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LEWISA. KAPLAN, District Judge.

This action arises out of statements regarding the internal controls and accounting
practices of Weatherford International Ltd. (“Weatford” or the “Compay”), after Weatherford
announced in 2011 that it had understatethitexpenses from 2007 through 2010 by over $500
million. Lead plaintiff American Federation of Musicians and Employer’s Pension Fund (“AFME")
alleges that Weatherford and certain of its ofcas well as its auditor Ernst & Young LLP (“Ernst
& Young” or “E & Y”), violated Sections 10(kgnd 20(a) of the Sedties Exchange Act of 1934
(the “Exchange Act®and Rule 10b-5 thereundéry knowingly issuing materially false statements
regarding the Company’s tax accounting for the relevant time period and omitting to state facts
necessary to make the statements that were made not misleading.

This matter is now before the Court on dgefants’ motions to dismiss the complaint
for failure to state a claim and on AFME’s nastifor leave to supplement the amended complaint

(the “AC™).

Facts
Parties
A. Lead Plaintiff

AFME is “one of the largest pension fundshe entertainment industry,” with “over

Seel5 U.S.C. §§ 78j(b), 78t.

Seel7 C.F.R. § 240.10b-5.
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$1 billion dollars in assets under manageméiit jurchased Weatherford common stock during

the class period.

B. Defendants

The defendants are the Company, Erng¥o&ing, and several individuals associated
with the Company (the “Individual Defendants”).

Weatherford is an “international provider of equipment and services used in the
drilling, completion and production of oil and natural gas wéllsErnst & Young is a certified
public accounting firm that Weatherford hired to provide independent audits, accounting and
management consulting services, tax seryiaad review of Weatherford’s SEC filings.

The Individual Defendants are Ms. JessAbarca and Messrs. Bernard Duroc-

Danner, Andrew Becnel, and Charles Gee?, Duroc-Danner is Weatherford’s chief executive

DI 12, at 8.

SeeAC ¢ 38. The class period is definedAgxil 25, 2007 (when the Company’s first
guarter 2007 financial results wardeased) through March 1, 201%eeDI 12, at 2.

Weatherford and the Individual Defendantsraferred to collectively as the “Weatherford
Defendants.”

AC 1 39.

Id. 1 40.

Seeidf 1.
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officer, president, and chairm@nBecnel was the Company’s senior vice president and chief
financial officer’® Geer was Weatherford’s vice president and principal accounting dfficer.

Abarca was the Company’s chief accounting officer and vice president of accdénting.

Il. The Amended Complaint
The AC focuses on Weatherford’s alleged understatement of tax expenses in its
financial statements for the years 200008, 2009, and the first three quarters of 2810alleges

that, through “a simple and crude tax accountiagdt” the Company’s effective tax rate dropped

Sedd. 142. Duroc-Danner has been chief exeeutifficer, president, and chairman since
1998. Seeid. He signed Weatherford’s 2007, 20@68d 2009 Form 10-Ks, as well as its
first, second and third quarter Form 10-Qs2007, its first, second, and third quarter Form
10-Qs for 2008, its first, second, and thgdarter Form 10-Qs for 2009, and its first,
second, and third quarter Form 10-Qs for 208€dd. 143. He signed also a June 9, 2009
Form 8-K, and patrticipated in “every earnimgsference call with analysts during the Class
Period.” 1d.

10

Sedd.  44. Becnel became vice president of finance in 2005, and chief financial officer
in 2006. See id.He signed Weatherford’s 20@Q08, and 2009 Form 10-Ks, a 2009 Form
10-K/A, a March 12011 Form 12b-25, “érms 10-Q for ever quarter covered by the
Restatement,” and “Current Reports on Forms 8-K covered by the Restatelthefls.

He is alleged also to havparticipated on every conferencall with analysts during the
Class Period."ld.

11

Seeid. §16. His alleged “sudden departure frane Company was announced on March
16, 2011.”Id. 1 1. He signed Weatherford’s sed quarter Form 10-Q for 2010, as well
as a Form 10-Q/A for this same quarteR@10, and its third quarter Form 10-Q for 2010.
Id. 146. “Geer also participatl in the Company’s March 2, 2011 ‘material weakness’
conference call with analystsld.

12
See idf 47. Abarca signed Weatherfor@807, 2008, and 2009 Form 10-Ks, as well as
its first, second, and third quarter Form 10fQs2007, its first, second, and third quarter

Form 10-Qs for 2008, its first, second, anddlyuarter Form 10-Qs for 2009, and its first
quarter 10-Q for 2010See id.

13
See idf 24.
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“sharply” in 2007 and that the Company reportadificially low and rapidly declining effective
tax rates—one of the lowest, if rtbe lowest, in the industry” through the rest of the class pé&tiod.

According to the AC, the lower rate was pdrticular interest to analysts and
investors. The Weatherford Defendants are alleged to have “closely monitored Weatherford’s
effective income tax rate, and specifically touted numerous SEC filings and analyst conference
calls.”™ For example, when asked during aniRp007 call about the surprisingly low tax rate,
Becnel stated “[yles, that was good wdrkm our tax group in terms of planning®” The
Company’s 2008 and 2009 annual reports stated thatf#creases in the Company’s effective tax
rates were ‘due to benefits realized from the refinement of our international tax structure and
changes in our geographic earnings mi%.As a result of the lowerxaates, a number of analysts
upgraded their earnings estimates for Weatherford, with one July 2007 report stating that its higher
estimates were “primarily a function of a lower effective tax ratg.”

This apparently lower rate proved illusory. On March 1, 2011, the Company
announced that it would restate its earnings for 20@agh the third quartef 2010. It stated that

it had identified in February 2011 a “‘material Weass in internal control over financial reporting

14
Id. 19 5-7.
15
Id. § 8;see id 9 73—-76.
16
Id.
17
Id. 7 17.
18
Id. 7 10;see idfy 73-76.
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for income taxes.* In particular, it said that the “Cquany’s processes, procedures, and controls
related to financial reporting were not effectieeensure that amounts related to current taxes
payable, certain deferred tax assets and liabilitesgrves for uncertain tax positions, the current
and deferred income tax expense and related footnote disclosures were aéturate.”

According to the statement, the Cceng conducted additional testing after
identifying the material weakness and, in the psscelentified tax receivable balances for which,
as the Company later explained to the SEC, “documentary support was not avéilabhe”
Company stated that it subsequently determinatittitose receivables had been recorded in error
due to “a tax benefit incorrectly being appliedhe elimination of intercompany dividends.'It
said that the “error manifested itself in 2007 amht undetected in that year and each subsequent
year.® It clarified that it had not erred in its aat cash payment of taxes to the Internal Revenue

Service, but rather in itaccounting for tax expense itis financial statements. The Company

19

Id. 7 135. Asthe Company explained elsewhgre]aterial weakness is a term of art. It
is a deficiency or combination of deficieasiin internal control over financial reporting
such that there is a reasoralplossibility that a material misstatement of the financial
statements would not be preventeddetected on a timely basisld. § 136 (alterations
omitted).

20
Id. 7 134.
21
DI 68, Ex. 8 at 2.
22

Id.; seeAC § 137(quoting Becnel's statements on March 2, 2011 conference call that the
error arose from “tax-affecting’ an intemempany transaction at a 35% level rather than
at a 0% effective tax rate, thereby leading to the creation of a “substantial tax asset’).

23

DI 68, Ex. 9 at 2.
24

See id.
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ultimately concluded that it had understated its 2007—-2010 tax expense by approximately $500
million—$460 million due to these intercompany transactions and $40 million relating to foreign
tax asset$ Thus, the Company’s tax expense actuatg $1.2 billion rather than the previously-
reported $700 millio® A March 8, 2011 annual report providedtated financial information and
included an opinion by Ernst & Young, which sthtthat Weatherford had “not maintained
effective internal control over fimeial reporting as of December 31, 2018.The AC alleges that
Weatherford’s stock price declined nearly 11 percent on the day following the announcement,
thereby eliminating $1.8 billion from Weatherford’s market capitalization.

The AC asserts claims under Sections 10(b) and 20(a) of the Exchange Act and Rule
10b-5 thereunder. It alleges that the WeathidrDefendants committed securities fraud through
false statements and omissions falling into twoqpial categories: (1) those arising directly from
the understatement of tax expense and (2) those pertaining to Weatherford’'s maintenance of internal
controls over its financial reporting. In addition, the AC allegesHnast & Young committed
securities fraud when it provided, throughoutdlaess period, (1) its unqualified opinion regarding
the fair presentation of Weatherford’s finangasition and its compliance with generally accepted
accounting principles (“GAAP”) (2) its unquaefl opinion regarding the effectiveness of

Weatherford’s internal controls and (3) itatsiments that it complied with generally accepted

25
See id.
26
DI 68, Ex. 9 at 5.
27
AC 1 140.
28

See id. 4.



auditing standards (“GAAS”) in reaching these conclusions.

