. [d. at 11 172, 174.)

The FAC asserted that Halperin’s actions constituted violations of federal securities laws,
specifically Section 10(b) ofhe Securities Exchange Act of 1934, 15 U.S.C. § é18aeq
(“Exchange Act”), and Rule 10b-5 promulgatedréunder, because Halperin’s attorney opinion
letters concealed from Spongetech shareholtterdrue value of the unregistered Spongetech
stock released upon the public markéd. &t  172.) In particular, ¢=AC alleged that Halperin:

(1) issued ninety-two Rule 144ttorney opinion letters to transfer agents resulting in the removal

of restrictive legends from over 922 million skarof unregistered Spongetech stock held by
affiliated entities of Spongetech; (2) advised the transfer agent that the legends were removable
because the affiliated entities hlaeld the securities for six montls longer; (3) presented the
affiliated entities as non-affiliated entities when he knew that they were indeed affiliated entities
and had not held the securitfes the requisite six-month periodnd (4) caused these unregistered
securities to be injected into the public metrkvhen he knew that the public lacked adequate
current information about Sportgeh’s financial condition. Iq. at §{ 101-110.)

The FAC further alleged that, as a resultHafiperin’s misstatements and omissions, the

2 Securities and Exchange Commission Rule 144 “edhaslithat ‘securities acquired directly or indirectly
from the issuer, or from an affiliate dfie issuer, in a transaction or chaintrainsactions not involving any public
offering’ are ‘restricted securities.’Phlo Corp. v. Stevens2 F. App’x 377, 382 (2d Cir. 2003) (quoting 17 C.F.R.
§ 230.144). “To comply with Rule 144, a person ordinarily must meet numeratieemgnts concerning public
information, holding periods, number of shares, marofesales, and notice to the [Securities and Exchange]
Commission. However, under subsection (k) of the Rukepérson is not now and has not been an affiliate of the
issuer within the last three months, and at least two years have elapsed since the sebar#t@d twere last acquired
from an issuer or affiliate of the issuer, then that @erseed not comply with the other Rule 144 requirements.”
S.E.C. v. Kern425, F.3d 143, 148 (2d Cir. 2005gel7 C.F.R. 88 230.144(b), 230.144(c)-(h), 230.144(k). “An
affiliate of an issuer is a person that directly, or indirettthpugh one or more intermediaries, controls, or is controlled
by, or is under common control with, such issuer.” 17 C.F.R. § 230.144(a)(1).
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price of Spongetech stock became inflated abovehtrent value, thereby defrauding investors.
(Id. at § 174.)
Il. The Court’s Dismissal of the FAC

The Court evaluated the FAC in light of the heightened pleading standards mandated by
both Rule 9(b) of the Federal Rules of CiviloBedure, which providethat “circumstances
constituting fraud or mistake shall be statedh particularity,” and the Private Securities
Litigation Reform Act (“PSLRA"), 15 U.S.C. § 784b). Fed. R. Civ. P. 9(b). The PSLRA
“Insists that securities fraud complaints ‘spe’c#fgich misleading statemetitat they set forth the
facts ‘on which [a] belief’ that a statement is misleading was ‘formed’; and that they ‘state with
particularity facts giving rise to a strong inferertbat the defendant actedth the required state
of mind.” Dura Pharm., Inc. v. Broudd®44 U.S. 336, 346 (2005) (quoting 15 U.S.C. 88 78u-
4(b)(1), (2)). Accordingly, a plaintiff assertiragclaim for securities fraud pursuant to Section
10(b) of the Exchange Act and Rule 10b-5 mustag@lwith particularity “that the defendant, in
connection with the purchase or sale of securitregje a materially false statement or omitted a
material fact, with scienter, and that the plditstreliance on the defendés action caused injury
to the plaintiff.” Ganino v. Citizens Utilities Cp228 F.3d 154, 161 (2d Cir. 2000).

The Court found that the Thidlaim of the FAC failed to comply with these standards
because it did not sufficitlg allege materiality, sciger or loss causatiorSee Orlan2012 WL
1067975.

Specifically, with regard to scienter, the Cdiaind that Plaintiffs fied to set forth, with
the required degree of specificity, allegationthiem FAC that Halperin had access to documentary
evidence that belied the statements am&d in his attorney opinion lettersl. at *14. Moreover,

the Court found that Plaintiffs failed to identifyesifically the reports ostatements containing



the contradictory informationld.