Discussion
Legal Standard

In deciding a motion to dismiss under Ruleld)g§), a court must accept all factual
allegations in the complaint as true and driweasonable inferences in the plaintiff's favdrin
order to survive such a motion, the complainnhust contain sufficient factual matter, accepted as
true, to state a claim to relief that is plausible on its fate&"claim is facially plausible “when the
plaintiff pleads factual content that allows the court to draw the reasonable inference that the
defendant is liable for the misconduct alleg&d.”

To state a claim under Section 10(b) of theltange Act, a plaintiff must allege facts
sufficient “to establish that the defendant, in connection with the purchase or sale of securities, made
a materially false statement or omitted a material fact,seignter and that the plaintiff's reliance
on the defendant’s action caused injury to the plaintiff.”

A complaint asserting a Section 10(b) claim must satisfy also the heightened pleading

standards of Rule 9(b) and the Private @ieies Litigation Reform Act of 1995 (“PSLRA™

29
See Anschutz Corp. v. Merrill Lynch & C690 F.3d 98, 107 (2d Cir. 2012).
30
Id. (quotingAshcroft v. Igbal556 U.S. 662, 678 (2009)).
31
Igbal, 556 U.S. at 678.
32

ECA & Local 134 IBEW Joint Pension Trust of Chi. v. JP Morgan Chase568.F.3d
187, 197 (2d Cir. 2009) [hereinaftdeCA] (internal quotation marks omitted).

33
SeeFED. R.CIv. P.9(b); 15 U.S.C. § 78u—4(b).
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Under Rule 9(b), “averments of trd [must] be stated with particularity” and a plaintiff must “(1)
specify the statements that the plaintiff contemndee fraudulent, (2) identify the speaker, (3) state
where and when the statements were made, o ¢fain why the statements were frauduléft.”

In addition, the PSLRA requires a complaintdtate with particularity facts giving
rise to a strong inference that the defendant acted with the requisite state oniihd.fequisite
state of mind is an intent to “deceive, manipulate, or defraiidIi this circuit, allegations of
recklessness — “an extreme departure from thedatds of ordinary care to the extent that the
danger was either known to the defendant or so obvious that the defendant must have been aware
of it” — are sufficient’

In evaluating whether a complaint alledasts giving rise to a “strong inference of
scientey” courts must consider all the facts allegeéerences favoring plaintiffs rationally drawn
from the facts, and “plausible, nonculpable explanations for the defendant’'s cofid(idte

“inference ofscientermust be ‘more than merely plausible or reasonable—it must be cogent and

34

Anschutz690 F.3d at 108 (interhguotation marks and alterations omittesBe alsdl5
U.S.C. § 78u-4(b)(1) (providingdh“the complaint shall geify each statement alleged
to have been misleading, the reason or reasbgghe statement is misleading, and, if an
allegation regarding the statement or onoissis made on information and belief, the
complaint shall state with particularity all facts on whibat belief is formed”).

35

15 U.S.C. § 78u-4(b)(2)(AsccordTellabs, Inc. v. Makor Issues & Rights, L6561 U.S.
308, 314 (2007).

36

ECA 553 F.3d at 198 (quotinkellabs 551 U.S. at 313).
37

Id. (internal quotation markand alterations omitted).
38

Tellabs 551 U.S. at 324.
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atleast as compelling as any oppgsinference of nonfraudulent intent>’Generally, the plaintiffs
must allege facts sufficient to show that eachmigdat “personally knew of, or participated in, the
fraud.” That is, the plaintiff must allege that each defendant had the regaisiteer*

A complaint may satisfy thecienterrequirement “by alleging facts to show either
(1) that defendants had the motive and opportaaitpmmit the fraud, or (2) strong circumstantial
evidence of conscious misbehavior or recklessrgss.”

In order sufficiently to allege “motive and opportunity,” plaintiffs must allege that
defendants “benefitted in some conciate personal way from the purported fratfd@ur Circuit
has made clear that goals “possessed by virtadlllyorporate insiders” are insufficient to allege
motive for Section 10(b) purpos&s.Such common goals include “the desire to maintain a high
credit rating for the corporation or otherwise susthe appearance of corporate profitability or the
success of an investment, or the desire to maiathigh stock price in order to increase executive

compensation®

39

ECA 553 F.3d at 198 (quotintellabs 551 U.S. at 314).
40

Mills v. Polar Molecular Corp.12 F.3d 1170, 1175 (2d Cir. 1993) (emphasis omitted).
41

See In re BISYS Sec. Liti®97 F. Supp. 2d 430, 440 (S.D.N.Y. 2005) (hereinafter
“BISYS).

42
ECA 553 F.3d at 198.
43
Id. (internal quotation marks omitted).

44

South Cherry Street, LLC v. Hennessee Grp.,1373 F.3d 98, 109 (2d €2009) (internal
guotation marks omitted).

45

Id.



10
If plaintiffs have not alleged motivand opportunity sufficiently, they may rely upon
the “strong circumstantial evidence” prong, “though the strength of the circumstantial allegations
must be correspondingly greater if there is no moti¥ed’complaint alleges strong circumstantial
evidence okcienterwhen it alleges that defendants (1) “bétted in a concrete and personal way
from the purported fraud,” (2) “engaged in deldtety illegal behavior,” (3) “knew facts or had
access to information suggesting that their public statements were not accurate,” or (4) “failed to

check information they had a duty to monitéft.”

Il. Analysis
A. Weatherford Defendants

1. Motive and Opportunity

AFME contends that the AC adequately pleads that the Weatherford Defendants had
both a motive and the opportunity to commit fraud. The contention is unavailing.

The AC points first to the Individual Defendants’ discretionary bonuses tied to
performance targets and their large compensation pacfag&€sich motives, however, are
“possessed by virtually all corporate insiders” @mastare insufficient to give rise to the requisite

strong inference ddcienter*® Similarly unavailing are the ACallegations that the fraud helped

46
ECA 553 F.3d at 199 (internal quotation marks omitted).
47

Id.; Novak v. Kasak216 F.3d 300, 311 (2d Cir. 2008ge Teamsters Locédl5 Freight
Division Pension Fund Dynex Capital, In¢531 F.3d 190, 194 (2d Cir. 2008) [hereinafter
(“Teamstery].

48
SeeAC 11 22-23, 151-58.

49
South Cherry Stree$73 F.3d at 109 (internguotation marks omitted).
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the Company meet earnings targets or sustain the appearance of proftfability.

The Second Circuit has recognized tingividual stock sales by corporate insiders
will provide the requisite motive. But the AC fails to allege that any such sales occurred here. It
states only that certain of the individuafeledants—Duroc-Danner and Becnel—“delivered tens
of thousands of their personally-held Weatherfomraet back to Weatherford” one day before the
Company announced that it would issuing the financial restatemehtlt noticeably does not
state, however, that either Duroc-Danner or Beaaielally sold stock at that time. The inadequacy
of the pleading is highlighted by the defendaatsertion that these were “shareholder-approved|]
tax withholding transactions in which the executisesendered a portion of their stock grants (but
retained [and acquired] a much larger part) on thesddose grants vested in order to cover their
withholding obligations* AFME'’s briefing does not earnesttpntest defendants’ assertion and
states only that resolving this argument would be “improvident at this early staget’the Court
need not determine whether defendants’ proffergulanation is correct or accurate. The basic
point is that plaintiff has failed adequately tege that these deliveries were sales of stock, that
they resulted in profits or avoided losses, or eéliatthey had the net effect of reducing defendants’

overall holdings in Weatherford stock. The laclsoth allegations precludes any strong inference

50
SeeAC 11 10, 11, 28South Cherry Streeh73 F.3d at 109.
51
SeeECA 553 F.3d at 198.
52
AC 1 23; e id.| 158.
53
DI 69, at 9 n.9.
54

DI 71, at 25.
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of scienterbased on these deliveries.

In light of the inadequacy of these groumaismotive, AFME focuses principally on
its theory that the fraud inflated Weatherford's stock price and thus permitted it to fund its
“aggressive growth strategy” while avoidingd®mming an acquisition target in its own righiThe
AC points to a “sampling” of seven acqgtiens Weatherford conducted from 2007 through 2009
and further refers to Weatherford's 2009 annupbre which stated that the Company funded its
2008 and 2009 acquisitions through the issuance of $287 million in®stock.

The theory is rejected easily with regard to the Individual Defendants because
plaintiff “nowhere allege[s] thatefendants engaged in these transactions to secure personal gain”
as opposed to carrying out their “financial responsibilities to the Compamdreover, “[e]ven
if the complaint is read to sdiat defendants artificially inflated [Weatherford’s] stock price to
increase their personal compensation (by undertaking the cited transactions or otherwise), the

complaint would still fail to allege the requisitgotive” because such an incentive is common to

55

AC 1 67 (internal quotation marks omittedie id 1 30 n.6, 68—70, 163-64.
56

Id. § 164.

57

Rombach v. Chan@55 F.3d 164, 177 (2d Cir. 2004)t@rnal quotation marks omitted).
The only allegations in the AC coming close to such a charge are those of a confidential
witness, CW1, who purportedly stated thabider to “earn brownie points,” Becnel “bent
accounting rules when Weatherford went onaaquisition spree.” AC { 56 (internal
guotation marks oitted). In the absence of othexcts supporting the relevant point, a
complaint must describe confidential witnesSgith sufficient partialarity to support the
probability that a person in the positimtcupied by the source would possess the
information alleged."Novak 216 F.3d at 314. The complaint’s description of CW1 simply
as a “Senior Financial Executive,” AC 1 54oyides an insufficient basis to conclude that
CW1 would be privy to Beadi's inner motivations.SeeBISYS$ 397 F. Supp. 2d at 442
(deeming inadequate similarly general descriptions of various confidential witnesses).
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all insiders2®

More challenging is the question of whether the corporate defendant—Weatherford
itsel—may be inferred to have had the requisite motive due to its interest in acquiring other
companies. While “artificial inflation of stock pas in order to acquire another company . .. ‘in
some circumstances’ [may] be sufficient for scientgtiie “desire to achievéne most lucrative
acquisition proposal can be attributed to virtually every company seeking to be acquired or to
acquire another” and therefore generally is insufficiérivhether an interest in acquisitions is
sufficient is an “extremely contextual” inquiryahdemands an allegation of a “unique connection
between the fraud and the acquisitiéh.”

The Circuit has provided little guidance as to what this “unique connection” must be,
but has suggested that it is sufficient when this§tatements directly relat[e] to the acquisitiéh.”

The Court concludes that this requirement demamai® than alleging simply that the Company

58

Rombach355 F.3d at 17%&eeBISYS397 F. Supp. 2d at 446 jeeting motive based on
acquisition spree as to individugefendants for same reason).

59
ECA 553 F.3d at 201 n.6 (quotipthman v. Grego220 F.3d 81, 92—-94 (2d Cir. 2000)).
60

Id. at 201 (internal quotain marks omitted) (citin&alnit v. Eichler 264 F.3d 131, 141
(2d Cir. 2001)).

61
Id. at 201 n.6 (internal quotation marks omitted).

62

See id(citing Cohen v. Koenig25 F.3d 1168, 1170-71, 117324 Cir. 1994))see also
Rothman 220 F.3d at 93 (relying dn re Time Warner Inc. Sec. Liti@ F.3d 259, 262,
270 (2d Cir. 1993), in which our Circuit addsed misstatement that directly concerned
company’s search for strategic partnersl ats nondisclosure of its consideration of
alternative stock offering).
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acquired companies during the class period with the use of%tock.

There is an important reason to appkacting scrutiny tany claim of motive
through company acquisitions. A plaintiff who alleges motive and opportunity necessarily has
satisfied the pleading requirements $orenter even without any allegation that a statement that
later proved to have been false was maille an indication of knowledge or recklessn&s3his
helps explain why our Circuit refuses to consalergations of even lavish executive compensation
as sufficiently alleging motive despite the fadttbne certainly could imagine that a number of
executives might commit fraud in order to maintieir positions and therefore their considerable
annual pay packages. The point is not whether gaglpackages provide, in at least some sense
of the word, “motive” to commit fraud, but ratharhether the mere fact that an executive is paid
well provides a motive sufficient to permit a casgado discovery without any further allegations

that would support an inference s¢ienter Our Circuit has concluded, and the PSLRA has

63

The Court recognizes thatRothman v. GregoR220 F.3d 81, our Circuit observed that a
stock-based acquisition contemporaneous \itihapparently otherwise unrelated to, the
misstatements “reenforce[d] the adaqy of the complaint’s allegation sfienter” Id. at

94. ButRothmaralready had concluded that t@enterelement was alleged adequately
through sufficient circumstantial exdédce of recklessness. MoreowRothmamow must

be read in the context BICA which emphasizes the importance of the “unique connection”
between the fraud and the acquisition.

ECAundermines also plaintiffseliance on a prior decisioimn re Interpublic Securities
Litigation, No. 02 Civ 6527, 2003 WL 21250682 (S.D.N.Y. May 29, 2003), for the
proposition that a sustained growth-by-aciigis strategy not otherwise connected to an
alleged fraud provides sufficient motive.

64

SeeECA 553 F.3d at 198 (recognizing that the requisiienter can be alleged with facts
showing ‘either(1) that defendants had the motive and opportunity to commit foa (@)
strong circumstantial evidence of consciousbehavior or recklessness” (emphasis
added)).
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reinforced, that relying on such motivgm$sessed by virtually all corporate insid&siould be

improper because it would require “virtually evegmpany in the United States that experiences

a downturn in stock price . . . to defend securities fraud actténs.”

Likewise, while an acquisition program furtbiey stock issuances in a certain sense

might provide a “motive” to inflate the stoprice, it is not sufficient to allegeeienter Accepting

AFME'’s position would allow a plaintiff to procedd discovery whenever it can allege that a

company that is growing through the issuancegaitg made a statement that ultimately proved to

have been materially false but helped toedise company’s share price. That conclusion is

inconsistent with the PSLRA and our Circuit'sjpggrements of a “unique connection” between the

fraud and the acquisition, and this Court declines to acc¥pt it.

65

66

67

South Cherry Stregb73 F.3d at 109 (internal quotation marks omitted).
ECA 553 F.3d at 201 (internal quotation marks omitted).

The Court notes a potential further groundffoding motive insufficient here—any such
motive to raise the stock price in orderdad acquisitions more cheaply would inure to the
benefit of all shareholders, and thus would deronstrate intent to defraud Weatherford
shareholdersSeeKalnit, 264 F.3d at 141 (observing, in case in which company was target
of acquisition, that “any intend defraud [the acquirer] canno¢ conflated with an intent

to defraud the shareholders” because “achieving a superior merger benefitted all
shareholders”)cf. ECA 553 F.3d at 203 (“Even if [defdant] was actively engaged in
duping other institutions for the purposes of gajrat the expense of those institutions, it
would not constitute a motive for [the deflant] to defraud its own investors.”).

Kalnit andECAappear to be in some tension wikbthmaron this point, because it would
seem that any time an inflated stock ppeemits cheaper acquisition proposals, the lower
price paid would inure to the benefit df ahareholders. Because the allegations are
insufficient for other reasons, the Court neetiresolve any apparetension among these
cases.
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2. Circumstantial Evidence of Recklessness
As discussed above, plaintiff alleges two different kinds of false statements by the
Weatherford Defendants: (1) those relating to théitgua Weatherford's internal controls and (2)

those relating to the understated tax expéhse.

a. Internal Controls

In every Form 10-Q and 10-K filed duritige class period, certain defendants made
statements regarding the effectiveness of Weattwsf internal controls. In particular, Duroc-
Danner and Becnel individually certified that they were “responsible for establishing and
maintaining disclosure controls and procedureand internal control for financial reporting™ for
Weatherford and have, among other things, “$tjaed such internal control over financial
reporting, or caused such internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for exédrpurposes in accordance with generally accepted
accounting principles™ and “disclosed, based onmost recent evaluation of internal control over

financial reporting, to the registrant’s auditorglahe audit committee of the registrant’s board of

68

The AC and plaintiff's briefing leaves someattunclear whether plaintiff alleges a third
category of false statements regarding Bompany’s projected capital expenditures
(“capex”). Compare AC 18 (alleging that “[aother adverse consequence of
Weatherford’s lack of internal controls redd to the Company’s capital expenditures . . .
which far exceeded its stated budgets” andyadtpthat the Company repeatedly revised
its capex projectionsyith DI 71, at 24 n.21 (plaintiff ®pposition brief contending that it
has not “abandoned’ its capex allegationsThe Court does not understand the AC’s few
paragraphs discussing capex statementd forsle an independei@ection 10(b) claim on
this ground. In any event, the Court agne#@h the Weatherford Defendants that any such
claim should be dismissed because plairftifs to allege thefalse statements with
particularity and fails to raise any infemnthat the projections were made with the
requisitescienter
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directors . . . [a]ll significant deficiencies anthterial weaknesses in the design or operation of

internal control over financial reporting which are reasonably likely to adversely affect the

registrant’s ability to record, processymmarize and report financial informatiof’™” These

attestations continued quarterly as late aséshber 1, 2010, in Weatherford’s 10-Q for the third

quarter of 2013°

By contrast, the Company’s March 2011 restatement identifying the “material

weakness” detailed significant gaps in its internal controls as follows:

“The Company’s processes, procedures and controls related to financial reporting
were not effective to ensure that amounts related to current taxes payable, certain
deferred tax assets and liabilities, resefgeancertain tax positions, the current and
deferred income tax expense and related footnote disclosures were accurate.
Specifically, our processesaprocedures were not designed to provide for adequate
and timely identification and review of various income tax calculations,
reconciliations, and related supporting documentation required to apply our
accounting policies for income taxes in accordance with US GAAP.