Regarding loss causation, the Court conclutteat, while Plaintiffs adequately pled
transaction causation, they failed to plead thate existed a proximate causal link between the
false statements contained in Halperin’'s attorney opinion letters and the economic harm they
suffered. Id. at *14-15.

In dismissing the Third Claim of the FAC waut prejudice, the Court afforded Plaintiffs
another opportunity to plead teéements of materiality, scienter and loss causation with greater
specificity in order to satisfy the heightenedaing requirements of the PSLRA and Rule 9(b)
of the Federal Rules of Civil Procedurgee Orlan2012 WL 1067975.

[1I. Allegations Against Halperin in the SAC

The allegations in the Third Claim of the SA€ identical to thos@ the Third Claim of
the FAC. However, the SAC contains new allegations that fall into three general categories:
(1) Halperin knew, or was reckless in nkatowing, that the sale of 922 million restricted
Spongetech shares was unauthejz(2) Halperin conducted adequate due diligence with
respect to Spongetech’s financial conditiomd a(3) Halperin’s misrepresentations caused
Plaintiffs to suffer economic loss. (SAC at 1Y 119, 125, 131, 132 and 162.)

A. Unauthorized Sale

Plaintiffs contend that Halperin knew tha¢ thale and distributioof 922 million restricted
Spongetech shares was unauthorized because te énbad access to publicly available facts,
that Spongetech intended to reduce its numbeowimon shares authorized and outstandirdy. (
at 1 119.) On July 29, 2009, Spongetech annouhegdt would “reduce the number of common
shares that the Company has authorize@0©,000,000” and “lower its ostlanding shares to

approximately 500,000,000 sharesltl.] The SAC adds thabn February 28, 2009, Spongetech



filed a Form 10-Q with the SEC reporting thataid approximately 722 million shares outstanding
and issued. Id.) Plaintiffs argue that Halperin’s knéedge of and/or accswility to this
information should have persuaded him to naude misleading statements in his attorney
opinion letters. I¢l.)

B. Inadequate Due Diligence

Plaintiffs further assert thatalperin’s due dilignce relating to researching Spongetech’s
financial condition was substandardd.] The SAC contends that the Securities and Exchange
Commission’s (“SEC”) September 29, 2009 subm@oao Spongetech’sounsel seeking
information on its reviews, revenues and mige should have induced Halperin to conduct
additional due diligence into the facts supporting the statements contained in his attorney opinion
letters. [d.) Similarly, the SAC alleges thatNew York Posarticle from September 17, 2009
that suggested Spongetech was gedan securities fraud alshould have compelled Halperin
to cease issuing the attorney opinion letteld.) (

Moreover, in testimony before the SEC, Haipexdmitted that he did not review any of
Spongetech’s current financial statements befoeking the representations contained in the
ninety-two opinion letters used temove restrictive legends amregistered Spongetech stock.
(Id. at § 125.) Halperin further admitted thatdid not investigate whether the loans that RM
Enterprises International, dn (“RME”) allegedly made t&pongetech between December 31,
2007 and March 17, 2008 actually were made bef@resenting that the issuamof the restricted
shares to RME was in consideration for those purported lo&hsat {1 124, 125.) Halperin also
failed to confirm whether the powrted loans had been made witthe statutorily mandated one-
year period prior to the issuance of the residcshares to RME befotee represented in his

opinion letters that they hacgén made one year befordd. @t { 125.) Halperin conceded that



drafting between eighty and ninety attorney opinétters for one company in a four-month period
was an inordinate volume.ld() Plaintiffs allege that Halperin further admitted in his SEC
testimony that he knew, or should have known, ‘tiat entities he claingewere non-affiliates of
Spongetech were in fact affiliates and, in facine®f the Transferees shared Spongetech’s office
address, information which was available to” himd.)( Under SEC Rule 144, an affiliate
ordinarily may not rely upon the exemption froine securities registrain requirement provided
by Section 4(1) of the Securities Act of 1933, 15 U.S.C. § 77d, in distributing unregistered shares
of an issuer’s stockS.E.C. v. Cavanaugh55 F.3d 129, 134 (2d Cir. 1998)herefore, Plaintiffs
argue that the restricted shatdalperin recommended for releamto the public market from
these affiliate entities circumvented the proper registration requirements from which they had no
exemption. (SAC at § 129.)