“The principal factors contributing to the material weakness were: 1) inadequate

69

70

AC 1 142. The Company itself made statemalsts in each report about the effectiveness
of its internal controls, relying on the técations of DurocBanner and Becnel. In
particular, it stated,

“[W]e carried out an evaltian, under the supervision and with the participation of
management, including [Becnef]jé[Duroc-Danner], of the effectiveness of our disclosure
controls and procedures . . . . Basgibn that evaluation, our CEO and CFO have
concluded our disclosuntrols and procedures are effective as of the end of the period
covered by this report to ensure that infatimn required to be disclosed by us in the
reports we file or submit under the Exchadge is recorded, processed, summarized and
reported within the time periods specified in the Securities and Exchange Commission’s
rules and forms and that information ratgtito us . . . required to be disclosed is
accumulated and communicated to manageniecitiding the CEO and CFO, to allow
timely decisions regardg required disclosure.”

DI 65, Ex. 15 at 39.

SeeDl 65, EXx. 17.
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staffing and technical expertise within the company related to taxes, 2) ineffective
review and approval practices relating to 8958 inadequate processes to effectively
reconcile income tax accounts and 4) inadequate controls over the preparation of
quarterly tax provisions’®
Although the March 2011 restatement specifically stated only that Weatherford’s
internal control over financial reporting for income taxes was not effective “as of December 31,
2010 (i.e., the end of that particular reporting period), in light of the Company’s attestations
through the class period that itsémal controls had not chand&and the fact that the $500 million
tax expense understatement persisted from 2007 through 2010, one reasonably may infer that
Weatherford’s internal controls in fact were inadequate throughout the class period.

The question, of course, is whether theakéquately pleads that Becnel and Duroc-
Danner made their certifications either knowing theye false or with reckless disregard for their
truth/* The Court is mindful of the fact thahe certifications involve a certain amount of
subjectivity, e.g., regarding whether Weatherford’'s internal controls provide “reasonable

assurance’ about the reliability of financial reportifgrhis Court previously has recognized how

the subjectivity of statements in the securitiasiff context bears on whether a plaintiff adequately

71
DI 68, Ex. 4.
72
Id.
73
See, e.g.DI 65, Ex. 15 at 39.
74
SeeSouth Cherry Stregb73 F.3d at 109.
75

AC 1 142.
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has allegedcienter’® But subjectivity will not completg immunize a sitement from review
under Section 10(b). Indeed, a plaintiff can pla@thim adequately based even on a statement of
opinion if it alleges facts sufficient to “permit a ctugion that [the defenddgrither did not in fact
hold that opinion or knew that it had no reasonable basis for it.”

The Court concludes that AFME has allegmienteradequately with regard to
Becnel’s statements about internal controlsielrching this conclusion, the Court relies on several
key factors.

First, the personal participation of Becnel in designing and evaluating the internal
controls is relevant to the inquiry. The cedidfiions state that Becnel, along with Duroc-Danner,
was “responsible for establishing and maintainirigbse controls and “‘designed™ or caused such
controls to be designed under his supervigioMoreover, Becnel participated in and supervised
each of the Company’s quarterly exaions of its internal control8. Where a statement is made
repeatedly regarding an issue of specific persotalest to the officers, the allegations will more

readily give rise to the requisite strong inferenceaénter®

76

Seeln re Lehman Bros. Sec. and ERISA LjtigR9 F. Supp. 2d 258, 300-03 (S.D.N.Y.
2011) [hereinafterehmari].
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Id. at 302.
78
AC 1 142.
79
See, e.g. DI 65, Ex. 15 at 39.
80

See Plymouth Cnty..Ret. Ass’n v. Schrogal® F. Supp. 2d 360, 382—-83 (E.D.N.Y. 2008)
(supporting finding okcienterwith allegations that direats were personally involved in
transactions at issueRuxbaum v. Deutsch Bank A,®o. 98 Civ. 8460, 2000 WL
33912712, *19 (S.D.N.Y. Mar. 7, 2000) (similar).
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Second, the discrepancies between the s&loms of the March 2011 restatement and
the repeated certifications that continued fribid beginning of the class period until as late as
November 2010 are stark. In March 2011, the Camg@mdmitted “inadequate staffing and technical
expertise,” “ineffective review and approval practices,” “inadequate processes to effectively
reconcile income tax accounts” and “inadequate controls over the preparation of quarterly tax
provisions.®® Given Becnel's personal participati in designing and evaluating the internal
controls, he presumably had extensive knowledge about precisely these matters. The inference that
he lacked a reasonable basis for his certifications is plausible in the circumstances.

Third, the AC alleges that Becnel was agvaf at least some problems with internal
controls in the tax department during the clas®gde The AC refers to CW2, a “senior-level audit
executive” who worked in Weatherford’s interraaldit department from approximately 2000 to
2010% CW?2 allegedly states that taxes “were ‘ala/ap area of concern’ and a “constant’ issue.”
CW?2 reported that taxes were the only departmatht unexplained audit delays that “‘genuinely
concerned”” CW2. He or she allegedly informed Abarca and Becnel about these delays, but they
are said to have believed “that is just théuna of taxes and the Tax Department.”™ Moreover,
“[a]ccording to CW2, on several occasions, Tax Department audits turned up multiple control

deficiencies, including at least one ‘significanticiency’ in 2009, that were expressly raised with

81
DI 68, Ex. 4.

82

AC  57. The Court is not persuaded by defendants’ contentioin¢haC insufficiently
describes CW2 in order for these allegationtsstoonsidered. The complaint’s description
of CW2 as a senior-level execuiin the internal audit department during most of the class
period and its allegation that CW2 attendeclirring quarterly Audit Committee meetings
supports the probability that he or she vibblave been aware of problems regarding
Weatherford’s internal controls in taxatio®eeBISYS 397 F. Supp. 2d at 442 (holding
adequate similarly specific descriptions of various confidential witnesses).
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Becnel, Abarca, and the Audit Committé@. All deficiencies were entered into “Exception Logs”
which were summarized and presented in iR@bmmittee meetings that Becnel and Abarca
regularly attendeét CW2 stated that one of the reasoms$fs/her departure from Weatherford was
increasing concern that “the Tax Departmentassuere not being addressed,” and CW2 was “not
surprised to learn of Weatherford’s Restatemé&nt.”

Finally, to the extent the kd&epartment posed unique issues, the fact that taxes were
“key to measuring [Weatherford’s] financial perfaance and [were] a subject about which investors
and analysts often inquired” further “reinforces the inferenceiehter”®

Defendants’ opening brief paid almost no attention to the internal controls statements,
contending principally that the alleged statemeft€W2 regarding internal audit delays are not
relevant. The Court is unpersuaded. Given that part of Weatherford’'s challenged statements
regarded the effectiveness of internal controls to allow “tinfétigcisions regarding disclosure and
that part of the ultimately revealed problem ted Weatherford's “processes and procedures were

not designed to provide for adequate tinetly identification and review® one reasonably may
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AC { 58.
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Id.
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Id. T 59.
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New Orleans Emps. Ret. Sys. v. Celestica, #&5 F. App’x 10, 14 (2d Cir. 2012)
(summary order).
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DI 65, Ex. 15 at 39.
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DI 68, Ex. 4.
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infer that Becnel’s certifications were recklessigde in light of the audit delays raised by CW2

and dismissed by Becnel. Moreover, the defersdawareness of delays that might have been
indicative of the “inadequate staffing and technégdertise” and dismissal of issues that pertained
solely to the Tax Department may be also indicative of recklessness.

Defendants challenge also CW2's alleged statements about control deficiencies on
the ground that the AC does not allege that those deficiencies related in any way to the $500 million
restatement. But that is entirely beside ploent when determining whether Becnel’'s general
statements regarding internal controls—which were separate from its understatement of tax
expense—were made recklessly. The AC’s allegations permit the conclusion that Becnel knew
about but failed to resolve meaningful control diefincies at times when Becnel was certifying that
the internal controls were effective. Whiliscovery ultimately may undermine the probative value
of the supposed deficiencies referenced by CW2, tmpleont is sufficient in this respect to survive
a motion to dismiss.

In short, in light of the personal involveent of Becnel in designing and evaluating
Weatherford’s internal controls, the stark realities about the inadequacies of the internal controls that
were revealed in the March 2011 restatement, the audit delays and control deficiencies expressly
raised to him during the class period, and the fact that the Tax Department uniquely was
experiencing problems even while he knew thafutstions were of specific importance to the
Company, the AC sufficiently allegssienterwith regard to his statemerifs The inference that

his certifications were made with reckless disrddar the truth is at kst as compelling as any

89

Seeln re Scottish Re Group Sec. Liti®24 F. Supp. 2d 370 392-95 (S.D.N.Y. 2007)
(concluding that complaint adequately allegenterwith respect to company’s internal
controls certifications).
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opposing, nonculpable inferente.

The Court concludes further thiie AC adequately allegssienterwith regard to
Weatherford® While the above allegations are sufficient to give rise to the requisite strong
inference ofscienteras to Becnel, the Court concludes that the AC does not sufficiently allege
scientemwith respect to any of the other individaefendants. Although Abarca was present also
at the Audit Committee meetingsetAC does not allege with pariarity her role in designing the
internal controls. The AC is insufficient als@thwespect to Duroc-Danner because it fails to allege

that he was aware of any issuagmnternal controls at all during the class period. The AC contains

no allegations about Geer on this issue whatsoever.

b. Understatement of Tax Expense
Next, the AC alleges false statements that relate specifically to the understatement

of tax expense, including the Company’s reports on Forms 10-K and 10-Q. It alleges that these

90

The authorities relied on by defendants in igya@o not undermine this conclusion. In
Coronel v. Quanta Capital Holdingslo. 07 Civ. 1405, 2009 WL 174656 (S.D.N.Y. Jan.
26, 2009), the court rejected only the plaintiffs’ use of intecoatrol weakness as a basis
for inferring scienter regarding the filing of falseearnings statements, not as an
independently actionable securities fraud claiktoreover, it relied on the fact that the

company’s control weaknesses did not leachtofanancial restatements. That is not this
case.

Similarly unavailing isin re Interpublic Securities LitigatiQqr2003 WL 21250682. In
concluding that the plaintiffdid not adequately pleatienter the court relied on the fact
that the company had never admitted thatiliédieto have the proper procedures in place,
a far cry from this case. Nor wastk any indication that executiveslitierpublic had
received any information abauaternal control problems while the company was certifying
that the controls were adequate.
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SeeTeamsters531 F.3d at 195 (“[T]he most straightforward way to raise [a strong

inference ofscientef for a corporate defendant will be to plead it for an individual
defendant.”).
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reports “materially overstated the Company’s nebime, net earnings, effective income tax rate and
purported growth? Relatedly, because the company’s accounting for the tax receivables, which
resulted in the understatement of tax expensenadi conform to GAAP, the AC alleges that the
Weatherford defendants falsely asserted that the Company’s financial results were prepared in
accordance with GAAP. This category of false statemefitsally includes numerous statements
made in conference calls by the Weatherforfemigants indicating that their positive financial
results were due to successful strategies and competitive tax advantages rather than “improper
manipulation of the Company’s income tax experiée.”

To the extent plaintiff appears to allege intentional scheme whereby defendants
“crudely manipulated the Company’s effective tax rate expense by a few percentage points each
guarter and fiscal year to generate enough earmmigeet or beat the Company’s targets in key
periods,” its allegations are insufficiefit The complaint is entirely devoid of factual allegations
that could make plausible, let alone compellthg,inference that defendants actively manipulated
the tax receivable asset in order to beat WaHedtestimates or otherwise inflate earnings by a
desired amount. Nor does the A@yde a sufficient basis to suppesten its allegations that the

fictitious tax asset was intentionally introduced by defendants onto Weatherford’s’books.
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AC | 77.
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Seeid.
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Id.
95

Id 7 65.
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Id. 5 (alleging that “the Insid®efendants devised a competitive edge that its rivals could
not match, a simple and crutdx accounting fraud designed to inflate Weatherford’s net
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But that is not the end of the storyPlaintiff need not make such grandiose
allegations to pleascienteradequately. Rather, plaintiff negdsllege facts plausibly giving rise
to an inference of recklessness, “an extreme departure from the standards of ordinary care to the
extent that the danger was either known to thenaizfiet or so obvious that the defendant must have
been aware of it”

Plaintiff puts forward several bases on which to found such an inference of
recklessness, including (1) the magnitude @& tastatement, (2) the focus of defendants and
investors on the effective tax rate, (3) the qualifyptErnal controls, and (4) access to informatfon.

The Court is not persuaded by the AC’s attempt to akkegenterregarding the
understatement of tax expense baseedn access to information thedtyOur Circuit has held that
“where plaintiffs contend defendants had accestdrary facts, they must specifically identify
the reports or statements containing this informatiéi.The allegations of the AC do not go
beyond a “broad reference to raw data” that theutiras concluded is insufficient to allege access

to information as a basis fecienter'® Although AFME points to the assertions of CW3 that

income and net [earnings per share] to ereat overall false facade of financial success
during an otherwise very difficult period for the Company”).
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ECA 553 F.3d at 198 (internal quotatiorarks and alterations omitted).
98

To the extent plaintiff relies on CW1 frothe AC for another basis to alleggenter see
AC 11 54-56, this Court above has alreamlyotuded CW1 was not sufficiently described
to be deemed credible.
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AC 1 48-53.
100

Teamstersb31 F.3d at 196 (quotingovak 216 F.3d at 309) (alterations omitted).
101

Id.
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Weatherford maintained a monthly spreadsheet detailing intercompany receivables and payables,
the AC notably stops short of actually alleging thatspreadsheet contained sufficient information
to demonstrate that the tax expenses were in Bfrddor does the AC allegthat any of the
defendants actually were provided this spreadsfieet.

Similarly unpersuasive is the alleged lackérnal controls. While Weatherford’'s
poor internal controls may give rise to liability with respect to the defendants’ stateabents
internal controls, the weak internal contrpl®vide little if any circumstantial support that the
statements that the understated tax expense were madscwther Simply put, “[w]eak
accounting controls may pave the way for fraud. They do not themselves constitutéfraud.”

This leaves plaintiff's central points—thiie magnitude of the understatement and
the defendants’ and investors’ considerable $amu Weatherford's tax rates demonstrate that the
defendants were at least reckless with regard to the truth of their statements.

The Second Circuit has held that the magiet at least in certain circumstances, can
be relevant to thecienterinquiry!®® To the extent that the invalid tax assets created a large

footprint on Weatherford's finances without aupporting documentation, the size of the error may
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AC 1 60.

103
Id.
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BISYS$397 F. Supp. 2d at 450.
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SeeRothman 220 F.3d at 92 (invoking magnitude wfite-off to render less credible
inference advanced by defendants and thuotelude that plaintiff adequately alleged
sciente}; In re Scholastic CorpSecurities Litigation252 F.3d 63, 76—77 (2d Cir. 2001)
(similar); see alsdefer LP v. Raymond James Financial, Ji&&4 F. Supp. 2d 204, 219
(S.D.N.Y. 2009) (recognizing that “the magume of the alleged fraud does provide some
circumstantial evidence gtientef (internal quotation marks omitted)).
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provide some support facienter'® Moreover, these assets reduced Weatherford's stated tax
expense enormously—Weatherford’s stated egpdérom 2007—-2010 was 21 percent, but after the
restatement it proved actually to have been 34 pettertiow substantial that understatement was

to Weatherford’s prospects and outlook is higiied by the many analyst conference calls and SEC
filings in which defendants touteitheir lower tax rates. As the AC alleges, analysts showed
considerable interest to defendants in even a few percentage point change in the effectivéax rate.
Moreover, the defendants often provided specific quidabout the effective tax rate they expected

to achieve, down to the percentage point, in ahabits along with their reasons behind that belief,

generally owing to “tax planning™ and the Company’s “geographic earnings rtfik.The AC

106

When the magnitude of an error is relevargdienterdepends on the circumstances. For
example, if a widget manufacturer announcasittwill be writing off significantinventory
assets due to a previously undisclosed défieatparticular model of widgets, the size of
the restatement may say very little, if anythinigpat scienterregarding the failure to
disclose the defect earlier. The probabilitsit corporate officers would have discovered
the defect earlier might henaffected by whether the inv®ry was worth $10 million or
$100 million.

Conversely, if a widget manufager states repeatedly that it had annual sales of $100
million when in actuality its sales were only $hdlion, the magnitude of that error should
provide some support for an inferencesaenter because such a significant discrepancy
would be unlikely to go unnoticed.