C. Economic Loss

The SAC includes additional allegations tha fhise and misleading statements contained
in Halperin’s attorney opinion letters impropeirigiuced the sale of 922ilfron Spongetech shares
causing “substantial dilution” of the slearbeing purchased by Plaintiff¢d.(at  131.) The SAC
continues by alleging that, if Halperin had revealed that the new shares were restricted and
improperly placed in the public market, Plaintiffeuld have realized that “the true value of the
improperly sold shares” was “zero or near zerdd. &t § 132.) Halperin’sisrepresentations
caused Plaintiffs to purchase Spongetech stoicilated prices thus causing them economic loss.
(Id.) Specifically, Plaintiffs allege that Halperirestions caused Plaintifts purchase shares at
prices that “would have been commensunailh a pool of approximately 700 million to 900

million publicly disseminated shares ratligsin a pool of over 2 billion shares.Id(at § 162.)



DISCUSSION

Legal Standards

As it did with Halperin’s motion to dismissalAC, the Court treatdl factual allegations
in the SAC as true and draws all reasdeanferences in Plaintiffs’ favorSee Ganinp228 F.3d
at 161. “Dismissal is proper ‘only if it is cleamtino relief could be granted under any set of facts
that could be proved consistent with the allegation’fe Scholastic Corp. Sec. Litji@52 F.3d
63, 69 (2d Cir. 2001) (quotingishon v. King & Spaldingd67 U.S. 69, 73 (1984)).

Given that the SAC charges the same secul@vesiolations as the FAC, “[tlhe complaint
must identify the statements plaintiff[s] assert[y&&audulent and why, in plaintiff[s]’ view they
were fraudulent, specifying who made thesmd where and when they were maddr re
Scholastic Corp.252 F.3d at 69-70.

As noted above, a complaint alleging secesifiraud under Section 10(b) of the Exchange
Act is subject to the heightengdeading standards of Rule 9(bf) the Federal Rules of Civil
Procedure and the PSLRA.

Il. Plaintiffs’ Section 10(b) and Rule 10b-5 Claims

Plaintiffs’ principal claims are brought purstdo Section 10(b) of the Exchange Act and
Rule 10b-5 promulgated thereunder. To bringause of action pursuato these provisions,
Plaintiffs must allege with particularity that lgarin: “(1) made misstatements or omissions of
material fact; (2) with sciente(3) in connection withthe purchase or sale of securities; (4) upon
which plaintiffs relied; and (5) #t plaintiffs’ reliancewas the proximate cause of their injury.”
Lentell v. Merrill Lynch & Co., In¢.396 F.3d 161, 172 (2d Cir. 2005Accordingly, Plaintiffs

must convey through factual allegations that Halpevade materially false statements, and that he



did so with scienterSee In re Globalstar Securities Litigatid003 WL 2295163, at *5 (S.D.N.Y.
Dec. 15, 2003).

A misstatement or omission is material if thexa substantial probalti that a reasonable
investor would have considered it sigogint in making investment decisionSaning 228 F.3d at
161. “Material facts include thogkat affect the probable futued the company and that may
affect the desire of invests to buy, sell, ohold the company’s securitiesCastellano v. Young
& Rubicam, Inc.257 F.3d 171, 180 (2d Cir. 2001). “At the pleadstage, a plaintiff satisfies the
materiality requirement of RulEOb-5 by alleging a statement origsion that a reasonable investor
would have considered significantnmaking investment decisionsGaning 228 F.3d at 162.

The requisite scienter Plaintiffs must alleggais intent to deceive, manipulate or defraud.”

Kalnit v. Eichler 264 F.3d 131, 138 (2d Cir. 2001) (intergabtation marks and citation omitted).
In evaluating whether Plaintiffs faa satisfied this requirement, “the court must read the complaint
in toto and most favorably to plaintiff.” In re Regeneron Pharmadageals, Inc. Securities
Litigation, 2005 WL 225288, at *24 (S.D.N.Y. 2005ntg@rnal quotation marks and citation
omitted). However, Plaintiffs must allege facts tjiae rise “to a strong ference that [defendants]
acted with the required séabf mind, a weak yet reasonable infere of scienter” vil not suffice.
15 U.S.C. § 78-u-4(b)(2)in re JP Morgan Chase Securities Litigatj@63 F. Supp. 2d 595, 618
(S.D.N.Y. 2005). Plaintiffs can &blish scienter in either of wvays: “(a) by alleging facts to
show that defendants had both motive and opporttmitpmmit fraud, or (b) by alleging facts that
constitute strong circumstantial evidenceoiscious behaviar recklessness.Novak v. Kasaks
216 F.3d 300, 307 (2d Cir. 2000) (internal quotation marks and citation omitted).

As explained above, the Court dismissed th€ b&cause it failed to establish materiality,

scienter and loss causation for Halperin’'s allegasstatements and ossions in his attorney



opinion letters. Halperin assettsat none of the new factual allegations in the SAC regarding the
unauthorized sale of 922 million restricted Spoagktshares, the inadequate due diligence related
to Spongetech’s current financial condition andebenomic loss Plaintiffs suffered remedies the
deficiencies that led th@ourt to dismiss the FAC.

A. Materiality

Halperin argues that the SAC does not allidge Plaintiffs considred his opinion letters
when considering whether to invest in SpongetgDefendant’'s Memorandum of Law in Support
of Motion to Dismiss (“Def. Mem. of Law”) at 10, Dkt. Entry No. 70&¢lan I, 10-cv-4093.)
Halperin correctly notes that Plaintiffs merely spateithat, if Halperin revealed the true nature of
the shares’ status in his attorr@yinion letters, then Plaintiffsauld not have purchased any stock
or suffered any lossesld() Furthermore, Halperin contentihat “Plaintiffs were not even aware
of [his] opinion letters” in ordeto consider them at the teéof their stock purchasedd.

Relying on two decisions issued by the Unitedetatistrict Court for the Southern District
of New York (“Southern Distat”) in 2010 and 2012, respectively,aiitiffs counter that “[t|he
fact that the alleged misrepresatitns were made to a transégent rather than to the public, ...,
does not foreclose their being materiaS’E.C. v. Czarnik2010 WL 4860678, at *5 (S.D.N.Y.
Nov. 29, 2010)see S.E.C. v. Greenstone Holdings,,|12012 WL 1038570 (S.D.N.Y. Mar. 28,
2012); Plaintiffs’ Memorandum of Law in Oppositi to Motion to Dismiss (“Opp. Mem.”) at 12-
13, Dkt. Entry No. 73Qrlan I, 10-cv-4093.

Czarnikheld that “investor reliance is not a neceggaedicate for a finding of materiality.”
Czarnik 2010 WL 4860678, *5.Czarnikfurther held that “a misstamnent made in any phase of
the selling transaction can be material ifreasonable investor walilhave considered the

defendant’s alleged misrepresentations important, gtka statement is not made directly to the
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investor.” Id. Greenstone Holdingseld that a private written oumunication between an attorney
and a transfer agent does not foreclose a statesneateriality insofar as the misrepresentations
contained in such a communication “may be aered important by a reasonable investor.”
Greenstone Holding2012 WL 1038570 at *5.

However, as Halperin corré¢ notes in his repl papers, the case law above does not
include the heightened pleading requirementsdated by private securities actions under Section
10(b). (Defendant’s Reply MemorandumLaiw (“Reply”) at 3-5, Dkt. Entry No. 7%)rlan I, 10-
cv-4093.) Indeed, reliance is the critical element in private actions under Rule Tdxbic
Investment Management Co. LLC v. Mayer Brown L6683 F.3d 144, 156 (2d Cir. 2010).
Similarly, in Stoneridge Investment Partnetd,C v. Scientific Atlantathe Supreme Court held
that a Section 10(b) private right of action daes reach a defendant when the investors did not
rely upon that defendant’s statements or reptaiens. 552 U.S. 148, 152 (2008). Here, Plaintiffs
failed to plead sufficiently in the SAC that theslied upon Halperin’s stateants in the attorney
opinion letters when purchasings®lling Spongetech stock. Thus, Plaintiffs failed to establish the
materiality element of their Section 10(b)/Rule 10b-5 claim. Accordingly, Halperin’s motion to
dismiss the Third Claim of theAC is grantedavith prejudice.