107
AC 1 5.
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Id. 1 74 (analyst noting he was surprised bydlager rate of 24% versus an expected 27%,
and Becnel stating “[y]es, that was good work from our tax group in terms of planning.
We had some benefits that rolled in thélt appreciate over the — that we will recognize
over the rest of the year in terms of thgdanning implementations. And also it will
depend . . . on where we are making our ngorigut we feel very good about that.”).
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Id. § 88;seeid. 1 107 (when asked about the readonga lower 15.5 percent rate—which
ultimately proved to be a 32 percent rateratte restatement—Becnel stating “That we
can answer. If you look at distributionedrnings by geographic segment and the different
rates both what | would call thetatutory versus effective rat¢hat we have been able to
achieve and incremental tax planning tvatundertook during the quarter in connection
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further notes that the difference between the regaaberate and the actual tax rate would often be
even more significant in specific quarters. Example, in the third quarter of 2010, the Company
reported a 5 percent tax rate, which ultimately was restated to 35 pétc@ther quarters saw
significant tax benefits, when the restated tax rate was a meaningful nét cost.

Nevertheless, “it is clear that the size of the fraud alone does not create an inference
of scienter’'*? and what is noticeably missing from the AgCany allegation that the Weatherford
defendants had any contemporaneous basis to believe that the information they related was incorrect
that would be sufficient to allege the requisite “conscious recklessh&gs.an attempt to bridge
the gap in this regard, plaintiff relies considerably on the “core operations” theory adopted by
several courts in this district. That theory esathat “[kK[nowledge of the falsity of a company's
financial statements can be imputed to keyceffs who should have known of facts relating to the
core operations of their company that would himgethem to the realization that the company's

financial statements were false when issu&tThe theory finds its roots fBosmas v. Hasset

with our move to Geneva, all of those help&dhviously we feel a lot more confident about
putting our thumb on exactly where we will by the end of the year in terms of earnings
given the prognosis that [Duroc-Danner] just went through, and so | feel a lot more
confident in that [taxtate than where we were heading into Q1").
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See idf 127.
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See idfy 116, 122.
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BISYS$S 397 F. Supp. 2dt 447 (internal quotation marks omitted).
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South Cherry Stregb73 F.3d at 109 (internal quotation marks omitted).
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In re Atlas Air Worldwide Holdings, Inc. Sec. Liti§24 F. Supp. 2d 474, 490 (S.D.N.Y.
2004).
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case in which knowledge about new Chinese impsttiotions was imputed to corporate officers
when sales to China constituted a “significant part of [the company’s] busifiegss”a number

of courts have noted, however, it remains an open question whether the theory has survived the
passage of the PSLRA®

That debate need not be settled here. Qdwat assumes, in light of the importance
of tax rates to Weatherford’s financials, that the proper determination of these rates constituted “core
operations” that would have permitted a plausible inference that the defendants knew about the
falsity or knew facts that made the risk of such falsity obvious.

But the fact that the Coumaymake such an inference does not mean that such an
inference necessarily would be the most compelling uiédabs The Court is required to
consider “plausible, nonculpable explanationglierdefendant's conduct” and, in order to sustain
the complaint, must conclude that the inferense@nteris “at least as compelling as any opposing
inference one could draw from the facts allegeéd.Here, the allegations of the AC support the
plausible inference that the Company made an error in its tax accounting treatment in 2007 that
persisted on its books, compounding over time, and leading to incorrect financial reporting that

propagated up to management. That is, it isaagdble inference that management’s statements
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886 F.2d 8, 13 (2d Cir. 1989).
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See Bd. of Trustees of City of Ft. Lautdde Gen. Emps. Ret. Sys. v. Mechel 0811 F.
Supp. 2d 853, 871 (S.D.N.Y. 2011) (eeying caselaw in the districdff'd Frederick v.
Mechel OAQ 475 F. App’x 353, 356 (2d Cir. 2012) (summary ordeffaSmaswas
decided prior to the enactment of the PSLRAd we have not yet expressly addressed
whether, and in what form, the core operasi doctrine survives as a viable theory of
scientet).

117

Tellabs 551 U.S. at 324.
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about the Company’s tax expense were “the resulterely careless mistakes at the management
level based on false information fed it from beloW.” In the absence of any allegations of
suspicious circumstances or of knowledge ofgdbat made the risk of such error obvious, the
Court concludes that this nonculpable inferencease compelling than the inference proffered by
AFME. Thus, the AC fails adequately to allegggenterwith regard to the understatement of tax

expense.

B. Ernst & Young
AFME challenges three categories of statements made by Ernst & Young in
reports appended to each of Weather®atinual 10-K reports for 2007, 2008, and 2009: (1) its
statements regarding the effectivene$dNeatherford’s internal controt$) (2) its statements
regarding Weatherford’s compliance with GAXP and (3) its statements regarding its own

compliance with the auditing standards of #@AOB, which has adopted GAAS, in arriving at its

118

Teamsters531 F.3d at 197 (internal qation marks omitted). Note that this category of
statements is distinguishable in this regioin the statementsaut internal controls.
While the inference is quite compelling here thaterror simply originated at a lower level
and percolated up to management, that imigees much less plausible with respect to
internal controls that were or shdllave been desigddy upper management.
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See, €.9.2009 10-K, DI 68, Ex. 7 at 39 (“In oopinion, Weatherfordhternational Ltd.

and subsidiaries maintained, in all materiapects, effective internal control over financial
reporting as of December 31, 2009 based on the COSO criteria [laying out standards for
evaluating internal controls].”).

120

See, e.gid. at 40 (“In our opinion, the financial séahents referred to above present fairly,
in all material respects, the consolidatedficial position of Weatherford International Ltd.
and subsidiaries at Deceml#l, 2009 and 2008, and the coligated results of their
operations and their cash flows for each efttiree years in the period ended December
31, 2009, in conformity with U.S. gerally accepted accounting principles.”).
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opinions about Weatherford's internal contt&iand GAAP complianc&?

With regard to the third category, E & ¥statements about GAAS compliance, the

AC points to several General Standards (“G$f)erpretive Statements on Auditing Standards

(“AU"), and Standards of Fieldwork that alletjg are part of GAAS and that E & Y allegedly

violated?® AFME focuses particularly on GAAS stamda regarding the gathering of sufficient

evidential matter. In particular, AU Section 32®vides that the auditor “should be thorough in

his or her search for evidential matte?*and AU Section 110 statesati‘[s]ufficient competent

evidential matter is to be obtained through ewjon, observation, inquiries, and confirmations to

afford a reasonable basis for an opinion regarding the financial statements undet?udit.”
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See, e.gid. at39 (“We conducted our audit in accordarwith the standards of the Public
Company Accounting Oversight Board (UnitSthtes). Those standia require that we
plan and perform the audit to obtain reasoa@alslsurance about whether effective internal
control over financial reporting was maintaine@ll material respects. Our audit included
obtaining an understanding otémnal control over financiaeporting, assessing the risk
that a material weakness exists, tegptiand evaluating the design and operating
effectiveness of internal control basedtbe assessed risk, and performing such other
procedures as we considered necessatiiarcircumstances. We believe that our audit
provides a reasonabledis for our opinion.”).

See, e.gid. at 40 (“We conducted our audits in amtance with the standards of the Public
Company Accounting Oversight Board (Unite@t8t). Those standts require that we
plan and perform the audit to obtain reasBeaassurance about whether the financial
statements are free of material misstatemfmaudit includes examining, on a test basis,
evidence supporting the amounts and disclosurénifinancial statements. An audit also
includes assessing the accounting principlesd and significant estimates made by
management, as well as evaluating the ovénalhcial statement presentation. We believe
that our audits provide a reamble basis for our opinion.”).

SeeAC 1 202 n.15 (indicating allegans of violations of G:Nos. 1-3 and Standards of
Field Work Nos. 2-3).

Id. 1 206.

Id. 1 207.
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AFME contends that each of these threegaties of statements was false and that

E & Y made such false statements with the requssitenter

1. Motive and Opportunity

Plaintiff first posits that it sufficiently has alleged facts giving rise to a strong
inference okcienterunder the motive and opportunity approaalthree types of allegations. The
first regard the fees that Ernst & Young received from Weathetfor@ihe second are based on
supposed close ties between the two entities — thiné&Ges particularly on former employees of
Ernst & Young who later worked for Weatherd, including individual defendant Abar&a.The
third set of allegations focus on administrataactions and discipline that Ernst & Young and its
employees have faced in other, independent circumst&fiddene of these allegations suffices.

The AC alleges only that Ernst & Young “generated over $30 million in aggregate
fees” from Weatherford during the class peri&dIt nowhere alleges that these fees were not
commensurate with work performed or otherwise were paid inappropriately. This does not
sufficiently allege motive, as “[i]t would defy common sense to hold that the motive element . . .

would be satisfied merely by alleging the receiffptormal compensation for professional services
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See idf1 201, 218, 220.
127
See idf1 220-26.
128
See idf1 227-28.
129
Id. 1 218.



33

rendered.*®

The “revolving door” allegations are similaunsuccessful. The Court assumes for
present purposes that there was, in fact, a “steady stream” of Weatherford employees and executives
with “close personal ties” to Ernst & Yound. Even so, the AC fails tallege why this gave Ernst
& Young a motive to commit the alleged fraud. The Weatherford employees whose departure dates
from Ernst & Young are given are alleged to have left the auditor in 1996 and*26@®e seven
years before the class period. In any everd, A fails to allege why the fact that certain
Weatherford employees once worked for Ernst@ing has any bearing on either party’s motive
or opportunity to commit the fraud alleged in tbaése. Simply listing common employees of both
companies, without more, is not enough.

Finally, the AC provides two paragraphs of allegations of prior wrongs it asserts
Ernst & Young committed®* These prior sanctions and disciplinary measures—which occurred in
circumstances entirely independent of the circumstances of this case—have no bearing on whether

Ernst & Young had a motive to perpetuate fraud in this case.

130

Friedman v. Ariz. World Nurserieg30 F. Supp. 521, 532 (S.D.N.Y. 1994ff,d 927 F.2d
594 (2d Cir. 1991)seeGanino v. Citizen Utilities Cp228 F.3d 154, 170 (2d Cir. 2000)
(“General allegations that the defendanteddh their economic self-interest are not
enough.”).
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AC 1 220.
132
Sedd. 11 221, 222.
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See Vogel v. Sands Bros. & Cb26 F. Supp. 2d 730, 743 (S.D.N.Y. 2001) (holding that
alleging a “close relationship” withouatore did not allow the court to infsciente}.
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SeeAC 11 227, 228.
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2. Circumstantial Evidence of Recklessness

Alternatively, AFME contends that it has alleged the requisiienterthrough
sufficient circumstantial evidence of conscious misbehavior or recklessness.

In conducting this inquiry, the Court ismaiful of the “demanding” standard imposed
by this Circuit to plead auditecienterin a securities fraud cas®. In particular, for “recklessness
on the part of a non-fiduciary accoant to satisfy securities fragdienter such recklessness must
be conduct that is highly unreasonable, representing an extreme departure from the standards of
ordinary care” and “approximat[ing] an actual intémtaid in the fraud being perpetrated by the
audited company?® Moreover, our Circuit has said t#te failure of a non-fiduciary accounting
firm to identify problems with the defendant-cpamy’s internal controls and accounting practices

does not constitute reckless conduct sufficient for § 10(b) liabifity.”

135
Lehman 799 F. Supp. 2d at 302 (inted quotation marks omitted).
136

Rothman 220 F.3d at 98 (internglotation marks omittedgccordSouth Cherry Stregt
573 F.3d at 110. This said, auditos¢ientercan be established by a showing of shoddy
accounting practices amounting at best wetended audit, or of grounds supporting a
representation so flimsy asl&ad to the conclusion that there was no genuine belief back
of it.”” Rothman220 F.3d at 98 (quotingcLean v. Alexandeb99 F.2d 1190, 1198 (3d
Cir. 1979)). This is because, although fhiecuit requires approximate “intent,” the
plaintiff need not allege that the auditor adifyavanted” the fraud to happen; rather, it is
sufficient to consider “what could the defentieeasonably foresee as a potential result of
his action.” AUSA Life Ins. Co. v. Ernst & Young06 F.3d 202, 221 (2d Cir. 2000)
(internal quotation marks omitted). Thuschuse “E & Y is not an accounting dilettante”
and “knows well that its opinions and certificats are afforded great weight . . . . it is
sufficient for a plaintiff to allege and prowbat a defendant could have foreseen the
consequences of his action lhotged ahead nonethelesdd.; accordGouldv. Winstar
Communications, Inc692 F.3d 148, 158 (2d Cir. 2012).
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Novak 216 F.3d at 30%ee Gould692 F.3d at 159 (suggestingatmmary judgment stage
that “mere failure to uncover tleecounting fraud” is insufficient).
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Typically, auditor scienter in this Circuit turns on alleging that the auditor
“repeatedly failed to scrutinize serious signs of fratitl. Such allegations of “red flags,” when
coupled with allegations of accounting violations, may permit a complaint to survive a motion to
dismiss®*® But “an unseen red flag cannot be heeded” and “flags are not red merely because the
plaintiff calls them red° Rather, the red flags, taken collectively, must demonstrate “obvious
signs of fraud, or that the dangeifraud was so obvious that [tHefendant] must have been aware
of it.” 1%

Moreover, where, as here, statements by an auditor are couched as opinions, this
Court has previously recognized that the baaised even higher to allege the requisdienter
In particular, to allege that an opinion is false (arfdrtiori, to allege that it is false witktientey,
the complaint must “set forth facts sufficient to warrant a finding that the auditor did not actually
hold the opinion it expressed or that it knew that it had no reasonable basis for holdfng it.”

The Court takes each category of alleged misstatements in turn.

138
Gould 692 F.3d at 160.
139
Stephenson v. PricaterhouseCoopers, LLF68 F. Supp. 2d 562, 573 (S.D.N.Y. 2011).
140
Id.
141

South Cherry Stregb73 F.3d at 11ZeeTellabs 551 U.S. at 322-23 (“The inquiry . . .
is whethemll of the facts alleged, taken collectiyegjive rise to a strong inference of
scienter not whether any individuiallegation, scrutinized in isolation, meets that
standard” (emphasis in original)).

142

Lehman 799 F. Supp. 2d at 303.
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a. GAAP Compliance

AFME relies on what it characterizes as nine red flags to support an inference of
scienterregarding E & Y’s opinions about Weathend’s GAAP compliance: (1) the sudden drop
in Weatherford’s tax rate in 2007, (2) the magnitatithe error as ultimately revealed in 2010, (3)

the frequency and consistency of the tax entriethéfact that Weatherford’'s apparent tax rate was

much lower than that of its rivals and permitt¥datherford to beat earnings forecasts, (5) the fact

that E & Y received fees for “non-U.S. tax compliance, planning and U.S./non-U.S. tax related

consultation,” (6) Weatherford’s prior histoof accounting improprieties, (7) the discrepancy
between Weatherford’s cash tax rate and tepotax rate, (8) E & Y’s access to a spreadsheet
containing intercompany reconciliations and (@) discrepancy between E & Y’s representations
about internal controls and Weatherford’s March 2011 admis&®ihe Court is not persuaded
that these allegations are sufficient to satisfy the demanding standard for péesehiteyas against
an auditor.

First, several of these were not red flagsll. That E & Y received fees from
Weatherford for U.S. “tax related consultati@ays substantially nothing about what E & Y would
have known from 2007—2010 about this particulaeaspf Weatherford’s taxes beyond its general
role as auditor. Nor is Weatherford’s March 20@é&\elation of its poor internal controls a red flag
that would have been seen by E & Y in 2007-2010.

Second, at least one of these purportedlag is insufficiently connected to E &
Y. The AC fails to allege that E & Y knew abdieatherford’s competitors’ tax rates or that the

tax rates were responsible for beating earnings forecasts.
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AC { 213.
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Third, some of these red flags just are not sufficiently colorful. As discussed
previously, the AC fails to explain with pauiarity whether and how the spreadsheet providing
“intercompany reconciliations” would havevealed the understatement of tax expéffshior does
Weatherford’s general history of one-time acdmgcharges provide any meaningful grounds to
contend that E & Y was reckless for failing to uncover this particular misstatement.

Finally, to the extent that the supposetiftag merely constituted better performance
by Weatherford, the Circuit has rejected the notion that a rapid increase in profitability is a sign of
fraud sufficient to pleadcienter**

The remaining purported red flags amount not so much to any meaningful
contemporaneous knowledge thai E had showing the existenceahy misstatements, but rather
that the size and nature of the fraud was sughER& Y should have found it. That is, the AC is
“replete with allegations that [E & Y] woulttave learned the truth as to those aspects of
[Weatherford’s taxes] if [E & Y] had performed the due diligence it promi$8dThis is not

enough.