The Court simply may end its Section 10(ljlR10b-5 analysis since Plaintiffs failed to
establish materiality Kalnit, 264 F.3d at 144 (upon finding that plaintiff failed to plead scienter
adequately, the court ruled that it was unnecgssa reach defendant’s arguments alleging
deficiencies in the manner in which plaintiff plealdmateriality or reliance). However, the Court

will continue with the scienter and loss cdimaprongs to exhaust the analysis fully.
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B. Scienter

As the Court stated in its March 29, 2012 Ortlex,crux of the scientéssue here is whether
Halperin acted recklessly in wirng his attorney opinion lettersSee Orlan2012 WL 1067975 at
*14. Since Plaintiffs failed to awonstrate that Halperin had a tiwe to defraud the shareholders,
they “must produce a stronger inference of recklessn&sdriit, 264 F.3d at 14%ee Orlan2012
WL 1067975 at *13.

Recklessness is “at the least, . . . an extr@eparture from the stdards of ordinary care
... to the extent that the damgeas either known to the defendantso obvious that the defendant
must have been aware of it.Novak 216 F. 3d at 308 (internal quotation marks and citation
omitted). Indeed, an inference of recklessness “may arise where the complaint sufficiently alleges
that the defendants . . . knew facts or had sd¢e information suggesting that their public
statements were not accurate” or “failed teathinformation they had a duty to monitord. at
311. “[T]o qualify as a strong inference, the infere of scienter must be more than merely
reasonable—it must be cogent and at leastcompelling as any opposing inference of
nonfraudulent intent.”’ECA, Local 134 IBEW Joint Pension Trust of Chicago v. JP Morgan Chase
Co, 553 F.3d 187, 198 (2d Cir. 2009) (internal quotation marks and citation omitted). Thus, “to
determine whether a complaint’s scienter gdlgons can survive threshold inspection for
sufficiency, a court governed by the PSLRAMUSt engage in a comparative evaluatibmust
consider, not only inferences udybdy the plaintiff,... but also competing inferences rationally
drawn from the facts allegedAn inference of fraudulent intentay be plausible, yet less cogent
than other, nonculpable explanatidos the defendant’s conduct.”South Cherry Street, LLC v.
Hennessee Group LLG73 F.3d 98, 111 (2d Cir. 200@mphases included) (quotiigllabs, Inc.

v. Makor Issues & Rights, Ltdb51 U.S. 308, 314 (2007)).
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Halperin contends that Plaintiffs failedestablish reckless conduct in the following three
respects: (1) Halperin’s alleged admissions &ol@guate due diligence in his testimony before the
SEC were false and taken out of context; Ha)perin reasonably reld in good faith upon the
representations of Spongetech a@sdcorporate officers in prepag the attorney apion letters;
and (3) Halperin was not under a duty to anticipadgerially adverse future events when preparing
the opinion letters. (Def. Mem. of Law at 12-20.)

Plaintiffs counter that Halperin’s SEC testiny was sufficiently particularized in the SAC
such that it demonstrated his “reckless abandahwfehis important dute” (Opp. Mem. at 14-
16.) In continued reliance oGzarnik and Greenstone HoldingsPlaintiffs further argue that
Halperin’s failure to review the information suppog the representations in his attorney opinion
letters constitutedeckless conduct.ld. at 16-17.)

As with the materiality analysis, the holdings @zarnik and Greenstone Holdingsre
inapplicable to an analysis s€ienter under the heightened plegdiaquirements of the PSLRA.
“Although the Second Circuit has ndirectly addressed the issumurts in this Circuit have
declined to extend the Supreme Court’s interpretation of the PSLRA’s strong inference standard in
Tellabsto [SEC] enforcement actions.Czarnik 2010 WL 4860678, at n. @nternal quotation
marks and citations omitted). Therefore, the lesser standard for recklessness us€&zannike
andGreenstone Holdingdecisions has no bearing on whetheximiffs demonstrated scienter in
the instant matter.

In its March 29, 2012 Order, the Court providadintiffs with speific guidance on how
to plead scienter with greater specificity by etating Halperin’s attorney opinion letters with
conflicting statements that were publicly available at the time he drafted those l@tlars.2012

WL 1067975, n. 6. Plaintiffs failed to heed thisdance. Plaintiffs’ enumeration of admissions
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Halperin made during his SEC testimony did notgate how or where it contradicted statements
he made in his attorney opiniortkrs. (SAC at § 125.Furthermore, the adissions were not pled
with particularity as Plaintiffs failed to attach the actual SEC record of testimony or specific
citations theretoSee Marcus v. From@75 F. Supp. 2d 496, 502-03 (S.D.N.Y. 2003) (court found
that plaintiff failed to satisfy scienter requirement when it alleged that the chief executive officer
of a corporation and thattorney preparing the opinion lettegarding the purchase of its shares
had access to documents informing them that ghieesentations in the lettevere false; however,
plaintiffs failed to cite to anyarticular documents contradictitige representations contained in
the letter). Here, Plaintiffs also failed to prowidny reference to the specific loan documents of
which they allege that Halperin was aware oplead with particularity th portions of those loan
documents that exhibited some indicia of fraU®&AC at 1 124, 125.) Therefore, Halperin's
alleged admissions before the SEC do not righeédevel of recklessness necessary to establish
scienter. Accordingly, Halperin’s motion to dis® the Third Claim of the SAC is granted with
prejudice.

C. Loss Causation

“It is long settled that a securities-fraudajpltiff ‘must prove both transaction and loss
causation.” Lentell 396 F.3d at 172 (quotingirst Nationwide Bank v. Gelt Funding Cor.7
F.3d 763, 769 (2d Cir. 1994)). As noted above, tharCalready held that Plaintiffs adequately
pled transaction causation in farch 29, 2012 Ordetherefore, it move$o a loss causation
analysis.Orlan, 2012 WL 1067975, at *15.

Loss causation “is the causal link betwees @leged misconduct and the economic harm
ultimately suffered by the plaintiff.Lentell 396 F.3d at 172 (internal giadion marks and citation

omitted). The PSLRA specifically codified thiemmon law requirement: “In any private action
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arising under this chaptehe plaintiff shall have the burden mfoving that the act or omission of
the defendant alleged to violate this chapter caused the loss for which the plaintiff seeks to recover
damages.” 15 U.S.C. § 78u-4(b)(4). “Thus toldgth loss causation, jalaintiff must allege ...
that thesubjectof the fraudulent statement or omission was the cause of the actual loss suffered,’
that the misstatement or omission concealed gonte from the market that, when disclosed,
negatively affected the ltee of the security.” Lentell 396 F.3d at 173 (quotin§uez Equity
Investors, L.P. v. Toronto-Dominion Bar#60 F.3d 87, 95 (2€ir. 2001) (emphasis included)).
“The loss causation inquiry typilbaexamines how direbt the subject of th fraudulent statement
caused the loss, and whether the resulting Woas a foreseeable outcome of the fraudulent
statement.”Suez Equity250 F.3d at 96. “Relatddctors include whethentervening causes are
present.” Id. “In the end, whether loss causation has been demonstrated presents a public policy
guestion, the resolution @fhich is predicatedpon notions of equity becae it establishes who,
if anyone, along the causal chain shouldlinble for the plaintiffs’ losses.”ld. Ultimately,
however, “[lJoss causation &fact-based inquiry” and it is insuffent “to allege that a defendant’s
misrepresentations and omissions induced a ‘puectiae value disparity’ between the price paid
for a security and its ‘true “investment quality.”Lentell 396 F.3d at 174 (quotingmergent
Capital Investment Managemeht C v. Stonepath Group, In®@43 F.3d 189, 198 (2d Cir. 2003)).

In support of their loss causation argumerlgintiffs allege tht the misstatements
contained in Halperin’s attorney opinion letteeused “hundreds ofdhsands” of unregistered
and previously restricted Spongetech shareter the public market @rices incommensurate
with the actual volume of two biih shares available for purchase and sale. (SAC at  162.) The
SAC further alleges that Plaintiffairchased these shares at pri@ssistent with the availability

of 700 million to 900 billion shares in the market as previously advertisdd. ltimately, the
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SAC contends that Halperin’s false statementsed the value of Spongeh'’s stock to become
substantially diluted and valuelesgd. @t 1 131, 132; Opp. Mem. at 18.)