144

The AC contains also many more generateshents about E & Y’s “access” due to its
longstanding role as an auditor of Wheaford since 2001, non-audit work, frequent
conversations with management, efeeAC 1 209. “None of these allegations shows
anything more than that [E & Y] was [Weatfwrd's] auditor, afact which is wholly
insufficient to show [E & Y’s]scienter” In re Doral Fin Corp. Sec. Litig563 F. Supp.
2d 461, 466 (S.D.N.Y. 2008).
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See Chill v. Gen. Elec. Cd.01 F.3d 263, 269-70 (2d Cir.1996)
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South Chernstreet 573 F.3d at 112 (interhguotation marks omitted). Moreover, E &
Y’s opinion letter makes clear that its audit igies on a “test basis” and therefore did not
analyze every single transaction. DI 68, Eat 40. Thus, AFME’s allegation that E & Y
failed to uncover the error is insufficient ttege that the audit was improperly conducted.
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b. Internal Controls

The allegations regarding internal controls fare no better. The only purported red flag
that AFME alleges regarding internal contr@ghe tension between E & Y’s opinion that the
internal controls were effective and Weatherferstibsequent conclusion that they were not. But
that is not a red flag because Weatherford’s conclusion was made known only after E & Y’s
representations. Unlike in the case of Becnel AR contains no allegats suggesting that E &
Y ever had been made aware of issues with internal tax controls.

AFME's stronger argument is that, in light of the considerable deficiencies in internal
controls revealed by the Company, any reasorealé following the criteria that E & Y affirmed
that it had used would have revealed the deficemacBut the AC’s allegations in this regard are
only conclusory, providing no factual detail as to how application of the criteria would necessarily
have uncovered the problems with internal contfBlsThe Court thus concludes that the more
compelling inference is that the audit was no ntbasm negligent, if indeed it was that, in failing

to identify the problem¥?
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SeeAC 1 216 (“The COSO criteria provide atdiéed roadmap for auditors, including the
identification of red flags, appropriate padis and procedures and comprehensive audit
planning and review of inteah controls necessary faeliable financial reporting.
Accordingly, if Ernst & Young conducted tlaeidit it claimed it had pursuant to COSO, it

had actual knowledge that the Company had virtually no internal controls over financial
reporting for taxes, as Weatherford admittethmRestatement. If Ernst & Young did not
conduct a COSO audit, as it represented to investors that it had during the Class Period, its
certifications were knowingly false.”)
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The Court further recognizes that the Cirdus said that “the failure of a non-fiduciary
accounting firm to identify problems with tldefendant-company’s internal controls and
accounting practices does not constitute rexsk@®mnduct sufficient for § 10(b) liability.”
Novak 216 F.3d at 309 (citinDecker v. Massey-Ferguson, L6881 F.2d 111, 120 (2d Cir.
1982)). Plaintiff contends thtte principle is inapposite gia the passage of the Sarbanes-
Oxley Act which mandates specific reviews aedifications regarding internal controls.
The Court need not rely onglbroad principle enunciated NpvakandDeckerto conclude
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C. GAAS Compliance

Finally, E & Y’s statements regarding dsmpliance with GAAS is disposed easily.
Whether in alleging that E & Y violated its duties of “due professional care,” “professional
skepticism,” or gathering sufficient evidential matemtherwise, the claims fall for essentially the
same reasons as described above. Indeed, the burden is doubly high in this context; not only must
AFME allege that E & Y failed tdo an adequate audit, but it must allege also that E & Y was at
least reckless in believing that its audit was adequahere is nothing in the AC that even begins
to suggest anything about E & Ystate of mind with regard to haiconducted the audit, and thus

the claim fails.

C. SectiorR0(a)

Section 20(a) of the Exchange Act makes liable those who directly or indirectly
control a person who is liable for a primary violation of the staftités this Court previously has
held, a plaintiff need not plead culpable partitipaby the control person in order to state a legally
sufficient claim®*® Nor need the allegations of control be pleaded with particufatity.

The Court concludes that in addition sbating a claim against Becnel and

that plaintiff has failed to allege any reckless conduct here.
149

Seel5 U.S.C. § 78t(a).
150

See In re Parmalat Sec. Litjgl97 F. Supp. 2d 526, 532 n.42 (S.D.N.Y. 20BI8YS
397 F. Supp. 2d at 450.
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Id.
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Weatherford as primary violators, the AC staedaim against Duroc-Danner, Abarca, and Geer
under Section 20(a). As chief executive officerr@dDanner clearly had “the power to direct or
cause the direction of the management and policies” of WeathéHidrtde same is true for Abarca
and Geer, who were Weatherford’'s chief acd¢mgnofficer and principal accounting officer,

respectively, and signed some of the statements at'fSsue.

D. Motion to Supplement

AFME moves to supplement the complaint to add factual content that purportedly
came to light only after the filing of the amended complaint.

A motion to supplement a complaint pursuant to Rule 15(d) is governed by the same
standard as a motion to amend under Rule 15{(#)differs only in that it réers to a request to add
allegations about an event or events that ocdwiter the original pleading was filed, as compared
to a motion to amend, which covers events tbhatoed before the filing of the pleading but which
were not included in the complaifit.

A motion to supplement generally should be “permitted when the supplemental facts
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S.E.C. v. First Jersey Sec. Int01 F.3d 1450, 1472—73 (2drC1996) (internal
quotation marks omitted).
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SeeAC 11 46-47.
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See Quaratino v. Tiffany & Corl F.3d 58, 66 (2d Cir. 1999hstinet Inc. v. Ariel (UK)
Ltd., No. 08 Civ. 7141, 2011 WL 4444086, at *2 n.1 (S.D.N.Y. Sept. 26, 2011).

155

SeeFeD. R.Civ. P.15(d) (“On motion and reasonable meti the court may, on just terms,
permit a party to serve a supplemental plegdietting out any transaction, occurrence, or
event that happened after the date of the pleading to be supplemented.”).
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connect it to the original pleading®® Such a motion should not lgganted, however, where it
would cause “undue delay, . . . ungiwejudice to the party to be served with the proposed pleading,
or [would be] futil[e].”™*’

At a hearing before this Court on Janua7, 2012, counsel for lead plaintiff AFME
indicated that they preferred to “go forwardwvith the amended complaint as drafted, and declined
the opportunity offered by this Court to amend their complaint. Lead Plaintiff has twice attempted
to add to the allegations of the AC since this date, first requesting to amend and then filing a motion
to supplement it, both in spite thfe fact that they are seeking to alter the very complaint on which
they unequivocally elected to staltd.

Be that as it may, AFME asserts thapitssent motion to supplement the AC should
be granted because events have occurred after the date the AC was filed that add substantively to
the allegations asserted ther&th AFME seeks to supplement widitlegations regarding (1) the
“remov(al]” of Becnel, as well as the Companyise president of tax, (2) a U.S. Department of
Justice investigation that was announced on March 15, 2012, and which the motion asserts is

looking “into the facts alleged in the [AC],” arfd) a second financial restatement issued by the

156
Quarating 71 F.3d at 66.
157
Id.
158
DI 83, at 2.
159
SeeDI 86; DI 89
160

As certain of the defendants note, it aeprs that plaintiff's supplemental amended
complaint contains also changes that are siwiply alterations reflecting events that
“happened after” the AC was filecgeeDI 94, at 6 n.2.
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Company in 2012, which “admitted tax misstatements . . . [of] another $185 mtfitdn.addition,
AFME asks the Court to take judicial notice of related materials.

The motion is denied as futile. Nonetbé proposed additions in any way affects
the resolution of this case. First, that Be@red another executive were removed well over a year
after a restatement in which the Company weassfhto acknowledge, at a minimum, a $500 million
mistake, is not probative stienter'®? Second, while the existenoégovernment investigations
may sometimes be probativesaienterwith regard to post-investigation conduct, there is no basis
to conclude that a DOJ investigation initiated over a year after the events in questioatisgrob
of anything!®® Finally, the 2012 restatement appears to have increased the size of the losses, but

changes nothing of substance with regard to the claims in this case.

Conclusion
Accordingly, Ernst & Young’s motion to dismiss the AC [DI 63] is granted. The
Weatherford Defendants’ motion tasdiiss the AC [DI 67] is granted all respects, except that it
is denied with respect to (1) the Section 1@lb)ms against Becnel and Weatherford regarding

statements about the quality of internal contamid (2) corresponding Section 20(a) claims against

161
DI 90, at 4, 8.
162

See Glaser v. The9, Lid.72 F. Supp. 2d 573, 598 (S.D.N.Y. 2011) (finding that officer
resignations did not support inference of scienter absent “highly unusual or suspicious
circumstances”). It would hardly be unusual or suspicious that two executives would be
removed as a result of this significant restaetneven assuming it was an honest mistake.
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See Teamsters Allied Benefit Funds v. McGida: 09 Civ 140, 2010 WL 882883, at *11
(S.D.N.Y. Mar. 11, 2010) (noting that government investigations only allege scienter for
misconduct occurring after the investigation).
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Duroc-Danner, Abarca, and Geer. AFME’s roatfor leave to supplement the complaint [DI 90]

is denied, and its requests for judiciatioe [DI 90; DI 101] are denied as moot.

SO ORDERED.

Dated: November 7, 2012

= Letvis Aél(\aplm/

United States District Judge

(The manuscript signature abeve is not an image of the signature on the original document in the Court file.)