Halperin counters that Plaintiffs’ failure tordenstrate their relianaan the opinion letters
in purchasing Spongetech securifiesecloses their loss causatiamument. (Def. Mem. of Law
at 20.) Halperin also correctly notes that tatren of the Spongetecha@eities fraud through the
series ofNew York Posarticles published between Semiber 17, 2009 and September 28, 2009
constitutes an intervening event responsible fod#wtine in the price of thshares. (Reply at 9-
10;seeSAC at 1 143-151.) Notwithstanding Plaintifentention that the loss they suffered was
foreseeable by Halperin and that the loss wasechlg the materializatioof the concealed risk
of stock dilution, Halperin'srelationship to Plaintiffs’ investment loss and the misstated
information was not sufficiently diot to warrant liability for theecurities fraud. If a defendant’s
connection to the loss and the risk concealmentaaadted, “or if the plairff fails to demonstrate
a causal connection between the content of ltkgexdd misstatements or omissions and the harm
actually suffered, a fraudaim will not lie.” Lentell 396 F.3d at 174 (ietnal quotation marks
and citations omitted).

Where, as here, “substantial indicia ok thisk that materialized are unambiguously
apparent on the face of the disclesualleged to conceal the very same risk, a plaintiff must allege
() facts sufficient to support an inference thawits defendant’s fraud—ttger than other salient
factors—that proximately caused plaintiff's loss; (ii) facts sufficientto apportion the losses
between the disclosed and concealed portions eiskéhat ultimately destroyed the investment.”
Id. at 177. Plaintiffs have done neither, and tbfier no factual basis to support the allegation
that the misrepresentations and omissionsarattorney opiniotetters caused the losses flowing

from the well publicized SEC manddteat Spongetech redo its finaalcstatements. (SAC at |1
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143-151.) The origins of this mandate st&nmm perceived improprieties committed by the
company'’s auditor and the alleged forgefcertain attorneppinion lettersinter alia. (Id. at 19

119, 143-151.) Halperin’s lack obnnection to the preparation®bongetech financial statements
renders his role in causing Plaintiffs’ economidfering attenuated. Similarly, the use of some
of his attorney opinion letters by Spongetech corgovéficers to remove restrictive legends from

shares unregistered and otherwise restricted sfaareansfer to affiliated entities did not directly

involve Halperin. Accordingly, Plaintiffs failed to adequately plead loss causation and Halperin’'s

motion to dismiss the Third Claim tfe SAC is granted with prejudice.
[1I. Manipulation and Scheme Liability

Plaintiffs further contend thadalperin and Spongetech corpte officers acted in concert
with one another and “directly participatedtie scheme” to preparedsign attorney opinion
letters containing false informat causing 2.5 billion unregisteretares of Spongech to flood
the market at artificially inflatedrices. (SAC at § 196; Opp. Meat.18.) However, the Supreme
Court’s decision inStoneridgeforeclosed Plaintiffs’ theorpf scheme &bility. In Stoneridge
plaintiffs sought to hold two companies liable fogittparticipation in fradulent transactions that
allowed the issuer of securities to overstate its reven8toneridge 552 U.S. at 153-55.
Notwithstanding the decepgivnature of the defendants’ conuehich enabled the issuer to
conceal the misrepresentations in its financatieshents, the Supreme Court found that the critical
element of reliance was abseid. at 159. It eglained that

[Defendants’] deceptive acts were not communicated to the public. No member of

the investing public had knowdge, either actual or presumed, of [defendants’]

deceptive acts during the relevant timd®laintiffs], as a result, cannot show

reliance upon any of [defendants’] actiong&pt in an indirect chain that we find
too remote for liability.
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Like the defendants iBtoneridge Halperin is alleged to have facilitated the dilution of
Spongetech shares and the inflation of its sfwate in the public market by concealing the true
state of its financial condition fronmvestors. However, Halpertorrectly notes that Plaintiffs
failed to allege that they had knowledge of the misrepresentations in his attorney opinion letters
because those letters were nes@mmunicated to Plaintiffs. (Def. Mem. of Law at 18.) Thus,
Stoneridgdorecloses Plaintiffs’ claim of schemebiaty and that claim is hereby dismissed.

CONCLUSION

For the reasons set forth above, Halperin's amoto dismiss the Third Claim, arising under
Section 10(b) of the Exchange Asstd the rules promulgated thereundegranted with prejudice.

SO ORDERED.

Dated: Brooklyn, New York
March 24, 2017

/sl
DORA L. IRIZARRY
Chief Judge
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